Preparing budgets

this chapter covers...

In this chapter we begin our examination of the preparation of budgets.

We siart by leaming the purposes of budgets, and see how some organisalions view
particular purposes as more important than others. We examine how budget seffing
links with the organisalion’s objectives and stralegy, and must be built around the key
{or principal) budget factor — which is offen sales.

Next we examine the various budgels thal are usually prepared, and how they are
sequenced. The key budget factor is normally forecasi first, and the other budgets are
based around this important data.

We then go on fo examine the organisation of the budgeting process and the vanious
roles of the budgel commitiee and how individuals can participate. Nexi, we discuss
some specific lechniques thal can be used lo develop budgeis.

We then move on fo the numerical work involved in creating the budgets connected
with a manufacluring organisation and how they fil logether, induding the masler
operating budgel and the cash budget



preparing budgets 3

INTRODUCTION

In this book we are going Lo study the L4 unil *Management Accounting’. The
book will gencrally follow the order ol the learning oulcomes in the
specilication. This is the order of study that is recommended by the AAT. The
[irst topics that we will consider relate (o budgeting, and these are covered 1n
the first two chaplers in the book.

THE PURPOSES OF BUDGETS

A budget is a financial plan for an organisation, prepared in advance.

In any orgamsation the budgel provides the mechanism by which the
objectives ol the organisation can be achicved. In this way 1L forms a link
between the current position and the position that the organisation’s managers
are aimmg [or. By using a budgel lirstly o plan and then to monitor, the
managers can ensurc that the organisation’s progress 18 coordmated 1o achieve
the objectives of the organisation. The specific purposes and benelits of using
budgets arc as follows.

1 the budget compels planning

By lormalising the agreed objectives ol the orgamisation through a budget
preparation syslem, an organisalion can cnsure thal iis plans arce achicvable.
It will be able o decide whal resources are required Lo produce the desired
oulputs, and to make sure that they will be available at the right time.

2 the budgel communicates and coordinates

Because a budget will be agreed by an organisation, all the relevant personnel
will be working towards the same ends. During the budgel setling process any
anticipated problems should be resolved and any arcas ol potential confusion
clarified. All the organisation’s departments should be in a position o play
their part i achicving the overall goals. This objective ol all parts of the
orzamisation working lowards the same ends 1s sometimes referred (o as goal
congruence.

3 the budgel can be used to anthorise

For organisations where control of activitics 18 deemed Lo be a high priority
the budgel can be used as the primary lool o cnsure conformily Lo agreed
plans. Once the budget is agreed il can effectively become the authorily Lo
follow a particular course of action or spend a cerlam amount of moncy.
Public scclor organisations, with their necessary cmphasis on strict
accountability, will tend o take this approach, as will some commercial
orgamsations Lhal choose not 1o delegate too much authonty.
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4 the budget can be used to monitor and control

An important reason for producing a budget is that management is able 1o
monitor the actual resulls against the budget. This is so that action can be
taken to modily the operation of the organisation as time passcs, or possibly
to change the budget if it becomes unachicvable. This is similar o the way
ihat standard costing is used o monitor and control costs, and can be used
alongside thal technique, as we will see later in this book.

5 the budget can be used to motivate

A budget can be part of the organisation’s techniques for motivaling managers
and other stail 1o achicve the organisation’s objectives. The extent 1o which
this happens will depend on how the budget is agreed and set, and whether it

is perecived as fair and achicvable. The budget may also be linked to rewards
(for example bonuses) where largets are med or exceeded.

THE BUDGET CYCLE

The budgel cycle can be used to deseribe Lhe various processes thal noed to
be underiaken to implement a budget. They are carried out in the order shown,
and generally apply 1o both larpe and small businesses, as well as public
authoritics. You may come across shightly different tcmumology used in
rclation o the budgel cycle.

= budget preparation
This involves bringing logether the various data that is required. It also
means making sure that all the relevant people are involved. There are
many decisions that will bave Lo be made by the participanis, and these
issues will be examined more fully as we progress through this section of
the book.

= budget approval
For a large organisation, this will be a formal procedure as we will see
later. For a small business, il could be an agreement by the relevant
MANagers.,

= budget implementation
This means that the budget is active from the start of the budget period.
All relevant procedures must be adhered o, and the responsibility and
authority as detailed in the budget will be followed.

