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Unit 6

Budgeting and Budgetary Control

Learning Outcomes
By the end of this unit the learner will be able to:

 the basic aspects of financial planning and the role of budgeting
 various types of budgets

IntroductionA good manager’s job does not stop at analyzing the past financial statements, ratherhe/she needs to predict the future financial situation and plan accordingly. Having goodforesight and being able to plan about future business activities are very importantcharacteristics for a successful manager. A business runs on its finances, therefore the needfor financial planning cannot be over emphasized. Budget is one of the most importanttools that a manager has for financial planning and control.We begin this unit by understanding the implications and need for financial planning.
Financial PlanningGenerating funds and using them efficiently with an objective to maximize the company’swealth is called financial planning. The following points need to be determined for financialplanning:
 The amount of funds needed to execute future business plans.
 The kind and proportion of corporate securities such as shares, debentures, bonds,bank loans etc. to be issued or raised. Or in other words, the pattern of financing.
 The timing of floating various corporate securities in the market.

Budget is a set of guidelines or a yardstick that is used to control and plan the internalfinancial operations of a business organization. Sometimes, even a good financial plan isnot enough to bring about the desired results, due to the lack of proper control andimplementation. Hence, budget is an effective managerial tool to bridge the gap betweenplanned performance and actual performance. It helps the organization to change itsstrategy and plans in light of a constantly changing environment.This unit will deal with the meaning and formation of budget as a tool for financial control.It will also discuss the importance of budget and the various techniques for preparing it.
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What Is A Budget?Budget is a quantitative plan, expressed in monetary terms, covering a specific period oftime (usually one year). It gives a systematic plan for using manpower and the businessorganization’s material resources. It calculates estimated future costs of conductingoperations and the revenues that could be earned from them. Budgets are usually dividedinto two categories:1) Capital Budget2) Operating BudgetCapital budgets estimate and propose expenditure for new projects that require specialfinancing whereas operating budgets focus on short-term operational goals, such as, futureprofit benchmarks, production goals etc. operating budgets are often sub-divided intodepartmental and functional budgets for ease. The following are some of the maincharacteristics of a budget:
 It follows the organization’s long-term business strategy and goals and is preparedin advance.
 It focuses on the future, for which the organization has already set goals andobjectives to be achieved.
 It is a quantitative statement i.e. expressed in both physical and monetary units.A master budget, which represents the organization’s overall plan for the future, is anintegration of several sectional budgets such as; sales budget, production budget,administrative budget, expense budget, raw-material budget etc. The following are some ofthe uses of a budget:
 It makes business operations more efficient and effective.
 It is communication tool for different departments within an organization. Exacttasks are assigned to different units through the preparation of divisional,departmental and sectional budgets. This is a way of holding each unit responsiblefor the task they have been assigned with and ensuring that budget figures are met.
 It can be used as a tool to motivate managers to achieve organizational goals.
 It provides benchmarks for on-going business operations.
 It establishes team spirit among the employees as their contribution towards budgetpreparation is appreciated.
 It reduces losses by revealing wasteful and inefficient practices in time for themanagers to take corrective action.
 It helps in performance evaluation of managers.
 It is informative for the managers.
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Budgetary ControlBudget is very closely associated with control, because none of the organization’s futureplans can materialize without an efficient control system in place. Exercising financialcontrol in an organization with the help of budgets is called budgetary control. Budgetarycontrol includes the following:
 Preparing various budgets,
 Comparing actual performance with budgetary estimates on a regular basis,and
 Revising budgets in light of changing environment.Budgetary control is a vital aspect of cost control and achieving the organization’s goals. Ithelps in making the organization more efficient. However, it must not be rigid or resistantto individual initiative and changes in the financial environment.

Installing A Budgetary Control SystemAfter establishing the significance of developing a budgetary control system, we need toknow how such a system can be installed in an organization. Answering the followingquestions will help us in our understanding of the budgetary control system.
 What are the organizational objectives to be achieved?
 How much is an organization most likely to achieve?
 How much can it be made to achieve?
 What are the hurdles that the organization will face in trying to achieve its goals andhow can their effects be controlled?After answering theses questions, the organization must take the following steps in orderto install budgetary control system.

