Continuous Improvement

Beating the
Budget
PERFECT STANDARDS HIGHLIGHT OPPORTU NITIES FOR CONTINUOUS IMPROVEMENT.
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By 2007, cars from China are expected to cost 30% less than comparable U.S. models! And it isn’t just cars.
All other manufactured products could be similarly impacted because of overseas competition.
When thinking about this, most companies realize something has to change, so they hire the best consultants. But the results often leave them disappointed. In a recent British study, only 28% of the participating
companies reported a high level of satisfaction with their continuous improvement efforts. These companies
all had one thing in common: They embrace cultural change. They recognize that to survive, and even thrive,
the key is to learn new ways of capturing their most efficient and effective experiences, knowledge, and capabilities, i.e., to develop a business culture of continuous improvement (CI).
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Table 1 defines some critical CI concepts that successful companies incorporate into their management
accounting systems. By embedding CI principles into the
accounting system, the culture of a business can gradually
be shaped to achieve a competitive advantage.

SYMPTOMS INDICATING A NEED FOR A CI APPROACH
What are the signs that your company needs a CI culture?
The more “yes” answers you have to the following questions, the more concern you should have:
1. Is there significant variation in the resources consumed from job to job?
2. Are budgeted costs easily and commonly met?
3. Do you have persistent problem customers, suppliers, and product lines?
4. Do you have a strong business culture of getting the
job done on budget?
5. Is increasing automation an uncommon practice?
6. Do you find integration of new technologies difficult
and the results disappointing?
7. Do you rarely change management procedures?
8. Are you increasing your selling prices?
9. Are you considering or practicing outsourcing?
10. Are most of your production improvements generated through the budgeting cycle?
11. Are your process costs increasing?
12. Do your employees view change proposals with
cynicism?
CI differs from most approaches like World-Class
Manufacturing and Total Quality Management (WCM/
TQM). WCM/TQM are all-or-nothing initiatives. WCM/
TQM consultants ask managers and employees to trust
that significant changes in operating procedures will be
profitable. Unfortunately, there’s rarely the opportunity to
evaluate the profitability of incremental changes with
these approaches. Furthermore, the impact of these
changes on profitability isn’t guaranteed and is often not
reported up to 18 months after implementation is started! Without validation that new ideas are appropriate,
employees tend to resist such monumental changes and
may express dissatisfaction throughout the change
process. In the end, the process for management can be
overwhelming, confusing, and risky, leading to poor
results.
If your cost reduction and Total Quality Management
ventures haven’t given you the results you expected and
you aren’t ready to compete with products priced at 30%
less than yours, then now is the time to prepare. It’s time
to put a systematic plan in place to continuously reduce
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Table 1: Critical Concepts in

CI Management Accounting
1. CI Accounting: The incremental activity of improving operations
one individual problem at a time with accounting evaluation and
feedback.
2. Perfect Standards: The time it takes or the resources consumed
with current technology for processes to operate perfectly. Sources
are typically from engineering, product specification standards, or
management.
3. Waste Variance: The difference between the perfect standard and
the actual results for one complete process or job. The largest
waste variances are assumed to offer the greatest opportunities for
improvement.

your costs. Let’s now look at a control mind-set of getting
the job done vs. a continuous improvement mind-set of
getting the job done while beating the budget.

TRADITIONAL ACCOUNTING HINDERS CI
It’s important to consider what kind of message your
accounting system is sending to your employees. Your
accounting and budgeting system may encourage innovation, learning better ways to do things, and a culture of
flexibility and change. Or it might motivate employees to
make the budget, avoid risks that may lead to improvement, and build slack into the budget to manage their
superiors’ expectations. Too many companies fall into
this latter control mind-set.
Table 2 contrasts the control culture mind-set from the
CI culture viewpoint. The difference is illustrated clearly
in the context of an unfavorable budget variance. In the
Management by Exception (MBE) culture (the control
culture), an unfavorable budget variance is viewed negatively and requires an explanation. But in the CI culture,
a waste variance highlights a potential opportunity to
improve and increase profitability.
Consider a typical reporting format for a bottling company (see Table 3). The traditional MBE approach matches a control culture with the prevailing philosophy of
getting the job done on budget. The budget report uses
practical or negotiated standards providing reliable
performance expectations. Marketing also uses these
budgeted costs of $12, $8, and $2 per case to determine
product-line profitability.
The production report indicates that only the medium
BBB bottle line has a budget variance, which is favorable
at $800 or $0.40 per case. Apparently, the company profits for the period will be $800 better than planned! It

Table 2: The Control Culture vs. the CI Culture
Controlling the Budget:
Management by Exception

Controlling CI:
Finding Opportunities
for Improvement

Variance Interpretation

The budget variance measures
conformance with budget commitments.

The waste variance measures potential
savings from eliminating that waste.

Performance Evaluation

Based on meeting the budget.

Based on meeting the budget and CI efforts.

Typical response to an
“unfavorable” variance:

“How can I explain the differences
from my budget?”

“The largest waste variance identifies the most
profitable opportunity for improvement.”

seems that management doesn’t need to take action
because the company is delivering everything on time
and on budget. Indeed, as long as the competitive environment remains the same with homogeneous inputs
and a simple profit goal, the company may thrive. As
soon as market conditions change and the competition
stiffens, however, the company may neither thrive nor
even survive. So improvement in this culture isn’t one of
management’s objectives.