= monitoring and evaluation of the budget

This is a crucial step, and for many organisations is a main reason for

budgeting. The budgetl should be compared with actual performance, and
the results reported and acted upon. This can lead to changes Lo activitics,
or possibly revision of the current or future budgets.
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THE INITIAL STEPS IN BUDGET PREPARATION

the aims of an organisation

Belore an organisation's managers can begin to build a uscful budgel, there
arc scveral initial sleps thal must be taken. These arc based around the
fundamental questions aboul the aims — the *vision® — of the onganisation:
‘where do we want it to go? ' and

‘how do we get it there?’

These are essentially long-ierm issues, and once agreed upon would not tend
1o be changed very oflen.

objectives and strategy

For a budgel 1o be of use 1o an organisation il must be a mechanism of helping
the organization achicve ils objectives. The objectives arce the largets that the
managers of the organisation wish il 1o achicve. The way in which these
objectives arc expressed will depend upon the type of organisation and the
way in which il operales. For cxample, a pel food manufacturer may have the
specific objective of oblaining sales penctration off 25% of the UK dog food
markel, whereas an independent TV production company may have the
oljective of achicving a certain number of viewers on average.

The organisation musl then develop a stratepy for achieving those objectives.
Scveral allemnatives may need o be considered before the final stralegy is
decided upon. The pet food company mentioned in the above example may
decide thal it needs to develop and market a new food product for young dogs
to help it to achieve ils objective. The independent TV production company
may have a strategy of producing pilots for ten new programmes cach year
from which it can then develop the most promising.

relevant data

Before any progress can be made in preparing a budget, relevant data must be
identified and collected. We have already scen thal information must be
the budget that is preparcd will be consistent with these. The following are
examples of the types of data thal can be used in developing the budget. The
data is divided into data from inlernal and external sources.

data from internal sources

= accounting information
This will include information aboul the accounting system (cg specific
accounting polices) and how they will affect the budget, as well as dala
collected through the accounting system (for example, historical costs).
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= wage and salary information

The resource of labour is clearly fundamental 1o many organisations, and
sulficient information must be available 10 incorporate as appropriate.

data from external sources

» information about suppliers and availability of inputs
Information must be available about supplicrs” ability to supply the inpuls
reguired by the organisation, as well as data aboul relevant prices. This
issue may be relevant Lo the consideration of limiting factors and can also
force revisions 1o Lthe budget.

= information about customers and markets

It would not make sense o plan o make goods or provide services that
were nol required in the market place. Information of this lype s
[undamental 1o developing valid budgets.
= general economic information
The impact of the cconomy on projections 15 discussed laler in thas chapler.
No organigation can cxist in a vacuum and those prepanng budgels must
recognise the importance of the health of the cconomy in which they
operale.
Information from all these arcas will be needed al various pomnls in the
budgeting process that is described in this chapiler and the nexL
limiting factors — the “key’ budget factor
When an orgamisation preparcs @ budget, it must [irst analyse its limiting
factors — the issucs thal determine the level ol its outpul. For a commercial
organisation these could include:
= the size of its market
w lhe capacily ol ils premiscs
= the availability of raw material
»  the amount of working capital
»  the avanlability of skilled workers
Ome of the (actors will be the main one thal affects the activity level of the
orgamsation — the key budget Tactor. This 1s the [actor (sometimes known
as the “principal budget lactor’) that all the aspects of the operation depend
upon. For most manulacturing or trading operations the key budget faclor is
sales; Lthe assumplions Lhal are made aboul the level ol sales in the budget will
alTect all the other parts of the budgel. This 1s because the orgamsation will

plan to support the budgeted sales level and build the budgets and assumplions
around this one factor.
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Although sales level is the most common key factor, some commercial
organisations may decide that a different (actor is the most imporiant in their
particular circumstances. For example, i’ a manufacturer can sell all that it
produces, bul has production resiricted by lack of skilled labour, then the
assumed labour level would become the key budget [acior. A similar situation
would arise il there were production restrictions caused by shorlages of raw
maicrials, or limited machine capacity.

