Budget Problem Public Bank

1.0 Analysis of the Business
1.1 Core Business Activity
Public Bank Berhad’s core business is to provide wide range of banking and financial services that includes commercial banking, retail wealth management, Islamic banking, investment banking, stock broking and card businesses. Public Bank is a market leader in consumer banking and retail commercial lending to SMEs (Small to Medium Enterprise) in Malaysia, complemented by corporate banking services as well. (Public Bank)


Source: Annual Report 2007 c p29

1.2 Stakeholder Analysis
1.2.1 Shareholders
As a profit-oriented organization, the Bank is committed to enhance shareholder value through consistent financial performance, efficient capital management in order to generate profits and fair return on their investment.
1.2.2 Customers
The banking industry in Malaysia is a matured market. The range of services offered are generally similar in nature. The Bank serves their best to the clients, their major source of income in terms of offering lower financing, preferred rates and investment services due to the highly competitive industry. In addition to that, the customer service, reputation, financial performance of the Bank, location of the outlet and other quantitative and qualitative criteria serve to distinguish the banks in the eyes of the customer.   
1.2.3 Employees
Good staff morale is pursued through proper staff training, provision of opportunities for career advancement, incentive awards and various perks and benefits that allows the retain of best talent for the Bank. 
1.2.4 Government
The government plays a

role as decision maker and implements policies and projects. Apart from that, the Bank is the major player of the economy, the going concern of the bank is crucial for the government to be alert of. 
1.2.5 Public
The Bank is a socially responsible corporate citizen in a tangible way. This is important as Public Bank’s client base is extremely wide that all levels of people are their customer; hence the reputation is crucial.   

2.0 Behavioural Problems
2.1 Uncertainties Leads to Budgetary Slacks
One of the major issues faced by Public Bank is the uncertainties it faces in its line of business. Ueno (1992) states that the need for managers to avoid these uncertainties leads them to perform budgetary slacks as a safeguard against future uncertainties. According to Nandan, managers create budgetary slacks in the first place to insulate themselves against the adverse effects of unpredictable events in order to be able to draw upon their additional resources when the occur (1986). Belkaoui and Riahi-Belkaoui (1994) have both described “budgetary slacks as an intentional distortion of information that results from an understatement of budgeted sales or an overstatement of budgeted costs.” Hence, it is safe to assume Public Bank suffers from this behavioural problem which is common with companies whose industries and business are fraught with uncertainties. 
The turbulence resulting from the ever-changing global and local economy has a strong impact on the bank’s business. In Public Bank’s 2004 annual report, it acknowledges the risks derived from these uncertainties. In the chart portrayed

there, it shows that it faces credit risks, operational risks, liquidity risks and market risks which covers the interest rate, foreign currency and equity risks. Therefore, managers of Public Bank would likely use budgetary slacks as a shield against these risks.
The competitiveness of the banking and financing sector intensified this trend is expected to continue in the future. Hence, Public Bank need to be constantly vigilant on the competitors’ offerings and responded promptly to the changes and developments in the market place. (Annual Report 2006 p55) 
Under the Financial Sector Master Plan (FSMP), the consolidation of domestic financial institutions resulted in the emergence of banking groups with larger pool of and balance sheets to aggressively compete for business. (Annual Report 2002 p52) The liberalization of financial industry also contributes to the uncertainty of the business environment.   
Besides that, the economic environment impact the value of the assets the Bank hold. The value of the loans and finances are highly dependable upon the economic condition. For instance, during 2002, higher allowance for losses on loans and financing in the Public Bank Group’s overseas financing operations in Hong Kong SAR due to the weak economy and high levels of personal bankruptcies. (Annual Report 2002 p52)   
According to Paul Prendergast (1997), due to the budget padding conducted, the resulting control reports with the variance figures become ineffectual. This is because budgetary slacks would mean a failure to allocate the resources using the most efficient method

which would in turn cause these resources to be needlessly squandered away. When resources are not optimized, actual revenue will be less compared to the potential revenue. 

