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I
n 1999, a manager at one of the “Big 3” automo-
tive companies in the Detroit area implemented a
new budgeting process called strategic budgeting
(SB) that reduced costs in his area by 37.6% with-
out compromising the delivery of services or caus-

ing the layoff of personnel.
The budgeting method was based on the assump-

tions behind a project management technique devel-
oped by Eliyahu Goldratt in his 1997 book, Critical
Chain. The technique was applied to a service depart-
ment where the linkages between the “optimal level”
of inputs for the outputs provided were unknown. As a
project, by definition, embodies the development of a
new product or process, the time needed for each task
in the project is unknown. To deal with the uncertainty
of each step within a project, estimates are made to
ensure that milestones can be met. In a similar fashion,
budgets are developed to ensure that targets can be met
without going over the planned budget.

Traditionally, companies trying to reduce costs use
“the lawnmower method” for cost reduction. In the
lawnmower method, cost cutting does not discriminate
on the basis of need or capacity. All departments are

simply required to reduce costs by a given percentage.
The assumption of many managers is that all budgets
contain slack.1 In his study of budgetary slack,
Mohammed Onsi documented that 80% of the man-
agers he interviewed admitted that they “bargain for
slack.”2 Onsi also discovered that slack is created to
ensure managers meet budget targets and to protect
them from uncertainty. The problem for the upper-level
manager is to identify how much slack exists in the bud-
gets for the departments under his or her control and to
remove it without jeopardizing the amount or the quali-
ty of the services provided.

In Critical Chain, Goldratt introduced a technique for
removing unnecessary padding from time estimates for
tasks in a project. Goldratt built his model on several
observations. First, he recognized that forecasts for the
timing of tasks or for cost estimation are relatively accu-
rate in the aggregate but are much less accurate when
used to estimate tasks and costs of subunits. Second,
Goldratt states that managers tend to overestimate the
time needed for individual tasks by a minimum of
100% (see Figure 1).

Overestimation protects managers from missing
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“milestones” in projects. Finally, Goldratt states that
procrastination, labeled the Student Syndrome, causes
estimates to be overrun and due dates to be missed. 

In order to counteract the unnecessary padding of
steps in a project, Goldratt recommended cutting time
estimates for each project task in half and then group-
ing all of the time saved from individual tasks into one
“project buffer” placed at the end of the project’s esti-
mated time sequence. The “project buffer” was then
reduced by one half in order to reduce the overall pro-
ject time allowed by one third of its original estimate
(Figure 2). 

By following these simple steps, many companies
experienced dramatic reductions in the time necessary to
complete projects. Among those using the Critical Chain
technique are DaimlerChrysler, Lucent Technologies,
Israel Aircraft Industries, and Harris Semiconductor. 

WHAT IS THE STRATEGIC BUDGETING MODEL?

Strategic budgeting bases cost reduction on the same
assumptions and on the same techniques used in the
Critical Chain method of reducing project time. The
first assumption of SB is that service department bud-

gets contain a great deal of slack. The slack multiplies
exponentially over time. 

In the example in Table 1, the amount of slack
buildup after just four years in a budget with 10% slack
added at each level is over 100% of the original budget.
By year 10 the slack has increased to almost five times
the original amount. With so much potential for slack in
even a modest increase of 10% over estimated needs,
there is probably room to reduce most budgets in most
service departments by significant amounts. 

Even though, on average, budgets have large levels
of slack, we cannot say that every budget has tremen-
dous amounts of slack built into it. Therefore, SB
allows departments to receive more funds when neces-

Figure 1: Developing Time Estimates
for Project Completion

Eliyahu Goldratt’s theory of the inflation of the estimates

for the time it takes to perform a task for new projects.

