BUDGETING

A budget is a quantitative plan to achieve a specific goal. It puts plans into units and dollar amounts showing the financial and other resources we plan to acquire, use, make and sell over a period of time. Budgeting is part of management’s planning and control tasks. Planning involves developing objects and preparing a budget to achieve those objectives. Controlling includes the steps taken to increase the chances of achieving the objectives and assuring all parts of the organization are working towards the same goal.
There are three types of budget. 1) The capital budget is the plan for acquiring long-term assets. 2) The master budget is the operating budget for a period of time, usually a fiscal year. The master budget is often divided by quarters or months. 3) The continuous or rolling budget is a 12-month budget that is continually updated. As one month ends, the company will prepare the budget for the equivalent month in the following year so that there are always 12 months of budgets prepared.

Purposes of budgeting:

· Part of the planning process involving identifying problems and opportunities, identifying and evaluating solutions, and choosing then implementing the best alternative

· Long run planning is linked to the capital budget

· Short run planning is linked to the master budget

· Benchmark for evaluations: a budget is the basis for comparison between what was actually achieved and what was planned

Why budget?

· Budgets help managers set plan for the future, set objectives, and determine how to achieve them. 
· Budgeting assist communication and coordination among various levels of the company, especially if a critical resource is in short supply. 
· Budgets provide authorization for expenditures, investments, production, and borrowing. 
· They can motivate employees by setting clear goals to guide performance.

· Budgets can help resolve conflicts because they force up-front planning on how limited resources will be allocated/assigned.
Problems with budgets:

· Business environment is changing so fast the budget may become irrelevant

· May lead managers to focus on the details instead of seeing the overall picture

· May tend to limit growth potential if they’re too focused on short-term goals (meet this quarter’s analysts’ predictions rather than looking for long-term growth)

· May lock managers into meeting the numbers instead of encouraging them to look at and act on upcoming opportunities

Behavioral considerations:

· Must have top management’s support and involve lower-level managers and employees to achieve goals

· Top management should not use budget to pressure employees or to lay blame

· Highly achievable budget targets preferred when managers rewarded on meeting their budget targets

· Self-imposed or participatory budgets are prepared from the bottom up, i.e. Each segment creates its own budget and passes it up the chain of command for review and adjustment

· Advantages

· Individuals from all levels are viewed as part of the team

· Lower level managers in best position to identify needs and capabilities so budgets are more accurate
· Motivation is higher when managers set their own goals

· Eliminates the “excuse” that budget was unrealistic

· Good training for developing managers’ skills

· Disadvantages

· Takes lots of time and is more expensive

· There can be a problem with budgetary slack

· Managers may build in some “slack” so that they can achieve budget (and get bonuses)

· Example: Manager believes it will cost $18 for each part made in his/her division. Would create budget with estimate of more than $18 so that when they come in with actual cost of $18, they’ll look good because they were under budget
The Master Budget is an integrated set of detailed budgets showing the operating and financial plans for a period.

Sales Budget

The first budget created is the sales budget. Input from the marketing area is critical since this budget forms the basis of all other budgets. The sales budget shows how many units will be sold each period, the price at which they will be sold, and the total revenue for each period. 
If we plan to sell 2,000 units in January, 2,500 units in February, and 3,800 units in March and all will be sold for $10 each, the sales budget becomes:




  Jan.

  Feb.

  Mar.

Sales units 

   2,000
  2,500

  3,800

Sales price

   x $10 
  x $10

  x $10
Sales


$20,000
$25,000
$38,000
Cash Receipts Schedule

But having revenue isn’t enough. A company must collect cash. So a cash receipts budget is also prepared. Cash sales are collected in the period made. Credit sales can be collected in the period made, but often are collected in later periods. A company can determine a collection pattern based on what portion of a period’s sales are collected when. For example, a company makes 20% of its sales in cash and the rest on credit. Credit sales are collected 25% in the month the sales is made, 50% in the next month, and 20% in the second month following the sale. The remaining 5% of credit sales are uncollectible. In March the company’s sales were $125,000.

First determine how many sales are cash and how many are credit:


20% x $125,000 = $25,000 cash sales


80% x $125,000 = $100,000 credit sales

Then determine when they will be collected:

Cash sales collected in March: 
20% x $125,000

$  25,000

Credit sales collected in March
25% x $100,000

    25,000

Credit sales collected in April

50% x $100,000

    50,000


Credit sales collected in May

20% x $100,000

    20,000

Total collections of sales made in March


$120,000
The remaining $5,000 is uncollectible.

