Chapter 10
     Strategy and the Master Budget
Cases

10-1       Emerson Electric Company (This case was written and copyrighted by Joseph G. San Miguel, Naval Postgraduate School and is reprinted with permission.)
10-2	LetsGo Travel Trailers (Source: “LetsGo Travel Trailers: A Case for Incorporating the New Model of the Organization into the Teaching of Budgeting,” by Sally Wright, Cases from Management Accounting Practice, Vol. 14, Montvale, NJ: Institute of Management Accountants, 1998). Note that part 2 of this case requires the use of Excel. 
10-3	Building Processes for a Solid Foundation: The Case of Community Health Initiatives (Source: Sandra Richtermeyer, Strategic Finance, August 2007, pp. 52-57. Note: this case was the case used as the 2008 IMA Student Case Competition. The Student Case Competition is sponsored annually by the IMA to provide an opportunity for students to interpret, analyze, evaluate, synthesize, and communicate a solution to a management accounting problem.)
10-4	Academic Advising at Bay State (Source: Janice E. Bell and Shahid L. Ansari, Strategic Finance, September 2008, pp. 44-51. Note: this case was the case used as the 2009 IMA Student Case Competition. The Student Case Competition is sponsored annually by the IMA to provide an opportunity for students to interpret, analyze, evaluate, synthesize, and communicate a solution to a management accounting problem.)

Readings

10-1: “How to Set Up a Budgeting and Planning System” by Robert N. West and Amy M. Snyder, Management Accounting (January 1997), pp. 18-20, 22, 24. 

This article demonstrates the setting up of a budgeting and planning system for Penn Fuel Gas Inc., a public utility holding company that provides natural gas storage and transportation services. It stresses the need to review the chart of accounts, account classification and the reporting system of the firm. The discussion includes factors to be considered in the budgeting process and moves to update its current accounting information system.

Discussion Questions

1.	What motivates PFG to install a budgeting and planning system?
2.	Why is flexibility very important for PFG’s budgeting system to be effective?
3.	What problems that the budget manager at PFG had to resolve before setting up a budgeting system? Do you find these problems unique to PFG?
4.	Why the authors suggest that a thorough review of the firm’s chart of accounts, account classifications, and reporting systems is a must before initiating a budgeting and planning system?
5.	Describe budgetary games that people play. What are the reasons for PFG to experience minimal budgetary gamesmanship?


10-2: “Strategic Budgeting: A Case Study and Proposed Framework” by Audrey G. Taylor and Savya Rafai, Management Accounting Quarterly (Fall 2003), pp. 1-10. 

This reading applies the Critical Chain technique proposed by Eliyahu Goldratt to budget preparations. All department budgets are reduced by 50%. The savings are grouped in a Group Budget Buffer. Department heads can request additional funds from the buffer but the request would be discussed openly with other department heads.  This reduction method allows costs to be cut where the cuts will not negatively impact performance of the service departments. At the same time, it identifies areas of bloat where cost reduction can be significant increases communication between departments, lowers overall spending levels, and assures output integrity. 

Discussion Questions:

1.	What is the lawnmower method of cost reduction?
2.	What will be the size of a division’s total budgeted amount after 4 years if the division includes 10% slack each year? After 10 years?
3.	What is the strategic budgeting model?
4.	What are the strengths of strategic budgeting?


10-3: “How Challenging Should Profit Budget Targets Be?” by Kenneth A. Merchant, Management Accounting (November 1990), pp. 46-48.

The article argues for using highly achievable budget targets, and explains six key advantages for doing so, including the favorable effect on the managers’ commitment and confidence.  The article also explains some of the risks of using highly achievable budget targets.  The concept of risk is illustrated with probability distributions and with a relatively low-risk environment having a probability distribution with lower variance.

Discussion Questions

1.	Explain each of the six advantages of highly achievable budget targets mentioned in the article.  Can you think of any in addition? 
2.	What are the risks of highly achievable budget targets mentioned in the article?  Can you think of any in addition?

10-4: “A Closer Look at Rolling Budgets,” by Marc P. Lynn and Roland L. Madison, Management Accounting Quarterly, Vol. 6, No. 1 (Fall 2004), pp. 60-64). 
Traditional budgets cover a fixed period of time, e.g., a one-year time frame. For this reason, these budgets are sometimes referred to as “static” in nature. By contrast, some commentators suggest that some of the negative consequences of this choice can be overcome with the use of rolling (continuous) budgets. This article deals with issues related to the successful implementation of rolling budgets. 

Discussion Questions

1. What is the primary management-related issue addressed in this article?
2. What is the primary point of the “practical example” offered by the authors?


10-5:	“Budgeting: Perspectives from the Real World,” by Karen A. Shastri and David E. Stout, Management Accounting Quarterly, Vol. 10, No. 1 (Fall 2008), pp. 18-25.

This article survey evidence from senior accounting and finance managers regarding the budgeting process at for-profit companies, including the usefulness and perceived value of the process, user satisfaction with this process, and the impediments and challenges to budgeting. Respondents included 815 members of the Institute of Management Accountants (IMA). The study is a follow-up to a recent study on budgeting published (2007) by Libby and Lindsay. 

Discussion Questions

1. What are the general accounting-related questions addressed by the authors of this paper?
2. What were the primary survey findings regarding the budgeting process used currently in the U.S.? 
3. What did the authors find regarding the perceived value of the budgeting process (from the standpoint of survey respondents)?
4. What were the primary findings of this study as regards the level of satisfaction with the budgeting process?
5. As indicated in Chapter 10, there are potential negative behavioral consequences associated with the budgeting process. What did respondents in this study say as regards this issue? 
6. What future research is suggested on the basis of this study? 


10-6:	“Turning Budgeting Pain into Budgeting Gain,” by John Orlando, Strategic Finance (March 2009), pp. 47-51.

The author of this article is a career CFO and presents in the article survey evidence regarding the budgeting process. The survey was conducted jointly by Centgage and the Institute of Management & Administration (IOMA). 

Discussion Questions

1. On page 47 of the article, the author notes that “the budgeting process at most companies is broken.” What evidence does the author offer in support of this statement?
2. What potentially positive roles does the author envision for properly constructed budgets?
3. What recommendations does the author offer for improving the budgeting process? 


10-7: “Planning for Uncertainty—Rolling Forecasts,” by Matthew G. Lamoreaux, Journal of Accountancy (October 2011). (Available at: http://www.journalofaccountancy.com/Issues/2011/Oct/20114354.htm?act).

Corporate financial planning expert Steve Player highlights how CPA financial executives can use nimble rolling forecasts to replace annual budgets.

Discussion Questions

1. According to the article, what are some of the most severe criticisms of conventional budgeting practices, such as those associated with the master budgeting process illustrated in chapter 10 of the text?
2. What is the essence of “rolling forecasts” and according to proponents of using rolling forecasts how do they improve upon traditional budgeting practice? 
3. According to the article, what are some common mistakes associated with forecasting systems? 


10-8: “Scenario Planning—Navigating Through Today’s Uncertain World,” by David A. J. Axson, Journal of Accountancy (March 2011). Available at: http://www.journalofaccountancy.com/Issues/2011/Mar). 

Scenario planning is a way of understanding forces such as demographics, globalization, technological change and environmental sustainability that will shape the future, and harnessing them to plan for risk. This article, based on an AICPA-sponsored Management Accounting Guideline, introduces the types of scenarios you should consider and provides tips for getting started with scenario planning.

Discussion Questions

1. How does this article relate to the topic of budgeting (as presented, for example, in Chapter 10 of the text)?
2. What is meant by the term “scenario planning”?
3. Provide an overview of the basic approach to scenario planning (as illustrated, for example, in Exhibit 1 of the article). 
4. Provide a description of the managerial value of the type of information presented in Exhibit 5 of the article. 


10-9: “Budgeting for International Operations: Impact on and Integration with Strategic Planning,” by J. Rivera and K. Milani, Management Accounting Quarterly (Summer 2011), pp. 1-13. 

Multinational companies contend with an array of external factors, internal considerations, and other forces that influence budget policies, composition, and control and—on a more general level—their strategic planning. Budgeting in a global business environment calls for an enhanced level of coordination and communication because of the variety of powerful components that impact organizational performance. This article examines how international issues influence the budgeting process of multinational companies headquartered in the United States that control foreign affiliates and describes how the output of the budgeting effort impacts and integrates strategic planning.

Discussion Questions

1. According to this article, what are the three major external factors that affect, that is, complicate the process of preparing, budgets for multinational companies?
2. The authors of this article present 19 examples of specific planning issues faced by multinational companies. Provide an overview/short summary of one (1) example from each of the following three (3) categories in terms of budgetary complexities:
a. Foreign Currency Exchange Rates (i.e., Translation Exposure, Transaction Exposure, Economic Exposure, Interest Rates, or Inflation)
b. Effects on Specific Budgets (i.e., sales budgets, expense budgets, capital expenditures budgets, or cash budgeting)
c. Other (Miscellaneous) Considerations (i.e., Transfer Pricing, Inventory Policy Decisions, Timing Issues, Budget Control)




Case 10-1: Emerson Electric Company

Chapter 10 - Strategy and the Master Budget
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Emerson Electric Company was founded in 1890 as a manufacturer of motors and fans. In 1993, Emerson marked its thirty-sixth consecutive year of improved earnings per share. On $8.2 billion sales, the diversified St. Louis based company reported a 1993 profit of $708 million. In addition, the company had $2 billion in unconsolidated sales in international joint ventures. It manufactures a broad range of electric, electromechanical, and electronic products for industry and consumers. Brand names include Fisher Control Valves, Skil, Dremel, and Craftsman power tools, In-Sink-Erator waste disposals, Copeland compressors, Rosemount instruments, Automatic Switch valves, and U.S. Electric Motors in the power transmission market. Since 1956, Emerson's annual return to shareholders averaged 18 percent. Sales, earnings per share, and dividends per share grew at a compound rate of 9 percent, 8 percent, and 7 percent, respectively, over the 1983-93 period. Inter-national sales have grown to 40 percent of total sales and present a growth area for the company.

Emerson is a major domestic electrical manufacturer. Its U.S. based competitors include companies such as General Electric, Westinghouse, and Honeywell. Its foreign competitors include companies such as Siemens and Hitachi. Emerson has had the narrowest focus as a broadly diversified manufacturing company among its primary competitors. Other manufacturers, such as GE and Westinghouse, are diversified into financial services, broadcasting, aircraft engines, plastics, furniture, etc. Emerson follows a growth-through-acquisition strategy, but no one acquisition has been very large. There are periodic divestitures as management seeks the appropriate or complementary mix of products.

In 1973, Charles F. Knight was elected Chief Executive Officer, after joining the company the prior year. Under Knight's leadership, Emerson analyzed historical records as well as data on a set of "peer companies" the investment community valued highly over time. From this analysis, top management concluded that Emerson needed to achieve growth and strong financial results on a consistent basis reflecting constant improvements. The company set growth rate targets based on revenue growth above and beyond economy-driven expectations.

During the 1980s, the company maintained a very conservative balance sheet rather than using leverage. Top management felt that this was a competitive weapon because it permitted flexibility to borrow when an attractive business investment became available. In the economic downtown of the 1990s, Emerson, unlike a number of companies, was not burdened by heavy debt and interest payments.

ORGANIZATION
Historically, Emerson was organized into 40 decentralized divisions consisting of separate product lines. A president ran each division. The goal was to be number one or two in the market for each product line. The company resisted forming groups, sectors, or other combinations of divisions as found in other large companies until 1990, when Emerson organized its divisions into eight business segments: fractional horsepower electric motors; industrial motors; tools; industrial machinery and components; components for heating and air conditioning; process control equipment; appliance components; and electronics and computer support products and systems. This new structure exploits common distribution channels, organizational capabilities, and technologies.

The Office of the Chief Executive (OCE), which consists of the Chief Executive Officer, the President, two Vice Chairmen, seven business leaders, and three other corporate officers, directs management of the company. The OCE meets 10 to 12 times a year to review division performance; and discuss issues facing individual divisions or the corporation as a whole.

Each division also has a board of directors, which consists of a member of the OCE who serves as chairman, the division president, and the division's key managers. The division boards meet monthly to review and monitor performance.

Corporate staff in 1993 consisted of 311 people, the same number as in 1975, when the company was one-sixth its current size in terms of sales. Staff is kept to a minimum because top management believes that a large staff creates more work for the divisions. To encourage open communication and interaction among all levels of employees, Emerson does not publish an organization chart.

In the early 1980s, the company was not globally competitive in all of its major product lines, and recognized that its quality levels in some product areas did not match levels available from some non-U.S. competitors, particularly the Japanese. Therefore, top management changed its twenty-year strategy of being the "low cost producer" to being the “best cost producer.” There were six elements to this strategy:

1.	Commitment to total quality and customer satisfaction.
2.	Knowledge of the competition and the basis on which they compete.
3.	Focused manufacturing strategy, competing on process as well as product design.
4.	Effective employee communications and involvement.
5.	Formalized cost-reduction programs, in good times and bad.
6.	Commitment to support the strategy through capital expenditures.

Since the 1950s, the low cost producer strategy required the divisions to set cost-reduction goals at every level and required plant personnel to identify specific actions to achieve those goals. Improvements of 6 percent to 7 percent a year, in terms of cost of goods sold, were targeted. With the best-cost producer strategy, Emerson now aims for higher levels of cost reduction through its planning process. For example, machine tools were used to streamline a process to save labor costs, and design changes saved five ounces of aluminum per unit. Sometimes a competitor's products were disassembled and studied for cost improvements. Products and cost structures of competitors were used to assess Emerson's performance. Factors such as regional labor rates and freight costs were also included in the analyses. For example, before investing millions of dollars in a new plant to make circular saws, top management wanted to know what competitors, domestic and global, were planning.

In the period 1983 to 1993, capital investments of $1.8 billion were made to improve process technology, increase productivity, gain product leadership, and achieve critical mass in support of the best-cost producer strategy. Division and plant management report every quarter on progress against detailed cost reduction targets.

Quality was an important factor in Emerson's best-cost producer strategy. Improvements were such that Emerson was counting defects in parts per million. For example, in one electric motor line, employees consistently reached less than 100 rejects per one million motors.

PLANNING PROCESS
CEO Knight made the following comments on Emerson's planning process:

Once we fix our goals, we do not consider it acceptable to miss them. These targets drive our strategy and determine what we have to do: the kinds of businesses we are in, how we organize and manage them, and how we pay management. At Emerson this means planning. In the process of planning, we focus on specific opportunities that will meet our criteria for growth and returns and create value for our stockholders. In other words, we "identify business investment opportunities."[footnoteRef:1] [1:  Knight, C. F., "Emerson Electric: Consistent Profits, Consistently," Harvard Business Review, January-February 1992, p. 59.] 


Emerson's fiscal year starts October 1. To initiate the planning process, top management sets sales growth and return on total capital targets for the divisions. Each fiscal year, from November to July, the CEO and several corporate officers meet with the management of each division at a one or two day division planning conference. Knight spends 60 percent of his time at these division-planning conferences. The meetings are designed to be confrontational in order to challenge assumptions and conventional thinking. Top management wants the division to stretch to reach its goals. It also wants to review the detailed actions that division management believes will lead to improved results.

Prior to its division planning conference, the division president submits four standard exhibits to top management. Developing these four exhibits requires months of teamwork and discipline among each division's operating managers.

The "Value Measurement Chart" compares the division's actual performance five years ago (1989), the current year's expected results (1994), and the long-range forecast for the fifth year (1999). See Exhibit 1 (Note: the numbers in all exhibits are disguised). The Value Measurement Chart contains the type, amount, and growth rates of capital investment, net operating profit after tax (NOPAT), return on average operating capital, and "economic profit" (NOPAT less a capital charge based on the cost of capital). To create shareholder value, the goal is to determine the extent to which a division's return on total capital (ROTC) exceeds Emerson's cost of capital. Use of the cost of capital rate (Line 3000 on Exhibit 1) is required in all division plans.

The next two exhibits contain sales data. The "Sales Gap Chart" and "Sales Gap Line Chart" show the current year's expected sales (1994) and five-year sales projections (1995-1999). See Exhibits 2 and 3. These are based on an analysis of sources of growth, the market's natural growth rate, market penetration, price changes, new products, product line extensions, and international growth. The "gap" represents the difference between the division's long-range sales forecast and top management's target rate for sales growth (Line 19 in Exhibit 2). Exhibit 2 shows the five-year sources of sales growth in Column H. These are illustrated in the Sales Gap Line Chart in Exhibit 3 for one of the divisions for the 1995-99 periods. The division president must explain what specific steps are being taken to close the gap.

The "5-Back by 5-Forward P&L in Exhibit 4 contrasts detailed division data for the current year (1994) with five prior years of historical data and five years of forecast data (1995-99). This comprises 11 years of profit statements including sales; cost of sales; selling, general and administrative expenses; interest; taxes; and return on total capital (ROTC). This statement is used to detect trends. Division management must be prepared with actions to reverse unfavorable movements or trends.

Beyond the review and discussion of the four required exhibits, the division planning conference belongs to the division president. Top management listens to division management's view of customers, markets, plans for new products, analyses of competition, and reviews of cost reductions, quality, capacity, productivity, inventory levels, and compensation. Any resulting changes in the division plan must be submitted for approval by top management. The logic and underlying assumptions of the plan are challenged so that managers who are confident of their strategies can defend their proposals. CEO Knight views the test of a good planning conference is whether it results in manager actions that significantly impact the business. According to Knight:

Since operating managers carry out the planning, we effectively establish ownership and eliminate the artificial distinction between strategic and operating decisions. Managers on the line do not-and must never-delegate the understanding of the business. To develop a plan, operating managers work together for months. They often tell me that the greatest value of the planning cycle lies in the teamwork and discipline that the preparation phase requires.[footnoteRef:2] [2:   Knight, p. 63.] 


Late in the fiscal year, the division president and appropriate division staff meet with top management to present a detailed forecast for the coming year and conduct a financial review of the current year's actual performance versus forecast. The forecast is expected to match the data in the plan resulting from the division planning conference, but top management also requests contingency plans for several lower levels of activity. A thorough set of actions to protect profitability at lower sales levels is presented. These are known as contingency plans. Changes to the division's forecast are not likely unless significant changes occurred in the environment or in the underlying assumptions. Top management must approve changes in the forecast. It is not Emerson's practice to aggregate financial reports for planning and controlling profits between the division and corporation as a whole.

In August, the information generated for and during the division planning conferences and financial reviews is consolidated and reviewed at corporate headquarters by top management. The objective is to examine the total data and prepare for a corporate wide planning conference. In September, before the start of the next fiscal year, top management and top officers of each division attend an annual corporate planning conference. At this meeting, top management presents the corporate and division forecasts for the next year as well as the strategic plan for the next five years. The conference is viewed as a vehicle for communication. There is open and frank discussion of success stories, missed opportunities, and future challenges.

REPORTING
At its meetings the CEO uses the President's Operating Report (POR) to review division performance. Each division president submits the POR (see Exhibit 5), on a monthly basis. This reporting system is different from budget reports found in other companies.

First, the POR contains three columns of data for the "current year." The third column of data (Forecast) reflects the plan agreed to by the division president and top corporate management at the beginning of the fiscal year. The forecast data is not changed during the fiscal year and the division president's performance is measured using the fiscal year's forecast. The first column reports the actual results for completed quarters or expected amounts for the current and future quarters. The division president may update expected quarterly results each month. The second column reports the "prior expected" results so that each month's updated expectations can be compared with data submitted in the prior month's POR. Updated expectations are also compared with the forecast data.

Second, in addition to current year data, the POR lists the prior year's actual results. This permits a comparison with the current year's actual results for completed quarters (or expected results for subsequent quarters) and over (0) or under (U) percentages are reported. Midway through the fiscal year, expected data for the first quarter of the next fiscal year is added to the POR.

Corporate top management meets quarterly with each division president and his or her chief financial officer to review the most recent POR and monitor overall division performance. The meetings are taken very seriously by all concerned and any deviations from forecast get close attention. When a division's reported results and expectations are weak, a shift to contingency plans is sometimes ordered by top management; Emerson does not allocate corporate overhead to the divisions but does allocate interest and taxes to divisions at the end of the fiscal year.

COMPENSATION

During the year, each division assesses all department heads and higher-level managers against specific performance criteria. Those with high potential are offered a series of assignments to develop their skills. Human resources are identified as part of the strategy implementation. In addition, personnel charts on management team are kept at corporate headquarters. The charts include each manager's photo, function, experience, and career path. About 85 percent of promotions involve internal managers.

Each executive in a division earns a base salary and is eligible for "extra salary," based on division performance according to measurable objectives (primarily sales, profits, and return on capital). An extra salary amount, established at the beginning of the year, is multiplied by "1" if the division hits targeted performance. The multiplier ranges from .35 to 2.0. Doing better than target increases the multiplier. In recent years, sales and profit margin, as identified in the POR forecast column, have had a 50 percent weighting in computing compensation targets. Other factors include inventory turnover, international sales, new product introductions, and an accounts receivable factor. In addition, stock options and a five-year performance share plan are available to top executives.

COMMUNICATION
Top management strongly encourages open communication. Division presidents and plant managers meet regularly with all employees to discuss the specifics of the business and the competition. As a measure of communication, top management feels that each employee should be able to answer four essential questions about his or her job:

1.	What cost reduction are you currently working on?
2.	Who is the competition?
3.	Have you met with your management in the past six months?
4.	Do you understand the economics of your job?

The company also conducts opinion surveys of every employee. The analysis uncovers trends. Some plants have survey data for the prior twenty years. The CEO receives a summary of every opinion survey from every plant.

RECENT EVENTS
As a result of a $2 billion investment in technology during the past 10 years, new products as a percent of sales increased from 13 percent in 1983 to 24 percent in 1993. A new product is defined as a product introduced within the past five years. About 87 percent of total U.S. sales are generated from products that are either first or second in domestic position. Still, some in the investment community do not view Emerson as a technology leader, but as a very efficient world-class manufacturer. Although internally generated new products are part of the planning process, Emerson is sometimes a late entrant in the marketplace. For example, in 1989, a competitor introduced a low-cost, hand-held ultra-sonic gauge. Within 72 days, Emerson introduced its own version at 20 percent less cost than its competitor's gauge. Emerson's gauge was also easier to use and more reliable. It was a bestseller within a year.

To some Wall Street observers, it seems that Emerson is attempting to reduce its dependence on supplying commodity-type products, such as motors and valves, to U.S. based appliance and other consumer-durables manufacturers by moving into faster growing global markets, such as process controls. As the economy recovers, Emerson is likely to continue its acquisition strategy, with an emphasis on foreign acquisitions, and international joint ventures.

The impact of the recent business segment organization structure on the planning and control process is not clear. The added layer of management between the division managers and top management might change the previous relationship between them.

Questions
1.	Evaluate Chief Executive Officer Knight's strategy for the Emerson Electric Company. In view of the strategy, evaluate the planning and control system described in the case. What are its strong and weak points?
2.	What role should the eight business segment managers have in Emerson's planning and control system?
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Case 10-2: LetsGo Travel Trailers

LetsGo manufactures travel trailers bought primarily by young families and retirees interested in a light, low-cost trailer that can easily by pulled by a mid-sized family car. The market for travel trailers has expanded nicely over the past few years due to the number of families seeking a relatively low-cost, outdoor vacation experience. But in the view of LetsGo’s president, Mark Newman, the real growth in the future is in the retiree market. Newman believes the vigorous health of the average retiree, couple with the national trend toward a return to nature, will translate into continuing sales growth for LetsGo. As Newman loves to say, “camping recently moved from number seven to number six on the top-10 leisure activities in the United States, and the baby boomers are getting older every day.”

The Retiree Market

Baby boomers (born between 1/1/46 and 12/31/64) carry a lot of consumer clout. Research indicates that for an organization to meet the needs of the senior market, including baby boomers, the following must be addressed:

· Independence and control
· Intellectual stimulation and self-expression
· Security and peace of mind
· Quality and value

According to the National Opinion Research Center at the University of Chicago, 78% of boomers (aged 33-51) own their own home, 45% are satisfied with their financial situation, 67% have not been hospitalized in the past five years, 73% are married, and 69% of their households have two wage earners. By the year 2000, boomers are expected to have an estimated $1 trillion to spend.1 By 2010, the United States will be home to 53 million people aged 55 or older, with eight states expected to double their elderly population: Alaska, Arizona, California, Colorado, Georgia, Nevada, Utah, and Washington. Seniors respond to benefit-driven messages; to attract them, advertising has to communicate tangible benefits rather than features and amenities.

Marketing and Sales

The forecasted increase in Letsgo’s sales can be seen in the company’s sales projections presented in Exhibit 1 (actual for the years 1992 through 1997 and projected for the years 1998 through 2002). Although the weather can have a significant impact on the travel trailer industry (i.e., hurricane season, flooding, and even droughts have had negative effects on the sales and rentals of travel trailers), Letsgo’s management believes these problems will be mitigated in the future by global warming. All sales projections are done by Mark Newman in his role as Letsgo’s president.

To keep from losing sales, the company maintains finished goods inventory on hand at the end of each month equal to 300 trailers plus 20% of the next month’s projected sales. The finished goods inventory on 12/31/97 was budgeted to be 1,000 trailers. Jim West, Letsgo’s vice-president of marketing, would rather see a minimum finished goods inventory of at least 1,500 trailers. Jim refuses to talk to Tom Sloan, the production manager. Tom is always trying to get Jim to consider adopting flexible inventory levels, which Jim is certain would affect his yearly bonus. The vice-president of marketing is eligible for a 20% bonus based on sales. Unfortunately, Jim did not receive a bonus in 1997. Sales were up, but Mark refused to 

___________________
1Note that this case was published in 1997. 
give Jim the bonus, although it was earned, due to the high number of customer complaints. Jim was really steamed when he heard “no bonus.” Didn’t Mark know those complaints were for poor quality? All of Jim’s efforts to grow sales and attract customers were, once again, destroyed by Tom Sloan and his production failures.

Trailer Production

Sheet aluminum represents the company’s single most expensive raw material. Each travel trailer requires 30 square yards of sheet aluminum. The wholesale cost of sheet aluminum varies dramatically by time of year. The cost per square yard can vary from $13 in the Spring, when new construction tends to start, to $6 in December and January, when demand is lowest. In September 1997, the Department of Energy and the aluminum industry launched a collaboration to pursue technologies to improve energy efficiency and production processes. “The pact will increase global competitiveness and enhance the environmental performances of a key manufacturing sector by applying advanced scientific know-how to day-to-day industry needs” (Secretary of Energy Hazel R. O’Leary, September 1997). This collaboration will increase the aluminum industry’s competitiveness and thus help businesses that rely on aluminum to reduce costs. Manufacturers requiring aluminum as a raw material potentially should be able to negotiate better purchase prices from suppliers.

Aluminum promises to be the construction material of the future. The use of aluminum in vehicles is increasing rapidly due to a heightened need for fuel-efficient, environmentally friendly vehicles. Aluminum can provide a weight savings of up to 55% compared to a steel structure, improving gas mileage significantly. The aluminum industry and suppliers are dispersed across four-fifths of the country, yet they are largely concentrated in four regions: the Pacific Northwest, industrial Midwest, northeastern seaboard, and mid-South. Although this is a broad geographic presence, Letsgo Travel Trailers will be affected by distribution costs.