Non-commercial organisations will also need o identify ther key budget
factor, and build their budgets around their assumplions concermning it
Charitics and government agencies may consider that there is a demand for
their services that is virtually limitless; their principal (key) budget factor is
the amount of money they receive to fund whal they do. For example, the
Governmenl’s healthcare provision is limited by the amount of funding il can
get from the government spending allocation and (rom private enterprise. The
demand for Oxfam's aid is very high, but its key budget factor is the amount
of money il can expect 1o raise 10 fund that aid.

There may be times when a limiting factor changes during a budget period as
aresull of changing demand or availability of resources. The ssucs of dealing
with limited materials, labour and production capacity arc cxamined later in
this book.

the initial budgeting process

If we combine the ideas just discussed then the initial budget process for an
cstablished organisation would lollow the pattern in the following diagram:
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ORGANISATION OF THE BUDGETING PROCESS

the budget manual

For most organisations, budgel sctting forms a vital pari of the formal
procedures: the organisation’s method of budgeting will be sel oul in wriling
in its policy documents. These will include details of responsibilitics and
timetables. They may be combined into a budget manual.

The budgel manual can be used to explain the *why?" and the “how?" of the
organisation’s approach Lo using budgets. It may include the following:

the primary purposes of budgets for the organisation

the types of budget thal are o be produced

whal format is to be used for budgets

how far in advance budgets are 1o be set

who has responsibility for sciting budgets

who has responsibility for monitoring performance agains! budgels

how ofien performance is to be monilored against budgets

who has the authority 1o modify agreed budgets

the budget committee

The budgel procedures may be the responsibility of a budget commitice,
chaired by the Managing Director or a person he/she has appointed. The
composition of the commillee may be sct out in the budget manual, together
with the commitlee’s responsibilities. The budget commitice may have the
authority 1o modify the budget manual.

The commitiee will consist of senior representatives from all the departments,
so thal there is full communication and coordination throughoutl the
organisation. This way, there should be full understanding about the overall
the total picture. It would not make sense for the marketing department 1o plan
a promotion of a product that the production department could not supply in
sufficienl quantitics. This concepl of everyone working lowards the same
result is referred Lo as *goal congruence”,

It is important that all budgel proposals are agreed with the budget holders,
and because of the way il is comprised, the budgel commilice is an ideal
mechanism for ensuring that this happens. Withoul agreement, a budget is
unlikely 1o form an effective tool. There must be opportunitics at both the
forecasting stage and the budgeting stage for relevant individuals Lo raise any
querics and scck clarification of the data. Only by this process will all budget
holders fec that they fully understand the budgets and the forecasts on which
they are built
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The commitice will not only sct and agree the budget, but it will also be
responsible for monitoring the budget once it is in place. For example, il may
wish to monilor on a quarterly, monthly, or weekly basis, and will also want
to decide on how quickly the information should be available and in what
format.

It iz important that the information produced in both the original budget and
the subsequent moniloring reports is in a form thal satigfics the nceds of
budget holders. The majority of the budget holders will not have accounting
backgrounds, and the budgel commitlee must carclully choose formats so thal
all users can understand and make full use of the documents.

In organisations where there is no formal budget commitice, allernative ways
must be used 1o ensure thal budgets are fully agreed and coordinaicd, and that
they are presenied in a form that meets the needs of budget holders. In small
organisations this responsibilily may fall to the person who fulfils the role of
managemenl accountant, so they must be carcful to carry oul these dutics
effectively.

budget timetables

Therc are two mamn Lypes of budgets used by organisations:

m sirategic budgels

= operational budgcls

They have dilferent purposes, and arc each based on different timescales. The
budget committee will typically determine the way that these budgels arc scl
and monitored, in line with the budget manual.

Strategic budgets will be produced well in advanee of the period to which
they relale. They are conconed with the long-term sirategy of the
organisation, and will thercfore have the following [catures:

a they relate to long periods of time (typically five years)

& they arc prepared a long ime in advance of the budget periods

a they arc limited Lo outline information and arc not sel oul in greal detail

& they arc the responsibility of the senior management of the organisation

Some organisations may adopt a rolling programme of strategic budgets,

perhaps five years ahead. Each year a further year would be incorporated inlo
the far end of the budgel.

