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ED IT O RIAL D E P AR T ME N T N O T E
In our Bulletin of Ma rch 15 of this year we published two
articles on budgeting. In the se articles the need for flexibility
in budget estimates and for the adaptability of data to cha nging conditions was stressed. In the present issue we ca rry
one step fu rther our consideration of the adaptability of budgeta ry methods to the present unusual and uncertain times.
This month the partial or incomplete budget is considered as
a first step in the development of a complete budget or as a
substitute, in some cases and for some purposes, for the complete budget.
T he first article, "Incomplete Budgeting," is the work of
Robert M. Vega , who attended the Northwestern University
School of Commerce before emba rking u pon professiona l work .
Fr om 1919 to 1927 Mr . Vega was staff accountant in the
Chicago office of the Au dit Company of New York . In 1928
he be ca me a pa rtner in the firm of Mo ore, Vega a nd Company.
Since 1933, Mr. Vega has been in cha rge of the accounting
activities of Ja mes O. McKinsey and Company. H e is an
Illinois C. P. A. and a member of the Illinois Society of Certified Public Accounta nts.
In the second article, John C. Leslie applies the principles
of budgeting to a distribu tive business. In his paper on
"Profit Control in a Wholesale Pa p er Company" he emphasizes the fa c t t ha t the development of a budget is a ma tter
of building up rather than brea k ing down, a nd is the end - resu lt
of a plan for shaping the profit - producing elements of a
business to meet existing conditions. Mr . Leslie gra dua ted
from Princeton in 1926, and from the cou rse in aeronautical
engineering at the Massachu setts Institute of Technology in
1928. After some experience with the Atla ntic Airc ra ft Corporation, he went with the Pa n America n Airwa ys as the
Assista nt Division Engineer of the Caribbean Division. Followi ng a y ea r of gr a du a te stu dy a t t he Massachu setts Institu te
of Technology in the Depa rtment of Business and Engineering
Administra tion, in 1932 -33, he is again with the Pa n American Airwa ys in the Maintenance Department. In his paper
he suggests wa ys by which the earning power of a wholesale
paper company can be stabilized through the coordination and
control of the profit - producing elements of the business.
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I N C O M P L E T E BUD G E T I N G
By Robert M. Vega, In Charge Accounting Activities,
James O. McKinsey and Co., Chicago, Ill.
advantages of budgeting are comparatively well known.
T HE
However, it is sometimes believed that these advantages can

is

be secured only through a very complete and very detailed system
of budgetary control. While it is true that the maximum benefits
can be secured only through a complete budgetary procedure, it
possible to secure very noteworthy advantages through the use
of the partial, or incomplete budget.
There are a number of situations in which complete budgets
are not possible.
An incomplete budget may represent a transitional period from
no budget to a complete budget. As such, it would be a gradual
process of growth and development. It is usually desirable in
installing a complete budget system to begin with one department.
As the difficulties incident to installing a system of estimates,
measurements, and comparisons are ironed out, the extent of application of the budget may be increased. In this way a great deal
of unnecessary expense can be avoided, the advantages of a budget
system can be sold to the officers of the company, and valuable
information and experience in budgets obtained which will make
the extension of the budget system easier and more productive.
In some businesses the bulk of the advantages of a complete
budget may be obtained in spite of the presence of some elements
which make the cost of a complete budget almost prohibitive.
Very irregular, but comparatively unimportant items of income
and expense may be ignored without the sacrifice of much of the
advantage of a budget system and may make considerable savings
in the expense of operating it.
In some businesses, idiosyncracies of important executives may
prohibit a complete budget. In such instances, an incomplete
budget may present very significant advantages to the company.
We, as professional men, should try to show our clients the full
advantages to be gained through the installation of complete budgetary procedures. Failing this, we may still help our clients
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through the installation of incomplete budgets gaining as many
advantages therefrom as possible.
Advantages