Vicky Draper, Letsgo’s vice-president of purchasing and materials handling, is eager to implement just-in-time (JIT) as a way of lowering Letsgo’s aluminum cost, to offset the expense of distribution--Letsgo is located in Pennsylvania. Vicky’s projected 20% bonus, recently announced by Mark and effect for the year-end 1998, is based on her ability to lower total material costs. Initially enthusiastic about her job and ability to earn a significant bonus, Vicky has become discouraged and angry. She is unable to convince Letsgo’s current aluminum supplier to sign a prime vendor contract, and her efforts to locate an alternative vendor willing to accept the conditions of a JIT contract have similarly failed. She blames Tom Sloan. Letsgo’s current aluminum vendor refuses to sign a JIT prime vendor contract due to Tom’s uneven production schedule and his refusal to pay on time. Tom has been seen reading the Help Wanted ads, and Vicky overheard him talking to an employment agency.
In keeping with the policy set by Tom as Letsgo’s production manager, the amount of sheet aluminum on hand at the end of each month must be equal to one-half of the following month’s production needs for sheet aluminum. The raw materials inventory on December 31, 1997, was budgeted to be 39,000 square yards. The company does not keep track of work-in-process (WIP) inventories. Total budgeted merchandise purchases (of which the sheet aluminum is a significant part) and budgeted expenses for wages, heat, light and power, equipment rental, equipment purchases, depreciation, and selling and administrative for the first six months of 1998 are given below:

                                        		      January	               February	            March
	Merchandise purchases	$870,000	$1,320,000	$1,110,000
	Wages	624,000	1,008,000	1,104,000
	Heat, light, & power	130,000	195,000	220,000
	Equipment rental	390,000	390,000	390,000
	Equipment purchases	300,000	300,000	300,000
	Depreciation	250,000	250,000	250,000
	Selling & administrative	400,000	400,000	400,000

		April	May	June
	Merchandise purchases	$690,000	$420,000	$330,000	
	Wages	672,000	432,000	240,000
	Heat, light, & power	135,000	110,000	110,000
	Equipment rental	340,000	340,000	340,000
	Equipment purchases	300,000	300,000	300,000
	Depreciation	275,000	275,000	275,000
	Selling & administrative	400,000	400,000	400,000

	Merchandise purchases are paid in full during the month following purchase. Accounts payable for merchandise purchases on December 31, 1997, which will be paid during January, total $850,000.

Competition

All forms of vacation and leisure activities, including theme parks, beach or cabin rentals, health spas, resorts, and cruise vacations compete with Letsgo Travel Trailers for the consumer dollar. Other recreational purchases such as automobiles, snowmobiles, boats, and jet-skis are indirect competitors.

Travel trailer manufacturers such as Rexhall Industries, Coachman Industries, Winnebago Industries, Foremost Corporation of America, and Thor Sales Industries also offer a moderate-to-low-priced trailer. Manufacturers that offer more diverse product lines such as high-end trailers with luxury accommodations could compete for the fairly affluent senior market.

Coachman Industries, a direct Letsgo competitor, has become a leader in the recreational vehicle, motor home, and travel trailer industry through a commitment to quality and value based on excellence in engineering and attention to detail. Creative engineering, combined with high-accuracy analysis, reduced material costs at Coachman by more than 60% and labor costs by 78%.

Budget Preparation

To minimize company time lost on clerical work, Letsgo’s accounting department prepares and distributes all budgets to the various departments every six months. Per Mark Newman, “Freeing departmental managers from the budgeting process allows them to concentrate on more pressing matters.” In keeping with the recently announced bonus plan for the vice-president of purchasing and materials handling, Newman has instructed the accounting department to budget aluminum at $6 per square foot. The accounting manager recently received a 20% bonus for having prepared the budgets on time with little or no help from the other functional areas.

Cash

Letsgo’s vice-president of finance, Becky Newman, has requested an $800,000, 90-day loan from the bank at a yet-to-be-determined interest rate. Since Letsgo has experienced difficulty in paying off its loans in the past, the loan officer at the bank has asked the company to prepare a cash budget for the six months ending June 30, 1998, to support the requested loan amount. The cash balance on January 1, 1998, is budgeted at $100,000 (the minimum cash balance required by Letsgo’s Board of Directors).

Human Resources

To accomplish the company’s corporate strategic goals, Letsgo Travel Trailers encourages upward communication among all its employees, from senior management to line employees. Decision-making, although not an entirely democratic process, is based on a team approach. Newman, as Letsgo’s president, encourages managers to think in terms of the marketplace and to look at the business of travel trailers as a whole rather than as functional department successes and decisions. In fact, Newman is so committed to the idea of cooperative management and teamwork that he has hired three separate human resource consultants in the past six months to lead the company’s managers through team-building exercises. 

Required

1. Discuss the validity and reasonableness of Letsgo’s sales projections.

2. Prepare production, purchasing, and cash budgets for Letsgo for the fist six months of 1998. Discuss the advantages and disadvantages of the budgets you prepared. Who in the company does the budget help and whom, potentially, does it hurt? Does the budget help or hurt the sales department? What about production and finance? How are the various functional areas affected, and why?

3. Andy Baxter, newly hired by Letsgo from a competitor, suggests preparing the production budget assuming stable production. Prepare a second and third set of production, material purchases, and cash budgets with production held constant at 3,000 trailers per month for the second set of budgets and 3,500 trailers per month for the third set of budgets, using the following approach for the production budget (the purchasing and cash budget formats remain as presented above in question (2)--note: please see the tabs at the bottom of the spreadsheet template included as part of this case. 
				                        	Six-Month
			Jan	Feb	March	April	May	June	Total
Production	3,000	3,000	3,000	3,000	3,000	3,000	18,000
Add: Beg inventory
Total Available
Less: Est. sales
Ending inventory

Assumptions: You will have to make some assumptions in order to complete the materials purchases (and cash payments) budget and for the budget for wages (labor) expense. 

(1) Assume that the labor cost per unit produced = average wage cost per unit, January - June in the original data set. As before, assume that wages are paid in the month incurred.

(2) In terms of materials, note that the total amount purchased each month = purchases of aluminum (sheet metal) + purchases of other materials. As before, assume that all purchases are paid in the month following the month of purchase (i.e., there is a one-month payment lag). Assume that the beginning-of-year balance for total purchases payable is $850,000 (the same as before). To estimate total purchases PAYMENTS in a given month, use the following percentage obtained from the original data, any of the months March through June: Total Purchasest/Aluminum Purchasest-1. (Hint: this number should be 166.67%.) Assume that the ALUMINUM purchases (from January) to be paid in February = $711,000 (same as before). This amount will have to be increased by estimated non-Aluminum materials purchased using the preceding rate. 

Discuss the advantages and disadvantages of the second and third sets of production, material purchases, and cash budgets you’ve prepared. Who in the company do these budgets help and whom, potentially, do they hurt? Do these budgets help or hurt the sales department? What about production and finance? How are the various functional areas affected, and why?
4. What should Letsgo use to measure performance for each of the managers in the case? What bonus system would you suggest that incorporates these measures and also encourages the managers to work as a team?

Exhibit 1
Actual and Projected Sales, in Number of Trailers

			1992	1993	1994	1995	1996	1997
Actual sales	13,765	14,880	15,991	17,809	19,634	23,322

			1998	1999	2000	2001	2002
Projected sales	28,000	33,600	40,320	48,384	58,060

The sales details for 1997 (actual) and 1998 (projected), by month, are as follows:

				1997	1998
				Actual	Projected
	January	1,983	2,500	
	February	3,218	4,000
	March		3,981	5,000
	April		3,240	3,000
	May		1,755		2,000
	June		901		1,000
	July	 	763	1,000
	August		611	1,000
	September		1,622	2,000
	October		1,678	2,000
	November		1,439	2,000
	December		2,131	2,500	
	     Total no. of trailers		23,322	28,000

Actual sales in dollars for the last two months of 1997 and budgeted sales for the first six months of 1998 follow:

	November 1997 (actual)	$1,439,000
	December 1997 (actual)	2,131,000
	January 1998 (budgeted)	2,500,000
	February 1998 (budgeted)	4,000,000
	March 1998 (budgeted)	5,000,000
	April 1998 (budgeted)	3,000,000
	May 1998 (budgeted)	2,200,000
	June 1998 (budgeted)	1,100,000

Past experience shows that 25% of a month’s sales are collected in the month of sale, 10% in the month following the month of sale, and 60% in the second month following the month of sale. The remainder is uncollectible. 
Case 10-3: Building Processes for a Solid Financial Foundation: The Case of Community Health Initiatives


On Monday, Stephanie started her new job as the director of finance for Community Health Initiatives (CHI), a nonprofit organization whose mission is to provide education and support to chronically ill individuals and their families who reside in the surrounding metropolitan area. CHI is a well-respected voluntary health and welfare organization in the community, and it has grown by leaps and bounds over the past year, more than doubling in size due to new grants and successful fundraising. The CHI leaders consider the organization to be well positioned with the resources to expand its programs and services for supporting its constituents. A key challenge for the organization is to use its resources effectively and in a way that is compatible with the overall mission. Table 1 provides the mission statement and a description of CHI’s programs.

MAKING AN EARLY CAREER TRANSITION AS AN ACCOUNTING PROFESSIONAL

For the past five years, Stephanie was employed by a large regional public accounting firm that conducted the external audit for CHI. In the last two years, she was the senior team member on the CHI audit, and she worked closely with the audit partner and manager assigned to the engagement. CHI was always one of her favorite clients, and when she heard about the opening for their newly created director of finance position, she applied.

After a comprehensive interview process with a few members of the CHI board and the executive director, Stephanie was offered the position. The roles and responsibilities were somewhat defined, but the board made it clear to Stephanie that since it was a new position she might have to review her job description after a few months. They clearly communicated that a primary responsibility of the director of finance was to implement accounting processes that would enable them to receive timely and meaningful information to help them make decisions during this critical growth period.

Until then, the accounting processes had been very simple. CHI currently had an accounting manager, Norma, who would be retiring in a couple of months and an office administrative staff of five personnel who helped Norma as needed with routine accounting tasks related primarily to recording revenue and expenditure transactions. Norma’s key responsibilities included monthly cash and investment reconciliations, preparation of financial reports for the board of directors, general ledger maintenance, and creating ad hoc reports as requested by grantors. She also prepared work papers needed for the external audit. As Norma prepared for retirement, Stephanie would gradually assume all of her responsibilities or delegate them if appropriate. 

Stephanie had gotten to know Norma during the audit engagement. Norma’s role seemed more like a bookkeeper than an accountant, but Stephanie respected how organized she was and how much she seemed to enjoy her work. The processes Norma had in place were simple and seemed to be effective, but Stephanie understood that they weren’t adequate as the organization was becoming larger and more complex.

LIMITS ON THE USEFULNESS OF CURRENT ACCOUNTING INFORMATION

Stephanie learned more about CHI and its rapid growth phase. The first day on the job she had an orientation meeting with Joan, the executive director. Joan explained, “I’ve been here for a little over two years now. I’m really excited about leading the organization through this growth period, and I believe that the board has developed a solid strategy that gives us a good foundation. I have more than 10 years of experience in nonprofit management, and I took this position because I knew of the board’s commitment to expand our programs as our constituent base is growing rapidly. Most of my immediate concerns relate to formalizing and managing our internal processes. We absolutely need to move our internal operations to a new level of sophistication, and I realize that accounting and finance activities are a big part of that. Right now, I receive very basic monthly accounting information, and it’s always about two weeks to a month too late to affect my short-term decision making. Here is a copy of our budget. It’s the same format that I receive on a monthly basis [Table 2]. It isn’t Norma’s fault—she has been here over 10 years and really has the office and basic accounting activities organized in a routine and structured manner. But I feel like I need to slice and dice the accounting reports to give me other views. The way it’s presented now just doesn’t work for me. I look forward to working with you to develop new processes.”

As their conversation continued, Stephanie understood that the main problem with the current monthly financial reports was that they were too basic, although they were very traditional for a nonprofit organization. Joan didn’t find the audited financial statements very friendly, and she wasn’t sure how to link them to the organization’s strategic goals. It was also difficult for her to monitor the budget with the information she received.

After the initial meeting with Joan, Stephanie hoped she had the right experience and background to ramp up the accounting system to provide the information needed for effective management. Her experience as the external auditor for CHI would give her an advantage in terms of understanding the organization, but she was uncertain about how to get started. It became clear that the annual audited financial statements were only a small piece of the puzzle—that was all she had thought about in her role as auditor. The monthly statements just provided a basic comparison of total revenues and expenses, and they were very similar to an income statement for a for-profit organization but with an emphasis on net excess (deficit) revenues. 

DIVING HEADFIRST INTO A NEW ROLE

Stephanie’s primary work experience after she completed her bachelor’s degree in accounting was in auditing, but she completed an internship for a nonprofit organization the summers before her junior and senior years of college. Although she started her career in public accounting, she knew that someday she would pursue an accounting position in industry or with a nonprofit organization. She felt that she had developed a basic working knowledge in this area because about half of her work assignments involved audits for nonprofit organizations. But she did wonder what she could do to get out of the auditor mind-set more quickly and into the role of director of finance—a role she would be defining as she settled into her position.

Her first day on the job at CHI involved a quick review of the monthly financial statements, audit work papers, bank statements, investment schedules, minutes of the meetings of the board of directors, and documents related to grants received by the organization. All of the information looked familiar based on what she had seen during the audit, with the exception of the grant documentation. CHI had recently received three grants that would provide combined resources of $3.4 million to be used in each of CHI’s four programs (Table 1). The funding from the grants would more than double the revenues of the organization and would require a large increase in staff over the next six months. Each grant was renewable on an annual basis, and the grant contracts clearly stated that renewal would occur only if CHI provided evidence of effective performance in grant administration. A great deal of what was required by the grantors was documentation of program outcomes and documentation of financial results. This made Stephanie a bit nervous, but she understood how important it would be to get new accounting processes and documentation in place.

BOARD OF DIRECTORS REQUESTS MORE USEFUL INFORMATION

After her second day on the job, Stephanie stayed late to attend the monthly evening meeting of the board of directors (BOD). The BOD welcomed Stephanie to the CHI team and took time during the meeting to explain some of the concerns they had with what they perceived to be limited financial information.

Jack, the chairman of the BOD, stated “All we receive on a monthly basis after we get the audit report are summary financial statements that list revenues and expenditures. We have several items that we believe are important to track.” He provided Stephanie with a somewhat informal list that was developed during the board’s strategic planning [Table 3]. “All of these items are important, but we don’t want volumes of accounting information that we have to muddle through. We want the information in as clear and concise a format as possible. I know that will take a few months to get together, but I hope it makes sense as a start,” he added.

Joe, a board member who serves as secretary and who is a local attorney, said, “I understand the audit report. It has looked the same for the past five years, but I need more and different types of information each month to effectively make decisions and to feel that we are fulfilling our fiduciary responsibility. After all, CHI is a public charity with tax-exempt status. I’m really worried that now that we have been awarded these large grants, our financial picture could get out of control very quickly, and my key concern is that we may not know we are off track until after the end of the year when we receive the audit report. I’m also very concerned about how we manage risks. I don’t want to sound too much like a lawyer, but risk management is even more essential now that we are growing— both internal and external risk. Here is a list of risk categories that I believe we should consider [see Table 4]. We need to be able to monitor risks on an ongoing and timely basis. I hope that this can become an important part of what we review and discuss each month.”

Sue, the CHI treasurer and an assistant controller for a mid-sized manufacturing firm, agreed with Joe: “Yes, risk management is important. We have focused too much attention on the audited financial statements to assist with our decisions. They are simply a GAAP-based historical record of what happened last year. We need to be able to project forward and to measure the success of each of our programs. I’m also concerned that we changed the budget three times last year. We need to adopt a budget and stick to it. Changing the budget is like changing the rules in the middle of the game. That would never be acceptable in my work environment. I would like to help Stephanie develop a more formal budgeting process. We need to get going on this before the next board meeting as we are already four months into our fiscal year.”

Lisa, a member of the board and a business analyst with a large healthcare management firm, said, “At my organization, we use a scorecard that helps us look at performance from different views, and it also helps us keep an eye on measures we feel are important. The balanced scorecard has been around for years, so do you think we can implement a scorecard or a similar method here? Perhaps we just need to pick some key metrics to focus on. How difficult could that be?” 

Bill, a city community program manager and board member, added, “I like the balanced scorecard technique. We’ve even used it to track progress of some of our citywide programs. City managers use it, but our City Council doesn’t understand how to use it, and I think that limits its effectiveness. I think it’s because they are nonstrategic leaders. If we decide to go that route, I would hope that our board would get some training on it to understand how it can help us with decision making that links to our strategy. I think the board should take a ‘big picture approach’ and use several different methods—a scorecard could be just one of them. Stephanie, can you tell us what types of information boards of similar nonprofit organizations receive? Can you tell us how we can benchmark against other organizations? What about those charity monitoring organizations? What do they look at when they rate a charity?”

Jack became a little concerned, “Hey, let’s not overwhelm Stephanie. She has only been on the job for a few days! I’m sure she will put together an action plan to help us get what we need to make sure we are leading the organization in the right way.”

LAYING THE GROUNDWORK FOR IMPROVED PROCESSES

The day after the board meeting, Joan and Stephanie met to discuss the issues presented by the directors. They both agreed that it would take some time to develop accounting processes that would provide them with the type of information they needed for decision making as well as enable monitoring of program performance. Stephanie explained her primary concerns to Joan: “How can I be certain that I am providing them with the right kind of information? I’m afraid that they will need something different each month. It also seems like each board member wants a different set of information. I want to make sure I give them what they need.” She wondered if the accounting and financial information the board asked for was typical. Stephanie planned to do some research on how nonprofit and for-profit boards use financial information.

Joan realized that Stephanie had solid auditing and accounting skills, but she understood that she might need to broaden her perspective a bit because she was used to being the auditor and not used to serving in an internal role. Joan was concerned that Stephanie wouldn’t have another accountant around to ask questions or serve as a mentor. One of Joan’s friends who is CFO for a large nonprofit in town suggested that Joan support Stephanie’s involvement in an accounting professional organization such as the Institute of Management Accountants (IMA®). The local IMA chapter might give her opportunities to network with other accounting professionals and perhaps even have a forum to discuss challenges. After Joan mentioned this possibility, Stephanie commented, “I’m aware of the local IMA chapter, and I even thought that someday I may start the CMA [Certified Management Accountant] certification process. My big concern is that I won’t have the time to study for the exam. I remember studying for the CPA exam five years ago, and it was a real challenge for me to keep up with while I had a very heavy work schedule. I need to look into it though.” Joan was pleased to hear this news. She told Stephanie, “You are the right person for this job. We are here to support you and help you grow as you help us become stronger. We have some great initiatives in the works and lots of people who need CHI’s programs!”

REQUIRED

Develop a plan for Stephanie to follow over the next three months as she develops accounting processes that will provide the CHI leadership (executive director and board of directors) with the right type of information designed to be useful for decision support, planning, and control. In preparing your answer, you may want to consider some of the specific questions/issues from the case:

· How can CHI adopt an effective budget process?
· How can CHI demonstrate that their organizational strategy links to their financial information?
· How can benchmarking be useful for CHI?
· How can Stephanie manage her work relationship with the board of directors and executive director and evaluate her progress during her first three months on the job?
· How can Stephanie develop herself professionally to be prepared for her new challenges at work?
 


            




















Case 10-4: Academic Advising at Bay State

BAY STATE UNIVERSITY is part of a five-campus public state university system established by the state legislature in 1926. The mission of the state university system is to provide educational opportunity to students who graduate in the top 20% of their public high schools. Tuition is low, with the state paying approximately 80% of the cost of education while students pay the remaining 20%.

The state legislature budgets for the university system and evaluates the performance of each campus by monitoring the percent of the state’s graduating seniors who apply, the average GPA and SAT scores of the incoming class, the student retention rate, the average time to graduation, the average units (credit hours) accumulated at graduation, and various capacity ratios (students to full-time faculty, percent utilization of buildings, etc.) Table 1 contains a summary of key statistics for the five campuses in the system for 2007.

Concerned with state legislative cutbacks to the state university system and facing increasing accountability for graduation rates and capacity utilization, university administrators charged each university president in the system to improve results on vital performance measures while reducing recurring operating costs by 15%. 

BAY STATE UNIVERSITY

Located in a major metropolitan area, Bay State has an enrollment of approximately 39,000 full- and part-time students, correlating to 28,000 full-time equivalent (FTE) students. Bay State’s average time to graduation for first-time freshmen has risen from 4.7 years to six years. The student retention rate, measured by the percentage of incoming students who ultimately graduate from Bay State, has fallen from a high of 72% in the late 1970s to 38% in 2007. Additionally, students only have to amass 124 semester credit hours to graduate, yet the average number of credit hours for a graduating senior at Bay State is 147. Table 2 contains information about the school’s performance over the past 10 years.

While many factors contribute to Bay State’s results, academic advising shares some responsibility. The mission statement for the academic advisement function at Bay State is: “Academic Advisement (AA) exists to help students understand and comply with their degree requirements so they reach their educational goals in the most efficient and timely manner possible.”

Results in Table 2 show that students certainly don’t reach their goals in an efficient and timely manner. Additionally, Bay State students have complained to the president about the performance of AA in many departments. 

OUTSIDE CONSULTANTS 

Concerned with Bay State’s performance, Brenda Rice, the university president, hired outside consultants in early 2007 to review the university’s advising operations. The consultants collected information from university institutional research, students, outside benchmark institutions, and local feeder high schools and community colleges. Table 3 displays a summary of the information the consultants compiled. 

Students gave AA an average score of 4.0 on a seven-point scale. The survey results demonstrate wide variation in the level of satisfaction with AA within Bay State’s various colleges. Scores show that the College of Arts, Media, and Communication (AMC) and College of Education are performing advisement services significantly better than the College of Business (COB), College of Computer Science and Engineering, and College of Science and Mathematics. The last two columns in Table 3 show that these differences aren’t related to the amount of money spent on advising or the quantity of the advising staff. 

The consultants also analyzed free-form survey comments and found that students in colleges with low advisement satisfaction scores:

· Lack knowledge of their degree program requirements.
· Feel that advisors did not help them identify proper classes to reach their educational goals.
· Had their degree recording postponed because advisors lost their paperwork for substitutions and waivers.
· Are frustrated about their ability to see an advisor in a timely fashion.
· Are dissatisfied with group advisement. 

Further, in focus groups, students pinpoint poor advising as a major cause of their excess units and time to graduation. 

The consultants analyzed the AA activities performed by the colleges. They conducted interviews, observed employees of the various advising offices, and identified 13 major activities. Table 4 provides a brief description and performance measures for each activity. 
For benchmarking purposes, the consultants provided performance data for similar activities (where available) from other campuses in the state university system considered to be better at advising than Bay State (see Table 5). For internal comparisons, the consultants used activity-based costing (ABC) techniques to determine the cost of the activities performed by the Colleges of AMC and Education (see Table 6). 

COLLEGE OF BUSINESS

During a discussion with the University Budget Committee (UBC) about the budget requests from various parts of the school, Rice commented on the initiatives of the College of Business Academic Advising (COBAA) department, saying, “I support the ideas behind the COBAA initiatives. It’s important for us to address student complaints, offer internship opportunities, and help our students understand what courses count toward their degree. But COBAA’s performance is less than satisfactory. If we are to fund any of these additional activities, they must find ways to improve performance while reducing operating costs. I would like to table this discussion and establish a task force to look at their advising operations.” 

Rice’s goal for the task force is to help the COB’s associate dean and AA manager manage operations and costs strategically. You are a member of that task force. 

Rice wants some questions answered by the task force:

1. What activities does the advising department perform?
2. How does the department spend its resources on these activities?
3. Why is COBAA’s performance poor relative to benchmarks?
4. How can COBAA improve Bay State’s performance regarding credit hours at graduation, FTF time to graduation, and student satisfaction with advising? 

Rice would also like the task force to make a budget recommendation for the 2008 academic year, with specific suggestions about how to cut recurring operating costs by 15% while achieving the unit’s mission. 

COBAA’s base budget request for 2008 is provided in Table 7. Table 8 contains details of the COB’s advising activities that the advising staff put together for further analysis, and Table 9 contains the performance evaluations of the individual activities, where available. 

In addition to the base budget request in Table 7, COB’s advising manager is requesting that your task force also recommend an increase in the base budget to cover the following items: 

1. The hiring of an ombudsman to take students’ complaints and assist students in resolving their issues. The primary focus would be on lost paperwork, failure to meet deadlines for adding and dropping classes, ability to maintain financial aid with unit reductions, help in arranging makeup work for missed classes, and finding space in open classes. The recurring cost of this activity would be approximately $67,000, which includes salary, benefits, and office expenses for another employee. 

2. The development of glossy brochures for each option and major to be distributed to high school and community college students to assist outreach activities. These brochures should cost approximately $75,000 in the upcoming year to develop and print; afterwards, the annual cost should be between $25,000 and $30,000 to replenish stock.

3. Expansion of A1 activities by 25% to include group sessions on the substitution and waiver process. This should benefit all students who are cross-enrolled in another university, attending a study abroad program, or have transferred. This cost could be partially offset by eliminating the review of special substitution and waiver activities, work that seems to be duplicated by department chairs.

4. Coordinate with the Internship office to have firms offering internships attend the career fair with information about internship positions. This would create additional event costs of approximately $15,000. Students would benefit from the additional service.


















Reading 10-1: How to Set Up a Budgeting 
and Planning System
by Robert N. West and Amy M. Snyder


Two years ago, Penn Fuel Gas, Inc. (PFG) initiated its first annual and long-range operating budget process. PFG is a public utility holding company with consolidated revenues of $125 million and 550 employees. In addition to selling natural gas, the company provides natural gas storage and transportation services, provides merchandise services, and has a propane business. PFG’s utility operations are split between two subsidiaries, each with a number of locations.

The motivation for budgeting came jointly from PFG’s bankers, its board of directors, and its management. The information needs of all three users were fairly similar. All three were interested in cash flow projections and future earnings potential. The board was interested in improving PFG’s return on equity (ROE), and it wanted to analyze the prospects of reinstituting a common stock dividend. In addition, management wanted segment P&Ls and improved departmental (cost center) expense and cash flow tracking. PFG’s segments are regions, lines of business (utility, propane, and merchandise, and type of customer commercial, industrial, residential).

WHERE TO START?

The first decision was whether to use existing in-house personnel, hire consultants, or hire a full-time budget manager. Consultants or a new hire would offer the benefit of an independent, fresh perspective with no biases. The disadvantage is that they wouldn’t know the business as well as an insider. Penn Fuel Gas used consultants to set up its first budget and then hired a full-time, experienced professional to handle its budgeting. PFG wisely gave the position a manager title to assign appropriate status to the position. Once the staffing decision was resolved, the new budget director faced three primary tasks.

Learn the business. PFG hired a self-directed person (co-author Amy Snyder) who could understand the business quickly and get both long-range and operating budget processes up and running. Although the operations of PFG’s business are relatively straightforward, the rules and regulations of the public utility industry are complex. PFG did two things to bring the budget manager up to speed. It sent her to a week-long technical program to learn the regulatory side of the business, and it extended her an open invitation to important meetings of operations vice presidents and top management so she could learn the operating side of the business.

Budgeting for natural gas and propane operations is difficult because a significant amount of demand for these products is dependent upon Mother Nature. Penn Fuel experienced two abnormal winters in its first two years of budgeting. In 1994, Pennsylvania had its coldest, iciest winter in history; in 1995, it had one of its warmest. But forecasting is difficult for many rapidly growing companies (one group for whom this article is intended). They must be flexible. For example, PFG prepares budgets using the normal weather forecast, but it also provides sensitivity analyses and budget reprojections at least quarterly. Company and budget personnel realize that capital spending is partially a function of the winter season’s revenues, which won’t be known until the first quarter is over. The first quarter is particularly important in the utility and propane business as it represents 40% of total annual product delivered.

Determine the users’ information needs. Different users have different information needs, and users don’t always know what information they “need.” If managers or board members are not financially oriented, as is the case with many small businesses, they may need a little guidance. PFG’s directors included several financially astute individuals who had a clear idea of what information they wanted. Costs were budgeted on both an accrual basis (for P&L reports) and cash basis (for cash flow reports).

Review and update the information system. 

All accounting information systems (AIS) face the daunting task of trying to provide the appropriate output for multiple sets of users. The reports needed from Penn Fuel’s MS included:

1.	External financial reports (GAAP),
2.	Tax reporting,
3.	Internal management segment reports,
4.	Cash flow reports, and
5.	Reports for regulators.

The budget manager analyzed the AI to determine whether data were classified and summarized in a manner useful for internal business plans and budget reports. Most accounting systems are geared toward external financial reports, and, in the case of regulated industries, for reports to regulators as well. Internal managers usually prefer information provided in a different format, such as results by division, product line, region, or customer group.

