Research Notes on Capital vs. Operations Budgeting in Commercial Industry


Capital Budgeting in the Private Sector

It is common for private sector companies today to formulate capital budgets separately from operating budgets. Most companies employ a number of different methods specifically designed for evaluating potential capital investments and their impact on the organization. These methods rely on metrics such as the effect of a capital investment on the firm’s value, the time value of money, and the degree of investment liquidity. While the value of employing separate and distinct capital budgeting techniques is clear (at least for private companies), a degree of coordination between capital and operations budgeting is still desirable. Otherwise, capital budgets could make unchecked, erroneous assumptions concerning the total amount of resources required for investments now and in the future. It would be inaccurate to state that separate capital budgeting is, in itself, a best practice. A more accurate statement is that separate processes for capital and operations budgeting is a widespread practice (in commercial industry), but not necessarily a best practice. Best commercial practices in budgeting are a result of specific techniques rather than merely the separation of capital budgeting from operations budgeting.  

The following excerpts taken from leading periodicals, business school materials and government studies provide evidence that commercial industry treats capital budgeting differently than operations budgeting:

1. Source: Report of the President’s Commission to Study Capital Budgeting; February 1999;  http://clinton3.nara.gov/pcscb/
“…regardless of which [approach] private firms may employ to decide how much capital investment to undertake and which projects to pursue, all of them ultimately measure the probable success of the projects by a single metric--the likely effect on future financial performance. Moreover, the process of evaluating these undertakings is different from that of deciding whether to make certain expenditures for operating purposes (the expenses necessary to keep the business running on a day-to-day basis).  These decisions do not require long-run projections of impacts or discounting into the future… Accordingly, operating budgets are often prepared and overseen in the private sector through a process that is separate from the capital budget (although both processes are often linked by an overall management plan).”

Analysis:  The President’s Commission to Study Capital Budgeting highlights the differences between capital and operations budgeting processes. However it also notes the importance of coupling capital and operations budgets by an “overall management plan”. 

2. Source: Arizona State University, Eller College of Business and Public Administration, January, 2000; Lamoureux, Chris.

“Many companies separate the budgeting process into an operational budget and the capital budget. In these companies most of the political energy is focused on the operational budget… [the] Head Office spells out revenue and expense expectations for the year, and supervisor bonuses depend entirely on performance relative to the operating budget. The capital budget is almost an afterthought, and often involves an arbitrary rationing across operating divisions….Of course in this setting, a supervisor's incentive is to spend his entire capital budget, and exert effort to get a bigger ration.”

Analysis:  This observation provides, in effect, a “worst practice” that government agencies ought to avoid.  While the types of companies cited do indeed separate capital from operations budgeting, the “arbitrary rationing” of capital budgets indicates that they have placed little, if any, direct focus on their capital investment strategy.  Thus, each division abuses their share, wielding its expenditure as a tool for bringing in more operational dollars.

3. Source: Sloan Management Review; How Do You Win the Capital Allocation Game?, Winter 1998; Boquist, John A.

“In many firms, capital budgeting and expense budgeting are distinct processes. For example, the companies that do capital budgeting make assumptions about future cash flows that are dependent on certain advertising and sales promotion outlays. However, these outlays are typically covered by the expense budget. Even in companies in which the determination of the expense requests is tied at the outset to the capital requests, the people approving the two requests do not necessarily try to ensure consistency between the two budgets.”

Analysis:  This  observation again emphasizes the importance of coordination, not just at the outset of separated operations and capital budgeting processes, but at each step along the way.

4. Source: Pharmaceutical Executive; Bottom Line Booster, July 2001; Franco, Robert.
“Companies with an increased focus on capital asset management have stronger overall financial performance and shaved 10 percent or more from their spending budgets with no loss in asset functionality. Companies with the highest ratings used a structured process to manage capital assets, with cross-functional teams running projects end to end and a structured senior management review process”

Analysis:  Although this selection does not explicitly state that the separation of capital and operating budget processes is a best practice, an “increased focus” can be assumed to mean that the capital budgeting process is accorded special attention distinct from the operating budget process, resulting in improved cost management.  A key factor appears to be a common “senior management review process” that keeps the two processes on parallel paths. 
Conclusion 
Although research has shown that capital budgeting processes in private industry are usually different than operating budget processes, there was limited evidence uncovered that this fact alone constitutes a best practice. It appears to be a common practice in private industry, but not necessarily a best practice in and of itself. Best practices in capital budgeting were more closely tied to specific techniques and characteristics such as:

· Capital budgeting is integrated with the company’s strategy – The design of a capital budgeting system is closely aligned with company vision, goals and strategy

· Capital budgeting takes an organizational cross functional approach – Underlying estimates come from functions within the company, and those providing information see themselves as strategic partners in the process.

· Capital budgeting is a dynamic not static practice – It recognizes that the quality of information can be improved over time.

· Capital budgeting and Operations budgeting are separate processes that are linked together through an overarching management plan.
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