Operational budpets will be produced for shorier periods of lime — typically
the next iwelve months. They may be developed from the original stralegic
budgets for the budgetl period, but will take account of the fact that the
business has information — facis and figures — aboul the immediate future.
Operating budgets will therefore have the following leatures:
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= they relate to shorl periods ol time (Lypically the lorthcoming year, divided
into manageable control periods)

m they are agreed a relatively short time in advance of the budget period
{typically several months belore the year starts)

= they are set up and agreed i considerable detail

m they are the responsibility of the middle managers thal control the
operations ol the organisation

capital expenditure budgets

The overall siralegic and operational budgets must include  capital

expenditure budgets as well as revenue budgets. Capital expenditure can

range [rom straightforward replacement ol equipment, 10 moving 0 new

premises or acquiring whole businesses. Capital expenditure can be delined

as expenditure on assels that will benefit the organisation over more than one

accounting period. In addition o [ollowing this gencral rule, many

organisations will also set oul a mimmum cosl of asscls thal are 1o be treated

as capital. This 15 to avoid low value 1tems that appear to satisly the defimition

being treated as capital (for example, a caleulator or an clectric kettle). The

minimum cost of a capital ilem could be set al, say, £200, or [or a larger

orgamisation, perhaps £2,000. This amount would be scl oul n the

orgamisation’s policy documents. The coordination of the capital expenditure

budypet 15 particularly important to ensure that:

= replacement equipment 1s acquired at the most cost-elTective point for the
organisation (belore the old equipment becomes loo costly to maintain,
but not until the replacement 1s justificd)

= planned production output that relics on capital expenditure s properly
incorporated into both the appropriate revenue budgets and inlo the capital
expenditure budget

u other resources arc available lo coordinate with the capital expenditure (for
example, installation, raw materials to cope with increased output)

m  the labour requirements are available, and the workforee suitably tramed

= suilable [unding has been oblained 1o meet the capital expenditure

= approprale planning has been camied oul Lo phase in the use of the new
non-currenl ([ixed) asscts

effective budgeting

The budgeting system must involve honestly, openness and transparency 101t
15 Lo be clfective. The system must be [air o all participants, and also be seen
1o be fairr. Where decisions have o be made by senior managers aboul projects
o be lunded and the level of supporl to be provided to departments, the
decision making process must be clearly laid outl and then lollowed by all
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concerned. The opportunity for managers 1o feel that they have been badly
treaicd by the process must be minimised by cnsuring thal the entire sysiem
iaummt.

For example, suppose the distribution manager has requested capital

upudlmlnmphoeﬂwdclwu‘yvchwhs,ndlhcmmhu
requesied that some ouldated manufacturing equipment also be replaced. IF
resources are limited, the procedure for deciding which capital expenditure
should have priority should be objective and transparent and based on the best
result for the whole organisation. In thal way there can be no accusations of
favouritism.
Where sysiems arc nol open and transparent, individual managers who feel
that their projects or requests have nol been treated fairly are likely 10 become
disillusioned and demotivated. Similarly, if a manager s believed o have
submilled over-oplimistic forecasts in supporl of a projecl that hefshe is
advocating, then gricvances may be [clt by other managers. There may be a
role for the budget accountant in ensuring thal data submilied is accurate and
can withstand independent scrutiny.

participation in budget preparation

A participative budgel system means that those who will have 1o work o a

particular budpet arc involved in ils preparation. They are consulied

throughout the process, so thal they can input their specialised knowledge of

the work mvolved and contribule o the plamming process mvolved n

budgcting. This is sometimes described as a *botlom up” style of budgcling,

as opposed 1o ‘top down', which would refer to the situation where the budget

is imposed on people by higher levels of management.

The main advantages of participative budgeting arc:

= the budget takes account of information from those with specialised

knowledge

thosc involved will have improved awareness of organisational goals

those involved will aceepl the budget and be motivated 1o work Lo it

coordination and cooperation between those involved will improve

new skills

participation in budget sciling gives those involved a monc positive

altitude towards the organisation and this leads to better performance

It should be noted, however, that these advantages depend on the participation

being genuine: il people are consulied, bul their opinions later appear o be

ignored, the effects will be the opposile of those lisied above. (This is
: Gaved i6 6 i icipation”))
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Supporters of the idca of participation in budgeting may point Lo apparcnl
improvemenis in performance as “prool” of ils motivating effect. However,
coincidences can occur, and the improvement may have happened for some
other reason: favourable cost variances can result from suppliers reducing
their prices, for example, or sales volumes might increase because of purely
external factors like changes in the weather.

