Case 10-1: Emerson Electric Company

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 hillion 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 Vaves, Sil,
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-nationa sales have grown
to 40 percent of total saes and present a growth
areafor the company.

Emerson is a maor domestic electrical
manufacturer. Its U.S. based competitors include
companies such as  Genera 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 financia  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

Blocher, Stout, Juras, Cokins: Tost Manogement. 7ie 10-5

anadysis, 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
divisons into eight business segments:
fractional horsepower electric motors; industrial
motors; tools, industriadl 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.
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Each divison adso 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 al of its mgor 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
invol vement.

5.Formalized cost-reduction programs, in
good times and bad.

6.Commitment to support the strategy
through capita expenditures.

Since the 1950s, the low cost producer strategy
required the divisions to set cost-reduction goals
at every level and required plant personne 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,
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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 anayses. 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 hillion 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 eectric 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 goa's, 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 criteriafor
growth and returns and create value for
our stockholders. In other words, we
"identify business investment
opportunities."*

! Knight, C. F., "Emerson Electric: Consistent Profits,
Consigtently," Harvard Business Review, January-
February 1992, p. 59.
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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 fisca year, from
November to July, the CEO and severa
corporate officers meet with the management of
each division a a one or two day division
planning conference. Knight spends 60 percent
of his time a these division-planning
conferences. The meetings are designed to be
confrontational in order to chalenge
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
divison'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 al exhibits are disguised). The Vaue
Measurement Chart contains the type, amount,
and growth rates of capita 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 goa
is to determine the extent to which a divison'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
inal 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 natura
growth rate, market penetration, price changes,
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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 areillustrated 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 historica
data and five years of forecast data (1995-99).
This comprises 11 years of profit statements
including sales; cost of sales;, selling, genera
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 divison planning
conference belongs to the division president.
Top management listens to  division
management's view of customers, markets, plans
for new products, anayses 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 chalenged 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 artificia
distinction between drategic and
operating decisons. Managers on the
line do not-and must never-del egate the
understanding of the business. To
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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.?

Latein 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 awhole.

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 annua
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.

2 Knight, p. 63.
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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
divison president and top corporate
management at the beginning of the fiscal year.
The forecast data is not changed during the
fiscal year and the divison president's
performance is measured using the fiscal year's
forecast. The first column reports the actua
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 aso
compared with the forecast data.

Second, in addition to current year data, the
POR lists the prior year's actua 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 divison president and his or her chief
financial officer to review the most recent POR
and monitor overall division performance. The
meetings are taken very seriousdy 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 alocate
corporate overhead to the divisions but does
alocate interest and taxes to divisions at the end
of the fiscal year.
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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 i mplementation.
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 sadary," 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 divison 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 al 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 hisor 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?
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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 tota
U.S. sdles 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 ayear.

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 rela-
tionship between them.

QUESTIONS

1. Evaluate Chief Executive Officer Knight's
strategy for the Emerson Electric Company.
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In view of the drategy, 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?

ExmEemr 1 The Value Measurement Chart Assesses Valu

5th Priox
Year Current Yea
Actual Expected
FY 1989 FY 1384
% %
Ami.  Noles Amb  Sak
Growith Rate and Capital Lins
R:;ulremnu Na A B [ D
Warking capita) operating-Y/E 1127 1873 298% 1202 218
Het nonswrrent assets Y/E 1124 9295 238% 1500 272
Total operating cepital-Y/E 1129 2100 534% 2702 483
Average operating capital 1130 2011 511% 2671 484
Incremental investment 1584
Net oper. prof. aft. tax {NOPAT) 1119 334 4195
Return on incremental invastment,
NOPAT growth rata
Capital growth rute
Rate of Beturn
Retmrnan _ NOPAT
total capital ~ Avg. oper. cap. 16.6% 18,5%
Nel sales 0ol 382 562.2
Salea growth rate
NOPAT margin 8.5% 9.0%
COperating capital turnover (TXD 1.96 2.07
Coat of capital 3000 120% 12.0%
Capital eharge (11130 X L300 il 241 521
Ecnnomic profit (L1118-L3001) 9.3 17.4

*1n millicas of dollers (all numbers in the exhibit ane disguised).

