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            PREFACE
      

         

         Although much has been written of budgetary control as applied to particular phases of a business, this is the first attempt, so far as the author is aware, to present the subject as a whole, and cover the entire budgetary program. It is to be regarded as an effort to state clearly the problems involved, rather than to offer full solutions. It is hoped that the discussion will stimulate thought, and constructive criticism will be gladly received.

         One obvious difficulty has been the problem of what to include and what to omit. The budgetary procedure involves administrative policies on the one hand, and administrative routine on the other. The discussion might easily cover the whole field of business administration, ranging over a wide variety of topics about which no one individual can be expected to have expert knowledge. In the present work, however, the reader is addressed throughout, not as a technical expert, but rather as a student of the broad problem of administration. The advertising man, for example, may be aided in handling his own problems through understanding the method of applying budgetary control to the operations of all other departments of the business, as explained in the other chapters of the book. So with the other departmental executives; it is hoped that each of them will be helped by a comprehensive picture of the problem as a whole. The discussion has been kept sufficiently elementary, it is believed, to be easily understandable by those who are not experts on the technical subjects discussed.

         With this thought in mind, there has been no effort to prescribe an arbitrary procedure. In some cases, assumptions have been made and definite procedures discussed, but only for the purpose of making the treatment concrete; the definite procedures given are intended to be suggestive only. Similarly, the various forms given are merely indicative. All of them have been used by the author at some time in his professional practice, but he by no means regards them as standard forms. He has found it necessary to design forms to meet each particular case.

         Finally, no attempt has been made to discuss in detail the many problems which may arise in the installation and operation of budgetary control. To do so would be to make the volume less useful to those for whom it is primarily intended. It is thought that the reader who has a comprehensive picture of the entire problem will be able to make his own applications and to work out the special adjustments required for his own situation.

         The text is based primarily on the rather wide experience of the author in professional work, but material assistance has been received from various business men, accountants, and instructors. Particular acknowledgment is due to the following: Mr. W. V. Lindblom, executive in charge of the budgetary procedure of the Walworth Manufacturing Company, and Mr. Albert S. Keister, Lecturer on Business Finance, University of Chicago, who have read all the manuscript and given many useful suggestions; Mr. N. L. McCully, executive in charge of the budgetary procedure of the Lewis Manufacturing Company, who prepared the chart on budgetary procedure given in Chapter XXIII; and Mr. George E. Frazer, C.P.A., the author’s partner, to whose counsel and assistance the author is especially indebted.

         James
         O.
         McKinsey
         

         Chicago, Illinois,

June 20, 1922

      
   


   
      
         
            BUDGETARY CONTROL
      

         

      
   


   
      
         
            CHAPTER
          I
      

            THE MEANING OF BUDGETARY CONTROL
      

         

         Planning of Business Operations
      

         That comprehensive planning is necessary for efficient administration may be regarded as an axiom of the present-day philosophy of business administration. Business executives have come to realize that they can perform properly the tasks of today only if they have already planned those tasks yesterday, and planned also the tasks of tomorrow. There are many who do not yet plan scientifically, but there are few who will deny the merits of the system.

         The planning which may be done in connection with any particular business may be classified into three broad overlapping groups:

         
            	
                  That which deals with the operations of the separate departments, such as production, sales, and finance. Such planning has been described loosely in the past, as “industrial engineering.”
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

               	
                  That which deals with the coordination of the operations of the several departments to the end that a well-formulated program may be made, for the business as a whole. Such planning may well be termed “budgetary control.”
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

               	
                  That which deals with the determination of future conditions as reflected in the business cycle and the shaping of the plans of the business to meet these conditions. Such planning is known as “forecasting” or “business predicting.”
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

            


         While the discussion in the following pages is restricted primarily to a consideration of planning of the second kind, it must be realized of course that these various kinds of plans are all very closely related and must be coordinated if proper results are to be obtained. The budgetary plans are vitally affected by the business cycle, and the departmental plans are equally affected by the budgetary plan. The reader will notice that in the following pages it will be necessary to discuss to some extent all three kinds of planning.

         Popular Conception of Budgetary Control
      

         In the past, budgetary control has been considered primarily in connection with governmental units. There has been much discussion of the “budgets” of cities and states, and during recent years much interest has been manifested in the budget of the national government. This interest has been greatly increased by the passage of the National Budget Act and the submission to Congress of the first budget prepared under this act. The budgets of governmental units are discussed frequently in the daily press and by aspirants for political office, and are thus called constantly to the attention of the public. As a consequence many people have come to think of budgetary control as an instrument for governmental administration. Not only is this the popular view but practically all the literature on budgetary control is confined to a discussion of governmental budgets.

         Although practically all people who have given thought to the subject will admit that there should be budgetary control of public finances, very few have thought of budgetary control with reference to the individual business unit. It is the purpose of these chapters to show that the principles of budgetary control are as applicable to the individual business unit as to the governmental unit, and to explain the method by which these principles may be applied. As a first step it is necessary to see (1) what budgetary control is, and (2) why it is needed in business administration. The present chapter and the chapter immediately following will be devoted to a consideration of these topics.

         Procedure for Budgetary Control
      

         Probably the best way to show “what budgetary control is” is to outline how it operates. The procedure to be followed by a business firm in the installation and operation of budgetary control will of necessity vary, depending primarily on the organization of the business and the nature of its operations. A possible procedure, stated briefly and in outline form, is as follows:

         1. Each department prepares an estimate of its activities for the budget period. The method of stating these activities depends on the nature of the operations of the department, the sales department stating the sales it expects to make and the estimated expenses it will incur in making these sales; the production department stating the estimated production for the period and the estimated requirements in materials, labor, and manufacturing expenses to meet this estimate; the service departments, such as the personnel department, the traffic department, the accounting department, and the office manager’s department, stating the estimated expenditures of their departments. Because of the interdependence of these departments, some will need to use the estimates of other departments in making their own estimates. For instance, the production department must know the estimated sales before it can estimate the production necessary to meet the sales demands; the treasurer must know the plans of all the departments before he can estimate his cash receipts and cash disbursements. Consequently a procedure must be set up which provides for a proper scheduling of the estimates with reference to preparation and distribution.

