
(a) See Chapter 16 for the answer to this question. In particular, your answer 
should stress:

(i) The need for a system of responsibility accounting based on a clear definition
of a manager’s authority and responsibility.

(ii) The production of performance reports at frequent intervals comparing actual
and budget costs for individual expense items. Variances should be analysed
according to whether they are controllable or non-controllable by the manager.

(iii) The managers should participate in the setting of budgets and standards.
(iv) The system should ensure that variances are investigated, causes found and

remedial action is taken.
(v) An effective cost control system must not be used as a punitive device, but

should be seen as a system that helps managers to control their costs more
effectively.

(b) Possible problems include:
(i) Difficulties in setting standards for non-repetitive work.

(ii) Non-acceptance by budgetees if they view the system as a punitive device to
judge their performance.

(iii) Isolating variances where interdependencies exist.

(a) See ‘Planning’, ‘Motivation’ and ‘Performance evaluation’ in the section on the
multiple functions of budgets in Chapter 15 for the answer to this question.
The answer should emphasize that the role of motivation is to encourage goal
congruence between the company and the employees.

(b) See ‘Conflicting roles of budgets’ in Chapter 15 for an explanation of how the
planning and motivation roles can conflict. Prior to the commencement of the
budget period, management should prepare budgets that represent targets to
be achieved based upon anticipated environmental variables. It is possible that
at the end of the budget period the actual environmental variables will be dif-
ferent from those envisaged when the budget was prepared. Therefore actual
performance will be determined by the actual environmental variables, but the
plans reflected in the budget may be based on different environmental vari-
ables. It is inappropriate to compare actual performance based on one set of
environmental variables with budgeted performance based on another set of
environmental variables. Consequently, a budget that is used for planning pur-
poses will be in conflict with one that is used for performance evaluation.

The conflict between motivation and evaluation is described by Barrett and
Fraser (1977) (see Bibliography in main text) as follows:

In many situations the budget that is most effective in the evaluation role might
be called an ex-post facto budget. It is one that considers the impact of uncon-
trollable or unforeseeable events, and it is constructed or adjusted after the fact.

The potential role conflict between the motivation and evaluation roles
involves the impact on motivation of using an ex-post facto standard in the
evaluation process. Managers are unlikely to be totally committed to achieving
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the budget’s objectives if they know that the performance standards by which
they are to be judged may change.

In other words, for evaluation purposes the budget might be adjusted to reflect
changes in environmental variables. If a manager expects that the budget will be
changed for evaluation purposes, there is a danger that he or she will not be as
highly motivated to achieve the original budget.

(c) (i) The planning and motivation conflict might be resolved by setting two bud-
gets. A budget based on most likely outcomes could be set for planning pur-
poses and a separate, more demanding budget could be used for motivation
purposes.

(ii) The planning and evaluation role conflict can be resolved by comparing
actual performance with an ex-post budget. See ‘Ex-post variance analysis’ in
Chapter 19 for an illustration of how this conflict can be resolved.

(iii) Barrett and Fraser (1977) suggest the following approach for resolving the
motivation and evaluation conflict:

The conflict between the motivation and evaluation roles can also be
reduced by using ‘adjustable budgets.’ These are operational budgets
whose objectives can be modified under predetermined sets of circum-
stances. Thus revision is possible during the operating period and the per-
formance standard can be changed.

In one company that uses such a budgeting system, managers com-
mit themselves to a budget with the understanding that, if there are
substantial changes in any of five key economic or environmental vari-
ables, top management will revise the budget and new performance cri-
teria will be set. This company automatically makes budget revisions
whenever there are significant changes in any of these five variables.
Naturally, the threshold that triggers a new budget will depend on the
relative importance of each variable. With this system, managers know
they are expected to meet their budgets. The budget retains its motivat-
ing characteristics because it represents objectives that are possible to
achieve. Uncontrollable events are not allowed to affect budgeted objec-
tives in such a way that they stand little chance of being met. Yet revi-
sions that are made do not have to adversely affect commitment, since
revisions are agreed to in advance and procedures for making them are
structured into the overall budgeting system.