According to the theory, managers overestimate the time

needed for any task by a minimum of 100%.
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Table 1a: Budget Year 1 without Slack
Department Total Division Total

+ $200,000 for + $200,000 for Slack as 
Administration of Administration of a Percent of

Department Lowest Tier Second Tier Department Division Original Budget

RESEARCH AND DEVELOPMENT $5,600,000 0%
Design $1,700,000
Feature Engineering $500,000
Overall Manufacturing Engineering $500,000
Prototype Build $500,000
Testing $3,700,000
Prototype Testing $500,000
Advanced Prototype Testing $500,000
Individual Labs $500,000
Lab 1 $200,000
Lab 2 $200,000
Lab 3 $200,000
Lab 4 $200,000
Lab 5 $200,000
Lab 6 $200,000
Lab 7 $200,000
Lab 8 $200,000
Lab 9 $200,000
Lab 10 $200,000

Table 1b: Budget Year 1 with 10% Slack
Department Total Division Total

+ $200,000 for + $200,000 for Slack as 
Administration of Administration of a Percent of

Department Lowest Tier Second Tier Department Division Original Budget

RESEARCH AND DEVELOPMENT $7,359,000 31%
Design $2,035,000
Feature Engineering $550,000
Overall Manufacturing Engineering $550,000
Prototype Build $550,000
Testing $4,455,000
Prototype Testing $550,000
Advanced Prototype Testing $550,000
Individual Labs $550,000
Lab 1 $220,000
Lab 2 $220,000
Lab 3 $220,000
Lab 4 $220,000
Lab 5 $220,000
Lab 6 $220,000
Lab 7 $220,000
Lab 8 $220,000
Lab 9 $220,000
Lab 10 $220,000
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Table 1c: Budget Year 4 with 10% Slack
Department Total Division Total

+ $200,000 for + $200,000 for Slack as 
Administration of Administration of a Percent of

Department Lowest Tier Second Tier Department Division Original Budget

RESEARCH AND DEVELOPMENT $11,880,978 112%
Design $2,708,585
Feature Engineering $732,050
Overall Manufacturing Engineering $732,050
Prototype Build $732,050
Testing $5,929,605
Prototype Testing $732,050
Advanced Prototype Testing $732,050
Individual Labs $732,050
Lab 1 $292,820
Lab 2 $292,820
Lab 3 $292,820
Lab 4 $292,820
Lab 5 $292,820
Lab 6 $292,820
Lab 7 $292,820
Lab 8 $292,820
Lab 9 $292,820
Lab 10 $292,820

Table 1d: Budget Year 10 with 10% Slack
Department Total Division Total

+ $200,000 for + $200,000 for Slack as 
Administration of Administration of a Percent of

Department Lowest Tier Second Tier Department Division Original Budget

RESEARCH AND DEVELOPMENT $32,744,641 485%
Design $4,798,424
Feature Engineering $1,296,871
Overall Manufacturing Engineering $1,296,871
Prototype Build $1,296,871
Testing $10,504,657
Prototype Testing $1,296,871
Advanced Prototype Testing $1,296,871
Individual Labs $1,296,871
Lab 1 $518,748
Lab 2 $518,748
Lab 3 $518,748
Lab 4 $518,748
Lab 5 $518,748
Lab 6 $518,748
Lab 7 $518,748
Lab 8 $518,748
Lab 9 $518,748
Lab 10 $518,748
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sary. Kenton Walker and Eric Johnson discovered in
their study of budgetary slack building in a sales divi-
sion that lower-level managers built slack into their
budgets in order to secure bonuses.3 The authors also
noted, however, that upper-level managers eliminated
slack due to their knowledge of historical patterns of
sales. It is worth mentioning that building slack is more
difficult in areas with defined relationships between
inputs and outputs. The department studied in this
case is not a production or sales department and does
not have a well-defined relationship between given
inputs for a specific level of outputs.

SB also recognizes that forecasting in the aggregate is
much more accurate than forecasting at the task level, an
observation documented by David Otley in 1985.4 SB
allows for slack in one place only—the group budget
buffer. Any department may draw funds from the group
budget buffer if those funds are needed during the year.
Providing the safety net of extra funds allows budgets to
be drastically slashed at the lower levels without compro-
mising performance of needed services.

A SPECIFIC IMPLEMENTATION OF STRATEGIC

BUDGETING

In this case study, SB was implemented at a major man-
ufacturing firm using the following process:
1. Gathered budget estimates from department heads.
2. Reduced all department budgets by 50%.
3. Grouped all “savings” from department budgets in a

Group Budget Buffer.
4. Told each department head that if he or she needed

further funds, the funds would be available but the
request would be discussed openly with other
department heads.