PERFECT STANDARDS HIGHLIGHT OPPORTUNITIES
In contrast to the control culture, the incremental CI
culture is characterized by activities that reduce waste
and improve processes with a view to profitability.
Practical and negotiated standards are replaced by
perfect standards set according to machine and
product specifications based on perfect production. Using perfect standards transforms the
variance report from merely an evaluation tool
into a diagnostic one that can identify critical
problems to analyze and solve. In the CI culture,
a good performance evaluation is associated with
finding waste opportunities guided by the
accounting system.
In the CI culture, padding the budget, a com-

mon technique associated with practical, historical, or
negotiated standards, offers little advantage. In fact,
building in a cushion only masks opportunities for
improvement and makes it more difficult to identify
activities to fruitfully investigate. Shifting the use of the
production report from a mere evaluation tool to a CI
diagnostic tool reduces the motivation to pad the budget.
Managers are evaluated on the profitability of improvements and the efficiency of their learning curve as well as
getting the job done. Variances from the perfect budget
aren’t cause for disappointment or alarm. Instead, the gap
between performance and perfection identifies welcome
opportunities for future improvement. The focus isn’t
on out-of-control activities but on highlighting the
greatest opportunities for profitable improvement.
Table 4 provides an example of a CI production
report. Unlike Table 3, Table 4 reports that all
three products have waste. In the CI culture, however, this waste doesn’t signal a pre-negotiated
out-of-control condition but highlights a huge
opportunity for improvement.
Based on perfect standards, the large-bottle
AAA job now has the highest unfavorable waste of
$2 per case. The underlying assumption is that
further analysis of this job will most likely offer the

Table 3: Control Budget: Get the Job Done on Budget
BUDGETED COSTS

ACTUAL COSTS

VARIANCE FAV (UNFAV)

BUDGETED UNIT COST

VARIANCE PER CASE FAV (UNFAV)

$6,000

$6,000

$0

$12.00 per case

$0.00 per case

Medium Bottles
BBB 2,000 cases

$16,000

$15,200

$800

$8.00 per case

$0.40 per case

Small Bottles
AAA 3,000 cases

$6,000

$6,000

$0

$2.00 per case

$0.00 per case

Large Bottles
AAA 500 cases
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Table 4: CI Budget: Get the Job Done, and Beat the Budget
“PERFECT”
BUDGETED COSTS

ACTUAL COSTS

WASTE
FAV (UNFAV)

PERFECT STRATEGIC
COST PER CASE

WASTE PER CASE
FAV (UNFAV)

$5,000

$6,000

($1,000)

$10.00 per case

($2.00) per case

Medium Bottles
BBB 2,000 cases

$14,000

$15,200

($1,200)

$7.00 per case

($0.60) per case

Small Bottles
AAA 3,000 cases

$4,500

$6,000

($1,500)

$1.50 per case

($.50) per case

Large Bottles
AAA 500 cases

greatest opportunity to uncover more costly, potentially
correctible waste activities. Hence, this accounting report
signals that this job is a prime candidate for in-process
evaluation and improvement.
In a traditional MBE control culture, budget variances
are never anticipated or welcomed. In fact, the process of
negotiating standards is designed to ensure that unfavorable variances won’t occur. As a result, opportunities for
improvement are disguised. In a CI culture, on the other
hand, the use of perfect standards is a basis for diagnoses
in order to map the course of potential improvements.
The rate of learning and the degree of waste elimination
are the criteria used for performance evaluation.
For example, what does the perfect strategic cost per case
in Table 4 communicate to the marketing department? In
determining product mix, would the perfect cost ($10 per
case for large bottles) or the practical cost ($12 per case)
be most relevant? Which messages do you want to send?
The practical cost allows for more accurate planning than
the perfect cost, but the perfect cost prompts analysis and
action plans to make improvements.
When using perfect standards in a CI culture, there’s
no presumption that current activities are done the one
best way. In fact, all activities are continuously subject to
cost reduction. Hence, the goal shifts from merely getting
the job done on budget to getting the job done on time
and beating the budget. Waste variances become diagnostic tools that guide learning. They are one part of a comprehensive management control system. In this culture,
each employee is encouraged and expected to analyze
activities for improvement as part of their day-to-day job
duties. This approach works best when the most efficient
production function and operating environment are unknown, turbulent, and variable with flexible inputs conducive to developing new technologies and learning new
processes.
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OTHER CHARACTERISTICS OF THE CI-AIS
In the CI culture, management accountants play a key
role. They must design, manage, and report limitations of
the Continuous Improvement-Accounting Information
System (CI-AIS). More specifically, the CI-AIS allows
management to initiate and monitor change as often as
the perfect standard waste variance report is produced.
For instance, by tracking individual jobs, the CI-AIS
records the detailed process costs of providing and delivering the goods and services for those jobs. Each job represents a complete process cycle, and any significant
variability from job to job indicates an opportunity for
improvement.
Based on this information, you can devise an inprocess CI strategy. Carrying out this new strategy with a
view to increasing profits then brings change management into the operating system, one project at a time, in
a controlled, systematic manner using familiar profitability criteria. Therefore, changes and improvements are no
longer limited to the annual budgeting system but are
instigated in response to each accounting report.

BRING ON THE LOW-COST PRODUCTS!
To ensure that your CI efforts are supported, monitored,
and well-managed, you should consider a CI-AIS based on
perfect standards. With CI-AIS in place to facilitate a new
culture of CI, you can confidently say to your overseas competitors with their low-priced products: “Bring ’em on!” ■
James Thomas Mackey, Ph.D., CPA, and Hugh D. Pforsich,
Ph.D., are accounting professors in the School of Business
Administration at California State University in Sacramento. You can reach James at (916) 344-8288 or Mackey@
csus.edu and Hugh at (916) 278-7141 or pforsich@csus.edu.
Note: Companies interested in this approach are encouraged
to contact James Mackey at Mackey@csus.edu.