2.2 Participative Budgeting and Budget Difficulty
According to Public Bank annual report 2007 Statement of Internal Control (p86), annual budgets and annual business plans are prepared by the Bank’s business units and all major operating subsidiaries and approved by their respective Boards. This demonstrates that the budgeting system adopted by Public Bank is participative budgeting system. 
Locke and Latham (1990) contended that commitment to targets and increased motivation occur when targets are perceived to be moderately difficult, yet attainable. (cited in Emmanuel, Kominis & Slapnicar 2008) The difficulty level of target set is crucial in determining the performance   as supported by Latham, Steele and Saari (1982) findings that the higher the goal the higher the performance providing that the goal is accepted where performance are indifferent to the budget setting process of imposed or participative if the goals are set constant. They further argue that participation in goal setting is only important only to the extent that it leads to the setting of higher goals.
Participation of managers in budget setting would increase the perceived ownership of the targets and their acceptance (Vroom 1960 cited in Emmanuel, Kominis & Slanicar nd); but if the managers are empowered to set the budget, there is tendency that under the competitive and highly uncertain business environment as Public Bank is operating 

the managers would pad the budget (refer 2.1) which in effect reduce the difficulty of the budget to a comfortable level. Hence, although the budget set with participative budgeting system is attainable, the difficulty level is within the manager’s comfort zone; thus result in only moderate performance. 

2.3 Budget Bias Causes an Ineffective Reward System
Qualitative measurement of manager’s performance is often alleged to be essential. This could be seen particularly in a highly competitive banking industry where customer services and reputation of the Bank plays a major role. This is also evidenced by the application of the theory - balance scorecard (Balance Scorecard Institute 2007) as a performance measurement structure that uses non-financial performance to give managers a more ‘balanced’ view of the organisation’s performance. 
Public Bank has applied this theory on how they highly emphasis on the customer care and services, this could be seen when over 90% of Public Bank’s branches are staffed with specially-trained Customer Service Representatives (CSRs) at the front office. (Public Bank, 2002, p.11 ) They had also received numerous awards on customer services such as ISO certification. (Public Bank, 2002, p.14). Besides, Public Bank has attended balance scorecard conference in order to implement their appliance of balance scorecard. (Global Pro Training & Development, 2008) 
On the other hand, quantitative measurement is still reliable and relevant as it is a common yardstick, such as credit card sales, loans amount, expenses and so forth. It is evidenced by the fact

that a well established and highly quantitative performance appraisal system, which is highly transparent to employees, provides the basis of both a performance related remuneration structure and career progression that reflects the performance of the employees. (Public Bank, 2007, p.197). Moreover, the Board approves the annual budget for the Bank and conducts periodic review of achievement against the annual budget, as well as reviews the Management’s business action plans. (Public Bank, 2003, p.25) Therefore, budget would still be an important benchmark (Otley, p.124, 1978). 
However, the problem comes into place when the budget is easily manipulated by managers. This is because the participation in the budgetary process provides an opportunity for subordinates and managers to create slack in the budgets against which their subsequent performance will be measured and rewarded. (Walker & Johnson, p.2, 1999) The reward system main concern is the way the company determines salary increments, bonuses and promotions. It was developed to promote the profitability of the company. (Lowe & Shaw, p.307, 1968). But, the reward system may turn out ineffectively when the budget is manipulated. It could turn far worse for those managers that have high ability in politicking and be able to get a favorable budget. 

3.0 Solutions
3.1 Bridging Information Asymmetry to Remedy Budgetary Slacks
The first step in trying to solve the budgetary slack problem that can be taken is to bridge the information deficit between the management accountant (top management) and the operational managers. Prendergast

conducted a research showing how essential it is for the financial departments to familiarise themselves with the operations of the various units to identify the possible budgetary slacks conducted by the management department (1997). Hence, the familiarity with the operations allows the financial department to greatly reduce the budgetary slacks opportunities that might have been otherwise present.
“It is assumed that top management is not in a good position to determine and control the amount of slack due to the different technologies and peculiarities of each division and the submission of divisional budgets in total aggregates.” (0nsi, 1973) This further substantiates the management’s need to familiarize themselves with the whole process. The information asymmetry faced by them needs to be mitigated. This is because usually the employees at different levels would have the best understanding of their own working condition and expected performance. They do not usually possess much understanding of the other employees at other levels. Hence, top management may experience difficulties in differentiating slacks which are intentionally created from those which are produced due to unintentional forecast error. This difficulty is also due to the subjective estimations used in budgeting in addition to the different expectations of the future economic conditions. “Managers need to know the circumstances under which budgets may be biased, and the potential effects of these biases, in order for budgetary information to be utilized in an effective manner.” (Walker, 1999)