A more detailed answer to this question can be found in Barrett and Fraser
(1977).

(a) The answer should include a discussion of the following points:
(i) Constant pressure from top management for greater production may result

in the creation of anti-management work groups and reduced efficiency, so
that budgetees can protect themselves against what they consider to be
increasingly stringent targets.

(ii) Non-acceptance of budgets if the budgetees have not been allowed to par-
ticipate in setting the budgets.

(iii) Negative attitudes if the budget is considered to be a punitive control device
instead of a system to help managers do a better job. The negative attitudes
might take the form of reducing cooperation between departments and also
with the accounting department. Steps might be taken to ensure that costs
do not fall below budget, so that the budget will not be reduced next year.
There is a danger that data will be falsified, and more effort will be directed
to finding excuses for failing to achieve the budget than trying to control or
reduce costs.
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(iv) Managers might try and achieve the budget at all costs even if this results in
actions that are not in the best interests of the organization, e.g. delaying
maintenance costs.

(v) Organizational atmosphere may become one of competition and conflict
rather than one of cooperation and conciliation.

(vi) Suspicion and mistrust of top management, resulting in the whole budget-
ing process being undermined.

(vii) Belief that the system of evaluation is unjust and widespread worry and
tension by the budgetees. Tension might be relieved by falsifying informa-
tion, blaming others or absenteeism.

(b) For the answer to this question see ‘Dealing with the distorting effects of uncon-
trollable factors before (and after) the measurement period’ in Chapter 16.

The answer should include a discussion of the following:
(i) The impact of targets on performance.

(ii) The use of accounting control techniques for performance evaluation.
(iii) Participation in the budgeting and standard setting process.
(iv) Bias in the budget process.
(v) Management use of budgets and the role of the accountant in the education

process.
See Chapter 16 for a discussion of each of the above items.

(a) See Chapter 16 for the answer to this question.
(b) For the answer to this question see ‘Dealing with the distorting effects of uncon-

trollable factors before (and after) the measurement period’, ‘Participation in the
budget and target setting process’ and ‘Side effects from using accounting infor-
mation for performance evaluation’ in Chapter 16.

(c) Figure 16.1 in Chapter 16 illustrates the importance of feedback (information com-
paring planned and actual outcomes in the control process). Feedback takes the
form of control reports issued by the accountant to the managers responsible for
controlling inputs. Effective control requires that corrective action be taken so that
actual outputs conform to planned outputs in the future. In order to assist man-
agers in controlling activities, the performance reports should highlight those
areas that do not conform to plan. The performance reports should also provide
clues as to why the actual outputs differ from the planned outputs. Feedback
information is necessary to provoke corrective managerial action.

It should be noted that accounting reports of performance also have a direct
effect on motivation by giving the department manager knowledge of perfor-
mance. Knowledge of results has been shown in various psychological
experiments to lead to improved performance. This is partly because it conveys
information that can be used for acting more effectively on the next trial; but also
partly because knowledge of results motivates through satisfying the achieve-
ment need. Stok (1959) investigated the effect of control systems using visual
presentation of quality on workers quality performance. He found that visual pre-
sentation of quality had both an information and a motivation effect and both
were instrumental in improving performance. It appears that communicating
knowledge of results acts as a reward or punishment. It can serve either to rein-
force or extinguish previous employee behaviours.

(d) The purpose of goal congruence is to encourage an individual manager’s goals to
be in agreement with the organization’s goals. For a description of this process see
‘Goal congruence’ in Chapter 16.

Reference
Stok, T.L. (1959) De Arbeider en de Zichbaarmaking van de Kwaliteit, Leiden, Stenfert Kruese.
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Managers may be reluctant to participate in setting budgets for the following reasons:
(i) Managers may consider that they do not engage in true participation if they can-

not influence the budget. They may consider the process to be one of the senior
managers securing formal acceptance of previously determined target levels.

