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Abstract

used to analyze datq and draw conclusions.

The results of the Study reveal that the company has no well estq

committee, no budget manual, Bottom-up approach (a participative style) is used in
budget setting and budgets are estimated using past Year performance ag a base (zero
f=4

based budgeting is not used). Performanceg Teports are prepared monthly, quarterly, and.
# 4

early without detaijleq variances (flexiple budgets are not incorporated) 4
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CHAPTER ONE: INTRODUCTION

1.1. Background Of The Study

We do not live our life from day to day without any consideration about the future. We plan from
major things such as our career to small things such as what we are going to do tomorrow or next
~ week. The same is true for businesses. In businesses, however, the plan is expressed in financial
terms and is more formal and deliberate in a process known as budgeting. Budgets in organizational

context are tools used by managers to express and quantify their financial intent.

Budget is a means of planning for various resources, a control mechanism for an administration to
keep from spending too much, a process 1o coordinate the many activities that an institution
undertakes, and a technique for setting the organization’s priorities by providing a means to allocate

scarce resources among competing uses (Linn, 2007)

For many decades, empirical research has documented the extensive use of budgeting system.
Recently, however, there have been numerous criticisms leveled at budgets. Budgets, for example,
have been linked to various behavioral problems including motivation, budget games such as budget
slack etc. (Ahmed, 2005). There appears therefore to be two divergent views on usefulness of
budgets. The divergence of views on budgeting as a management planning and control tool has
provided the major motivation for present studies. Despite the criticisms, present studies reveal that
the use of budgets as a planning, control and performance evaluation tool is wide spread. Most
studies in this regard were undertaken in advanced countries such as UK. Currently, however,
studies are being undertaken in develbping countries. Study for instance, on selected Asian countries

by Suleiman, Ahmed, and Alwi (2004) indicates an increasing use of budget. Studies in African




countries including Ethiopia, on the interrelationship and gaps between management accounting
practices are under researched. This research therefore, contributes to filling the gap by studying the
practice of the specific establishment. Review of organizational as well as industrial practices in
relation to budgetary theories and empirical studies are crucial if true picture of potential changes or
improvements are to be made to the current practices. To this end, there is a need to investigate the
nature of existing budgeting and budgetary control practices in order to lead to a better
understanding of the situations and contexts in which a particular theoretical technique may be
appropriate. Clearly not all theory is relevant; or appropriate to every given situation or
establishment. Researches that try to identify current practices within organizations in a given
industry will provide ground to other researchers to question why the particular practice exists and

also undertake a study on industry practices.

The focus of this project is to describe the characteristics of the existing budgeting and budgetary
control system of FAFA Food Share Company. Its main theme is describing the how of budget
preparation, budget implementation, and control. The report is compiled based on interview made

with officials of the company and review of related documents.

1.2. Statement of the Problem

Present studies reveal that many companies in developing countries as well as developed countries
are making use of budgets as a planning and control tools. The use of budgets is more crucial for
business organizations established with the objective of maximizing profit and bringing the utmost
return on stockholders’ investment since budgets assist in the profit maximization objective, Joshi,
(2003). Budget is a set of plan for achieving goals, a tool to determine whether operations are going

i

according to plan, a means to allocate scarce resource among competing uses.
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Business people sometimes say that budgeting is not worthwhile. They require the budget to be
followed down to the last dollar. They also argue that managers should be concerned with running
the firm’s day-to-day operations instead of worrying about the future, which is likely different from
what they expect, Hirsch (1986). Such argument can be disastrous because the future is to a great
extent a product of the past and present; and the action that managers now take or do not take can
affect the future greatly. The most common example that can be sited as the problem of a wait-and-
react approach to management, according to the same scholar, is the financial difficulties that
growing firms run into because they do not consider the future financial requirements that growth
will bring. Formal budgeting process helps managers in dealing with such uncertainties and makes
their decision-making process more effective. It helps to substitute deliberate, well-conceived

business judgment for accidental success in enterprise management.

The existence of a formal budgeting process alone is not sufficient for organizational success, and
organizational effectiveness and efficiency. The budgeting process may work to the firm’s
disadvantage, if not properly handled. fhis is because budgeting and budgetary control influences
human behavior, and the influence may be dysfunctional against the best interest of the firm. To this
end, proper use of budgets considering complexities of current business activities, changing
environment and the current globalization requires investigation of current practice. Furthermore, tc;
cope up with and win the current stiff competitiohs on global basis, establishments need to review
their practice with respect to current theory and industry practices. Based on the above facts, this
paper will try to answer the question, “what the budgeting and budgetary control practice of the

company looks like?”

(U6 ]



1.3. Objective of the Study

The main objective of the study is to assess the budgeting practice of FAFA Food Share Company in

planning, control and performance evaluation. More specifically, this study discusses the following

aspects:

o Budget discussion and budget decisions

e Participant’s involvement in budget preparation and discussion

e Budgeting style or approach followed f, B
Hefla
e The style of performance reports prepared = B2 m
dqaz
e The variance reporting periodicity % fg :
Y
o Top management attitude towards budgeting : 3 ‘ﬁ% »

1.4. Significance of the Study

The study examines and describes the current budgeting practice of the company comparing and

contrasting it with literatures and empirical studies undertaken in other countries. It is therefore

believed that the study will prompt the company to review its existing budgeting system. The study

can also be used as a base for further research. Based on these findings other researchers can identify

the effects of the current practice on the overall company performance. Researcher can also survey

the industry practice. Furthermore, the research has academic signiﬁcancé for it enabled the student

researcher to be familiar with the budgeting practice in the selected organization.



1.5. Scope and Limitation

The study’s scope is limited to the description of the budgeting practice of the case company,
focusing on general and behavioral aspect of budgeting, rather than analytical and technical aspect. It
focuses on the following aspects: budget discussion and setting practice, budgeting process adopted,
top management support and involvement, length of budget period, budget participation,
performance reporting and its periodicity, budgeting approach (method) used. There are different
factors that may challenge the findings of this research. The most significant ones are lack of studies

on the same topic in our country, financial shortage, and more severely shortage of time

1.6. Methodology

Sources and Methods of Data Collection

The study used both primary and secondary data. Primary data were collected through conducting
interviews with general manger, and division and department heads. The interview questions
included questions relating to budget planning, budget implementation, performance evaluation and
participation. Specifically, they focused on such dimensions as: why the company uses budget, for
how long it produces budget, the periodicity of variance reports, budget participation, the frequency

of reviewing budgetary procedures and others.

Secondary data were collected by referring the company broachers, budget reports and performance

reports.



Method of Data Analysis

Qualitative analysis is used for non-statistical data collected. To analyze the data, a systematic non-

statistical data analysis known as content analysis is used. With this method massive contents of

speech and document review are summarized. Data reduction, data display, conclusion drawing and

recommendations are used phase by phase to make sense of the data collected. Data reduction refers

to the process of selecting, focusing, simplifying and transforming the collected data that appear in

interview and document review notes. Data display goes beyond data reduction to provide an

organized, compressed assembly of information that permits conclusion drawing.

1.7. Organization of the Paper

The paper is structured in to five chapters: The first chapter gives a brief introductory background
about the study; including introduction, statement of the problem, objectives of the study,
delimitation and scope, and methodology. Chapter two provides a review of theories and prior
research on budgeting practices of several countries. Company background focusing on its products

is discussed in chapter three. Chapter four discuses about data presentation and analysis. The finial

chapter, chapter five presents conclusions and recommendations
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CHAPTER TWO
- REVIEW OF RELATED LITERATURE

2.1. Budget And Budgetary Planning

2.1.1. Budget and budgetary planning defined

Chakravarty (2004) defined budget as a plan quantified in monetary terms prepared and approved
prior to defined period of time usually showing planned income to be generated and/or expenditures
to be incurred during that period and capital to be employed to attain a given objective. In simple
words, Smith, Keith, and Stephens (1989) defined budget as a formal quantitative expression of the
goals set by management. Budgetary panning is the process of setting goals and determining ways to

achieve them

2.1.2. Purposes of Budgeting
Budgets can be prepared in numerous ways depending on the desired complexity. Even simple
budgets offer a large number of advantages. The following are few of the advantages a formalized

budgeting system offers

Aid planning: Budget obligates managers 10 plan ahead for the activities of the organization. It
encourages managers to anticipate problems before they arise giving them timg to consider
alternative way of overcoming them when they do arrive. Such an exercise tends to produce better
results than decisions made in haste (Izhar, 1991). In the absence of the necessity to prepare a
budget, too many managers would spend all of their time dealing with daily emergencies (Garrison,

1997).