Organization for BudgetingThe first step towards budgetary control installation is to set up a clearly drafted plan forthe organization. This plan, also called the budget manual, must spell out the powers,responsibilities and areas of operation for each executive.
Responsibility for BudgetingThe preparation and implementation of budget can be assigned to specific people in thefollowing pattern:
Budget ControllerBudget Controller or Budget Director is the person who is responsible for supervisingbudgetary control system installation, although, the final responsibility rests with the ChiefExecutive. The Budget Controller must have thorough knowledge about the technical
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details of the business and he is answerable directly to the President or Chief Executive ofthe organization.
Budget CommitteeThe Budget Controller forms a Budget Committee to assist him. This committee consists ofheads of various departments such as sales, administration, personnel, finance etc. and thebudget controller is the chairman of the committee. Each head of the department hashis/her own sub-committee of executives working under him. It is the responsibility of thebudget committee to discuss, submit and approve budgetary estimates.
Fixation of the Budget PeriodBudget period refers to the time period for which the budget is prepared and put intoeffect. It depends on the nature of the business and the budgetary control techniquesemployed by it. A seasonal business, for example, will only need to make budgets for theseason that it is running operations whereas another company might need to preparebudgets for four or five years, depending on its requirement. A business must preparebudgets for both the short-term and the long-term.
Budget ProceduresThe actual process of budgetary control can be developed on the following patterns afterbudget planning has been organized and the budget period has been set:
Key FactorAlso known as the limiting factor, the ability of this factor to affect budgetary targets needsto be assessed. It is advisable to prepare the budget related to the limiting factor first,before preparing other budgets. It is important to identify and examine key factorscorrectly. Usually key factors are not permanent in nature and may be overcome by themanagement by introducing new products, changing operating practices, bringing indifferent raw materials, working overtime etc. A list of key factors related to someindustries is given below:

Industry Key FactorMotor Car Sales demandAluminum PowerPetroleum Refinery Supply of crude oilElectro-optics Skilled TechniciansHydroelectric PowerGeneration Monsoon/rainfall
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Making a ForecastForecasting refers to making an estimate of future financial conditions or results of anorganization’s business operations. It includes a careful consideration and analysis ofprobabilities. An estimate is different from a budget, because a budget gives plans thefuture operations for an organization and suggests figures based on those plans.A budget plans the achievement of organizational goals and objectives keeping in mind theforecasts and drafts a plan for business operations, whereas a forecast makes estimatespurely on the basis of the likelihood of an event happening. A forecast can be in physical ormonetary terms and it can be related to sales, production, costs, resources etc. themanagement should have a realistic approach and should come up with a number ofalternative forecasts instead of just having one.
Preparing BudgetsThe actual task of budget preparation begins after forecasts have been made. Preparationof budget usually follows the order below:
 The sales budget
 The production budget, based on production capacity and the sales budget
 Financial budget (cash or working capital budget), on the basis of sales andproduction budget
 The master budget-an integration of all the budgets listed aboveThese budgets are flexible and can be revised in light of an unexpected development or inanticipation of a change.

Choice between Fixed and Flexible BudgetsBudget can either be fixed or flexible. A budget restricted or fixed by a fixed volume ofactivity is called a fixed budget. Such a budget may not be an effective tool for planning andcontrol if the actual volume of activity is different from the planned capacity for any timeperiod i.e. a month or a quarter. A flexible budget on the other hand is more effective forchanging levels of activity as it considers fixed and variable costs separately. Fixed costsrefer to the costs that remain unchanged with changing levels of output, whereas, variablecosts are those that change in proportion to the level of output. Fixed costs change onlywhen there is a change in the capacity of production. According to the flexible budgetapproach, the budget controller is able to analyze the difference between actual andbudgeted costs, depending on the actual level of activity. This concept will be explained infurther detail later on.
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Classification of BudgetThere are different classifications of budgets, based on time, function and flexibility.Different types of budgets falling under each category is illustrated in the chart below:
Chart: Classification of Budgets______________________________________________________________________

