The compilation of the various budgets can be best illustrated by considering a particular example.

Big Bods plc specialises in the manufacture of fashionable clothes for large sized individuals.  The two main products, jackets and trousers, are made up in the factory and sold to retailers.  The business prepares a budget for each year on the basis of a full absorption costing system.  The balance sheet of Big Bods plc as at 31 December last year is shown below:

	
	£ 
	£

	Capital

1,400,000 ordinary shares of £1 each

General reserve

Current liabilities

Trade creditors

Corporation Tax

Total capital employed

Represented by:

Fixed assets

Land and buildings

Plant and machinery

Less depreciation to date

Current assets

Stock materials

Cloth 

Lining

Finished goods

Debtors

Cash
	431,851

128,200

1,300,000

920,000

180,000

135,000

223,500

445,628

105,284


	1,400,000

1,359,361

2,759,361

560,051

3,319,412

1,089,412

3,319,412


The management are preparing to produce a budget for the year to 31 December next.  As management accountant you are to help them to coordinate their departmental plans.  Their forecasts must be realistic in terms of the conditions likely to prevail in the forthcoming year.

Cost estimates

Materials are purchased from a trusted supplier:  cloth in standard widths at an expected price of £4.90 per metre and lining fabric at £2.80 per metre, a considerable reduction on prices paid this year.  The designer plans to use three metres of cloth and two metres of lining for each jacket, with trousers taking two metres of cloth and one metre of lining.  Direct labour is paid at a rate of £4.10 per hour, whether they are cutters, stitchers or finishers.  It is estimated that four hours of direct labour time will be needed to make a jacket, and three hours to make trousers.   Production overheads are absorbed on the basis of direct labour.

Projected stock changes

The opening stock of the cloth is 36,000 metres, lining material 26,000 metres, and it is intended to halve these amounts during the year.  The opening stock of finished goods contains 2,000 jackets and 6,000 pairs of trousers.  The company intends to build up stocks of jackets up to 4,000 at the end of the year, but will maintain trouser stocks at current levels.  The FIFO system of stock evaluation is used by the company, which means that the expensive lining fabric in stock at the beginning of the year is assumed to be used during the year.  Work-in progress stocks are negligible and should be ignored.

Planning sales

The managing director plans to fix prices for the year at £70 for jackets and £50 for trousers.  He estimates that at these prices 76,000 jackets and 58,000 pairs of trousers will be sold.  All sales are on credit terms to retailers.

Overheads

Production overheads are expected as follows:

	
	£

	General expenses

Indirect labour

Power

Maintenance

Depreciation

Insurance

Supervision
	148,000

242,500

73,750

40,000

66,000

5,250

  56,300

631,800




Indirect labour is considered to be a fixed cost, but general expenses are reckoned to be 50% variable, while power and maintenance have a 40% fixed cost element.

The selling and administration overhead expenses are expected to be as follows:

	
	£

	Advertising

Commissions

Salaries of sales executives

Travelling expenses

Wages and salaries of general office

Electricity

Stationery

Post and telephone

General expenses
	125,000

39,500

196,500

167,500

221,600

14,700

23,500

33,000

  14,300

835,600




Investigation reveals the following expected cash flows analysed in three monthly periods:

	
	1st Qtr

£
	2nd Qtr

£
	3rd Qtr

£
	4th Qtr

£

	Receipts from customers

Payments:

Material

Wages

Other costs

Tax

Plant purchase

Building purchase
	1,671,536

510,480

549,600

140,600

128,200

-

450,000
	1,603,420

501,290

600,400

141,750

-

260,000

-
	2,521,305

493,610

548,200

143,200

-

200,000

-
	2,489,206

516,750

651,700

142,100

-

-

-


During the last quarter Big Bods plc purchased an investment in a retail outlet for £2 million.

The principal budget factor

The factor from which all other figures are derived is the sales figure, which sets the level of activity for the business.  The quantities which it is planned to sell, when adjusted for the stockholding policy, will set the production budget.  Once production quantities are determined, plans can be made for materials to be used and purchased, labour hours required and overheads to be absorbed.  The management accountant can draft a production budget, and its subsidiary budgets for materials, labour, overheads and stocks.  The budgets for selling and administrative expenses can also be computed.

Big Bods plc:  Sales Budget Year to 31 December 199-

	Product
	Units
	Selling price

£
	Total sales

£

	Jackets

Trousers
	76,000
	70
	5,320,000











     8,220,000

Could be subdivided into regions for more information.

Big Bods plc:  Production budget year to 31 December 199-

	
	Jackets
	Trousers

	Planned sales per budget

Planned finished goods stocks at year end

Total requirements

Less opening stock

Units to be produced
	76,000

4,000

80,000

2,000

78,000
	______

 _____

58,000


This budget is in terms of units not costs.