Budgeting is a form of systematic decision making, because the plans that a firm makes
required decisions about numbers of workers to hire, quantities of various products to make and raw
materials to buy, and many other matters. If conditions change and the original budget no longer
seems feasible, it will still have served a purpose, because it will make it easier for managers to
adapt to the changed condition. That is, managers who have a budget can adapt to better to changing

circumstances than managers without one, Hirsch (1986: 533-534)

Aid co-ordination: Coordinating activities has always been important to management; it sis
especially so today because of the interdependence among the various functioﬁs. Marketing, finance,
and general administration activities must work together. Budgeting forces managers of various
parts of the organization to co-ordinate their plan for action. Left to their own devices, department
managers may make decisions about the future which are incompatible or even in conflict with other
departments. Budgeting helps to avoid such conflicts by encouraging managers to consider how their
plans affect other departments and the plans of other departments affect them (Izhar, 1991).
Budgeting helps managers to spot potential problems and conflicts. Different managers have
different points of view about many aspects of the firm, and these divergent views can be

harmonized through budgeting.

Means of communication: Budgeting serves as a means of communication. It provides a means of
communicating managements’ plans throughout the organization. Copies of budget are usually made
available to all management personnel to make them understand the plans and policies of the
organization and also about the restrictions to which the organization is expected to adhere. In
manufacturing firms, for example, production cannot be planned until the sales manager has

communicated the sales plan to the production manager. Similarly, purchasing manager cannot plan



raw material acquisition until production manager has communicated the production plan to the

purchasing manager (Rayburn, 1989)

A tool for control and performance evaluation: To be completely effective, a good budgeting
system must provide for both planning and control. Good planning without effective control is time
wasted. On the other hand, unless plans are laid down in advance, there are no objectives towards
which control can be directed. While budget preparation aids planning, the way budgets are used
helps in control and performance evaluation. After budgeting the management should exercise
control, which involves the steps taken by management to ensure that the objectives set down at the
planning (budgeting) stage are attained, and to ensure that all parts of the organization function in a
manner consistent with organizational policies. The system of calculating deviations from budget
(variances) after the event fosters cost-consciousness amongst workers and managers and highlights
areas of over-and, more importantly under-achievements. With this respect, budgets are important

control tools and are benchmarks against which actual performances are compared. (Garrison, 1997)

A means to allocate resources: Most organizations face shortage of labor, equipment, material,
capital investment, so forth. In this regard, budgets serves as a technique for setting the
organization’s priorities by allocating scarce resources 1o those activities that officials deem to be the

most important and rationing it to those areas deemed less vital (Chakravarty, 2004)

Empirical studies reveal that budget serves dual purpose of planning and controlling. As a control,
budget regulates the behavior by specifying the means to achieve a target. A survey study in
Malaysian companies by Ahmed (1998) reveals that, budgets are used for diverse purposes, such as
performance measurement and evaluation, staff motivation, pricing decision and cost control. Joshi
(1998) stated that budgets are used to communicate top management’s expectation to managers and

employees, and for coordinated panning among different functional areas. He further concluded that




when production processes were relatively routine and repetitive, budgets could be used effectively

to achieve organizational coordination.

The relevance and importance attached to each of the purposes of budget may differ from company
to company, or from industry to industry. Study by Joshi (2003) on budgeting practice of large and
medium sized companies in Bahrain revealed that most companies rated the purpose of budget to
assist in maximizing the overall profitability highest followed by; to judge and control performance;
a way to calculate rewards, and a motivation devise for managers. The study was based on survey 54
medium and large sized companies. According to Jones (1998), study on UK hotel operators’ use of
budgetary procedures, however, the main use of budgeting was found to be; to evaluate performance
rated highest followed by control.

In summary, although theories on budgeting list various advantages, the importance and weight

attached to each purpose differs from company to company or from industry to industry.

2.2. Budget Implementation, Evaluation And Control

2.2.1. Budget Implementation

Implementation of budgets involves putting the plan to work. During budget implementation (budget
execution); coordination among various departments and divisions, communication and information
flow available, and leadership provided to subordinate managers are crucial. These variables should
be considered during budget execution if the firm is striving to achieve its budget goal (Ray born,

1989)

10



2.2.2. Budgetary control through performance evaluation

After the planning process has been completed, that is after goals and the ways to achieve them have
been determined, the next thing to do is to put the plans to work. And once those plans are at work, it
is necessary for managers to monitor the operation in order to see if they are achieving what they are
supposed to. In other words managers need to exert control over the operation based on plan or
budget (Smith, Keith, and Stephens, 1986). Budgetary control is the use of budget to control firm’s

activity

Managers do exercise control through performance report. The performance report prepared shows
the actual results, the budget result, and any difference between actual and budget, referred to as
variance. Any significance variances identified are noted and analyzed in an attempt to identify what
caused them. Variances explain the difference between actual results and expected results. Variance
analysis refers to the systematic evaluation of variances in an attempt to provide manager with useful
information for measuring efficiency and improving performance. Once the cause is identified the
appropriate remedy can be determined and set into action in an attempt to shrink these differences

between the actual and budget during the next performance report period.

Feedback is an important role of budgeting and budgetary control for attaining the expected quality
and quantity standards in planning and control. Performance report and feedback focus on the extent
to which employee have achieved expected level of work during a specified period. Budgets are used
as standard for performance and used to evaluate managerial performance. Budgeting and variance
analysis can be positive tools for performance measurement system if the accounting information or
communication process is functioning appropriately. According to Joshi, (2003), performance

approval should be based mainly on budget achievements. The performance report is used to
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compare actual result with objective (plans). The frequency depends up on the time specific nature
of the objectives. Some objectives involve daily operations, and obliviously daily performance
reporting is appropriate.

To Begin to control operations for the period, management looks at the performance report,
examines the information in the difference column, and asks several questions that require
immediate answers. Manager asks questions such as: who is responsible for the difference, which
differences should be investigated? What is the cause of each difference? What corrective actions

need to be taken?

Regarding the style of performance report, Izhar (1991) stated that performance report should
distinguish controllable costs from non-controllable costs. Controllable costs are costs that a
manager is held responsible for. They are costs within the responsibility center that can be
significantly influenced by the manager of that center during a given period of time. If a manager has
no influence over a cost during a given period of time, then the cost is anon-controllable cost. If
costs are not controllable, it doesn’t make sense to hold a manager accountable when the costs are
not what they should be (Smith, Keith, and Stephens, 1986). The department head should be held
responsible for those costs which he can influence. In general, previous studies advocated the need
to make clear distinction between controllable and non-controllable costs in the budget holder’s

performance report (Ahmed, 2003)

Most studies on budget practices have been conducted in advanced countries. Study on
budgeting practices of developing countries such Bahrain was undertaken on such dimensions as;
specific purpose served by budgets, degree of budget participations. Studies were also undertaken on

the control aspect of budgeting on such dimensions as: the periodicity of performance reporting

12



related to budget, how budget variance is used, who evaluates the budget variance performance
report, the style of performance report received by budget holders, and the frequent reason for under-
achievements, if any. Study by Joshi (2003) reveals that both department heads and budget
committee hold the position to evaluate the budget variance report, and the periodicity of these
reports is usually monthly or quarterly. The budget variance according to his study is used to
evaluate managers’ abilities, timely recognition of a problem and to improve next period budgets
from high rating to lower rating respectively. Ahmed’s (2003) finding on the same dimension
revealed that variance reports are used to judge managerial performance. Joshi’s (2003) study on
reasons for not being able to achieve budget targets indicated that the most important reason were

inability of departments and ineffective planning. Unattainable standards were also cited as reasons.