DECISIONS TO MAKE

PFG’s budget manager faced some interesting information systems setups on which she had to make decisions when she started her work.

Different internal reporting systems. The Northern division, acquired several years ago, reported its results in different formats from the Southern division. Eventually a common reporting system will be attained, but the immediate task was to rearrange the data to assist with the consolidation and make the division data comparable. The underlying information systems differed as well. The two divisions used different accounting software, adding another challenge to the eventual merging of information systems.

Treatment of a different business segment. PFG’s propane business segment seems similar to the natural gas business, but it has several key differences. Because   it is unregulated, it has direct control over the pricing of its product. The utility’s chart of accounts was not a perfect fit. PFG had to decide whether to maintain a uniform chart of accounts or create a separate general ledger account structure for its propane business segment. PFG adapted the propane business unit’s account structure to the utility account structure. The tradeoff was ease of corporate reporting versus the individual business unit’s desired view of the data. A slight edge was given to corporate reporting.

Management and the board of directors wanted segment information that was difficult to obtain. Total spending and spending by operating unit were easy to retrieve, but other views of the information had not been developed. For example, segregating operating expenses by business segment was pro-vided partially by existing reports, but aggregation of all segments was tedious to reconcile to the general ledger due to corporate staff allocations. Most corporate personnel, from the president down to the fixed asset accountants, do not keep formal track of their time. Allocations were made to the various business segments on spreadsheets, requiring an audit trail and explanations to reconcile back to the results per the accounting records.

Review expense classifications. As a company grows, its chart of accounts should be reviewed periodically to determine if information is being captured in the most meaningful way. Introducing a budget system is an ideal time to modify the accounting system with a view toward future information needs. PFG’s new budget manager reviewed the utility’s accounting system with a fresh perspective and came up with a couple of suggestions to improve the precision of the accounting information system.

The first suggestion was to get rid of miscellaneous expense accounts with large balances. Most businesses prefer that almost nothing be recorded in miscellaneous accounts. PFG’s state-mandated chart of accounts lent itself to this practice as the chart of accounts included many miscellaneous expense accounts. The challenge here was two-fold:

1.	Perform an account analysis to reclassify some of the charges to the miscellaneous expense account, and
2.	Change the accounting system (add accounts and subaccounts) to ensure that future transactions are put into more descriptive accounts.

Lack of sufficient detail, such as the overuse of miscellaneous expense, is a common small business practice, so many new budget managers will face a housekeeping task similar to PFG’s.

The next suggestion was to change the expense classification system. For example, the training & education account included charges for the training course fee, hotel, travel, meals, and the salary charge for the time at the training session, and so on. This system actually was an activity-based costing system in which training included all costs driven by the decision to send an employee to a training program. While this classification of costs is perfectly acceptable, some accountants would record these items in separate accounts to maintain more detail. PFG has several hundred active general ledger accounts, so transaction classification is not a trivial task.

Most companies initiating a budgeting and planning function should review thoroughly the chart of accounts, account classification (particularly expenses), and the reporting system. In many cases, the accounting system will not have kept pace with the changes in the company (for example, expanded product lines or changes in customers and geographical regions served. It is best if the budget manager resolves information classification and reporting issues up front so that future budgets are comparable. It is difficult to change a system once it has been developed, and budget systems are no different from any other information system in that respect.

Difficulty reconciling amounts back to the ledger. Using the example of training costs cited above, some salary costs were included in accounts other than salary expense. Reconciling accounts such as salaries between the ledger and the payroll register can be difficult. Other accounts are difficult to reconcile as well. The budget manager decided to reclassify some data, but verifying the accuracy of reclassified data was, and still is, a challenge.

Information timeliness/availability. 
Budgeting brought the desire for better and faster information. PFG uses a minicomputer-based accounting package for general ledger, human resources, and payables. Yet portions of the accounting system still are manual, and monthly closings can take up to three weeks. PFG responded to some of its information needs by installing a new billing system that computerizes cash receipts and provides excellent summary information. PFG also is looking into a computerized project tracking system (for its many construction projects) and improving the computerized fixed assets system by adding a budget feature.

DELIVERABLES

Management wanted a one-year business plan prior to year-end as well as monthly updates (for example, budget vs. actual results). In addition, the board of directors wanted a long-range (three-year) plan each year. To meet these needs, the budget manager developed packets for the directors and management.

The board wanted the financial and operational data reported by segment—some reports segmented geographically, some by product line, and others by customer type.

The monthly financial packet. The monthly financial packet includes the following schedules:

A.	P&L and cash flow (by region and in total)
1.	Current month
a.	Actual vs. budget
b.	Actual vs. same month in prior year
2.	Year-to-date (YTD)
a.	YTD actual vs. YTD budget
b.	Budget projections for remainder of year
c.	YTD actual vs. prior YTD actual
3. Two full-year monthly bar charts 
a.	Actual vs. budgeted cash flow
b.	Actual vs. budgeted net income
4.	Capital structure and ROE

B. Selected five-year comparative data 

1.	Current month and YTD units of product delivered
a.	Residential
b.	Commercial
c.	Industrial
d.	Resale
e.	Detail provided for 10 largest customers
2.	Gas and propane stored
3.	Comparative YTD income statements

The annual business plan. The annual business plan contains data similar to the monthly package by region and in total. Full-year budget data are compared with the current year estimated (10 months’ actual plus estimates for November and December) results and prior year actual results. These data are shown in tabular and graphical form. The annual plan also contains:

A.	Budgeted income statements for all 12 months.
B.	Budgeted cash flow statements for all 12 months.
C.	Budgeted ROE schedule for all 12 months.
D.	Capital expenditures forecasts, including brief written descriptions of the projects, by segment.
1.	New business (line extensions)
2.	Replacements/betterments
3.	Meters
4.	Tools & equipment
F.	Personnel data including projected new hiring, replacement hiring, and workforce reductions.

Explanations of significant variances from prior year actual results are provided in both the annual and monthly packages. Second-stage variance analysis (breaking the variance into its price and quantity components) is provided as needed.

Formatting tips. After completing the first budgeting exercises, the budget manager came to the conclusion that some formatting tips might help those persons who were not familiar with the budgeting process. First, she suggests using graphs. Whoever is preparing a budget should consider displaying the information in graphical form rather than tables of numbers so it will appeal to all levels of readers.

Second, she suggests that a company consider the direct method for cash flow reports. PFG uses the direct method for its cash flow statement because it is more informative and is easier for readers to understand. The adjustments to net income with the indirect method are confusing and do not tell the reader where the money is coming from and to whom it is going. Reports for external parties still can use the indirect method if companies prefer. Table 1 contains a sample direct method cash flow statement.

THE BUDGET CALENDAR

What does the budget group do throughout the year? Table 2 shows the other functions performed by the budget manager each month. Notice that the annual budget data collection process begins five months before the packet is due to the board of directors. A four- to six-month lead time is fairly standard.

PFG decided to prepare its three-year forecast before doing the annual budget because the board wanted information on ROE and cash flow to analyze future earnings potential, for financing requirements, and for general business planning purposes. Once the three-year plan was reviewed, the first year’s data were used as a guideline for the current year annual budget’s operational and segment detail.

ONGOING CHALLENGES

We already highlighted the initial challenges faced by a new budget manager. Now let’s look at some ongoing challenges.

Evolving mission. The budget function is formed with planning as its primary mission. In the early stages of its existence, however, it is expected to analyze company and segment performance. Variance analysis can be both interesting and challenging, challenging because no two years are ever the same. One obvious difference in the natural gas and propane business is the weather, which rarely is the same two years in a row. But other changes such as geographical growth, changes in product mix, and restructuring of divisions increase the challenge of reconciling operating results of two consecutive periods.

Gamesmanship. Budgeting also brings behavioral challenges such as lowballing revenues or padding expenses. PFG has experienced minimal budgeting gamesmanship for two reasons that are described next.

1.	Budgets are developed with management, arriving at agreed-upon, reasonable expectations.
2.	PFG has not used the budget as a “hammer” at year-end for employees or divisions who did not make budget.

Get people up to speed. The behavioral challenge at PFG has been to get people up to speed with budgeting. The budget manager came from a large company where budgeting was part of the culture. At PFG, she sent out schedules and written instructions on completing the budget requests the first time through. But not everyone understood how to complete the budget forms. Her goal the next year was to sit down with people and work through the forms with those who were unaccustomed to the budget process.

When formal budgeting is new to a company, the budget manager may end up doing the bulk of the budget preparation because people are new to the process. One unfortunate byproduct that can occur is that managers then think it’s the budget manager’s budget. The budget manager has to impress upon them that it is their department and their budget. It is important to determine up front who is responsible and accountable.

Top management support. All new systems require top management’s support. To make budgeting effective, management must communicate the importance of well-thought-out input from departments and operating units. If preparing a well-thought-out budget is not included in managers’ goals and objectives for the year, employees may not make time for the process. Resistance may result not because employees feel threatened by the new budget system, but because they lack time.

BENEFITS FROM BUDGETING

Budgeting has improved communication throughout Penn Fuel Gas, Inc., and has improved teamwork toward a common goal. It has helped the board of directors to represent shareholders better and has provided support to management on major decisions. PFG expects even better planning in the future to result in operational improvements, improved management of resources, better cost control, earnings growth, and improved responsibility resulting from managers’ active participation in the planning process. 

Robert N. West, CPA, Ph.D., is an assistant professor at Villanova University. He is the author of several articles and the text, Microcomputer Accounting Systems. He is a member of the Valley Forge Chapter, through which this article was submitted, and can be reached at (610) 519-4359.

Amy M. Snyder, CPA, was manager of budgeting and planning at Penn Fuel Gas, Inc., when this article was written. Now she is controller of Espe America, Inc. She is a member of the Valley Forge Chapter and can be reached at (610) 277-3800.



	Table 1.  DIRECT METHOD CASH FLOW STATEMENT

	
	Current Month
	Year-to-Date

	
	Actual
	Budget
	Variance
	Actual
	Budget
	Variance

	Cash Inflows
	
	
	
	
	
	

	Utility
	
	
	
	
	
	

	Propane
	
	
	
	
	
	

	Merchandise
	
	
	
	
	
	

	Total Cash Inflow
	
	
	
	
	
	

	Cash Outflow’s
	
	
	
	
	
	

	Gas purchases
	
	
	
	
	
	

	Propane purchases
	
	
	
	
	
	

	Merchandise purchases 
	
	
	
	
	
	

	Operating and maintenance expenses
	
	
	
	
	
	

	Labor and benefits
	
	
	
	
	
	

	Insurance
	
	
	
	
	
	

	Outside services
	
	
	
	
	
	

	Leases
	
	
	
	
	
	

	Storage
	
	
	
	
	
	

	Other
	
	
	
	
	
	

	Rate case preparation
	
	
	
	
	
	

	Other taxes
	
	
	
	
	
	

	Income taxes
	
	
	
	
	
	

	Interest on LTD
	
	
	
	
	
	

	Other interest
	
	
	
	
	
	

	Principal payments
	
	
	
	
	
	

	Common dividends
	
	
	
	
	
	

	Preferred dividends
	
	
	
	
	
	

	Total Cash Outflow
	
	
	
	
	
	

	Available funds
	
	
	
	
	
	

	Capital expenditures
	
	
	
	
	
	

	Net Change in Cash
	
	
	
	
	
	






	Table 2. THE BUDGET CALENDAR
PROCEDURES AND REPORTS DUE


	December

	Annual budget for coming year. Presentation to board of directors. Present current year results; 10 months of actual and projections for remaining two months (November’s results would not be available at this point).

	January

	Issue approved budgets to managers and vice presidents. Set up monthly financial report for the new year.

	February

	Prepare actual P&Ls and cash flow by month for the prior year.

	March

	Clean-up work after year-end closing and audit.

	April

	1st quarter actual vs. budget to board of directors. Nine-month projections. Send out requests for long-range forecast.

	May

	Prepare long-range forecast.

	June

	Present long-range forecast to board of directors.

	July

	Requests for the upcoming year’s capital spending, operating revenues, expenses, and cash flows sent to operating units and corporate departments. 2nd quarter actual vs. budget to board of directors. Six-month projections.

	August

	Follow up on July requests. Help employees unfamiliar with budget requests.

	September

	July budget requests due. Input, analyze, and summarize the data.

	October

	Top management reviews budgets. Have meetings, and negotiate final amounts with various vice presidents and managers. 3rd quarter actual vs. budget to board of directors. Three-month projections.

	November

	Prepare final budget.
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Reading 10-2: Strategic Budgeting: A Case Study and Proposed Framework
by Audrey G. Taylor, Ph.D., and Savya Rafai


In 1999, a manager at one of the “Big 3” automotive companies in the Detroit area implemented a new budgeting process called strategic budgeting (SB) that reduced costs in his area by 37.6% without compromising the delivery of services or causing the layoff of personnel. 

The budgeting method was based on the assumptions behind a project management technique developed by Eliyahu Goldratt in his 1997 book, Critical Chain. The technique was applied to a service department where the linkages between the “optimal level” of inputs for the outputs provided were unknown. As a project, by definition, embodies the development of a new product or process, the time needed for each task in the project is unknown. To deal with the uncertainty of each step within a project, estimates are made to ensure that milestones can be met. In a similar fashion, budgets are developed to ensure that targets can be met without going over the planned budget. 

Traditionally, companies trying to reduce costs use “the lawnmower method” for cost reduction. In the lawnmower method, cost cutting does not discriminate on the basis of need or capacity. All departments are simply required to reduce costs by a given percentage. The assumption of many managers is that all budgets contain slack.1 In his study of budgetary slack, Mohammed Onsi documented that 80% of the managers he interviewed admitted that they “bargain for slack.”2 Onsi also discovered that slack is created to ensure managers meet budget targets and to protect them from uncertainty. 

The problem for the upper-level manager is to identify how much slack exists in the budgets for the departments under his or her control and to remove it without jeopardizing the amount or the quality of the services provided.

In Critical Chain, Goldratt introduced a technique for removing unnecessary padding from time estimates for tasks in a project. Goldratt built his model on several observations. First, he recognized that forecasts for the timing of tasks or for cost estimation are relatively accurate in the aggregate but are much less accurate when used to estimate tasks and costs of subunits. Second, Goldratt states that managers tend to overestimate the time needed for individual tasks by a minimum of 100% (see Figure 1). 




Overestimation protects managers from missing “milestones” in projects. Finally, Goldratt states that procrastination, labeled the Student Syndrome, causes estimates to be overrun and due dates to be missed.

In order to counteract the unnecessary padding of steps in a project, Goldratt recommended cutting time estimates for each project task in half and then grouping all of the time saved from individual tasks into one “project buffer” placed at the end of the project’s estimated time sequence. The “project buffer” was hen reduced by one half in order to reduce the overall project time allowed by one third of its original estimate (Figure 2).
By following these simple steps, many companies experienced dramatic reductions in the time necessary to complete projects. Among those using the Critical Chain technique are DaimlerChrysler, Lucent Technologies, Israel Aircraft Industries, and Harris Semiconductor. 

What Is The Strategic Budgeting Model? 

Strategic budgeting bases cost reduction on the same assumptions and on the same techniques used in the Critical Chain method of reducing project time. The first assumption of SB is that service department budgets contain a great deal of slack. The slack multiplies exponentially over time. In the example in Table 1, the amount of slack buildup after just four years in a budget with 10% slack added at each level is over 100% of the original budget. By year 10 the slack has increased to almost five times the original amount. With so much potential for slack in even a modest increase of 10% over estimated needs, there is probably room to reduce most budgets in most service departments by significant amounts.

Even though, on average, budgets have large levels of slack, we cannot say that every budget has tremendous amounts of slack built into it. Therefore, SB allows departments to receive more funds when necessary. Kenton Walker and Eric Johnson discovered in their study of budgetary slack building in a sales division that lower-level managers built slack into their budgets in order to secure bonuses.3 The authors also noted, however, that upper-level managers eliminated slack due to their knowledge of historical patterns of sales. It is worth mentioning that building slack is more difficult in areas with defined relationships between inputs and outputs. The department studied in this case is not a production or sales department and does not have a well-defined relationship between given inputs for a specific level of outputs. SB also recognizes that forecasting in the aggregate is much more accurate than forecasting at the task level, an observation documented by David Otley in 1985.4 SB allows


for slack in one place only—the group budget buffer. Any department may draw funds from the group budget buffer if those funds are needed during the year. Providing the safety net of extra funds allows budgets to be drastically slashed at the lower levels without compromising performance of needed services.

A Specific Implementation of Strategic Budgeting

In this case study, SB was implemented at a major manufacturing firm using the following process:

1. Gathered budget estimates from department heads.
2. Reduced all department budgets by 50%.
3. Grouped all “savings” from department budgets in a Group Budget Buffer.
4. Told each department head that if he or she needed further funds, the funds would be available but the request would be discussed openly with other department heads. 

The Implementation Process

In 1999, shortly after a new manager took over the Testing Department of 42 employees in three functional divisions (Service, Application Development, and System Integration), the edict came to reduce operating expenses by 10%. The operating expenses under review involved the cost of purchasing services for equipment repair and calibration, hardware and software for testing services, overtime payments, and miscellaneous supplies. Each manager adamantly fought against any reductions, stating that all of the funds were needed.

In order to achieve the required reduction, another approach was taken. The first step was to develop a holistic goal for the entire department. The consensus goal was, “To offer superior-quality products and services to our customer with a focus on speed and flexibility.” The process of using the team to develop the goal follows Joshua Ronen and J.L. Livingstone’s premise that intrinsic rewards are achieved through the process of participation in goal setting.5 Once the goal was agreed upon, the measurements for the department had to be changed to align with the new goal of working as one unit rather than as three functions. Employees were now measured on their ability to find synergies between the three functions and cross-functional team-based ideas for improvement opportunities. 

Next, training started on the new Critical Chain method of reducing cost by grouping the cost reductions taken from each department together in one departmental buffer while reducing each function’s budget by one half.

The departmental buffer functioned to reduce the risk of the group having insufficient funds for vital tasks. Any funds needed over the approved amount had to be explained to the other function managers and to the departmental manager. Justification for extra funds from the buffer was presented in a business case using the Theory of Constraints Thinking Process Tools, including the Current Reality Tree, CRT, and the Evaporating Cloud.6 The CRT documented current ripple effects from current processes including, especially, any negative effects of the loss of funds on other departments’ products or services.

The manager and the supervisors created a priority-spending matrix (Figure 3), which was used by the entire organization to evaluate the importance of the extra spending. The spending matrix was inspired by Steven R. Covey’s book, The Seven Habits of Highly Effective People: Restoring the Character Ethic.

Once a month, at a departmental meeting called the Town Hall Meeting, all 42 departmental employees were briefed on the state of the departmental buffer. Any collaborative cross-functional accomplishments and any customer compliments for the department’s services and products were highlighted.

During one meeting of the function managers, the Service Department manager requested buffer funds to purchase the services of an outside company to track the expenses of the Service Department. Fortunately, the Application Group’s manager volunteered to develop the database for the Services Department at no charge. Through this synergy, the company avoided dipping into the departmental buffer and fostered collaboration. The event was described in an article circulated to all of the 42 departmental employees and reviewed in a Town Hall Meeting. 

The Results

1. Budget Depletion for Important Tasks

After the first year, almost the entire departmental pool was intact. Of the original $6,250,000 buffer, $1,550,000 was reallocated to the System Integration function, reducing the buffer to $4,700,000. System Integration requested the extra funds for the purchase of data acquisition equipment to be used to solve warranty related problems. The managers of the other two functions agreed that the purchase of the equipment served a compelling function and furthered the goals of the department as a whole. Due to the added funds from the budget buffer, the System Integration Department ended up with almost twice the level of its original funding prior to the reductions at the start of the SB process (see Figure 4).

2. Utilizing Synergies to Maintain the Budget Buffer 

In order to maintain the buffer, the service manager reviewed his purchases of thermocouples. He observed that, in the past, the department had stockpiled the wire without regard for the utilization patterns. After researching the historical usage patterns, he discovered that the thermocouples were only heavily used in the summer months during “In-Vehicle Testing.” In addition, management discovered that several times the inventoried thermocouples were not needed because the vehicle department requesting the testing had already purchased the parts. Eventually, the purchase of thermocouples was eliminated.

Probably the largest savings came from the change in the buying patterns for data acquisition equipment. The Testing Department would traditionally purchase this equipment for customer departments requesting specific tests. The equipment was then transferred to the customer department and maintained there. The equipment generally was used only once for specific testing needs. The customer department also would calibrate the equipment, but the calibration frequently was not accurate, so testing results were suspect.

To reduce the waste of a one-time equipment purchase, the departmental manager created a library of data acquisition equipment. As a result, the equipment now is used repetitively instead of just once. Another major benefit of the library was that the Testing Department also maintained the equipment, so the calibrations were more accurate. This step not only saved costs but also improved overall quality of the services provided. 

3. Removing Redundancies

In the process of reviewing spending patterns, managers discovered that one costly function performed by the department also was being handled by another department. Once the double tasking was identified, the work was returned to the department originally assigned the task and was no longer also performed by the Testing Department.

Over the next two years, the department was thrice asked to reduce expenditures by 10%. The cuts were made from the departmental buffer without any loss of headcount or product or with any project termination. During this period, employee morale was very high. 

4. An Unforeseen Negative Consequence of Success 

Unfortunately, the divisional manager retired at the end of the first year’s implementation. The new divisional manager immediately requested another 10% reduction. Due to the projected $6,250,000 in the budget buffer, the Testing Department manager was able to immediately comply with the request. Every other departmental manager fought the reduction.

Later on in the same year, the divisional manager again requested another 10% reduction in the budgets of all departments in the division. Again, the Testing manager easily complied. Due to the alacrity of the response, the divisional manager assumed that there must be high levels of excess capacity in Testing. Therefore, she dramatically downsized the department, eliminating personnel and reassigning them to other areas within the corporation. The successful team was split up, their success rewarded with dismissal from the project. 

Although the initial response of upper management was devastating to the employees of the Testing Department, eventually, after seeing the innovation of the manager in this one department, the company asked the manager to spread the Theory of Constraints innovations corporate-wide. 

The Strengths of Strategic Budgeting

1. Ease of Implementation

In contrast to zero based budgeting (ZBB), strategic budgeting does not require managers to rank tasks or to justify current expenditures in order to ferret out the slack within the budget.7 Instead, strategic budgeting assumes that most budgets contain significant amounts of slack and can be cut in half without jeopardizing the output of any department. For those few departments with little or no slack, the safety provided is in the budget buffer for the entire company. Departments requiring extra expenditures can draw from the budget buffer once they have shared the need with the other affected departments. 
	In addition, SB can be implemented relatively quickly once the manager is determined to make the change. ZBB, on the other hand, takes a great deal of time to implement.8 With SB, estimates of the amount of slack in each budget are not needed because all budgets are simply cut in half. 

2. Increased Communication Between Departments

According to the findings of Joseph Fisher, James Frederickson, and Sean Peffer, managers are more willing to accommodate the needs of other departments when information is readily available about the other departments.9 Requiring department heads to share their needs for buffer spending with the other department heads ensures cooperation. In addition, this practice transmits a subtle message that any buffer expenditures must be valid. 

3. Lower Overall Spending Levels 

In many corporations, managers are held responsible for overspending the budget. Therefore, managers tend to overstate their needs10 and to spend the entire budgeted amount, even if excesses are available to refund to the company at year-end.11 Budgetary slack is also difficult if not impossible to detect. In strategic budgeting, however, managers are encouraged to spend half of their original budget and to spend more only if the expenditure is valid and can stand up to the scrutiny of the managers competing for the same buffer of dollars. Through the use of this technique, true slack is identified without penalizing those areas with minimum or no slack. In fact, in this case, one department ended up with almost twice the amount of its original allotment of funds before the 50% reduction. 

4. Assurance of Output Integrity 

The danger of many cost-cutting initiatives is the loss of quality and quantity in the pursuit of reduced expenditures. What SB seems capable of delivering is reduced expenditures only in areas of increased slack while providing sufficient resources for those areas needing additional dollars in order to meet the corporation’s stated goals. Because any expenditure of the budget buffer requires communication with other department heads, managers are reminded of the overall goal of any subunit when requesting extra funding. Those seeking unnecessary funds should be reluctant to ask for them, given the scrutiny of the other department heads. Those needing funds for legitimate corporate purposes, however, should feel totally justified in appealing for the extra funding. In fact, after using SB, some departments may end up with extra funding while others end up with significantly less. 

5. Intrinsic Rewards through Goal Achievement

By eliminating significant amounts of slack, the upper level manager has created a situation where achieving the budget is something that can be valued by the lower-level manager.13 It is difficult to meet previous output levels with half of the original funds. Therefore, the achievement of the target-spending levels is something of which to be proud. In addition, the agreement on a departmental goal and the continual realignment of departmental actions in light of the goal provide the structure and motivation mentioned by Ronen and Livingstone.14 

Concerns and Cautions

Budget reductions of 50% in the first year of implementing strategic budgeting are relatively straightforward, but trying to continue such dramatic reductions in budgets year after year should be avoided. Once SB is implemented in the first year, managers will “know the game” and adjust their projections for needed funding accordingly. In addition, reductions beyond the original 50% would most likely be excessive and harmful to the delivery of the final product or service.

Implementation in just one lower-level area without coordinating with upper-level managers and “educating” the upper-level managers on the new technique could be suicidal. Upper-level managers who see large unspent budget amounts at year-end could assume many harmful things about the performance of the department and/or of the departmental manager. It is critical, therefore, to win the approval of the upper-level managers for the “experiment” with SB before its implementation. This case study should help in soliciting and winning such approval.