THE IMPLEMENTATION PROCESS

In 1999, shortly after a new manager took over the
Testing Department of 42 employees in three function-
al divisions (Service, Application Development, and
System Integration), the edict came to reduce operating
expenses by 10%. The operating expenses under
review involved the cost of purchasing services for
equipment repair and calibration, hardware and soft-
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Table 1e: Budget Increases Using 10% Slack Compounded Annually
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ware for testing services, overtime payments, and mis-
cellaneous supplies. Each manager adamantly fought
against any reductions, stating that all of the funds were
needed.

In order to achieve the required reduction, another
approach was taken. The first step was to develop a
holistic goal for the entire department. The consensus
goal was, “To offer superior-quality products and services to
our customer with a focus on speed and flexibility.” The
process of using the team to develop the goal follows
Joshua Ronen and J.L. Livingstone’s premise that
intrinsic rewards are achieved through the process of
participation in goal setting.5 Once the goal was agreed
upon, the measurements for the department had to be
changed to align with the new goal of working as one
unit rather than as three functions. Employees were
now measured on their ability to find synergies
between the three functions and cross-functional team-
based ideas for improvement opportunities.

Next, training started on the new Critical Chain
method of reducing cost by grouping the cost reduc-
tions taken from each department together in one
departmental buffer while reducing each function’s
budget by one half. The departmental buffer func-

tioned to reduce the risk of the group having insuffi-
cient funds for vital tasks. Any funds needed over the
approved amount had to be explained to the other
function managers and to the departmental manager.
Justification for extra funds from the buffer was pre-
sented in a business case using the Theory of Con-
straints Thinking Process Tools, including the Current
Reality Tree, CRT, and the Evaporating Cloud.6 The
CRT documented current ripple effects from current
processes including, especially, any negative effects of
the loss of funds on other departments’ products or
services. 

The manager and the supervisors created a priority
spending matrix (Figure 3), which was used by the
entire organization to evaluate the importance of the
extra spending. The spending matrix was inspired by
Steven R. Covey’s book, The Seven Habits of Highly Effec-
tive People: Restoring the Character Ethic.

Once a month, at a departmental meeting called the
Town Hall Meeting, all 42 departmental employees
were briefed on the state of the departmental buffer.
Any collaborative cross-functional accomplishments and
any customer compliments for the department’s ser-
vices and products were highlighted.

Figure 3: Priorities Guideline: Project and Activities

A. IMPORTANT AND URGENT

◆ All important business matters that
require immediate attention

◆ Future direction should be to 
minimize these types of fires!

C. NOT IMPORTANT AND URGENT

◆ All types of emergencies

B. IMPORTANT AND NOT URGENT

◆ Primary focus—means a lot to the
group, organization, company

D. NOT IMPORTANT AND NOT URGENT

◆ Proven/rugged systems that require
very few changes

A and C are Pool Spending Priorities B is Current Strategic Direction D is Core Business, Business-Goal Priorities
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During one meeting of the function managers, the
Service Department manager requested buffer funds to
purchase the services of an outside company to track
the expenses of the Service Department. Fortunately,
the Application Group’s manager volunteered to devel-
op the database for the Services Department at no
charge. Through this synergy, the company avoided
dipping into the departmental buffer and fostered col-
laboration. The event was described in an article circu-
lated to all of the 42 departmental employees and
reviewed in a Town Hall Meeting.

THE RESULTS

1. Budget Depletion for Important Tasks

After the first year, almost the entire departmental pool
was intact. Of the original $6,250,000 buffer, $1,550,000
was reallocated to the System Integration function,
reducing the buffer to $4,700,000. System Integration
requested the extra funds for the purchase of data
acquisition equipment to be used to solve warranty-
related problems. The managers of the other two func-
tions agreed that the purchase of the equipment served
a compelling function and furthered the goals of the
department as a whole. Due to the added funds from
the budget buffer, the System Integration Department
ended up with almost twice the level of its original
funding prior to the reductions at the start of the SB
process (see Figure 4).

2. Utilizing Synergies to Maintain the Budget Buffer

In order to maintain the buffer, the service manager
reviewed his purchases of thermocouples. He observed
that, in the past, the department had stockpiled the
wire without regard for the utilization patterns. After
researching the historical usage patterns, he discovered
that the thermocouples were only heavily used in the
summer months during “In-Vehicle Testing.” In addi-
tion, management discovered that several times the
inventoried thermocouples were not needed because
the vehicle department requesting the testing had
already purchased the parts. Eventually, the purchase of
thermocouples was eliminated.