of

Incomplete Budgeting

The advantages which may be derived from incomplete budgets
fall into the same major groups as do the advantages of a complete budget. These headings may be stated for our present purpose as follows:
i. Coordination of selected departments.
2. Pretesting policies.
3. Partial establishment of executive control.
Let us first investigate the coordination of selected departments
by use of incomplete budgets. The operations of business vary
widely and the variations of operations produce a divergence in
organization, but in every business there are certain fundamental
groups of activities which must be performed. In nearly all business these functions are of primary importance:
i. Sales function.
2. Production and /or purchasing function.
3. The personnel function.
4. The financial function.
5. The standards and records function.
Since these functions are combined in a single business, it is
fair to suppose there is a close relationship between them. A very
brief study will show that there is such a close relationship that
it is impossible to properly perform one of them unless the others
are also being properly performed. A few illustrations of the
inter - relationship may make this clear. Goods are purchased or
produced in order to be sold. It is unwise, because it is unprofitable,to purchase or produce more goods than can be sold within
a reasonable time after the purchase or production. To do so
results in a tie -up of capital in a non - income producing investment,
for excess inventories yield no return. It is obvious, therefore,
that intelligent administration will take into consideration sales
expectancies in planning purchases or production.
Not only must sales and production be correlated, but this correlation must be planned sufficiently in advance to make possible
the securing of the necessary equipment and personnel to produce
the goods.
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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.
Many companies do not make careful and complete estimates.
All companies do make some estimates. I believe that care and
accuracy are desirable even when completeness can not be secured.
For example, most businesses make some sort of an estimate of
the physical volume of sales expected during the ensuing period.
This may merely be an assumption by the production manager
that he should plan to produce a certain volume of the product.
In the case of a department store, it may be merely a limitation
placed by the merchandise manager on the purchases of the buyers
of the various departments. Rudimentary as these instances are,
nevertheless, they represent the use of an incomplete budget to
secure coordination between sales and procurement.
The budgetary program may be carried out in terms of anticipated cash receipts and disbursements. Such a program would
naturally make significant omissions and yet it would suffice to
coordinate the borrowing activities of the business with the expected dollar volume of sales and the expected cash outlay for
expenses and additional assets.
An estimate of sales may be made in terms of the bulk of the
commodities sold and location of purchasers. Such an estimate
would by itself provide a basis for a considerable coordination of
the activities of the delivery department with the other activities
of the business.
Pretesting
Now, let us turn to the possibilities of pretesting particular policies through the use of incomplete budgets. If a concern is not
operating on a budget system, it is still possible to utilize partial
budgets to assist in deciding questions of policy.
One of our clients operated on a national scale in the hardware
jobbing business. We constructed pretesting budgets based on
three dif erent sets of assumptions:
i . That the company continue to do a national jobbing business.
2. That the company restrict its activities to a local jobbing
business in a limited area near its main office.
947
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3. That the company operate on a gradually liquidating basis
to be followed by a complete liquidation of the remaining assets.
In this way it was possible to make a logical choice of one of
three possible policies. In a similar manner, any contemplated
policy may be tested before adoption. For example, a company
has been selling a product used with industrial furnaces. The
product has been handled exclusively through manufacturers'
agents. It has been suggested that the company sell the product
through building supply jobbers. It should be possible to approach
this problem by the use of budgets indicating the prospects of the
company under each of the two plans.
The choice of channels of distribution involves only a comparison of anticipated selling expenses with anticipated dollar volume
of sales. In this particular case the manufacturer is primarily
concerned with a comparison between the costs of selling through
building supply jobbers and through manufacturers' sales agents
with the volume of sales which might be obtained by the two
methods.