Current performance measurements reward spending the entire amount of budgeted funds and penalize underspending the budgeted amounts. Any unspent funding is likely to be lost to the department in the next budgeting cycle. Unless the performance measurement system rewards managers for spending less, they will continue to spend as much as is allowed. Therefore, the performance measurement system must be modified to encourage the creation and maintenance of a budget buffer for the protection of the overall performance of the firm. Rather than focusing on a detailed budget, employees should be focusing on the overall strategy of the corporation. To foster this team effort, management should consider rewards or bonuses that encourage team behavior and high levels of cooperation among departments. 
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Table 1a: Budget Year 1 without Slack

			Department Total 	Division Total 	Slack as 
		   	+ $200,000 for 	+ $200,000 for 	a Percent 
			Administration of 	Administration of 	of Original 
Department 	Lowest Tier 	Second Tier 	     Department 	      Division 	   Budget   	 
RESEARCH AND DEVELOPMENT 			     $5,600,000 	       0% 
Design			 $1,700,000 
Feature Engineering 		$500,000 
Overall Manufacturing Engineering		$500,000 
Prototype Build 		$500,000 
Testing 			$3,700,000 
Prototype Testing 		$500,000 
Advanced Prototype Testing 		$500,000 
Individual Labs 		$500,000 
Lab 1 	$200,000 
Lab 2 	$200,000 
Lab 3	$200,000 
Lab 4 	$200,000 
Lab 5 	$200,000 
Lab 6 	$200,000 
Lab 7 	$200,000 
Lab 8 	$200,000 
Lab 9 	$200,000 
Lab 10 	$200,000					 

Table 1b: Budget Year 1 with 10% Slack
			Department Total 	Division Total 	Slack as 
		   	+ $200,000 for 	+ $200,000 for 	a Percent 
			Administration of 	Administration of 	of Original 
Department 	Lowest Tier 	Second Tier 	     Department 	      Division 	   Budget   	 
RESEARCH AND DEVELOPMENT 			$7,359,000 	31% 
Design 			$2,035,000 
Feature Engineering 		$550,000 
Overall Manufacturing Engineering 	$550,000 
Prototype Build 		$550,000 
Testing 			$4,455,000 
Prototype Testing		$550,000 
Advanced Prototype Testing 		$550,000 
Individual Labs 		$550,000 
Lab 1 	$220,000 
Lab 2 	$220,000 
Lab 3 	$220,000 
Lab 4 	$220,000 
Lab 5 	$220,000 
Lab 6 	$220,000 
Lab 7 	$220,000 
Lab 8 	$220,000 
Lab 9 	$220,000 
Lab 10 	$220,000 					


Table 1c: Budget Year 4 with 10% Slack

			Department Total 	Division Total 	Slack as 
		   	+ $200,000 for 	+ $200,000 for 	a Percent 
			Administration of 	Administration of 	of Original 
Department 	Lowest Tier 	Second Tier 	     Department 	      Division 	   Budget   	 
RESEARCH AND DEVELOPMENT 			$11,880,978 	112% 
Design 			$2,708,585 
Feature Engineering 		$732,050 
Overall Manufacturing Engineering 	$732,050 
Prototype Build 		$732,050 
Testing 			$5,929,605 
Prototype Testing		$732,050 
Advanced Prototype Testing		$732,050 
Individual Labs 		$732,050 
Lab 1 	$292,820 
Lab 2 	$292,820 
Lab 3 	$292,820 
Lab 4 	$292,820 
Lab 5 	$292,820 
Lab 6 	$292,820 
Lab 7 	$292,820 
Lab 8 	$292,820 
Lab 9 	$292,820 
Lab 10 	$292,820 					


Table 1d: Budget Year 10 with 10% Slack

			Department Total 	Division Total 	Slack as 
		   	+ $200,000 for 	+ $200,000 for 	a Percent 
			Administration of 	Administration of 	of Original 
Department 	Lowest Tier 	Second Tier 	     Department 	      Division 	   Budget   	 
RESEARCH AND DEVELOPMENT 			$32,744,641 	485% 
Design			 $4,798,424 
Feature Engineering 		$1,296,871 
Overall Manufacturing Engineering 	$1,296,871 
Prototype Build 		$1,296,871 
Testing 			$10,504,657 
Prototype Testing 		$1,296,871 
Advanced Prototype Testing 		$1,296,871 
Individual Labs 		$1,296,871 
Lab 1 	$518,748 
Lab 2 	$518,748 
Lab 3 	$518,748 
Lab 4 	$518,748 
Lab 5 	$518,748 
Lab 6 	$518,748 
Lab 7 	$518,748 
Lab 8	$518,748 
Lab 9	$518,748 
Lab 10 	$518,748					 














 


Reading 10-3: How Challenging Should Profit Budget Targets Be?
by Kenneth A. Merchant


It is a basic axiom of management that budget targets should be set to be challenging but achievable. But to establish that target, managers must first determine what "challenging but achievable" really means. Should profits be targeted at some easily obtainable goal, a realistic middle ground, or at a point so high that hope of attainment is slim?

There is no one right answer, given the number of purposes for which budgets are used: planning, coordination, control, motivation, and performance evaluation. Some may argue that planning purposes are served best with a best-guess budget, one that is as likely to be exceeded as missed. Others may propose that, for optimum motivation, budget targets should be highly challenging, with only a 25% to 40% chance of achievement.

There is one target-level choice, however, that serves the combination of purposes for which budgets are used quite well in the vast majority of organizational situations. Therefore, it provides an effective compromise. That choice is to set budget targets with a high probability of achievement—achievable by most managers 80% to 90% of the time—and then to supplement these targets with promises of extra incentives for performance exceeding the target level. This prescription for the optimal budget target level, which is nearest point A in Figure 1, is made assuming that Figure 1 represents the probability distribution of forthcoming profits for an effective management team working at a consistently high level of effort.

These targets with an 80% to 90% probability of achievement are labeled properly "highly achievable" for most managers, but because of the assumption described in the preceding paragraph, the targets are at least somewhat challenging. They are not "easy." Even talented, experienced profit center managers must work hard and effectively to give themselves a good chance of achieving these targets.

THE ADVANTAGES OF USING HIGHLY ACHIEVABLE BUDGET TARGETS
Choosing budget targets with such a high probability of achievement provides many advantages to corporation, including the following:

Managers’ commitment to achieve the budget targets is increased. When targets are set to be highly achievable, the corporation can assess profit center managers high penalties for failing to achieve the targets at least many more years than not. These penalties can include loss of reputation, loss of autonomy, inability to get funding proposals approved, and sometimes even loss of job. Corporations can allow managers few or no excuses for not achieving the targets because the high achievability is designed to protect the managers to considerable circumstances that were unforeseen at the time performance targets were set.

Because profit center managers face the risk of high penalties for performance shortfalls and do not have the safety net of excuses, they become highly committed to achieve their targets. This commitment causes them to prepare their budget forecasts more carefully and to spend more of their time managing rather than inventing excuses to explain their failures.

Firms that switch their budgeting philosophy to using highly achievable targets instead of "stretch" or "best guess" targets note the increase in commitment quite quickly. Comments a profit center manager in a large U.S. chemical corporation which made the switch:

Two years ago, our budgets were just best-effort forecasts. Today they are commitments. There is a vast difference. It's better to run this way. We have discipline. People used to make projections, but they forgot about them until they had to make another projection. Nobody ever came back and slapped their hand. Now people are challenged to put the things in place that are required to make the projections happen. The plans have begun to have credibility. Our spending plans are based on realistic projections.

Conversely, when budget targets are set at highly challenging levels, the danger exists that managers will not be committed to try to achieve their targets. For example, in a small publicly held electronics firm, which until recently had used a stretch target budgeting philosophy, profit center managers had started earning bonuses when their division's reported profit exceeded 60% of the budgeted level. But all too often, the profit center and corporate budgets were not achieved. In the words of the chief financial officer: "The system had some fudge in it. The managers were still in bonus territory, so they didn't have to worry about meeting the budget. It was like a wish, too easily blown off."

The corporation now has changed to what is known as "minimum performance standard" budget targets and its managers' commitment to these new targets has increased sharply. Since the change, the profit centers have achieved virtually all their budget targets every quarter.
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)The danger of lack of commitment to achieve targets is particularly acute if something goes wrong early in the year and loss of commitment leads to lower motivation. In the words of a manager whose entity had not achieved its budget targets for several years, "After the first few months of the year, we began to look at our goals as 'pie in the sky.' [The goals] didn't inspire us to do different things. They were just demoralizing. Managers' confidence remains high. Regardless of the level of budget achievability, in the minds of most managers budget achievement defines the line between success and failure. Budget targets are the most specific and tangible goals managers are given, and most people define personal success in terms of their high degree of achievement of predetermined targets. As one manager put it, "If I were to miss my budget, I would feel like a failure. When I exceed my budget, I feel proud."

It is to the corporation's advantage to have its managers feel like winners. Managers who feel good about themselves and their abilities are more likely to work harder and to take prudent risks.

Organizational control costs decrease. Most corporations use a management-by-exception control philosophy where negative variances from budget signal the need for investigation and perhaps intervention in the affairs of the operating units. If budget targets are set to be highly achievable, negative variances are relatively rare, and top management or staff attention is directed to the few situations where the operating problems are most likely and most serious.
This point is illustrated in Figure 1. The probability distribution of profit outcomes shifts to the left (lower profit) for a lazy or ineffective manager. What was a highly achievable target for an effective, hardworking manager (point A) is not as highly achievable for an ineffective or lazy manager. Budget misses of two or three years send a strong signal that something is wrong and that top management intervention is necessary. 

Budget misses also provide objective rationales for relieving poor managers of their jobs.

The risk of managers engaging in harmful earnings management practices is reduced. Managers who are likely to achieve their budget targets are less likely to engage in costly actions designed to boost earnings in the short term. These actions include making potentially risky operating decisions (such as delaying preventative maintenance) and engaging in deceptive accounting practices (such as altering judgments about reserves).

Highly achievable budget targets also lessen the incentives some managers have to reduce current period income. Those individuals who are facing stretch targets they consider nearly impossible to achieve may "take a bath"; they may take costly actions to position their entities for the subsequent accounting period. For example, they may defer sales and incur as many discretionary expenses as possible in the current period.
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)Effective managers are allowed greater operating flexibility. Highly achievable budget targets allow managers whose entities are performing well to accumulate some slack resources. Most managers will use this slack so that they do not have to respond to unforeseen, unfavorable short-term contingencies in costly ways, such as a suspension of productive long-term investments or a layoff. Some managers also will use the slack in productive, creative ways to fund "skunkworks" that may have high payoffs.
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FIGURE 2: EFFECT OF PLANNING UNCERTAINTY 
ON PROBABILITY DISTRIBUTION OF FORTHCOMING PROFIT 
)The corporation is somewhat protected against the costs of optimistic revenue projections. Budgets with optimistic revenue projections often induce managers to acquire resources in anticipation of activity levels that may not be forthcoming. Some of these resources, particularly people, can be difficult to eliminate when reality sets in. As one corporate president expressed it: “I think we ought to have a semi-aggressive plan, but one that is achievable.” We want to make it every year. It's too hard to adjust on the downside, to slough off commitments of expenses or not launch something you're psychologically committed to."

The predictability of corporate earnings is increased. When budget targets are likely to be achieved, the consolidated budget provides a highly probably lower bound of forthcoming corporate profits. This earnings predictability is valuable, particularly to managers of publicly held corporations. Earnings are usually less predictable in corporations whose business units face similar business risks, so this earnings-predictability advantage of highly achievable budget targets is higher in undiversified rather than diversified, firms.

A RISK IN USING HIGHLY ACHIEVABLE BUDGET TARGETS
The primary risk in using highly achievable budget targets is that managers may not be challenged to perform at their maximum. They may be satisfied with mediocrity—their levels of aspiration may be too low—and their motivation may slack off after the budgeted profit targets are achieved.

This problem of lack of challenge is potentially more serious when planning uncertainty is relatively high (and the inability to make adjustments for the effects of factors over which the managers had little or no control is relatively low). This is because the distance between the highly achievable target levels and the best-guess (or even higher) target levels is much greater than when planning uncertainty is low. This is shown in Figure 2. The tall curve shows a profit probability distribution in a relatively low uncertainty environment. The highly achievable budget level (B1) is not far from the most likely performance level (P). The shorter, flatter curve shows a distribution in a relatively uncertain environment. In this case, the highly achievable budget level (B2) is far below the most likely performance level.

Even in environments of high uncertainty, however, this lack-of-challenge problem is not inevitable. Most profit center managers have risen through the ranks because they are good performers with strong internal drives for competition and self-satisfaction. Furthermore, the “winning” feeling generated from budget achievement in prior periods is likely to increase, not decrease, the managers' levels of aspiration.

Furthermore, even when the risk of less than optimal challenge does exist, it can be minimized by giving managers incentives to strive for and to produce profits in excess of their budget targets. These incentives can be provided in combinations of many forms of rewards, including extra bonuses, recognition, autonomy, and command over resources, and increased prospects for career advancement.

Profit center managers also can be asked to turn in more profit than originally was budgeted. This is a common occurrence in U.S. corporations. These orders, combined with the highly achievable original targets, make the budget somewhat flexible. The highly achievable targets protect the profit center managers from the effects of unfavorable influences not explicitly expounded in the budget forecasts. The requests for profits above budgeted levels can be used to adjust for the effects of unforeseen good fortune on the measures of operating results. They can protect the corporation from the negative effects of excessive easy performance targets, such as managers' lagging ambition and the creation of excessive slack.

Only in a few organizational situations is it not desirable to set highly achievable profit budget targets. One exception is caused by organizational need. A company in grave difficulty may want to set less achievable budget targets as a signal to its managers that a certain higher level of performance is necessary for the corporation to survive or for the profit center to stave off divestment.

A second exception occurs when it is desirable to correct for a profit center's windfall gain. Sometimes when managers have been lucky in a prior period, perhaps earning large and mostly undeserved bonuses, a more challenging budget target can be set as an effective way of making compensations more fair across the multiyear period. Here, though, care must be taken to guard against unwarranted management turnover because current period expected compensation probably will fall below competitive market levels.
In virtually all other situations, it is desirable to set highly achievable profit budget targets while allowing the managers few excuses for not achieving the targets. Setting targets that are highly achievable, but not too easy takes considerable managerial skill. Upper-level managers must know enough about the profit centers capabilities and business prospects to be able to judge the probability of budget success reasonably well in order to make this budget philosophy work properly. But when they implement this combination of mechanisms effectively, they will ensure that all the purposes for which budgets are used—planning, coordination, control, motivation, and performance evaluation—are served well.

NOTES: 

For example, see M. E. Barrett and L. B. Fraser III, "Conflicting Roles in Budgeting for Operations," Harvard Business Review, July-August 1977, pp. 137-146.
2For example, see R. L. M. Dunbar, "Budgeting for Control," Administrative Science Quarterly, March 1971, pp. 88-96.
3This finding emerged in a recent intensive study of 12 divisionalized corporations and some related fieldwork. Ten of the 12 corporations participating in the research study had used highly achievable budget targets for some time. One had recently changed its budgeting philosophy. It formerly used "stretch" budget targets but changed to have its targets reflect "minimum performance standards." One firm was still using stretch budget targets, but most of the managers in the firm were recommending that this philosophy of budgeting be changed. (For a detailed report of the findings of this study, see K Merchant, Rewarding Results: Motivating Profit Center Managers, Harvard Business School Press, 1989.)
4For example, Merchant (1989) found that profit center managers in seven of the 12 firms studied were sometimes given direct orders from upper management to turn in greater profits than were budgeted. In some of these firms, the orders were given virtually every quarter.




Reading 10-5: A Closer Look at Rolling Budgets
by Marc P. Lynn and Roland L. Madison

THE CHALLENGES ASSOCIATED WITH AN EFFECTIVE IMPLEMENTATION OF ROLLING
BUDGETS ARE MANAGEMENT CHALLENGES, AND SOFTWARE TECHNOLOGY CAN ONLY BECOME PART OF THE SOLUTION WHEN MANAGERS ARE READY TO USE IT TO ENHANCE THEIR DECISION MAKING.


Businesses are increasingly using rolling budgets. Also called continuous budgeting, rolling budgets always involve maintaining a plan for a specified time period in the future. To implement rolling budgets, many advocate leveraging new technological resources, which means software. It must be understood that the technology (e.g., bolt-on software packages) is not the solution. It is a tool by which and an environment in which management can have the opportunity to develop solution sets.

Published surveys of financial officers of the largest industrial companies in the United States, Australia, Holland, Japan, and the United Kingdom show a number of interesting similarities as well as differences in budgeting practices across countries.1 First, the use of master budgets is very widespread in all of these countries. Another significant finding is that financial managers in many countries distinguish between cost behavior patterns—variable versus fixed costs—for a common reason: they want to prepare more meaningful budgets by building flexibility into the model.

How do these facts impact the concept of rolling budgets? Rolling budgets always involve maintaining a plan for a specified time period in the future. This result is achieved by adding a new time period in the future as the current time period that ended is dropped. Large companies, such as Electrolux and General Electric, prepare strategic plans and then integrate annual operating budgets that are divided into four-quarter rolling budgets, and smaller high-tech public companies, such as Keithley Instruments in Solon, Ohio, follow a similar pattern of planning.

The annual operating budgets are prepared based upon best estimates of what management expects to occur and wants to achieve during the coming year. Flexibility is built into the process by considering how costs and revenues will change if different levels of activity occur (e.g., flexible budgeting), and each quarter’s changes are made to reflect changes in the economic and financial environment—things such as what the competition is doing, how the economy is spending for capital goods, and any planned changes in their product mix (adding or dropping a product line). In short, sound managers operate an entity with one eye always on the horizon, and a well-prepared business plan as reflected in a “flexible rolling budget” can be one of the financial managers’ best tools to assist them in their role of planning and controlling the operations of this company.

In his article “Budgets on a Roll,” Randy Myers identified a number of problems with annual static budgets.2 A closer look, however, reveals that these problems were really management or human resource problems, where the proper development and use of budgets as just described was simply not understood. One example cited was that of an “account director” who would land several large clients “early in the year and make his annual budget” and then “coast” the rest of the year. This is not a problem with the budgeting process. It is a prime example of inept management and human resource functions that do not know how to plan and develop proper incentive systems.

COSTLY SOFTWARE CANNOT HELP POOR MANAGEMENT 

The implementation of costly software based upon fixed algorithms that merely permit one to roll the budget forward on a monthly basis without looking at the big picture is not a solution for poor planning or for a lackluster management team. If the management of any company allows its sales force to play such games in the planning process, shareholders likely would not value the financial expenditure for software that merely accelerates the game. Maybe heads should roll before the budget rolls.

Electronic spreadsheets such as Microsoft’s Excel may be widely used for supporting the budgeting process, but if the data to populate the spreadsheets does not come from the corporate database directly, maintaining data integrity is a real problem. The use of other software packages that are more directly integrated into the corporate database certainly eases this problem, but it must be remembered and understood that budgeting is not a piece of software nor simply a mindless algorithm. It is a management process, and software is merely a tool to help facilitate this process.

It has been said that “Implementing rolling budgets doesn’t necessarily require any fundamental change in the way a company has been doing its budgets— except, of course, it no longer does the job just once a year.”3 But maybe one should take a closer look at Eden before hunting for apples. Assume that a company that has been constrained by limitations imposed by static budgets suddenly finds itself able to roll them monthly with ease. Does the company now reevaluate salaries and bonuses on a monthly basis? If so, how is this done? If not, then what expectations might the company have to alleviate problems posed by employees who get lucky and meet their quotas early? Who will make such decisions, and how will they get implemented? Are the company’s managers really ready to identify, let alone deal with, all the associated issues at the clerical and tactical levels? While a new budgeting system might be ready to roll, how prepared is the company’s human resource (HR) system?

This is where integrated information systems, especially well-implemented enterprise software, can be very helpful. One may not be ready to answer all of the key questions or even know all of the questions that need to be asked, but at least management would have a good chance of finding out whether and how its technology can respond to the challenge. But the technology (e.g., bolt-on software packages) is not the solution. To use an analogy, if your grandfather is having trouble driving, putting him behind the wheel of a faster, more powerful automobile isn’t the correct solution to the problem. Although you may have really great maintenance and support for the powerful new car, your grandfather isn’t the only one who has to drive it, even though he may be the one who determines where to go, when, how, and why. Now, if your grandfather is actually the CEO of the company, and the “new car” is really a rolling budget, everyone in management had better look out because you don’t know whom the grandfather will crash into with the new high-powered toy!

Reports generated from the company’s main information systems will not coincide with data in the spreadsheet unless the spreadsheet uses the main systems as its data source. Unless one coordinates and manages this effectively, the data transfer might be in a precarious position. It is a major challenge, but such problems are usually solvable. What is not always solvable easily is reflecting things done outside the main corporate database system (for example, in spreadsheets) and bringing them back into the main system’s environment. This process is not something that must always be avoided, and many functions supporting decision making are, in fact, best handled by such approaches. If management uses these “external” tools to determine policies, new bonus levels, or other incentive actions, the flexibility obtained in the new spreadsheet or financial modeling software is not necessarily transferable to the main system’s database or processing environment.

Even if a firm can get what is needed from the external package, can it efficiently share, capture, or update data in the main system without modification? Remember that re-keying large amounts of data and relying on coworkers to guarantee the integrity of many complex spreadsheets are issues that need to be addressed. It may be very challenging to determine what modifications are necessary, how much they will cost, and what impact such modifications may have on other system functions, such as user screens, reports, calculations, database queries, links with other integrated products, other “boltons” being used, support agreements, warranties, and version and/or revision upgrades. When a company is using a very complex beast such as SAP or Oracle enterprise systems, nothing is going to be easy, quick, or inexpensive. If the built-in capabilities of these products can be used without modification, this solution is likely the best option to avoid the problems just identified. 

One problem in trying to get users to accept the built-in capabilities without making modifications is that the Excel spreadsheets they have been using are easier and more familiar. Furthermore, users are not constrained by having to use real data from the actual corporate database. Finally, without modifications to these systems, a fair amount of training is usually required. In addition, they have probably been using spreadsheets to perform these various functions for quite a while, so why should they change now? This is when change management rears its ugly head once again, but isn’t that what this is all about? 

MANAGEMENT, NOT SOFTWARE, IS KEY TO SUCCESS 

As previously noted, training is a major issue that must be addressed when contemplating any new software, but in this case the firm is not merely dealing with the software but also with new business processes and decision points. Training is costly, requires substantial planning, and can only be considered once the business process issues have been addressed. Breaking through the constraints of static budgets may provide great benefits, but not if too many necks are broken in the process. Just imagine this flying-related analogy. You are accustomed to flying a Piper Cub, which is a simple plane with fixed landing gear that does not retract. Suddenly you get the urge to buy a Learjet. Just because you are familiar and comfortable with the Cub, would you pull out the Cub’s landing checklist, which does not include a “gear down” instruction, as you approach the airport in your Learjet? You might be enjoying the increased speed and power of the new jet, but eventually you will crash. And don’t blame the Learjet or the Cub. The pilot did it all by himself!

What we mean by this analogy is: Can you do a better job of managing your company by finding ways to make the budgeting process better? Certainly you can! Can software be a key tool? The answer is a resounding “Yes!” But software is no panacea. Like anything else in business or in life, changing a key step in a complex system is not as easy as one would like to believe. Transitioning to rolling budgets and ignoring the potential of flexible budgets based on different activity levels and cost behavior is not easy. A rolling budget is not “annual budgeting done more frequently.” 
There is no doubt that management can do a better job of running the company by finding ways to make the budgeting process better, and new software can be a key tool in this improvement process. But like anything else in the business world, it is not going to be as easy to implement as the providers of these new software packages would like companies to believe. Transitioning to rolling budgets is not easy, and, once again, it is not annual budgeting done more frequently. If one understands and accepts this fact and wants to investigate some software approaches that could be helpful, a good place to start might be CFO.com’s Budgeting and Planning Software Providers list, available at http://www.cfo.com/chart.cfm/3036961 . But please do not stop at this point. Remember, no challenge of this nature will be overcome by a piece of software alone. ■ 

Marc P. Lynn, Ph.D., is associate professor of information systems and director of the Center for Teaching and Learning at John Carroll University, University Heights, Ohio. He can be contacted at mlynn@jcu.edu. 
Roland L. Madison, Ph.D., CPA, is professor of accountancy at John Carroll University. He can be contacted at rmadison@jcu.edu. 
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Practical Example: Static Budget vs. Rolling Budgets

When one of the authors was on a business trip, he met a young account manager for a large consulting firm. The account manager was essentially a salesperson who sold expert consulting services. The manager was about 28 years old, held a college degree in marketing, had worked for the same firm for six years, and was evaluated based upon meeting the sales goals in a master static budget. The manager received a modest base salary but could earn a 5% bonus if he achieved $1.5 million in consulting sales for the year.

The manager said he had never failed to meet the annual goal and had always met it by Labor Day. When asked what he did for the rest of the year, he said, “I coast and spend more time with my girlfriend.” I asked if there were any incentive to make $2 million in sales versus meeting the annual budget number. His reply was: “Not really—the bonus rate jumps to 6% on the extra half-million in sales, another $30,000. I already make over a hundred grand and my girlfriend earns about $85,000—so why kill myself?”

After five years of experience, it should be obvious to top management that the annual goal the manager was given at the start of the year was well within his ability to achieve—and long before the end of the year—and the additional 1% bump in commission was not an adequate incentive to motivate the manager to generate the additional revenue.

If compensation is the primary motivator for sales managers, then there are a variety of incentive alternatives available without spending substantial money on purchasing an ERP system and buying expensive software to convert to a rolling budget model. A simple change in the incremental bonus rate may be the solution. For example, a series of constantly rising bonus rates over a more narrow range of sales may be used. There is nothing wrong with the static budget, but top management does not have to tell the account manager what his annual sales goal is at the beginning of the year. Even if top management does know what they want from their personnel and the personnel are capable of making even greater sales, give them the incentive to perform.

Thus, a quarterly rolling budget with a goal of $400,000 in sales for the first quarter is introduced, and a 4% bonus is granted for reaching that goal. Near the start of the second quarter, a budget for $500,000 is developed with a 5% bonus. Next, based upon the results of the first two quarters and a view of the horizon of the next six months, budgets of $600,000 with an 8% bonus for the third quarter and $700,000 with a 10% bonus for the fourth quarter are introduced.

This rolling budget illustration removes the incentive for the account manager to hit a couple of large clients early in the year and coast for the rest of the year. If top management is satisfied with $1.5 million in sales but wants to reach $2 million, it must give the manager the incentive to perform for the full year to reach his potential and the higher goal. While a rolling budget may be used to accomplish this goal, it is not necessary: A simple modification in the incentive plan may help reach the sales objective.

Reading 10-5: Budgeting—Perspectives From The Real World
by  Karen A. Shastri and David E. Stout

A SURVEY OF SENIOR ACCOUNTING AND FINANCE MANAGERS EXAMINES THE BUDGETING
PROCESS AT FOR-PROFIT COMPANIES, INCLUDING THE USEFULNESS
AND PERCEIVED VALUE OF THE PROCESS, USERS’ SATISFACTION WITH IT, AND THE
IMPEDIMENTS AND CHALLENGES TO BUDGETING.


The value of the budgeting process has been the subject of intense debate over the past few years. In their 2003 book, Beyond Budgeting, Jeremy Hope and Robin Fraser suggest that the traditional budgeting process is outdated and dysfunctional and, therefore, should be abandoned.1 Alternatively, a 2007 survey by Theresa Libby and R. Murray Lindsay offers evidence that senior accounting and finance managers find the budgeting process to be more helpful than harmful overall and that there is a perception that operating managers could not function well without budgets.2

The Libby and Lindsay study provides answers to some important, but general, questions regarding the budgeting process, including whether accounting and finance managers’ organizations planned to abandon budgeting and whether respondents agreed with some of the major criticisms of the budgeting process.

We conducted a follow-up survey to the Libby and Lindsay study with the goal of providing answers to some more-detailed questions: 

❒How are budgets in modern (for-profit) organizations prepared? That is, what are the descriptive characteristics of the budgeting process as used today?

❒ Does budgeting add value for organizations? If so, how?

❒How satisfied are finance and accounting managers regarding the role that budgets play within an organization? 

❒What are the primary behavioral consequences, both positive and negative, of using budgets?
 


❒What is the relationship, if any, between budgets and other management processes—i.e., are they integrated in any meaningful sense? 

THE SURVEY

In November 2007, questionnaires were sent via e-mail to 29,501 members of the Institute of Management Accountants (IMA®) who, based on job title, were likely involved in the budgeting process. These members included general management, corporate management, public accounting, general accounting, cost accounting, and environmental accounting staff members. Participants were asked to respond to questions based on their position in the organization (i.e., “company-level” or “segment- level,” where “segment” was defined variously as a subsidiary, division, department, or product line).

A total of 815 members completed the survey. Because the focus of our study was for-profit entities, as with the Libby and Lindsay study, we excluded responses from managers at nonprofit or governmental entities. This resulted in a final sample of 720 respondents who worked at publicly traded corporations (52.5%), privately held corporations (42.4%), and partnerships (5.1%), mostly in the United States.

Approximately 48% of respondents work at the corporate level, with the remainder at the segment level. The highest percentage of respondents was in manufacturing (28.1%), followed by healthcare (9.9%). In regards to company size, the largest percentage of respondents (35.7%) reported company revenues between $1 billion and $50 billion and segment revenues between $50 million and $500 million (34%). The largest group responding to our survey was controllers (25.5%). On average, our respondents had 13 years of budgeting experience. 

Descriptive Characteristics of the Budgeting Process 

The initial part of the instrument asked for descriptive information regarding the budgeting process at the respondent’s organization. Specifically, we wanted to know how budgets were developed and how they were used for planning and control purposes.

According to 69.2% of respondents, the development of the budget is accomplished via a negotiated process (a combination of “top down” and “bottom up”). Further, 85% of respondents stated that this process was the same throughout the entire company, with exceptions due to merger/acquisition activity or international operations. These results are roughly consistent across the two groups of respondents, corporate and segment.