Souroe: Cherlias F. Knight, “Emereon Elactric: Consi Profits, C 1y," Haroow
b= Hleetoic € AT cxmlvers 0w disguived
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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
activitiesin 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 alot 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.* 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 (actua 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 globa 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 bonusin 1997. Sales were up, but Mark refused to

!Note that this case was published in 1997.
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give Jim the bonus, athough 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 dramaticaly 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
Trailerswill 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--L etsgo
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
aternative 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 equa 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
Blocher, Stout, Juras, Cokins: Cost Manogoment, 7/o 10159
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Equipment purchases 300,000 300,000 300,000

Depreciation 250,000 250,000 250,000
Selling & adminigtrative 400,000 400,000 400,000
April May June
M erchandise 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 & adminigtrative 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 recreationa 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 alows them to concentrate on more pressing matters.”
In keeping with the recently announced bonus plan for the vice-president of purchasing and materias
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 itsloans
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).

Blocher, Stout, Juras, Cokins: Cost Manogoment, 7/o 10-20
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Human Resour ces

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 ateam approach. Newman, as Letsgo’s president,
encourages managers to think in terms of the marketplace and to ook 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, potentialy, 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
origina data set. As before, assume that wages are paid in the month incurred.

(2) In terms of materias, note that the totad amount purchased each month = purchases of auminum
(sheet metal) + purchases of other materias. 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 origina data, any of the
months March through June: Total Purchases/Aluminum Purchases.;. (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.
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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, potentialy, 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
ateam?

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 salesin dollarsfor 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 sade.
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Reading 10-3: How Challenging Should Profit Budget Tar gets 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 goa, 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 ADVANTAGESOF USING HIGHLY
ACHIEVABLE BUDGET TARGETS

Choosing budget targets with such a high probability of
achievement provides many advantages to corporation,
including the following:

Blocher, Stout, Juras, Cokins: Cost Management: 6e 10-55

Managers’ commitment to achieve the budget targetsis
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 alow 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
pendties 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
excusesto 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 dapped 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
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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 ill in bonus
territory, so they didn't have to worry about meeting the
budget. It was like awish, 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 virtuadly all their

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 targets every quarter.

FIGURE 1
The danger of lack of
commitment to achieve targets is
particularly acute if something

PROBABILITY DISTRIBUTIONS OF
FORTHCOMING PROFIT FOR EFFECTIVE
AND INEFFECTIVE MANA—™™<

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
severd years, "After the first few
months of the year, we began to
look at our goas as 'pie in the
sky.' [The goals] didn't inspire us
to do different things. They were
just demoraizing. Managers
confidence remains high.
Regardless of the level of budget
achievability, in the minds of

Probability

Ineffective or lazy manager -1

v

Effective, hardworking manager

/) e

e

most managers budget
achievement defines the line

0 A High

between success and failure.

Budget targets are the most specific and tangible goals
managers are given, and most people define persona
success in terms of their high degree of achievement of
predetermined targets. As one manager put it, "If | were
to miss my budget, | would fedl like a failure. When |
exceed my budget, | feel proud.”

It is to the corporation's advantage to have its managers
feel like winners. Managers who fed 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
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Forthcoming Profit

Budget misses also provide objective rationaes 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
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example, they may defer sales and

incur as many discretionary
expenses as possible in the current

period. PROFIT

FIGURE 2: EFFECT OF PLANNING UNCERTAINTY
ON PROBABILITY DISTRIBUTION OF FORTHCOMING

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 dack in
productive, creative ways to fund

Probability

—

Relatively
Certain

Relatively
Uncertain

"skunkworks' that may have high
payoffs.

The corporation is somewhat
protected against the costs of

B 0 B P High

Forthcoming Profit

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 eiminate when reality setsin.
As one corporate president expressed it: “l 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 dough 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 INUSING HIGHLY ACHIEVABLE
BUDGET TARGETS

The primary risk in using highly achievable budget
targets is that managers may not be chalenged to
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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
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“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 origina 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 afew organizational situationsisit 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.
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In virtudly al 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 manageria 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 al 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 I,
"Conflicting Roles in Budgeting for Operations,”
Harvard Business Review, July-August 1977, pp. 137-
146.

’For example, see R. L. M. Dunbar, "Budgeting for
Control,” Administrative Science Quarterly, March
1971, pp. 88-96.

*This 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 till 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.)

*For example, Merchant (1989) found that profit center
managersin 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.
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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 tech-
nology (e.g., bolt-on software packages) is not the solu-
tion. It is atool by which and an environment in which
management can have the opportunity to develop
solution sets.