Executive Control
Now, let us see how incomplete budgeting can establish a partial
executive control. The establishment of executive control involves
four steps:
i. Standards must be set.
2. Actual performance must be measured.
3. The actual must be compared with the standard. It is obvious that this requires that the measurements of the actual performance must be made in terms comparable to the standards.
4. Where the comparison shows a significant discrepancy, some
action must be taken. Investigation may show that the standard
was poorly set and that the action to be taken should merely be
a changing of the standard. Investigation may show that unforeseen and extraordinary conditions have made it impossible to
carry out the standard. In this event, the action should look
toward avoiding similar occurrences in the future. An investigation may show the need for more adequate information, better
training, or higher ability in the personnel responsible for the
performance.
It should be obvious that it is possible to establish executive
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control in one department regardless of whether or not it is established in other departments. Thus, activities for any department
may be assumed, and expenses estimated in terms of the assumed
activities. It is even possible to estimate the variations which
should occur in departmental expenses with deviations from the
assumed level of activity. This estimate of expenses would, of
course, be subdivided to show the expenses anticipated for each
subdivision of the department. Records may then be kept in
terms comparable with these estimates. The responsible executives may then compare the estimated expenses for the actual level
of operations with the actual expenses of this level. Such a
comparison would fix the responsibility for poor performance and
give credit for good performance to the proper individuals. Thus,
salesmen's quotas may be set and the efficiency of salesmen judged
by the consistency with which they achieve or exceed their quotas.
Standards may be set covering the road expenses and other selling
costs incurred by the individual salesmen. Their efficiency may
be further judged by their ability to hold the selling expenses for
which they are responsible at or below the standards set.
Preparation and Use
Let us illustrate the preparation and use of a partial budget
through a more detailed and specific discussion of the selling expense budget.
A market survey will furnish the greatest amount of reliable
information of value in formulating a program of selling activities. A market survey will yield information concerning the distribution and density of potential customers. The distribution and
density of potential customers will determine many questions of
sales policy and, in turn, of selling activities and expenses. For
example, the number and location of distributing outlets, the
number and routing of salesmen, the character of the advertising
mediums selected, and many of the delivery operations of the
business will be determined largely by the location of its customers.
The market survey ought also supply answers to such questions
as:
Who makes the decision to buy the company's product?
What factors influence this decision?
Which of these factors can the company most profitably emphasize?
949
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What approach will best carry these appeals to these persons?
The decision to buy may rest with the ultimate consumer, with
the retailer, or with the wholesaler. If the ultimate consumer, it
may be the decision of an untrained lay public, or it may be the
decision of a highly trained purchasing agent. It is quite obvious
that the answer to this question underlies the answers to each of
the other questions given above. For example, the decision as to
the brand of matches used by the consumer is almost always made
by the dealer. He is interested in the same qualities as the consumer only to the extent that he must be able to secure a minimum
of acceptance for a commodity sold almost entirely on a convenience basis. He is more interested in profit margins or advertising possibilities than in quality. In every instance, the company
must decide which of the characteristics of its products makes the
greatest appeal to those who make the final decision regarding
whose product is to be purchased.
It should be obvious that the market survey passes readily into
a survey of sales policies. Thus, the policy of the company as
to the means of sales promotion is determined largely by the
identity and location of the people who make the decisions as to
what they or others will buy. Some commodities require broadcast publicity reaching the lay public, backed by a distribution
system making the product readily accessible to the buyers through
conveniently located and numerous dealers. Other products require trade paper advertising followed up by specialty salesmen.
Still other products do not respond to periodical or broadcast advertising, but require salesmen supplemented by direct -by -mail
advertising, or depend entirely upon salesmen without other supporting sales promotion.
Having found satisfactory answers to these questions, having
analyzed the market as to number and location and prospective
volume of customers, and having formulated some of the broader
sales policies, the next step is to decide how much of each method
of sales promotion is necessary to reach the desirable portions
of the potential market. If purchasing agents in a certain industry
are to be reached, what trade journals serve the industry? What
is the coverage of each journal? How many salesmen are necessary to adequately cover the group of prospective buyers? How
much traveling will they have to do? How many pieces of direct -
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by -mail advertising will adequately cover the several classes of
customers and keep them live prospects for salesmen? How large
an office force, how much office equipment, and how large office
space will adequately handle the correspondence with the sales
force, the direct -by -mail advertising, the designing and letting of
contracts for periodical advertising, and the necessary record keeping to supervise and control all these activities?
In this manner the whole problem of selling expense estimates
can be rationally attacked through an analysis of the desirable
physical activities to be performed by the sales department. This
analysis depends almost wholly on a general survey adequately
covering market analysis and analysis of sales policies. From
the physical activities deemed desirable, it is but a short step to
determining the costs of each physical unit utilized and so determining the selling expenses which would be incurred to give
satisfactory coverage of a given market.
The several sales activities thought desirable might be arranged
according to a priority list. If the expense of any particular program of activities is deemed too high for the anticipated sales
volumes resulting, the less important expenditures may not be
made. This will result in some falling off of sales volume, but
presumably will result in a more than proportionate decrease in
the cost of selling. Should more sales volume be thought necessary, further activities could be embarked upon in the order in
which they appear on the list.
To a considerable extent the choice of policies involves a choice
between component elements of the same market. This will have
an important effect on calculation of attainable volumes. Thus,
a department store must choose between serving the higher economic classes or the lower. In some instances, a manufacturer
must choose between the customers he can reach selling direct
and those more easily approached through established marketing
structures.
Plans and policies are, of course, subject to change. Nevertheless, the more basic policies should be changed infrequently
and consequently present limitations upon the markets which may
be exploited profitably. This is particularly true of sales policies.
The selection of sales channels is a relatively permanent matter
and very definitely affects the volume of sales to be anticipated.
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The choice of class of customer, the basis of the sales appeal, the
methods of sales promotion, and the pricing policy will all have
an important bearing on the volume of sales to be secured. These
policies are largely determined in the light of the sales volumes
to be expected from their adoption, but, once adopted, they influence in very great measure future sales volume expectations.
Thus, in many ways the established business may come to have a
personality, a policy, a class of trade, a place of its own that can
be deflected only by degrees, and this will have an important bearing on its sales program.
In any event, in a business where proper methods of management are followed, the effect of new policies will be considered
before they are adopted. Consequently, it will be relatively easy
to give effect to these policies in the regular estimates of sales
volumes and of selling operations and expenses. The importance
of giving careful consideration to the effect of policy changes
cannot be overestimated.
Of course, the resulting program must be checked against the
programs of previous years. Any very significant deviations
should be restudied carefully with a view to making as certain as
possible that the desired sales volumes will follow from the contemplated program of selling activity.
Conclusion
In conclusion, let me stress three ideas:
i. A complete budget program is so complex and so large an
undertaking that ordinarily it cannot be worked out and installed
as a unit. As a rule, it is better to start in a small wav and
gradually extend budgeting over the entire business.
a. No budget should be regarded as rigid and not subject to
change. Mistakes should be recognized as soon as discovered and
the budgets changed accordingly. Similarly, changes should be
made in the budgets to reflect unforeseen changes in conditions.
3. The incomplete budget may aid in:
(a ) Coordination of specific departments.
(b) Establishing executive control over some portion of the
business.
(c) Testing plans and policies before adoption.
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IN A WH O LESALE
COMPANY