         2. The departmental heads will transmit the departmental estimates to an executive who has supervision of the budgetary procedure. Sometimes the controller acts in this capacity, while in many cases the duty is delegated to a member of the staff of the general manager or president. Since many business do not have a controller, it will be assumed during the present discussion that an assistant to the president acts in this capacity. This official combines the estimates of all the departments into a proposed financial budget for the business. In preparing this estimate he will be assisted by the treasurer, though in some cases this budget is prepared by the treasurer alone. The proposed financial budget should show the estimated receipts from all sources and the estimated expenditures by all departments of the business.

         3. The executive in charge of the budget procedure makes a comparison between the estimated receipts and the estimated expenditures as shown by the proposed budget. If the estimated expenditures exceed the estimated receipts, one of the following courses of action must be taken:

         (a) The departmental expenditures may be reduced. In making such reductions a problem arises due to the fact that the reduction of expenditures may result in a reduction of receipts. For instance, if the expenditures of the advertising department are reduced, this may result in a reduction of sales, with a consequent reduction of receipts from collections. In the same manner, a reduction of the expenditures of the production department may result in a reduction of production, with a consequent lack of goods to meet sales demands which will result in a reduction of receipts from sales. Care must be taken, therefore, in the reduction of expenditures to see that receipts are not reduced more than proportionately.

         (b) Additional receipts may be secured. It may be possible by speeding up operations and securing more efficient administration to secure additional receipts without incurring a proportionate increase of expenditures.

         (c) Additional capital may be secured. If it is not deemed wise to reduce expenditures, plans must be made to secure additional capital with which to finance the excess of expenditures over receipts. It is understood, of course, that this condition cannot continue for long, otherwise the business will find it necessary to liquidate.

         The executive in charge of the budgetary procedure may make recommendations with reference to possible procedures, but he is usually not invested with authority to determine the plans to be followed.

         4. The executive in charge of the budgetary procedure prepares from the departmental estimates an estimated balance sheet and an estimated statement of profit and loss, showing respectively the anticipated financial condition at the end of the budget period and the anticipated result of the operations of the period.

         5. The departmental estimates, together with the proposed financial budget, and the estimated financial statements, are submitted by the executive in charge of the budgetary procedure to a budget committee, composed of the principal executives of the company and presided over by the president. This committee considers the proposed estimates and makes such revisions as it thinks necessary. In case the proposed budgets involve important changes in the company’s policy, or require the securing of additional capital for a material amount, it may be necessary to submit them to the board of directors for consideration. Indeed, in some businesses all budgetary plans are submitted to the board of directors for approval. After the proposed estimates have been approved, they constitute the working program for the budget period. The budgets as adopted set limits upon the expenditures of all the departments, and these limits cannot be exceeded without the permission of the budget committee. The budgets also set up standards of performance for certain departments. For instance, the sales budget states the sales that are to be made by the sales department, and the production budget states the estimated production of the production department.

         6. Each department makes plans which will enable it to carry out its program as outlined by its budget. For instance, the advertising department makes contracts for advertising space; the sales department sets quotas for its salesmen; the production department sets up schedules of production.

         7. Records are established so that the performance of each department may be properly recorded and comparisons made between the estimated and the actual performance. Periodic reports, showing a comparison between the estimated and the actual performance of each department for the budget period, are made to the executive in charge of the budgetary procedure and are by him transmitted to the budget committee and in some cases to the board of directors. On the basis of these reports the budget committee or board of directors may make such revisions of the budgetary program as it may deem desirable.

         Essential Features
      

         The foregoing procedure is intended to be suggestive only. Each organization must adopt a procedure which is fitted to its particular needs. The purpose of the foregoing outline is to indicate what budgetary control is by suggesting how it operates. From this outline it can be seen that budgetary control involves the following:

         
            	
                  The statement of the plans of all the departments of the business for a certain period of time in the form of estimates.
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

               	
                  The coordination of these estimates into a well-balanced program for the business as a whole.
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

               	
                  The preparation of reports showing a comparison between the actual and the estimated performance, and the revision of the original plans when these reports show that such a revision is necessary.
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

            


         Budgetary Control Not a New Idea
      

         All businesses practice budgetary control to a greater or lesser degree although many of them do not realize the fact. The newsboy estimates his probable sales before making his purchases, and every business man must do likewise if he is to continue to operate long. Even the farmer, who usually scorns the use of formal methods of control, estimates the probable returns from land used for various kinds of crops and the cost of producing each, and on this basis decides upon the crop which he will plant. During the war the Red Cross, the Y.M.C.A., and Liberty Loan committees used the budgetary idea in their “drives” by setting up quotas for each territory. These quotas were based on estimates of the sales possibilities in these territories. Budgets for governmental units have been in use for many years, and the “family budget” has long been a matter of discussion.

         Many business firms which deny that they operate a budgetary program will be found to make and use estimates. In this connection the author recalls a visit he made to the merchandise manager of a large wholesale store several years ago. This executive derided the idea of preparing a sales estimate and stated that he did not care to discuss such an academic question. A few minutes later the author inquired if the merchandise manager permitted his buyers to use their own judgment in deciding on the quantity of goods to purchase. He emphatically replied that to permit the buyers to purchase all they desired would bankrupt the firm in six months. In response to the request to explain how the buyers’ purchases were controlled, he stated that the executives of the firm first obtained the average sales for the past three years and added to this average the percentage of increase which they expected during the next year. After they determined in this manner their “expected” sales, they “calculated” the purchases necessary to meet these sales and instructed the buyers accordingly. It took the author some minutes to show the manager that his firm was preparing both a sales estimate and a purchases estimate. Further investigation showed that it was the practice of the treasurer of the company to obtain a copy of the sales estimate and purchase estimate and to use these as a means of making estimates of cash receipts and disbursements. In other words, the company had an informal and imperfect system of budgetary control.

         Similar investigations will show that all other profitable businesses make plans for future operations, and however informal these plans may be, they are in essence budgetary control.

         Modern Tendency Towards Budgetary Control
      

         Modern business administration tends more and more to become a standardized routine. In a large organization such standardization is essential to the maintenance of a unified business policy and to the coordination of the activities of the several departments; and coordination means subordination to a common head. Business men are gradually coming to realize that this can best be accomplished by the formulation of plans submitted for approval in black and white, if indeed coordination can ever be accomplished in any other way for a great length of time. Not that plans have not always been made, but they have commonly been carried around in someone’s head. Because of the increase, however, in the volume of business performed by the typical industrial unit, with the corresponding complexity in business organization, it is coming to be less and less possible to maintain a business organization that depends upon the intuitive faculties of a single individual developed by years of experience, faculties which perish with the individual. The organization must be independent of any single individual in it. All of which goes to show that there should be some systematic method of gathering information from the past and formulating on this basis plans for the future, and of subsequently reporting how these plans have been carried out. Such an accounting and statistical organization we may call a budget system.

