What is Budgeting?

® You will be familiar with “The Budget”

@ This is where the Chancellor of the Exchequer outlines
his plans for the UK Economy

® He will indicate:
>» the spending plans of the government
> how and where the government will raise revenue

@ This is no different from any other budget drawn up by
businesses

® A budget is a statement of the financial position that a
business hopes to achieve

® This means that it is a plan, NOT a forecast
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Types of Budget

@ A firm will create a number of different budgets:

Sales Budget
Forecasts how
much will be sold

Production Budget
Forecasts how many
units need to be made

Master Budget

A summary of all Purchases Budget

budgets to forecast Types Outlines the material
rofit & loss f Budget requuremen’rs of
P 2y =lelefs production budget

Cash Budget

Capital

(Cash flow) Forecasts the .

money flowing in & Expenditure (lsaﬁigusr'TEUfjgeT
out of the business Budge’r utlines the labour

requirements of
production budget

Outlines new assets
that may be needed
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How The Budgets Work Together

@ The different types of budget will be used together to
produce a master budget:

INCOME COSTS
SALES BUDGET PRODUCTION BUDGET
PURCHASES BUDGET
LABOUR BUDGET
CAPITAL EXPENDITURE BUDGET

I ' CASH BUDGET ' I
(Cash Flow Forecast)

MASTER BUDGET
(TPL & Balance Sheet)
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Setting A Budget

Set Objectives

Il

Provide
Information

AL

Make Decisions

L

Control

Prepare Budgets

p

Il

Prepare Master
Budget

® The following is the usual procedure:

These are usually in the
form of targets

* NB: Sometimes

Budgets are usually ZERO-BASED
based on past Budgets are used.
experience* This means that
any historical data
Decide how much is to be is ignored

spent and where

Detailed budgets are
prepared

All budgets are brought
together.
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Controlling A Budget

@ The control section of the process is vital

@® It is usually monitored using VARIANCE ANALYSIS

@ This is a simple method that involves comparing
budgeted figures with actual figures

@ Clearly for this to be of any value the budget needs to
be accurate
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Variance Analysis

@® It is calculated using the formula:

Variance = actual level — planned level

@ Care must be taken when interpreting the result:

» |f the answer is favourable (actual is better than planned) then
it is a POSITIVE VARIANCE

> |f the answer is adverse (actual is worse than planned) then it
is a NEGATIVE VARIANCE.

® Managers must look at the reasons for the variance, to
avoid future problems

@ A favourable variance can sometimes cause as many
problems as an adverse one!
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Why Bother With A Budget?

@ \Writing a budget requires targets to be set s,
@ This target must be realistic, so managers -iii8 R

will have to look at what the business is
capable of

® This means departments will have to communicate
@ |t concentrates workers minds on what has to be done
@ Problems can be identified before it is too late

@ By comparing a budget with what actually happened a
business can identify weak areas
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@ |naccurate & unrealistic
budgets will be ignored

@ It can restrict business
activity, which may lose
the firm business

@ If budgets are imposed
upon people there is little
incentive for them to stick
to the targets
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