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INTRODUCTION:

In India the healthcare services are provided by the public hospitals, corporate hospitals, private & charity
hospitals, private clinics, nursing homes, diagnostic centres, rehabilitation centres. The industry of
healthcare is anticipated to reach $372 billion by the year 2022. The clinic or hospital industry in India
accounts for 80% of the overall healthcare advertise. The hospital industry is anticipated to touch $132
billion by 2023 from $ 61.8 billion in 2017; developing at a CAGR of 16-17%. The private healing centre
divisions (hospitals) comprises of 58% of the hospitals present within the nation, 29% of beds in hospitals
& 81% of specialists.™

Income demographics in India (2013-14) in percentage
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The cost of affording healthcare services in India is much lower as compared to affording healthcare
services globally, but still affording the services is a burden for most of the Indian population. The entry
of the private sector has drastically improved the quality & infrastructure of healthcare services. The
factors for critical success of healthcare industry in India are the use of latest medical technologies &
information technology, both of which are cost intensive as well as essential for the continuous delivery
of quality healthcare services in India. According to the study by the Union Ministry of Statistics &
Programme Implementation, the cost of hospitalization in private hospital for any ailment is 6 times higher
than the expenses occurred in a government facility.

There are three terms which needs to be differentiated & understood for analysing the adoption of cost
cutting strategies in any organization. The cost containment process is a vital administration work that
makes a difference to keep the costs down to only fundamental & necessary expenses in order to fulfil
financial targets. According to Dr M.M. Singh, AFMS: -

1. Cost Containment: which is a process of not exceeding the decided and targeted organizational
cost for a period.

2. Cost Avoidance: which is a process of reducing the increase in supplier price and ancillary
charges through the use of various different techniques such as negotiations & value analysis.




3. “Cost reduction: A reduction in the costs incurred by an organization which has tangible results;
i.e., a reduction in outside spend and/or the availability of funds that can be used for purposes
other than originally intended” as stated by Dr. M.M. Singh.

Express Healthcare published an article which provides a strong view on containing cost, which is given
below: -

1. economies of scale.

2. cost advantage through having considerably lower expenses on materials.
3. Smart building designs.

4. Proper handling of Annual Maintenance Contracts.

Prof M Mariappan who is the Chairperson of Centre for Hospital Management in TISS said, “there are
certain common practices in which hospitals can ensure their revenue cycles maintained properly”.
“Hospitals must improve the operational efficiency, patient satisfaction, application of cost reduction and
cost control techniqgue and quality improvement. Make sure that every patient shall appreciate your
service and carry great experience while leaving the hospital. They should be your ambassador. Work
with community closely, understand their requirement and modify the services as per their need. Work
with corporate clients, insurance and TPS and ensure that there is no accumulation of accounts
receivables. Practice best methods of management of resources including utilisation of HR, materials,
energy services and other sources. Regularly monitor the cost and revenue by implementing performance
and quality indicators. Try to collaborate with like-minded organisations towards learning, sharing
services and exchanging ideas. It is important to note that the hospital should be best patient-centred
care centre rather than highly advanced technical centre.”

The requirement for the decrement of cost is developing while huge number of organizations battles the
contests with each other. Companies can control their costs by systematically classifying and recognizing
product costs. An organized strategy for bringing down the cost will result in refinement of the cost and
gives specialists with the trade-offs included in accomplishing these decreases, as stated by (Pandit,
2014). Numerous ways can be adopted to scale down cost of health services. As published in Journal of
Health management 2014 by Anil Pandit: -

a. Employers can contribute by giving an acceptable style and hospital arrangement that can
cut back overhead prices in future (Pandit, 2014).

b. Individual departments in the hospital can split cost, in the form of adequate use of
employees by eliminating surplus to requirements and by training them as versatile
healthcare staffs (Pandit, 2014).

c. “Flexible spending accounts which are being currently practiced: for example, spending in
the form of budget allocated for lab services for haematology, biochemistry and
histopathology tests which depends upon the workload; and also flexible spending, in the
form of apportioning budget towards consumables for X-ray, ultrasonography, MRI and
CT-Scan” as stated by (Stanton, 2002).5!