      
   


   
      
         
            CHAPTER
          II
      

            THE NEED FOR BUDGETARY CONTROL
      

         

         Why Budgetary Control Is Needed
      

         In the preceding chapter it has been explained that budgetary control has long been practiced in an informal way but that only in recent years has it been introduced as a formal and comprehensive procedure. In fact the firms are largely in the minority which have formally adopted budgetary control at the present time. It is the belief of the author that the delay of business firms to adopt budgetary control as a definite part of their administrative methods is due to one of two causes: Either they do not fully realize its need, or they do not understand how to install and operate it.

         It is the purpose of the present chapter to explain its need as an instrument of administration, while the remaining chapters of this book are devoted to an explanation of its installation and operation.

         Budgetary control is urgently needed in administrative control for two purposes:

         
            	
                  As a means of coordinating the activities of the various functional departments.
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

               	
                  As a basis for centralized executive control.
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

            


         Perhaps its use for these purposes can best be shown by sketching the method by which administrative control is exercised in the modern type of business organization, the problems which arise therefrom, and the need for a comprehensive method of planning ahead as a basis for solving these problems. Much that is said in the remainder of this chapter, though perhaps more or less familiar to the reader, is stated here in order to present a comprehensive picture of the problems which give rise to a need of budgetary control.

         Interdependence of Business Activities
      

         It is the author’s experience that executives often become so engrossed with what they regard as the larger administrative policies of their business, that they fail to give sufficient attention to many of the administrative problems to realize their significance. They are easily impressed with the value of a sales campaign which will result in a large increase in the volume of sales, but they may fail to realize the importance of working out methods by which to coordinate the sales campaign with the production program so that the goods sold will be ready for delivery at the proper time. They are keenly interested in the enlargement of manufacturing facilities and the increase of production, but may fail to realize the significance of maintaining a careful check on inventory to avoid the accumulation of unsalable merchandise.

         It is worth while for the executive to make a comprehensive survey of the whole problem of administrative control from time to time to see that he is not overemphasizing some phases of the problem at the expense of others. If this chapter serves to impress upon the reader the interdependence of all the activities of a business, it will have served a useful purpose regardless of his reaction to the argument presented in behalf of the need for budgetary control as a means of coordinating these activities.

         Functional Activities—Their Coordination
      

         The operations of businesses vary widely and the variations in operations produce a divergence in organization, but in every business there are certain functional groups of activities which must be performed. These functions are:

         
            	
                  The sales function
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

               	
                  The production or purchasing function
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

               	
                  The personnel function
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

               	
                  The finance function
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

               	
                  The standard and record function
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

            


         Since these functions are found combined in a single business unit, it is fair to suppose that there must be a close relationship between them. A very brief study will show that there is such a close interrelation that it is impossible to perform one of them unless the others are also being properly performed. It is true that some businesses emphasize one of these functions and other businesses emphasize another, but in no business can any of these functions be safely neglected. A few illustrations of the interrelationship will make this clear.

         Balancing Production and Sales
      

         Goods are purchased or produced in order to be sold. It is unwise and unprofitable to purchase or produce more goods than can be sold within a reasonable time after their purchase or production. To do so results in tying up capital in a non-income producing investment, for excess inventories yield no profit. A second danger arising from this procedure is the deterioration which may take place in the surplus stock due to time or obsolescence. It is obvious, therefore, that wise administration will take into consideration sales expectancies in planning purchases or production. The failure to limit purchases and production to correspond with sales possibilities has caused many firms heavy losses during recent years.

         On the other hand, it is unwise to sell goods in excess of the possibilities of supply. To sell more than can be purchased or produced leads to an unnecessary expense both in securing the sale and in handling the inevitable complaints which arise from failure to fill orders. An additional loss may arise from the ill-will of the disappointed customer. It is better to refuse an order in the beginning than to accept the order and fail to satisfy it. Many firms lost prestige by such actions during the years 1918 and 1919. It is necessary, therefore, to consider production or purchasing possibilities in planning the sales campaign. In other words, the sales function and the production or purchasing function are so closely interrelated and interdependent that they must be considered jointly in planning executive policies.

         Planning for Equipment and Personnel
      

         Not only must sales and production be correlated, but this correlation must be planned sufficiently in advance of the time when it is to be effected to make possible the securing of the necessary equipment and personnel to produce the goods required. In a manufacturing business plant and equipment are essential to the production of goods, and in considering increased production the possible increase in plant and equipment requirements resulting therefrom must be taken into account. But the quantity of production is determined by the volume of sales; so in the end the sales campaign determines the plant and equipment program. The relation between these two functions can be easily seen. Loss will result from the sale of more goods than the present equipment can produce or than it is possible or profitable to purchase equipment to produce. In this connection three questions must be asked:

         
            	
                  Can the desired amount of goods be produced with the present plant and equipment?
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

               	
                  If not, can additional plant and equipment be secured in time to produce goods to supply the present demand?
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

               	
                  If so, can such plant and equipment be secured and operated profitably?
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

            


         It is equally unwise to secure plant and equipment beyond that needed to satisfy the present or the anticipated demands of customers. Consequently the plant and equipment program is closely related to both the sales and production programs.

         But equipment cannot be operated without workers and it is necessary to know the production requirements sufficiently in advance of the time of their fulfilment to make possible the securing of the necessary amount of personnel. Where skilled labor is employed the securing of the proper personnel is a problem of major importance.

         Planning of Finances
      

         The making of sales, the producing of goods, and the securing of equipment and personnel, all involve an expenditure of funds. All these operations must be financed and they can be carried on only to the extent to which the financial resources of the business will permit. It is unwise indeed for a business to plan a sales campaign with the consequent production requirements without considering the financial possibilities of the business. A lack of coordination of the sales and production programs may lead to loss, but a lack of coordination of the various departmental programs of the business with its financial program will lead to bankruptcy.

