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Effectiveness andfficiency of operations
A. Activity -based budgeting and activitybased costing are used to link costs to key drivers.

Business risks

- Managers will not be able to evaluate product and service performance.

- Budgeting process will focus on costs rather tifeendrivers that cause costs to increase
or decrease.

- Managers will focus attention on levalue activities.

- Managers will not be able to explain and correct budget variances.

- Meaningless overhead allocations will cause inaccurate budget forecastsraatesst

- Distorted product costs will cause inefficient resource allocations.

- Budgets, performance measures, and cost behavior will not be linked.

- Managers will not be able to answer some of the critical questions that drive their success
or failure: 1.
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C. Employee incentives are tied to performance measures other than meeting budget
targets.

Business risks

- Managers rewarded for gong in under budget will play the games that help them and
their departments come in under budget.

- Managers will submit unassertive, edsymeet targets rather than goals that challenge
their people.

- Managers will not focus on value creation.

« Focus on meting targets will encourage budget padding.

- Competitive pricing on internal services will decline.

Control practices
1. Hold employees responsible for controllable financial and nonfinancial performance
measures only.
2. Provide managers with the decisiomaking authority needed to influence the measures
against which they are evaluated.
3. Involve business units in selecting the performance indicators most appropriate to them.

D. Budgets that accommodate contingency planning and changes in assumptions are
developed.

Business risks
- Managers will take a shetérm planning perspective.
- Changes in market forces will not be evaluatetérms of their effects on the
assumptions driving the budget.

Control practices

1. Earmark strategic reserves (money set aside at the business unit level to meet competitive
opportunities or threats) for unplanned contingencies.

2. Require managers to consigepject plannindgewer tharthree scenarios "most likely,
optimistic, and pessimistic."

3. Conduct sensitivity analysis to determine the effects of changes in key drivers when
preparing budgets and making assumptions. (For example, consider the effect on the
outcome if a competitor enters the marketplace.)

4. Conduct interim budget reviews to determine if charge®d on market or operating
ISsues, are necessary.
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E. Capital and operating budgets are linked and both are tied to the company's strategic

plan.

Business risks

Annual budgets will be controversial because the budgeting and planning processes are
not well integrated.

Budget process will not serve as an effective resource allocation tool.

Significant confusion and rework will result from developing the capital and operating
budgets in isolation.

Decision makers will focus on juggling the numbers rather than on creatingreico

value added.

Control practices

1.
2.

3.

Prepare all budgets after the strategic plan has been completed.

Submit capital and operating budgets for review simultaneously and integrate in terms of
goals and purpose.

Set capital and operating budget horizongfanning purposes. (For example, set a two

to three year plan for projects with longer payback periods.)

Require managers to show how proposed projects correspond with the company's
strategic plan.

Focus budget training on developing business plans sbubgeting can be a business
planning tool.

Reliability of financial reporting

A. Reliable budgets and shorterm plans are prepared.

Business risks
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B. Accurate and complete variance and trend analyses are generated.

Business risks

Significant variations, trends, and unusual changes will remain unidentified and
unexplained.

Insufficient information exists to perform meaningful analyses.

Erroneous information is used in analyses.

Calculation errors are made in analyses.

Necessary infor@tion is not received in time to perform meaningful analyses, limiting
management's ability to respond to issues and opportunities.

Control practices

1.

2.

9.

Identify the key accounts and line items in budgets and-sont plans requiring

continual analysis.

Implement standard analysis formats that specify which information inputs are required
to perform evaluation as well as which analytical procedures must be applied to that
information.

Procure written criteria for identifying significant variations or tremdanusual changes.
Require documentation for all supporting criteria and assumptions in the analysis process.
Test the analysis used in budgeting periodically for reasonableness, consistency, and
accuracy.

Write and communicate deadlines for preparingavece and trend analyses and
generating necessary reports.

Compare actual results periodically to managerapproved budgets.

Assign accountability and responsibility for correcting errors identified through the
budgeting process.

Perform exception repting for significant variations of actual performance from

planned performance.

10.Track an analysis of financial trends, including key performance indicators (inventory

turnover, sales, cost of sales, market share, expense levels, days outstanding,and capit
expenditures), and report significant variations between budgeted and actual performance
as exceptions.