Dr. M.M. Singh states, “one of the foremost normally used tools is cost shifting — transferring some
proportion of plan costs to the employees who use the services — which can cut back the direct costs to
the employer. Cost shifting does not directly reduce total costs of insurance, although it can influence
participants’ behaviour in ways that will reduce costs. The foremost immediate way for managers or
employers to achieve reductions of direct cost is through cautious design of health-care plans. This
includes several options that run the gamut from minor changes to major renovations. Including some
guiding principles will make any health-care plan more efficient and effective.”

“NH was built up in Bangalore in the year 2001 by Dr. Devi Shetty. The hospital started as a 225-bed
hospital basically providing cardiac care. This 225-bed hospital developed into a chain of 57 facilities with
5600 operational beds by the end of 2015. NH stood apart in the Indian healthcare market by providing
guality healthcare to the masses at an affordable cost. In 2015, it had a standalone operational income
of INR 13,075 million with a benefit of INR 289 million, treating patients from 25 nations. Shetty had plans
to establish facilities with 30,000 beds by 2020. He pioneered several innovations to bring down the cost
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of treatment and the way in which the treatments were funded. The challenge for Shetty was to ensure
that the avenues and the investors he chose for further funding were in alignment with his priorities,
growth plans, and expectation of returns. In September 2015, Shetty announced his intention to go in for
a public issue and there were doubts raised whether the pressure of shareholder expectations would
distract Shetty from his social goals” as stated by (Muralidhara, 2016). In 2012, Shetty had stated, “We
are eccentric people. We are in the business because we want to help the underprivileged and the cost
of healthcare to come down. For that, | need the freedom.” !

According to G.V. Muralidhara in oikos case writing competition in 2016, “Devi Shetty, Founder Chairman
of Narayana Hrudayalaya, announced his deliberate intentions to go in for a public issue in September
2015. The announcement attracted widespread interest in the media. Questions were raised about the
reasons for the public issue since Shetty had been running his hospital chain successfully for fifteen
years, achieving his social mission of providing treatment to any patient who walked into the hospital
irrespective of his/her ability to pay for the treatment. There was concern that the pressure of shareholder
expectations and quarterly results would distract Shetty from his social goals. Shetty, who had pioneered
several innovations to bring down the cost of treatment and the way in which the treatments were funded,
had plans to establish facilities with 30,000 beds by 2020. Shetty had several firsts to his credit including
operating on a 9-day-old baby.3 By 2015, he had performed more than 4,000 paediatric heart surgeries.4
He received several awards for his work in providing affordable healthcare. These included the Padma
Bhushan — the third highest civilian award given by the Government of India — in 2012, Indian of the
Year by CNN-IBN in 2010, the Social Entrepreneurship Award by CIl in 2005, and the Ernst & Young
Entrepreneur of the Year Award in 2003. It remained to be seen whether Shetty would be able to continue
his social mission of providing quality healthcare at an affordable cost to everyone who needed treatment
even after NH became a public listed company, subject to the pressures of the stock market and
shareholders.”

OBJECTIVE OF THE STUDY

The services for healthcare must be both affordable and accessible to everyone in our country. Due to
the introduction of new medical technologies in the hospital sector, the quality of the services delivered
to the patients has increased but the cost of the services delivered has also risen. The demand for
providing high quality healthcare services is the responsibility of the administration of hospitals but they
also need to strategize various methods for cost containment.

The study was undertaken for the fulfilment of the following purposes: -

1. to know what Narayana Hrudayalaya hospitals across India are doing to address the issue of
maintaining high quality healthcare services in optimum cost.

2. The study was aimed to analyse the different techniques used by Narayana Hrudayalaya
hospitals across India to reduce the cost of delivering healthcare services.

METHODOLOGY

In this secondary research | have gone through various articles & writings published on International
Journal of Medicine and Public Health, Express healthcare, Journal of Health Management , RFHHA
(Research Foundation of Hospital & Healthcare Administration) , oikos international, Forbes India, The
Wall Street Journal, Economic Times, Efficacy of Healthcare Information System in Improving Patients’
Care: A Case of Narayana Hrudayalaya . A manual searching of the reference lists of selected articles of
cost reduction techniques was performed. Published studies that were highly cited in this field. The
manual searching was conducted in the Google Scholar database as well as in the ResearchGate
database.