Time Function FlexibilityLong-term Sales FixedShort-term Production FlexibleCurrent Cost of ProductionRolling PurchasePersonnelResearchCapital ExpenditureCashMasterSome of the budgets mentioned above are discussed in detail.
Rolling BudgetRolling budget is called progressive budget. It is made for a year in advance and as eachmonth, or quarter passes, a new budget is made for the period of twelve months. Thebudget for the month or quarter that has passed is dropped, and figures are added for thenew month or quarter. For example, a company ends its year on 31st December andprepares a twelve-month rolling budget in advance, starting from January. When the monthof January ends in 2012, the figures for January 2012 will be dropped and those for January2013 will be added, hence creating a new twelve-month budget. This process will repeatitself after the end of every month. Some companies revise a rolling budget after everyquarter. In this case, when the quarter ends in 2012 on 31st March, the figures for thatquarter will be dropped and new ones will be added till 31st March 2013.
Sales BudgetSales Budget is the base on which the rest of the budgets are prepared. It projects the salesto be achieved within a budget period. The sales manager is the one who is responsible for
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preparing and executing this budget. The various organizational and environmental factorshe has to take into consideration are listed below:
Organizational factors Environmental FactorsPast sales figures and trends General trade prospectsSalesmen’s estimates Seasonal FluctuationsPlant Capacity Potential marketOrder on hand Degree of competitionProposed expansion or Government controls, rulesDiscontinuation of products and regulations relating to theAvailability of material or supplies industryPolitical situationFinancial aspect and its impact on the marketCost of distribution of goodsIt is easier if the sales budget is divided on the basis of products, areas or territory and timeperiod.

Illustration 14.1Lawson Ltd. has three sales divisions at Manchester, London and Sheffield. Itsells twoproducts - A and B. The budgeted sales at each of the sales divisions for the year ending31st December2012 are given below:Manchester Product A 50,000 units @ £ 16 eachProduct B 35,000 units @ £ 10 eachLondon Product B 55,000 units @ £ 10 eachSheffield Product A 75,000 units @ £ 16 eachThe actual sales during the same period were:Manchester Product A 62,500 units @ £ 16 eachProduct B 37,500 units @ £ 10 eachLondon Product B 62,500 units @ £ 10 eachSheffield Product A 77,500 units @ £ 16 eachThe sales department estimated that the sales budget for the year ending 31st December2013 would be higher than 2012 in the following respects:Manchester Product A 4,000 unitsProduct B 2,500 units
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London Product B 6,500 unitsSheffield Product A 5,000 unitsThere will be additional sales of 12,500 units of Product A in London and 9000 units ofProduct B in Sheffield due to intensive sales campaigns in both sales divisions. The salesbudget for the period ending 31st December 2013 is given below:
Lawson Limited

Sales Budget

Budget for 2013 Budget for 2012 Actual Sales for 2012

Division Produ
ct

Qty

(Units)

Pric
e

Rs.

Value

Rs.

Qty Pric
e

Value Qty Pric
e

ValueManchester A 54,000 16 8,64,000 50,000 16 8,00,000 62,500 16 10,00,000
B 37,500 16 3,75,000 35,000 10 3,50,000 37,500 10 3,75,000
Total 91,500 12,39,000 85,000 11,50,000 13,75,000

London A 12,500 16 2,00,000 - - - - - -B 61,500 10 61,15,000 55,000 10 5,50,000 62,500 10 6,25,000Total 74,000 8,15,000 55,000 10 5,50,000 62,500 10 6,25,000
Sheffield A 80,000 16 12,80,000 75,000 16 12,00,000 77,500 16 12,40,000

B 9,000 10 90,000 - - - - - -
Total 89,000 13,70,000 75,000 12,00,000 - - 12,40,000

Product A 1,46,500 16 23,44,000 1,25,000 16 20,00,000 1,40,000 16 22,40,000
Product B 1,08,000 10 10,80,000 90,000 10 9,00,000 1,00,000 10 10,00,000