         Coordination—Special Problems
      

         The foregoing illustrations point out the interrelationship of the primary functions of the business and show the necessity for their correlation. But in the securing of this correlation many things must be considered. For instance, emphasis has been placed upon the desirability of not producing beyond sales requirements because of the consequent loss arising from the capital invested and the possible deterioration of the goods. There may be other factors, however, which make it desirable to produce beyond sales capacity for a certain period of time. For instance, if the sales fluctuate from period to period, it may not be desirable to have the production fluctuate accordingly. There are several reasons for this, one of the principal being the problem of maintaining a proper labor supply if wide fluctuations in production take place. If production fluctuates it is necessary to discharge laborers whom it may be difficult to replace later, especially in the case of skilled labor, or it is necessary to retain laborers not employed for full time, which is undesirable and uneconomical. It may be preferable to maintain a uniform production and thereby accumulate in a period of slack sales an inventory which may be used to meet the excess demands during the rush period. The loss of the excess capital tied up in the inventory may be less than the loss which would result from fluctuating production. This is but one illustration of the many problems which arise in planning coordination of the operations of the functional departments. Many more will undoubtedly occur to the reader.

         Cooperation among Functional Officers
      

         From the few illustrations given, the interrelation of the various functions of the business should be evident and the necessity for the coordination of these functions should be apparent. But business administration can be discussed only in terms of business organization, and “functions” of the business can be discussed only in terms of the “functionaries” who are responsible for them. The discussion of the coordination of functions, therefore, resolves itself into a discussion of the coordination of functionaries, and a brief study of the prevailing conditions in large business establishments will show that such coordination is the most urgent need for effective business organization at the present time. A conservative estimate would attribute a majority of the business failures of the present time to a lack of coordination of the functions of the business due to a lack of cooperation on the part of the functional officers. That this lack of cooperation is not intentional and is due primarily to a lack of information which would make such cooperation possible, does not change the situation.

         Reason for Present Lack of Coordination
      

         It is quite easy to see how the present situation came about. When the business enterprise was small, with a simple organization and its activities local, the owner, who was also the manager, was able to exercise direct control of all the functions of the business. He acted as the executive head of each of the functional departments; he was sales manager, production manager, treasurer, and controller, all in one. Because of this condition he was able to bring about the proper correlation without difficulty. In his capacity of sales manager he knew the sales which heestimated possible, so that he knew what purchases to make when he was acting as merchandise manager or purchasing agent. As treasurer he knew the funds which were available so that he could make his sales and purchasing plans accordingly.

         When the business unit increased in size and its organization became more complex, the executive was forced to delegate certain of his duties to assistants, and the present plan of functional organization developed, with a separate executive in charge of each function. The change in conditions is apparent. The sales manager devotes his entire time, thought, and energy to the securing of sales, and he has no direct contact with the production department. The production manager has become engrossed in the problems of production and has little or no means of becoming familiar with the operations of the sales department. The treasurer secures the needed funds as best he can and has little information upon which to make his plans. And thus the coordination which formerly was brought about by the centralization of control in the hands of the chief executive is lacking.

         Mere Study of Past Records Inadequate
      

         During the past few years the functional staff officers of many large businesses have realized the necessity for a coordination of the activities of the various departments of a business and have attempted to bring about this coordination by studying past results and trying to correct the worst evils which were revealed. For instance, the production manager may find that on certain articles large inventories have been carried, so that he plans to cut down the production of these articles during the coming year, thereby reducing the inventories. The treasurer may find that during certain months his bank balances are very low because of the demand on the part of the purchasing or production department for funds, consequently he may plan to increase his bank loans at that time during the coming year. In the same manner each department may study its past activities and plan to correct the difficulties of the past. In some cases the departmental heads may go farther and study the past operations of the other departments so as to see the cause for the difficulties incurred in their own department.

         This method of attacking the problem accomplishes some results; but even if carried out very completely it usually is subject to two serious objections:

         
            	
                  It is basing future plans on past results and not taking into consideration possible changes. This is almost sure to lead to inaccuracies, since a business does not remain stationary; it either advances or goes backward.
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

               	
                  It is a negative rather than a positive program. It plans to try to remove the difficulties of last year; its goal is to try to do this year what it should have done last year. It is only an attempt to reach a past goal, not an attempt to reach a new goal which should have been set for this year.
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

            


         New Method Needed
      

         It is contended, therefore, that a new method and a new policy is needed, different from that followed by many firms at present, a policy which will provide correlation and compel progress. Such a policy will involve dealing with future plans rather than with past results, although plans must of necessity be formed in the light of results. Administrative control necessitates the use of estimates. The past is gone and cannot be changed. It is only future operations over which control can be exercised.

         If the departmental estimates are to be used efficiently and effectively, it is necessary that a procedure be developed for their preparation, coordination, and operation. This procedure when established constitutes budgetary control.

         Centralization of Executive Control
      

         If efficient administration is to be accomplished, it is necessary to provide not only for the making of plans to secure coordination of departmental activities, but also for administrative control of these activities so that the plans made will be carried out. The tendency in business administration during the past half century has been towards centralization of control in the hands of a few executives and the delegation of duties by these to subordinates who are responsible to the primary executives for the performance of the tasks thus delegated. This method has important advantages, but it also gives rise to certain significant problems. In order to see the nature of these problems and the need of budgetary control in their solution, let us sketch briefly the method of exercising administrative control in a typical organization.

         Although the tendency during the past several years has been towards the centralization of administrative control, the number of people who exercise influence in the administration of the typical business is quite large. The ultimate control of a business is with the owners, but in the modern corporate enterprise their control in the main is exercised only indirectly. Most of their authority is delegated to a board of directors, who in turn delegate a large part of their authority to the general officers of the corporation. The general officers in turn entrust the execution of many of the policies of the business to subordinates, and these subordinates employ the services of assistants who are directly in contact with the workers. Such a form of organization may be shown graphically as in Figure 1.

         From the foregoing graph it can be seen that in the corporate enterprise executive control is exercised through the medium of a number of groups, cooperating in the performance of the administrative function. As showing the problems involved in securing this cooperation, a brief account is given below of the degree of control exercised by each group.

         Control Exercised by Owners
      

         In the corporate type of business organization the ownership is vested in the stockholders. Legally the executive control also is vested in the stockholders. As a matter of practice they exercise this control very indirectly. The stockholders pass upon only a few of the policies of the business, the remainder being left to the jurisdiction of the board of directors which is chosen by the stockholders. The direct control of the stockholders is usually limited to the following:

         1. Protection of Property Interest.
          The stockholder invests in the corporation for two purposes: (a) to secure the preservation of his capital, and (b) to secure an income from the use of the capital in the business. He desires reports which will show that his property interest is being protected, and in case he realizes that it is being impaired, he may exercise his right to direct actively the operations of the business. Of course, such action is possible only where there is a community of interest with consequent cooperation of a majority of the stockholders.