FINDINGS

In the Indian healthcare industry, there are different strategies & techniques which are used by different
hospitals across India to cut down the operating cost & hence lower down the financial burden on both
patients and the organization itself. To know the cost of different hospital services and procedure, the
process of cost exercise is undertaken so that the management can cut down the total cost of a hospital.
This provides the estimate cost of running a hospital along with certain profit margin, as stated by
(Sakharkar, 2009).

This study based on secondary research analyses various cost cutting strategies adopted by Narayana
Hrudayalaya Super speciality Hospital across India which will be discussed below.

AVERAGE COST OF OPEN HEART SURGERY
(USD)
M Hospital

NARAYANA HEALTH US RESEARCH HOSPITAL

The estimation of the average cost of open-heart surgery in India is $2000 & $100,000 in US based
research hospitals, which in turn attract many patients from abroad countries to India thus contributing to
the increase in medical tourism. [©
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According to (Muralidhara, 2016), Narayana Hospitals was able to provide quality healthcare services at
an affordable rate to most of the population. As it can be seen from the above chart, NH had a standalone
operational income of Rs. 13,075 million with a benefit of Rs. 289 million.

Dr Shetty achieved this increasing revenue through implementing cost reduction strategies which are
discussed below: -

1. Economies of scale:

Dr. Shetty said that “This was based on the premise that with a large scale of operation, input costs could
be challenged”.l"]

e Volume

In an interview (Shetty, The unstoppable Indians, 2009) stated that there were around thirty cardiac
patients operated each day at the main campus of Narayana Hrudayalaya in Bangalore which is far more
than any hospital across the country.®

(Source-https://www.narayanahealth.org/investor presentations/Q4-FY-2016)
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Due to this Dr. Devi Prasad Shetty was able to deal with many medical equipment manufacturers and
also consumables suppliers, and so he was able cut out the middlemen & source consumables directly
from manufacturers as stated by (Muralidhara, 2016).

The head of GE Co.’s healthcare business in India, V. Raja said, “Dr. Shetty drives a difficult deal and
achieve some savings because he is such a big client.”®

(Muralidhara, 2016) stated that due to Dr. Shetty’s bargaining skills, he bought reagents and
consumables at lower prices than before which in turn made the cost of performing lab tests significantly
lower than the labs in other hospitals.

e Centralized Procurement

Former Vice Chairman, MD and group CEO of NH, Dr. A Raghuvanshi stated in an interview that, NH
has a policy to standardize the products that the hospital keeps in its shelves and almost 95% of the
inventory is standardized across all the hospitals. %!

On an average around 30 CT scans were performed per machine per day, while in other hospitals across
the country the average for the same is just 7 per machine, as stated in a publication by (Rohini Mohan,
2015).01
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According to (Muralidhara, 2016), Dr. Shetty succeeded in convincing the equipment manufacturers to
place their equipment in the hospital for usage without having the hospital to pay any capital cost. The
source of earning for the manufacturer became the trade of the reagents needed for the tests.

(Source-https://www.narayanahealth.org/investor presentations/Q4-FY-2016)
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According to the figure, the consumable expenses reduced to 24% in 2016 from 28% in 2013.

The trend for employee benefits + professional fees paid to doctors was 38% in 2013, 39% in 2014, 40%
in 2015 & 41% in 2016. This shows that there was an increase in 1% each year for employee benefits &
professional fees paid to doctors.

2. Utilization Efficiency
According to Dr. Shetty, “the infrastructure was used 12 to 14 hours a day”.*?

(Shetty, Dr Shetty and his business with a heart, 2009) said in an interview that to increase the productivity
and efficiency, he specialized every doctor in their respective field. Previously every surgeon who
performed all types of operations, were now specialized in their respective fields like paediatric surgery
or bypass surgery. This made all the surgeons very skilled and experienced in their respective fields.!**!
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According to the figure, the occupancy rate increased from 44.8% to 54.2% which supported the fact to
specialize every doctor in their respective areas & increase efficiency so that the large volume of patients
can be treated more efficiently.

(Muralidhara, 2016) in oikos case writing competition wrote that when compared to other hospitals across
the country, Narayana Hospitals performed around twice number of operations per day for six days in a
week continuously. Dr. Shetty also recruited people with normal and basic degrees and the he trained
them to carry out some tasks such as operating ECG machines, reading radiology reports etc. which in
turn brought down the manpower cost to much extent.