Total 2,54,500 34,24,000 2,15,000 29,00,000 2,40,000 32,40,000
Production BudgetThis budget is an estimate of the total volume of production, distributed with respect toproduct and operations scheduled with respect to days, weeks and months. It also providesa forecast for the inventory of finished products. The Works Manager is responsible for the
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overall productions budget and departmental works managers are responsible for theirrespective departmental production budgets. The production budget is expressed inphysical or financial terms and sometimes in both physical and financial terms. Theproduction budget attempts to answer the following questions: what should be produced?When should it be produced? How should it be produced? Where should the productiontake place? The production budget is based on the sales budget in the sense that it forecastsand estimates the production program that will achieve sales targets. Other budgets suchas the cash budget and cost budgets e.g. material costs budget, labor cost budgets etc. arebased on production budget. The several factors that are taken into consideration beforepreparing the production budget are: (i) inventory policies, (ii) sales requirements, (iii)stability of production, (iv) plant capacity, (v) production time, (vi) availability of rawmaterial and labor etc.
Production Costs BudgetsThere are three elements of costs: Direct Material, Direct Labor and Overheads. Eachelement has a separate budget. The Direct Materials budget has two components: (i)material requirement budget, and (ii) material purchase budget. Material requirementbudget estimates the total quantity of material that is required within the budget periodand material purchase budget deals with the materials that have to be bought from themarket during the budget period. New materials are purchased from the market aftertaking into considerations the opening inventory and materials for which the company hasalready places orders.
Illustration 14.2The Sales Director of Andrews Electric Company expects to sell 25,000 units of a particularproduct next year. The Production director consults the store-keeper who gives followingdetails:Two kinds of raw materials, P and Q, are required for manufacturing the product. Each unitof the final product requires 2 units of P and 3 units of Q. The estimated opening balance atthe beginning of the next year is:Finished Products : 5,000 unitsRaw Material ‘P’ : 6,000 unitsRaw Material ‘Q’ : 7,500 unitsThe expected closing balance at the end of the next year is:Finished products : 7,000 unitsRaw Material ‘P’ : 6,500 unitsRaw Material ‘Q’ : 8,000 unitsLet us prepare a statement showing material purchase budget for the next year whilekeeping the following formula in mind:
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Units to be produced= Sales + Desired closing Stock - Opening Stock= 25,000 + 7,000 - 5000= 27,000 units. Materials Purchased or Procurement Budget
Finished
Product units

Materials in units

P QProduction budget 27,000+ 5,00032,000
54,000- 6,00048,000

81,000- 7,50073,500Estimated OpeningBalance
Estimated ClosingBalance -7,000 + 6,500 + 8,000
Estimated Sales ofProduct 25,500 54,500 81,500Estimated Purchase ofMaterials
Direct Labor Budget: Just like the direct materials budget, direct labor budget is dividedinto two categories: direct labor requirement budget and direct labor purchase budget.Direct Labor Requirement budget deals with the total amount of labor that is required bythe organization, in quantity and/or value terms. Direct Labor Purchase budget refers tothe additional direct labor that needs to be recruited.
Overhead Budget: This deals with factory expenses, general administration, selling anddistribution etc. therefore, separate budgets have to be prepared for different kinds ofoverheads i.e. factory overheads, administrative overheads and selling and distributionoverheads.
Factory Overheads Budget: Factory overheads, also known as manufacturing overheads,comprise cost of indirect labor, indirect material and indirect expenses. Factory overheadsare divided into three categories: (i) Fixed overheads, which remain constant regardless ofthe changing volume of output, (ii) Variable overheads, which vary in proportion to thechanging levels of output, and (iii) Semi-variable overheads, which are both variable andfixed. The manufacturing overhead budget estimates the overheads that will be incurred bythe organization over the course of a budget period.It is possible to estimate fixed factory overheads on the basis of past information and theknowledge of any anticipated changes in the coming budget period, whereas, variable
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overheads are estimated on the basis of the schedule of production and anticipatedoperating conditions in the budget period.
Illustration 14.3A manufacturing overheads budget for the quarter ending March 31, 2013 is preparedbased on the average figures from past quarters. The budgeted output for the quarter is8000 units.The average figures for the previous quarter are:Fixed overheads £ 40,000Variable overheads 20,000 (@£ 5 per unit)Semi-variable 20,000 (40% fixed and 60% variable @ £ 3 per unit)

Manufacturing Overheads Budget
For the Quarter ending 31st March 2013Fixed overheads 40,000Variable overheads @ £5 per unit 40,000Semi-variable overheads 8,000FixedVariable (@ £3 per unit) 24,000 32,000Total Overheads 1,12,000