         2. Maintenance of Dividend Rate.
          As stated in the preceding paragraph, the stockholder desires to obtain an income from the use of his property in the operation of the business. This income he obtains by means of the dividends which are declared by the board of directors. He desires consequently that the dividend rate be sufficiently high to afford him a proper return on his investment, and he desires that this dividend rate be maintained regularly if possible. He is especially sensitive to a lowering of the dividend rate or the passing of a dividend payment. He desires, therefore, to be consulted about a change of policies which will affect the dividend rate. The chief interest of most stockholders in the board of directors is in the question of its ability to protect their property interests and to maintain a fair and adequate rate of dividend. So long as this is accomplished, the stockholder does not seek to interfere in the administration of the corporation.

         3. Financing of Extensions.
          If extensions are to be made on a large scale, it may be necessary to appeal to the stockholders to contribute additional capital or to obtain their permission for the issuance of additional stock or bonds. In either case the consent of the stockholders should be obtained by the board of directors, although in the case of issuing bonds the stockholders’ approval is often only formal, since the board of directors works out the plan and submits it for approval. It is within the province of the stockholders to reject such plan, but this authority is exercised rarely.

         Control by Board of Directors
      

         The preceding discussion has emphasized the fact that the stockholders delegate most of their powers of control to the board of directors. The board of directors, although they are responsible for the administration of the business, do not as directors participate in such administration. They content themselves with outlining the general policies to be followed and then delegate the execution of these policies to the general officers of the business. The method by which the board of directors exercises control may be indicated by the following:

         
            	
                  They select the general officers of the company and delegate to them certain administrative duties.
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

               	
                  They outline the general policies of the business for the guidance of these executives, to the end that the desires of the stockholders may be realized; that is, that their property interests be protected and a reasonable dividend rate maintained. To this end they may set up a dividend rate which is to be maintained, and judge the efficiency of the general officers by their ability to make possible the maintenance of this rate.
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

               	
                  They consider and approve, modify, or reject the general plans submitted by the general officers. Such plans include the estimates or budgets which the general officers present to show their proposed accomplishment during the coming period.
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

               	
                  They receive reports from the executives of the business which show the degree of success they have attained in carrying out the plans which have previously been approved. Such reports, if properly prepared, show the success of each principal executive, as well as the success which has attended the efforts of the executive staff as a whole.
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

               	
                  They award bonuses or increases of salaries to the executives on the basis of their performance, and thus encourage efficiency and initiative.
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

            


         Such are the duties of the board of directors in most cases. In a corporation where the general officers of the corporation are members of the board, they may exercise a more direct control than that indicated. It is questionable, however, whether in this case the general officers are not acting in their capacity as executives rather than as directors. It is not feasible or desirable to consider here in detail the administrative functions of the board of directors. It is sufficient for our purposes to see that the execution of the administrative policies of the business is left in the main to the general officers of the business.

         Control through General Officers
      

         As indicated by Figure 1, it is customary to have in each business a chief executive who is responsible for the administration of the business. In a corporation this executive is usually the president, although in some cases the president may be subordinate to the chairman of the board of directors, when the latter assumes active executive duties. For the purposes of this discussion we will assume that the president is the chief executive officer.

         In a small business the president may supervise and direct all of the administrative functions. In a business of any considerable size this is impossible and it is necessary to employ other officers to assist in the formulation and execution of the executive policies of the business. The number of such officers who may be employed and the duties which they may perform will depend to a considerable extent on the nature of the operations of the business and consequently on the administrative functions which must be subject to executive supervision. On a previous page it has been explained that the primary administrative functions are:

         
            	
                  The sales function
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

               	
                  The production function
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

               	
                  The purchasing function
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

               	
                  The personnel function
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

               	
                  The finance function
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

               	
                  The standard and record function
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

            


         In a business of sufficient size to make advisable a functional organization of the administrative personnel, there is an executive head for each of the foregoing functions and therefore we have the following general officers:

         
            	
                  Sales manager
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

               	
                  Production manager
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

               	
                  Purchasing manager (often termed purchasing agent)
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

               	
                  Personnel manager
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

               	
                  Financial manager (usually termed the treasurer)
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

               	
                  Standard and record manager (usually termed the controller)
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

            


         The foregoing list of functional managers who assist the president or the general manager in the formulation and execution of the policies of a business is intended to be suggestive rather than inclusive. The ones mentioned are those which are needed to supervise and control the functions common to all businesses.

         Control Exercised by Junior Executives
      

         As indicated by Figure 1, the general officers delegate a considerable part of their administrative duties to the subordinate or junior executives. No definite statement can be made with reference to the duties to be performed by these officers, but the modern tendency is to delegate as many details as possible so that the general officers may have more time to give to a consideration of general plans and policies. The junior officers delegate duties to their assistants, and these in turn give instructions to the workers, both manual and clerical.

         Result of the Delegation of Administrative Duties
      

         The foregoing sketchy outline of the process by which administrative control is exercised in the typical business organization shows that it involves a continual delegation of duties from one administrative group to another. The stockholders delegate duties to directors, the directors delegate duties to the general officers, the general officers delegate duties to subordinate officers, and so on. Experience has shown that in such an organization, if rational control is to be exercised, it is essential that there be available information of three kinds:

         
            	
                  Information which will serve as a basis for the formulation of the general policies of the business and for the delegation by each group of certain duties to the next subordinate group.
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

               	
                  Information which will enable each group to perform properly the duties delegated to it and to coordinate its activities with those of all the other groups.
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

               	
                  Information which will enable each group to judge as to the efficiency with which the duties delegated by it have been performed by the subordinate group to which they were delegated.
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

            


         To obtain this information in an accurate and comprehensive manner it is necessary

         
            	
                  To maintain accounting and statistical records which will show past performance.
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

               	
                  To use the information shown by the accounting and statistical records as a basis for preparing estimates of future performance.
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

               	
                  To obtain from the accounting and statistical records the current performance.
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

               	
                  To prepare reports showing a comparison between current, past, and estimated performance.
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
               
            

            


         Judging by Past Performance and by Contemplated Plans
      

         In the past, executives have relied primarily on information with reference to current and past performance. They have judged current results by past results. They have left their subordinates to use their initiative to a large extent and rewarded them on the basis of the success which they attained. To some extent this practice is still followed. As pointed out in the discussion of the control exercised by the stockholders, they judge the success of the directors by their ability to maintain the capital of the corporation and to earn a satisfactory income. It is typical of them to consider the accomplished results of the directors’ administration rather than the anticipated results of their contemplated plans. Many stockholders have followed this custom to their sorrow and have found their investment dissipated by actions of the directors which they could not correct after they had been consummated. In some cases directors depend on reports showing the results of the actions of the general officers instead of insisting on reports showing their contemplated plans and the anticipated results of these plans. Officers in turn sometimes follow the same policy in dealing with subordinates.