Big Bods plc:  Direct materials usage budget year to 31 December 199-

	
	Cloth (metres)
	Lining (metres)

	Quantities per production budget

  Jackets:  78,000 units    (x 3)

  Trousers:  58,000 units  (x 2)

Total usage

Less opening stock

To be purchased and used

  Cloth:  314,000 x £4.90

  Lining:

Add opening stock

Total

Total cost of materials used in production
	234,000

116,000

350,000

36,000

314,000

£

1,538,600

180,000

1,718,600
	_______ 

_______ 

_______ 

£

_______ 

_661,400

2,380,000


Big Bods plc:  Direct material budget year to 31 December 199-

	
	Cloth (metres)
	Lining (metres)

	Planned closing stock

Required for production

Total required

Less opening stock

Units to be purchased

Unit price

Purchase cost

Total purchase cost
	18,000

350,00

368,000

36,000

332,000

£4.90

£1,626,800
	______ 

______

£2,189,600


Big Bods plc:  Direct labour budget year to 31 December 199-

	Product
	Units
	Direct labour

hours per unit
	Total hours
	Cost at £4.10 per hour

	Jackets

Trousers
	78,000
	4
	312,000

_______

_______


	1,279,200

________

1,992,600


These figures have been derived from the production budget.

Big Bods plc:  Production overhead budget year to 31 December 199-

	
	Fixed costs

£
	Variable costs

£

	General expenses

Indirect labour

Power

Maintenance

Depreciation

Insurance

Supervision
	______ 

489,550
	______ 

142,250

631,800


Budgeted overhead rate:  £1.30 per hour (1)

(1)
£631,800 total overheads divided by 486,000 direct labour hours.

Big Bods plc:  Stock budget year to 31 December 199-

	Raw materials
	Metres
	Cost (£)
	Totals (£)
	

	  Cloth 

  Lining

Finished goods

  Jackets

  Trousers
	18.000

Units

4,000
	4.90

Cost (£)

41.90 (1)

  (2)
	88.200

_______

Totals (£)

167,600

_______
	______ 

465,000




	
	(1)  Jackets
	(2)  Trousers

	Cloth

Lining

Direct labour

Production overhead
	3  x  4.90  =  14.70

2  x  2.80  =    5.60

4  x  4.10  =  16.40

4  x  1.30  =    5.20
£41.90


	_____ 

   £ _____        

     


Big Bods plc:  Selling and administration expenses budget year to 31 December 199-

	
	£
	£

	Selling expenses

  Advertising

  Commissions

  Sales Executive’s salaries

  Travelling expenses

Administration expenses

  Salaries and wages

  Electricity

  Stationery

  Post and telephone

  General expenses

Total expenses
	________

________
	______

835,600




Big Bods plc:  Cash budget year to 31 December 199-

	
	1st Qtr

£
	2nd Qtr

£
	3rd Qtr

£
	4th Qtr

£
	Full year

£

	Opening cash balance

Add receipts

from debtors

Less payments for:

  Materials

  Wages

  Expenses

  Tax

  Premises

  Plant

Investment

Closing balance
	105,284

1,671,536

1,776,820
510,480

549,600

140,600

128,200

450,000

-

              -  

1,778,880

(2,060)
	(2,060)

_______ 

_______ 

-

-

             - 

_______

97,920


	_______

_______ 

-

-

                         ______- 

_______

1,234,215
	_______ 

_______

-

-

             - 

_______
412,871
	105,284

8,285,467

8,390,751

2,022,130

2,349,900

567,650

128,200

450,000

460,000

2,000,000

7,977,880

412,871


The master budget

Big Bods plc:  budgeted profit and loss account year to 31 December 199-

	
	£
	£
	£

	Sales

Costs

  Materials

  Direct labour

  Production overhead

Stock adjustment

  Add opening stock of finished goods

  Less closing stock of finished goods

Gross Profit

Less selling and administration

Net profit

Provision for taxation

Net profit after tax as increase in reserves

Opening balance of reserves

Closing balance of reserves
	223,500

340,400
	2,380,000

1,992,600

   631,800

5,004,400

(116,900)
	8,220,000

4,887,500

3,332,500

   835,600

2,496,900

   840,000

1,656,900

1,359,361

3,016,261




Big Bods plc:  Budgeted balance sheet as at 31 December 199-

	
	£
	£

	Capital

  1,400,000 ordinary shares of £1 each

  General reserve

Current liabilities

  Trade creditors

  Corporation tax

Capital employed

Represented by:

Fixed assets

  Land and buildings (1,850,000 + 450,000)

  Plant  (1,300,000 + 460,000)

  Less depreciation (920,000 + 66,000)

Investment

Current assets

Stock

  Materials

  Finished goods

Debtors

Cash

Assets Employed

(1)  Debtors

Opening balance

Add sales

      Less cash paid

      Closing balance

(2)  Creditors

Opening balance

Add purchase of materials

Direct labour

Production overhead (less depreciation)

Sales and administration overhead

      Less cash paid

Materials

Wages

Expenses

      Closing balance


	1,075,771 (2)

        840,000

1,760,000

       986,000

124,600

340,400

380,161 (1)

     412,871

£

431,851

2,189,600

1,992,600

565,800

   835,600

2,022,130

2,349,900

    567,650
	1,400,000

3,016,261

4,416,261

1,915,771

6,332,032

2,300,000

774,000

2,000,000

5,074,000

1,258,032

6,332,032

£

445,628

8,220,000

8,665,628

8,285,467

   380,161

6,015,451

4,939,680

1,075,771


Tutorial questions:  Functional budgets:  December 1987 Q5

Cash budget:  June 1990 Q5  Drury 16.22