PAPER

By Joh n Cha rles Lesl ie
Maintenance Department, Pan - American Airways
all enterprises, the wholesale paper business shares the
L IKE
difficulties of current conditions. It is hard to keep expense volume strictly in line with curtailed sales - volume, yet if this is
not done, the company loses money. On the other hand, this
variability is much more easily attained in a distributing organization than in a manufacturing one, since fixed charges are comparatively small and the inventory is extremely flexible. Realizing these favorable possibilities, the management of this company
seeks means of control which will assume this correlation of expense with volume and through it, profit, even in conditions of
business adversity.
To secure this correlation we turn almost instinctively to the
fundamental concept of budgeting, and rightly so. When we start
to plan a workable budget system, however, we find ourselves
floundering. We start worrying about sales forecasting, about
salesmen's compensation, about a host of other things. They are
all interesting and valuable, but they simply will not pull themselves together into a coherent budget system. It is very discouraging.
It is curious that we should so easily get off on the wrong foot.
We are trying to force a so- called budget down on a situation, and
it simply can't be done. Neither the business nor the budget will
stand for it. A little closer thought will show us that, in its
installation phase, a budget is a result and not a cause. We find
we must work up to it, not down from it. Isn't this borne out
by Henry Bruere, when he states:
. . . Budgeting is a me thod for combining the coordinated intelligence
of an entire organization into a plan of action, based on records of past
performance and governed by a rational judgment of the factors that will
influ ence the cou rse of the bu siness in the fu tu re. It is no t control merely.
It is not foreca sting merely. It is an exacting and rigorous analysis of
the past and the probable and desired future expenditures with a view
to substituting considered intention for opportunism in mana gement.
. . . Fo r any institution or man, budgeting is wha t y ou ca re to make
it, provided only that you are a realist and are willing to undergo the
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pain of thinking conclusively regarding your business in terms of obtainable
results instead of hopeful expectations.
The only part of the business organism to which the budget cannot
apply is the intelligence of the business. One cannot or should not think
all the year's supply of ideas and plans at the time the budget is prepared 1
A budget, then, is the end- result of a plan for coordinated action.
When we have set our goal, when we have isolated the elements
leading to the goal, when we have coordinated them into one plan,
when we have compared our actual accomplishment with our plan,
we have budgeted. How easy it is to get at a budget when you
build up instead try to break down!
Profit Producing Elements
What we are primarily concerned with is isolating the profit
producing elements of this business. What, then, are these elements?
As I see them, the following are those which are basic and which
can be directly controlled:
1.
2.
3.
4.

Return on investment of owners
Sales volume
Gross margin
Inventory turnover
5. Expense of doing business
If we can only get these five variables under control, we can get
the earnings of our company under control. True enough, the
mechanism of this control will be a budget system, but it will be
a result, not a cause. Now let us see how this result builds itself
up out of a succession of causes.
z. Return on Investment

of Owners

This first element is really more to be decided than controlled.
It is the foundation for all of our other calculations. The desired
percentage- return is a function of two variables: nature of the
enterprise, and current business conditions. Presumably, no investor will want to subject his capital to the risks of private enterprise unless it can earn a greater return than when put into the
relative security of high -grade bonds. In the long run, therefore,
this business must earn something more than 576 of its owners'
money; how much more depends largely on the stability of its
earning power. A well - managed wholesale paper business is a
comparatively stable profit - producer. A premium of 5% over the
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io%

interest earned on high -grade bonds, therefore, should be adequate
compensation for the owners. We can say then, that in the long
run this company should earn
on net worth, or $8o,000
annually.
But here we encounter the second variable, current business conditions. Investors cannot expect io% in bad times. They can
only expect that the business will not be allowed to lose money
and that, if any dividends are paid, they will be covered by earnings. Let us say arbitrarily that a business of this nature should
earn 2 %, even in times like these. Our first goal then, is an
annual net profit of $16,000. That takes care of our first element.
z. Sales Forecasting
Patently, net profit is greatly determined by gross income from
sales. This is another figure more to be decided than controlled,
since in any given year the management can vary it only within
narrow limits. It is largely a matter of business conditions in
the merchandising area. How important it is, then, that this
decision as to sales volume be made in advance!
The most fundamental rule about "control" in business is that
a man can be held accountable only for those things over which
he exercises authority. If we want to forecast sales volume, and
if we want to hold someone responsible for attaining that volume,
we must work on the man ultimately responsible for that phase
of the business. In this company the sales manager is the man
primarily responsible.
A corollary of the above principle is that this idea of accountability should filter down through the organization. Each subordinate should prepare his own estimate for such volume and expenses as he personally controls, and he should thereafter be held
responsible for the attainment of the goals he has set. This
thought will be developed in detail as we go on.
An estimate of future sales volume can be as elaborate as you
choose to make it, but the simpler the system the better it is, if it
works. A successful forecast usually results from correlating
past experience, present data, and present judgment. One factor
alone rarely suffices. The outstanding characteristic of a distributing business is that it can best afford to err on the low side. If
sales turn out to be better than expected, there is usually ample
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time in which to replenish the inventory and no harm is done. A
manufacturing business, of course, is not in such a happy position.
When a business like this first starts to forecast, three factors
should be considered:
1. Past experience
Management's estimate of current conditions.
Salesmen's estimates of route - conditions
Suppose, now, we want to make an estimate of the six months'
volume for July- December, 1934. The practical steps would be as
follows:
2.
3.