	
	January
	February
	March

	Cash sales
	20% of Jan sales
	20% of Feb sales
	20% of Mar sales

	Credit sales made in:
	
	
	

	November
	20% x (80% of Nov sales)
	
	

	December
	50% x (80% of Dec sales)
	20% x (80% of Dec sales)
	

	January
	25% x (80% of Jan sales)
	50% x (80% of Jan sales)
	20% x (80% of Jan sales)

	February
	
	25% x (80% of Feb sales)
	50% x (80% of Feb sales)

	March
	
	
	25% x (80% of Mar sales)

	Total collected
	Add column
	Add column
	Add column


Production Budget
If the company is a manufacturer, the next step will be to prepare a production budget. The company needs to produce enough each period to meet their sales plus some extra to have on hand at the end of the period for sales at the beginning of the period. However any items left over at the end of a period will not have to be made next period because we already have them. That leads to this basic formula: Sales + Ending Inventory = Items needed – Beginning Inventory = Items to be produced.
Example: We plan to sell 10,000 items in June, 12,000 in July, 15,000 in August, and 16,000 in September. We want to have 20% of next month’s sales on hand at the end of each month. A budget for July and August would look like this:




July

August

Sales



12,000

15,000
+ Ending inventory

  3,000
*
  3,200 ***
Units needed


15,000

18,200
- Beginning inventory

(2,400)
 **
(3,000)
****
Units to produce in July
12,600

15,200
*20% x 15,000—August sales

**The ending inventory for June would be 20% of July’s sales or 20% x 12,000 = 2,400. The ending inventory for June is the same as the beginning inventory for July.
***20% x 16,000—September sales

****The ending inventory for July becomes the beginning inventory for August. 

Note that this entire budget is units of finished goods. There are no dollar amounts in this budget. 

The production budget becomes the basis for the next three budgets. Products have three main costs: direct materials, direct labor, and overhead.

Direct Materials Budget

A direct materials budget would be created for every type of material used in a finished product. That wouldn’t be too difficult for a shirt, but would involve many budgets for a car. We first must convert units of finished product into units of the material. Then we add in how many units of material we want at the end of the period and subtract how many units of material we had carried over from the prior period to determine how many units of material we need to buy that period. Finally we convert the units of material to costs and determine when the material will be paid for.
Example: The company expects to produce 12,600 units in July and 18,000 in August. Each unit requires 2 pounds of material that costs $8 per pound. They believe that they will end June with 5,000 pounds of material. Each month they would like the ending inventory to be 40% of the following month’s production needs. Purchases of material are paid half in the month of purchase and half in the following month. For July:

	Units to be produced
	12,600  units
	From production budget

	Convert to pounds of material
	x 2           
	

	Material needed for production
	25,200   pounds
	Do this for the next month, too

	Plus desired ending inventory
	14,400   pounds
	18,000 units x 2# per unit x 40%

	Material needed
	39,600   pounds
	25,200 + 14,400

	Less carry-over beginning inventory
	(5,000)  pounds
	See above

	Material to be purchased
	34,600   pounds
	39,600 – 5,000

	Times cost per pound
	x $8
	

	Material purchases
	$276,800
	


	Payments made in July for July purchases
	$138,400
	$276,800 x ½

	Payments made in August for July purchases
	$138,400
	$276,800 x ½


Direct Labor Budget
This budget shows how much labor is needed for production and its cost. Labor is usually paid for in the month worked. Start with the number of units to be produced and multiply by the amount of time required to make one unit. (Convert any fractional hours into decimals such as 15 minutes = .25 hour.)That will give you total hours. Multiply the total hours by the labor rate per hour to get total costs.
Units to be produced
x Hours per unit

Hours needed for production

x Labor rate per hour

Direct labor costs

Overhead Budget
This budget is divided into variable and fixed parts. List each type of overhead cost separately, divided by behavior. List the variable costs first and then list the fixed costs. The variable part will be different for each period depending on production. The fixed part will be the same for each period. Combine these costs to get the total overhead costs. THEN subtract any depreciation included to determine the amount of cash that will need to be paid for overhead. (Depreciation is a non-cash expense.)

Selling and Administrative Budget
This budget is created like the overhead budget in that it will have a variable part and a fixed part. You may also need to subtract any depreciation to determine the cash to be paid.

Cash Budget
Here’s the general pattern for a cash budget.

	Cash at beginning of period
	

	Add receipts
	From cash receipts budget

	   Equals cash available
	

	Less disbursements
	

	   Direct materials
	From direct materials budget

	   Direct labor
	From direct labor budget

	   Overhead
	From overhead budget

	   Selling/admin expenses
	From selling and administrative budget

	   Long-term asset purchases
	From capital budgets (not part of master budget process)

	   Dividends
	

	Equals excess or (deficiency)
	If cash available is greater than the cash disbursements, there is an excess. If cash available is less, there is a deficiency. At this point compare this amount to the company’s desired cash balance. If there is less cash than desired, the company will need to borrow. If they have extra, they’ll be able to pay on what they previously borrowed.

	Financing activities:
	

	   Plus amount borrowed
	Amount needed to bring the Excess (deficiency) to the desired balance

	   Less amount paid on principal
	Make sure you don’t go below desired balance

	   Less interest on amount borrowed
	Interest = Principal x rate x time

Interest rates are annual rates, so if they borrow for less than a year, use the number of months over 12 for the time.

	Ending cash balance
	This becomes the next period’s beginning cash balance


A company would also prepare “Pro Forma” financial statements: balance sheet, income statement, cash flows. Pro Forma statements are predictions, not actual results.

For a complete example of the master budget, see the Master Budget link on my website.
   