Probably the largest savings came from the change in
the buying patterns for data acquisition equipment. The
Testing Department would traditionally purchase this

equipment for customer departments requesting specific
tests. The equipment was then transferred to the cus-
tomer department and maintained there. The equip-
ment generally was used only once for specific testing
needs. The customer department also would calibrate
the equipment, but the calibration frequently was not
accurate, so testing results were suspect.

To reduce the waste of a one-time equipment pur-
chase, the departmental manager created a library of
data acquisition equipment. As a result, the equipment
now is used repetitively instead of just once. Another
major benefit of the library was that the Testing
Department also maintained the equipment, so the
calibrations were more accurate. This step not only
saved costs but also improved overall quality of the
services provided.

3. Removing Redundancies

In the process of reviewing spending patterns, man-
agers discovered that one costly function performed by
the department also was being handled by another
department. Once the double tasking was identified,
the work was returned to the department originally
assigned the task and was no longer also performed by
the Testing Department.

Over the next two years, the department was thrice
asked to reduce expenditures by 10%. The cuts were
made from the departmental buffer without any loss of
headcount or product or with any project termination.
During this period, employee morale was very high.

4. An Unforeseen Negative Consequence of Success

Unfortunately, the divisional manager retired at the end
of the first year’s implementation. The new divisional
manager immediately requested another 10% reduc-
tion. Due to the projected $6,250,000 in the budget
buffer, the Testing Department manager was able to
immediately comply with the request. Every other
departmental manager fought the reduction. 

Later on in the same year, the divisional manager
again requested another 10% reduction in the budgets
of all departments in the division. Again, the Testing
manager easily complied. Due to the alacrity of the
response, the divisional manager assumed that there
must be high levels of excess capacity in Testing.



8M A N A G E M E N T  A C C O U N T I N G  Q U A R T E R L Y F A L L  2 0 0 3 ,  V O L .  5 ,  N O .  1

Services Budget =
$8,375,000

Application Development
Budget = $2,750,000

System Integration
Budget = $1,375,000

Total Group Budget =
$12,500,000

Services Budget =
$4,187,500

Application Development
Budget = $1,375,000

System Integration
Budget = $687,500

Total Group Budget =
$6,250,000

Services Budget =
$4,187,500

Application Development
Budget = $1,375,000

System Integration
Budget = $687,500 +
$1,550,00 = $2,237,500

Total Group Budget =
$6,250,000 + $1,550,000 =
$7,800,000

Services Budget =
$4,187,500

Application Development
Budget = $1,375,000

System Integration
Budget = $687,500

Total Group Budget =
$6,250,000

Total Group Budget 
Buffer = $6,250,000

Total Group Budget 
Buffer = $6,250,000 –
$1,550,000 = $4,700,000

Total Group Budget 
Buffer = $6,250,000 – 
20% of $12,500,000 =
$3,750,000

Figure 4:
Original Group Budget — Year 1

Group Budget Using Strategic Budgeting — Year 1

Group Budget Using Strategic Budgeting 
After Group Budget Buffer Was Partially Depleted — Year 1

Group Budget Using Strategic Budgeting — Year 2 After Merger
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Therefore, she dramatically downsized the department,
eliminating personnel and reassigning them to other
areas within the corporation. The successful team was
split up, their success rewarded with dismissal from the
project. 

Although the initial response of upper management
was devastating to the employees of the Testing
Department, eventually, after seeing the innovation of
the manager in this one department, the company
asked the manager to spread the Theory of Constraints
innovations corporate-wide.

THE STRENGTHS OF STRATEGIC BUDGETING

1. Ease of Implementation

In contrast to zero based budgeting (ZBB), strategic bud-
geting does not require managers to rank tasks or to justi-
fy current expenditures in order to ferret out the slack
within the budget.7 Instead, strategic budgeting assumes
that most budgets contain significant amounts of slack
and can be cut in half without jeopardizing the output of
any department. For those few departments with little or
no slack, the safety provided is in the budget buffer for
the entire company. Departments requiring extra expen-
ditures can draw from the budget buffer once they have
shared the need with the other affected departments.