Past Experience
The sales of the four departments have not been affected equally
by the depression; we must segregate them. Tabulate sales by
months by departments for the past several years. Taking the
months of the first year equal to loo, calculate the respective
months of subsequent years in per cent of the first, to reveal
horizontal trend. Then, for each year separately, calculate what
per cent each month is of the total for that year; this will reveal
seasonal variation. Let us suppose that 1932 ran 20% under 1931,
and 1933 to date has run io°lo under 1932. (See Sales Estimate
Data Sheet, Fig. 1) .
Management's Judgment
If we went by past experience alone, we should decide that
1933 is going to run tofo under 1932. The management, however,
possessing a sound knowledge of current conditions and aided by
supporting statistical data, believes it can foresee a further recession of volume, say to 12°lo under last year. It will, therefore,
modify past experience and prepare a revised estimate by months
by departments.
Salesmen's Judgment
"Check and double check" is a good rule. Salesmen know a
lot about their own routes. Why not ask them to prepare their
own estimate for the next six months? Give them all possible
data on their past sales —by customers, by months, by departments
—in whatever detail may be feasible. Ask them to check over their
customers and their towns one by one, making a forecast for each
956
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one. When they are done, let them sit down with the sales manager, one by one, to receive his advice and revision (in most cases
the men are too optimistic).
When all the estimates are in and approved, they can be totaled
and checked against the forecast previously prepared by the management. If they check fairly well, the forecast is moderately
dependable and can be used as a tentative basis for the future
conduct of the business. The salesmen's estimates, when approved,
will be used by them as definite sales quotas. The departmental
estimates will be turned over to the department merchandise managers for their guidance in buying.
We set the forecast - period at six months instead of the customary one year. A year is much too long a time in these changing
days. Furthermore, as each new month's sales are known, these
should be entered in a column adjacent to that containing the
forecasted figures. The old month is then dropped, a new month
SALES ES T I M AT E D AT A S H E E T
(Depa rtment, Sa lesma n, Customer, etc.)
1933
1933
1932

Classification

......................
1931

June
July

Aug.
Sept.
Oct.
No v .

$
$

$
$
$

$

$

May

$

Apr.

$

Mar.

$

Feb.

$

Jan.

$

58,991
98
62,167
7.6
91
63,071
9.8
71
66,549
8.6
85
64,247
9.0
78
60,345
8.3
80
54,737
9.3
65
62,209
6.9
98
72,721
8.4
95
56,935
8.3
75
60,362
9.3
72
7.5
46,108
68
$728,446
80
FIGURE 1
6.8
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8.5
8.6
9.1
8.8
8.3
7.5
8.5
9.9
7.8
8.3
6.3

45,000
75
49,000
72
60,000
67
55,000
70
56,000
68
52,000
69
56,000
68
46,000
73
57,000
75
50,000
66
55,000
66
47,000
70
$630,000
70

Actual
yr.
%

%

8.1

$

60,316
100
68,523
100
88,928
100
78,330
100
81,187
100
75,589
100
83,908
100
63,109
100
76,167
100
75,773
100
84,409
100
67,942
100
$905,187
100

$

Va lu e
T rend
Va lu e
T rend
Value
T rend
Value
T rend
Va lu e
T rend
Va lu e
T rend
Va lu e
T rend
Va lu e
T rend
Value
T rend
Va lu e
T rend
Va lu e
T rend
Value
T rend
Tota l
$

Dec.

Forecast
yr.

%

Actual
yr.

%

Actual
yr.

7.2
7.8
9.5
8.7
8.9
8.3
8.9
7.4
9.0
8.0
8.8
7.5
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(six months away) is added, and the intervening months modified
in the light of new experience. Thus, the forecast always covers
six oncoming months and is continually being revised to coincide
with actual accomplishment.
Fig. i is a suggested form for the preparation of sales estimates.
The figures shown are the actual 1931 and 1932 figures for Department "A." The "forecasted" 1933 column is prepared very
roughly by the writer, as an indication of method.

