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uncertainty. Large forecast errors are common-

in one study, first-year sales forecasts were off

80% and first-year profit forecasts were offn6%-

making new businesses easy targets for critics.

Go/no-go decisions should seldom be based on

whether a new business has large initial returns

or has met its budget targets.

9 I The best predictors of success are market
knowledge and demand-driven products and
services. When you launch a new venture, pick

a product or service close to the ones you al-

ready ofTer. Success rates rise substantially when

new businesses target familiar customers and

are staffed by people well acquainted with the

market. New businesses launched simplytocom-

mercialize research findings rather than meet

market needs are best avoided. Unfortunately,

most engineers prefer working on the latest and

greatest technology. It's therefore wise to ask:

"What's the pain point for customers, and how

does our offering overcome that pain?" Without

such discipline, new ventures are likely to end

up as solutions looking for problems.

1 0 I An open mind is hard to find. The biggest

hurdle for new businesses is mental - the way

senior managers think about products, services,

technologies,customers, and competitors. Every

established company is based on an implicit

theory-a largely unstated view of how the busi-

ness works and money is made.

Polaroid is a telling example. As my Harvard

colleagues Mary Tripsas and Giovanni Gavetti

have reported, its powerful business model was

based on the concept of razors and blades. Gam-

eras (the razors) were viewed as a necessary

evil; the real money came from sales offilm (the

blades). Digital cameras looked like razors. Se-

nior managers kept asking, "Where's the film?

There's no film?" recalls an employee in Polar-

oid's electronic-imaging division. "So what we

had was a constant fight with the senior execu-

tive management in Polaroid for five years"

Sadly, many executives view all new busi-

nesses through the same filters and judge them

on how well they conform. But few new busi-

nesses can meet thattest-nor should they If they

do,every new business will lookjust like the old.

David A. Carvin (dgarvin@hbs.edu) is the C Roland

Christensen Professor of Business Administration

at Harvard Business School in Boston.
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Turn Your
Budgeting Process
Upside Down
Focusing on growth often requires an attitude adjustment.
Change your vocabulary and your reportformats, andyou can
radically change your thinking.

by Robert A. Howell

When you think of forces that contribute to the long-term growth and pros-

perity of your company, you don't think of your budgeting process. Quite the

opposite. Typical bottom-up budgeting, with its focus on earnings, its empha-

sis on making short-term numbers, and its death grip on performance mea-

surement, control, and rewards, is one of the forces arrayed against you.

But I've seen a few companies where things are different-where budget-

ing is used as a tool to introduce and reinforce a growth mind-set. In these

companies, wise investments in people, R&D, market development, and plant
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and equipment don't suffer death by a thousand cuts. In-

stead, they live on to drive long-term revenue growth, cash

flows, and shareholder-value creation. Your budgeting pro-

cess can have the same effect. But only if you're willing to

rethink it dramatically-and, in many respects, turn it up-

side down.

Institute Rolling Plans

The budgeting process shouid be understood as just the

first phase of the rest of the life of the firm. To foster this

attitude, some companies conduct their budget-planning

process on a rolling basis, updating and extending the plan

regularly (perhaps semiannually). Some set their short-

term plans notaccording to the annual financial-reporting

calendar but according to the full sweep of their company's

normal business cycle. It's a common practice among Jap-

anese firms like Toyota and deserves to be adopted more

widely in other parts of the world. Rolling plans of two to

three years' duration keep managers'eyes on a more dis-

tant horizon, and that has real implications for their in-

vestment decisions.

Restructure Your Planning Formats

Warren Buffett knows a company with growth potential

when he sees i t - and what he looks at is the company's

"intrinsic value." What he means is that he focuses on cash

flows rather than on accounting profits.The intrinsic value

of any firm is simply the net present value of the future

stream of cash flows it will gen-

erate. Most executives adopt the

Budgeting in many same perspective when they're

orFOnizations is considering acquisition candi-
dates; if projected cash flows are

negative, reactive, and insufficient to justify the pro-

depressing. But call it P°^^^ P '̂̂ '̂ ^̂ ^̂  ^^ '̂̂  ^̂ ^ ^^ '̂
should not be done. So why, when

a "value-creatingplan," itcomestotheirowncompanies,
and the process could ^° executives reduce cash flows

to an afterthought?
be positive, proactive, At most companies, the for-
and UDliftine ^^^^ '^^ budgets and strategic-

planning reports follow the basic

structure of the financial state-

ments. Ifs not hard to see why: Those formats are already

understood and reconcilable with financial-reporting re-

quirements. But the unfortunate result is that budgeting

becomes infected by the financial statements' focus on

earnings; cash is treated as a derivative of the effort rather

than the focus. To avoid that problem, managers should re-

format their planning and budgeting templates to high-

light cash rather than accounting net income.These forms

should zero in on investment (in working capital and fixed

and other assets) and financing rather than assets, liabili-

ties, and equity. And they should emphasize the level of free

cash flows generated by the business available for lenders

and shareholders.

Change Your Measurement
and Reward Systems

Refocusing budgets on growth drivers would have a fur-

ther benefit. Since budgets are so often used as the basis of

a company's performance measurement, control, and re-

ward systems, refocusing the budgets would make it easier

to refocus those systems as well. Most managers implicitly

understand that R&D investments, process improvements,

new markets and customers, intellectual capital, and even

property, plant, and equipment are what drive long-term

growth, cash flows, and value creation. However, like tradi-

tional budgeting processes, compensation and bonuses

tend to be focused on earnings. The value of stock options,

at least in the short run, is tied to earnings per share, P/E

ratios, and stock prices. This mismatch drives managerial

behavior in the direction ofshort-term responses and needs

to be corrected.

Get Rid of the Word "Budget"

A new chairman was recently brought in at a small, start-

up bank I know. He was eminently qualified for the post;

his distinguished career had even included a stint as pres-

ident of the American Bankers Association. The bank had

yet to turn the corner on profitability, and he knew he

needed to intensify his team's focus on that objective.

How did he begin? One of his earliest steps was to ditch

the word "budget" and start talking in terms of the bank's

"profit plan."

Is thisjust semantics? Perhaps. But semantics can make

a real difference. Many companies use the terms "strategic

plan" and "long-range plan" when they're addressing the

longer-term future, but when they start to put the numbers

together for the next year, they revert to the term "budget."

Not surprisingly, managers think expansively during the

planning effort, but when the budgeting process begins,

all that is pushed aside. Their focus narrows to achieving

the desired annual net income and earnings-per-share

objectives.

Words can be negative, backward oriented, reactive, and

depressing. Alternatively, they can be positive, forward ori-

ented, proactive, and uplifting."Budgeting,"in many orga-

nizations, has become the former. Anew term-l would sug-

gest "value-creating plan"-could be the latter.

Robert A. Howell (robert.a.howell@danmouth.eclu) Is the

Distinguished Visiting Professor of Business Administration

at Dartmouth's Amos Tuck School of Business in Hanover, New

Hampshire.
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