Administrative Overheads Budget: This budget includes an estimate of all administrativeexpenses e.g. salaries of administrative and managerial staff, after conducting an analysis ofthe requirements of all administrative departments. The minimum requirements foroperations are determined based on previous years’ costs and on the responsibilities of theadministrative departments during the current budget period. The final administrativeoverheads budget is prepared by combining the individual budgets for each administrativedepartment.
Selling and Distribution Overheads Budget: This budget deals with the expenses relatedto selling, advertising, delivery, distribution etc. The responsibility for preparing thisbudget lies with the sales executives. The selling and distribution overheads budget isprepared on the basis of the type of product, sales division, territory, types of customers,the organization’s advertising policy, research programs, analysis of the market andvarious fixed and variable factors. Selling expenses must be linked to the expected volumeof sales and an effort should be made to control the distribution expenses.
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Illustration14.4Let us prepare a Sales Overheads Budget for the quarter ending 31st March 2013from theestimates given below: £Advertisement 12,500Sales department salaries 25,000Sales department expenses 7,500Counter salesmen salaries and allowances 30,000
Commission to counter salesmen is payable at 1 % of sales executed by them.Travelling salesmen are entitled to a commission of 10% on sales made through them and afurther 5 % towards expenses.
Sales

Territories

Sales at

Counters

Sales by Traveling

Salesmen

Total estimated

SalesA 4,00,000 50,000 4,50,000B 6,00,000 75,000 6,75,000C 7,00,000 1,00,000 8,00,000
Sales Overheads Budget

Estimated Sales in Territories£ 4,50,000 £ 6,75,000 £ 8,00,000
Fixed OverheadsAdvertisement 12,500 12,500 12,500Salaries of Sales Department 25,000 25,000 25,000Expenses of Sales Department 7,500 7,500 7,500Counter salesmen’s salaries and allowances 30,000 30,000 30,000
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75,000 75,000 75,000

Variable OverheadsCounter salesmen commission @ 1% onsales 4,000 6,000 7,000
Travelling salesmen commission @ 10 % 5,000 7,500 10,000Expenses @ 5 % 2,500 3,750 5,000

11,500 17250 22,000

Total sales overheads 86,500 92,250 97,000

Cash BudgetThe cash budget presents an organization’s expected cash inflows and outflows over aparticular period of time. It involves an estimated forecast of future cash receipts and cashpayments.Anticipating incoming cash and planning the use of it are important aspects ofmanagement. Surplus cash, which is not being put to profitable use, can result in losses.Similarly, cash deficit can cause problems for the cash manager as well. The cash budget,therefore, helps in avoiding these losses and plans the movement of cash through theorganization. Its main objective is to make sure that the organization meets all its cashcommitments in time and at the same time it prevents the over accumulation of cash.
The following are some of the uses of a cash budget:
 It helps the management in estimating the organization’s future cash needs
 It helps in planning the financing of those needs
 It gives management control over cash and liquidity of the organizationLets discuss components of cash budget i.e. cash inflows and cash outflows. Both thesecomponents can be divided further into operating cash flows and financial cash flows. Thesimilarities in both are listed below:
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Cash Inflows a) Operating: cash sales, receivable collections.b) Financial: interest receipts, sale of marketablesecurities, issue of new securities.Cash Outflow a)Operating: wage payments, payments of billsand accounts payable, capital expenditure.b) Financial: dividend payments, interest payments,redemption of securities, loan repayments,purchase of marketable securities, tax payments.
Sales Work SheetSales constitute a major part of an organization’s cash inflows. Sales can be divided intocash sales and credit sales. Every business has its unique terms for extending credit onsales and usually it is ensured that credit sales do not exceed the company’s permittedpercentage and that receivables pay on time. It is, however, common that it takes sometime before the total amount of sales in recovered by the company.Let’s say that a business recovers 10% of its total sales value in cash during the samemonth that the sales are made, 50% the next month and the remaining 40% afterwards.Monthly cash inflow due to sales can be estimated with the help of past data and futuresales.