(ii) Personality of budgetees may result in authoritarian managers having authori-
tarian expectations of their superiors. Consequently, authoritarian budgetees
may be reluctant to participate in the budget process.

(iii) The degree to which individuals have control over their own destiny (see
Brownell’s (1981) research in Chapter 16) appears to influence the desire for
participation. Managers may believe that they cannot significantly influence
results and thus consider participation to be inappropriate.

(iv) Bad management/superior relationships.
(v) Lack of understanding of the budget process or a belief by the budgetees that

they will be engaging in a process that will be used in a recriminatory manner by
their superiors.

The unwanted side-effects that might arise from the imposition of budgets by senior
management include the following:

(i) Non-acceptance of budgets.
(ii) The budgetees might consider the method of performance evaluation to be

unjust.
(iii) Creation of anti-management cohesive work groups.
(iv) Reduced efficiency by work groups so as to protect themselves against what

they consider to be increasingly stringent targets.
(v) The budget system will be undermined. The real problem is the way manage-

ment use the system rather than inadequacies of the budget system itself.
(vi) An increase in suspicion and mistrust, so undermining the whole budgeting

process.
(vii) Encouraging budgetees to falsify and manipulate information presented to

management.
(viii) Organizational atmosphere may become one of competition and conflict rather

than one of cooperation and conciliation.
(ix) Managers might try to achieve the budget at all costs even if this results in

actions that are not in the best interests of the organization.

See ‘Setting financial performance targets’ in Chapter 16 for the answer to this
question.

(a) For the answer to this question see ‘Setting financial performance targets’ in
Chapter 16. In particular, the answer should stress that a tight budget is preferable
for motivation purposes, whereas for planning and control purposes an expected
target should be set that management believes will be achieved. Consequently, a
conflict occurs between the motivational and management reporting objectives.

(b) The levels of efficiency that may be incorporated in the standards used in bud-
getary control and/or standard costing include the following:

(i) Perfection: Standards based on perfection are termed ‘ideal standards’. Case 6
illustrated in Figure 16.4 in Chapter 16 is typical of a standard based on per-
fection. Ideal standards have no motivational advantages and are unsatisfac-
tory for planning and control purposes.

(ii) Tight standards: These standards represent targets that are set at a level of
performance that is difficult, but not impossible, for budgetees to achieve.
Cases 3–5 illustrated in Figure 16.4 represent tight standards. It can be seen
from the figure that tight standards should increase aspiration levels and
actual performance. Because tight standards may not be achieved, they are
unsatisfactory for planning and control purposes.
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(iii) Expected performance: Expected performance standards are based on the level
of efficiency expected to be attained (i.e. Case 2 in Figure 16.4). One advan-
tage of expected standards is that variances indicate deviations from man-
agement’s expectations. A further advantage is that expected standards can
be used for planning purposes. Expected standards are likely to be unsatis-
factory for motivational purposes, since they may not provide a challenging
target.

(iv) Loose standards: With loose standards, the level of efficiency implied by the
standard is less than expected. Case 1 illustrated in Figure 16.4 represents a
loose standard. Loose standards are poor motivators and are unsatisfactory
for planning and control purposes.

(c) See ‘Participation in the budgeting and target setting process’ in Chapter 16 for
the answer to this question.

(a) For a discussion of feedback and feedforward controls see Chapter 16. The
remaining terms are also discussed in Chapter 16.

(b) For the answer to this question see ‘Dealing with the distorting effects of uncon-
trollable factors before (and after) the measurement period’, ‘Participation in the
budget and target setting process’ and ‘Side effects from using accounting infor-
mation for performance evaluation’ in Chapter 16.

