CHAPTER | THREE

Demand Forecasting

Learning Objectives

After reading this chapter, you should be able to:

Define the terms ‘forecast’ and ‘forecasting’.

+ Understand the need for forecasting.

Identify the types of forecasts.

State the objectives of demand forecasting.

L]

Describe the steps in the forecasting process.

+ Discuss the various forecasting approaches.
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Forecasting is the art and science of predicting future events. It is not a mere guess o
prediction about the future without any rational basis. It may involve taking historical dztz
and projecting them into the future. It may include a manager's good judgement or a subjective
or intuitive prediction in the absence of historical data.

Any business organisation can not afford to avoid forecasting and just wait to see what
happens and then take its chances. Effective planning in both the short and the long run
depends on forecast of demand for the company's products.

Uses of Forecasts : Forecasts help managers plan the productive system and zlso help
them plan the use of the system. Planning the productive system involves long-range plans
regarding the type of products and services to offer, what facilities and equipments to have,
where to locate and the like. Planning the use of the system refers to short-range and
intermediate range planning involving tasks such as planning inventory and workforce levels,
planning purchasing and production, scheduling and budgeting.

Forecasts are also used to predict profits, revenues, costs, productivity changes, prices
and availability of energy, and raw materials, interest rates, movements of key economic
indicators (such as Gross National Product, inflation etc.,) and prices of stocks and bonds. But
this chapter is limited in scope to the discussion of forecasting demand (i.e., forecasting of
sales) eventhough the concepts and techniques apply equally well to other variables.

I NEED OF DEMAND FORECASTING

Demand forcasting
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I FORECASTING TIME HORIZONS

A forecast is usually classified by the future time horizon it covers. Accordingly, the
three categories of forecasts are :

(i) Short-range forecast : This forecast has a time span of upto one year, but is generally
less than three months. It can be even for monthly or weekly forecasts. It is used for
planning purchasing, job-scheduling, workforce levels, job assignments and production
levels.

(i) Medium-range forecast (or intermediate range) : A medium range or intermediate range
forecast generally spans from 3 months to 3 years. It is used in sales planning, production
planning and budgeting (quarterly or yearly), cash budgeting and analysing various
operating plans.

y 3 years or more in time span, long range forecasts are
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I TYPES OF FORECASTS

1. Technological forecasts are concerned with rates of technological progress. Tech n?loglclal
changes will provide many companies with new products and mate'nals to offer for sale.
Even if the products remain unchanged, a new process for produqng the prodl{cts can
be developed with a new or improved technology using new machinery and equipment.

2. Economic forecasts are statements of expected future business conditions published by
governmental agencies. These forecasts address the business cycle by predicting inflation
rates, money supplies, housing starts and other economic indicators such as tax revenues,
levels of employment, gross national product etc. These forecasts give ideas about long
range and intermediate range business growth to business organisations.

3. Demand forecasts are projections of demand for a company's products or services. These
forecasts, also called sales forecasts give the expected level of demand for a company's
goods or services throughout some future period and usually provide the basis for the
company's planning and control decisions. These forecasts drive a company's production
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| OBJECTIVES OF DEMAND FORECASTING

The objectives of demand forecasting are divided into : (i) Short-range objectives and (ii)
Medium or Long range objectives.

ple to understand and use (comfortable for

Short Range Objectives

Short range objectives of demand forecasting are :

() Formulation of production strategy and policy : To bridge the gap between demand
and supply of a product offered by the firm and to ensure :

() Estimating the requirement of materials to be purchased on a regular basis. The material
requirements are based on volume of production in a prescribed time period which
in turn is based on the forecasts of demand.

(b) Optimum utilisation of plant and equipments, by adjusting the production capacity
using overtime, subcontracting, lay offs or hiring casual employees etc.

(c) Planning the availability of labour on a regular basis to meet the requirement of
production schedules.

(i) Formulation of pricing policy : Demand forecasts enable management to formulate a
suitable mechanism for fixing the prices for products to be sold.

(iii) Planning and control of sales : Demand forecasts facilitate territory design and
determination of sales quotas to be assigned to sales people.

) Financial planning : Demand forecasts facilitate estimating cash inflows and c'ash outflows
for the products for which forecasts are made. Accordingly, the funds requirements can
be properly planned and cost of funding can be reduced.

Medium or Long-Range Objectives
(i) Long-range planning for production capacity : The installed capacity of the plant is
Usually based on long-term demand forecasts.
(i) Laboyy requirements (Employment levels) : Employment levels are based. on reliable
Medium/long term demand forecasts so as to optimise the cost of production over the

long term planning horizon. N .

Restructuring the capital structure : Long term forecasts facilitate planning for l.o.ng—term
finance requirements at reasonable financial costs and other terms ar.ld condlt‘:ons for
obtaining finance from lending institutions as well as planning for internal financial

resources tq meet the long-term financial needs.

(i)
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1 STEPS IN THE FORECASTING PROCESS

[ ing are :
The seven basic steps involved in forecasting

) the objectiv
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(i) Select the items for which forecasts are needed : Determdinet \l/}/:;ther the forecag
| needed for a single product or for a group of products (produc .

' x dium-term or long-ter

i i i forecast : Is it short-term, me -

i) Determine the time horizon for the : Tle v

" The forecast must indicate the time horizon and whether to develop forecasts wee,
monthly, quarterly or yearly.

(iv) Select the forecasting model (method or technique) : Determine whether to use statistc;

models (quantitative) including moving averages, exponential smoothing and regressjg

analysis or qualitative techniques such as judgemental or market research methqg
(customers buying plans).

(v) Gather and analyse the data needed for the forecast : Before preparing the forecast, da

must be gathered and analysed. Identify any assumptions that are made in conjunctio
with preparing and using the forecasts.
Qualitative methods ~ (y/j) Prepare the forecast : Using the selected method.
consists mainly of i Moni he f -
subjective inputs. (vii) Monitor the forecast :

Monitor the forecast to determine whether it is performing
satisfactorily. If not, revi

ew the method, assumptions, validity of data and modify the
QOuantitative forecast if needed and prepare a revised forecast.
m;:g;’::ﬁ'::?: ¢ Forecasting Approaches : The two general approaches to forecasting are : (i) Qualitative anc
historical data or (i) Quantitative. Qualitative methods consist main|
development of

y of subjective inputs, often of non-numericz
e either projection of historical data or the developmer
use causal variables to arrive at the forecasts.

I OVERVIEW OF QUALITATIVE METHODS

1. Jury of Executive Opinion : It is 3 forecasti
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managers and (i) Uses experience and knowledge of two or
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estimate of domand, (i) Can be used for technological forecastin
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(iv) Can be used to modify an existing forecast to account for unusual circumstances
Disadvantages :

2.
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estimate of method. Each sales person estimates what sg| ill be in hi her territory The

expected sales hy estimates ar - at sales will be in his or her te J
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