2.3 Requirements For Operation Of Budgeting And Budgetary Control System

The following are pre-requisites for the successful operation of a budgetary control system according

to Chakravarty, (2004)

2.3.1 Establishment of budget center

CIMA has defined a budget centre as “a section of an organization for which separate budget can be
prepared and control exercised”. An organization is divided into several segments, which are clearly
defined for the purpose of budgetary control according to responsibilities of departmental heads.
These segments are technically referred to as budget centre. Budget prepared for a budget centre is
called a departmental budget. These budgets are prepared with the help of departmental heads, e.g.,
purchase budget is prepared with the help of purchase manager, and labor cost is prepared with the

help of personnel manager, and so on.

13



2.3.2 Preparation of organization chart

A well-defined organization chart, showing clearly the lines of authority and responsibility of each
member of management and his position in relation to other members — both upwards downwards —

is absolutely essential for a successful budget system.

2.3.3 Establishment of adequate accounting record

The accounting system should be able to record and analyze the information required. The budget

procedure must use the same classification of expenses and revenues as the accounting department

for comparison purpose.

2.3.4 Establishment of budget committee

The budgetees, who prepare and are responsible for their budget, are the departmental line managers.
However, there is also a need for someone to provide technical assistance. Budget officer takes this
function of coordinating the many individual budgets of the line managers. In small concerns, a
budget officer or the chief accountant prepares the budget and coordinates all the works involved. In
organizations where budget is a complex process, co-ordination of budget will be far beyond the
Jimits of any one person. Here, a budget committee may be set up, comprising several high level
executives in charge of the major functional divisions of the business (chief executive, budget officer
and heads of functional departments or budget centers, €.g., sales manager, production manager,

purchase manager, chief accountant, standard and quality control manager etc), (Izhar, 1991).
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Usually, the chief executive is the head of this committee, so that decisions of this committee

become binding on others.

The main functions of the budget committee are:
(1) to assist all departmental managers in making budget by providing them information about past
performance, (2) to inform all departments regarding requirements, dates of submission of the
budget, ete;(3) to circulate broad outline of the policies framed by the top management in relation
to the budget system; (4) to receive the budgets from various departments and scrutinize them; (5)
to discuss problems with departmental heads and suggest revision of functional budgets, where
necessary; (6) to settle disputes between departments on budget matters and approve revised
functional budgets; (7) to prepare a master budget after the approval of the functional budget; (8)
to compare actual performance with budgets, analyze variances and recommend corrective action,
where necessary; (9) to inform departmental heads regarding changes in budget policies and
procedure and revisions made in their budgets by the committee; (10) to prepare budget manual

and co-ordinate all budget work (Chakravarty, 2004).

Rayburn, (1989) also sited the following advantages in addition to those listed above
(1)Recommending action to improve efficiency where necessary; (2 preparation of budget manual
as a reference for implementation of a budget program; (3) approving possible changes as in the

budget as conditions change; (4) reviewing the budget periodically

The budget committee’s functions, according to Rayburn, (1989) include co-ordination of all
planning, giving consultation to budget officer, reviewing and approving budget estimates and

suggesting revisions, preparing budget manual as a reference for implementation of a budget

15



program. Another function of a budget commitiee is reviewing the budget and its procedures

periodically to approve possible changes in budget and procedures as conditions change.

Among the functions of budget committee, review of budgetary procedures is given more weight
by many researchers for it helps to cope with changing situations and conditions. Jones (1998)’s
study on UK hotel operators’ use of budgetary procedure indicated that 89 percent of the
companies from a sample of 44 companies did review their budgetary procedures, however, only
41 percent actually did so on routine basis. In this sample 59 percent of the organization did not

review budgetary procedures on routine basis

2.3.5 Preparation of budget manual

According to CIMA, a budget manual is a document which sets out the responsibilities of the
persons engaged in the routine of and the forms and records required for budgetary control
(Chakravarty, 2004). According to Garrison,(1997), it contains and serve as the guidelines for
preparation and implementation of various budgets, which are summarized according to him as: (1)
definition and clarification of different terms used in budgets, (2) definition of functional and
organizational objectives, (3) responsibility and authority of different functional heads, budget
committee, and budget director, (4) It lays down what is to be done, how it is to be done, when it is
to be done, and, by whom, (5) procedures and forms to be used in the budge! preparation, (6) budgel
calendar, specifying the dates on which different functional budgets and reports are to be submitted
10 the budget committee for review and approval, (7) operational and follow-up procedures, type of

budget to be adopted, elc.

16



In general, a budget manual according to Chakravarty (2004), helps to standardize methods and
procedures, eliminates overlapping of functions and develops improved techniques for forecasting

sales and costs.

2.3.6 Determination of budget period / length of budget period

According to CIMA, budget period is the period for which a budget is prepared and used, which may
then be sub-divided into control periods. Generally a company’s budget corresponds to the tiscal
period used in the accounting system. Usually, a budget is prepared for one accounting year sub-
divided into 4 quarters or 12 months (Chakravarty, 2004). Budgets can be short or long range. Long-
range budgets provide guidelines whereas short-term budgets specify the definite steps to be taken.
Some companies prepare an annual budget in detail using a rolling or continuous approach. A rolling
or continuous budget is a 12 months budget prepared two or more times in a year. With this method,
changing economic conditions can be incorporated into the plans each time a new month is added.
Hence, they are considered more accurate but are not used for high clerical costs. Other companies
prepare their annual budgets in two phases, detailing the first half of the year while summarizing the
remaining six months by quarters in less detail (Rayburn, 1989)

In seasonal industries, a shorter budget period, say, one seasonal cycle, or six months, or a quarter,
will be found more useful. In industries involving huge capital investment and long production

cycle, e.g., power plant or ship building, budget period will be more than one accounting period.

For effective implementation of budgets, annual budgets typically should contain financial
details by time and department. A short time span is generally required for implementing timely

control as well as for the performance evaluation of managers and of their department (Joshi, 2003).
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From sample of 54 companies in Bahrain, majority (74.1 percent) break down their annual budget

into quarterly intervals. This practice according to him seems to follow the international accounting

standard for interim reporting. A research by Jones (1998) on the same issue indicated that 91

percent of the total samples establishments produced short-term budgets for one financial year, while

4.5 percent used six month period and the remaining 4.5 percent used a rolling 12-mont budget.

These findings indicate that companies in Bahrain use shorter time span relative to hotel

establishments in UK. But from both findings one can recognize that rolling budget, although

theoretically sound, is almost not used

2.4 Requirements of A Sound and Adequate Budgeting system

2.4.1. Support Of Top Management

If a budget program is to be successtul, it must have the complete acceptance and support of the
persons who occupy the to management position. The top management’s active participation in
budget process is absolutely essential for its successful implementation. It should take interest not
only in setting the budgets but also to investigate the reasons for any deviation of actual from
budget figures. It should motivate the personnel, reward for achievement and take punitive action
where necessary (Chakravarty 2004). If lower or middle management personnel sense that top
management is lukewarm about budgeting, or if they sense that top management simply tolerates
budgeting as a necessary evil, then their own attitudes will reflect a similar lack of enthusiasm.