Published surveys of financia officers of the largest
industrial companies in the United States, Australia,
Holland, Japan, and the United Kingdom show a num-
ber of interesting similarities as well as differences in
budgeting practices across countries.” Fi r<t, the use of
master budgets is very widespread in all of these coun-
tries. Another significant finding is that financia man-
agers 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 dstrategic 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 asimilar 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
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(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 ling). 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 bud-
gets.2 A closer look, however, reveals that these prob-
lems were redly 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 devel op 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 gamesin the
planning process, shareholders likely would not value
the financial expenditure for software that merely accel-
erates the game. Maybe heads should roll before the
budget ralls.
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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 coursg, it no longer does the job just once a year.”3
But maybe one should take a closer ook 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 al of the key
guestions 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
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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 informa-
tion systems will not coincide with data in the spread-
sheet 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 mgjor challenge, but such problems are
usually solvable. What is not always solvable easily is
reflecting things done outside the main corporate data-
base 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 sys-
tem’s database or processing environment.

Even if afirm 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 i ssues 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 madifications may have on other system functions,
such as user screens, reports, caculations, 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 maodification, 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
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more familiar. Furthermore, users are not constrained by
having to use rea data from the actua 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 thisis all about?

MANAGEMENT, NOT SOFTWARE, IS
KEY TO SUCCESS

As previously noted, training is a mgjor issue that must
be addressed when contemplating any new software, but
in this case the firm is not merely dealing with the
software but aso with new business processes and deci-
sion points. Training is costly, requires substantial plan-
ning, and can only be considered once the business
process issues have been addressed. Breaking through
the constraints of static budgets may provide great ben-
efits, 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 isa 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 eventualy
you will crash. And don’t blame the Learjet or the Cub.
The pilot did it al 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. Tran-
sitioning 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
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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. Transition-
ing 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 investi-
gate some software approaches that could be helpful, a
good place to start might be CFO.com’s Budgeting and
Planning Software Providers list, avalable 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. m
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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.” |
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. | 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 arolling 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 arolling budget may be used to accomplish thisgoal, it is
not necessary: A simple modification in the incentive plan may help reach the sales objective.
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Reading 10-5: Budgeting—Per spectives 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 aban-

doned.lAIternativer, 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:

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

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

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

OWhat ae the primary behaviora

consequences, both positive and negative,
of using budgets?
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OWhat 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
gquestions 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
ling).

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 a 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
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survey was controllers (25.5%). On average, our
respondents had 13 vyears 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.
Specificaly, 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 viaa
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/facquisition  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 managerid
compensation  plans, including incentive
compensation formulas, incorporate
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achievement of specified budget objectives for
financial performance measures, while 62.7%
reported the same for nonfinancial measures.

All of these results are generaly 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,  operationa
control, communication, coordination/
teamwork across subunits,
coordination/teamwork across functional aress,
motivation, and incentive rewards
determination. This list of objectives parallels
what we traditionally teach in manageria 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 traditiona
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 dl 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
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rescarch 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 relaion to
coordination/ teamwork across business units.
Operational control was cited as the one
objective (or benefit) of budgeting where indi-
viduals 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, Pandl 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 organizationa context
suggests that some of the respondents fedl 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,
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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 use-
fulness 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
rased 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 con-
cerns were identified. They are summarized in
Table 3. In particular, chalenges and
impediments focus on unredistic goals,
management  accountability, lack of or
constrained resources, and the political climate
surrounding the firm.
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Behavioral Consequences of Budgeting

We aso 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:

3 Block employeeinitiatives,

O Unduly pressure managers to make
decisions with a short-term focus,

3 Inhibit management responses to change,

O Unnecessarily pressure employees to
achieve targets, or

3 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:

O Blocksemployeeinitiatives,

O Pressures managers to make
decisions with a short-term focus,

3 Inhibits management response to
change,

O Pressures employeesto achieve targets,

3 Inappropriately rewards those skilled
in the negotiating process, and

O Encourages a myopic planning horizon.

In fact, amost twice as many segment-level
employees than corporate-level employees felt
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that budgets had negative behaviord
consequences in terms of employee initiatives,
motivating short-term decision-making, and
pressure to achieve targets.

