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When you think of forces that contribute to
the long-term growth and prosperity of your
company, you don’t think of your budgeting
process. Quite the opposite. Typical bottom-up
budgeting, with its focus on earnings, its emphasis on making short-term numbers, and its
death grip on performance measurement,
control, and rewards, is one of the forces arrayed against you.
But I’ve seen a few companies where things
are different—where budgeting is used as a
tool to introduce and reinforce a growth mindset. In these companies, wise investments in
people, R&D, market development, and plant
and equipment don’t suffer death by a thousand cuts. Instead, they live on to drive longterm revenue growth, cash ﬂows, and shareholder-value creation. Your budgeting process
can have the same effect. But only if you’re
willing to rethink it dramatically—and, in
many respects, turn it upside down.

Institute Rolling Plans
The budgeting process should be understood
as just the ﬁrst phase of the rest of the life of
the ﬁrm. To foster this attitude, some companies conduct their budget-planning process on
a rolling basis, updating and extending the
plan regularly (perhaps semiannually). Some
set their short-term plans not according to the
annual ﬁnancial-reporting calendar but according to the full sweep of their company’s
normal business cycle. It’s a common practice
among Japanese ﬁrms like Toyota and deserves to be adopted more widely in other
parts of the world. Rolling plans of two to
three years’ duration keep managers’ eyes on a
more distant horizon, and that has real implications for their investment decisions.

Restructure Your Planning Formats
Warren Buffett knows a company with growth
potential when he sees it—and what he looks
at is the company’s “intrinsic value.” What he
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means is that he focuses on cash ﬂows rather
than on accounting proﬁts. The intrinsic value
of any ﬁrm is simply the net present value of
the future stream of cash ﬂows it will generate.
Most executives adopt the same perspective
when they’re considering acquisition candidates; if projected cash ﬂows are insufﬁcient to
justify the proposed price, they know the deal
should not be done. So why, when it comes to
their own companies, do executives reduce
cash ﬂows to an afterthought?
At most companies, the formats of budgets
and strategic-planning reports follow the basic
structure of the ﬁnancial statements. It’s not
hard to see why: Those formats are already
understood and reconcilable with ﬁnancialreporting requirements. But the unfortunate
result is that budgeting becomes infected by
the ﬁnancial statements’ focus on earnings;
cash is treated as a derivative of the effort
rather than the focus. To avoid that problem,
managers should reformat their planning and
budgeting templates to highlight cash rather
than accounting net income. These forms
should zero in on investment (in working capital and ﬁxed and other assets) and ﬁnancing
rather than assets, liabilities, and equity. And
they should emphasize the level of free cash
ﬂows generated by the business available for
lenders and shareholders.

Change Your Measurement and
Reward Systems
Refocusing budgets on growth drivers would
have a further beneﬁt. Since budgets are so
often used as the basis of a company’s performance measurement, control, and reward systems, refocusing the budgets would make it
easier to refocus those systems as well. Most
managers implicitly understand that R&D investments, process improvements, new markets and customers, intellectual capital, and
even property, plant, and equipment are what
drive long-term growth, cash ﬂows, and value
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Budgeting in many
organizations is negative,
reactive, and depressing.
But call it a “valuecreating plan,” and the
process could be positive,
proactive, and uplifting.

creation. However, like traditional budgeting
processes, compensation and bonuses tend to
be focused on earnings. The value of stock options, at least in the short run, is tied to earnings per share, P/E ratios, and stock prices. This
mismatch drives managerial behavior in the
direction of short-term responses and needs to
be corrected.

Get Rid of the Word “Budget”
A new chairman was recently brought in at a
small, start-up bank I know. He was eminently
qualiﬁed for the post; his distinguished career
had even included a stint as president of the
American Bankers Association. The bank had
yet to turn the corner on proﬁtability, and he
knew he needed to intensify his team’s focus
on that objective. How did he begin? One of
his earliest steps was to ditch the word “budget” and start talking in terms of the bank’s
“proﬁt plan.”
Is this just semantics? Perhaps. But semantics can make a real difference. Many companies use the terms “strategic plan” and “longrange plan” when they’re addressing the
longer-term future, but when they start to put
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the numbers together for the next year, they
revert to the term “budget.” Not surprisingly,
managers think expansively during the planning effort, but when the budgeting process
begins, all that is pushed aside. Their focus narrows to achieving the desired annual net income and earnings-per-share objectives.
Words can be negative, backward oriented,
reactive, and depressing. Alternatively, they
can be positive, forward oriented, proactive,
and uplifting. “Budgeting,” in many organizations, has become the former. A new term—I
would suggest “value-creating plan”—could be
the latter.
Robert A. Howell (robert.a.howell@dartmouth.
edu) is the Distinguished Visiting Professor of
Business Administration at Dartmouth’s Amos
Tuck School of Business in Hanover, New
Hampshire.
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Further Reading
The Harvard Business Review
Paperback Series

Harvard Business Review OnPoint
articles enhance the full-text article
with a summary of its key points and
a selection of its company examples
to help you quickly absorb and apply
the concepts. Harvard Business
Review OnPoint collections include
three OnPoint articles and an
overview comparing the various
perspectives on a specific topic.

Here are the landmark ideas—both
contemporary and classic—that have
established Harvard Business Review as required
reading for businesspeople around the globe.
Each paperback includes eight of the leading
articles on a particular business topic. The
series includes over thirty titles, including the
following best-sellers:
Harvard Business Review on Brand
Management
Product no. 1445
Harvard Business Review on Change
Product no. 8842
Harvard Business Review on Leadership
Product no. 8834
Harvard Business Review on Managing
People
Product no. 9075
Harvard Business Review on Measuring
Corporate Performance
Product no. 8826
For a complete list of the Harvard Business
Review paperback series, go to www.hbr.org.
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For reprints, Harvard Business Review
OnPoint orders, and subscriptions
to Harvard Business Review:
Call 800-988-0886 or 617-783-7500.
Go to www.hbr.org
For customized and quantity orders
of reprints and Harvard Business
Review OnPoint products:
Call Frank Tamoshunas at
617-783-7626,
or e-mail him at
ftamoshunas@hbsp.harvard.edu
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