3.2 Negotiation

Budgeting System in Solving Budget Difficulties
Under the negotiated budgets, the top management sets the broad goals and the constraints, and the lower- and middle- level managers actively participate in the negotiation and reach consensus. (Rachlin, 1998)

In the study carried out by Fisher, Frederickson and Peffer (2000), when the superiors have the final authority in the negotiation process, the agreement by the subordinates are more likely to occur if the budget is adjusted lower and attainable; while when the subordinates have the final authority, the agreement of the superiors are more likely to occur if the budget is adjusted higher. Hence, the negotiated agreement is associated with the budget slack with the budget outcome closer to the subordinates performance capabilities. 
Negotiation style of budgeting strike a balance between the budget set unilaterally by the subordinates and budget set unilaterally by the top management. The empowerment is restricted to mitigate the slack built up which lower the difficulty of the budget to the comfort zone while continue to motivate the employees for acceptance and commitment to the budget through the negotiation process. 
Effective negotiation budgeting system occurs when the superiors have the final authority in the event of budget impasse as when the subordinates have the final authority the budgets set are not significantly different from the budgets unilaterally set by the subordinates. 
However, the involving of subordinates in the process of negotiation budgeting creating the expectations that the subordinates’ inputs

would be reflected in the budgets. In the event that the budget fails to incorporate adequately the subordinates’ input, the budgets might be viewed as unfair and detrimental to their performance. (Lindquist 1995 cited in Fisher, Frederickson and Peffer 2000)

3.3 Solution for the Ineffective Reward System
There are various ways of budgeting and bonus technique to overcome the budgetary bias. One of the methods is to establish budget goals provided by superior of the manager with larger rewards when they manage to budget relatively high performance and achieve them. 
But there could be situation where the managers would pad their budget and it implies that their target settings are lower than what is attainable. Hence, reward system would turn out ineffectively. On the other hand, when the budget is highly structured, and performance is aligned along the budget, the reward system would be considered as efficient. If budget are target at modest level but budget is achieved, the end results is that the rewarding system would be low as well. Therefore, the reward system should get align with the target budget. 
This method encourages managers to create a higher and more challenging target budget in order to receive equivalent rewards. However, there are circumstances whereby it is out of manager’s control to set the attainable and desired budget. This could be due to the exogenous factors especially for the Bank that is involved in trading that dependant heavily on interest rates that are highly fluctuating. The managers shall not be put in blame or given a relatively low reward

due to the uncertainties that the manager is exposed to.   Thus, the managers should be given a fair reward based on their performance and budget set, as well as taking the external factors into consideration. 

2.0 Summary & Recommendation
Public Bank is implementing participative budgeting system. Although participative budgeting system is important for the acceptance of the target set and thus the motivation towards achieving them, the behavioral problems of the staff empowerment are detrimental to the performance of the firm.
Participative budgeting system induces slack as Public Bank is operating in an uncertain and competitive business environment. The slack built would reduce the budget difficulty to the manager’s comfort zone and the motivation to stretch the performance diminish. Besides that, reward system that based itself on the beating of the budget would be ineffective and unfair; it is a contributing factor to slack.
In order to counter the behavioral problems, the top management should be familiarize themselves with the operating process to overcome the information asymmetric and thus position themselves to identify the slack from reasonable forecast error. Negotiated budgeting is a way to restrict the empowerment yet involve the staffs in the budget setting to maintain the difficulty level of the budget at a reasonable level. Besides that, the restructured reward system that measures the performance in terms of setting the budget high and small variances in the actual versus the budgeted is a solution to solve the behavioral problems. 
There are many possible solutions

for the problems faced, however the restructuring of the reward system in addition to reviewing the variances involved takes the utmost priority over them. As this would ensure the managers are not held accountable for the exogenous factors. The combined factors of easier implementation and the positive encouragement to reduce the slack would be more effectively and efficiently carried out.
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