Budgeting is a hard work, and if top management is not enthusiastic about and committed to the

budget program, then it is unlikely that anyone else in the organization will be either.
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In administering the budget program, it is particularly important that top management not use the
budget as a “club” to pressure employees or as a way to find someone to blame. This type of
negative emphasis will simply breed hostility, tension, and mistrust rather than greater cooperation
and productivity. Unfortunately, research suggest that the budget is often used as a pressure device
and that great emphasis is placed on “meeting the budget” under all circumstances. Rather than
being used as a pressure device, the budget should be used as a positive instrument to assist in
establishing goals, in measuring operating results, and in isolating areas that are in need of extra
effort or attention. Any misgivings that employees have about a budget program can be overcome
by meaningful involvement at all levels and by proper use of the program over a period of time. The
ultimate objective must be to develop the realization that the budget is designed to be a positive aid
in achieving both individual and company goals (Garrison, 1997). In general according to Rayburn,
(1989), first of all, top management support is crucial to the success of budgetary program. Even
though top management may not realize the important role they play in budgeting, their philosophy
toward budgeting soon filters down in the company. If they view the budget as some mechanical
process that must be completed as quickly as possible, employees are less likely to give budget
preparation much attention. The budgeting process also fails if management views budgets as a
scapegoat on which all the company’s problems can be blamed. On the other hand, if management
considers the budget as an excellent means of planning and takes an active role in the execution of

budgets, the company is more likely to gain all benefits the budgeting process offers.

2.4.2. Participation by Responsible Executives

The topic of budget participation has always received a considerable interest among researchers.

Participative budgeting is used frequently when lower level managers have more knowledge than
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top level managers and when part of the manager’s remuneration package is linked to budget
performance. Participative budgeting is the practice of allowing individuals who are accountable
for activities and performance under budget to participate in decisions by which the budget is
established and set (Rayburn, 1989). According to the same scholar there is little purpose to
setting goals if the individual who must meet these goals are unaware of their existence. It is most
unfair to hold a person responsible for a level of achievement that he or she does not know about.
He stated that participative budgeting increases the probability that involved individuals will
accept budget goals as their own and become personally committed to the control system. The
people directly involved in certain functions will thus have more understanding of the particular
function and its needs. In addition, a real value of participation at all management level is
psychological.

Budget should be used to motivate subordinates to increase their out put and efficiency by
encouraging participation during budget preparation (Joshi, 2003). When employees participate in
the standard setting process, they tend to internalize the standards. One of the true aims of a budget
is to let employees know what is expected of them in terms of contraposition to the overall
objective of the organization. If the determination of the overall objective and its subsequent
allocation as a sub-goal is performed at the top level without consulting the subordinated, it is very
difficult to have any degree of commitment to the budget at the lower level. Participation both in

terms of budget content and process is necessary if budget commitment is sought.

The budget’s influence on motivation may be greater if the budget is not imposed but accepted.
Many companies have found that the best way to gain acceptance is to have all supervisors
participate in making the budget that affect them. If the individuals who are responsible for

meeting them internalize goals then chance of success are higher. Thus, this budgeting technique
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provides the challenge and sense of responsibility to effectively motivate individuals. Participative
budgeting encourages the accomplishment of objectives.

There is conflicting findings on the budgetary significance of participation and its effect on
performance. Some times participation may work to the opposite (inefficiency). Majority of the
researchers, however, supported the idea that participative budgeting increases acceptance and
motivation as it makes budgetee to a greater extent feel responsible for the organizational (Abdel-

Kader , 2006).

The problem of budgetary slack, which is claimed as the problem of budget participation, can be
reduced according to him by remunerating and evaluating employees by criteria other than just
budget achievement. i.e., for example, by using profit conscious style, style in which manager’s
performance is evaluated on the basis of their ability to increase long-term effectiveness of the unit

in relation to the organization’s goals.

2.4.3. Clearly Defined Organizational Structure

Well-defined lines of authority and responsibility should be established throughout the

organization.

2.4.4. Continuous Budget Education

Continuous budget education in respect of objectives, potentials and techniques of budgeting
through written manuals, meeting, etc, and creation of cost awareness atmosphere will lead to

effective implementation of budgets
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2.4.5. Efficient Accounting System

During the preparation of budgets reliable historical data are collected from the accounting
department. These data form the basis of many estimates. Responsibility accounting is absolutely

essential for successful budgetary control

2.4.6. Constant Vigilance

Periodic reports should be prepared promptly, comparing budgets and actual results, and

forwarded to the managers responsible for it for proper remedial action

2.4.7. Flexibility

Another requirement of sound budgeting is that the process must allow for flexibility. Frequency
of updating the budget is important because conditions both inside and outside the company can
change. This may require revisions. If budgets are not adjusted to take into account external
unforeseen situations, frustration can result. For example, additional competitors may enter the
market with a product that sells at lower price and is a good substitute for the company’s product.
This may make meeting the budget market share and sales unlikely. If management recognizes that
even with increased promotional expenditures, budgeted sales are not realistic, all budgets affected

should be revised

2.5. The process of budget setting

A ',;,:’

Process or approach used in budget setting can be cither of a top-down (budgets initiated at higher

level and passed down the organization for discussion before being approved), or a bottom-up
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approach (budgets initiated at lower management level and passed up the organization for approval),
or a combination (head office provides the initial framework, or profit plan and then a bottom-up

approach is used but within the initial head office guideline) (Jones, 1998).

According to Izhar, (1991), top-down approach, an authoritarian style of management, is at all bad
thing for budgetees and workers consider such approach as imposition by top management. They can
lack ownership and commitment to an imposed budget. The bottom-up approach is recommended by

theorists

Studies on the practice of companies indicated a remarkable move towards the bottom-up approach
(Jones, 1998). His findings indicated that majority of UK firms use bottom-up approach followed by
combination, and top-down approach. Relative to firms in UK, so many firms in USA and
Scandinavian countries used bottom-up approach. Although there is a move towards bottom-up
approach, various studies are indicating that top-down approach, which is claimed bad by theorists,

is still in use even in developed countries such as UK

2.6. Fixed (Static) And Flexible Budgeting

Static (Fixed) budgets are budgets prepared based on a single volume level. They are based on
certain definitely assumed conditions and actual results are compared with these points fixed in
advance. Flexible budgets, on the other hand, are prepared for a range of activities. They consist of a
budget formula which can be used for a seties of possible volumes. Flexible budget is more
advantageous for it considers change in items because of seasonal variations and the activities of the
cost center (Rayburn, 1989). The technique of flexible budgeting is of best use in high variable cost

situations and when using budgets as a performance measure. Although the theory advocates the use
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of flexible budgets, the findings of Jones (1998) indicates that only 16 percent of the establishments

used flexible budgeting. The finding of Joshi (2003) on the same variable, however, seems to be

‘nline with the theorists. According to his research, most of the companies in Bahrain used to prepare

both flexible and fixed budget. Another research on companies in Malaysia by Ahmed (2005)

revealed that more companies from the establishments studied used flexible budgets compared to

those in New Zeeland and UK
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CHAPTER THREE
BACKGROUND OF FAFA FOOD SHARE COMPANY

3.1 Background

Faffa food factory, the pioneer of a food processing industry in Ethiopia, was established in 1962 as
an Ethio-Swedish joint venture in the compound of the former princess Tsehay Hospital the now so
called Armed Forces Hospital. Initially, the factory started with the objective of reducing the risk of
malnutrition among children in Ethiopia by providing the low-cost and high protein food. The

production capacity was 400 mt/year at the beginning.

In view of prevailing drought situation, the factory was transferred and established in a modern way
at present location in 1974 with the investment of Birr 4.2 provided by the Swedish Government.
Because of this investment the capacity had risen to 12,000 mt/year. As the importance of the
products were perceiving, the factory was renovated and expanded in 1984 with an additional fund
of Birr 4.4 million donated by Swedish Government and contributed by the factory it self to meet the

rising demand. And capacity also has reached 21,600mt/year.