3. Financing schemes for patients

The charity received by different sources was not enough for many patients to afford the cost of surgeries.
Therefore, to ensure that the hospital could provide treatment to masses, he collaborated with the state
government in Karnataka and started a micro-health insurance scheme which will provide the patients
cardiac surgery facilities at a nominal premium of Rs 5/- per month, as stated in (yeshasvini karnataka,
n.d.). This scheme was known as Yeshasvini Cooperative Farmers Healthcare Scheme. In this scheme
around 4 million farmers in Karnataka got enrolled.**

Payee profile by revenue (FY16)
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According to the pie chart above, around 60% of the patients were walk in patients who could afford the
surgeries. They paid the full amount and no concession and discount were provided to them. NH also
received large contributions from many of the wealthy patients who underwent surgery at the hospital.
For example, around USD 1 million was contributed to the hospital as a note of thanks by a patient from
US who underwent surgery, as stated by (Muralidhara, 2016). NH performed around 800 to 900 cardiac
surgeries per month of which merchants in commercial street which is a well-known business area in
Bangalore sponsored 70 to 80 cardiac operations every month, according to (Muralidhara, 2016). Apart
from that around 17% of the patients were insurance covered patients or corporate patients.*®

4. Smart use of data




Through information technology, NH was able to promote efficiency & standardization throughout the
hospital. All the hospitals across the country is connected by a centralized cloud-based environment
which simplifies all the administrative works and helps in monitoring & control of all the tasks.

Financial data were reviewed every month with unit heads and the CEO through a profit & loss statement
which was generated every day for the executives by the finance department, allowing them to identify &
address issues on a daily basis.

Narayana Hrudayalaya was in need of an idea that could bring down IT administrative costs. Dr. Shetty
installed a private cloud in Narayana’'s smaller branch in Jamshedpur to observe its performance as a
demo. In this cloud network in Jamshedpur around forty users logged in. After 6 months Dr. Shetty started
the development of the cloud network and planned to install in all its branches.

Dr. Shetty communicated his business need to HCL, who provided the hospital with a solution and offered
NH blu Enterprise Cloud solution to install in all of its branches, as stated by (Andrea taylor, 2017). In
today’s date this cloud based system provided by HCL is installed in all of the hospital branches of NH
with around 2000 users, according to (Andrea taylor, 2017). HCL provided following services:!¢!

e “pblu laaS (Infrastructure as a Service)- laas with Customized configurations and operating
environment has been provided by HCL. This scalable and extremely dependable IT infrastructure
solutions on Cloud has storage, servers and all-inclusive security stack powered by VMware
vCloud®.”

e “The installed blu laaS applications and services are without any capex investment. The platform is
scalable, flexible & according to customers’ need. Hence it suits the need of an individual enterprise.”

e “blu EmaaS (Email as a Service): Mailing collaboration platform on cloud model. Close to 10,000
mailbox /collaboration.”

o “pblu BaaS (Backup as a Service) for application set on cloud & database server.”

e “Cloud Helpdesk- An all time (24X7) voice and email support system.”

The hospital was able to cut 15% of its operating expenses through this cloud-based system.*”]
5. Telemedicine

In order to make the hospital’s services accessible to all the people living in rural areas as well as people
living abroad, Dr Devi Shetty collaborated with ISRO and the state government to use communication
technology.

The project started with the collaboration of Dr. Shetty, ISRO and the state government. There were two
hubs included in this project, one of which was in at the main campus in NH Bangalore and the other was
located in RTIICS hospital Kolkata.

NH had 3 different types of Telemedicine network, according to Dr. Devi Shetty: -

A. Coronary Care Unit network was the first network to be installed in which CCU’s were installed
in government and charity run hospitals present in rural as well as semi-urban areas across
the country. To treat cardiac emergencies Dr. Shetty trained and placed doctors in those rural
& semi-urban areas.

