Budgeting

Budgeting is an activity that most business managers see as one of the most crucial in which they are engaged.  Budgeting and standard costing are the major parts of planning and control.  Budgeting or budgetary control is a key part of businesses’ planning for the future.  A budget is essentially a plan in financial terms.  Budgets are thus set in advance.

The planning process
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Figure 6	The budget planning process
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Figure 7	The budgeting process
Clearly, the relationship between objectives, long-term plans and budgets is that the objectives, once set, are likely to last for quite a long time, perhaps throughout the life of the business (though changes can and do occur).  A series of long-term plans identify how the objectives are to be pursued, and budgets identify how the long-term plan is to be fulfilled.

In many ways, it would be surprising if business did not budget.  For budgeting is part of our normal everyday lives.  Whether it is a shopping trip, a university term or a night out on the town, we all generally have an informal budget of the amount we wish to spend.  Businesses merely have a more formal version of this ‘informal’ personal budget.  

For major aspects of budgets are planning, co-ordinating, motivation and control.  Budgets, therefore, combine both technical and behavioural features.

(i) Planning: - this involves setting out a comprehensive plan appropriate to the business.  For small businesses, this may mean a cash budget.  For larger businesses, there will probably be a formalised and sophisticated budgeting system.

(ii) Co-ordinating: - A key aspect of the budgetary process is that it relates the various activities of a company to each other.  Therefore, sales are related to purchases, and purchases to production.  The business can be viewed as an interlocking whole.

(iii) Motivation: - By setting targets the budget has important motivational aspects.  If the targets are too hard, they can be de-motivating.  If too easy, they will not provide any motivation at all.

(iv) Control: - This is achieved through a system of making individual managers responsible for individual budgets when actual results are compared against target results, individual managers will be asked to explain any differences (or variances).  The manager’s performance is then evaluated.  Budgets, are an indispensable form of administrative control.

In large businesses, a budgetary committee generally sets budgets.  This will normally involve managers from many different departments.  The sales manager, for example, may provide information on likely future sales, which will form the basis of the sales budget.  However, it is important that individual budgets are meshed together to provide a co-ordination and coherent plan.

Although, budgets are set within the business, external factors will often constrain them.  A key external constraint is demand.  It is futile for a company to plan to make five million racing tyres when demand is only for two million.  A key element of the budgetary process is thus harmonising demand and supply.

Nowadays, it is rare for businesses not to have budgets.  Budgets have many advantages.
· Strategic planning can be more easily linked to management decisions

· Standards can be set to aid performance evaluation

· Plans can be set in financial terms

· Managers can be made responsible for budgets

· Budgets encourage co-operation and co-ordination

The chief disadvantages are that budgets can be inflexible and create behavioural problems.  Budgets can be inflexible if set for a year.

Budgets are often said to create inflexibility as they are typically set for a year in advance.  Can you think of any ways to overcome this inflexibility?

This inflexibility can be dealt with in two ways: rolling budgets the budget is updated every month.  There is then a new twelve-month budget.  The problem with rolling budgets is that it takes a lot of time and effort to update budgets regularly.  Flexible budgets attempt to deal with inflexibility by setting a range of budgets with different activity levels.  So a company might budget for 100, 150, or 200 cleaning contracts.

Preparation of budgets

There is no one method of budget preparation suitable for all organisations of all sizes.  In a small organisation the responsibility for budget preparation may rest with an owner/manager or accountant who liases with other parties to collect the relevant information.  The detailed items will reflect past performance, but more importantly take account of expected changes in prices a volume of activity in the near future.  The budget is usually based on the accounting year of the organisation and phased into shorter periods like monthly intervals.

In medium-sized companies a more formal budgeting procedure will be required.  Top management should specify broad objectives to a budget committee comprising representatives of both directors and functional managers.  The committee then interprets these objectives into outline plans for each departmental head who in turn submit their detailed proposals.  This process may continue a number of times to get the necessary integration and co-ordination of the individual budget proposals.  Detailed instructions should be distributed to each budget holder including a timetable, budget formats and forecasts of price changes for the coming year.

When finally accepted by the budget committee, the functional budgets are aggregated into a master budget.  This consists of:
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Figure 8 	Budget organisation

· Budgeted profit and loss account for the year, phased into months

· A projected balance sheet at the year end

· A budgeted cash flow statement for the year

Identification of key factor

The starting point with budgeting is to identify the key factor, which limits the firm’s growth at this moment in time.  In many firms this key factor will be sales volume but it could be shortage of space, machinery or materials.

1. Sales budget.  Assuming sales is the key or limiting factor for a firm, this places the major responsibility for budgeting on the shoulders of the sales managers.  This budget is not just one total sales figure for the coming year, but must be analysed by customers, by markets, by sales area and by months.

2. Production budget: - After specifying sales, the production budget comes next.  The level of production must equate with budgeted sales.  The starting point for budgeting production is the sales budget after taking into account possible changes in stock levels.  The production budget specifies the products to be made, when production is to take place, which departments are to be used and the cost of labour, materials and machine time.

