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MANAGEMENT ADVISORY SERVICES FORUM

Gentlemen:
In quantitative terms how accu

rate should management expect a 
budget to be? How does it go about 
setting parameters of accuracy 
which it can then use to evaluate 
the effectiveness of a budgeting 
group?

Do you know of any literature 
which addresses itself to this prob
lem? Frankly, we have had little 
success in routine requests to li
braries of associations and univer
sities.

Your help would be very much 
appreciated. If there really is the 
dearth of material that there ap
pears to be, your comments on why 
this is so would be valued.

Two members of the MAS Forum 
panel replied to this question. Here 
is the first reply, received from a 
large Eastern firm:

The question appears to be a 
loaded one, betraying feelings of 
having been treated unfairly. There 
may also be overtones of defensive
ness. In such a case, no answer is 
likely to improve matters, or even 
to afford satisfaction.

First, let it be said that there is 
no single standard of accuracy, be
cause varying potentials for accu
racy inhere in specific items within 
a budget. Certainly the techniques 
for arriving at forecasts of sales 
are less precise than the methods 

for calculating estimates of cost. 
Furthermore, the input data are 
likely to be less reliable for sales 
forecasts than for cost estimates.

A budget group’s responsibility 
for sales forecasts lies in using the 
most appropriate techniques avail
able and the most reliable informa
tion. They can match their total 
sales forecast with macroeconomic 
projections of gross national prod
uct and their product line forecasts 
with industry estimates from In
put/Output charts. For individual 
products, they can extrapolate 
trends and generate internal data 
on product life cycles. They can 
also take into their calculations cus
tomer inventory levels, advertising
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and promotion plans, and segmented 
market data.

Having done all these things, a 
budget group must face the occu
pational hazards of prognosticators 
with heads held high and fingers 
crossed. Courage is a requisite of 
the job, even though others are con
sulted and agreement is sought, 
whether the Delphi technique is 
employed for this purpose or some 
less formal method.

Even with the best of techniques, 
some items defy prediction. A new 
product that is radically different 
from anything on the market pre
sents special problems. And if com
petitors are in a race to bring sim
ilar products to market, the prob
lems are accentuated. Besides, mar
ket studies, on which new product 
plans are based, are probably not 
conducted by the budget group. 
Hence, the budget group’s respon
sibility for new product forecasts is 
ordinarily limited.

Degrees of precision

Whereas sales forecasting is sub
ject to large errors of prediction, ex
pense estimating can be made much 
more precise. Flexible budgeting, 
based on analysis of expenses into 
fixed and variable components, 
takes the sting out of departmental 
volume variances.

Still, rising prices and fluctuating 
prices can cause difficulties. Where 
price fluctuations can be severe, as 
for products made out of commodi
ties, it may be better to budget 
gross margins instead of sales and 
cost of sales. Even less erratic price 
movements are not necessarily pre
dictable by the budget group; ac
cordingly, they are likely to get 
their estimates from the purchas
ing agent. In that case, the respon
sibility for price variances lies with 
him.

To discuss fully the subject of 
budget accuracy, we need to con
cern ourselves with the purposes of 
the budget. For some objectives re
quire greater accuracy than others. 
We may take the purposes of a 
budget to be financial planning, co
ordination of operations, and con

trol; and we may consider the re
quirements of each with respect to 
accuracy.

In financial planning, prediction 
is important, but tolerable levels of 
input error vary over a wide range, 
as sensitivity analysis studies have 
shown. It is a good idea to deter
mine where the sensitive areas lie, 
so that concentrated efforts can be 
made to tighten up there.

In coordinating operations, vol
ume ranges rather than specific 
figures are generally used for deci
sions concerning preparatory mea
sures. Consequently, estimating pre
cision is seldom critical in this as
pect of budgeting.

When budgeting is used for con
trol, variances caused by ineffi
ciency among operating people are 
their responsibility, and the effort 
is directed toward improving their 
performance. If a budget is too 
tight, however, resentment may de
velop toward the budget group for 
treatment that is considered unduly 
harsh. It is the business of budget 
people to set reasonable standards 
of performance, standards that are 
neither too stringent nor too lax.

But variances are not always the 
fault of the operating groups. If 
the standards themselves are faulty 
(not merely tight or loose), then it 
is up to the budget group—with the 
assistance of the operating people, 
if that is possible—to work out bet
ter methods. They may find more 
reliable relationships on which to 
base their estimates, or better de
finitions of recognized relationships 
from which to calculate their para
meters.

The use of information fed back 
from one budget cycle to improve 
the estimating methods of the next 
cycle is essential to sound budget
ing. A budget group that neglected 
to gather feedback and make use 
of it would be derelict in the per
formance of its duties.

To summarize, there can be no 
single standard of accuracy that 
would apply to all parts of a bud
get; nor do the separate purposes 
of budgeting require a uniform 
standard of accuracy. The ingred
ients of good budgeting are: the 

best available information, the most 
appropriate techniques, sound judg
ment, and a little luck. For per
sistent problems, the remedy may 
be flexible budgeting and break
even analysis.

. . . and here is the second, which 
comes from a major firm with head
quarters in New York:

Given an accurate sales forecast, 
an annual budget of costs can be 
quite accurate, say plus or minus 2 
to 3 per cent. Individual accounts 
may be expected to show larger 
variances, but pluses tend to offset 
minuses, bringing the total within 
this range. This degree of accuracy 
is only possible if there are no ma
jor unanswered questions when the 
budget is prepared and no major 
changes in operation occur within 
the year. Larger variances are ac
ceptable if budgets cover periods 
beyond one year.