B. After the instalment of CCU network in rural and semi-urban areas, the state government gave
a thumbs up to Dr. Shetty and opened its hospital in all thirty-seven districts in Karnataka
where NH trained local doctors in cardiac screening. Trained local doctors present in those
remote areas did the initial screening and sent the report to cardiologists in NH if further
consultation was required. Then a tele consultation appointment was given to the patient with
the doctors present at NH through satellite network.
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C. After the above two steps were successfully launched, NH established a Family Physicians
Network of TTECGs (Electro Cardio Grams that were transmitted online) through which all the
General Practitioners who worked independently got an ECG device and free software from
NH so that they can help poor section of the society.

6. Salaries of doctor

According to the article published by (kaul) in Next Billion, Dr. Shetty payed his surgeons a fixed
competitive salaries instead of paying them per surgery which is very costly. Dr. Shetty provided senior
doctors around $100,000 to $250,000 per annum and then motivated them to increase the number of
surgeries per day which in turn brought the cost per surgery down.!8!

NH invests strongly in human capital recruitment, retention, and management, which is the reason for
high productivity & low attrition of the NH staff, (NH, 2013). As stated by (NH, 2013) many surgeons and
physicians were attracted and thus joined NH due to its social mission & attractive incentives as compared
to other hospitals.™

7. Partnerships

NH partnered with various private as well as government sector organizations. A generic drug shop was
set up by Biocon Foundation who agreed to sells its medicines and drugs around 20% to 30% cheaper,
as stated by (kaul). Partnering with state government NH started insurance schemes such as Yeshasvini,
in which the members pay just a nominal fee of only INR 5 per month. This made the services affordable
for thousands of low-income groups (kaul). Narayan Hospitals also partnered itself with Texas
Instruments which helped to bring down the cost of equipment. The cost of X-Ray plates was brought
down from $82000 to $300 as stated by (kaul).[2%

8. PEARLS

In 2011, NH started to design a customer centred complaints process which is known as PEARLS (Patient
& Employee Ailment Resolution & Learning System) which is a tool for monitoring & reaching customer
complaints to provide continuous improvement.

In this PEARLS system employees or patients can file a complaint by a dialling a single number for any
issues, which will be resolves quickly within 24 hours, as stated by (NH, 2013). The problem is addressed
by the service department and informed to the concerned person who filed the complaint. (NH, 2013)
also stated that a feedback is taken to determine if the issue has been satisfactorily solved or not. If the
issue has not been satisfactorily addressed then the concerned department is asked to look into the
matter again until it's been satisfactorily addressed.

Around more than twenty-eight thousand issues have been recorded and around ninety-nine percent
have been solved since the establishment of the system in 2011, as stated by (NH, 2013).124
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Through economies of scale & achieving high efficiency in utilization of medical equipment, Dr. Shetty
was able to reduce the ALOS (Average length of Stay) of patients which in turn helped in providing
treatment to masses.
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Collectively all the techniques adopted by Narayana hospitals also provided an increase in ARPOB
(Average Return per Operational Bed)
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As a result of all the above techniques adopted by Narayana Hrudayalaya, the hospital was able to
success fully increase it EBIDTA (Earnings before Interest Depreciation tax & Amortization).

EBIDT (Rs Million)
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It's an essential part of a hospital administration to control the cost & operating expenses. 70% of the
Indian population lives in rural area, most of them who cannot afford the quality healthcare services which

are costly in private hospitals.

There were certain measures implemented by Narayana Hospitals such as Electronic Medical records to
increase quality and for having a clear insurance record of all the patients, achieving economies of scale,
centralized procurement, introduction of telemedicine to reach inaccessible areas contributed further in
the area of cost reduction. Through introduction of IT, NH saves time & thus the cost.

To sum up, the cost management strategies adopted by NH hospitals are listed below in the table: -

NARAYANA HRUDAYALAYA COST MANAGEMENT

Economies of scale

Lower prices for equipment
Equipment installed free of cost by the
manufacturers

Lower prices for consumables

Better utilization of infrastructure

Manpower

ISRV

Specialization leads to higher productivity
Right person for the right job
Training

Process Innovation

ANNIRN

Assembly line model
Use of IT
Telemedicine

Infrastructure

Lower investment per bed through innovative &
appropriate design.
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BUDGETING ESSENTIALS AND DEVELOPMENT

COURSE DESCRIPTION:

The Budgeting Essentials and Development course focus on an integrative and practical view of
concepts, methods, and techniques to develop a budget.