Another reason for favourable resulls may be the introduction of budgetary
slack. This means Lhal managers have succeeded in obtaining a budget based
on an over-cstimation of costs or an under-cstimation of income. They arc
then more likely to be able o achicve a good level of performance when
measured against the budget. An argument against participation could be that
it increases the risk of managers being able lo introduce budgetary slack.
Rescarch projects relating Lo participation in budgeting do nol secm 1o have
provided any firm conclusions aboul ils molivational cffects. It is nol
surprising that the cffects scem to depend on the attitudes of the individuals
involved, and dilferent people react in differenl ways. Some employees may
nol wanl Lo spend time on budgeting, or may feel they do nol have Lhe
neocssary skills, so thal participation would be seen as added pressure on them
rather than an opportunily. They may feel that it is nol part of their job, or that
they have nol been trained to earry oul the task. Therefore, under some
circumstances, an imposed (" top down”) method of budgeting may be prefiomed.
Imposing a budget is also likely 1o be quicker than a consuliation process, and
somctimes the timescale will mean that a participative approach is impossible.
Managers musl be able to respond quickly 1o changing circumstances and
maintain the progress of their organisation m the required diroction. Part of
this response may be Lo revise budgets at short notice.

THE MAIN TYPES OF BUDGET

Here we will briefly mention the main types of budget that you need to be
familiar with. We will go into further detail regarding cach Lype as we

= operating budget

An opcrating budget is a short- o medium-term budget (for cxample,
covering a year). It deals with the immediate requirements of the
organisation, and il provides the initial sieps towards the long-lerm
straicgic budget. We will examine the preparation and use of operating
budgets thoroughly in our studies.

= capital budget

This budget deals with the acquisition (and possibly disposal) of the non-
currenl assels thal are required Lo support the organisation. This budget
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differs from the operating budget (which is a revenue budget), since it is
concerned with ‘onc-of” transactions.

= fixed budget

A fixed budget is one thal assumes a certain level of outputs — oflen sales,
The budget is then built around this output level. This type of budget is
appropriate il the output level can be forecast with a degree of accuracy —
for example, il there arc sales contracts already in place. Even il there is
uncertainty over the forccast output level, a fixed budget can be used for
planning purposcs, in combinalion with a fexed budget for monitoring
and control.

= fexed budget
A flexed (or Nexible) budget is one where the actual output (for cxample,
sales) is used as a basis for the budget. This is camied out by using
knowledge of cost behaviour Lo adjust the budgeted cosis in the oniginal
fixed budgel inio line with the actual outpul. This would be carmied oul
afier actual outpul i known. An allernative would be o produce a series
of budgets in advance to cope wilh a range of possible output levels. We
will practisc preparing [lexed budgets later in this book.

= cash budget

A cash budget (sometimes known as a cash flow budget) will be produced
alongzide the other budgels 1o plan and control the movement of cash
which occurs duc to the impact of the other budgets. A cash budget will
only incorporale receipls and payments thal arc cash-based, and it will
incorporate both revenue and capital items.

APPROACHES TO BUDGETING

Scparale budgets will be prepared for each function of the organisation
(divided up il appropriate) and individual managers will be held accountable
for their department’s performance against their budgel.

The following alternative approaches can be laken to preparing these
functional budgets.

incremental budgeting

Preparing budgets using incremental budgeting is the traditional approach. It
involves basing Lhe budget for a period on the previous period’s budget (or
aciual costs), and then making adjustments for anticipated inflation and any
olher expecied changes. In this way, incremental budgeting produces a serics
nl‘hﬂgﬂummncﬂuldmlgcmﬁyglﬂnﬂy This provides consisiency
and sccurily within the departmenis, and can avoid conflict between
departments as resources arc allocaled based on agreed principles.
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There arc, however, disadvantages to incremenital budgeting:

= there are no incentives for developing new idcas, or reducing costs.
Managers may fecl that they must spend all their budget 1o avoid it being
reduced in fulure

= over time the budgets may become oul of line with the amount of work
carried out in the department, or the usclulness of that work

= il the departmental managers build in some ‘budgelary slack” — by
obtaining a larger budget than is really needed — then this may go
unchallenged for many years

zero based budgeting (ZBB)

This method of budgeting takes the opposile approach o incremental

budgeting. In cach period the budgel staris from a basc of zcro, with no

account taken of the previous period®s budgel. Each cost that is agrecd for the

department has to be justified based on the benefit that will arisc to the

organisalion from spending the amount allocated.