         Gradually, however, stockholders, directors, and general officers are coming to realize that effective administration requires the making of plans and that the formulation of plans necessitates the use of estimates. The preparation and enforcement of these estimates is the purpose of the budgetary program as outlined in the following chapters.

      
   





CHAPTER III

PRELIMINARY STEPS IN INSTALLATION



First Steps Towards Budgetary Control

Many business firms which realize the need for budgetary control are at a loss how to proceed to effect its installation. Often an attempt is made to commence its operation without giving proper thought to the formulation of a comprehensive procedure for its execution. In these cases undesirable consequences almost invariably result. In working out the budgetary procedure it is necessary that a logical sequence be followed so that no part of the program may be delayed because of the failure of any other part.

Executives have a tendency to think that the departmental estimates are the essence of the budgetary program and consequently start the preparation of sales estimates, production estimates, and financial estimates without first working out a procedure to govern their preparation and use. Consequently a great amount of data is collected as the result of much labor and expense but is found to be of little use because it is not in form to be correlated and also because the executives do not understand the service which may be obtained from it. They are apt to feel, therefore, that the budgetary program entails useless expense and they seek to secure its abandonment.

It is necessary for the success of the budgetary plans that certain preliminary problems be settled before the budgetary process is commenced. Every professional accountant and industrial engineer who has given consideration to methods of administrative control has seen many well-intended administrative plans fail because attention had not been given to the problems to which they necessarily give rise, or to the method of meeting these problems. This situation is particularly apt to occur in an attempt to install budgetary control, because most executives have not given careful thought to its operation and consequently are not apt to foresee the problems to which it will give rise.

It is the purpose of this chapter to discuss the first steps which are involved in the installation and operation of budgetary control. The following topics will be discussed in order:



	Length of the budget period

	Responsibility for the preparation of estimates

	Responsibility for reports

	Method of enforcing budgets

	Cooperation of executives and employees





Length of the Budget Period

One of the first questions which arise in connection with the installation of budgetary control is, What shall be the length of the budget period? Little or nothing can be done until this question is answered. Each department must know the period for which its estimate is to be made, otherwise the various departmental estimates will in all probability be for different periods of time and hence cannot be correlated. For instance, if the sales estimate is made for six months and the production estimate for one year, it is not possible to compare the two.

The length of the budget period is governed by a number of factors, the most important of which are:



	Length of merchandise turnover period

	Length of production period

	The method of financing employed

	The market conditions

	The adequacy and completeness of the data with reference to past operations

	Length of the accounting period





Length of Merchandise Turnover Period

If a business has a long turnover period and the peak of the sales comes at the end of the period, it is necessary for the budget period to be equal in length to the turnover period. Otherwise it is impossible to obtain a correlation between sales and purchases or production. Such a condition is apt to exist where sales are affected by seasonal demands.

To illustrate, a publishing company selling textbooks for use in secondary schools has the principal volume of its sales in July, August, and September, just before the opening of the academic year. It has a smaller volume in January prior to the opening of the second semester, and has scattering sales throughout the year. In preparing its budgets it is preferable to make them one year in length but subdivided by months, so that the total required operations of each department for the year can be seen and these scheduled by months. It is necessary for the company to have some books printed throughout the year, otherwise it will be impossible to have sufficient inventory on hand to meet sales demands during the rush season. Consequently the production during any month or quarter will not correspond with the sales for that month or quarter. During the period of slack sales the production will exceed the sales, while during the period of large sales the production will be less than the sales. It should be easily seen, therefore, that it is impossible to secure a coordination between the sales estimates and the production estimates for any period less than a year. Assuming that a uniform inventory is maintained, the sales for the year will equal the production for the year, but this equality will not exist for any shorter period of time. Similarly a proper comprehension of the financial requirements of the business can be obtained only on the basis of the year’s program, although estimates of cash receipts and disbursements can be made monthly.

In a business having a long turnover period it is usually preferable to make the budget period of corresponding length. On the other hand, a business like a grocery store which has a short turnover period will find it feasible to have a short budget period. In such a business sales are apt to fluctuate from period to period, and by having a short budget period it is possible to take advantage of these fluctuations in making the budgetary program. If the turnover period is short it is usually possible to purchase additional goods easily and quickly; therefore it is not difficult to replenish the inventory even though sales are estimated for only a short period of time in advance.

Length of Production Period

In a manufacturing business producing a commodity which requires a long production period, it may be necessary to provide for a budget period which is at least equal in length. It is necessary to know the sales a sufficient length of time in advance to make possible the placing of orders which will result in an inventory of sufficient size to meet the sales demands. It is obvious that the orders must be placed a length of time equal to the production period in advance of the time when the sales are to be made. This is particularly essential in a business where the sales fluctuate from period to period and there is a corresponding fluctuation in the production. For instance, the X Company, which has a production period of six months, estimates that its sales will increase 50 per cent during the last quarter of the year 1922. The production department should be informed of this expected increase by April 1, if it is to have the inventory available to meet these sales. The reader can probably recall numerous other illustrations which will show the relation between the length of the production period and the budget period.

Method of Financing Employed

In some cases the financial peak load comes at a time of the year when it is difficult to obtain the necessary funds quickly. Consequently, it is desirable to make financial arrangements some time in advance of the period when the peak load will come. In such cases it may be necessary to make the budget period sufficiently long to make possible the determination of financial requirements some months in advance. If the executive can go to his banker several months before the funds are required and show him the contemplated plans of the business with the consequent demand for funds at the time of the peak load, he is much more apt to get a promise of funds than if he waits until the funds are urgently needed. In the latter case the banker does not see the reason for the sudden demands for funds, while in the first case he has seen months in advance that the plans of the business would result in a need for funds at that particular time.