In terms of planning, 69.5% of respondents indicated that the primary planning tool continues to be the static budget, defined as a budget valid for only one planned volume level of activity for the upcoming budget period. By definition, the static budget provides scant opportunity to adapt quickly, so it is interesting to learn that the majority of respondents continue to use the static budget given the available options for planning purposes, such as continuous or rolling budgets, flexible budgets, and zero-based budgets (ZBB).
	Regarding feedback/control purposes, most respondents compare actual results to budgeted results on a monthly basis using both financial (primarily revenues and expenses) and nonfinancial measures (primarily customer satisfaction and market share). Moreover, 78% of respondents reported that managerial compensation plans, including incentive compensation formulas, incorporate achievement of specified budget objectives for financial performance measures, while 62.7% reported the same for nonfinancial measures.

All of these results are generally consistent between corporate- and segment-level respondents. 

The Usefulness and Value of Budgeting Systems

The next part of the survey asked respondents for their opinions regarding the usefulness of budgeting systems in relation to specific business objectives: strategic planning, resource/operational planning, operational control, communication, coordination/  teamwork across subunits, coordination/teamwork across functional areas, motivation, and incentive rewards determination. This list of objectives parallels what we traditionally teach in managerial and cost accounting courses. 

As noted in Table 1, Panel A, the majority of respondents believes that the budget is either “useful” or “very useful” as it relates to the list of business objectives. In a traditional management accounting setting, the budget was considered to be important for planning and control purposes only. The fact that these preparers indicated that it is also useful for other functions such as strategic planning, communication, and incentive rewards suggests that there may be a forward-looking movement from relying solely on the annual numbers as a planning and control mechanism to a perception that the budget can be part of the strategic management process of an organization.

While many respondents indicated the budget is useful for all of the listed objectives, there were some for which more than 10% of respondents indicated that the budget process is either “not very useful” or “not at all useful”: coordination across subunits (21.4%) and functional areas (19.1%), motivation (14.1%), and incentive rewards determination (11.8%). As such, these areas represent fruitful topics for additional research or critical examination into the reasoning behind these perceptions.

The perceived usefulness of the budgeting process does not vary much based on whether respondents are at the corporate or segment level. One difference, as seen in Table 1, Panel B, is that segment-level respondents perceive the budget to be more useful as it relates to strategic planning, yet corporate-level respondents indicate greater usefulness in terms of resource/operational planning. Corporate-level respondents also perceive the budget to be more useful for coordinating across subunits as well as a tool for incentive rewards determination.

Respondents also were asked to denote their level of satisfaction with their organization’s budgeting system as it relates to the list of management objectives. Satisfaction ratings for the full respondent sample are presented in Table 2, Panel A. More than 40% of the respondents are largely satisfied with the budgeting process except in relation to coordination/ teamwork across business units. Operational control was cited as the one objective (or benefit) of budgeting where individuals are most satisfied. This finding is not surprising given that operational control is one of the classic purposes for preparing and using budgets.

One other observation from Table 2, Panel A, is that more than 10% of respondents are not satisfied with the budgeting process. This disparity between the usefulness of budgeting in general compared to increased dissatisfaction within a specific organizational context suggests that some of the respondents feel that the budgeting process within their respective organization is not optimal and possibly does not produce the kind of results they feel are possible.

Table 2, Panel B, shows that segment-level respondents are relatively more satisfied with the budgeting process than are corporate-level respondents, with one exception: Corporate respondents are more satisfied with the budget as it relates to resource and operational planning. The difference for this attribute, however, does not appear to be substantial.

It is no secret that the accounting/finance function today is being challenged to provide greater value-added services to the organization. Consequently, we asked accounting/finance managers about the value that was added to the organization as a result of their respective budgeting process: “Increasingly, the accounting/ finance function is being challenged to provide value-added services to management. How would you rate your budgetary process in terms of adding value to your organization?” Forty percent of respondents feel that the budgeting process meets this overall goal.3

At the same time, approximately 23% of respondents believe that the budgeting process adds relatively little value to the organization. This result is being driven more by the segment accountants—29% of them held this view. The difference between these results and the usefulness and satisfaction ratings reported in Tables 1 and 2 are somewhat puzzling. One possible explanation is that respondents were applying a cost-benefit test when judging “value added.” Another possibility—and possible limitation of the study—is that the term “value added” may mean different things to different respondents.

A clue to resolving the inconsistency in results is provided by the open-ended responses to the question: “What impediments/challenges exist that affect the ability of an organization’s budgetary process to add value to the firm?” Responses lend support to concerns being raised by critics of budgeting and simultaneously suggest strategies for improving the budgeting process. While some of our survey respondents indicated there were no problems associated with the budgeting process at their organization, a number of common concerns were identified. They are summarized in Table 3. In particular, challenges and impediments focus on unrealistic goals, management accountability, lack of or constrained resources, and the political climate surrounding the firm.

Behavioral Consequences of Budgeting

We also sought practitioner perceptions regarding the behavioral consequences (both positive and negative) associated with the use of budgets. A listing of putative negative behavioral effects (e.g., “budgets pressure employees to achieve results”) and summary response data from the sample is provided in Figure 1.

Respondents largely believe that budgets do not: 
❒ Block employee initiatives, 
❒ Unduly pressure managers to make   decisions with a short-term focus, 
❒ Inhibit management responses to change, 
❒ 	Unnecessarily pressure employees to achieve targets, or 
❒ 	Inappropriately reward those skilled in the negotiating process. One attribute where the responses might be of concern is the perception that the budgeting process encourages a myopic planning horizon. Clearly, this sentiment suggests that some organizations need to pay greater attention to linking budgeting to strategy. 

In terms of the breakdown between corporate- vs. segment-level respondents, segment-level respondents indicated a stronger sentiment with the issues presented in Figure 1. Compared to corporate-level respondents, more segment-level managers either agreed or strongly agreed that the budget:

❒ 	Blocks employee initiatives, 
❒		Pressures managers to make 	decisions with a short-term focus, 
❒		Inhibits management response to 	change, 
❒		Pressures employees to achieve 	targets, 
❒ 	Inappropriately rewards those skilled 	in the negotiating process, and 
❒		Encourages a myopic planning horizon. 

In fact, almost twice as many segment-level employees than corporate-level employees felt that budgets had negative behavioral consequences in terms of employee initiatives, motivating short-term decision-making, and pressure to achieve targets.
Figure 2 presents perceived positive behavioral effects of budgeting. There was general agreement among respondents that budgets can be used to support continuous improvement, to provide managers with information they need to respond to change, to motivate information and knowledge sharing across subunits, and to encourage appropriate risk taking.

For either the “agree” or “strongly agree” responses, a lower percentage of segment managers (details not reported here) indicated that budgets can be used to support continuous improvement and motivate information and knowledge sharing across subunits. These subgroup results, combined with the subgroup results associated with Figure 1, suggest that there is more support for the budgeting process as a value-added proposition at the corporate level compared to the segment level. 

Relationship Between Budgeting and Other Management Practices

A budget that is a part of a firm’s strategic planning process would likely be integrated with other management practices. To explore these relationships, we asked respondents whether their company (or subunit, as appropriate) used any of the following: activity-based costing (ABC), target costing, supply-chain management, or the balanced scorecard (BSC). Respondents were also asked if those individual practices, if employed, were integrated into the budgeting process.

The most frequently used practices were supply-chain management and the balanced scorecard, both of which are linked to the budgeting process when used. Approximately one-third of respondents’ organizations use ABC as a management tool, with approximately 75% integrating it with budgeting. Slightly greater than one-third of respondents’ organizations reported the use of target costing—77% of which link target costing to the budgeting process. In short, responses indicate some evidence that managers perceive the budgeting function as capable of being integrated with modern management practices.

Future Research

Our study provides an up-to-date, real-world look at budgeting practices at a sample of U.S. profit-seeking organizations. It updates and extends the recent study by Libby and Lindsay. In particular, we provide descriptive information about current practices in budgeting as well as the perceptions of seasoned individuals as to the behavioral consequences of budgeting and the value of budgeting vis-à-vis a set of business objectives.

The research done here can be extended in several ways. Both our study and that of Libby and Lindsay obtained survey evidence from accounting/finance managers. An obvious extension to both studies would be to survey operational managers (i.e., “users”) to determine the extent to which their views are consistent with the views of finance/accounting personnel. Another direction for future research would be to examine the statistical relationship between budgeting practices and financial performance variables (e.g., stock price or stock returns). Such a study could provide evidence as to the market’s perception of different budgeting practices.

In addition, while the present study focused on profit-seeking companies, a future research project could focus on the perceptions of managers (both preparers and users) from the not-for-profit sector, including those from healthcare. Further, some level of dissatisfaction regarding the value added from the budgeting process was noted by respondents to our survey. Thus, future research is needed to determine reasons for this dissatisfaction, the context in which such dissatisfaction occurs, and recommendations for change/ improvement. Finally, there are some firms that have moved away from the budgeting process as it is commonly construed. A study to determine conditions under which such a move is tenable would contribute greatly to our knowledge of the budgeting process. 
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ENDNOTES

1 Jeremy Hope and Robin Fraser, Beyond Budgeting: How Managers Can Break Free from the Annual Performance Trap, HBS Press: Boston, MA (2003).
 
2 Theresa Libby and R. Murray Lindsay, “Beyond Budgeting or Better Budgeting?” Strategic Finance (August 2007), pp. 46-51. 

3 We stress again the point that our respondents work in accounting/finance—i.e., are “preparers” of information. Therefore, there may be some positive response bias because of the nature of the sample.

Table 1: Perceived Usefulness of the Budget
Panel A: Aggregate Results
	Business Objectives  
	Very Useful/
Useful
	Somewhat Useful
	Not Very Useful/Not Useful
	Don’t Know/No Opinion
	N

	Strategic Planning1
	60.0%
	24.4%
	10.5%
	5.1%
	488

	Resource/Operational Planning2
	73.5%
	18.7%
	3.9%
	3.9%
	487

	Operational Control3
	84.3%
	10.1%
	4.1%
	1.4%
	485

	Communication4
	69.9%
	19.0%
	8.7%
	2.5%
	485

	Coordination/Teamwork:
	
	
	
	
	

	    across Subunits5
	51.4%
	21.6%
	21.4%
	5.6%
	486

	    across Functional Areas6
	53.3%
	23.5%
	19.1%
	4.1%
	486

	Motivation7
	58.8%
	24.0%
	14.1%
	3.1%
	483

	Incentive Rewards Determination8
	68.1%
	14.9%
	11.8%
	5.2%
	483



Panel B: Corporate and Segment Subgroups

	Business Objectives
	Very Useful/Useful

	
	Corporate Responses
	Segment Responses

	Strategic Planning
	50.7%
	54.5%

	Resource/Operational Planning
	76.1%
	73.0%

	Operational Control
	86.1%
	85.5%

	Communication
	69.1%
	70.5%

	Coordination/Teamwork across Subunits
	52.8%
	49.4%

	Coordination/Teamwork across Functional Areas
	53.3%
	54.5%

	Motivation
	56.6%
	56.9%

	Incentive Rewards Determination
	70.1%
	67.9%



NOTES: 
1 To support strategic initiatives specified by top management. 
2To estimate resources required for forecasted operations or to anticipate financing needs.
3To ensure that actual results are consistent with planned results; to provide feedback/assessment regarding operating activities. 
4 To provide a road map for employees to deliver output/services as expected by management; to communicate how individual units of the organization contribute to the overall strategy.
5 To encourage teamwork across business segments (divisions, product lines, etc.).
6To encourage teamwork across business functions (finance, marketing, systems, etc.). 
7To encourage employees to put forth effort in terms of stated goals and objectives of the organization.
8To determine bonuses or other benefits based on comparison of actual vs. budget.


Table 2: Respondent Satisfaction with the Budgeting Process

Panel A: Aggregate Results

	

Business Objectives 
	Satisfied/
Very
Satisfied
	Neutral
	Dissatisfied/
Very Dissatisfied
	Not Applicable
	N

	Strategic Planning
	49.2%
	27.7%
	21.6%
	1.5%
	459

	Resource/Operational Planning
	55.8%
	24.1%
	17.9%
	2.2%
	457

	Operational Control
	64.9%
	18.3%
	15.9%
	0.9%
	459

	Communication 
	49.5%
	27.1%
	21.9%
	1.5%
	457

	Coordination/Teamwork Across Subunits
	35.5%
	33.6%
	27.2%
	3.7%
	459

	Coordination/Teamwork Across Functional Areas
	41.8%
	31.9%
	24.6%
	1.8%
	455

	Motivation
	43.0%
	32.1%
	24.0%
	0.9%
	458

	Determination of Incentive Rewards
	45.7%
	26.3%
	22.8%
	5.3%
	457


	
Panel B: Corporate and Segment Responses

	Business Objectives
	Satisfied/Very Satisfied

	
	Corporate Responses
	Segment Responses

	Strategic Planning
	43.1%
	44.2%

	Resource/Operational Planning
	53.5%
	52.5%

	Operational Control
	59.2%
	62.8%

	Communication 
	41.1%
	45.8%

	Coordination/Teamwork Across Subunits
	28.5%
	32.2%

	Coordination/Teamwork Across Functional Areas
	37.8%
	40.2%

	Motivation
	33.8%
	38.0%

	Determination of Incentive Rewards
	41.1%
	44.0%


 




Table 3: Impediments/Challenges Associated with the Budgeting Process

	· Unrealistic goals set for the budget
· Problems linking the budget with the strategic plan
· Lack of accountability by some managers:
· Lack of buy-in by non-accounting managers
· Amount of “fluff” built into the budgets ostensibly because of the reward system
· Tendency of some managers to shirk their responsibilities in terms of budget preparation
· Changes in product mix during the budget period
· Changing costs during the budget period
· Accuracy of budget estimates
· Revenue planning is inadequate
· Lack of resources in terms of time, staff, and a system to create the budget
· Initial budget time is too time consuming
· Rework cycle time is too time consuming
· Inability to correctly prioritize for planning
· The politics and culture of the firm
· Silo attitude adopted throughout the firm
· Lack of communication and information-sharing across firm
· Diverse management and geography
· Reorganizations that create budgeting conflicts
· Constraints due economic changes, market conditions, or the regulatory environment











Reading 10-6: Turning Budgeting Pain Into Budgeting Gain
by  John Orlando

It’s budget time again. Being a financial executive, you approach the annual process with excitement and a sincere belief that the process will be efficient, positive, and better than last year. Yet when members of your staff ask managers for their departmental budgets, they are met with blank stares, given excuses, or sent a budget whose form is completely unrecognizable from the template you gave the managers at the outset of the budgeting cycle. Eventually, the dreaded consolidation effort begins, in which any number of accountants spend too many days attempting to fix the department budgets so you can roll them up into the company-wide budget. The spreadsheet is broken in so many places you barely know where to start. Just when you’ve got the data into somewhat workable form, the CEO tells you the board of directors would like to see “what if” scenarios reflecting the impact of two major business decisions being considered. You find yourself daydreaming about the fun.

Recognize this scenario? As a career CFO, I’ve lived through it, like you. But the scary part isn’t the aggravation that CFOs endure. The scary part is the inaccuracies resulting from this less-than-perfect budget development process that dramatically decrease confidence in the budget, according to a survey conducted by Centage and the Institute of Management & Administration (IOMA). 

The CFOs surveyed, who represented companies of all sizes in more than 20 industries, expressed a wide range of confidence levels in their ability to budget for bookings, revenues, expenses, cash flow, and collections/ disbursements. CFOs are most confident budgeting expenses. The smaller the company, the more confident they are: 58% of companies with less than $10 million in revenue are “very confident” budgeting cash flow compared to only 29% of those companies with revenue of $500 million or above.

Overall, most finance executives surveyed—about 45%—are only “somewhat confident” in the accuracy of their budgets, and 12% are “not very confident” or “not at all confident” in most budget areas. Yet about 42% are “very to extremely confident” in all areas, particularly in the accuracy of budgeting for their expenses.

The budget process at most companies is broken—an opinion backed up by our survey findings—because of persistent problems that fall into three areas: people, process, and tools. Figure 1 shows how the three are interrelated. For example, a cumbersome Microsoft Excel-based budget template in the hands of department managers who are unfamiliar with spreadsheets is a recipe for frustration that leads to alienation from the process. Some CFOs might see the resulting bad attitudes as the root of their budgeting issues, but, in fact, the attitudes are a symptom, not a cause. The root causes lie in the technology and the process.

To improve the budgeting process and build a more accurate budget that inspires confidence, CFOs must address all three problem areas. 

People Problems 

When CFOs participating in the Centage/ IOMA survey were asked to write in their greatest budgeting “pain point,” the most common issue by far— regardless of company size—was dealing with department managers. Specific complaints were that managers don’t take ownership or hold themselves accountable for their pieces of the budget, don’t fully cooperate or participate in budget development, don’t understand the process or what’s required, don’t meet deadlines, pad their budgets, or provide unrealistic numbers.

Robert Cowan, who was CFO of the Professional Convention Management Association (PCMA) at the time of the survey, elaborates on these issues: “The biggest pain points in budgeting and forecasting involve getting buy-in and involvement in the process from all the users and departments. Although management is clear that department heads are responsible for their budgets and any variances, it often seems that too little attention is paid to the budgeting process and…a well-developed budget. Sometimes this is due to other priorities at the time the budget is being created, but oftentimes, it is a direct result of lack of involvement and/or understanding of the purpose of budgeting and why we go through this extensive exercise every year.” 

Managers’ inability to think about budgets strategically frustrates many CFOs, such as the author of this anonymous survey comment. “[Our] biggest budget concerns are getting adequate detail for revenue forecasting—we have multiple product lines, so amounts generated by product line are as important as an overall revenue total. [Also an issue is the] capability of managers to think about the long term and the important metrics that drive their operations; e.g., if they need to increase revenue, what are the drivers, and what items can be leveraged?”

Managers aren’t the only ones being called out by CFOs. Survey respondents cited senior executives for their lack of direction on or support of the budget, making late changes to key assumptions and targets, not communicating well between parent company and subsidiaries, and micro-managing the numbers. It’s a delicate balance: Too much direction, and managers feel the numbers don’t belong to them; too little, and the process wanders aimlessly. 

Tool Troubles 

While CFOs addressed the bulk of their budgeting vitriol toward managers, inadequate technology was a clear second, with 15% of those who submitted a pain point lamenting the shortcomings of their budgeting tools. Four out of five of these replies expressed frustration specifically with budgeting in Excel spreadsheets with comments such as: “Changes are very difficult in Excel, and it is impossible to drill down into data.” “[The] process is very manual and FTEs/headcount very difficult to budget and manage. Pulling together all the details in summary and detail reporting is cumbersome.” 

Other complaints included the time-consuming nature of budgeting in spreadsheets, the frequency of errors, difficulties rolling up numbers, and the inability to create “what if” scenarios. Cowan sums up the concerns with an understatement: “While Excel or other spreadsheet programs are excellent financial tools, they are not necessarily optimized for budgeting.”

Given the anti-spreadsheet sentiment pervasive in the financial industry at budgeting time, it’s surprising that spreadsheets remain the de facto tool for budgeting, used by an average of 81% of companies either alone or in combination with a general ledger (GL) or enterprise resource planning (ERP) system (see Figure 2).

Three out of four small to medium enterprise (SME) companies (with annual revenue of $100 million to $499 million) budget with spreadsheets alone or in combination with a GL/ ERP system. For the small to medium business market ($10 million to $99 million in revenue), 85% of companies build their budgets this way. Although larger companies are more likely to have broken away from spreadsheets and use dedicated budgeting software or applications built in-house, the majority (57%) still use spreadsheets alone or with GL/ERP systems.

If spreadsheets are so troublesome for budgeting, why are they still so prevalent? Evidently, some companies can get by with “hand-grenade budgeting,” i.e., almost is close enough. More likely, though, the barriers to change are either a lack of knowledge about other options or inertia.

There’s no financial equivalent of a heart attack in the budgeting world—some life-changing event that sends the CFO running for the nearest budgeting software vendor. Instead, some companies eventually realize that their “budgeting cholesterol level” has hit 300 and that they need to change their lifestyle or find themselves in big trouble very soon. In reality, as with physical health, many refuse to acknowledge the early warning signs and take action. 
Process Pain 

Issues around the budgeting process are a little harder to quantify because a process is wrapped up in people and tools. Theoretically, the process defines how tools should be used and how people are expected to perform, but in truth what happens is that the limitations of the tools and the inherent weaknesses of human nature bend and reshape your process until you may not recognize it. That’s why the end result is never as clear, clean, or accurate as CFOs would like.

Some process issues stem from situations described earlier, such as executives who don’t provide enough direction or support on the budgeting process or who feel they can change the budget parameters at will, giving you a moving target as you build the budget. Process issues often emerge at companies with no clear link between the budget and corporate strategy. If one doesn’t support the other, your process breaks down at the very top, never mind what shape it will be in by the time it hits the lower ranks.

Suffice to say, if the tools or people aren’t working well, chances are the process is broken, too. 

Why the Budget Matters 

With so many reasons to be dismayed about the budgeting process, it’s tempting to give up and accept the status quo. CFOs who want a reason to persevere in their quest for a better budget simply need to be reminded of how much depends on it.

No longer a relatively quick exercise performed once a year, the budget has become a strategic business plan in itself, analyzed and updated regularly throughout the year in the form of monthly forecasts and sliced and diced to allow various views into the company’s operations, performance, and future direction. Today’s budget is: 

A cash flow management tool—Executives at 46% of the companies surveyed view their budgets as “extremely or very important” cash flow management tools, and 38% rate them “somewhat important” (see Figure 3 for a breakdown by company size). The budget’s cash flow management aspect is most important at companies with annual revenue less than $10 million.

A forecasting tool—More than three-quarters of the executives surveyed reforecast their budgets to help their companies adjust to marketplace fluctuations and changes, and about one-third use rolling forecasts to better manage the business.

A reporting/disclosure mechanism—Almost all companies conduct some regular performance analysis and reporting. About three-quarters of finance executives create full financial reports to meet investor and bank disclosure requirements, and most provide the management team with regular operational/ managerial reports. More than 60% also use their financial reports to manage cash flow, reiterating the importance of the budget as a cash flow management tool.

The tool for measuring progress toward key performance indicators (KPI), the most common of which are net income/loss, gross profit, operating expenses as a percentage of sales, and earnings before interest and taxes (EBIT), according to the survey.

A factor in compensation—The overall trend is to link compensation and the achievement of goals such as meeting budget. Even at small companies 55% tie the two, although the trend is most prevalent at larger companies (82% of those with revenue of $500 million and above). The implications of this aren’t inconsequential: The majority of companies with up to $500 million in revenue put 10%-20% of compensation in this at-risk category, and 20% or more is most common at the largest companies.

A crystal ball—For CFOs with the right tools, the budget facilitates the creation of “what if ” scenarios that show the impact of various business decisions on the numbers. This type of contingency planning is critical for start-ups and other fast-growth companies that need to be prepared to turn on a dime if an initiative doesn’t deliver as planned. It also allows CFOs at more traditional companies to weigh various strategic alternatives before settling on a course of action. 

Improvement Plan 

Now that you’re feeling revitalized because you know how important budgets really are, how can you help improve the imperfect budgeting process?

Tackling the weaknesses of spreadsheet budgeting is the easiest challenge, and it’s possibly even the most cost-effective one compared to the staff hours required to solve the people aspects of budgeting. A variety of good budgeting applications exist, geared for different sizes of companies and ranging from a few thousand dollars to hundreds of thousands. As Robert Cowan warns, though, “[the] software must be easy to use for those who must use it regularly. Reporting and documentation must be easy, self-contained, and able to be done with minimal assistance from Finance.”

Here, again, the tools, people, and process are intertwined. Upgrading your budgeting technology will make your life easier in the obvious ways, such as improved ability to roll up numbers, time savings, and increased accuracy through automation. In addition, by improving your budgeting tools you increase your ability to invest managers in the process and to extract accurate and meaningful data from them. Software that’s more sophisticated than spreadsheets often can be easier for novices to use and understand. If it provides a dashboard that managers can adapt for a quick view of their performance, including meeting budget, their interaction with and interest in the budget can grow. This greater ease of use will help adjust management attitudes toward budgeting chores. 

But better tools aren’t enough. How do you turn the budgeting process from a threat into an opportunity for department managers? How do you get them to accept the need for an accurate, well-thought-out budget; build that budget accordingly; and be supportive of the process? How do you get them to accept accountability? 

You can accomplish these objectives by overhauling your budgeting process using seven steps that are drawn from my own experience and backed up by CFO feedback from the survey: 

1. Evaluate your process. This is where all CFOs must say mea culpa, for part of the blame for an imperfect budgeting process lies on our shoulders. Is your process as streamlined, simple, and clear as possible? Are assumptions and deadlines clearly defined? If not, make adjustments. Next, assign responsibility. As one CFO commented in the survey, “Leave no area of the P&L (profit and loss statement) without an owner.” Finally, work with Human Resources to tie managers’ compensation to their P&L. Nothing drives behavior like a well-thought-out compensation plan. 

2. Upgrade your technology if you’re still using spreadsheets for budgeting, and turn a weakness into a strength.

3. Communicate. The best process in the world can fail without adequate communication. With any employee, first and foremost, always address what your initiative means to them. Most likely, an accurate budget affects them in two ways: It influences the financial health of the company, and it possibly affects their compensation (see number 1). Explain how the budget supports the achievement of corporate strategy and goals and how the company and they prosper if the budget is met.

4. Communicate some more. Explain the process, clearly stating the timetable, assumptions, and responsibilities. Then explain why the budgeting process matters. No one wants to spend time on a process that doesn’t matter. Teach them why it does. Sometimes this is handled best by showing the result if the budget is done incorrectly.
 
5. Train and educate. Conduct training sessions to be sure that all employees with a role in budget development have a basic knowledge of how to build a budget and understand their roles and how to use the tools you provided. As Cowan points out, “Users with a nonfinancial background oftentimes aren’t comfortable working with financial figures and don’t have the skills to accurately project and cost out what their proposed activities will involve. [Finance] needs to work closely with those departments to obtain and document the budget assumptions and requirements. Often this is not done or not done well, leading to errors in the budget.” 

6. Collaborate. Be inclusive and collabor-ative, survey participants told us. “Keep department heads involved; their knowledge of their specific areas of influence is invaluable.” Once the training ends and the process begins, check in regularly to provide answers and guidance.

7. Follow through. Budgeting never stops for Finance staff, so why should it for managers? After the annual budget is built, update managers regularly. Your new budgeting tool should make it easy to provide tailored reports for each manager and desktop dashboards where they can follow their performance in many areas, including the budget. 

Rolling Up 

The difficulty in collecting accurate data from managers who are uninterested or inadequately trained and in consolidating that data using imperfect technology leads to budgets in which CFOs aren’t overly confident. As Cowan says, “If the budget inputs are not accurate, then the outputs cannot help but be inaccurate as well.”

Yet so much is riding on an accurate budget. Done properly, budgets help CFOs, CEOs, and board members better manage the business and plan for the future. Companies have much to gain by improving their budget process. For starters, it will put the trust back into the numbers they rely on so heavily, and it just might get department managers to understand that their accurate input is vital to the budget’s success. 

John Orlando is CFO of Centage Corp. (www.centage.com), a provider of budgeting and forecasting solutions for small to medium-sized businesses that is headquartered in Natick, Mass. You can reach John at (800) 366-5111 or jorlando@centage.com.

This article is based in part on the findings of the 2007Budgeting Survey: Benchmarks & Issues, conducted 
by Centage Corp. and IOMA (Institute of Management & Administration). For a copy of the report, visit 
www.centage.com/pdf/centage_ioma_budgeting_survey.pdf .
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Reading 10-7: Planning for Uncertainty—New approach to forecasting guides companies in unpredictable economy
by Matthew G. Lamoreaux


With national debt crises in both Europe and the United States, a shaky recovery from the deepest recession since World War II and volatile currency markets, it’s not surprising that recent research conducted by the Beyond Budgeting Round Table found that more than two-thirds of corporate budgets are irrelevant before the end of the first quarter. The problem is exacerbated by the inherent weaknesses of the traditional budgeting process, according to Steve Player, principal with Beyond EPS Advisors and program director of the Beyond Budgeting Round Table.

Budget targets are based on assumptions, and the facts on which those assumptions are based can change even in a relatively stable environment. In today’s environment it is almost impossible to predict what will happen.

“Managers spend far too much time explaining again and again why the assumptions in the budget plan are no longer relevant,” Player said.