In addition, SB can be implemented relatively quick-
ly once the manager is determined to make the change.
ZBB, on the other hand, takes a great deal of time to
implement.8 With SB, estimates of the amount of slack
in each budget are not needed because all budgets are
simply cut in half.

2. Increased Communication Between Departments

According to the findings of Joseph Fisher, James Fred-
erickson, and Sean Peffer, managers are more willing to
accommodate the needs of other departments when
information is readily available about the other depart-
ments.9 Requiring department heads to share their
needs for buffer spending with the other department
heads ensures cooperation. In addition, this practice
transmits a subtle message that any buffer expenditures
must be valid. 

3. Lower Overall Spending Levels

In many corporations, managers are held responsible for

overspending the budget. Therefore, managers tend to
overstate their needs10 and to spend the entire budget-
ed amount, even if excesses are available to refund to
the company at year-end.11 Budgetary slack is also diffi-
cult if not impossible to detect. In strategic budgeting,
however, managers are encouraged to spend half of
their original budget and to spend more only if the
expenditure is valid and can stand up to the scrutiny of
the managers competing for the same buffer of dollars.
Through the use of this technique, true slack is identi-
fied without penalizing those areas with minimum or no
slack. In fact, in this case, one department ended up
with almost twice the amount of its original allotment of
funds before the 50% reduction.

4. Assurance of Output Integrity

The danger of many cost-cutting initiatives is the loss of
quality and quantity in the pursuit of reduced expendi-
tures. What SB seems capable of delivering is reduced
expenditures only in areas of increased slack while pro-
viding sufficient resources for those areas needing addi-
tional dollars in order to meet the corporation’s stated
goals. Because any expenditure of the budget buffer
requires communication with other department heads,
managers are reminded of the overall goal of any subunit
when requesting extra funding. Those seeking unneces-
sary funds should be reluctant to ask for them, given the
scrutiny of the other department heads. Those needing
funds for legitimate corporate purposes, however, should
feel totally justified in appealing for the extra funding. In
fact, after using SB, some departments may end up with
extra funding while others end up with significantly less.

5. Intrinsic Rewards through Goal Achievement

By eliminating significant amounts of slack, the upper-
level manager has created a situation where achieving
the budget is something that can be valued by the
lower-level manager.13 It is difficult to meet previous
output levels with half of the original funds. Therefore,
the achievement of the target-spending levels is some-
thing of which to be proud. In addition, the agreement
on a departmental goal and the continual realignment
of departmental actions in light of the goal provide the
structure and motivation mentioned by Ronen and
Livingstone.14



10M A N A G E M E N T  A C C O U N T I N G  Q U A R T E R L Y F A L L  2 0 0 3 ,  V O L .  5 ,  N O .  1

CONCERNS AND CAUTIONS

Budget reductions of 50% in the first year of imple-
menting strategic budgeting are relatively straightfor-
ward, but trying to continue such dramatic reductions in
budgets year after year should be avoided. Once SB is
implemented in the first year, managers will “know the
game” and adjust their projections for needed funding
accordingly. In addition, reductions beyond the original
50% would most likely be excessive and harmful to the
delivery of the final product or service.

Implementation in just one lower-level area without
coordinating with upper-level managers and “educat-
ing” the upper-level managers on the new technique
could be suicidal. Upper-level managers who see large
unspent budget amounts at year-end could assume
many harmful things about the performance of the
department and/or of the departmental manager. It is
critical, therefore, to win the approval of the upper-level
managers for the “experiment” with SB before its
implementation. This case study should help in solicit-
ing and winning such approval.

Current performance measurements reward spending
the entire amount of budgeted funds and penalize
underspending the budgeted amounts. Any unspent
funding is likely to be lost to the department in the
next budgeting cycle. Unless the performance measure-
ment system rewards managers for spending less, they
will continue to spend as much as is allowed. There-
fore, the performance measurement system must be
modified to encourage the creation and maintenance of
a budget buffer for the protection of the overall perfor-
mance of the firm. Rather than focusing on a detailed
budget, employees should be focusing on the overall
strategy of the corporation. To foster this team effort,
management should consider rewards or bonuses that
encourage team behavior and high levels of cooperation
among departments. ■
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