The factory has been re-established as a share company on October 11, 1999 by transforming the

previously public enterprise with a total capital of Birr 38,594,000

3.2 Policy statement

FAFA Food Share company’s vision and mission strongly indicates that customer satisfaction is the

key task to measure success.
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Mission:
The company is committed to produce and provide safe, nutritious and high quality food products

for the highest satisfaction of customers based on the HACCP principles and company standards that

are derived from national and international standards.

With participation of its employees at all levels, to continuously improves quality and safety of its

products

3.3 The products

The factory purchases the raw materials locally such as maize, wheat, Soya beans, chick peas, and
from abroad vitamins, minerals, milk powder, Soya flour, enzymes, vanillas etc. Every raw material
is checked gor admission by quality control services. Products produced are faffa, cerifam, Dube

duket, Edget Milk, Famix and Wheat flour.

Faffa

Supplementary weaning food for infants primarily above age of 6months. Faffa is basically prepared
from wheat flour, skimmed milk powder, defatted Soya flour, chick peas, sugar, vitamins A, Bl, B2,

B6, B12, C, D, Nicotinic acid, Folic Acid, Minerals Iron, lodine and calcum phosphate.

Cerifam

Nutritionally enriched and pre-cooked baby food usually infants above age 4 months. IT is
composed of wheat flour, chic peas, skimmed milk powder, Soya flour, sugar, Vitamins A, By, Ba,
Be, B2, C, D, Nicotinic acid, Minerals iron. Todine and calcium D Panthothonate, an enzyme oc-

amylase and vanilla is also added for flavor.
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Dube Duket

Vitamins and protein enriched wheat flour prepared from high quality wheat flour, defatted Soya

flour vitamins A, By, B2, Be, Bi2, C, D, Nicotinic Acid, Minerals, Iron and Todine.

Edget Milk

Fortified full cream mild powder for family composed of full fat milk powder, sugar, vitamins A, By,

B,, B, B12, C, D, Nicotinic Acid, and Folic Acid, Minerals iron, lodine and calcium

Famix

A relief food prepared from pre-cooked maize flour, full fat Soya, sugar, vitamins A, By, B,, Bg, Bia,

C, D, Nicotinic Acid, Follic Acid, Minerals Iron, lodine and calcium D Panthothonate.

3.4. Manpower

Currently there are 290 employees

Total number of employees by skill and qualification (level of education)

Professional | Semi-professional 9-12 1-8 Reading skill

total

10 12 140 113 15

290

3.5 Additional services the enterprise renders

e The prompt and convenient weight bridge service of capacity 800 quintals at a very suitable

site of the compound.
e Kato Crane service of having a loading capacity of 300 quintals.

e Quality check laboratory service for cereals and flour products
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3.6 Organizational structure

Roard of directors

Internal andit service

(General

manager

Quality control and
Approval service

Plan

and

information system

management

Administrative Finance Commercial Production and
department Department department technique Dep’t
Personnel | | General || Purchase Division Production
administration Account Division
and trainino Nividian
General L Cost & budget || Sales division Technique division
service division
| | Stock and property
administration
division
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CHAPTER FOUR
DATA PRESENTATION, ANALYSIS AND INTERPRETATION

This section covers summarized data presentation and analysis. The first part of this chapter focuses
on meaningfully organizing and reducing the mass of data collected from interview and document
review. Therefore, in this section, the study tries to present a summarized report about the interview

and document review with regard to budget preparation, implementation and control.

Secondary and primary data were collected. Interview and detailed discussions were made with
relevant officials of the company. The interview questions focused broadly on three basic
dimensions of budgeting and budgetary control: budget planning practice, budget implementation
practice, and budgetary control practice. Documents such sample corporate budget plan, sample
financial reports, organizational structure, and sample annual performance report were collected and

used to analyze the company’s practice.

In the second part of this chapter, a non-statistical data analysis method is used. This section goes
beyond data reduction to provide an organized, compressed assembly of the interview and document
review. Collected raw data from interview and document review are arranged in a systematic way

and are interpreted to allow conclusion and recommendation

4.1. Data Presentation

4.1.1 Budget setting and approval practice

Department heads are required to submit their next fiscal year’s budget plan and the resource

requirements by considering company priorities, external opportunities and threats, internal strengths



and weaknesses. Fach department then communicates the matter to its respective employees and
holds discussion on past performance, expected threats and opportunities and sets budget after
gathering input from respective employees. Here the departments set their budget based on a prior
year usage, gauging future usage on percentages from the previous year to project future volumes.
All future budgeting processes are based on historical financial relationships-volume versus revenue,

and volume versus expenses.

Budget preparation starts from sales division and others develop their plan based on sales plan. The
departments then submit their plans to the general manager for approval. The general manager forms
a temporary management group to hold a formal discussions and meetings to review each
department’s budget. If adjustments are required they will be sent back for reconsideration or the
department is required to defend and persuade the management group as to the reasonableness of its
plan. If departmental budgets are approved, the management committee takes the responsibility to
compile each departmental budget into overall company plan (what we call master budget). The final
compiled overall plan is then communicated to board of management (board of directors) by the
general manager. At the BOD level discussions are held to insure that the budget projections are
based on realistic expectations. If revisions are needed they will be sent back for adjustment. If
approved at this level, the budgets are submitted to the Federal Democratic Republic of Ethiopia
Privatization and Public Enterprise Supervising Agency (the so called ‘tekotatari balesiltan’ in
Ambharic) for final approval. The approved budget will then move from top down and will be
communicated to each department. The master budget is prepared and each department receives a
copy of the master budget that outlines their plan and what monies are available to them for the

upcoming year.
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4.1.2 Budget implementation, monitoring and evaluation practice

Once budgets are finalized and communicated, department managers can perform their duties and
are given decision rights to function within the parameters of their approved budget. Hence the
decisions rights are passed down to the department heads, where they are responsible to perform as
per their plans and for limiting spending of resources to the amount allocated within their budget.
Performance reports are required to be prepared by each division and department monthly, quarterly
and annually. The reports indicate the plan, the actual result and the achievements relative to the
plan in percentage. Variances are not calculated explicitly; instead the performance report simply
shows the achievement relative to the plan. Discussions are held every quarter on the performance
report. After evaluating the yearly report, the company has the practice of rewarding the entire
employees of the organization for achieving budget targets. The reward ranges from monthly salary
to three months’ salary in the form of bonus. Usually department managers who routinely prove they
are poor and unable to achieve their budget may jeopardize their annual salary increase or their
position within the department. In the near past two employees were fired because of consistent

failure to achieve budget plans.

4.2 Data analysis and interpretation

4.2.1 Preparation of Organization Chart and Establishment of Adequate Accounting

Records

As can be seen from the organizational structure the company has a well-defined organizational
chart showing clearly the lines of authority and responsibility of each member of management and

his/her position in relation to other members. This indicates that all departmental executives and
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divisions are aware of their authority and responsibility in the organizational set up. With this
structure each division and department is aware of its duties and responsibilities, its accountability.

This facilitates communication and coordination among departments and divisions.

The company has a well established accounting system that records and analyzes information
required. The budget procedure uses the same classification of expenses and revenues as the
accounting department. The existence of well developed accounting system and adequate
accounting record enables each department to take historical data from accounting records for these
data form the basis of many estimates. The existence of adequate accounting record also enables the
application of responsibility accounting and is essential for successful budgetary control. This is so
because the actual figures in accounting records can be used for comparisons with budgets so as to

monitor performances and exercise control

4.2.2 Establishment of Budget Committee and Preparation of Budget Manual

In the Company, there is no standing budget committee that oversees the budgeting and budgetary
control practice. The company’s practice with this regard is that each year the general manager
forms a temporary management committee for limited responsibilities such as gathering budget
plans from each department, organizing departmental budgets, conducting meetings for budget
discussion, and preparing final master budget by incorporating adjustments, if any. The literatures,
however, advocate the importance of having standing budget committee for successful and well
organized budgeting system to exist.