This course teaches the learners how to develop the budget with a broad view of the corporate functions
& integrate the strategic guidelines into the discussions of budgeting process. This course broadens the
concept of structuring the budget planning and development in a logical sequence. The course actively
promotes assumptions discussions to improve the process of developing the budget. It enhances the
knowledge for applying financial concepts to support the budget planning process, design a budget
monitoring and control model to support the performance management & also evaluate the performance
of the company by managing the results and the budget.

OBJECTIVES OF COURSE:

The objectives of this course are as follows: -

e To develop a deeper understanding of the budgeting process, its challenges, common issues, and
approaches to mitigate the problems and improve the learning curve of budget planning.

e To provide an integrative approach by emphasizing the transition between the corporate strategy
and the budget.

e To give learners a practical view by following a structured process of going through a framework that
illustrates and demonstrates how to analyse, develop and control the budget.

COURSE CONTENT:

This course consists of 6 modules addressing different topics & concepts which are listed below: -

Module 1: Strategy & Budgeting - Planning & Controlling

As the budgeting process needs strategic guidelines, and these guidelines drive the planning process,
corporate managers develop the budget plan accordingly to the strategic guidelines. The budget
contributes to the roll-out of programs, projects, and actions to implement in the organization. These
programs and projects are planned in the budget development process. In this module of the course, the
discussions aim to overview the transition between strategy to the budget planning process.

The course is targeted to professionals who actively participate in the budgeting process, e.g.,
professionals who have been recently promoted to a managing position, in which the scope of
responsibilities are broader, especially in the budget planning, monitoring, and control. Pre-requisites to
benefit the most from this course is basic to intermediate business management knowledge and
concepts.
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MODULE 2 - Corporate budgeting

The corporate budgeting process begins with the strategic guidelines, goes through the discussions of
what may be the influence of the guidelines on the assumptions, and culminate in supporting the budget
planning process. In this module, the discussions are about the aspects related to this process. Learning
objectives include understanding the link between corporate budgeting and the business unit budgeting
process; aligning strategic guidelines with planning guidelines and assessing the connections of the
corporate budget to the business level budget.

MODULE 3 - The company operations and the Budget

In this module, the discussion goes through a step-by-step framework to support the budget development.

Each of the steps represents a relevant component of the budget, and the links between the budget of
each area of the company are discussed. The integration of the different area's budget is one of the
primary objectives of this module, which will lead learners to an integrative view of the budget
development. And this integration is the key learning objective of the module.

MODULE 4 - Financial and reporting model

In this module, we will develop an understanding of how to consolidate the reporting model on the budget,
through a financial approach with emphasis on a budget perspective. To build this knowledge, we will
walk through a conceptual overview and components, visit an overall managerial view of profits and
losses, work on the cash budget and forecasting cash-flow concepts and application. We also discuss
the accounting reports and the relevance of the financial and non-financial indicators.

MODULE 5 - Budget control

This module focuses on the “control” side of the budget. We understand how to apply concepts and will
be guided on how to monitor and measure results, analyse and evaluate the potential gaps between
actual and estimated outcomes.

MODULE 6 - Planning Process — Approaches and evolution

Approaches and evolution: In this module, you will learn by reflecting about the different approaches to
planning processes. We will walk with you through the aspects of efficiency and efficacy, connecting with
budgeting. We will also debate traditional versus some trended methodological approaches, their
benefits, and limitations. This Module closes our Course.

Learning Methodology
The learning methodology of this course includes —

e Video lectures

o PowerPoint presentation

e (Cases

o Reading materials

o Practice exercises + Graded quiz
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KEY LEARNINGS

1. Benefits of a budget —

e Bring more transparency: Budgeting can bring more transparency between the company's areas
during the process because it encourages the debate and brings interdependencies to the light,
which aligns mutual concerns and expectations and promotes synergy. It leads the organization
to achieve the objectives and also potentialize the collaboration between areas.

o Coordination of areas' activities: The mutual alignment between the areas during the budgeting
process also collaborates for a better coordination of the resources toward the goals. If increasing
the sales is a company's goal, supply chain, production, marketing and other areas need to
coordinate all effort to achieve it efficiently and competitively. It can be done more easily with a
budgeting planning.