3. Margin and Turnover
It is probably no exaggeration to say that the profits of this
business are more sensitive to gross margin and inventory turnover
than to any other factors. If this statement is true, their importance
is so great as to justify drastic control.
Remembering our emphasis on controlling men, we must isolate
the individuals specifically responsible for gross margin and turnover. In this company the four major selling lines (fine paper,
coarse paper, stationery, and building paper) are administered by
separate executives who are responsible for buying, pricing, and
special merchandising methods. We can, therefore, apply very
definite controls to their work.
This control will be accomplished if we prepare on the first of
every month the following kind of report for each merchandise
manager:
This Month
1933 1933 1932
Budget Actual Actual
Gross Sales
Less Returns
Net Sales
Cost of Goods
Sold
Gross Margin—$
Gross Margin —%
Beginning Inventory
Plus Purchases
Less Cost Goods Sold
Ending Inventory
Months Sales on Hand

Year to Date
Change
Change
Over
1933 1933 1932
Over
1932 Budget Actual Actual
1932

The above reports, of course, would be prepared from the regular accounting books of the company and would only be available
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by departments. Since each department has from one hundred to
several thousand items, more detailed reports will frequently be
worth while. In a really vital matter, a special statistical analysis
should be made for the specific item in question, following the
above form as nearly as possible. As a routine check, in less important cases, a very good idea of inventory turnover can be obtained by asking the inventory clerk to make a brief summary of
past transactions whenever he places a requisition for re- order.
Another useful device is for the department head to run over the
stock cards, one by one, making mental calculations of turnover.
Neither of these methods, however, will give information on gross
margin; special studies on this question must not be neglected.
Some thought must be given to the source of data for these
monthly routine reports. The present books of the company give
purchases and sales by departments. Purchases are debited to department control accounts, then credited out into a general inventory account. It would seem more satisfactory to keep departmental
sales and purchases separate clear through to the end of the year.
No entries debiting Cost of Goods Sold and crediting Inventory
are made. In other words, sales orders are not costed and a dollar value perpetual inventory is not maintained although a unit perpetual inventory is in use. On the other hand a monthly income
statement is prepared by taking an estimated value for cost of
goods sold.
It seems to be of the utmost importance to cost all sales orders
and operate a dollar -value perpetual inventory in the regular books
of account. It is important mostly in order that we may have these
reports on gross margin. It is doubly important to give a dependable monthly income statement. The cost of clerical labor would
be more than repaid. It should be understood, of course, that I do
not advocate dollar inventory by items; the cost would not justify
it. I propose only "Cost of Goods Sold" by months by departments. Extreme accuracy would not be necessary in costing orders.
That is to say, purchase prices would not have to be minutely
varied, and such costs as incoming freight, if any, could be put on
fixed standards for various items. In times like these this type of
control seems to me essential to the safety of the business.
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4. Expense Control
We come now to the final profit - producing element which can be
controlled —the overall expenses of doing business. This includes
warehouse, delivery, selling, office and administrative costs. These
expenditures are more directly within the control of the management than any factor we have yet described. Perhaps that is why
budgeting is so often associated with expense control, to the exclusion of all other activity. Important as it may be, the budgeting of expenses is only a part of the whole picture.
Looking again for specific members of the organization who are
responsible for expenses and hence can be controlled, we find two
men and a committee. The general manager controls expenditures
in the warehouse, delivery, and office classifications. The sales manager controls selling expense, direct and indirect. The executive
committee, if we may use the phrase, presumably determines administrative expense, which consists largely of executive salaries.
There are, therefore, three major expense budgets to prepare.
I want to make it clear again that in identifying these major
executives as ultimately responsible for their expense budgets, I
am not saying that they should perform the entire function of setting and controlling their budgets. On the contrary, once the general outlook is clear, the subordinates should prepare in detail their
own respective budgets and should thereafter receive regular reports comparing their actual accomplishment with their estimate.
I am referring here to such men as the advertising manager, the
office manager, and the warehouse superintendent.
Our calculations up to this point have shown us what we expect
to sell next year, what our gross margin should be, and what we
want our net profit to be. To the mathematician, then, expenses
are automatically fixed because they must be squeezed in between
two fixed termini: gross margin and net profit. The business man,
I dare say, would be glad to have the mathematician tell him just
how best to perform this feat. It seems so very difficult in practice.
Nevertheless, there are business men who insist upon doing just
that. Mr. Fred W. Shibley, of the Bankers Trust Co., Industrial
Department, speaking as a director of a large mining venture, said,
"We will not lose money." He stated categorically that when their
sales volume falls off they force their expense budget to meet the
decline.
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A distributing organization, as we have said, is in a comparatively favorable position to make this squeeze, and, indeed, it must
do so, whether it is easy or not. Consider the prospect for the
future. Who knows what is to come? Who can tell when the declining curve of price -level is going to turn up again? We have
absolutely no way of telling what is ahead of us. Grimly to hang
on, waiting for old times to come, would be the height of folly.
The only possible policy for a business man in these times is to
shape his operations to suit existing conditions; he must be determined to make a profit on the present volume of sales and at the
present price level.
Procedure for Determining Expense Appropriations
If we are to make expense appropriations for the different classifications, we must have a convenient method of analysis. The
procedure immediately following would best be handled by the
executive committee, in my opinion. I am giving the rough example found below simply to indicate the general plan; the judgment of the men on the scene of action will, of course, indicate
changes and refinements. For 1933 we can set up the following
income statement, based on our discussion up to this point:
Forecasted Sales Volume (65% of 1930)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . .. .. .. .. .. .. .. .. .. .. .. .. ..
Gross Ma rgin (20 %)
Permissible Expenses

$1,080,000
870,000

..............................
...............................