(a) For an explanation of responsibility accounting you should refer to ‘The nature of
management accounting control systems’ in Chapter 16. Potential difficulties in
operating a system of responsibility accounting include: 
1 identification of specific areas of responsibility where actions can be

influenced by two or more persons resulting in the problem of joint
responsibility occurring. It therefore becomes difficult to ascertain which
managers should be held accountable for the outcomes;

2 distinguishing between those items which managers can control and for
which they should be held accountable and those items over which they
have no control and for which they are not held accountable (see ‘The
controllability principle’ in Chapter 16);

3 determining how challenging the targets should be (see ‘Setting financial
performance targets’ in Chapter 16);

4 determining how much influence managers should have in setting
financial performance targets (see ‘Setting financial performance targets’ in
Chapter 16);

5 choosing an appropriate mix of financial and non-financial measures to be
included in the performance report and seeking to avoid some of the harmful
side-effects of controls (see ‘Harmful side-effects of controls’ in Chapter 16).

(b) See ‘Feedback and feedforward controls’ in Chapter 16 for the answer to this
question. A diagram of feedback control is presented in Figure 16.1. This diagram
can be modified to represent a feedforward control system by deleting the arrow
from the output box to the regulator box. The feedforward mechanism takes place
by comparing the planned inputs with the expected outcomes (the arrow from
the process box to the regulator box) and taking appropriate action where plans
do not meet expectations (reflected in the arrow from the regulator box to the
input box).

(c) (i) The budget acts as a resource allocation device by determining the total
resources available for a non-profit organization and allocating these
resources within the budget process to the different programmes or activities
(e.g. between spending on education, care of the elderly, or leisure provision
within a municipal authority). The budget planning process specifies where
and how the available funds should be spent during the current period.
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(c) (ii) When the master budgets (and thus the budgets making up the master
budget) have been reviewed by the appropriate top management commit-
tee, they represent the formal approval for each budget manager to carry
out the plans contained in his/her budget. At the end of the appropriate
budget period, actual expenditure will be compared against the budget
authorization. For example, a school may be allocated with a budgeted sum
to spend on part-time teaching staff. At the end of the period actual spend-
ing will be compared against the budget and the head will be held account-
able for any difference. 

(c) (iii) For the answer to this question see ‘Control’ within the section on multiple
functions of budgets in Chapter 15. An example of the control process is pro-
vided in ‘Line item budgets’ within the section on the budgeting process in
non-profit-making organizations in Chapter 15.

Task 1
Reclamation Division Performance Report – 4 weeks to 31 May:
Original budget 250 tonnes
Actual output 200 tonnes

Budget based
on 200 tonnes Actual Variance Comments

Controllable expenses:
Wages and social security costsa 43 936 46 133 2197A
Fuelb 15 000 15 500 500A
Consumablesc 2 000 2 100 100A
Powerd 1 500 1 590 90A
Directly attributable overheadse 20 000 21 000 1000A–––––– ––––––– ––––––

82 436 86 323 3887A–––––– ––––––– ––––––
Non-controllable expenses:
Plant maintenancee 5 950 6 900 950A
Central servicese 6 850 7 300 450A–––––– ––––––– ––––––

12 800 14 200 1400A–––––– ––––––– ––––––
Total 95 236 100 523 5287A

Notes:
a 6 employees � 4 teams � 42 hours per week � £7.50 per hour � 4 weeks = £30 240.
b 200 tonnes � £75
c 200 tonnes � £10
d £500 + (£5 � 200) = £1500
e It is assumed that directly attributable expenses, plant maintenance and central

services are non-variable expenses.

Task 2
(a) (i) Past knowledge can provide useful information on future outcomes but

ideally budgets ought to be based on the most up-to-date information.
Budgeting should be related to the current environment and the use of past
information that is two years old can only be justified where the operating
conditions and environment are expected to remain unchanged.

(ii) For motivation and planning purposes budgets should represent targets
based on what we are proposing to do. For control purposes budgets
should be flexed based on what was actually done so that actual costs for
actual output can be compared with budgeted costs for the actual output.
This ensures that valid comparisons will be made.
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(iii) For variable expenses the original budget should be reduced in proportion
to reduced output in order to reflect cost behaviour. Fixed costs are not
adjusted since they are unaffected in the short-term by output changes.
Flexible budgeting ensures that like is being compared with like so that
reduced output does not increase the probability that favourable cost
variances will be reported. However, if less was produced because of actual
sales being less than budget this will result in an adverse sales variance and
possibly an adverse profit variance.