e Early Decisions: As in any situation, a proper time to think and mature one decision is something
important. It allows identifying new perspectives, new approaches and improves some managers'
knowledge due to the enrichment provided by information and analysis. In this sense, the
budgeting planning takes to the decision making in advance. It is critical to the business
development, avoiding situations where the organization cannot reach the goals due to lack of
planning and resources.

e Commitment: Involving everyone who has an influence directly in the results is necessary
because it can develop a sense of responsibility and commitment to them once they make part of
the process and decision making. Everyone involved in the budgeting has to commit to the plan
and the results in which it proposes because it was built through their support. The budgeting
planning must be recognized by everyone in the organization as fair and feasible especially for
those who the performance will be compared to the company's goals. During the process, listening
to all involved potentialize their commitment and lead to greater success.

e Responsibility definition to accountability: The budgeting planning demands a definition of
responsibilities whether by area or business unit depending on the organization's structure.
Without this definition, the accountability wouldn't be possible because both authority and
collection of results cannot be exercised.

o Efficiency: Once developed the budgeting planning, there is not only the financial evaluation
implementation but also of the whole business, where adequate levels of performance are
pursued. Economic and operational indicators should be identified and monitored with determined
frequency. Inadequate performance should be addressed and avoided at the planning stage since
control assumes that the planned efficiency level should be achieved.

o Performance evaluation: The management of any organization should not consider the results
achieved as better or worse by comparison with the previous years, but it must be done compared
to the budget. All responsible involved in the process should analyse the performance by
comparing actual versus budget. The results of this analysis give inputs regarding how the
organization is progressing toward the goals. Managers can also evaluate their decisions and
achievements and take suitable actions to improve their performances.

e Predicting financial indicators such as profitability, cash flow, cash allocation and cost reduction:
The daily activities could easily make managers lose the focus where the company makes money.
In this context, a properly structured budget can pinpoint cash inflow drivers and cash outflow
drivers. It means that the management team can examine whether it should drop some part of
the business or expand in others. Also, budgeting is helpful to predict cash flow considering the
receivables, sales patterns, company's growth and seasonality. The cash allocation has an impact
on cash flow as well, which makes the process of budget consider it.

e Assumptions review: The budgeting planning leads management to think about how the company
is in its business and the assumptions about the business environment in which it is inserted.
During the process, a re-evaluation regarding this issue can result in turn alter the way in which
the managers decide to conduct the business.
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2. Limitations

e A budget is only a tool. Managers should use it for accomplishing their functions. Sometimes
managers fail to understand that budget is meant to provide detailed information, goals, and
targets which may help them in resource allocation decisions and achieve the company
objectives.

e Budgeting is not an exact science. Do not expect an unfailing budget plan. It uses approximations
and judgment which may not be 100% accurate. At best, a budget is an estimate

e One of the most common limitations of budgeting is its quantitative nature, which leads
management to focus almost exclusive in some aspects of business, such as improving or
maintaining profitability and other financial outcomes.

3. Corporate budget —

The corporate budget is related to the corporate level strategic planning. Independently of the corporate
or the business level, the concepts under discussion are the strategic foresight and scenario analyses.
The mission, vision, values and corporate development plan with the strategic guidelines are all part of
the strategy level analysis.

These corporate strategy aspects shape the budgeting process.

The figure below shows the different levels of strategy.

Corporate Level

Business Level Business Level
Operational Operational Operational Operational
Level Level Level Level

At corporate level planning, some major assumptions may be defined, such as:

e Macroeconomic trends:

e GDP growth

e Inflation

e Basic interest rate

e The minimum attractive return
e Exchange rate
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The planning process should go through the following steps:

e Senior management engagement

e Organizational structure analysis

¢ ldentification of accounting structure
o Definition of strategic guidelines

e Communication

e Opportunity and feasibility analysis
o Execution

e Monitoring and controlling

The problem is whether the company should focus on more planning of the budget or more control of the
budget. The illustration is projected below for a didactical purpose.

Where
1 willthe [l

company

be?

More More

Planning Control

The decision of where to position the company, in the middle of more Planning versus more Controlling
approaches emerges.

There are methods to allow managers to adapt their programs on the go.

For example, managers of companies in dynamic sectors of the economy may adopt a lean-
agile planning model.