But faulty assumptions are not the only problem with traditional budgets, according to Player. The greatest problem is that budgets are typically used as performance appraisal tools. “This provides an incentive for managers to negotiate for the lowest acceptable target,” said Player. “The result is that growth potential is left on the table.”

So if you don’t measure performance against budget targets, how do you measure it? The answer, according to Player, is to look at performance relative to peers who are experiencing the same market conditions.

Another problem, on the spending side, is that employees often see budgeted expenditures as an entitlement, which can lead to poor cost controls.

The Beyond Budgeting Round Table, an international organization dedicated to improving the financial planning process and whose membership includes American Express, tw 


telecom and Unilever, says companies that follow 12 principles can eliminate budgets entirely and enhance performance in the process (see sidebar “12 Beyond Budgeting Principles,” below).

Some of the first principles CPAs in financial leadership positions should consider, according to Player, are those dealing with planning and controls via rolling forecasts rather than traditional budgets.

ROLLING FORECASTS
The purpose of forecasting is to get the most realistic picture possible of the future for as far out as a company’s management can look.

“If you have a short-term operational plan and a long-term strategic plan for what you want to become, the business forecast focuses on the in-between part, how to move from where I am to where I want to be,” said Player.

The Beyond Budgeting Round Table recommends the rolling forecast go out at least five quarters, but many span six quarters. “Really you want to go out as far as people can see,” said Player. “For some, it might be six months. If you go beyond what people can see, then it just becomes a math exercise.”

UPDATE INTERVALS
The intervals when a given item’s forecast is updated should reflect the item’s variability and importance to your business (see Exhibit 1).

“If it’s highly critical and highly volatile, you look at it very frequently,” said Player. “If you have things that are high on one measure and low on the other, you look at them with a medium frequency. If they’re low on both, you can drop back to an infrequent update only as necessary.”

For example, Southwest Airlines, a member of the Beyond Budgeting Round Table, updates its revenue forecast daily and its fuel forecast weekly. But other items may be forecast bimonthly, monthly or quarterly (see Exhibit 2). The updates only cover critical items that are changing. Player noted “some organizations such as American Express take an ad hoc approach with forecasts triggered by when significant changes have occurred in their business.”

Player compared managing a business to navigating a ship. “The ship represents your organization’s cost structure. It is configured based on thousands of decisions you’ve made in the past. You’re sailing in this competitive sea, and over time you can change everything, but you can’t do it overnight. The planning process is about how to forecast ‘what do I need to do differently.’ ”

COMMON MISTAKES
But many forecasting systems fail to achieve their objective, according to Player, for a variety of reasons. Player identifies the following common mistakes to avoid in forecasting:

Forecasting to the wall. Many forecasts focus on the plan year. So each month or quarter into the plan year, the forecast period diminishes by the elapsed time in the plan year (see Exhibit 3). The rolling forecast maintains a continually updated horizon, usually five quarters out (see Exhibit 4).

Confusing forecasts with targets. The purpose of forecasting is to show the most realistic picture of how your organization is tracking toward its objectives, not the picture you want to see. “When a management team allows a forecast and a target to be equal, it becomes a ‘trust me’ forecast—‘Trust me I can hit the plan target,’” said Player. “The problem with this approach is that it eliminates any robust discussion of what actions are needed to reach the target, what risks have to be managed and what resources are required. It also obscures visibility into how to grow faster.”

Demanding forecast accuracy. Forecasting requires assumptions, and conditions will change. Pressure to make forecasts more accurate can provide an incentive for gamesmanship where managers provide lowball forecasts and then stop when they are reached.

Relying on Excel spreadsheets. Unless you are a small company with a single user, Player advises that Excel should be avoided as a forecasting tool due to the high likelihood for error and the inherent constraints of a desktop spreadsheet environment. He recommends companies that are concerned with systems expense look to cloud-based systems (for a list of cloud-based forecasting system vendors, click here).

Excessive detail. The rule of thumb, according to Player, is to limit the detail forecasted to what can realistically be used by management. “You want your managers spending more time using the data than collecting it,” he said.

Relying on “probability-based forecasting.” Some organizations manage uncertainty by estimating the probability that an event will occur. They then plan using that percentage estimate so an item with a 60% chance of occurring would result in a plan that includes 60% of related revenue and expense. Player warns “to be careful with this approach since many events are ‘yes or no.’” For instance an acquisition or government approval to sell a new drug is either yes or no. In those cases, that plan should reflect two separate scenarios rather than a blended approach.

Immediately assuming a growth forecast. Forecasts frequently suffer from what Player calls the “hockey-stick effect” where the forecast gets significantly better as it approaches the end of the plan year. Make sure growth is based on underlying physical factors rather than management’s hopes that things will get better.

Treating forecasting as a “special event.” Forecasting should be an integral, ongoing part of monitoring the business.

Using only one time horizon for all forecasts with the same interval. Use different time horizons for different decisions such as sales and operations planning, financial planning and capital planning. But integrate the system into a unified whole.

Failing to learn from your forecast record. Forecasting should teach you things about your business that you didn’t know before, and that information should be acted on. If you’re not getting actionable data, there’s something wrong with what you’re collecting. If you’re collecting actionable data but not using it to manage your business, there’s a communication problem.

IMPLEMENTATION
The annual budgeting process has long been described as one that takes too long, costs too much and is out of date often before it is printed. Companies such as American Express, tw telecom, Group Health Cooperative, Park Nicollet Health Services and Unilever have implemented rolling forecasts to overcome these problems. “The frustrations of the current budgeting process provide a reason to change. Many organizations have moved to rolling forecast as the first step to more effective ways to plan and control their organizations,” Player said.


12 Beyond Budgeting Principles

Governance and Transparency

1. Values. Bind people to a common cause, not a central plan.

2. Governance. Govern through shared values and sound judgment, not detailed rules and regulations.

3. Transparency. Make information open and transparent; don’t restrict and control it. 
Accountable Teams

4. Teams. Organize around a seamless network of accountable teams, not centralized functions.

5. Trust. Trust teams to regulate their performance; don’t micromanage them.

6. Accountability. Base accountability on holistic criteria and peer reviews, not on hierarchical relationships. 

Goals and Rewards

7. Goals. Encourage teams to set ambitious goals; don’t turn goals into fixed contracts.

8. Rewards. Base rewards on relative performance, not on fixed targets.
Planning and Controls

9. Planning. Make planning a continual and inclusive process, not a top-down annual event.

10. Coordination. Coordinate interactions dynamically, not through annual budgets.

11. Resources. Make resources available just-in-time, not just-in-case.

12. Controls. Base controls on fast, frequent feedback, not budget variances.
Source: Beyond Budgeting Round Table, bbrt.org.


Vendors that provide rolling forecast tools:
 
	Planning Software Companies
	Phone

	Adaptive Planning
	650-528-7500

	Alight
	800-960-7717

	Host Analytics
	659-249-7100

	IBM Cognos Planning/TMI/Clarity
	866-601-1934

	Infor
	800-260-2640

	Longview Solutions (an Exact company)
	905-940-1510

	Oracle/Hyperion Planning
	800-633-0738

	Prophix
	905-279-8711

	SAP/BPC
	877-727-1127 ext. 11080

	SAS
	800-727-0025

	Acorn (ABC)
	800-982-2676

	Senturus
	888-601-6010

	River Logic
	214-393-4651



Source: Player Group/Beyond Budgeting Roundtable North America

EXECUTIVE SUMMARY

  The facts on which budget assumptions are based change even in relatively stable environments. This makes most budget targets obsolete shortly after they are prepared.

  Traditional budgets, through ties to performance evaluation, incentivize negotiating the lowest acceptable target. This leaves growth potential on the table. Budgets also can encourage inappropriate spending and discourage appropriate investment.

  The purpose of forecasting is to get the most realistic picture possible of the future for as far out as a company’s management can see. The business forecast should link short-term operational plans to moving toward medium-term strategic goals.

  Rolling forecasts typically go out five quarters. But you only want to go out as far as people can see. Otherwise, it becomes a math exercise.

  Common mistakes include: Forecasting for a plan year rather than in rolling forecasts; confusing forecasts with targets; demanding forecast accuracy; relying on Excel spreadsheets; providing excessive detail; relying on probability-based forecasting; immediately assuming a growth forecast; treating forecasting as a “special event”; making one time horizon fit all forecasts with the same interval; and failing to learn from your forecast record.





  Successful implementation requires unified support from management. The support typically comes from a high level of frustration with the current process.

Matthew G. Lamoreaux (matt@mattlamoreaux.com) is a freelance writer.

To comment on this article or to suggest an idea for another article, contact Kim Nilsen, executive editor, at knilsen@aicpa.org or 919-402-4048.
















































Reading 10.8: Scenario Planning—Navigating through Today’s Uncertain World
by David A. J. Axson


Imagine you are sitting at your desk in September 2007. The Dow is close to 13,900; U.S. unemployment is 4.5%; and oil is $45 a barrel. You are in the middle of developing your organization’s plans and budgets for 2008. How likely is it that the assumptions in your 2008 plan accurately forecast that in September 2008 the Dow will be below 9,000; U.S. unemployment will have risen to 6.5%, on its way to more than 10%; and oil prices will have risen to more than $140 a barrel before falling below $40 a few months later?

An aberration? Unlikely, not with a European sovereign debt crisis, a massive oil spill in the Gulf of Mexico and major health care reform in the United States. Uncertainty, volatility and risk are here to stay. The world has been transformed from a series of loosely connected, reasonably predictable economies to a complex web of relationships where the global impact of local events is felt almost instantaneously.

In this climate the past is not a good predictor of the future. In response to such uncertainty, scenario planning has been used by organizations as diverse as the Australian government, AutoNation, British Airways, Corning, Disney, General Electric, the U.S. Federal Highway Administration, JDS Uniphase, KinderCare (a large U.S. chain of day care centers), Mercedes, Royal Dutch Shell, UPS and the World Bank. Today, scenario planning is being widely used by many small and midsize organizations operating in uncertain or volatile markets.

WHAT IS SCENARIO PLANNING?
Scenario planning is a way of understanding the forces at work today, such as demographics, globalization, technological change and environmental sustainability that will shape the future. While the origins of scenario planning were in the world of strategic planning, many organizations now apply scenario planning techniques to the operational planning, budgeting and forecasting processes as a means of evaluating their effectiveness under different sets of assumptions about the future.

Two forces are fueling the increased popularity and use of scenario planning. The first is the rapid and broad global impact of unpredictable events such as 9/11, or the global credit crisis. The second is the accelerated pace at which new trends become material. For example, the rapid growth of China and India, the rise of social media, and smart phone adoption have occurred in a decade or less.

BUILDING SCENARIO PLANS
Scenario planning is largely focused on answering three questions:

1. What could happen?
2. What would be the impact on our strategies, plans and budgets?
3. How should we respond?

Although there are numerous methodologies for building scenario plans, they all follow the same basic approach (see Exhibit 1).

Before embarking on a scenario planning exercise, it is essential to be clear about the issue you want to address, and then to define the appropriate scope and time horizon for the scenarios to be constructed. There are four broad types of scenarios:

1.  Social. For example, what are the implications of increasing obesity?
2. Economic. For example, how will the rapid economic growth of China and India change global markets?
3. Political. For example, how will changes in U.S. health care policy affect the economics of small businesses?
4. Technological. For example, how will the increasing use of smart phones impact desktop and laptop computer use?

Answering the following questions will help determine whether a scenario planning project makes sense and how to define the objectives and scope:

· What issues or decisions are we trying to evaluate?
· Is there a high degree of uncertainty about the future? If yes, can scenario planning be an effective tool?
· What is the time horizon for making decisions and then executing them?

After the organization has agreed on the issue(s) to be studied and defined the scope and time horizon for the project, they should be documented, confirmed with senior management, and clearly communicated to everyone who will be involved in the project.

At the end of this step, the project team should have developed a project charter that clearly states the objectives, scope, issues to be addressed, deliverables, and have secured approval from senior management.

ROLE OF THE CPA IN SCENARIO PLANNING
Finance and accounting professionals are being asked to help managers better understand the threats and opportunities in today’s world. As many organizations integrate aspects of scenario planning into financial planning, budgeting and forecasting processes, they are looking to their CPA partners for support in conducting rigorous and insightful analysis.

Applied judiciously, scenario planning can provide valuable insights as to how the future may unfold, thereby equipping organizations to react with speed, agility and confidence.

Scenario planning is often used as an input to an organization’s overall risk management process and can aid in areas of interest to CPAs such as risk appetite evaluation, capital planning, credit quality, cash flow forecasting and hedging strategies.

An understanding of scenario planning equips CPAs with tools that can help advance their careers into more senior finance or general management roles through a richer understanding of how to effectively manage in a volatile and uncertain world.

CPAs can effectively support a scenario planning process in their organizations by:

· Analyzing the financial implications of alternative strategies under different future scenarios;
· Testing the sensitivity of key assumptions, financial measures and variables under different scenarios;
· Developing alternative financial plans and forecasts under different scenarios;
· Defining key performance measures and leading indicators to track potential triggers of key drivers of alternate scenarios; and
· Monitoring and reporting on internal performance and external indicators likely to impact the current strategy.

SCENARIO PLANNING IN ACTION
Let’s see how scenario planning can work in practice by following the progress of ElectricIQ, a software company that develops smart systems for managing electricity use. This case study is based upon a real organization. Some details have been changed to maintain client confidentiality.

ElectricIQ was founded in 2005, and by 2009 sales had reached $25 million a year, primarily from the installation of electricity management systems in new office buildings in Western Europe. Management believed that ElectricIQ had reached a tipping point.

With environmental sustainability becoming a hot public policy issue, the company believed it was time to enter the emerging smart grid market for digital environmental management systems. Management wanted to gain insights as to the relative attractiveness/risk of the market.

The company decided to embark upon a scenario planning project to help understand the alternatives as an input to R&D, marketing and product development plans. A project team led by the CFO and including the vice president of marketing, the head of research and a financial analyst was formed, and after initial discussions with the management team, the project’s objectives were defined as “Developing a better understanding of the markets for smart grid, the risk profiles of each market and the ease of market access.”

The first step for the ElectricIQ team was to identify the likely drivers of the future environment. This is the most important step in scenario planning since the ability to define the correct drivers and then understand the impact of changes in drivers is at the heart of effective scenario planning. Through discussions with the management team, customers, investors and external thought leaders from the Organization for Economic Co-operation and Development (OECD), General Electric, IBM and Shell, the team developed a simple driver model around the issue of the Demand for Renewable Energy Sources. Two level 1 drivers, Social Opinion and Political Action, were identified, and each level 1 driver was then mapped to three level 2 drivers. For social opinion, these were the credibility of climate change data, the technical viability of potential renewable energy sources and the price of such options. For political action, they were the availability of government subsidies, the regulatory framework and the role of tax policy in energy use (see Exhibit 2). The team then used this framework to identify the types of data it would collect.

This included data about economic growth; forecasts of construction activity; likely government actions to encourage adoption of environmental control systems; and the likely players in the market for environmental control systems. Not all the data was quantitative; some of the most interesting inputs were the opinions of experts who specialize in conceptualizing alternative futures. The key is to collect a broad range of data with a view to developing credible scenarios of how the future may look.

The team then prioritized the drivers by mapping them against two axes. The first axis was an assessment of each driver’s impact on the issue being analyzed, and the second looked at the predictability of future trends for each driver (see Exhibit 3). Drivers that were both material and predictable (top-right circle) formed the basis for all scenarios that were developed. Those that were material but difficult to predict (top-left circle) defined the differences between the scenarios.

The team isolated those drivers that were most likely to shape future demand. It then developed four scenarios across two dimensions (see Exhibit 4). The dimensions were public opinion, which describes the level of consumer demand for environmentally friendly solutions, and public policy, which describes the extent to which government policy mandates “green” standards.

The team then developed narrative descriptions for each scenario:

Necessity. “Do It or Die”: Public opinion swings rapidly to green solutions and dramatically changes customer buying patterns. Products not seen as being green are shunned in the marketplace. Governments mandate adoption of environmentally friendly technologies.

Market driven. “Competitive Advantage”: Public opinion moves to green, and consumers will pay extra for the best products. Adoption is balanced between market innovation and tax-based incentives. Being green is a source of competitive advantage.

Mandate. “Cost of Doing Business”: Governments mandate adoption without incentives. Adoption is a “cost of doing business.” Consumers will not pay more for green solutions unless forced to do so.

The “S” curve. “Steady as She Goes”: Demand follows a traditional cycle of early adopters leading the way at high prices; as the market scales and prices drop, mass market adoption takes off before flattening out as maturity is reached. ElectricIQ used these scenarios to frame strategies and make decisions affecting key elements of the business (see Exhibit 5).

Using the scenarios as a baseline, ElectricIQ’s finance team recast the company’s five-year plan and annual budget under each scenario to assess the financial implications and identify key performance metrics that could provide the organization with an early warning as to which scenario is actually playing out. The CFO also added metrics that tracked the key drivers to the company’s balanced scorecard, ensuring their constant visibility to the management team.

But the work was not done—scenario planning is not a one-off exercise. For example, what if just six months after the initial scenarios were completed, oil reached $200 a barrel and the G-20 imposed strict mandates on CO2 emissions to be met within five years? ElectricIQ would have had to revisit its plans and may have decided to focus on only two of the original four scenarios: “Do It or Die” and the “Cost of Doing Business.” After more detailed modeling of these two scenarios, it could decide to focus on delivering solutions that far exceed the mandated minimums while keeping prices reasonable.

The scenario plans allow them to make fast, confident decisions by providing a sound basis for evaluating the impact of changing market conditions. As the CFO commented, “We constantly review our actual and forecasted results against the scenarios so we can act quickly when we see any changes in the marketplace that will impact our performance.”

As organizations struggle to deal with an increasingly uncertain world, they are looking to their finance teams to assist in helping them understand the choices, opportunities and implications that uncertainty presents.

EXECUTIVE SUMMARY

The past is not a good predictor of the future. To respond to uncertainty, finance and accounting professionals can use scenario planning to help managers better understand the threats and opportunities in today’s world.

Scenario planning is not just a strategic planning tool. Many organizations now apply it to operational planning, budgeting and forecasting processes to evaluate their effectiveness under different assumptions.

There are four broad types of scenarios: (1) Social, (2) Economic, (3) Political and (4) Technological.

Scenario planning is largely focused on answering three questions: (1) What could happen? (2) What would be the impact on our strategies, plans and budgets? And (3) How should we respond?

Scenario planning equips CPAs with tools for career advancement. It enables CPAs to effectively support the strategic planning process; provides a frame of reference for developing alternative financial plans and forecasts; tests the sensitivity of key assumptions, financial measures and variables under different scenarios; and helps define key performance measures.

It is essential to be clear about the issue you want to address before embarking on a scenario planning exercise, and then to define the appropriate scope and time horizon for the scenarios to be constructed.

David A.J. Axson (david@davidaxson.com) is the author of the Management Accounting Guideline Scenario Planning: Plotting a Course Through an Uncertain World, published July 2010 by the AICPA, CMA Canada and CIMA, from which this article has been adapted.

To comment on this article or to suggest an idea for another article, contact Matthew G. Lamoreaux, senior editor, at mlamoreaux@aicpa.org or 919-402-4435.










































































































































































Reading 10-9: Budgeting for International Operations: Impact on and Integration with Strategic Planning
by Juan Rivera and Ken Milani

MULTINATIONAL COMPANIES CONTEND WITH AN ARRAY OF EXTERNAL FACTORS, INTERNAL CONSIDERATIONS, AND OTHER FORCES THAT INFLUENCE BUDGET POLICIES, COMPOSITION, AND CONTROL AND—ON A MORE GENERAL LEVEL—THEIR STRATEGIC PLANNING. BUDGETING IN A GLOBAL BUSINES ENVIRONMENT CALLS FOR AN ENHANCED LEVEL OF COORDINATION AND COMMUNICATION BECAUSE OF THE VARIETY OF POWERFUL COMPONENTS THAT IMPACT ORGANIZATIONAL PERFORMANCE. THIS ARTICLE EXAMINES HOW INTERNATIONAL ISSUES INFLUENCE THE BUDGETING PROCESS OF MULTINATIONAL COMPANIES HEADQUARTERED IN THE UNITED STATES THAT CONTROL FOREIGN AFFILIATES AND DESCRIBES HOW THE OUTPUT OF THE BUDGETING EFFORT IMPACTS AND INTEGRATES STRATEGIC PLANNING.1



Foreign oreign currency exchange rates, interest rates, and inflation are the three major external factors that affect multinationals’ budgets. Chief financial officers know they have no influence or control over this “Bermuda Triangle” of outside forces. Nonetheless, these elements must be estimated, evaluated, and examined as part of a multinational’s strategic plan. Although these variables are interrelated (for example, higher inflation in a specific country tends to drive down the value of its currency, which impacts the exchange rate, and price inflationwould drive up interest rates), the changes in currency exchange rates have the most direct effect on the budgeting process for a multinational corporation.

We will show you 19 company examples so you can see the broad range of issues involved. (Some of the company names are hypothetical.)

Example 1
The uncertainty introduced by the volatility of foreign currency exchange rates has been evident in recent years. In the span of one year, the value of the euro went from $1.48 on February 25, 2008, to $1.27 exactly a year later, a decrease of 14%. A similar significant change was observed in other major currencies (e.g., the value of the British pound went from $1.97 to $1.42, and the Canadian dollar depreciated from $1.00 to $0.80 during the 12 months ending on February 25, 2009). The general strengthening of the U.S. dollar was expected to negatively impact the already weak trading position of U.S. exporters.2 On the 

other hand, the June 2010 decision of the Chinese government to allow more flexibility to the yuan did provide export opportunities for U.S. companies.3

Changes in these three external factors stem from several sources, including economic conditions, government policies, monetary systems, and political risks. Each factor is a significant external variable affecting areas such as policy decisions, organizational procedures, and budget control. To minimize the possible negative impact of these factors, multinational corporate management must establish and implement policies and practices that recognize and respond to them. Other external forces exist, such as political turmoil, competition, labor quality, and cultural or religious orientation of the local populace, but they tend to be related specifically to one country or particular region of the world. 

For example, the events of September 11, 2001, have been significant to U.S.-based multinational corporations. Since 9/11, the strategic plans of many international entities have focused on security measures, employee counseling, and other special training that they had not paid much attention to in the past. All of these efforts must be addressed in budgeting for an international operation.

FOREIGN CURRENCY EXCHANGE RATES

Of all factors influencing international budgeting, foreign exchange rates have the most significant and pervasive effect. Changes in foreign exchange rates are explained by different theories, but essentially they are based on the underlying demand for assets denominated in a particular currency. Foreign exchange rate fluctuations affect a multinational through translation exposure, transaction exposure, and economic exposure. Each of these exposures has a different effect on the entire budgeting process and on the strategic marketing and operating decisions.

Translation Exposure
Translation exposure influences financial statements during the development of a budget and/or while the budget is being used for control purposes. Specific exchange rates, usually based on forecasted values, must be determined and applied when preparing the budgeted financial statements from the applicable operations budgets.4 Throughout the budgetary period, the actual exchange rates likely will vary from the anticipated exchange rates. The differences can generate unpredictable—often uncontrollable—results during interim and final budget performance reviews. Because management cannot control shifting exchange rates, the effects of the fluctuations can be removed from the budgeting control process by setting aside the variations from the budget that are solely because of changes between the budgeted and actual exchange rates. After removing these effects, however, there still may be
some variances between the forecasted and actual budget, partly because of exchange rate movements that influenced the preference for products or taste trends in the marketplace.

Example 2
Translation exposure influences include:
1. Pricing policies being modified to compete with either higher- or lower-priced goods that are not produced in the same country, usually price-sensitive goods such as consumer electronic items, table wines, and/or textiles.
2. Positive or negative changes in sales volume resulting from lower- or higher-priced competing goods and services, either in a domestic or foreign market.
 3. Deviations from standard input efficiencies because of alternate domestic or foreign suppliers who become more price competitive as a result of changes in the foreign exchange rate.

To remove all effects of foreign exchange rate fluctuations, a different exchange rate would be required for each revenue and expense category. Because this process would be cumbersome and time-consuming, it is not utilized.

Transaction Exposure
Transaction exposure results from international transactions such as unhedged contracted cash flows that characterize international trade, repatriation of profits, and acquisition or disposal of foreign assets. The principle of applying an expected future exchange rate can be employed when comparing the actual cash flows with the expected cash flows between foreign units of a multinational corporation. Because of transaction exposure, multinationals hedge their international cash flows. The hedging usually occurs in two basic modes: a “natural hedge” mechanism, such as pricing decisions, risk shifting, exposure netting, or currency risk sharing; or “an artificial hedge” that is created with foreign exchange contracts or derivative instruments such as options and swaps futures.5

Hedging involves additional transactions and expenses that must be recognized in the budgeting process. As part of their strategic plan, corporate finance executives should develop a hedging policy that identifies the minimum amount of cash flow to be hedged, the hedging mechanisms to be employed, and the conditions for using such methods. Managers involved in planning cash flows should identify transactions that require hedging during the upcoming budget period.6

Example 3
In 1985, the Toronto Blue Jays baseball team budgeted a loss for the season despite the team’s on-field success. The majority of team expenses were paid in U.S. dollars, in contrast to their revenue, which was earned in Canadian dollars. To protect themselves against adverse changes in the exchange rate, the Blue Jays made forward purchases of U.S. dollars in late 1984 at $0.75 per Canadian dollar to cover a large portion of their budgeted 1985 U.S. dollar-denominated expenses. In 1985, the Blue Jays benefited from their hedged position when the Canadian dollar depreciated, which helped offset exchange losses on their U.S. dollar-denominated expenses during the same period.7

Companies can prepare a separate budget for international cash flows if the volume is significant. This budget will facilitate planning, controlling, and evaluating hedging activities and policies that are included in the organization’s strategic plan. Finally, hedging expense should be included in the Other Income and Expenses budget.8

Economic Exposure
A third impact of foreign exchange rate variations is uncontracted future cash flows from foreign operations or investments. This is considered economic exposure and requires policy decisions that are important to the budgeting process. Strategic planning activities should consider policy decisions that include:

1. Selecting and segmenting markets that minimize the effects of foreign currency fluctuation while maximizing long-term cash flows.
2. Establishing a pricing strategy that is based on either market share for products with a high price elasticity or profit margin for those with a low price elasticity.
3. Adjusting promotional budgets to take advantage of improved price positioning in the event of a currency devaluation.
4. Developing a mix of sales strategies for both currency devaluations and revaluations.
5. Switching between imported and domestic input suppliers to achieve lower costs.
6. Shifting production among plants to locations where the currency has devalued, thereby achieving lower production costs.
7. Locating plants in countries that tend to minimize the negative consequences of exchange rate changes.
8. Raising capital in the foreign country’s currency instead of using capital provided in the parent company’s currency.

The marketing-related policies above (1 through 4) will dictate the manner in which the tactical sales budget will vary according to changes in the exchange rate. The production policy considerations (5 through 7) indicate that the budget must be able to handle severe production changes. Because of the recent economic downturn affecting the United States and its major trading partners, companies are reallocating and adjusting their productive resources and supply chains. As the markets retract and consumer spending drops, multinational corporations redirect their efforts toward cost containment and reduction to maintain at least a survival level of profitability. The management policies resulting from these changes will become part of the strategic planning effort while being incorporated in the budgetary planning and control process.

Flexible budgeting will assist in implementing and controlling marketing and production changes. The final two policies attempt to assist multinationals in matching cash outflows (production and financing costs) with cash inflows (revenue and capital proceeds) in the same currency to minimize the cash flows between countries and ultimately reduce economic exposure. Once established, these policies will be part of the budgeting process and will be used to evaluate the actual performance of foreign operations that are subject to exchange rate fluctuations.

Interest Rates
Interest rates affect the multinational corporation through the Fisher Effect, the International Fisher Effect, and interest rate parity relationships.9 Because of the impact of interest rates, an organization’s strategic planning must address this key financial component. Ignoring it or assuming it will remain stable is a hazardous move. 