(iv) Plant maintenance costs are apportioned on the basis of capital values and
therefore newer equipment (with higher written-down values) will be
charged with a higher maintenance cost. Such an approach does not pro-
vide a meaningful estimate of maintenance resources consumed by depart-
ments since older equipment is likely to be more expensive to maintain. The
method of recharging should be reviewed and ideally based on estimated
usage according to maintenance records. The charging of the overspending
by the maintenance department to user departments is questionable since
this masks inefficiencies. Ideally, maintenance department costs should be
recharged based on actual usage at budgeted cost and the maintenance
department made accountable for the adverse spending (price) variance.

(v) The comments do not explain the causes of the variances and are presented
in a negative tone. No comments are made, nor is any praise given, for the
favourable variances.

(vi) Not all variances should be investigated. The decision to investigate should
depend on both their absolute and relative size and the likely benefits aris-
ing from an investigation.

(vii) Central service costs are not controllable by divisional managers. However,
even though the divisional manager cannot control these costs there is an
argument for including them as non-controllable costs in the performance
report. The justification for this is that divisional managers are made aware
of central service costs and may put pressure on central service staff to con-
trol such costs more effectively. It should be made clear to divisional man-
agers that they are not accountable for any non-controllable expenses that
are included in their performance reports.

Task 1
(a) Quarter 1 Quarter 2 Quarter 3 Quarter 4

units units units units
Actual sales volume 420 000 450 000 475 000 475 000
Seasonal variation +25 000 +15 000 — 240 000––––––– ––––––– ––––––– –––––––
Deseasonalized sales volumes 395 000 435 000 475 000 515 000––––––– ––––––– ––––––– –––––––

(b) The trend is for sales volume to increase by 40 000 units each quarter:

Forecast for next year Quarter 1 Quarter 2 Quarter 3 Quarter 4
units units units units

Trend projection 555 000 595 000 635 000 675 000
Seasonal variation +25 000 +15 000 — �40 000––––––– ––––––– ––––––– –––––––
Forecast sales volumes 580 000 610 000 635 000 635 000––––––– ––––––– ––––––– –––––––

Task 2
(a) Seasonal variations represent consistent patterns in sales volume that occur

throughout each year. For example, the seasonal variation of +25 000 for
Quarter 1 indicates that sales volume in the first quarter tends to be 25 000
units higher than the underlying trend in sales. In contrast, the seasonal
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variation of �40 000 in Quarter 4 indicates that sales in this quarter tend to be
40 000 units lower than the underlying trend in sales.

To derive the deseasonalized data the seasonal variations must be removed so
that a trend can be observed. The above figures indicate an increase of 40 000
units per quarter. This trend is concealed when the actual data is observed
because of the distorting effects of seasonal variations. Observations of the actual
data suggests that the rate of increase in sales is declining.

(b) Provided that the observed trend in deseasonalized data continues the
deseasonalized data can be used to project the trend in future sales. The trend
values are adjusted by seasonal variations in each quarter to predict actual sales.

Task 3
(a) A fixed budget is a budget for the planned level of activity and budgeted costs

are not adjusted to the actual level of activity. A fixed budget is used at the
planning stage because an activity level has to be initially determined so that all
department activities can be coordinated to meet the planned level of activity.
However, it is most unlikely that actual activity will be the same as the planned
level of activity. For example, if the actual level of activity is greater than
budgeted level of activity then those costs that vary with the level of activity will
be greater than the budgeted costs purely because of changes in activity. It is
clearly inappropriate for variable costs to compare actual costs at one level of
activity with budgeted costs at another level of activity. The original fixed
budget must be adjusted to reflect the budgeted expenditure at the actual level
of activity. This procedure is called flexible budgeting. The resulting comparison
of actual costs with a flexible budget is more meaningful for cost control because
the effect of the change in the activity level has been eliminated.