The types of unanswered ques
tions which tend to plague budget
ers are:

Union contracts,
Raw material price trends,
New products,
New manufacturing or sales facil

ities, and
Pollution control.
Operation changes which may 

occur unexpectedly include strikes, 
fires, major machinery breakdowns, 
unsatisfactory product quality, and 
any changes in basic company poli
cies.

In some instances, operating 
management will attempt to satisfy 
top management that it is adhering 
to its budget by cutting back on 
so-called “programed costs.” These 
are costs such as advertising, re
search, and training which are dis
cretionary in the short term and 
can be cut back almost immedi
ately.

Needless to say, budgeted costs 
in manufacturing tend to be more 
accurate under a standard cost sys
tem which is itself closely controlled 
and in which the standards have 
been properly determined.

Many companies feel that the 
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forecast of sales is sufficiently sub
ject to error that they produce a 
variable budget, i.e., a budget in 
which certain costs are budgeted 
as a percentage of sales. Although 
the annual budget will show a spe
cific sales figure, comparisons with 
actual show variable costs as the 
budgeted percentage of actual sales. 
This method is perhaps the fairest 
way of judging operating manage
ment’s ability to control costs.

All of this leaves unanswered the 
question of how accurate a sales 
forecast or budget is expected to 
be. Methods of preparing such fore
casts, including analysis of eco
nomic trends, the company’s growth 
pattern, expectations with regard to 
specific industries to which the 
company sells or even in relation to 
specific customers, have been the 
subject of many books and many 
articles. Grass roots projections and 
top-down projections are usually 
covered. However, the accuracy 
which may be expected is still de
pendent on the company’s industry 
and its percentage share of the in
dustry.

For example, a company selling 
bread to a chain of supermarkets 
can forecast more accurately than 
can a manufacturer of hula hoops. 
A company building naval vessels 
with long lead times can forecast 
more accurately than a company 
operating a jobbing machine shop 
in which each month’s business is 
related to its success in bidding in 
the prior month. An Eastman Ko
dak can forecast quite accurately 
because its share of the market is 
so large that its sales will depend 
on economic conditions and its own 
sales trends whereas a company 
selling one-tenth of one percent of 
all monkey wrenches manufactured 
could easily triple its sales by ac
quiring one large new customer.

Possibly the foregoing is more 
nearly an answer to the last para
graph of your inquiry, wherein you 
ask why there is so little material 
indicating what range of accuracy 
is acceptable in budgeting. It also 
attempts to indicate the areas with
in a budget in which accuracy may 
be expected.

New and Recent Titles 
from Wiley-Interscience

EDP FOR AUDITORS 
By HARRY L. BROWN, CPA; CDP, 
Ernst and Ernst

“In its ten concise chapters and 
two appendices, Mr. Brown takes 
the auditor from the basic con
cepts of unit record and computer 
processing, through a discussion 
of internal controls and their eval
uation, to a discussion of com
puter techniques for the auditor 
and, lastly, a glimpse into the fu
ture. It is a ‘cradle-to-grave’ ap
proach which fortunately by
passes much irrelevant detail.”

— Cost and Management 
1968 195 pages $8.50

TECHNIQUES OF 
PROFITABILITY 
ANALYSIS
By SAM R. GOODMAN, The Nestle 
Company, Inc.

“. . . this remarkable little vol
ume by the controller of Nestle, 
Inc., would be invaluable to the 
financial executive who would like 
to be really useful to the market
ing function—or to the marketing 
man who would like to make his 
decisions more scientific.”

—Management Services
A businessman’s approach to 

understanding the nature of profit
ability decisions, this volume, 
written in non-technical language, 
unites marketing and financial 
planning by using product life 
cycles.
1970 219 pages $11.95

MANAGEMENT GUIDES 
TO MERGERS AND 
ACQUISITIONS
Edited by JOHN L. HARVEY and 
ALBERT NEWGARDEN, both of 
Arthur Young & Company

“There is considerable evidence 
that 50% or more of all corporate 
acquisitions are so poor that in 
due course the managements of 
the acquiring companies regret 
they were ever made . . . This ex
cellent book tells you what infor
mation to get before you can an
swer the question, ‘to merge or 
not to merge’. In addition it de

scribes the techniques for devel
oping this kind of data.”

—The Practical Accountant 
1969 319 pages $14.95

CASE EXERCISES IN 
OPERATIONS RESEARCH 
Edited by MICHAEL J. C. MARTIN, 
Bradford University, and RAY
MOND A. DENISON, Iowa State 
University

The present collection of case 
exercises is a source of material 
designed to be used in O.R. 
courses for both trainee special
ists and managers. The volume 
covers a wide range of O.R. ex
perience and strikes a balance 
between that which is soluble and 
trivial and that which is insoluble 
and important.
1971 228 pages (approx.) $8.95

(tent.)

PLANNING
Aspects and Applications
By MELVILLE C. BRANCH, Uni
versity of California, Los Angeles

“The author shows how plan
ning is a discrete and crucial ac
tivity in the conduct of human 
affairs at large. He offers a very 
good overview of planning—and 
includes concrete examples of 
urban, military and business plan
ning, as well as a description of 
simulation and model building.”

—Business Management 
. . the chapters in the section 

on city planning, particularly that 
on the utilization of mathematical 
models, are especially well-written. 
The synthesis of the approaches 
to planning used by the various 
fields makes this book a valuable 
contribution to the literature.”

—ASPO Newsletter
1966 333 pages $12.95

WILEY-INTERSCIENCE
a division of
JOHN WILEY & SONS, Inc.
605 Third Avenue, 
New York, N. Y. 10016 
In Canada:
22 Worcester Road, 
Rexdale, Ontario
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