The treasurer of a young but rapidly growing corporation in New York City has built up a large line of bank credit for his firm by following the practice of taking his financial budget to the bankers at the beginning of each year and showing them the plans for the year and the consequent financial requirements. At the end of the year he shows them a comparison between the budgets for the year and the actual results. By this means he shows them his requirements and convinces them that the credit which he requests is reasonable and justified.

There is a growing tendency among business firms to determine their financial requirements for a considerable period of time in advance and to arrange for the necessary funds prior to the initiation of the program which necessitates the funds. If provision for the necessary funds cannot be made, the program is revised. The advantage of this plan over the far too frequent practice of starting the program and arranging for the procurement of funds when the necessity for them arises should be apparent to the reader.

Market Conditions

When the market conditions are uncertain and variable, it is desirable to make the budget period as short as possible, in order that revisions in plans can be made more easily. Estimates are always difficult to make with accuracy and in a period of uncertain market conditions this difficulty is greatly increased.

If the sales estimate proves incorrect this will affect all the other estimates, since most of them are based, at least in part, on the sales estimate. For instance, it was impossible for a firm in January, 1921, to estimate accurately its sales for the year, and if correct estimates for the year had been prepared based on the yearly sales estimates, it would have been entirely a matter of accident. Many firms prepared their estimates for 1921 on a quarterly basis and made new estimates at the beginning of each quarter. Even these they found necessary to revise monthly. For the year 1922 similar difficulties exist.

The marketing methods of a business may affect the length of its budget period. For instance, some of the large mail-order houses issue catalogues each six months, which quote prices effective for that period of time. In order to protect themselves they find it necessary to enter into contracts for the purchase of sufficient goods to satisfy the estimated sales demands for the period covered by the catalogue. As a consequence it is necessary for these firms to make their budget period six months in length, since their sales estimates and purchase estimates must be made for this period of time.

Adequacy and Completeness of Data

In a new business, or in an old-established one where adequate records have not been kept, it is impossible to obtain adequate statistics with reference to past results. Hence it is difficult to estimate future operations, for estimates should always be made in the light of past events. In such cases it is better to make the budget period as short as possible so that new budgets can be made as statistics are obtained which will serve as a basis for their preparation.

Length of Accounting Period

After estimates are made, it is necessary that means be provided for checking their accuracy. This is usually accomplished by preparing reports showing a comparison between the estimated and the actual results. The actual results are obtained to a considerable extent from the accounting records. The information obtained from these records is usually obtainable only at the end of an accounting period. It is necessary, therefore, that the budget period end on the same day as an accounting period. The budget period may include two or more accounting periods, so long as it commences on the first day of one period and ends on the last day of the same or some other period. There is a recent tendency of business firms to secure the information with which to check the budgetary program from sources other than the accounting records. But even in this case, the information so obtained is later checked by the accounting records.

Usual Length of Budget Period

The usual length of the budget period is for three, six, or twelve months. Some firms state their general plans for one year in advance so as to have a goal to work for, but work out detailed schedules for only one month at a time. A few firms known to the author make their budgets for one year, and at the end of each month drop the past month and add one month at the other end of the period. By this means they have their budgetary plans made for twelve months in advance at all times. Regardless of the length of time for which the budgets are prepared, they must be scheduled to show monthly expectancies, so that comparisons can be made at the end of each month between the actual and the estimated performance and the necessary revisions put into effect.

General Conclusions as to Length of Budget Period

It will undoubtedly occur to the reader of the foregoing discussion that some of the factors, which it is suggested must be considered in determining the length of the budget period, afford an argument for a short period while others afford an argument for a long period. This is undoubtedly correct and it is the purpose of the discussion to emphasize this fact. It is desired to suggest to the reader that an arbitrary answer cannot be given to the question, How long shall the budget period be? In each business all the factors suggested should be considered and the length of the budget period determined as a result of this consideration.

In conclusion it may be said that it is important that two things be accomplished by the budgetary program:



	That the executives obtain a perspective of the plans of the business for a sufficient length of time in advance to enable them to adjust their plans to the general program without too much abruptness. This is especially important in a rapidly growing business or one subject to material changes.

	That the executives have a definite and concrete program for the immediate future which they can use as the basis of day-to-day operations. Such a program is also necessary as a basis for comparing the actual with the estimated performance, and unless this comparison is made it is impossible to exercise an effective control of the budgetary program. Such a definite and concrete program can usually be made for only a short time in advance.





For these reasons, therefore, it is desirable to make at least a general program for one year in advance and to make subsidiary thereto a more specific program for a month or a quarter. The latter program can be used as the basis for immediate action, while the former can be used as the basis for future planning. The yearly program can be revised monthly or quarterly as the changing conditions demand. In working out some of the programs of the business—for instance, the advertising program—it may be necessary to make general plans for two or three years in advance.

Responsibility for Preparation of Estimates

At the very inception of the budgetary program it is necessary to determine the responsibility for the preparation of the various estimates which its installation requires. The practice of business firms in this matter varies widely. In some businesses the controller and his staff prepare the estimates and submit them to the departmental executives for revision or approval. This method may secure satisfactory results if the controller has a well-trained staff and if the fluctuations in the volume of business are small.

It is the opinion of the author that though the controller and his staff may be able to prepare accurate estimates, it is not desirable for this task to be performed by them. One of the important results of budgetary control is the benefit derived by the executives in its installation and operation. If the major part of the work is performed by a central agency such as the controller, those who should benefit most from the budgetary program lose the opportunity of gaining this advantage.

In most businesses the departmental executives are held responsible for the preparation of the estimates. The sales manager is held responsible for the sales estimate, the production manager is held responsible for the production estimates, and so on. Each departmental head will usually delegate his responsibility for the preparation of the estimate of his department to subordinates. Practice varies greatly with reference to the subordinates selected for this task. If the head of the department has a staff, he may ask his staff assistants to perform the task. For instance, the sales manager may have the sales estimate prepared in his office by staff assistants, and the production manager may do likewise.