Sales Work Sheet
January to March 2013Past Sales Nov. Dec. Jan. Feb. March2012 2012 2013 2013 2013960 900Estimated future sales - - 900 1,000 1,000Estimated Cash Receipts from sales - -10% of current month's sales - - 90 100 10050% of last month's sales 450 450 50040% of previous to last Month's sale 384 360 360Total Cash Collections from receivables 924 910 960
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The total cash collections from receivables will be transferred to the cash budget proforma.A Purchase Worksheet can be prepared in a similar manner to work out the estimated cashpayments for purchases. Let’s say 50% of the current month’s purchases are paid in thecurrent month, 40% in the next month and 10% afterwards.A proforma for Cash Budget with hypothetical figures in presented below
Proforma for Cash Budget

(in£)

Estimated Cash Inflows: Jan. Feb. MarchCash Sales(including collections of current andprevious month's sales)
9.60

Others 1.90Total 11.50Cash OutflowBills for Purchases 6.83Factory Expenses 3.49Head Office Expenses 1.54Interest 1.21Others 0.40Total 13.47Excess Inflow during the month (1-2) 1.97Opening Cash Balance 2.32Closing Cash Balance (4+3) 0.35Minimum Cash Balance Needed 2.00Estimated Cash Surplus (5-6) or Deficit (6-5) 1.65
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Illustration 14.5Prepare a cash budget for six months of 2013 for Smiths Limited as their Finance Managerwith the help of the following information:a) Credit sales, cost of material and wages are budgeted as follows (figures forNovember and December of the previous year are the actual figures for thosemonths).
Months Credit sales Cost of material WagesNov. 30,000 5,000 10,000Dec. 32,000 6,000 12,000Jan. 28,000 5,000 10,000Feb. 31,000 7,000 11,000March. 34,000 8,000 12,000April. 29,000 5,000 9,000May. 30,000 6,000 11,000June. 36,000 7,000 12,000

b) Fixed overheads amount to £ 10,000 per month.c) Preference dividend of £ 8,000 for the half year will be due in June.d) Income tax amount of £ 10,000 is payable in January.e) Progress payment under a building contract are due as follows:March 31 £ 12,000May 31 £ 1,500f) Goods are sold on these terms: Net cash to be paid in the following month.Experience indicates that 80% of debtors pay within the period of credit and theremainder do not pay until the following month.g) Cost of material is payable in the month following that in which the cost is incurred.Half of the purchases are subjected to a 2% discount and the remaining amount ispayable net.
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h) The company pays all its accounts promptly.
Cash BudgetJan.(£) Feb.(£) March.(£) April.(£) May.(£) June.(£)

a) Cash  inflowsCollection from CreditSales:i) First monthfollowing sales(80% of sales) 25,600 22,400 24,800 27,200 23,200 24,000
ii)   Second monthfollowing sales 6,000 6,400 5,600 6,200 6,800 5,800Total Cash Receipts 31,600 28,800 30,400 33,400 30,000 29,800
b) Cash OutflowsFixed Overheads 10,000 10,000 10,000 10,000 10,000 10,000Preference dividend - - - - 8,000Income Tax 10,000 - - - - -Progress Payments - - - 15,000 -Under building contracts 5,940 4,950 6,930 9,920 4,950 5,940Purchases 10,000 11,000 12,000 9,000 11,000 12,000Wages (assumed to bepayable in the month)Total Cash Payments 35,940 29,950 40,930 26,920 40,950 35,940Surplus or Deficiency(i.e A-B) (4,340) 2,850 (10,530) 6,480 (10,950) (6,140)

Purchase BudgetJanuary February MarchDesired ending inventory (at cost price) 90,000 97,500 1,12,500
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Add: Cost of goods (Current Month) 37,500 45,000 45,000Total requirement 1,27,500 1,42,500 1.57,500Less: beginning inventory (60.000) (90,000) (97,500)Purchases 67,500 52,500 60,000
It is evident from the budget prepared above that there will be cash deficiency in January,March, may and June, due to unusual cash requirements like preference dividends, advanceincome tax and progress payments under building contract. The cash budget enables theorganization to plan its short-term financing by, let’s say, obtaining overdraft facilities fromthe bank.If there is a net cash deficit during a particular month, the organization should plan inadvance to make up for the shortfall through borrowing or some other means of financing.Similarly, in the case of cash surplus, the company should invest the excess cash in safesecurities such as government securities. However, the company must ensure that it hassufficient cash surplus to invest and that the investment is for a short period of time so thatit can be converted into cash readily, and without a loss.
Master BudgetThe Master is the final budget, which summarizes all functional budgets in a compact form.It may take the shape of a Profit and Loss Account and a Balance Sheet at the end of abudget period. It sets out plans and estimates figures for all departments for the duration ofa budget period. The master budget usually contains details related to net sales; cost ofproduction, cash, key account balances (debtors, fixed assets, payables etc.). It containsgross profit or net profit figures and important accounting ratios as well.The Budget Committee approves the master budget. Sometimes more than once masterbudget is prepared and discussed before the committee agrees upon one budget to put intoeffect.The Master Budget may have the following format:

Exhibit 14.1: Budget Format

Period Normal Production

Capacity ---- units

Budgeted

Capacity --- units

Particulars Product

1

(£)

Product

2

(£)

Total

(£)
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SalesCost of Sales:Direct materials, Directlabour, Variable FactoryOverheads, Fixed
- - -

Factory Overheads - - -Add: Opening Stock - - -Less: Closing Stock - - -Gross Profit - - -Administration Cost - - -Selling and Distribution Cost - - -Net Profit - - -Assets:Fixed - - -Current - - -Total capital employed - - -Ratios:Profit/Capital employed - -Sales/Capital employed - -Profit/ Turnover - -Current Ratio - - -Liquidity Ratio - - -Appropriations:Net Profit - -Dividends - -Reserves - -
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Taxes - -
Balance of profit or Loss - -
Fixed and Flexible Budgets

Fixed Budget:A fixed budget does not change with the level of activity and is based on the standard orfixed level of activity. It can be an unrealistic estimate of future figures in case the volumeof sales or production is not actually the same as the expected or budgeted level. Themanagement will not be able to assess the requirements of the organization based in thefixed budget if the actual level of activity is different from the budgeted one. That woulddefeat the whole purpose of preparing a budget in the first place. Therefore, based on theselimitations and inability of making adjustments, organizations whose sales and productioncannot be estimated accurately beforehand do not prepare a fixed budget.
Flexible Budget: The Flexible Budget contains a budgeted cost for any level of activity i.e.it is designed in such a way that it changes with the changing level of production. Itconsiders both the fixed and variable aspects of cost and estimates the changes that willoccur in them at different levels of operation. A flexible budget is most useful in thefollowing situations:
 When the nature of business is such that it has unpredictable sales e.g. companiesdealing with luxury or semi-luxury items.
 When a new business cannot foresee future demand accurately. e.g. novelties andfashion products.
 When a business is vulnerable to natural events.
 When a business, which is dependent on a steady supply of labour, faces labourshortage.

Control RatiosRatios help in making comparisons of the company’s actual performance with its budgetedperformance. Budget is an essential part of planning and it also helps in evaluatingperformance through the following control ratios:
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Control Ratios______________________________________________________________________
Time Function FlexibilityActivity Capacity EfficiencyRatio Ratio Ratio

The ratios mentioned above are expressed in percentages. Usually, if a ratio is calculated tobe 100%, then it is favorable. If it is less than 100% then it is said to be unfavorable.
Activity Ratio: Activity Ratio measures the level of activity that an organization isoperating at over the period of time. It is calculated by expressing the standard hoursconsumed for actual production as a percentage of the budgeted hours.

Activity Ratio = Standard hours for actual production x 100
Budgeted hours

Capacity Ratio: This ratio measures the extent to which budgeted hours have been utilizedin actual production. It is calculated by expressing the actual hours spent in production as aratio of the maximum possible number of hours indicated in the budget.
Capacity Ratio = Actual hours worked x 100

Budgeted hours

Efficiency Ratio: This ratio is a measure of the degree of efficiency that the organizationoperates at. It expresses the standard hours equivalent to actual production as apercentage of the actual hours worked.
Efficiency Ratio = Standard hours for actual production x 100