3. Departmental overhead budgets: - These are prepared based on the level of service needed to allow the sales and production functions to meet their budgets.  The production department overheads will be geared to the level of the sales budget while the various administrative departments’ budgets will be determined by the overall level of activity.

The various functional and departmental budgets are prepared which facilitate the composition of subordinate budgets for material purchases and manpower planning.  The functional budgets form the basis for a master budget in the form of a budgeted profit and loss account and projected balance sheet.

Another budget is the cash budget, which is quite literally a monthly budget of cash inflows and outflows, which are expected to arise from the plan expressed in the functional budgets.
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The cash budget

It is a key budget- most economic aspects of a business are reflected in cash, so the cash budget reflects the whole business more than any other single budget.  Very small businesses may feel that full-scale budgeting is not appropriate to their needs, but almost certainly they should prepare a cash budget.

Example 1

Ken Parts ltd is a wholesale car parts business.  The budgeted Profit and loss account for the next six months is as follows:

				Jan	Feb	Mar	Apr	May	June
				£000	£000	£000	£000	£000	£000

Sales				  52	  55	  55	  60	  55	  53		
Cost of goods sold		  30	  31	  31	  35	  31	  32
Salaries & wages		  10	  10	  10	  10	  10	  10
Electricity			   5	   5	   4	   3	    3	   3
Depreciation			   3	   3	   3	   3	    3	   3
Other overheads		   2	   2	   2	   2	    2	   2

Total expenses		  50	  51	  50	  53	   49	   50
Net profit			   2	   4	   5	   7	    6	    3

The business allows all of its customers one month’s credit (that is, goods sold in January will be paid for in February).  Sales during December had been £60,000.

The business plans to maintain stocks at their existing level until some time in March, when they are to be reduced by £5000.  Stocks will remain at this lower level indefinitely.  Stock purchases are made on one month’s credit (the December purchases were £30,000).  Salaries, wages and ‘other overheads’ are paid in the month concerned.  Electricity is paid quarterly in arrears in March and June.  The business plans to buy and pay for a new delivery van in March.  This will cost a total of £15,000, but an existing van will be traded in for £4,000 as part of the deal.  The business expects to start January with £12,000 in cash.

Show the cash budget for the six months ending in June.


Answer

				Jan	Feb	Mar	Apr	May	June
				£000	£000	£000	£000	£000	£000

Receipts
Debtors			  60	  52	  55	  55	  60	  55	  	

Payments

Creditors			  30	  30	  31	  26	  35	  31	  
Salaries & wages		  10	  10	  10	  10	  10	  10
Electricity			   	   	  14	   	    	   9
Other overheads		   2	   2	   2	   2	    2	   2
Van purchase				  11

Total payments		  42	  42	  68	  38	  47	  52
Cash surplus			  18	  10	 (13)	  17	  13	  3
Cash balance		  30	  40	  27	  44	  57	  60

Activity 1

Look at the cash budget of Ken Parts Ltd, what conclusions do you draw, and what possible course of action do you recommend, regarding the cash balance over the period.

Activity 2

Ken Parts Ltd, the wholesale car parts business used in example 1, now wishes to prepare its cash budget for the second six months of the year.  The budgeted profit and loss account for the second six months is as follows:

				July	Aug	Sept	Oct	Nov	Dec
				£000	£000	£000	£000	£000	£000

Sales				  57	  59	  62	  57	  53	  51		
Cost of goods sold		  32	  33	  35	  32	  30	  31
Salaries & wages		  10	  10	  10	  10	  10	  10
Electricity			   3	   3	   4	   5	    6	   6
Depreciation			   3	   3	   3	   3	    3	   3
Other overheads		   2	   2	   2	   2	    2	   2

Total expenses		  50	  51	  54	  52	   51	   50
Net profit			   7	   8	   8	   5	    2	    1

The business will continue to allow all of its customers one month’s credit (that is goods sold in July will be paid for in August).

The business plans to increase stocks from the 30th June level by £1,000 each month unit, and including, September.  During the following three months, stock levels will be decreased by £1,000 each month.

Stock purchases, which had been made on one month’s credit until the June payment, will starting with the purchases made in June be made on two months credit.

Salaries and wages and ‘other overheads’ will continue to be paid in the month concerned.  Electricity is paid quarterly in arrears in September and December.

At the end of December, the business intends to pay off part of a loan.  This payment is to be such that it will leave business with a cash balance of £5,000 with which to start next year.

Any information that you need relating to the first six months of the year, including the cash balance that is expected to be brought forward on 1 July is given in example 1

Calculate the cash budget for the six months ending in December.
	
Incremental and Zero based budgets

Thought must also be given when setting budgets whether to base them on previous years’ experience or start afresh with a clean sheet.  The former approach is referred to as incremental budgeting.  The previous year’s figures are taken as a base and then adjusted for expected changes in prices, costs and activity levels.  A frequent criticism of this approach is that it does not encourage fresh thinking and may perpetuate existing inefficiencies.