Ofien, allernative ‘decision packapes’ are prepared for the department

showmg the costs that would be inewred to deliver cortam levels of bencfits.

For example, alternative decision packages for a credil control section could

mvolve:

= an oplion of a high level of inleraction with deblors mecluding active
management of credil limits and a vanety of appropriale actions on
oulstanding amounts to provide maximum receipts. This package would
be labour mtensive and expensive

= an oplion involving a lower level of mleraction with deblors, with fewer
options lo use o chase oulstanding amounts. The receipts would flow into
the organisation more slowly and bad debits may mcrease, bul the cost of
running the department would be much less than the first option

The costs and benefits of providing each level of service would need 1o be

analysed and a decision made based on the oulcome thal was best for

achicving the organisational objectives.

The following arc some advanlages of zero based budgeting:

= il forces re-cvaluation of the activitics within cach function, and how they
contribule 1o achicving Lhe organisation’s objectives

= il encourages innovation and links the uses of resources 1o the achievement
of resulls

= il avoids wastage and budgetary slack
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= the process is very lime-consuming and expensive (o operale

= it may focus on shori-lerm benefits at the expense of the long term (for
example, when applied Lo training or marketing)

= the judging of decision packages may be difficult and subjective

Onc approach that could be taken is (o rotate the use of zero based budgeting

s0 thal cach budgel cenire docs nol go through the process cach year. For

example, a depariment may underiake a full zero based exercise once every

five years, wilh incremental budgeting used in the other years. This would
reduce the cost, but retain some of the benefits.

Rolling budgets are used by some organisations. They consist of budgets that
arc continually extended into the fulure as time moves on. For example, a
twelve-month  budget could initially be prepared for 1 January to
31 December. As the organisation moves through January, the budgel would
be extended at the far end by a further month, so thal a budget for 1 February
1o 31 January is crealed. This process would be continued cach month (or
other agreed period) so that there is always the same length of budget
extending into the lulure.

into the budgets much more quickly. I necessary, the budget for the existing
period (for example, February 1o December using our carlier dates) can also
be updated when the budget is exiended. Rolling budgets are particularly
usclul for organisations that operaic in fast-changing environmenis.

The disadvantages arc thal budgeting becomes time-consuming (and therelore
expensive) and there may be confusion over trying to achieve ever moving
targets il the existing budgels are constanily updaled. This can lead 1o
demotivation and the danger of participants putting the minimum cffort inlo

COORDINATING THE MAIN TYPES OF BUDGET

Once the key factor has been determined, and an appropriate forccast
developed, the budgets for the whole organisation can be gencrated. For a
manulacturing organisation these would typically include:

sales budget usually generated directly from the key factor
— the forecast data
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production budget

materials usage budget

based on the sales budget together with the
anticipated finished goods inventory levels

bascd on the production budget

materials purchases budget bascd on the materials usage budget, together

Iabour utilisation budget

plant utilisation budget

capilal expenditure budget

cash flow budget

masier budgel

with the anticipated materials inventory levels
also based on the production budget

this would show how thc plant and
machinery is used by the planncd production
level

Mote that the above malcrials usage,
malcrials purchascs, labour utilisation and
plant utilisation budgets could alicmatively
be presenied as schedules to the production
budget.

o supporl the operation (oflen based on
departments), for cxample admmistration
budget, finance budget; these may not be so
dependent upon the sales level as other budgpels
that arc linked more closcly

this would also have to be developed in
conjunciion with the revenue budgels to cnsure
that thc agreed spending on new  or
replacement equipment was in place

this would take account of all the other budgets
and their cifeel on the organisation”s hiquidity
— nolc that this is not a functional budget, but
is a parl of the master budget

the calculations from all the revenuc and
capital budgels contributc 1o thc master
budget which takes the form of a budgeted
staterment of profit or loss and a budgeted
slalement of fmancial position together with a
cash budget

Tlicdlulwnd format ol the main budgets will need io be appropriate to the

orgamsation.




