BUDGETARY PLANNING AND CONTROL

Business operations are usually planned in advanced on a long term and short term basis.  The short term is usually covered by the annual budget, or plan, which is often subdivided to cover shorter periods of time, e.g. a calendar month or four weekly costing period.  The budget details the intended operations of all parts of the business, so that each activity undertaken is carefully fitted into the overall plan and expressed for a more manageable period.

A budget can be defined as a ‘financial and/or quantitative statement, prepared and approved prior to a period, of a policy to be pursued during that period.’  Thus a budget for a department or a section of the business may not be in financial terms, but can be expressed in terms of units to be worked.  The terms used should be the ones best understood by the recipients.  Thus whilst the main budget (master plan) is in financial terms, some of the sub-budgets will show how departments of the business are to help to reach goals set by the master budget and may well be expressed in terms of units which are most helpful to the manager concerned.

Stages in the Planning Process 

There may be represented by the following flow diagram:



The seven stages are explained below:

(a) Identify objectives. 

This requires the company to specify objectives towards which it is working, which may be in terms of markets to be served, market share, profit objectives, economic targets, etc.

(b)  
Search for possible courses of action. 

A series of specific strategies should be developed dealing particularly with:

(i) developing new markets for existing products

(ii) developing new products for existing markets

(iii) developing new products for new markets.

(c)

Gathering data about alternatives and measuring payoffs.

This is an information gathering stage. 

(d) 
Select course of action.

Having made decisions, long-term plans based on those decisions are created.

(e) 
Implementation of long-term plans. 

This stage signals the move from long-term planning to annual budgeting.  The budget provides the link between the strategic plans and their implementation in management decisions. The budget should be seen as an integral part of the long-term planning process. 

(f) Monitor actual outcomes. 

This is the particular role of the cost accountant keeping detailed financial and other records of actual performance compared to budget targets (variance accounting).

(g) Respond to divergences from plan. 

This is the control process in budgeting, responding to divergences from plan either through the budget modifications, or through identifying new courses of action. 

Objectives of Budgeting 

(i) Planning 

It is important that managers plan for future operations and consider how conditions in the next year might change.  The budget forces managers to analyse the activities of individual sectors of the business with a critical eye and to anticipate problems or appreciate opportunities that may arise in the future and thus motivate them to find a way round difficulties which may interfere with what they had planned. 

(ii) Control  

Comparison of actual performances with budgeted figures will show those parts of the organisation which are not performing to plan. If these comparisons take place on a monthly basis then remedial Action can be taken quickly. The management accountant acts as the ‘controller' because his/her knowledge enables him/her to make the comparisons.  Variances from planned costs are disclosed in a management accounting statement which highlights the exceptions, which then enables the managers to concentrate their limited resources on those parts of the business which are not performing to plan. This is known as ‘management by exception'. Once having accepted a budget a manager is responsible for running his/her department within the terms of the budget. This is called 'responsibility accounting'.

(iii) Coordination 

As a1ready mentioned the budget is drafted for various parts of the business so that they together form the master budget, thus the parts of the business are coordinated. It would be foolish for the deportments to act independently. e.g. to draw up a production plan which failed to consider the quantities planned to be sold and the projected stock levels of finished goods, or to compile a sales budget without reference to the capacity of the company's production facilities and to the costs of these goods. Thus the business may be a single entity but the operation of all its parts - selling, manufacturing, transportation, storage, finance and personnel -must be keyed into the master budget. 

(iv) Communication 

Once the budget has been agreed by managers at all levels the monthly portions of the overall budget act as an executive instruction, telling each manager what he/she should do in that particular month to enable the department, or cost centre, to play its part in the overall scheme. 

(v) Motivation 

Human behaviour is a significant factor in budgetary control since the Manager’s  attitude may determine the success of the planned operations. Provided the managers have accepted a budget which they have played a part in setting then they will be more ready to accept the standards set. 

(vi) Goal congruence  

This is vital if the business overall objective is to be achieved. It is not satisfactory if each manager has his/her own goal regardless of the effect on other departments, e.g. (i) production managers may seek to standardise the product so as to smooth out problems of production and reduce the number of components needed but not recognise the sales manager's requirements for a wide range of products, (ii) financial manager will be interested in credit control rather than sales at any price, and they may argue with production managers who plan to purchase more machinery in the factory, since the financial accountant will seek to prove the financial viability before borrowing the necessary funds concerned. By constant review and revision ('give and take') the budget 

committee, (see later), should reach a compromise' plan which is acceptable to all.

(vii) Performance evaluation 

Budgets can be used as a target to assist a manager in monitoring his/her own performance and also to judge the overall performance of managers.