Figure 2 presents perceived positive behaviora
effects of budgeting. There was generd
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 metivate 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 individua 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
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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-a-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 financia
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
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such a move is tenable would contribute greatly
to our knowledge of the budgeting process.
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ENDNOTES

! Jeremy Hope and Robin Fraser, Beyond Budgeting:
How Managers Can Break Free from the Annual
Performance Trap, HBS Press. Boston, MA (2003).

% 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.
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Table 1. Perceived Usefulness of the Budget

Panel A: Aggregate Results

Very Not Very Don’t
Useful/ Somewhat | Useful/Not | Know/No
Business Obj ectives Useful Useful Useful Opinion N
Strategic Planning® 60.0% 24.4% 10.5% 5.1% 488
Resource/Operationa Planning” 73.5% 18.7% 3.9% 3.9% 487
Operational Control® 84.3% 10.1% 4.1% 1.4% 485
Communication” 69.9% 19.0% 8.7% 2.5% 485
Coordination/Teamwork:
across Subunits® 51.4% 21.6% 21.4% 5.6% 486
across Functional Areas® 53.3% 23.5% 19.1% 4.1% 486
Motivation’ 58.8% 24.0% 14.1% 3.1% 483
Incentive Rewards
Determination® 68.1% 14.9% 11.8% 5.2% 483
Panel B: Corporate and Segment Subgroups
Very Useful/Useful
Corporate Segment

Business Obj ectives Responses Responses

Strategic Planning 50.7% 54.5%

Resource/Operationa 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.
“To estimate resources required for forecasted operations or to anticipate financing needs.

*To ensure that actual results are consistent with planned results; to provide feedback/assessment regarding

operating activities.

*To provide aroad map for employees to deliver output/services as expected by management; to

communicate how individual units of the organization contribute to the overall strategy.
®>To encourage teamwork across business segments (divisions, product lines, etc.).
®To encourage teamwork across business functions (finance, marketing, systems, etc.).
"To encourage employees to put forth effort in terms of stated goal's and objectives of the organi zation.
®T o determine bonuses or other benefits based on comparison of actual vs. budget.
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Table 2: Respondent Satisfaction with the Budgeting Process

Panel A: Aggregate Results

Satisfied/ Dissatisfied/

. o Very Very Not
EElnEss Ol EEtEs Satisfied | Neutral | Dissatisfied | 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
M otivation 43.0% 32.1% 24.0% 0.9% 458
Determination of Incentive
Rewards 45.7% 26.3% 22.8% 5.3% 457

Pand B: Corporate and Segment Responses

Satisfied/Very Satisfied
Corporate Segment

Business Objectives Responses 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 Functiona Areas 37.8% 40.2%
Motivation 33.8% 38.0%
Determination of Incentive Rewards 41.1% 44.0%
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Table 3: Impediments/Challenges Associated with the Budgeting Process

Unrealistic goals set for the budget

o Problemslinking the budget with the strategic plan

Lack of accountability by some managers:

o Lack of buy-in by non-accounting managers

o Amount of “fluff” built into the budgets ostensibly because of the reward system

o Tendency of some managers to shirk their responsibilitiesin terms of budget
preparation

Changes in product mix during the budget period

Changing costs during the budget period

Accuracy of budget estimates

o Revenue planning isinadequate

Lack of resourcesin terms of time, staff, and a system to create the budget

o Initial budget timeis too time consuming

o Rework cycletimeistoo time consuming

Inability to correctly prioritize for planning

The politics and culture of the firm

o Silo attitude adopted throughout the firm

o Lack of communication and information-sharing across firm

o Diverse management and geography

o Reorganizationsthat create budgeting conflicts

Constraints due economic changes, market conditions, or the regul atory environment
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Figure 1
Negative Behavioral Consequences of Budgeting

m Strongly Disagree/Disagree
B Neutral

m Agree/Strongly Agree

Block Pressure Inhibit Pressure  Reward Encourage
employee managers managers employees those myopic
initiatives  to take torespond to achieve skilledin planning

short-term to changing targets negotiating horizon
actions events the budget

Figure 2
Positive Behavioral Consequences of Budgeting

W Strongly Disagree/Disagree

H Neutral

m Agree/Strongly Agree

Support Provide managers Lead to Encourage
continuous with information to informationand  appropriate risk-
improvement  respond to change knowledge sharing taking

across subunits
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