Because of lack of standing budget committee, basic and crucial activities such as (a) preparation of

budget manual; (b) approving possible changes in the budget as conditions change; (c) reviewing the
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budget procedures periodically and making aware each departments of the change in the procedures,
etc are not undertaken in the case company. No one in the company is responsible to review the
budgetary procedure. However, review of budgetary procedures is key because all theory may not be
relevant, or appropriate to every given situation or establishments. Therefore, to cope up with the
current stiff competitions on global basis, establishments need to review their practice with respect
to current theory and industry practices. Failure to review the budgetary procedures on continuous
basis (usually undertaken by the budget committee in well organized businesses) to identify what is
appropriate for its own needs may lead to the risk that the business will be left behind as other firms
in the industry move forward. Further more, because of the lack of standing budgeting committee,
the general manager assumes much of the responsibilities relating to budgeting. This obviously
makes the general manager busy worrying about routines of budget administration instead of
concentrating on other strategic and tactical decisions which are crucial for company’s long-term

SUCCESS.

As per the interview with the general manager and the division heads, there is no written formal
budgetary manual that details the guidelines for budget preparation, budget implementation, and
performance reporting. There are no written guidelines on matters relating to budgetary procedures
such as: the how of preparing budget, procedures and forms to be used in the budget preparation,
operational and follow-up procedures, and others. This indicates that all budget procedures are

documented and carried around in the heads of individuals who will not have the same job forever.

Lack of budget manual indicates lack of standardized methods and procedures for budget
preparation, implementation, and control. This sometimes may give room for overlapping of

functions and will be a serious matter for inefficiency especially when the company hires new

LR



employees who are not familiar with the traditions of the company. Without a manual that guides the
budget preparation, it becomes difficult for the company to evaluate the accuracy of budget
estimates for it gives room to each budget center to set budget as per their interest. In the absence of
budget manual that specifies the how of preparing budget the managers can exercise budget padding
and can incorporate slack on their budget estimate to make their plans less demanding. Such

practices in turn result in less effort and inefficiency.

4.2.3 Length of Budget Period

The share company prepares five-year long-term plan, which is sub divided into detailed yearly
plans. The five years long-range budgets are prepared as a guideline but more weight is given to the
current year budget. Annual budgets contain financial details broken down into quarterly reports,
which are in turn broken down into monthly plans. Such breakdown of budgets into a short time
span is generally good for initiating control as well for performance evaluation of managers and of
their departments. The company’s practice of short-time breakdowns is helpful to evaluate
performance periodically and promptly investigate significant variances and to put corrective actions

into effect as soon as possible before the problems materialize

4.2.4 Budgeting process adopted

The Company utilizes the bottom-up approach to budgeting. This is revealed from the company’s
budget setting practice where each department in the beginning of the process prepares its own draft
plan and submits to the management committee for review. Each department prepares its own
budget estimates and submits to the superior. The estimates are then consolidated as they move up in

the organization. Such process allows participation and encourages the commitment of the party



setting the budget. Such budget is called a self imposed budget and cited various advantages relating
to this approach. This form of budgeting seems to allow participation of all levels of management in
the decision making process and budget setting. Such practice enables the company to tap any

specialized knowledge the local managers may have regarding his / own operation.

This approach also increases acceptance and motivation as it makes budgetee to a greater extent feel
responsible for the organizational goal and provides managers with a sense of belongingness (“this is
our budget™) and increases the possibility that they will make greater atiempts to achieve the

organization’s budgetary goals.

Hence, by practicing this approach the company can benefit from those merits of bottom-up
approach such as the following
e Individuals at all levels of the organization are recognized as member of the team whose
view and judgments are valued by top management.
e The person in direct contact with an activity is in the best position to make better budget
estimates than those who have no direct contact with the activity.
o People are more likely to work at fulfilling a budget that they have participated in setting

than they are to work at fulfilling a budget that is imposed from above

A bottom-up approach to budgeting is a participative approach for it gives greater freedom to
subordinates in setting their own budget. With respect to this dimension the company’s practice
seems a complete participation where department heads set their own budget estimates and submit
these projected budget estimates to the budget committee for review. The department heads also get

the opportunity to defend their budgets for new programs, new staff, and more resources.
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Participating individuals in the standard setting process encourages them to internalize the standards,
reduce resistance, and make them believe the budget is theirs and not just top management.
Participating employees at all level in budget setting and making them know what is expected of
them in terms of contribution to the overall objective of the organization also increases employee
identification with, and acceptance of their organizational goals and values, their willingness to exert
considerable effort on behalf of the organization and their desire to maintain organizational
membership. Further more, it increases the chance of higher success because the needs, goals and

attitudes of the individuals subject to the budget are considered.

Even though bottom-up approach to budget estimates and hence budget participation is advocated
essential by theorists to the success of budgeting program in particular and to the organization in
general, such systems may also create problems if too much freedom is allowed to subordinates in
setting their own budget. It may provide employees the opportunity to set their budget in the way
that may not always be in the best interests of the organization. This is the problem of slack or
padding. It is natural for a manager allowed to set his own budget to overstate costs and understate
revenues so that the budget is not difficult to achieve. He/she may build in to the budget a certain
amount of slack which is in effect an insurance that the budget will be reached. This obviously

results in misallocation of resources for the organization as a whole.

There are many factors that may initiate the departments and divisions to set budget slack in the
case company. Some of the practices that may encourage budget padding are the following

e The company seems to allow much freedom to subordinates to set their own budgets.

e Departments use past performance as a base to set current year budgets
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e The company usually gives bonus (o employees for achieving budget targets. This is a
budget-constrained style of performance evaluation in which performance is primarily
evaluated on the ability to meet the short-term budget. Managers being evaluated under this
style do not want to drastically reduce expenses for fear that next period’s budget will be cut.
They may also attempt to have favorable variances by avoiding maintenance expenditures
and purchasing inferior materials. In general managers will not be motivated to take new
projects, even though the projects are expected to be profitable, for fear that the projects will
fail (Rayburn, 1989)

e The company punishes departments who continuously fail to achieve their budget targets by

denying annual salary increases and promotion in the departmental position

Therefore, if the practice is not revised with this respects to encourage accurate estimates and if no
system of checks and balances are present, the danger exists that self-imposed budgets will be to

loose and will allow too much slack which will result in inefficiency.

4.2.5 Budget estimating practice and top management support

In the case company, budgets are estimated based on a prior year usage. That is, the starting point for
next year’s budget is this years’ performance adjusted for expected changes in the level of activity
and inflation. The previous year’s performances are accepted as being necessary bases. Past
performances may, however, contain padding and inefficiencies. Any padding built into the budget
in previous years, and hence to the related performance, is therefore likely to be reported in future
years. This is so because in this traditional approach, managers would be required to justify the

increment not the whole of the budget and padding will likely be approved without scrutiny. It also



encourages managers of cost centers to waste surplus funds towards the end of the budget year in the

fear that if they do not spend the whole of their allowance; it will be reduced in future years.

The budget programs has the complete acceptance and support of the persons who occupy the to
management position. The top management, including the general manager do actively participates
in budget discussion, budget setting, budget implementation, monitoring activities. The general
manager, the key top management personnel initiates budget preparation, takes the responsibility to
communicate the matters to lower level managers relating to budget, communicates each department
by distributing copies of approved budget, collects departmental performance and reports the actual

facts to the board of directors.

The general manager’s membership and position in the management group indicates the top
management’s commitment and support on the budgeting system. The top management’s support,
commitment and active role in the budgetary procedure, budget setting and implementation in turn is
expected to make the budgeting decision acceptable to all members, and also makes the decisions of
the committee binding on others. This will obliviously have positive effect on effective

implementation of the budget.