Budget Organisation and Administration

Preparation 

The top management of the business and the departmental managers must approve the budget before it is finalised. This is to ensure that whilst it attempts to achieve the management's goals it is also believed that these goals w1ll be achieved. If the targets set in the budget are too high then 

this may well have an adverse affect on employee's morale. If the targets are set too low then there will be a short fall in efficiency.  Drafting the budget is a decision making process since it requires an analysis of alternative courses of action available to the business and the selection of the most advantageous set of options. Since each department is budgeted within the overall framework the managers are able to make decisions which will optimise the use of resources.  Costs and revenues are planned as an operating budget, and the effect of operations on finance can then be forecast. A cash budget links the operations of a business with capital expenditure and the planned need for external finance. 

An effective system of budgetary control should contain the following: 

A budget controller/officer  

As already mentioned this is the management/cost accountant who compares the actual costs with those which have been budgeted.  He/she forms a link between middle management and the board when the budget is drafted.  Therefore this individual has the responsibility of ensuring that the plan is feasible, that it is accepted by the managers and it falls within the parameters of the board's policy and thus identifying any constraints which limit the success or expansion of the business and determining means to overcome them.

A budget committee 

As has been known the task of the committee is to draft the final budget and oversee the administration of the whole process. It is not the committee's task to prepare individual budgets for particular departments or cost centres.  The committee would identify limiting factors and plan 

action to reduce their influence on the budget. Once a board decision has been taken the conditions under which the original forecasts were made are changed, so the new forecasts are given to the executives concerned with a request for a budget revision. The common limiting factors are usually 

sales, labour quantity/quality, materials, plant and machinery, management and capital. 

Budget centres (cost, profit or investment) 

These are clearly defined parts of the firm where responsibility lies for the preparation of budgets. If costs are to be controlled effectively the responsibilities of individual managers must be clearly defined. Some costs can be influenced by several managers while other costs which affect a 

department may be outside the control of the departmental manager, e.g. power provided to a workshop by a central power house operated by another manager.  It is important that managers are not made answerable for costs which are outside their complete control. 

A budget manual 

The detailed system of procedures whereby the budget for a business is computed should be set out in a budget manual. This will contain such details as: what forecasts are to be prepared, who is responsible for preparing them, the timetable for making the decisions, the composition of the budget committee and the role, authority and responsibilities of the budget officer. 

Setting: the Budget 

This requires the following:

(a) Communicating policy guidelines to preparers of budgets

The long term plan forms the framework within which the budget is prepared. It is therefore necessary to communicate the implications of that plan to the persons who actually prepare the budget. 

(b) Determining the principal budget factor

This is the item which limits the activities of the business and thus it becomes the figure from which all others in the budget are derived. If the sales is the principal budgeting factor then sales volume will influence the quantity to be produced within the production budget and, through that budget, the amounts of materials, labour and overhead costs which are to be incurred. 

(c) Preparation of the sales budget

On the assumption that sales is the principal budget factor, the next stage is to prepare tae sales budget. This budget is very much dependent on forecast sales revenue.

(d) Initial preparation of budgets 

Ideally budgets should be prepared by mangers responsible for achieving the targets contained therein - participatible budgeting. The role of the finance specialists should be to assist in turning physical budget forecasts into financial budgets.

(e)
Coordination and review of budgets 

At this stage the various budgets ore integrated into the complete budget system. Any anomalies between the budgets must be resolved and the complete budget package subjected to review.  At this stage the budget profit and loss account and cash flaw must be prepared to ensure that the package produces an acceptable result.

(f) 
Final acceptance of budgets 

All of the budgets are summarised into a master budget, which is presented to top management for final acceptance.

(h) Budget review 

The budget process involves regular comparison of budget against actual, and identifying causes for variances. This may involve modifying the budget as the period progresses - planning changes. 

Categories of Budgets

Budgets may be categorised in various way but in a typical manufacturing situation they could be grouped as follows:- 

(a)
SALES budget and those budgets related to sales budget, e.g. selling and distribution cost-budgets and possibly advertising and promotion budgets: 

(b) 
PRODUCTION budget and related production input budgets (labour, materials, production. services.

(c)
Budgets for SERVICES i.e. those relating to administration, personnel, welfare, etc.

(d) 
Budgets determined by POLICY. These are budgets which are usually determined by top management, e.g. Capital Expenditure Budget, Research and Development Budget and possibly Advertising Budget. These usually cover a period of several years. 

(e)
SUMMARY budgets. These are the Master Budget and the Cash Flow Budget which are derived from those mentioned above and provide valuable summaries of the effects of the organisation's plans. The master budget is usually presented in the form of budgeted operating statements, a budgeting trading and profit and loss account and a budgeted balance sheet. The cash budget show the effect of budgeted activities - selling, buying, wages, investing in capita1 equipment, etc- on the cash flow of the organisation. Cash budgeting is a continuous activity with budgets being rolled forward as time progresses. (Refer later to rolling budget). They are prepared in order to ensure there will be just sufficient cash in hand to cope adequately with budgeted activities. If there are cash deficiencies then overdrafts or loans can be arranged or if there is a cash surplus then investment or use of the surplus can be considered. 
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