(b) Possible activity indicators include number of deliveries made, miles travelled and
journeys made.

(c) See ‘Flexible budgets’ in Chapter 16 for the answer to this question.

Task 4
(a) Production budget for product Q

(units)
Forecast sales for year 18 135
Increase in stock (15% � 1200) 180––––––
Finished units required 18 315––––––
Quality control loss (1/99) 185
Total units input to production 18 500––––––

(b) Direct labour budget for product Q
(hours)

Active labour hours required (18 500 � 5) 92 500
Idle time allowance (7.5/92.5) 7 500–––––––
Total hours to be paid for 100 000–––––––
Standard hourly rate £6
Budgeted labour cost £600 000

(c) Material usage budget for material M

(kg)
Material required for processing

18 500 units (� 9 kg) 166 500
Wastage (10/90) 18 500–––––––
Material usage for year 185 000–––––––

138 MANAGEMENT CONTROL SYSTEMS



(d) Material purchases budget for material M

(kg)
Material required for production input 185 000
Increase in material stocks (12%) 960
Expected loss in stores 1 000–––––––
Material purchases required 186 960–––––––

Task 5
The implications of the shortage is that the budget plans cannot be achieved and the
availability of material is the limiting factor. If the limiting factor cannot be removed
the materials purchase budget should be the first budget to be prepared and all the
other budgets coordinated to ensure the most efficient usage of materials. The follow-
ing four possible actions could be taken to overcome the problem:

(i) Seek alternative supplies for material M. Possible problems include the reliability
and quality of materials delivered by new suppliers. New suppliers should be
carefully vetted prior to entering into any contracts or making company plans
dependent on deliveries from new suppliers.

(ii) Reduce the budgeted sales of product Q. This will lead to loss in profits and the
possible permanent loss of customers to competitors if the competitors are able to
meet customer demand.

(iii) Reduce the stock levels for product Q and material M. The danger with this
course of action is that stocks may not be available when required which could
lead to disruptions in production and lost sales.

(iv) Reduce the wastage of material M and the defective output of product Q. This
course of action will cause problems if quality standards are reduced resulting in
inferior quality output. This could have a harmful effect on future sales. Problems
will not be caused if quality standards are maintained and improved working
practices result in a reduction of waste and defective output.

Task 1 (a)
Calculation of unit variable costs

Original Revised Difference Variable
budget budget unit costa

Units 24 000 20 000 4 000
Variable costs
Material 216 000 180 000 £36 000 £9
Labour 288 000 240 000 £48 000 £12
Semi-variable costs
Heat, light and power 31 000 27 000 £4 000 £1
Analysis of heat, light and power
Variable cost £24 000 £20 000
Total cost £31 000 £27 000

––––––– –––––––
Fixed cost £7 000 £7 000

––––––– –––––––

Note
aUnit variable cost = change in total cost/change in volume

Task 1 (b)
Rivermede Ltd – flexible budget statement for the year ended 31 May

Revised Actual Variance
budget results

Production and sales (units) 22 000 22 000
Variable costs (£) (£) (£)
Material 22 000 × £9 198 000 214 320 (£206 800 + £7520) 6320 (A)
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Labour 22 000 × £12 264 000 255 200 8800 (F)
Semi-variable cost
Heat, light and power 

(22 000 × £1) + £7000 29 000 25 880 (£33 400 � £7520) 3120 (F)
Fixed costs
Rent, rates and depreciation 40 000 38 000 2000 (F)

531 000 533 400 2400 (A)

Task 2 (a)
The original statement compares the actual cost of producing 22 000 units with a
budget for 20 000 units. This is not comparing like with like. The flexible budget
shows what budgeted costs would have been for the actual production level of
22 000 units. Because actual production was greater than budgeted production of
20 000 units variable costs are likely to be higher and this comparison will result in
an adverse effect on variable cost variances. The fact that overall variances are
smaller when comparisons are made with the flexible budget is due to flexing the
budget and not to participative budgeting.