The Fisher Effect maintains that the nominal interest rate is a function of the real interest rate and the inflation rate. Furthermore, it contends that real returns are balanced between countries through arbitrage and that the resulting inflation rate and interest differentials are approximately equal between two countries.

The International Fisher Effect is based on the Fisher Effect and indicates that a change in the interest rate differential between any two countries will objectively help to predict future movements in the spot exchange rate. In reality, however, changes in the interest rate differential must be examined carefully to determine if a change in the inflation rate or real interest rates is the cause. These two underlying factors in an interest rate differential change will have opposite effects on the future movements of the spot exchange rate.

Interest rate parity asserts that, under realistic conditions, the forward premium or discount on a currency is approximately equal to the interest rate differential between the two countries. A complete understanding of the past, present, and future real interest rates and inflation rates will help multinationals forecast future changes in nominal interest rates and subsequent changes in the spot and forward exchange rates. Such changes would impact budgets that include the flow of goods and capital across international borders.

In the short term, accurate interest rate forecasting can help determine potential changes in the forward exchange rates. In more efficient markets, such as the Eurocurrency markets, forward exchange rates are based on both current and future expectations of the interest rate differential. Forward rates—instead of the spot exchange rate—will play an important role in sales and purchases budgets because of their use in determining prices for international transactions. When engaging in such transactions, each entity will determine an acceptable price based on the forward exchange rate that coincides with the payment date. Accurate short-term interest rate forecasts will permit the sales manager to determine the appropriate price or converted amount for the transaction, depending on the budget currency. Forward exchange rate predictions are only as good as the underlying nominal interest rate forecasts that are used to predict them. Inflation rate changes, real interest rate alterations, and changes in people’s expectations can have varying effects on the nominal interest rate differential between countries. This makes interest rate forecasting difficult.10

Example 4
A U.S. aerospace manufacturer is negotiating a $25 million contract with a Japanese airline. The items are scheduled for delivery and payment in six months (i.e., during the next budgetary period). The current spot rate, U.S. interest rate, and Japanese interest rate are, respectively, 96.80 yen/dollar, 6%, and 7%. Assuming that the interest rate parity holds, the forward exchange rate will be 97.28 yen/dollar. The contract will be priced in yen and coordinated through the U.S. firm’s Tokyo sales operation. The minimum contract price that the U.S. firm should accept is 2,432,000,000 yen, using the forward exchange rate that coincides with the payment. Because leading Japanese economists predict that the Japanese interest rate will increase to 8% within the next six months, however, the forward exchange rate should adjust to 97.7680 yen/dollar. This would establish a minimum contract price of 2,444,200,000 yen. The difference of 12,200,000 yen (i.e., 2,444,200,000 minus 2,432,000,000) or $124,785 (calculated at the new, expected forward exchange rate) would be lost if the new exchange rate were not used to price the contract. When developing the Tokyo sales budget for the next budgetary period, this specific contract would be valued at 2,444,200,000 yen, and the U.S. aerospace manufacturing firm’s comprehensive budget would reflect a $25 million contract for the Tokyo sales operation. The cash budget would translate any resulting cash flow from the Tokyo office to the U.S. operation at a 97.7680 yen/dollar forward exchange rate.

Inflation
The inflation rate differential between countries affects multinationals through purchasing power parity and the Fisher Effect.11 Purchasing power parity is the expected inflation differential between countries. It is inversely proportional to the spot market foreign exchange rate. This theory usually is valid in the long run because the prices of goods do not move as freely as exchange rates. Also, different goods are used to determine inflation in different countries. Because of its long-run nature, purchasing-power parity has limited application in the budgeting process but has more meaning as part of an entity’s strategic plan.

The Fisher Effect is useful when evaluating an important component of an organization’s strategic plan (i.e., capital budget alternatives). It permits multinationals to determine the real rate of return that a market demands, given a country’s rate of inflation and the nominal rate of return required. This is especially useful when comparing investment opportunities between different countries.

Example 5
The management of Oui R ND Enterprises is examining a pair of projects in foreign subsidiaries:
· The Holtz project offers a 14% return in a country with a 3% inflation rate.
· The Weiss project is expected to produce a 23% return in an economy that has a 12% inflation rate.
Because of limited resources, only one project will be funded.
· The real expected rate of return on the projects is:
   Holtz: 10.68% = (14% – 3%) ÷ 1.03
          Weiss: 9.82% = (23% – 12%) ÷ 1.12

In general, the differential in the nominal rate of return for two identical budgeting opportunities in two different countries should be approximately equal to the inflation differential between the countries. 

In some countries, the inflation rate may exceed 100% over a three-year period. This condition, termed hyperinflation per the Financial Accounting Standards Board’s (FASB) Statement of Financial Accounting Standards (SFAS) No. 52, “Foreign Currency Translation,” makes the budgeting process in local foreign currency extremely difficult. The lead time for developing a budget under hyperinflation conditions must be reduced to minimize the effect of inflation on the budget before it is implemented.12 Despite this lead-time reduction, budgets often will be revised immediately before they are implemented to accommodate inflation changes that have occurred since the budgeting process started. When someone is analyzing variances, he or she should recognize the uncontrollable effect of inflation by applying the actual inflation rates in the flexible budgeting process before determining the revenue and expense variances. Management must be careful when analyzing and interpreting the effect of hyperinflation and/or sudden changes in foreign exchange rates because the impact may not apply equally to all revenue and expense categories, such as those that are tied to long-term contracts.

Example 6
In 2008, a U.S. parent company with a subsidiary in Argentina accelerated remittances of profits from the Argentine operation. This action:
1. Was to preserve the U.S. dollar value of the cash flow and
2. Reflected the crisis of confidence when the Argentinean government imposed a new and burdensome export tax on agricultural products and threatened to appropriate the moneys from the national pension funds.
These conditions generated a great deal of pressure on the value of the Argentine peso relative to the U.S. dollar as the peso slid from a value of $0.37 on June 30, 2008, to $0.29 on December 31, 2008.

SPECIFIC BUDGETS
Each budget is impacted by conditions tied to a multinational’s international business operations. This section examines specific budgets and describes external, internal, and other forces that influence the preparation and/or use of the budget.

Sales Budgets
When a global business is developing a sales budget, external factors can affect which products to market and the product mix. Depending on the type of product, the market potential, competition, the impact of substitutes, and market characteristics may be similar throughout a particular region—or different in each country. Extraordinary disruptive events such as the September 11 terrorist acts and the recent Japanese earthquake and resulting tsunami can trigger uncertain and unfavorable business conditions that would affect the nature and volume of international operations. While these unpredictable events are impossible to incorporate into the annual profit plan, a company must be ready to introduce the appropriate adjustments to the approved budget that would reasonably flow from the altered circumstances.

Example 7
A multinational company with a significant retail and wholesale operation in Bangladesh establishes its sales budget each year based on the following weather conditions:
· Minor disruptions caused by flooding,
· Major disruptions caused by flooding, and
· Extraordinary disruptions caused by flooding.

The sales budget for a foreign operation is sensitive to the targeted sales territory. Sales budgets for international operations that produce products only for intracompany sales are controlled by transfer pricing policies that we will discuss later. Foreign concerns that produce goods solely for the country in which they reside are similar to most national operations except for the differences in market characteristics, competition, and government regulations. Organizations that market their products in multiple countries, however, must contend with considerations such as international trade agreements, import restrictions, and other potential legal constraints.

Multinationals must be aware of—and respond to—the conditions of each market they serve. Conditions to be considered include the level of economic development, degree of government price control, cost of sales in each market, product pricing decisions for each market (e.g., standard markup and market prices), available channels of distribution and promotion, and import/export controls. Although these factors are present in every market, selling in multiple markets requires examining each one in order to incorporate its unique characteristics into the strategic plan and sales budgets. Many of these factors arise from a specific nation’s characteristics, and others stem from international or regional forces. Whatever their origin, they dictate that sales budgets be developed separately for each market. The existence of these differences indicates that marketing strategies and the resulting sales budget cannot merely be transplanted from domestic operations to a foreign operation.

Expense Budgets
Managing direct labor, direct materials, overhead costs, and distribution and administrative expenses in an international environment requires additional considerations. Foreign operations that only serve the local market require expenses similar to those of a U.S. firm’s domestic-oriented operations. Most of the production, distribution, and selling expenses will be incurred within one country and may not be adversely affected by foreign currency exchange rate considerations. External factors, however, and specific government policies controlling economic growth, inflation, interest rates, prices, and/or costs can influence expense budgets despite the narrow orientation of these foreign operations.
Expense budgets must incorporate external forces to depict operations accurately. Native or local managers often will have a better understanding of the foreign market potential, available input sources, local economy, and government policies. Using these personnel could result in more accurate expense budgets than those generated by a nonresident manager.

For foreign operations that serve regional (e.g., Southeast Asia, South America) or global markets instead of local markets, expense budgets must reflect both internal and external factors. A feasible approach to developing expense budgets would be to assign the budget preparation for individual countries to each of the local country managers and let the regional managers coordinate and modify the resulting budgets to reflect regional factors and the global entity’s strategic plan.

Example 8
In some countries, brief or surprise strikes must be expected and should be worked into the expense budgets. For instance, as a result of a surprise strike by workers in India’s Port of Mumbai, shipments of pharmaceutical products were unable to depart. In order to meet the time-sensitive launch of a new product, a company had to retrieve the product from the Port and ship it by air from Mumbai to its U.S. operation. Fortunately, the company was prepared for this type of event, had a backup plan in place, and had included funds in its budget to cover just such an occurrence.

The resulting expenses should be monitored carefully to ensure that they do not exceed what is necessary to operate the foreign unit successfully, given its organizational structure, target markets, input sources, and coordination efforts.

When considering its foreign operations, a U.S. company—usually a multinational parent—must recognize how external factors drive the internal expense policies and decisions.

Example 9
An appliance manufacturer that had been shipping its products to Brazil for a long time discovered that the packaging used for the Brazil shipments was inadequate when items were being sent to India. Thus, the initial shipments to India wound up with a 100% damaged-delivery record because of the unique shipping and handling challenges encountered in India.

An unskilled, unmotivated workforce usually means higher turnover, excessive costs, and lower labor productivity. When comparing direct labor budgets between operations in different countries, it is important to review relative characteristics, such as productivity, rather than actual characteristics, such as total direct labor costs. Some U.S. companies adapt and alter their strategic plan and adjust to new international conditions in a practical and functional manner. The operating budgets reflect this flexibility.

Example 10
The need for U.S. companies to quickly adjust and adapt to new conditions in the international and domestic markets is evident in recent events. For example, the drastic worldwide decrease in demand for cars forced GM to temporarily close its three assembly plants it owns in Mexico during the months of December 2008 to February 2009.

Capital Budgeting
The capital budgeting process becomes more complex in a global business environment because additional considerations arise. The first area of concern involves developing pro forma cash flows that can be viewed from the perspectives of both the U.S. firm and the foreign operation. Developing and evaluating investments using the foreign viewpoint will be especially useful when foreign banks, third parties, and foreign governments are considering investing in the potential project or are evaluating its performance. When assessing a potential foreign investment, the projected net incremental after-tax cash flows that will accrue to the U.S. firm are derived from those that will accrue to the foreign operation by adjusting the cash flows for fees, royalties, and tax considerations. Tax effects between different countries have a significant impact on an investment’s cash flows. The actual amount of taxes paid by the U.S. business is affected by the timing of the cash remittance, the manner of the remittance (e.g., loan payments, dividends transfer pricing regimes), the foreign income tax rate, withholding taxes, and the form of business established in the foreign country.

Example 11
Go Irish Organization (GI) is a U.S. corporation in the 35% tax bracket. GI has a pair of foreign operations:
· Knute, organized as a branch of GI in a country with a 25% tax rate, and
· Rockne, organized as a subsidiary of GI in a country with a 30% tax rate.
GI’s approach is to reinvest the after-tax earnings in both Knute and Rockne. Knute and Rockne earn $700,000 each, but the after-tax earnings will differ, as shown below:









                          Knute               Rockne
                (foreign branch) (foreign subsidiary)
Foreign source income:
                         $700,000 (a)   $700,000
Foreign taxes   $175,000 (a)   $210,000
Domestic taxes  $ 70,000(a)         None(b)
After-tax earnings: 
                          $455,000 (a)  $490,000

(a) 35% × $700,000 =        $245,000)
     Less: Foreign tax credit (175,000)
                                            $ 70,000) 

(b) No domestic taxes because the foreign subsidiary pays no dividend to GI.

Usually the U.S. company will pay taxes on any dividends, fees, and royalties it receives from its foreign concerns, but tax treaties between countries may provide for lower taxes and/or tax credits.

Example 12
In 2001, a new income tax treaty between the United States and the U.K. was hailed as a landmark agreement. Under the treaty, most dividends received by a company in one country from its subsidiary in the other country will be exempt from tax in the subsidiary’s home country. In the past, a maximum withholding tax of 5% was allowed. The U.S. Treasury noted that this represented the first treaty to provide a zero rate of withholding tax on dividends from subsidiaries.13
A final financial consideration to be addressed in the capital budgeting process is the weighted average cost of capital used when evaluating international investments.

The cost of capital used in evaluating an international investment for the U.S. company differs from that used when evaluating the investment from the foreign operation point of view because foreign debtors and equity investors will usually seek different rates of return than will the U.S. company. To accommodate for this, the cost of equity capital used should include: 

1. The return required by foreign investors weighted according to the percent of their investment, and
2. The cost of retaining earnings from the foreign investment, including the tax implications discussed previously.

The cost of debt capital must be modified to include the after-tax cost of borrowing foreign currency, if such a source of funds will be used. These cost-of-capital modifications must be included when developing the weighted-average cost of capital used to assess investments in the foreign operation. When evaluating potential foreign investments from the U.S. company’s perspective, however, the U.S. firm’s weighted average cost of capital can be used to calculate the net present value. 

In addition to the financial aspects of capital budgeting, the threat of political disturbances or social conflicts adds risk to an international investment. Although this type of risk is present in a domestic setting, management has fewer instruments for prevention and control in a foreign investment. Ways to include such risks in the investment analysis involve:

1. Reducing the minimum payback period,
2. Raising the required rate of return, and
3. Adjusting the cash flows for the level of risk.14

The first two approaches are easier to apply, but they average the effects of the potential risk over the entire life of the project. The third approach requires more effort but results in the most realistic projected cash flows. Another factor in capital budgeting for an international operation is the measure of the cost savings the capital expenditure may generate for the U.S. entity.

Example 13
A U.S. musical instrument manufacturer was importing instruments in a semi-finished state from its foreign subsidiary in Europe. When the instruments were received, they were disassembled and reprocessed to meet American standards. Direct labor costs in the United States became prohibitive. Capital spending at the European operation enabled the production of an instrument in Europe that met American standards and cut the U.S. direct labor costs dramatically.

We recommend that the capital budgeting approach initially should develop the net incremental after-tax cash flows for the foreign operations, then consider the cash flows between the U.S. and foreign firms, and finally develop the pro forma cash flows for the U.S. company. The net present value calculation using the appropriate weighted-average cost of capital provides an accurate evaluation of the foreign investment opportunity from the perspectives of the U.S. firm and the foreign firm.

Example 14
The U.S. musical instrument manufacturer in the previous example determined that it would save $400,000 of direct labor per year—for 10 years—by making an investment of $1.8 million in the European operation. Using a weighted cost of capital of 10% (if the funds were borrowed), the investment has a net present value of $658,000, as calculated below: 

$400,000 (6.145) – 1,800,000 = $2,458,000 –
$1,800,000 = $658,000

On the other hand, a weighted cost of capital of 20% (if the funds were provided internally by the U.S. operation) generates a negative net present value of ($123,200):

$400,000 (4.192) – $1,800,000 = $1,676,800 –
$1,800,000 = ($123,200)

Thus, the sourcing of the funds for the investment will be an integral factor in the capital budgeting deliberations the U.S. musical instrument manufacturer conducts.

Cash Budgeting
The long-term objective of cash planning in an international environment is to match cash inflows with cash outflows, thereby limiting the multinational’s foreign currency exposure to only those cash flows (e.g., profits, royalties, fees) that will be repatriated from a foreign operation to the multinational. Cash budgeting in combination with capital budgeting approaches can be used to evaluate investments that will manage the long-run economic exposure and match the cash inflows and cash outflows in the same currency. While seeking to attain the long-term objectives stated in its strategic plan, a global business must also manage short-term cash flows from foreign operations.

Example 15
What appears to be obvious to some managers (i.e., local employees prefer to be paid in local currency) was not taken into consideration by the CFO of a company making its initial move into an international operation. The first pay period (which found the payroll being met in U.S. dollars) created confusion and generated an extra cost for the company as it rectified this oversight. Additional expenses continued for a while because of some changeover charges that the company incurred.

The international entity must develop policies to maximize long-term profits and minimize overall income tax payments for the U.S. company when repatriating cash. Some of the policy options to be examined as part of strategic planning include:
· Transfer pricing,
· Reinvoicing centers,
· Fees and royalty adjustments,
· Dividend policy adjustments, and
· Intracorporate loans.

The final cash budget must be developed in accordance with the selected policies but also must reflect potential government regulations. When developing the cash budget, planners must consider currency exchange controls that foreign governments may impose. Such controls may limit the amount of local or other currency leaving or entering the country during a specific time period. These controls use multiple exchange rates for different categories of goods or services, impose limitations or taxes on specific bank deposits, limit the amount of credit extended to particular firms, control transfer pricing policies, and/or restrict imports. Some multinationals establish consistent policies in their strategic plans that are used throughout the global corporation to indicate an established financial program rather than a speculative repatriation policy that foreign governments may resent.

On occasion, some multinationals may be required to use nonconvertible currencies in order to do business in certain localities. Countries with this type of currency usually prefer or require hard-currency inflows and/or countertrade outflows from multinationals to build up their supply of hard currency. For example, PepsiCo sold soft drinks to the U.S.S.R. and received Soviet vodka in place of a hard-currency payment. Sometimes countries impose penalties, as Indonesia has in the past, for companies that do not participate in countertrade practices. After determining the size and timing of the cash flow for a hard currency transaction, a multinational must adjust the cash budget to reflect either the penalty imposed or the time lag and discount required for the sale of the goods received. Multinationals may offset the effects of countertrade by charging a premium for their products or adjusting the manufacturing and delivery schedules to coincide with the actual sale of the countertrade goods. Planned adjustments such as these are reflected in the sales, production, and other related budgets.

Example 16
The overwhelming use of the euro as the official common currency by 17 (Belgium, Germany, Ireland, Greece, Spain, France, Italy, Cyprus, Luxembourg, Malta, The Netherlands, Austria, Portugal, Slovenia, Finland, Estonia, and Slovakia) of the 27 European Union countries has cash budgeting implications. Working with a common currency should make the cash budgeting process smoother and more predictable because currency barriers are no longer a factor.

Finally, an effective reporting system is the key to implementing a multinational’s cash budget. Frequent and accurate operation reports will permit managers to adhere to budget policies, monitor the company’s liquidity position, and meet performance targets.

OTHER CONSIDERATIONS
Several other critical elements need to be examined when the international dimension of a business represents a significant portion of its activity. These elements are commonly encountered, but the global environment adds a unique twist.

Transfer Pricing
Transfer pricing plays a significant role when budgeting in an international environment. Similar to domestic budgeting, transfer pricing is a policy decision that influences the profitability of different foreign operations within a global corporation. Although the transfer price of goods and services traded internally may be a noncontrollable factor at the division level, it eventually becomes controllable at a higher responsibility center. Therefore, foreign subsidiary managers should not be held accountable for the profitability of their operations if they cannot control this factor.

In international budgeting, transfer pricing can be used to the company’s benefit in a wide variety of situations, including taxes, tariffs, exchange controls, credit status of affiliates, profitability of parent and foreign subsidiaries, and reduction of exchange risks. The most frequent abuse of transfer pricing policies involves companies that manipulate the price of internally traded goods to reduce taxes in high tax jurisdictions, thereby shifting profits to a country with lower tax rates.

Governments have continued to increase their efforts to enforce arm’s-length pricing between foreign and domestic operations of multinationals by applying their own estimates for the value of the traded goods or by imposing minimum value-added requirements for production. This usually requires using more expensive local components, which results in higher costs for a foreign operation. Corporate policymakers must be aware that the benefits of transfer pricing, while satisfying the multinational company and reflecting its strategic planning strategy, must also suit its subsidiaries and the foreign government guidelines.

A multinational company’s transfer pricing policy impacts the sales budget, cost-of-goods-sold budgets, and the capital budgeting process. As part of their strategic planning, policymakers must consider the effects that different policies would have on investment performance when establishing a stance toward transfer pricing.

Inventory Policy Decisions
To meet the sales plan, a manufacturing operation will manage and monitor its manufacturing process through the production budget. A variety of decisions enter into the production plan, including the level of inventory required to minimize costs and stockouts.

Example 18
A multinational corporation involved in inventory-planning decisions must consider and examine the following factors:

· Transportation,
· Customs procedures,
· Import restrictions,
· Supply problems (e.g., dock strikes, embargoes),
· Duties, and
· Foreign exchange rate changes.

Because of external factors, such as those listed in the above example and in the wake of extraordinary events (such as 9/11 and the 2011 Japanese earthquake), the inventory policy of a multinational may have to be changed to permit advance inventory purchases or higher-than-usual levels of inventory. There will be a trade-off between the benefits of these policies and the additional inventory holding costs. Using multiple domestic and foreign input sources may be an attractive alternative to counteract the negative consequences of the external factors. For example, consider a U.S. computer manufacturer who purchases memory chips from a Japanese firm and its U.S. competitor who purchases similar chips from a U.S. supplier. The computer producer who uses the Japanese vendor may maintain a higher level of inventory based on events 

Example 18
A multinational corporation involved in inventory planning decisions must consider and examine the following factors:

· Transportation,
· Customs procedures,
· Import restrictions,
· Supply problems (e.g., dock strikes, embargoes),
· Duties, and
· Foreign exchange rate changes.

Because of external factors, such as those listed in the above example and in the wake of extraordinary events (such as 9/11 and the 2011 Japanese earthquake), the inventory policy of a multinational may have to be changed to permit advance inventory purchases or higher-than-usual levels of inventory. There will be a trade-off between the benefits of these policies and the additional inventory holding costs. Using multiple domestic and foreign input sources may be an attractive alternative to counteract the negative consequences of the external factors. For example, consider a U.S. computer manufacturer who purchases memory chips from a Japanese firm and its U.S. competitor who purchases similar chips from a U.S. supplier. The computer producer who uses the Japanese vendor may maintain a higher level of inventory based on events that have occurred in the past (e.g., import restrictions, dumping penalties imposed on Japanese suppliers, and devaluation of the U.S. dollar with respect to the Japanese yen) while maintaining an ongoing relationship with other memory chip providers.

Timing Issues
Although current communication techniques have reduced the time-lag factor, barriers such as language, different accounting practices, and time zone changes still exist; they lengthen the time required to develop the budget effectively in a multinational entity. The planning process will be more difficult to coordinate because there are multiple operations in different countries with different cultures, priorities, and objectives instead of a more homogeneous group of people from a single country that can be managed more easily. Coordinating an international planning process will require a great degree of vertical and horizontal communication and coordination. When implementing the budget, the time required to distribute its components and conduct the corresponding budget conferences with the appropriate parties will be greater than that required for a domestic company because of the additional distance and barriers. All of these complications underline the importance of complete support for a multinational’s strategic plan and involvement at all levels of a multinational organization engaged in budgeting. This further necessitates the use of some technique to simplify and coordinate the budgeting process.
Budget Control
We already have discussed many budget control issues. This section focuses on a general overview of budget control instead of specific control issues. 

In a global enterprise, steps must be taken to ensure that the control system implemented does not become more complicated than the operation. An overly complex system may result in suspicion of the multinational’s executives, frustration among middle management, and wasted management time. In conjunction with this, a U.S. parent company must not request information simply because it is provided at the foreign subsidiary’s expense. The amount of positive and negative feedback to the subsidiary must be commensurate with the level of information requested to maintain a successful long-term relationship. One possible approach involves a simple, decentralized control system while centrally monitoring other important information that is readily available.

Flexible budgeting is useful for budget control in a foreign environment where a large degree of uncertainty exists. Many of the uncontrollable influences of the international environment can be isolated to provide a better picture of management’s actual performance.
Flexible budgeting allows management to forecast the effects of a variety of scenarios so alternative strategies can be considered and implemented if necessary.

Example 19
A multinational entity that operates a seafood export operation in Norway (one of the world’s largest exporters of seafood) will prepare flexible budgets for the upcoming fiscal year (July 1, 2012, to June 30, 2013) based on the following assumptions:

1. Trade barriers (e.g., punitive duties and import regulations) will not become more restrictive.
2. More restrictive trade barriers will be put into place prior to the start of the fiscal year.
3. Implementation of restrictive trade barriers will occur on or after January 1, 2013.

When evaluating a foreign operation, performance measurement must be based only on areas that a manager controls. If a foreign segment’s management does not control long-term profitability because of organizational or government policies, an alternative evaluation criterion that is consistent with the multinational’s overall objectives must be selected. Other potential performance measures include market share, sales growth, contribution margins, production costs, inventory turnover, accounts receivable turnover, quality control, or labor turnover.

This balanced scorecard approach must be consistent with the policies that have been established as a result of discussions with management. When evaluating the performance of a foreign segment, a manager should recognize that the foreign operation can incur higher than expected costs, such as those from above-normal inventory requirements, the effect of different inflation rates on accounts receivable turnover, and local value-added requirements. Therefore, performance standards should be tailored to the foreign segment’s operating environment.

AN ESSENTIAL MANAGEMENT TOOL
In current times, any business—large or small—whether acting as a buyer, supplier, distributor, producer, or provider of services—is prone to be impacted by the effects of international factors. These variables, such as foreign currency, interest rates, and inflation, can singly or jointly affect the level of profits and cash flows sought by companies engaged in global operations.

The recent indicators that presage periods of decreased global economic growth make it more imperative for business entities to rely on cost containment and to closely monitor their strategic plans and operational budgets. A well-designed, functional, and comprehensive budgeting system is an essential management tool for a multinational corporation. Companies must forecast the impact of global external variables as well as internal variables. All in all, the budgeting system should be effective not only in monitoring progress compared to plan, but also in adapting and adjusting to unpredictable events and circumstances that occur as the operations of the business unfold.
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11 Shapiro, 1999.
12 In this case of hyperinflation conditions for the local currency, budgets should be translated at the expected “historical temporal” exchange rates. This makes it more imperative to rapidly adjust the local revenue and expense components in order to preserve an acceptable profit differential in U.S. dollars and precludes an erosion of the value of incoming cash flows.
13 Tom Herman, “Business Leaders Applaud a New Income-Tax Pact with the U.K.,” The Wall Street Journal, August 1, 2001, p. A1.
14 Shapiro, 1999.
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Exmerr 1 The Value Measurement Chart Assesses Value Creation at a Glance*

5th Prior 10-Year
Year Current Year 5th Year 5-Year Increment Increment
Actual Forecast Historical Forecast 5th Yr
FY 19689 FY 1984 FY 1999 CY vs 5th PY 5th Yrvs. CY vs. 5th PY
% % % % % %o
Amt.  Sales Amt  Sales Amt.  Sales  Amt Sales Amt.  Sales Amt.  Sales
Growth Rate and Capital Line
Requirements No. A B c D E F G H I J K L
Working capital operating-Y/E 1127 1171 29.8% 120.2 21.8% 153.3 18.5% 3.1 1.9% 33.1 12.0% 362 8.3%
Net noncurrent assets-Y/E 1128 929 23.6% 150.0 272% 2216 26.8% 57.1 359% 716 260% 128.7 29.6%
Total operating capital-Y/E 1129 2100 53.4% 2702 489% 3749 453% 602 37.9% 104.7 38.0% 1649 37.9%
Average operating capital 1130 2011 51.1% 267.1 484% 3704 44.7%
Incremental investment 1584 66.0 103.3 169.3
Net oper. prof. aft. tax (NOPAT) 1119 334 49.5 79.0 16.1 295 45.6
Return on incremental investment 24.4% 28.6% 26.9%
NOPAT growth rate 8.2% 9.8% 9.0%
Capital growth rate 5.8% 6.8% 6.3%
Rate of Return
Returnon _  NOPAT
Total capital - Avg. oper. cap. 16.6% 18.56% 21.3%
Net sales 0001 393.2 562.2 8279 159.0 275.7 434.7
Sales growth rate 7.0% 8.4% 7.7%
NOPAT margin 8.5% 9.0% 9.5% 10.1% 10.7% 10.5%
Operating capital turnover (T/0) 196 2.07 2.24 241 2.67 2.57
Cost of capital 3000 12.0% 12.0% 12.0%
Capital charge (1.1130 X L3000) 3001 241 32.1 444 80 123 203
Economic profit (L1119-L3001) 93 174 346 8.1 17.2 253

*In millions of dollars (all numbers in the exhibit are disguised).
Source: Charles F. Knight, “Emerson Electric: Consistent Profite, Consistently,” Harvard Business Review,
Emerson Electric Company. All numbers are disguised.