4.2.6 Implementation, monitoring and control practice

Communication before implementation

Before implementation, the expectations in the budget are communicated to all concerned toward the

beginning of the budget period so as to inform employees of exactly what is expected of them. The



communication process is undertaken through the distribution of a copy of approved budget to each
department. Then the decision rights are immediately passed down to the department heads, where
they are responsible to perform as per their plans and for limiting spending of resources to the
amount allocated within their budget

The communication of expectations before implementation is a good practice in order to exercise
control through performance evaluation after the fact. This is so because individuals responsible to

perform as per the budget are made aware of the basis for their evaluation at the end of the period

Performance reporting periodicity

Performance reports are prepared monthly, quarterly, and yearly indicating the plan, the actual result
and the achievements relative to the plan in percentage. Feedbacks are communicated and
discussions on under achievements are held on quarterly basis. Quarterly discussions on variances
(especially the under achievements) will make the manager responsible for the variance aware of

his/her achievements and take corrective actions in the next budget period.

The type of budget used in performance report and the detail of variance analysis

The company does not make use flexible budgets in the performance report and variance
calculations. Fixed budgets are used, which are not adjusted to the actual volume attained; instead,
are based on certain definite assumed conditions. The company evaluates the performance by
introducing only the concept of the static budget variance. To achieve this static budget variance by
expressing the actual results in terms of budgeted amount. That is, actual performance is expressed

in terms of percentage of budgeted amount to determine the extent of achievement relative to the




budget. This is the major means by which the share company prepares performance report for

performance evaluation and control.

Evaluation of performance by utilizing a performance report that compares static budget
performance with the actual performance may lead to irrelevant and meaningless variances and may
result in incorrect conclusion especially in evaluating cost variances. This is because it commingles
effects due to changes in activity levels and how well the costs were controlled given the level of
activity, and hence it is not possible to determine efficiency and effectiveness. It does not make
adjustment to the level of activity, and hence it is very difficult to interpret discrepancies between

budgeted and actual costs

As can be seen from the sample documents in the appendix, performance reports simply show the
aggregate plan for each item; the actual results, and achievements relative to the plan in percentage.
Variances are not calculated explicitly rather are presented in percentage (achievements relative to
the budget). There are no explicit calculations of variances and detailed variance analysis to identify
the cause of under achievements. When detailed variance calculation is not practiced, it becomes
difficult to identify the cause for under achievement. If the real cause cannot be identified, the right
corrective measure cannot be taken. If the right corrective measures are not taken future performance
and future budgets cannot be improved. If continuous performance reporting is not supported with

detailed variance analysis it does not serve its purpose as a control tool
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The style of performance report

Regarding the style of performance report, departmental performances are not distinguished as
controllable and non-controllable. Sample performance reports are attached in the appendix and
sales report for 1994 is presented here under (Table 1). All other reports are presented just like the
following with aggregate results comparing the plan and actual result. The variance is not explicitly
stated rather is implicitly incorporated in the performance report through calculating achievements

relative to budget.

Without distinguishing controllable variables, especially controllable cost from non-controllable, it is
unfair to fix accountability to a department for he/she should be evaluated for under or over
achievements if and only if he/she can control that cost. Failure to make clear distinction between
controllable and non-controllable costs in the budget holder’s performance report clearly indicates
the company’s failure to appropriately exercise controls and identify a given department’s sole

responsibility
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Table 1: Performance report for sales in unit and birr (1994)

moduct type unit Sales in unit Sales in Birr (000)
|r plan | Actual achievement Plan Actual | Achievement
Fafa relief Ton 826 42 0.5% | 4626| 2186 0.5%
Fafa commercial Ton 166 165.4 99.8% 1027 | 967.46 94.2%
Dube commercial Ton 178 120.34 67.6% 749 | 485.77 64.9%
Famix relief Ton 7504 | 3516.00 46.95 | 25,288 | 10777.7 42.6%
Famix commercial Ton 22 17.96 81.6% 107 84.58 79%
Edget milk-can Ton 5 95 19% 159 438 3%
Edget milk-plastic Ton 15 3.55 23.7% 511 | 15115 29.6%
Cerifam Ton 228 135.7 59.5% | 2853 | 170535 59.8%
Flour with jodine Ton 4 62 15.5% 6 2.85 17.8% |
Wheat flour quintal Ton 200 | 260.75 130.4% 534 | 622.33 116.5%
Wheat flour 1kg Ton 87 4921 56.6% 281 140.42 50%
Wheat flour Skg Ton 82 40.62 49.5% 265 | 112.86 42.6%
Sales total 9317 | 4316.29 | 46.30% | 36416 | 15077.2 41.4%
Source: company annual performance report *»lf;;;jé% N f
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427 TFlexibility And Continuous Education

Budgeting practice in FAFA does not seem to allow flexibility. Budgets are not frequently
updated considering changes in conditions both inside and out side the company. Failure to
revise budget estimates seems contrary to the nature of the products the company is
manufacturing. Almost more than 80% of the company’s products are relief products sold to
international charity organizations as aid to drought affected citizens. This is much dependent
on the weather conditions and production levels in the country. Budget estimates relating to
such contingent products cannot be accurate and more likely require revisions. Such practice
may raise frustrations among managers for fear of achieving their budget targets with changed
conditions. It may also increase tension and anxiety in implementing the budget and may

result in poor performance.

As per the interview, the company has no practice of training employees of the benefits of
budget and its use for performance improvement and others. If employees are not
continuously educated as to the objectives of budgeting, uses of budgets, techniques of
budgeting and current developments continuously, the system will not be benefit from what it
should. It is common that if employees are not educated and made aware about the advantages
and purposes of budgeting, they may perceive it negatively for they may consider budget as an
instrument based on which their performance is evaluated, and may further perceive it as a
tool to fix blames. This will have negative impact on employee acceptance, motivation and

performance.
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CHAPTER FIVE

CONCLUSION AND RECOMMENDATION

5.1. Summary of the Findings and Conclusions

Based on the facts gathered and analyzed, the following conclusions are drawn in a summary

form.

Although the company started using budgeting and budgetary control long ago, it has no budget
committee who should oversee the general budgeting practice. In such a big organization
serving a big market in a competitive environment; lack of standing budget committee who
should review the budgeting procedure, recommend revisions, analyze variances, and proposes
solutions. is a big problem. Without standing budget committee the company cannot benefit the

maximum from the system.

Contrary to its long history and budgeting practice, the company has no budget manual that
details the guidelines for budget preparation, implementation, and performance reporting. Lack
of budget manual indicates lack of written procedures that can be consistently applied in
preparing budgets and performance report. This in turn creates difficulty in evaluating the
accuracy of budget estimates and in controlling subordinate’s intention to add slacks on their

budget.

The budget and budgeting system has a complete acceptance and support of top management.

The top management’s commitment and support in budget setting and monitoring of
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performances is one strong aspect of the company’s budgeting practice. With such support and
active role played by the top management, budgetary decisions are likely to be accepted and

implemented by all members

The company follows the bottom-up approach to the process of setting budget, which is a
participative approach. With such approach, budgetees will likely accept the standards as their
own, will be motivated to work to the maximum of their effort, and will feel responsible for
organizational goals and objectives. Such practice will make the budgetees extend greater

attempts to achieve organizational budgetary goals

Although this approach is claimed to contribute positively to organizational goal achievements,
it may sometimes work to the opposite. This is so because with much freedom given, lower
Jevel managers are likely to set budgets that are less demanding and easy to achieve by adding
slacks. With such less demanding and padded budget employees cannot work to the maximum

of their potential and inefficiency is likely to occur.

Zero-base budgeting is not used in the share company. The company uses this years’
performance adjusted for expected changes in the level of activity and inflation to set the next
period budget. With this method, any padding build into the budget in previous years is
therefore likely to be reported in future years. It also encourages managers of cost centers to
waste surplus funds towards the end of the budget year in the fear that if they do not spend the

whole of their allowances, it will be reduced in future years
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In the monitoring and control phase of budgeting:

e Performance reports do not make distinction between controllable and non-controllable
costs. Without such distinction, it would not be logical to specifically fix responsibility
over a given responsibility center and apply responsibility accounting.

e Performance reports present aggregate figures comparing actual figure with a fixed
budget. Flexible budgets and detailed variance analysis are not included in the report.
Without incorporating flexible budgets and detailed variance analysis, causes for the under

achievements cannot be identified.