Task 2 (b)
The report should indicate that favourable variances may have arisen for the fol-
lowing reasons: 

(i) Controllable factors due to the more efficient usage of direct labour and heat-
ing, light and power.

(ii) Budget participation may have resulted in the creation of slack through an
overstatement of budgeted costs.

(iii) Uncontrollable factors such as a reduction in the prices charged to Rivermede
for rent and rates.

Task 2 (c)
The report should include the following items: 

(i) The increased sales may have been due to a general increase in demand
rather than the effort of the salesforce.

(ii) The original budget of 24 000 units may have been over-estimated or the
revised budget of 20 000 units may have been understated due to the sales
director creating slack by deliberately understating demand.

Task 1 (a)
For 2001 x takes on a value of 9.
Therefore annual demand (y) = 640 + (40 × 9) = 1000
weekly demand = 1 000/25 = 40 holidays

Task 1 (b)
Weaknesses of the least squares regression formula include: 

(i) The formula assumes a linear relationship based on time but demand for
holidays may not be a linear function of time.

(ii) Seasonal variations are ignored. Demand may vary throughout the holiday
season with some holiday weeks being more popular than others.

(iii) It ignores changes in holidaymakers’ tastes such as a change in demand from
short haul to long haul or 10-day holidays to short-break holidays.

(iv) Cyclical fluctuations are ignored. Demand for holidays is likely to vary
depending on the state of the economy, such as boom or recession. 

Linear regression is covered in Chapter 24.
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Task 2 (a)
Revised cost statement 10 days ended 27 November

Flexed budget Budget Actual Variance
Note (£) (£) (£)

Aircraft seats 1 18 000 18 600 600 A
Coach hire 5 000 4 700 300 F
Hotel rooms 2 14 300 14 200 100 F
Meals 3 4 560 4 600 40 A
Tour guide 1 800 1 700 100 F
Advertising 2 000 1 800 200 F

–––––– –––––– ––––
45 660 45 600 60 F

–––––– –––––– ––––

Notes
1 £450 × 40 because purchases are in blocks of 20 seats
2 £70 × 10 days × 34 tourists × 0.5 £11 900

£60 × 10 days × 4 tourists £2 400
–––––––
£14 300

–––––––
3 £12 × 10 days × 38 tourists

Task 2 (b)
The original budget is a fixed budget based on the anticipated demand when the
budget was set. If actual demand is different from anticipated demand a fixed bud-
get is inappropriate for control purposes because it does not ensure that like is
compared with like. See the answer to Question 16.44 for an explanation of this
point. The revised flexible budget shows what costs should have been for the vol-
ume of passengers taken on the holiday. This ensures that a more meaningful com-
parison of budget and actual costs is made.

Task 2 (c)
The factors to be taken into account in deciding whether or not to investigate
individual variances is examined in Chapter 19. The following factors should be
considered: 

(i) the absolute amount of the variance;
(ii) the relative amount of the variance expressed as a percentage of budgeted

costs;
(iii) the trend in variances by examining the cumulative variances for the period;
(iv) whether or not the variance is controllable; 
(v) the cost and benefits from investigating the variance.

For a more detailed discussion of the above points you should refer to Chapter 19.

(a) The number of standard deviations by which each regional manager’s estimate
deviates from the mean of the distribution assumed by the sales director is:

Northern Z �
5.7 � 5.0 

� 0.7
1.0

Southern Z �
10.9 – 10.0

� 0.9
1.0

Eastern Z �
7.9 � 8.0 

� � 0.1
1.0

Western Z �
7.5 � 7.0

� 0.5
1.0
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The likelihood of sales being equal or greater than the estimate is obtained by
ascertaining the probabilities for the Z scores from a normal distribution table.
The probabilities are:

Northern = 0.242
Southern = 0.1841

Eastern = 1 � 0.4602 � 0.5398
Western = 0.3085

Note that the negative Z score calculation for the Eastern territory indicates that
the probability of sales being less than £7900 is 0.4602. Therefore the probability of
sales being £7900 or more is 0.5398.