A more recent approach is to start with a clean sheet-referred to a zero base.  This ignores previous experience and requires a manager to justify all the resource requirements expressed as costs in their budget.  Each item of expense is therefore questioned, first, as to whether it should exist at all and, only then, as to its precise level.

Flexible budgeting

Essentially the flexible budget consists of not one budget, but a series of budgets, each being based on a different level of activity within the expected range.  For example, if a firm never expects activity to fall below 70% it can prepare four budgets of income and expenditure at 70%, 80%, 90% and 100% levels of capacity.  Comparison of actual results can then be made with the budget for the same level of activity.

Under the fixed budget system, variances arising from a drop in the level of activity appear as favourable variances.  When the budget is flexed to the actual level of activity, actual costs are compared with budgeted costs for the same level of activity.

1. Illustration of a fixed budget report

	
	Fixed budget for month
	Actual results for month
	Variances

	Activity
	100%
	85%
	15% (A)

	
	£
	£
	£

	Direct labour
	33,000
	31,000
	2,000 (F)

	Direct materials
	27,000
	23,700
	3,300 (F)

	Overheads
	36,000
	34,100
	1,900 (F)

	Total
	96,000
	88,800
	7,200 (F)




2. Flexible budget for the same month

	Activity
	70%
	80%
	90%
	100%

	
	£
	£
	£
	£

	Direct labour
	27,000
	29,000
	31,000
	33,000

	Direct materials
	18,900
	21,600
	24,300
	27,000

	Variable overheads
	10,500
	12,000
	13,500
	15,000

	Fixed overheads
	21,000
	21,000
	21,000
	21,000

	Total
	77,400
	83,600
	89,800
	96,000



3. Flexible budget report for the same month

	
	Flexed budget
	Actual results
	Variances

	
	85%
	85%
	

	
	£
	£
	£

	Direct labour
	30,000
	31,000
	1,000 (A)

	Direct materials
	22,950
	23,700
	750 (A)

	Variable overheads
	12,750
	12,600
	150 (A)

	Fixed overheads
	21,000
	21,500
	500 (A)

	Total
	86,700
	88,800 
	2,100 (A)



Figure 9 	Comparison of fixed and flexible budget system

Behavioural aspects of budgeting

It is important to realise that there are several, sometimes competing, function of budgets, for example, planning, co-ordinating, motivation and control.  Budgeting is thus a mixture of technical (planning and co-ordinating) and behavioural (motivation and control) aspects.  In short, budgets affect the behaviour of individuals within firms.

The budgetary process is all about setting targets and individuals meeting those targets.  The problem is that an optimal target for the business is not necessarily optimal for the individual employee.  Conflicts of interest, therefore, arise between the individual and the company.  It may, for example, be in a company’s interests to set a very demanding budget.  However, it is not necessarily in the employee’s interests.  Budgets can therefore, have powerful motivational or de-motivational effects.  For employees, in particular, budgets are often treated with great suspicion.  Managers often use budgets deliberately as a motivational tool.

To demonstrate the behavioural impact of budgeting, we look at three behavioural practices associated with budgeting; spending to budget, padding the budget and creative budgeting.

1. Spending to budget

Many companies allocate their budgets for the year.  If the budget is not spent, then the department losses the money.  This is a problem as next year’s budget is based on this year’s.  So an under spend this year will also result is less to spend next year.  It is in managers’ individual interests to avoid this.  Managers, therefore, will spend money at the last-minute.

2. Padding the budget

Budgets are set by people.  Therefore, there is a great temptation for individuals to try to create slack in the system to give them some leeway.  For example, you might think that your department’s sales next year will be £120,000 and the expenses will be £90,000.  Therefore you make £30,000 profit.  However, you might argue that your sales will be only £110,000 and your expenses £100,000, thus profit is £10,000.  Therefore, you have £20,000 budgeted slack.

3. Creative budgeting

If departmental managers are rewarded on the basis of the profit their department makes, then they may indulge in creative budgeting.  Creative budgeting may for example involve deferring expenditure planned for this year until next year.


Example

Campbell Morgan gets a bonus of £3,000 if he meets his budgeted profit of £100,000 for the year ending in December.  At the end of November, he has the following information.

								£
Sales commission to date				200,000
Extra sales commission for December		  25,000
Expenses to date					  97,000
Expenses to be incurred
Weekly press advertising				    3,000
Repairs							    8,000
Necessary expenses					  25,000

How can Campbell meet budget

At the moment, Campbell’s situation is as follows:

								£
Sales commission (£200,000 + £25,000)		225,000
Less: Expenses (£97,000 incurred + £36,000)	133,000
Actual: Profit						  92,000
Budgeted: Profit						100,000
Budgetary Shortfall					  (8,000)

Campbell would, therefore fail to meet his budgeted profit

However, if the advertising and repairs were deferred until the next period, Campbell would make the budget.  So he might be tempted to defer them.

								£
Sales commission					225,000
Less: Expenses to date					  97,000
	    Necessary expenses				  25,000
Actual profit						103,000
Budgeted profit						100,000
Surplus over budget					    3,000