On the other hand, the sales manager may ask his branch and division managers to prepare estimates of their sales, and he may then combine these to get the total estimated sales. In this case the sales manager and his assistants will study the estimates submitted by the subordinates and make revisions where necessary. The production manager may ask his works managers to submit estimates, and these in turn may ask the advice of their foremen or heads of departments. The production manager and his assistants will make such revisions as the evidence they have at hand indicates to be necessary.

Responsibility for Performance Best Source of Estimates

It is the experience of the author that as a general rule better results will be obtained if the individuals responsible for the performance of the estimate are the ones who originate it. This procedure is desirable:



	Because these individuals should be best able to make the estimate.

	Because they will obtain the most value from making it.

	Because if they are required to make the estimate, they will feel more responsible for its enforcement.





To illustrate the foregoing by means of the sales estimate, the branch manager should know more about the sales possibilities in his territory than does the sales manager. If he does not, he ought to be made to study his territory until he does. If he is required to make the sales estimate, either he will make it more accurately than will the sales manager, or the latter can discover the incapacity of the branch manager and take the necessary steps to correct the situation. In making the sales estimate the branch manager will learn much, because its preparation will force him to study past results and future prospects. Finally, if the branch manager makes the original estimate he will feel more responsibility for its enforcement than if it is prepared by the general office without consultation with him. If he fails to meet an estimate to which he has previously agreed, he cannot object to being required to explain the reasons for his failure. It is of course possible to enforce procedures whether subordinates like them or not, but this is rather destructive of morale, and morale is an important factor in present-day administration.

What has been said in the foregoing paragraph with reference to the sales estimate is equally true with reference to all the other estimates. Better results will be obtained if the line subordinates are consulted in their preparation.

Responsibility for Reports

After the budgetary program is established, it is necessary to have periodic reports showing the performance of each department so that a comparison may be made between the estimated and the actual performance. To accomplish this it is necessary that two things be done:



	That the reports desired be determined.

	That the responsibility be fixed for the preparation of these reports.





Because of the importance of the reports used in budgetary control, it is desirable that considerable attention be given to their form and content. It is preferable that they be designed by a central authority so that the information received from all departments will be in proper form for comparison and correlation. The executive in charge of the budget procedure knows the form in which the information is desired for his use and for the use of the budget committee, hence he is best able to design the necessary reports.

It is advisable that the reports desired be determined at the beginning of the budget period so that provision can be made for collecting the information needed for their preparation. If instructions for their preparation are not issued until the end of the period, it is very possible that some of the necessary information will not be available. This not only results in a failure to secure the desired information, but also tends to create ill-will on the part of those who are held responsible for the preparation of the reports.

The departmental heads are responsible for the preparation of the departmental estimates, but in many cases it is not possible to make them responsible for the preparation of the reports showing the actual performance. In some cases it is more desirable to obtain this information from the accounting department or a central statistical department.

In any case, it is necessary to determine from which department this information should come and fix responsibility therefor, and this determination should be reached very early in the course of the budgetary procedure in order that plans may be made by the department made responsible for the collection of the required data.

Necessity for Promptness in Preparing Reports

In deciding the responsibility for the preparation of reports, careful attention should be given to the necessity for their prompt preparation after the end of the budget period. Unless they are prepared with promptness so that the actual and the estimated performance can be compared immediately after the close of the period, it is impossible to make the necessary revisions in the budgetary program which the reports show are necessary. To know the variations between the estimated sales and the actual sales of January is of value if the knowledge is available on February 1, but such knowledge is of little value in controlling the budget program for February if not available until February 25.

It will seem on first thought that it is the function of the accounting department to prepare the budget reports. There are certain advantages in this procedure since it eliminates the possibility of duplication of work if another department is required to collect and report data which will later be shown in the accounting records. The reports are also apt to be more accurate if they are verified by the formal methods employed by the accounting department. It has been the author’s experience, however, that it is difficult to get the accounting department of most businesses to summarize their records at the end of the period with sufficient speed to make available the desired reports at the time needed. He has found it advisable, therefore, to obtain information regarding actual performance from other sources wherever possible. It is true that the audited reports prepared from the accounting records may differ slightly from those prepared by the operating departments, but these differences are usually not of sufficient amount to affect the conclusions to be drawn from the latter.

Method of Enforcing Budgets

After the departmental estimates have been approved it is necessary for each department to formulate plans to carry out its estimate. Unless this is done the budgetary program is apt to result in failure. Many firms have made estimates of departmental activities but have failed to formulate a plan for their attainment, with the result that the actual has varied widely from the estimated performance and consequently the executives have tended to feel that the budgets had little or no significance. A well thoughtout plan for the enforcement of the departmental estimates should be formulated before the introduction of the budgetary program.

The method by which the departmental estimates will be enforced will vary with the different departments. For instance, the sales department may find it necessary to set up quotas for the different sales units and for salesmen at each unit in order to secure the amount of sales called for by its estimate. The production department will find it necessary to set up balance of stores records so that the inventory schedules called for by the production budget may be maintained, and to operate a planning department so that its schedule of finished goods may be enforced. Other departments will find it necessary to use similar means to carry out their programs.

Some part of this procedure may be developed as the budgetary program proceeds, but it is necessary to remember that it is useless to set up a budgetary program unless means for its enforcement are provided, and it is necessary that the means be developed as early as possible in the installation of the budgetary procedure.

Cooperation of Executives and Employees

In order that the budgetary program be properly formulated and executed it is necessary that all the executives and employees of the business cooperate to that end; and in order to secure their cooperation it is necessary that they be instructed with reference to the budgetary plans so they may understand the relation of the duties delegated to them to the general plans of the business. Although previous to its installation it is impossible to secure a complete realization by all the executives and employees of what the budgetary program involves, as much as possible should be done to this end before the budget program commences. If diplomacy and tact are used much can be accomplished.

After the budgetary program is installed, it is desirable to have prepared a manual on budgetary procedure outlining the purpose of the budget program and the procedure to be followed by all departments and units of the business in its preparation. If this manual is placed in the hands of all those responsible for the performance of duties in connection with the budget program, it will aid them to see the necessity and desirability for prompt and efficient cooperation on their part. The contents of such a manual is discussed and illustrated in Chapter XXIII.

Much more might be said with reference to the importance of securing the cooperation of executives and employees, but it is thought that the necessity for this cooperation is evident. The method which should be employed to secure their cooperation will depend on the circumstances of each case. Tact, courtesy, and patience are all necessary, and these should be backed up by determination based on confidence in the program and comprehensive knowledge of the method of executing it.
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