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We are pleased to present David Axson’s article,

“Useful Budgets” is not an Oxymoron. Co-founder of
The Hackett Group and having years of experience
with financial and executive management of sophisti-
cated organizations around the world, David is an
unflinching advocate for innovation in business man-
agement practice. He is uniquely suited to call into
question the effectiveness of the status quo, and to urge

our companies toward better ways of doing business.

We are proud of David’s association with the Cognos
Innovation Center for Performance Management”. We
are confident you will find this article both intriguing
and useful, as you seek measurable and sustainable
improvement in the planning, forecasting, and per-
formance management practices of your company in

the coming year.

We look forward to being of service.

Rich Lanahan

Vice President

Cognos Innovation Center
for Performance Management




PLACE THE BUDGET IN THE RIGHT CONTEXT

The sole purpose of a financial plan or budget is to
translate an organization’s operating plan into a set
of financial statements that define the allocation of
resources against specific tasks and projects, and to
estimate the results that are expected to accrue from
implementing the operating plan. The operational
and financial plans should clearly state where the
organization expects to be relative to its overall strat-
egy at the end of the plan period. Collectively, the
strategic plan, the operating plan, and the financial
plan define key management reporting requirements.
They also define the set of measures that should be

built into the forecast process.

TACTICS DRIVE BUDGETS

One of the most common flaws in business planning
is a failure to define tactics adequately. All too often,
the communication of a plan target triggers an imme-
diate leap to develop a financial plan or budget. By
allowing the operational planning process to default

to a primarily financial exercise, a key step is missed.

The importance of devoting adequate time to devel-
oping an operating plan was described by Larry
Bossidy: “An operating plan is not about green eye-
shades putting numbers together.... It ties a thread
through people, strategy, and operations, and it
translates into assigning goals and objectives for the

next year.” *

Defaulting to a budget at the expense of developing
a sound operational plan can be even more damag-
ing when the process is seen as being controlled or
owned by the finance organization. In this case, the
plan that emerges is finance’s plan rather than the
business’s plan. This is very dangerous, since the level
of ownership—hence accountability—by operating

management will be limited at best.

* Larry Bossidy and Ram Charan, Execution: The Discipline
of Getting Things Done (New York: Crown Business,
2002), p. 228

... THE PLAN THAT EMERGES IS FINANCE’S PLAN RATHER THAN THE BUSINESS’S PLAN. THIS
IS VERY DANGEROUS, SINCE THE LEVEL OF OWNERSHIP—HENCE ACCOUNTABILITY —
BY OPERATING MANAGEMENT WILL BE LIMITED AT BEST.



Best practice organizations start by identifying the
alternative actions available to them for meeting a
particular target. For example, if the target calls for
a 20 percent increase in sales, the discussion will
start by evaluating the pros and cons of the sundry
options for increasing sales, such as entering new
markets, launching new products, or selling more to
existing customers. The process becomes an iterative
one with each possible tactic being evaluated for its
ability to deliver the required level of operational and
financial performance. The result is a series of tactics
that can collectively deliver the targeted level of per-

formance.

A well-developed operating plan makes the financial
planning process relatively easy to complete. Best-
practice companies devote two to three times more
effort to developing the operating plan than they

devote to the financial plan.

The fundamental purpose of a budget is to describe
in financial terms the planned future performance of
the organization. Unfortunately, many organizations
have budgets that bear little or no resemblance to the
tactics that will be employed in meeting the agreed-
upon objectives. The budget may state exactly how

much the organization will spend on office space, but

provide little to no insight into how much will be
spent on the acquisition of new customers. If one
cannot discern the major tactics or initiatives an
organization is going to pursue by reviewing the
financial plan, monitoring future progress will be

very difficult.

DECIMATE DETAIL

Many organizations have an insatiable desire for
detail. No matter what the situation, the immediate
response of many managers is to ask for more detail
prior to making a decision. In many situations unfor-
tunately, having more detailed information simply
makes decisions harder. Managers have to digest
much more data, which takes more time and does

not necessarily increase their confidence.

Developing very detailed budgets is time-consuming,
expensive, and rarely results in a more accurate plan.
Quite the contrary, the more line items that are bud-
geted, the less time there will be to develop a good
estimate for each. It also stands to reason that the
more items in the budget, the more variances will be
created as actual results are tracked against each line
item. Each variance will require analysis and expla-

nation.

REDUCING THE LEVEL OF DETAIL ALLOWS MANAGERS MUCH GREATER FLEXIBILITY TO
ADAPT TO CHANGING CIRCUMSTANCES WITHIN THE BROAD PARAMETERS OF THE AGREED-

UPON PLAN.