The standard deviation for the total sales is calculated from the sum of the four
variances:

Standard deviation � √ [4 � (1 m)2] � £2 m

Z �
32 � 30 

� 1.00 � 0.1587 probability2

Therefore the probability that the total sales will be equal to or greater than £32m
is 0.1587.

Otley and Berry (1979) have illustrated the consequences of submitting non-
mean (most likely) estimates rather than the expected value of the estimates when
they are aggregated at successive levels in the organizational hierarchy. They
have demonstrated that estimates that are only slightly optimistic at the unit level
(30% probability of achievement) become highly optimistic when nine such units
are aggregated at the next level in the hierarchy (16% probability of achievement).
This process applies in this question. The aggregation of the budgets results in the
overall budget having a relatively low chance of being achieved.

(b) The answer should stress that managers tend to overestimate costs and under-
estimate sales in order to obtain slack budgets which can be achieved. In some
situations the reverse may apply where managers seek to enhance their posi-
tion in the short term by submitting optimistic budgets. However, such bud-
gets carry the risk of failure if the budget is not met. Managers may be tempted
to overstate budgeted costs in order to preserve previous budget allocations.
They will then spend to this limit in order to ensure that future budget alloca-
tions are maintained. A superior’s budget may also differ from the budget sub-
mitted by the manager because they do not have detailed knowledge of the
budgetees’ activities. Consequently, the superior’s budget is unlikely to repre-
sent an accurate estimate of future outcomes.

Recommendations for overcoming the above problems include:
(i) Ensure that more emphasis is given to the negotiation and participation

process so that differences can be resolved and differing expectations and
assumptions clarified.

(ii) Adjusting budgets to the differing aspirations and capabilities of the bud-
getees (see ‘Setting financial performance targets’ in Chapter 16).

(iii) Require managers to produce appropriate evidence to justify their budgets.
(iv) Use two sets of budgets – one for planning purposes and a more demanding

budget for motivational purposes (see ‘Conflicting roles of budgets’ in
Chapter 15).

(v) Avoid a budget constrained style of evaluation. This approach is likely to
encourage substantial bias in the budget process.

(c) The proposed bonus system will encourage budgetees to submit pessimistic bud-
gets so that bonuses can be obtained. Managers will engage in defensive behav-
iour and put too much effort into trying to justify pessimistic budgets. The process
of negotiating budgets will be undermined, and relationships between superior
and budgetee may deteriorate. The process might lead to defensive behaviour by
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the budgetee, and the sales director will find it extremely difficult to negotiate a
more demanding budget.

The proposed system will encourage managers merely to achieve the target but
not to achieve a performance in excess of standard. Consequently, lost sales
orders might result. Where managers are having difficulty in achieving the target,
there is a danger that they may seek to stimulate sales by taking on customers
with high credit risk. Alternatively, they might be motivated to sell goods with a
high probability of subsequently being returned.

Placing too much emphasis on meeting the budget target can undermine the
whole budget process, and there are strong arguments for not implementing the
proposed system. Possible amendments to the system would be:

(i) Relate the bonuses to a comparison of the growth in market shares for each
territory and pay the bonuses according to a ‘league table’ of market shares.

(ii) Abandon the present bonus system and pay higher wages to competent
staff. Bonuses could be paid only for performance significantly in excess of
budget.

(iii) Set a series of percentage bonus scales, with the percentage related to a num-
ber of ranges in excess of budget. The higher the range achieved, the higher
the percentage bonus.
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Note

There is no Chapter 17 in the Students Manual, as all the questions in that chapter
require essay answers, and none of them are included within the white box to indi-
cate that a sample answer is provided.
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