January-February 1992, p. 63, Used with permission of the
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Exmerr 2 The Sales Gap Chart Forecasts Five-Year Plans*

Forecast
5-Year
Prior Current 5-Year Company
Year Year Source of Annual
Actual  Expected Growth Growth
FY 93 FY 94 FY 95 FY 96 Fy 97 FY 98 FY 99 (%) (%)
LineNo. A B c D E F G H 1
Domestic Excluding Exports
Current year domestic sales
base @ 10/1 prices 1 305.7 305.7 305.7 305.7 305.7 305.7
Served industry-growth/(decline) 2 3.0 24.6 39.0 49.6 58.3 21.1% 3.6%
Penetration-increase/(decrease)
(Including-new line extension/
buyouts) 3 6.3 14.1 21.0 29.8 37.6 13.6 2.0
Price increases-current year
through 5th year 4 3.3 7.6 14.7 21.6 29.5 38.0 126 1.7
Incremental new products:
Prior 5 year introduction 5 16.1 164 17.7 174 17.5 19.0 1.1
Current year through 5th year 6 14 5.6 11.6 18.5 259 34.2 11.9
Other 7 3.1 1.4 1.6 2.3 2.5 2.8 -0.1
Total Domestic 8 363.7 329.6 346.0 390.0 425.5 460.5 495.6 8.5
International Excluding Sales to U.S.
Current year international sales
base @ 10/1 prices 9 202.9 202.9 202.9 202.9 2029 202.9
Served industry-growth/(decline) 10 (0.1) 8.8 17.0 24.8 35.4 12.9 3.3
Penetration-increase/(decrease)
(Including-new line
extensions/buyouts) 11 (0.5) 18.8 27.2 36.2 45.1 16.4 3.6
Price increases-current year
through 5th year 12 2.0 4.9 8.5 12.5 16.9 21.7 71 1.4
Incremental new products:
Prior 5 year introduction 13 6.9 7.1 6.7 71 8.0 9.2 0.8
Current year through 5th year 14 1.1 4.5 6.3 10.1 14.3 16.9 5.7
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Exnisrr 2 The Sales Gap Chart Forecasts Five-Year Plans* (continued)
Forecast
5-Year
Prior Current 5-Year Company
Year Year Source of Annual
Actual  Expected Growth Growth
FY 93 FY 94 FY 95 FY 96 FY 97 FY 98 FY 99 (%) (%)
T ~ LineNo. A B ¢ D E F G H 1
Currency 15 9.3 — - - - - -34
Other 16 0.4 0.8 0.7 0.9 1.0 11 0.3
Total international 17 204.3 222.6 219.6 252.7 277.7 304.1 332.3 83
Total consolidated 18 568.0 552.2 565.6 642.7 703.2 764.6 827.9 100.0 84
Annual growth %-—nominal ~2.8% 2.4% 13.6% 9.4% 8.7% 8.3%
Gap:
15% Target—nominal 19 635.0 730.2 839.8 965.7 1,110.6 15.0
Sales gap—over(under) 20 (69.4) (87.5) (136.6) (201.1) (282.7)
U.S. exports (excluding to
foreign subsidiaries) 21 35.3 313 33.7 35.9 39.9 43.9 47.6 8.7
Foreign subsidiaries (excluding
sales to U.S.) 22 169.1 1914 185.8 216.8 237.8 260.3 284.7 8.3

*In millions of dollars (all numbers in the exhibit are disguised),

Source: Charles F. Knight, “Emerson Electric: Consistent Profits, Consistently,” Harvard Business Review, January-February 1992, p. 64. Used with permission of the

Emerson Electric Company.




image4.png
ExmiprT 3
The sales gap line chart projects sales growth against other targets

15% sales growth objective /
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Note: All numbers in the exhibit are disguised.
Source: Charles F. Knight, “Emerson Electric: Consistent Profits, Consistently,” Harvard Business Review, January-February 185>, p.
65. Used with permission of the Emerson Electric Company.
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Exumir 4 The 5-Back-by-5-Forward Chart Provides 11 Years of P&L Measures*

Current
Actual/Restated Year Forecast
Prior
5th PY 4thPY 3rd PY 2nd PY Year Expected  Next Yr 2nd Yr 3rd Yr 4th Yr 5th Yr
) FY 89 FY 90 FY 91 FY 92 FY 93 FY 94 FY 95 FY 96 FY 97 FY 98 FY 99
I}«\z]z.e A B c D E F ¢ H I J K
Order entries 1143 71,363 77,057 92,716 100,164 126,591 128,247 142,612 157,972 173,743 189,856 207,133
Sales backlog
(year end) 1144 13,310 14,051 17,098 16,534 29,334 29,842 31,509 33,082 34,805 36,591 38,363
Net sales 0001 71,163 76,316 89,669 100,728 113,791 127,739 140,945 156,399 172,020 188,070 205,361
Annual growth
%e-nominal 7.2% 17.5% 12.3% 13.0% 12.3% 10.3% 11.0% 10.0% 9.3% 9.2%
-real 11.3% 7.8% 8.4% 6.7% 6.8% 6.1%
Cost of sales 0009 36,802 39,382 46,487 51,593 60,003 67,651 74,432 82,109 89,966 98,173 106,997
% to sales 51.7% 51.6% 51.8% 51.2% 52.7% 53.0% 52.8% 52.5% 52.3% 52.2% 52.1%
Gross profit 0010 34,361 36,934 43,182 49,135 53,788 60,088 66,513 74,290 82,054 89,897 98,364
% to sales 48.3% 48.4% 48.2% 48.8% 47.3% 47.0% 47.2% 47.5% 47.7% 47.8% 47.9%
SG&A expenses 0011 21,773 22,558 26,246 29,941 32,163 36,150 40,169 44,887 49,714 54,366 59,555
% to sales 30.6% 29.6% 29.3% 29.7% 28.3% 28.3% 28.5% 28.7% 28.9% 28.9% 29.0%
Operating profit 0012 12,588 14,376 16,936 19,194 21,625 23,938 26,344 29,403 32,340 35,531 38,809
% to sales 17.7% 18.8% 18.9% 19.1% 19.0% 18.7% 18.7% 18.8% 18.8% 18.9% 18.9%
Other (inc.)/ded.
(excl. int.) 0235 423 1,090 1,395 1,232 1,488 1,764 1,766 1,794 1,530 1,438 1,423
Earnings before
interest & taxes 0240 12,165 13,286 15,541 17,962 20,137 22,174 24,578 27,609 30,810 34,093 37,386
% to sales 17.1% 17.4% 17.3% 17.8% 17.7% 17.4% 17.4% 17.7% 17.9% 18.1% 18.2%
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ExuiBir 4 The 5-Back-by-5-Forward Chart Provides 11 Years of P&L Measures* (continued)
Current
Actual/Restated Year Forecast
Prior
5th PY 4thPY 3rdPY 2nd PY Year Expected  Next Yr 2nd Yr 3rd Yr 4th Yr 5th Yr
L FY 89 FY 90 FY 91 FY 92 FY 93 FY 94 FY 95 FY 96 FYy 97 FY 98 FY 99
237
No.e A B C D E F G H I J K
Interest (income)/
expense, net 0230 (771)  (1,041) (1,127) (1,326) (1,781) (2,224) (2,330) (2,576) 2,734) (2,903) (3,070)
Pretax earnings 0015 12,936 14,327 16,668 19,288 21,918 24,398 26,908 30,185 33,544 36,996 40,456
% to sales 18.2% 18.8% 18.6% 19.1% 19.3% 19.1% 19.1% 19.3% 19.5% 18.7% 19.7%
Income taxes 0016 5,445 6,785 7,788 8,447 9,668 10,551 11,753 13,101 14,497 15,948 17,387
Effective tax rate 42.1% 47.4% 46.7% 43.8% 44.1% 43.2% 43.7% 43.4% 43.2% 43.1% 43.0%
Net earnings 0017 7,491 7,542 8,880 10,841 12,250 13,847 15,155 17,084 19,047 21,048 23,069
% to sales 10.5% 9.9% 9.9% 10.8% 10.8% 10.8% 10.8% 10.9% 11.1% 11.2% 11.2%
Return on total
capital 1324 20.4% 19.7% 20.3% 23.6% 23.8% 25.1% 26.1% 28.0% 30.1% 32.0% 33.9%
ROTC excluding
goodwill 1323 27.3% 28.0% 27.2% 30.6% 31.5% 32.5% 32.9% 34.7% 36.6% 38.3% 40.2%

*In thousands of dollars (all numbers in the exhibit are disguised).

Source: Charles F. Knight, “Emerson Electric: Consistent Profits, Consistently,” Harvard Business Review, January-February 1992, p. 66. Used with permission of the

Emerson Electric Company.
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Exmsrr 5 President’s Operating Report Division—Fiscal Year by Quarters/Actual and Expected

(Thousands of Dollars)

Current Year Prior Year % Act/
- Exp
Line Actual / % Prior % % % 0/()
No. Expected Sales Expected Sales Forecast Sales Actual Sales PY
15t Quarter Ending December 31
1 Intercompany Sales 36 36 34 37 ~2.7%
2 Net Sales 29,613 29,613 29,463 25,932 14.2%
3 Gross Profit 14,065 47.5% 14,065 47.5% 13,790 46.8% 12,384 47.8% 13.6%
4 SG&A Expenses 8,312 28.1% 8,312 28.1% 8,281 28.1% 7,650 29.5% 8.7%
5 Operating Profit 5,753 19.4% 5,753 19.4% 5,509 18.7% 4,734 18.3% 21.5%
6 Earnings Before Interest & Tax 5,280 17.8% 5,280 17.8% 5,048 17.1% 4,343 16.7% 21.6%
2nd Quarter Ending March 31
7 Intercompany Sales 5 5 9 56 -91.1%
8 Net Sales 33,324 33,324 31,765 22,661 25.0%
9 Gross Profit 15,283 45.9% 15,283 45.9% 14,812 46.6% 12,518 47.0% 22.1%
10 SG&A Expenses 9,301 27.9% 9,301 27.9% 8,937 28.1% 7,395 27.8% 25.8%
11 Operating Profit 5,982 18.0% 5,982 18.0% 5,875 18.5% 5,123 19.2% 16.8%
12 Earnings Before Interest & Tax 5,785 17.4% 5,785 17.4% 5,612 17.7% 4,918 18.4% 17.6%
3rd Quarter Ending June 30
13 Intercompany Sales 25 25 39 146 -82.9%
14 Net Sales 32,845 32,845 33,424 30,678 71%
15 Gross Profit 15,353 46.7% 15,353 46.7% 15,664 46.9% 14,310 46.6% 7.3%
16 SG&A Expenses 8,916 27.1% 8,916 27.1% 9,399 28.2% 8,424 27.4% 5.8%
17 Operating Profit 6,437 19.6% 6,437 19.6% 6,265 18.7% 5,886 19.2% 9.4%
18 Earnings Before Interest & Tax 6,126 18.7% 6,126 18.7% 5,645 16.9% 5,378 17.6% 13.9%
4th Quarter Ending September 30
19 Intercompany Sales 94 94 94 25 276.0%
20 Net Sales 36,611 36,611 35,722 30,521 20.0%
21 Gross Profit 17,109 46.7% 17,109 46.7 16,832 47.1% 14,576 47.8% 17.4%
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Exmeir 5 President’s Operating Report Division—Fiscal Year by Quarters/Actual and

Expected (continued)

(Thousands of Dollars)

Current Year Prior Year % Act/
. - Exp
Line Actual / % Prior % % % oN
No. Expected Sales Expected Sales Forecast Sales Actual Sales PY
22 SG&A Expenses 10,537 28.7% 10,537 28.7% 10,029 28.1% 8,695 28.5% 21.2%
23 Operating Profit 6,572 18.0% 6,572 18.0% 6,803 19.0% 5,881 19.3% 11.7%
24 Earnings Before Interest & Tax 6,122 16.7% 6,122 16.7% 8,146 22.8% 5,498 18.0% 11.3%
Fiscal Year Ending September 30
25 Intercompany Sales 160 160 176 264 -39.4%
26 Net Sales 132,393 132,393 130,374 113,792 16.3%
27 Gross Profit 61,810 46.7% 61,810 46.7% 61,098 46.9% 53,788 47.3% 14.9%
28 SG&A Expenses 37,066 28.0% 37,066 28.0% 36,646 28.1% 32,164 28.3% 15.2%
29 Operating Profit 24,744 18.7% 24,744 18.7% 24,452 18.8% 21,624 19.0% 14.4%
30 Earnings Before Interest & Tax 23,313 17.6% 23,313 17.6% 24,451 18.8% 20,137 17.7% 15.8%
31 Pre-Tax Earnings 25,154 19.0% 25,154 19.0% 24,771 19.0% 21,918 19.3% 14.8%
32 Net Earnings 14,361 10.8% 14,361 10.8% 14,024 10.8% 12,250 10.8% 17.2%
Expected First Quarter Next Fiscal Year
33 Intercompany Sales 67 65 36 86.1%
34 Net Sales 32,830 32,311 29,613 10.9%
35 Gross Profit 15,142 46.1% 15,143 46.9% 14,065 47.5% 7.7%
36 SG&A Expenses 9,179 27.9% 9,217 28.6% 8,312 28.1% 10.4%
37 Operating Profit 5,963 18.2% 5,925 18.3% 5,753 19.4% 3.7%
38 Earnings Before Interest & Tax 5,628 17.1% 5,619 17.4% 5,280 17.8% 6.6%

Used with permission of the Emerson Electric Company. All numbers are disguised.
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‘Table 2: Community Health Initiatives
Budgeted Activities for the Year
Ending April 30, 2008

s 0 e sporc
P —— s a0
ety a0
ey a0
e oy s om0
[ —"— aom
oo ot
B — mam
vt g e

Coneunty oo o
s e e g 200
e s Hosng s g mam0
Mo o sy o e P 175000
1 et oty s om0
it bt ogam s TS
o 2,3

sos 1280
ot s s s
P opprg nam
o s m
e ot
ks s s20m
ooy am
e s
erpope v s
o syt am
s e 1020
e rp—— g0
ey s
g et a0
- P
e a0
v 2o
e wam
s ) s o s % men

(s g s e g 0,208
{214 apor e Bt et pgans s s ey
Spomeizne

e s g e g e
e ey

e S S A S




image10.png
Tabo 1: CHI Mission and Programs
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Table 4: Categories of Risk Factors
for Evaluation
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Tablo3: Information Requests by Board
of Directors and
Potential Metrics for Strategic Goals
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Table 1: State University System: 2007 Summary Statistics

FIF(3)  Semesters  Average % of Class
%HSS (1) Average Average  Retention Yearsto  to Graduate  Units at FlEper  Capacity
School Applying  GPA SAT  Rate(2) Graduation Tansfers Graduaton  FIEs(4)  Faculty Utilized (5)
Acorn State 57.9 24 1410 42% 43 5 128 12,500 514 67%
Bay State 50.8 22 1260 38% 6 7 147 28000 603 87%
Frankiin State 612 26 1530 52% 5.1 5 133 18500  57.9 66%
Madison County 589 24 1425 40% 45 5 132 30,100 586 79%
Welbum State 63.1 28 1650 62% 43 4 128 27,000 528 80%

1. Graduating high school seniors in the geographical area serviced by the university.

2. Tracks entering students who ultimately graduate, regardiess of how or when they graduate.

3. First-time freshmen (FTF) years to graduation.

4. Full-time equivalent students [(number of students * units taken)/15 units].

5. Measures the usage of class space during the hours of 8 a.m. through 10 p.m., Monday through Thursday, and 8 a.m. through 5 p.m., Friday.
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Table 2: Bay State Advising Statistics: 1998-2007

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007
% HSS Applying 59.9 59.4 60.3 58.7 59.6 60 60.3 50.6 60.1 59.8
Average GPA 2.4 24 2.4 2.3 23 227 225 225 21 22
Average SAT 890 900 880 890 890 870 860 870 1305 1260
Retention Rate n/a n/a n/a 49 44 38
FTF Yrs to Graduation 4.7 4.8 5.1 5.1 5.7 59 5.8 6 6 6.8
Semesters to Graduate n/a n/a n/a n/a 6 6 6.3 6.8 6.8 A

Transfers

Units at Graduation 126 128 128 130 147
FTEs. 24,000 24,000 24,700 26,000 26,200 26,800 26,800 217,100 27,500 28,000
FTE/Faculty 51.7 52 63,7 56 56.2 56.8 58.2 57.3 59.7 60.3
% Capacity Utilized 66 68 72 75 75 7 78 85 85 87
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Table 3: Bay State Advising Statistics by College

Units at FTF yrs to TS Sem Student FTE/Staff
College FIEs. FIEs%  Graduation  Graduate (1)  Graduate (2) Satisfaction (3)  $/FTE Headcount
Arts, Media, and Communication 3,400 12% 136 5 51 6 $80 850
Business 6,200 22% 147 6.8 7.7 24 $141 775
Computer Science and Engineering 1,750 6% 152 6.8 73 28 $120 583
Education 4,875 17% 132 5 5 5.1 $89 813
Health and Human Development 1,975 7% 130 53 55 43 $103 658
Humanities 3,975 14% 138 48 6 45 $67 1,325
Science and Mathematics. 1,025 4% 137 5.8 6.3 3.6 $125 513
Social and Behavioral Sciences 4,800 17% 126 5.8 7 4.1 $65 1,200
Bay State’s Weighted Average 28,000 100% 137 6 6 4 $96 912

1. First-time freshmen (FTF) years to graduation.
2. Transfer students (TS) semesters to graduation.

3. A survey of student satisfaction measured on a seven-point scale, where 7 = very satisfied and 1 = very dissatisfied.
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Table 4: Activities Performed by Academic Advising Offices

No.  Description Performance Measure Description
Al Disseminate Graduation Requirements  Units at graduation, satisfaction survey _ Group advisement on specific college and major
requirements
A2 Prepare Graduation Checks % needing intervention at university level Check students’ graduation paperwork;
identiy problem areas
A3 Monitor Academic Progress Average semesters on probation Probationary students monitored;
strategy developed to remove probationary status
A4 Issue Readmission Contracts None Issue contract for those students who are disqualified
for actions before readmission
A5 Enoll Freshmen Freshman satisfaction survey Assist irst-time freshmen with the computer
enrollment process
A6 Review Substitution and Waivers Chair satisfaction Review forms prior o approval by department chair;
deliver to chair and university
AT Develop Advising Materials % major/options with advising materials _ Develop student-friendly worksheets and handouts.
A8 Maintain Website None; new initative: Develop materials for website;
design and update website
A9 Advise Students ‘Student satisfaction survey’ Individual student meetings: courses, university rules,
‘how to increase GPA, etc.
A10  Check Prerequisites Time to gaduation Check prerequisites beyond two
(computer system handles only two);
give request for enroliment (not course)
A1l Recuit Students % minoriies Outreach activities to minorities and women;
visits to local feeder institutions
A12 Tutor Students Hours of tutoring offered Organize student volunteers;
provide workspace and 15 computer stations
A13 Amange Career Fairs ‘Number of fims participating Event organization and hospitality

Note: Not all advising departments perform all activities.
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Table 5: Performance Measures for Benchmark Advising Offices
at Other State Universities

Activity Performance Measures $/FTE %

Disseminate Graduation Units Taken = 130 Student Satisfaction = High Graduation Time = 4.4 years | $25.00 28%

Requirements

Monitor Academic Progress, | Semesters on Probation = 1.2  Satisfaction = High $10.50 12%

including contracts for

readmission

Develop Advising Materials | Majors covered = 100% Satisfaction Readability = High  Revision Time lag = none $1.25 1%

Website Maintenance Majors covered = 100% Satisfaction Navigation = High Revision Time lag = two weeks| $6.00 7%

Student Advisement Time per student = 20 minutes  Satisfaction = High Graduation Time = 4.4 years | $42.00 48%

(face to face)

Miscellaneous other $3.25 4%
$88.00 100%
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Table 6: 2007 Spending by Activity for Colleges of AMC and Education
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Table 7: COB Advising Department Budget for 2008

Item Amount % ‘Comment/Drivers

Salaries $500,000 57.2% Manager ($85,000), six full-time advisors ($57,000 average), one full-time office staff
($40,000), and part-time student assistants ($8 per hour). Headcount for the department
is 10 full-ime equivalent employees.

Equipment & Software $106,400 12.2% Refurbish rate, every third year. 25 computer stations available; each employee has a
computer station (10 headcount); 15 stations for tutoring.

Reproduction $135,000 15.4% Printing of advising materials and other miscellaneous handouts to students.

Office supplies & phone $63,700 7.3% To be allocated based on the equivalent number of employees (headcount) in advising.

Telephone $6,000 0.7% Each employee has a telephone.

Travel $40,000 4.6% Outreach expenditure to recruit minority students.

Hospitality $23,400 2.7% Hosting career fair.

Total $874,500 100.0%

Per FTE $141

Employee benefits and space are provided for by the university and not charged to department budgets.
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Table 8: Activity Analysis Supplied by COBAA’s Manager

No. Actity Comments

AL Disseminate Graduation Requirements  15% of advising time ~ 55% of reproduced mateials distibuted to studerts.

22 Perfom Graduation Checks Only performed for unversty-ejected graduation applications; adisors spend about 15% of their
time on this function, and offce staff spend about 10% oftheir time on it

3 Monitor Academic Progress Requires 10% of advisors time.

A4 lssue Readmission Contracts Requires 8% of advisors time.

5 EnvollFreshmen Requites 5% of advisors time and 10% of ofce stafftime. Scheduling diffculy since senvice is
performed in a two-week window each semester. Uses ~25% of reproduced materials.

A6 Review Substtution and Waivers This activiy utizes approximately 10% of both staff and advisors' time. Advisors present fecom-
mendations to department chairs, who then analyze and approve or deny.

AT Develop Advising Materials These materials exist; we only modify for changes to programs. No program changes for 2008.

A8 Update Website Manager spends around 1% of time; acvisors spend approximately 5% of their time.

29 Advie Students Uses 25% ofstaf time and 17% of advsor's time (many appointments are not kept by students).
Also uses 10% of reproduced materials.

L0 Check Prerequisites We analyze prerequisies when courses require more than two prerequisites; authorty to gant
envollment rests it Department Chair. This activy utiizes approxmately 15% of both staff and.
advisors' time, The manager also spends about 14% of her time. Seasonal; peak loads during the
0 wesks prio to start of semester; f the computerized system worked better,this work could be:
reduced.

A11 Reonit Students Department manager spends approximately 70% on this activty and uses about 10% of the
reproduced materals.

AL Tutor Students Office staff members coordinate this function. Requires approximately 30% of offce safftime.

Other staff time s used by the adisors to perform their work. Adising provides 3 room and 15
‘computer stations for students who need tutoring. Student volunteers from the various clubs tutor
students.

A13

Arrange Career Fairs

Department manager spends approximately 15% of time on this activity.
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Table 9: Bay State Advising Performance Evaluation for 2007

University

No.  Ackivity Performance Measure Gosl AMC BUS CSE EDU HHD HWUM /M SBS

Al Disseminate Graduation Units at graduation 124 136 147 152 132 130 138 137 126

Requirements

Student Satisfaction Suvey 55 61 26 31 52 48 4 35 44

A2 Correct Graduation Checks % needing intervention at n/a 21% 16% 5%
university level

A3 Monitor Academic Progress  Average semesters on 15 14 15 23 15 18 15 22 15
probation

A4 Issue Readmission Contracts No measure n/a

A5 Enroll Freshmen Freshman satisfactonsuvey 6 7 6 48 61 42 48 43 5

A6 Review Substitution and  Chair Satisfaction Score n/a 23 2 21 32

Waiver Requests

AT Develop Advising Materials % major/options with 100% 100% 100% 100% 80% 70% B85% O0% 85%
advising materials
Student Satisfaction Survey 5 6 31 41 48 42 45 4 4

A8 Maintain Website No measure; new initative /3

A9 Advise Students Student Satisfaction Survey 5 59 21 36 54 46 51 35 38
Time to graduation-FIF 5 5 68 68 5 53 48 58 58

10 Check Prerequisites Student Satisfaction Survey  n/a 21 31 35

A1l Recuit Students %women & otherminoty  n/a  72% 67% 7% 62% 66% 58% 71% 57%
students

A12 Titor Students Hours provided n/a 300

A3 Arange Career Fairs % Students with jobs in n/a 48% 2% 61% 82% 84% 20% 37% 28%

field at gaduation
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Figure 1: Developing Time Estimates
for Project Completion
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Figure 2: Step 1 (Identify),
Step 2 (Halve Time), and
Step 3 (Create the Project Buffer)
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Figure 3: Priorities Guideline: Project and Activities
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Figure 4:
Original Group Budget — Year 1
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Figure 1: The Interrelationship of
Budgeting Obstacles
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STTIMM Scenario Planning Work Approach

Define Objective
and Scope

Define Key
Drivers

Collect and
Analyze Data

Dovelop
Scenarios

Maintain and
Update

= Define the issues, decisions or key variables to be
evaluated.

= Set the scope of study including the time horizon to
be considered.

= Agree on approach, select team members, and se-
cure senior management commitment.

= Identify key extemal drivers that are ikly to infiu-
ence soenarios.

= Define the major internal variables that need to be ad-
dressed.

‘= Establsh critca rlationships between drivers.

‘® Collect quantitative, qualitative and expert opinion
data.

1 Assess the predictabilty and impact of the key driv-
ers

‘= Define appropriate measures for the key drivers.

= Construct scenarios and develop a narrative descrip-
tion for each.

= Test the scenarios using the data collected.

= Update scenarios and set citeia or evaluating
straegies and plans.

= Test sen:
scenario.

‘= Formulate contingency plans and risk mitigation
strategies.

‘= Communicate to allconstituencies.

y ofstrategies and plans under each

= Inegrateleading indicators and key performance
metrics.

'® Refresh the data and update scenarios as
appropriate over time.

= Repeat as needed.

‘Soutce: Management Accounting Guideine, Sceraro Plnring:Pltinga Course Thoughan Uncertan
Wortd, AICPA, CWIA Canada and CIMA, 2010.
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Example 17

Dabears Corporation, a U.S. company in the 35% tax bracket, produces a product in a foreign operation, Payton Production, at a
cost of 820 each. The tax rate in the country is 25%. The product is transferred to a U.S. division, Zorich Organization, which sells
1the product for $50. Dabears Corporation management is exploring transfer pricing strategies based on a transfer price of $20,

$35, 0r §50 as analyzed below:

Profit reported by:
Transfer Payton Zorich
Price Production Organization
520 50 $5,000,000
$35 $2,500,000 $2,500,000
$50 $5,000,000 -0-

The $50 transfer price would generate the lowest tax liability for Dabears Corporation, but it also might draw added scrutiny from

Payton
Production
(25% tax rate)
S0
$625,000
$1,250,000

Income tax paid by:

Zorich
Organization
(35% tax rate)
$1,750,000
$875,000
0-

the Internal Revenue Service. A transfer price of $35 would be prudent in this instance.

Datears
Corporation
(Total)
$1,750,000
$1,500,000
$1,250,000