THE DANGERS OF DETAIL

At a large brewing company, the budgeting process started in June or July
for the following calendar year. The process was so detailed that managers
were asked not only to estimate sales by beer type, but also to estimate
sales by packaging configurations. Managers had to estimate, for each beer
type, the mix between cans and bottles, the sizes of each—12-ounce or 16-
ounce—and the package size—6-pack, 12-pack, or case. They had to

create 144 separate volume estimates to develop the budget.

Needless to say, most of the estimates were worthless, since managers had
no rational basis on which to develop them. The inefficiencies were not
restricted to wasted time. One purchasing manager thought he saw an
opportunity to save the company money. He noticed that the consolidated
budgets projected the exact volumes of each packaging type that would be
needed for the following year. Using these estimates, he was able to nego-
tiate purchase contracts with the company’s packaging suppliers. By
placing a bulk order in advance, he realized a significant reduction in the
total cost. The discount added fractions of a penny to the margin on all

products, producing a reasonable improvement in overall profits.
On the surface, this looked like a substantial benefit for the company.

Unfortunately, as the year unfolded, it became clear that while the esti-
mates of overall volumes by beer type were reasonably accurate, the more
detailed packaging estimates were way off the mark. The company faced
significant shortages of some package types while possessing excess inven-
tory of others. Management was forced to stockpile unwanted cans and

rush-order much-needed bottles at significant cost.

The root cause of the problem was not an error by the purchasing
manager. The issue was the requirement that detailed budgets be devel-
oped for all plan periods regardless of whether the organization had the
capability to estimate the numbers effectively. The fix was simple. The
packaging detail was taken out of the budget and integrated into the six-
week rolling production planning process. Doing this allowed for much
more accurate estimates that were based on current information. Not only
was packaging inventory more effectively managed, freeing up cash, but
two weeks were taken out of the budget cycle by eliminating the need to

develop the package-level detail for a full 12-month period.




People mistakenly believe that more detail translates
into more accuracy. The comment, “That’s a very
detailed plan,” is almost always seen as a compli-
ment. In reality, the more detailed the plan, the more

wrong it is likely to be.

On the other hand, best-practice organizations
match desire for detail with predictive capability.
Trying to develop a budget number with no reason-
able basis for estimation can do far more damage

than simply wasting time and effort.

An unintended side effect of driving plans and
budgets to a very detailed level is limiting the speed
of decision-making. Rather than making immediate
resource reallocation decisions in light of actual
events, managers tend to be constrained by the
budget. Reducing the level of detail allows managers
much greater flexibility to adapt to changing circum-
stances within the broad parameters of the agreed-

upon plan.

FOCUS ON MATERIALITY AND VOLATILITY

Besides matching the level of detail to an organiza-
tion’s predictive capability, best-practice companies
also balance detail based on relative materiality and
volatility of the planning variable. Traditional plan-

ning processes have always recognized that big

numbers are more important—more material—than
smaller numbers. The impact of increased speed and
complexity introduces another variable into the

mix—volatility.

Volatility focuses on the speed with which a particu-
lar variable can change. The combination of materi-
ality and volatility can be very useful for selecting
those items that are most relevant for planning, fore-
casting, and management reporting. Items that are
neither material nor volatile probably merit little or
no attention in the planning process. They can be
managed through direct monitoring of actual spend-
ing levels. If the profile of an item in this category
changes and it begins to increase in materiality and
volatility, then it will move into one of the other
quadrants and be subject to an increased level of

scrutiny.

Tracking the importance of variables based on their
relative materiality and volatility allows an organiza-
tion to direct its planning efforts toward those items
that will have the biggest impact on meeting its per-
formance objectives. Spending more time on a few
important items is a much more efficient use of
scarce planning resources than spending a little time

on many relatively unimportant variables.

Il TRACKING THE IMPORTANCE OF VARIABLES BASED ON THEIR RELATIVE
MATERIALITY AND VOLATILITY ALLOWS AN ORGANIZATION TO DIRECT ITS
PLANNING EFFORTS TOWARD THOSE ITEMS THAT WILL HAVE THE BIGGEST
IMPACT ON MEETING ITS PERFORMANCE OBJECTIVES.




EXPLICITLY ADDRESS ALTERNATIVE SCENARIOS
Many executives have said that the process of plan-
ning is often more valuable than the end result. The
planning process is the only time they have the luxury
to ask ‘what-if” questions without directly impacting
day-to-day operations. Planning focuses on asking
three questions. The first two are straightforward:
Where are we going? How are we going to get there?
The third asks: What if things do not turn out as
planned? The answers to this question provide the
most value during implementation, since things never
turn out exactly as planned, and success is a function
of the speed with which variances are identified and

the organization can react.