210,000
194,000
16,000

Necessa ry Net Profit

...............................
We have, then, squeezed expenses in between the two fixed termini; they must total not more than $194,000, or $.179 out of every
sales dollar. Now we must apportion this amount to the various
general expense classifications. Past experience, tempered by present judgment, is probably the best criterion. For the past several
years the cents per sales dollar has been as follows for the respective major expense classifications:

.

i

Wa rehou se
.........
Delivery
...........
Selling
Office . . . . . . . . . . . . .
Ad m n . . . . . . . . . . . . .

.............

1928
3.54
.68
7.47
4.10
2.03

1929
3.44
.64
7.73
3.99
1.82

1930
3.65
.66
7.69
3.90
1.71

1931
3.65
.57
8.32
4.68
1.73

1933
1932 (Budgeted)
3.67
3.42
.55
.52
7.43
8.86
3.58
3.62
2.95
3.28

17.82

17.62

17.61

18.95

19.98
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The break -down shown for 1933 is, of course, only a rough estimate. The management, in actual practice, would have to devote a
great deal of serious thought to this point. I think the most important thing is to perform the analysis in percentages of sales rather
than in actual dollars, since we thereby eliminate the biasing effect
of impressive dollar - amounts and emphasize in our own minds the
proportional adjustment between classifications.
When the executive committee has arrived at a tentative agreement as to percentages available for each expense class, the responsible executives can figure out their respective appropriations
in dollars and distribute them among the detailed expense accounts
which they control. In this latter step, of course, they should lean
heavily on their subordinates, as previously suggested.
The enforcing of a budget, of course, is equally important with
setting it. We must continually be comparing actual accomplishment with our estimate. The following form, issued on the first of
every month to the various responsible executives, is vital to the
success of the plan:
Budget Report
Classification........ (Acct., Dept., etc.) . ... .. .. Month En d i n g. .. . . . . .
Account
This Month
Year to Date
Budget
Actual % Var. Budget Actual % Var.

If the men in question receive and study these reports promptly
and regularly, there is every reason to expect them to keep their
expenses in control. It is extremely important, however, that these

data come to them very soon after the close of the month. Accounting data which summarize past history are of little use for
current control.
We agreed, when discussing sales forecasts, that a six - months'
period in advance is amply long —also that our forecast should be
revised monthly, one new month being added as an old one is
dropped. The same applies directly to our expense budget. Conditions are continually changing and so must our plans. Therefore,
as the end of each month brings us data on sales and on expenses
we should revise our plans for the oncoming months. It is imperative, especially in times like these, that we be "shifty on our feet."
It may seem that the preparation and use of the data here suggested will consume a considerable amount of valuable executive
time and effort. This is true. It is, however, worth while. Con962
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sider the pilot of an airplane. His routine job is to keep the ship in
a stable flying position by turning the wheel and pushing on the
rudder pedals. His really important job is to check his compass
course, study weather conditions ahead, feel the pulse of his engines as expressed in the engine indicating instruments. Just so
with the business manager; his really important job is to study
conditions ahead and keep his finger on the pulse of his organization. The data being discussed in this paper are, I submit, the
mechanism by which he accepts this responsibility.
5. Financial Budgets
The most successful administrators of the present day seem
agreed that cash and other truly liquid assets are vital to the safety
of any enterprise. It is necessary for the present to avoid the embarrassment of stringent credit conditions. It is necessary for the
future to be ready for expanding business when the time is ripe.
It is of real importance for the treasurer, therefore, to use the
budget data already described in the preparation, for the same six
months in advance, an estimate of cash receipts and disbursements.
Only thus will he be able to anticipate the times when bank loans
may be necessary.
Almost as a corollary of this need, is the other requirement that
balance sheets be prepared in advance for each of the six months
being considered. Going beyond the single item of cash, they will
show the entire condition of the enterprise at the end of each
month. As each month is completed, the actual figures should be
inserted in a column adjacent to the budgeted figures, using the
form suggested for the expense budgets. Dangerous trends, especially in inventory and receivables and payables will be quickly
revealed in this way.
That the same procedure should be followed for the income statement almost goes without saying. It is a necessary part of the other
calculations and is valuable in its own right, since it summarizes
the various detailed reports and estimates previously described.
6.

Expense Allocation

Numerous investigations have proved that every business
handles certain sales at a loss. Some of this loss is inevitable; much
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of it can and should be avoided by revised methods of selling and
distributing. The purpose of any detailed expense analysis is to
reveal these losses and suggest means of avoiding them.
This expense allocation should not be made to the four selling
lines in the regular books of account since the merchandise managers of the various lines have little control over the methods of
warehousing and selling. Analyses of this kind should be attempted
on a special, statistical basis, rather than as a routine accounting
procedure. The control of volume, margin, turnover, and expenses
is something different from this analysis of overall selling costs.
This latter, however, is none the less important because it is to be
done on a specialized basis.
In this company the management should have a clear idea of the
profits and losses incurred in doing business of the following types:
1.
2.
I
4.
5.
6.
7.