5.2 Recommendations

v ‘\, v

Based on the data analysis in chapter four and the conclusions drawn in the first section of this

chapter the following recommendations are forwarded

Instead of using the traditional line approach to budgeting where current year performances
are taken as a base to estimate future performances, the company had better consider the use
of zero-based budgeting approach. In this method, managers presenting their budgets will
justify the whole of their expenditures rather than only the increment. The requirement to
justify their budgets will most likely reduce managers’ intention to add slack into their budget
and may result in accurate estimates. With this method the chance of incorporating past
inefficiencies, which may include past inefficiencies and budget slack, would be eliminated or

at least minimized.




For the company to benefit the maximum from the budgeting system, it should have a separate
budget committee who should oversee the budgeting affairs. Preparation of budget manual
(which will be used as a procedure guide), coordinating individual budgets into organizational
plan, preparation of performance report (with derailed analysis), monitoring performances
relative to plan, reviewing budgetary procedures continuously considering changes and
recommending revisions, etc, are all needed to maximize from the budgeting system. Without
a party responsible to take care of the budgeting affairs it becomes difficult to cope with
changing environment and current stiff competition on global basis. Thus, to compete with
others and benefit the maximum from the budgeting system, the company should consider
establishing a separate budget committee composed of top level executives and representatives
of major departments. The problems related to lack of budget manual can also be solved if the
company establishes a budget committee responsible for the overall administration of the

budgeting system including the preparation of budget manual and others.

The company’s practice of using bottom-up budgeting process (self imposing practice) is
encouraged for it is more efficient and effective process than the top-down approach (an
authoritarian style of management) as evidenced by many theorists and many empirical
researches. However, in the absence of a system of check and balance, the danger exists that
self-imposed budgets will be too loose and will allow too much slack. This practice together
with incremental budgeting will more likely give room to division to add slacks in their
budget. The company can, however, on the benefits of participative approach by minimizing
the chance of budget padding. The following are measures the company may take into account

to reduce budget slack.
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e By remunerating and evaluating employees by criteria other than just budget
achievements, i.e., by adopting a profit-conscious style, where managers are evaluated
on the basis of their ability to increase long-term effectiveness of their unit in relation to

organization’s goals

e By adopting a technique known as Zero-based budgeting (each year budget is to start
from a base zero) instead of normal budgeting (which uses this year’s performance as a
base to estimate the next period’s budget). Here managers presenting their budgets for
approval would be required to justify the whole of their expenditures, not just the
increment. With this approach, managers would not propose a large expenditure in the

knowledge that it would be subject to tight scrutiny.

e By providing managers with incentives to make honest budget forecasts instead of only
rewarding budget achievements. This can be done by asking managers to justify all or
some of their projections and by rewarding managers who consistently provide accurate

estimates.

In general, to reduce the likely budget padding, budgets should be carefully reviewed and
revised before accepted. If changes seem desirable, should be discussed and compromise

should be reached that are acceptable to all

The frequency of performance reporting is encouraged but the format and the details need

revision. Performance reports should incorporate flexible budgets. With flexible budgets

incorporated in the performance report, it could be possible to determine each department’s
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performance by segregating into effectiveness (ability to achieve budget targets) and
efficiency (ability to minimize costs and maximize revenue). To use the budget as a control
tool and improve future performances variances should be calculated and analyzed so that the
cause of variance can be identified and the right corrective measure can be taken (either
revision of the next period budget, or empowering department that has under performed) to

improve future performances.

To help the company apply responsibility accounting performance reports should segregate
controllable costs from non-controllable cost. This will help the company to fix responsibility

to a given cost center for under achievements only when the cost is under his control.

The company should continuously train employees about the nature, characteristics, purposes,
values, and methods of budgeting through seminars, conferences, lectures, discussions, etc.
Continuously educating employees in respect of objectives, potentials and techniques of
budgeting through written manuals, meeting, etc, and creation of cost awareness atmosphere is
one factor to make the budgeting system sound and adequate. Employees will then perceive
budget as a positive instruments that support profit maximization objective and will perform
well.

The budgeting system should be flexible enough to allow revisions of estimates when
conditions inside as well as outside the organization go far from the expectation. Allowing
flexibility will be much important to the case company more than 80% of whose sales depend
on relief products. The demand for relief products and the related production and other

activities depend on the weather condition and the number of drought affected citizen.
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Appendices




Interview questions

Interview conducted with general manager

('8 ]

9.

Does your company use budgets for planning and controlling operations?
Briefly explain the budgeting and control procedures adopted in your company
with regard to:

e Budget discussion and budget setting

e Budget communication and implementation

e Control through monitoring and performance evaluation
What roles do you play as the general manager of the organization in budget
setting, implementation, monitoring and control?

Is there a budget committee? If yes, who are the members? What are their main

responsibilities? S
LB
Does the company have budget policy and procedure manual? If so, does it ‘% N
L 13-
communicate this manual to the budget centers? : *E :
= ‘ E'?- 8
Is there a fixed budget period (the period for which budget is prepared), i.e, the ': 33 -
€y

time dimension your budget covers? 3 i \

L]

Which budgeting process is adopted in your company? (Bottom-up, top down)?

Explain your company’s practice with respect to:

v Providing managers with the opportunity to voice their opinion regarding the

budget decisions affecting their unit

v Provision, if any. that allows managers to appeal budget decisions affecting

their unit.

Does your budgeting system allow flexibility for changing conditions?



10.

11

12.

o
('S

14.

15.

16.

17.

18.

19

20.

How are managers who are accountable for activities under budget involved
budget discussion and budget setting?

Who are involved in budget discussions and budget decision?

Which method of budget estimation is used (zero based, incremental,

combination) in your company?

. How are budgets communicated to all members of the organization before

implementation?
What is your company’s practice with respect to training employees on
budgeting?
How are performance reports prepared? In what frequency?
What are the purposes served by the performance reports and deviations
identified?
Who holds the authority to evaluate budget variance report (deviation report)?
What measures are often taken when deviations are reported for:

v" Under achievern: ‘s

v Over achievements
To what extent variances are detailed? Does your budgeting system encourage the
use of flexible budgets in the variance calculations
What are the main strengths of your company’s budgeting system?

What are the main weaknesses of the budgeting system of your company?

Thank you



10.

1.

12,

13,

14,

Interviews conducted with division and department heads

Are you involved in budget discussion and budget decisions? How?

What is your role in budget discussion and budget decisions?

Does the company prepare budget guide lines before you start preparing budget?
If not, what do you use as a general guideline to prepare budgets?

How did you get communicated of the reasons for the budget decisions?

How did you get communicated about the over all plan (corporate plan) before
implementation?

What is your division’s (department’s) practice with regard to communication
with other divisions or departments before setting budgets?

What is your division’s (department’s) practice with regard to coordination with
other departments or divisions before estimating and setting budgets?

Does the budgeting system allow the opportunity to voice your opinion regarding
budgeting decisions affecting your unit? How are your opinions considered?

Does the budgeting system allow flexibility for changing circumstances and
conditions?

How do you see the top management’s attitude and participation in all process of
budgeting? To what extent the top managements participate in the whole process
of budgeting and the related control?

Do you get continuous training and education on budgeting?

How are performance reports prepared? How often you are required to prepare it?

Is there any guideline to help you prepare the performance report?

What details are needed in preparing the performance report?

Q |
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15. What is main purpose served by the performance report and variance
calculations?

16. What measures are often taken for under achievements? For over achievements?

17. What are the main strengths of the budgeting system of your company?

18. What the main problems of the budgeting systems of your company?

Thank you
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