This approach for planning may be recommended in situations when managers conclude that the efforts
seeking accuracy in planning don’t pay back the diligence in developing the plan.

Instead, managers can adopt a lean-agile approach by keeping the plan options opened and monitor the
environment to respond rapidly.

In this case, they would be focusing on the short term and roughly plan for the long term.

Lean-agile planning is about being closer to the more controlling side. So, the company would be to the
right, look at the figure.
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The
company
would
be here

More
Control

More

Planning

If the plan adopts a lean-agile approach, by consequence, the budget development would also follow the
same approach.

This method would imply that managers would be reviewing planning and budgeting more often.

The budget would be simpler in scope, for a time horizon not so long, and managers would be focused
on tightly controlling and reducing costs. In this context, the monitoring system and knowledge
management would be emphasized in the company.

Lean-agile leads the company to have a light plan and budget because a broad and extensive plan would
certainly be a straitjacket for the company.

A fast-changing environment engulfs people, and some of them may have a cognitive bias, which is the
illusion of control. This bias tends to make people prone to the more planning side, even in cases when
the environment is changing fast.

A sector of the economy that presents such a dynamic is the internet technology sector.

In internet industry, things change so fast that people may not realize what is going on.

In the more planning approach, the company would be located to the left side. In this approach, managers
certainly have concluded that the business environment is relatively stable. Therefore, they can invest
more time in planning, and less in control.

The
company
would
be here

More
Planning




4. Budget development framework —

The illustration below brings the framework discussed in this course.

Revenue

Production Inventory

Direct materials

Cost of goods sold

Administration Marketing & Sales

Research &
Development

Capital Master budget
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Figure — Budget development framework. Source: Adapted from Bragg, S.M. Budgeting — The

comprehensive guide. Centennial, Colorado, 2011.

Budget control —
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A budget is any plan, usually expressed in financial terms. It is an expression of expectations and aligns
resources with needs to accomplish a specific goal. Therefore, after creating a budget, you should further
compare it to actual results, so that you can see how the business is performing in comparison to your
expectations.

A budget provides benchmarks that can be used in the management of challenges.
One of the greatest values of budgets is to provide key decision-making tools. In reality, analyzing the

reasons why actual results differ from expected results is a far more useful tool than the attempt to predict
the future.

The difference between actual results and the expectations described in the budget is called variance.
When a variance is found, management will be wondering:

* What happened?

» Were the assumptions wrong?

» Were needs incorrectly calculated?

* Did the business environment, or the world, change?
* |s there a better method to do it?

Actual Results

Budget
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By studying and analysing variances and the reasons for differences, one can continually improve the (i)
performance, (ii) ability to predict the future, and (iii) the quality of the plans.

The way organizations deal with Budget Control could vary depending on different issues, such as:

* Availability of management information systems;

* How senior management values the Control importance; or

* Business momentum.

When tracking variance, one could just “take notice”, “take notice and act” or go further and “take notice,
understand what happened, act and redesign the planning process”.

1 2 3 +

Track
Variance

Understand
and Act

Take Notice
planning
process

Evaluation is based on reports of actual results in comparison to budget and should include a calculation
of the variance.

The format of reports could vary a lot and you can decide what is best for your specific need.

In the following table the budget and actual values for sales, cost of goods sold and the margin in a given
period of time are presented:
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Current Period

Budget Actual  Variance

Sales 10,000 9,550 (450)
Cost of goods sold 6,000 6,500 (500)

Margin 4,000 3,050 (950)

Note that in this example unfavourable variances are bracketed, regardless of whether they are revenues
or expenses. This could vary depending on each company definition.

The most efficient reports are those that deliver the message clearly and summarized.

In any case, reports should be designed to highlight the most important parts of the message, so that the
recipient does not have to waste time to understand important matters.

Interpretation and analysis of these reports is a vital control step, as budget variances may not be enough
to guide the organization.

The difference could be caused by a several different reasons, such as:
* the number of units sold,

* the sale price per unit,

* the mix of products, or

* some combination of these or additional factors.

Most of the time, some variables is so large that it is quite impossible to isolate the causes of variance.

When analysing the Margin in the following table one will notice that the net of the variance for Sales and
Cost of Goods Sold is ZERO.
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