Va riou s selling lines
City vs. country
Wa rehou se vs. direct
Va riou s sa lesmen
Size of a cco u nt for yea r
Size of order
Combinations of th e above

The "Net Profit Control Plan" of the National Paper Trade
Association furnishes what is probably a moderately accurate basis
for expense allocation. I suspect, however, that when applied to a
company doing both city and country business in various lines it
would involve some inaccuracies. An interested management could
undoubtedly carry the idea to a higher degree of accuracy. There
is certainlly no item in the expense accounts which cannot be properly apportioned if given adequate study. It is asked, for example,
how a salesman's time can be distributed to the various lines which
he sells. The method is easy. A few days of time study, performed
either by the man himself or by an executive traveling with him,
should give a reasonable idea of how much time he spends on each
line. Needless to say, a salesman being so studied should clearly
understand the purpose of the timing and should simulate normal
conditions as closely as possible.
It ma y be worth while to suggest a few ways by which the
losses from unprofitable business can be eliminated:
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1. Decrea se the nu mber of ca lls on sma ll cu stomers in towns where
no la rge customer exists. Use the telephone instead, or else
direct ma il.
2. Discou ra ge sale of unprofitable sta ples, unless the salesmen can
definitely u se th em to sell other more profita ble items.
3. Decrea se wa rehou se and office costs by short -cuts in the rou tine
used for ha ndling sma ll orders.

Analyses of this type, while a necessary part of profit control,
seem to me not as urgent as some of the devices previously described. They should be undertaken gradually over a period of
years, as the need appears.

q. Sales Force Control
Previous sections have discussed the usefulness of profit -study
by salesmen and the use of individual selling quotas. These are
closely allied with the effort to make better use of salesmen's time.
In many cases a study of salesmen's movements has revealed serious back - tracks and other wastes of time. While I believe that this
situation is well under control in this company, an occasional reexamination might be amply repaid.
Conclusions formed in earlier paragraphs have, I think, made it
perfectly clear that selling costs must be drastically reduced in
order to keep them in line with reduced sales volume. Considering
the type of salesmen employed by this company, and their long
years of service, I believe that a straight and drastic salary cut
would be injurious to morale. There must, I feel, be included with
the cut some form of commission scheme which will assure the men
of increased earnings promptly when prosperity returns, or even
sooner if they do unusually well. In good times as well as bad, as
a matter of fact, I strongly advocate some form of incentive wage
payment.
The use of the dual cost factor, as suggested by the National
Paper Trade Association has some faults. The adjustment of
country salesmen's wages with city wages would be embarrassing,
due to the higher traveling expenses. The sales force might not
understand and trust the method used for reckoning overhead.
Finally, and most important, the system breaks down entirely in
bad times; the company practically guarantees a minimum wage
by fixing the overhead ratio at a figure considerably below its actual amount.
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One method proving popular in these days is to cut the base salary to a fair minimum, then add a substantial bonus for accomplishment over quota.
Another method, which I rather like, is to pay a fair minimum
wage, with a commission on sales volume. Each item sold, however, is modified or "weighted" by a multiplier which indicates the
relative desirability of the sale. This device is used to push especially profitable items, close -outs, and the like.
8. Installation
As previously stated, a year is too long a time to see ahead in
these days. I recommend a six - months' budget period, with one
month being added as each old one is dropped, so that our forecast
is always six months ahead.
The management of this entire profit- control plan is a real responsibility. The person specifically responsible for it should be
the treasurer, subject, of course, to the direction of the president
and executive committee. The various departmental budgets should,
wherever possible, be placed in the hands of a department committee, in order that maximum cooperation may be secured. The
preparation of the master budget, and the ratification of the sectional budgets monthly should be the duty of the executive committee.
The value of the control system must not be impaired by hasty
or inadequate preparation. In most cases preliminary work should
be started at least 6o days before the beginning of the budget
period. When the time for final ratification comes the executives
should give two or three days of their time.
If it takes a fair amount of time to plan an annual budget, it
takes a lot more time to install a brand -new system. Not only
must plans be laid, but they must be tested gradually and modified by the lessons of experience. The various forms used, for
example, should be mimeographed to begin with so that they can be
modified down to their final form before printing.
What is even more important, the management must have time
in which to "sell" the plan to the rest of the organization, since
opposition will surely be encountered. Equally important, everyone concerned must have time in which to gain confidence in his
own estimates. This is especially true of sales forecasts. On the
other hand, control is vital these days and excessive deliberation
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might prove disastrous. Caution, therefore, should be tempered
by what seems to me an urgent need.
Many of the details of this plan will have to be changed and
supplied by the management. In principle, however, I believe that
the plan is bound to stabilize the company's earning power.
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