Best-practice organizations understand that it is
highly unlikely that all their assumptions about the
future will prove correct; in fact, they know that
most of them will be wrong. Recognizing this allows
them to make sure that the planning process allows

adequate time to ask ‘what-if> questions.

PRIZE FLEXIBILITY

Most budgets or forecasts present a relatively static
view of the world that is updated at discrete points in
time. Best-practice organizations recognize that this
significantly handicaps their ability to make and
implement crucial resource allocation decisions in a
timely manner. A dynamic process integrates the flow
of actual results into the budget and forecast process,
providing a continuous view of progress and alerting
managers to potential problems and opportunities.
For example, during the planning process, manage-
ment may define a series of contingencies in the event
that sales do not meet a certain level by a certain date.
Such contingencies could include increases in promo-
tional spending and advertising combined with a
freeze on hiring and reductions in materials purchas-
ing. The dynamic forecast process will identify when
the threshold for triggering these actions has been
reached, and automatically alert managers that they

need to trigger the contingency plan.

The power of such tools is compelling: On
September 12, 2001, Wal-Mart’s systems alerted the
business to the increased demand for U.S. flags and
automatically triggered increased orders from the
company’s suppliers, ensuring that Wal-Mart was
able to meet demand while many of its competitors
found the supply of flags exhausted because of Wal-

Mart’s superior execution.

Bl THE DEEPER THE UNDERSTANDING OF THE RELATIVE IMPACT OF EACH
DRIVER AND OF THE INTERACTION BETWEEN DRIVERS, THE MORE ACCU-
RATE THE FORECAST.




THE POWER OF DRIVER-BASED FORECASTING

One distinguishing feature of a best-practice fore-
casting process is that the forecast is not solely based
on the analysis of financial measures. The forecast is
constructed by estimating changes in the key drivers
of the business. The quality of a financial forecast
improves dramatically if the projected change in
financial results is based on a rigorous understanding
of the likely changes in the key drivers of each finan-

cial measure.

For example, developing a meaningful sales forecast
requires the consideration of a broad range of drivers,
including the number of salespeople, the productivity
of each one, the schedule of planned new product
introductions, product pricing relative to competi-
tors, and future advertising and promotion. All these
factors can influence the number of new customers
the company expects to acquire, the level of sales to
existing customers, and any change in the customer
attrition rate. The deeper the understanding of the
relative impact of each driver and of the interaction

between drivers, the more accurate the forecast.

FORECAST FEWER THINGS MORE OFTEN

In the last few years, best-practice organizations have
moved in the direction of forecasting more frequently
and reducing the amount of detail in each forecast.
These organizations understand that not only does
more detail not equate to more accuracy, but also that
excessive detail limits the rigor that they can put into
each element. By forecasting fewer items more often,
these organizations are able to develop more experi-
ence and knowledge that can only enhance the quality
of the forecast. Organizations that rely on real-time
information as a source of their competitive advan-
tage have made forecasting of the most volatile or
fast-moving elements of their business a near-contin-
uous activity. The emergence of tools and technolo-
gies to support rapid forecasting offers organizations
much more choice in the frequency, level of detail,

and scope of their forecasting activities.

THE EMERGENCE OF TOOLS AND TECHNOLOGIES TO SUPPORT RAPID FORE-
CASTING OFFERS ORGANIZATIONS MUCH MORE CHOICE IN THE FREQUENCY,
LEVEL OF DETAIL, AND SCOPE OF THEIR FORECASTING ACTIVITIES.




LESS DETAIL THE FARTHER OUT YOU LOOK

The basic rule governing the level of detail in a plan
or forecast is that near-term periods can be planned in
more detail than longer-term periods. This idea is
predicated on the simple fact that an organization’s
predictive capability declines the farther into the
future you look. Many organizations demand the
same level of detail for all time periods for which the
forecast is being created. A common mistake is to
take the line items from the chart of accounts or the
financial plan and require that the forecast be com-
pleted at the same level of detail. This has two major
flaws. It limits the organization to a financial
accounting view of the world, and not all line items
are created equal. A forecast that limits itself to a
financial view of the business will demand that addi-
tional work and investigation must be done to deter-
mine the real driver of a variance. It is important to
strike the right balance between materiality and

volatility in defining the items that should be forecast.

By simply stepping back from the myriad columns
and rows of the traditional budget spreadsheet and
asking what are we trying to accomplish and what
can we realistically accomplish, organizations can

develop budgets that are both useful and relevant.

Now there’s an interesting thought.

| A FORECAST THAT LIMITS ITSELF TO A FINANCIAL VIEW OF THE BUSINESS
WILL DEMAND THAT ADDITIONAL WORK AND INVESTIGATION MUST BE DONE
TO DETERMINE THE REAL DRIVER OF A VARIANCE.
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forming routine performance management practices
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