Actual hours worked

Performance BudgetingIn our discussion about budgets earlier, we established that a budget is a financialexpression of an organization’s future plans. It estimates future levels of production, salesand ways of financing operations for a company. Therefore, in order for this tool to beeffective there has to be a way to carry our performance appraisal and obtain feedback.A traditional government budget estimates government expenditure, usually classified bytype and quantity for a specific period of time. Expenditure is classified by object, andpersonnel by type of position. The budget is divided into sections based on organizationalunit and department, and expenditure is listed based on the category. The main objective ofa traditional government budget is to control expenditure, to ensure that the government is
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abiding by legal regulations and to obtain accountability. The budget indicates whether ornot input can be matched with output, if necessary sanctions were obtained beforespending money and the appropriation of funds. It is necessary that the input be linkedwith the expected outcome of the expenditure.Performance budget presents business activity in terms of activities, functions, programsand projects. It is designed to correct the loopholes in a traditional budget by incorporatingmanagement approaches and both financial and physical aspects of operations.A performance budget (PB) expresses the jobs and services to be rendered precisely. It isfirst divided into functional categories, which are further divided into programs, activitiesand projects. It is a comprehensive document, which provides management controlthrough the expression of financial and physical outcomes together.Some of the main objectives of a PB include: (i) coordination of financial and physicalaspects, (ii) reviewing decisions made at all levels, (iii) improving budget formulation, (iv)facilitating performance appraisal by the legislating and controlling bodies, (v) makingperformance audit more convenient, (vi) measuring the organization’s progress towards itslong-term goals, and (vii) making business operations more transparent.Performance budget evaluates the organization’s performance with respect to individualprojects and programs, and also in the context of the organization’s long-term objectives. Itassumes that all employees, regardless of their level, have a clear understanding of theorganization’s short-term and long-term objectives, as indicated in the budget. Therefore,PB provides a definite sense of purpose and direction to all levels of management and toeach employee.One of the requirements of the performance budget is periodic performance reports, whichcompare actual data with budgeted figures. In order to prepare these reports, theorganization’s accounting system should be updated, coordinated and detailed. Each costincurred should be easily traced back to its cost centre, which has the actual responsibilityand authority over that specific cost.Department Heads are tasked with preparing the performance budgets of theirdepartments. The Department Heads are supplied with copies of master budgets withdetails of appropriation to their respected departments. For instance, the head ofpurchasing department will have the information of the budget appropriated to hisdepartment so that he can make arrangements and plans for purchase of necessarymaterials. In turn, the Department Head collects periodic reports from various sections ofhis department and sends a summary report to the budget committee. These reports areprepared on daily, weekly or monthly basis depending on the types of businesses andcontain tabulated comparisons between appropriated and actually spent figures, periodand cumulative. This held the top management to be informed about the differencesbetween budgeted and actual activity and take any corrective actions.
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Zero-Based BudgetingWe have already familiarized ourselves with formulation of different types of budgets. Intraditional budgeting, it is the current level of expenditure and revenues, currentoperations and activities, which decides formulation of the budget. Traditional budgetingworks on the premise that the past allocations were accurate and will work in the futuretoo.This budget usually increases year after year, despite declining efficiency, because anaddition is made to the current figures in anticipation of future increments. This means thatthe budget does not promote operational efficiency and causes problems for management,some of which are listed below.Wasteful activities and non-profitable programmes are not recognized, which causesavoidable losses.
 Losses and inefficiencies of previous years are carried forward to subsequent years’budget when future levels of performance are being determined.
 Managers do not have an incentive to look for alternative ways to achieve the sameobjectives.
 Rational decision-making is not achievable due to a lack of cost-benefit analysis forproposed programmes.
 The budgeting process has to be recycled because managers usually tend tooverstate their budget requirement, without taking into account the lack of availablefunds.Therefore, traditional budgeting techniques are not very effective considering factors suchas scarce resources and the management’s need to utilize these resources efficiently. Zero-based budgeting overcomes the limitations posed by traditional budgeting by enablingmanagers to emphasize on key projects and to prioritize their spending.Zero-based budgeting entails that the organization must review the efficiency of on-goingprojects from time to time, in addition to making decisions for future projects. Ideally, topmanagers, who can take responsibility and have discretionary costs, should carry out thisreview. These costs are not linked with the volume of operational activity and hence, themanagement decides the amount to be budgeted. Examples of such costs includeexpenditure on research and development, legal advisory services and personneladministration.Zero-based budgeting reviews programs from a scratch. Managers who are proposing theapproval of certain projects and programs must justify their proposal and support theirfund requirement with logical evidence. No funds or projects are approved based onprecedence or past practices. In other words, each program is reviewed based on its meritsand the amount of output it is going to produce, keeping in view the input that it requires.Every time a new budget is prepared, all projects, new and existing, have to be justified
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based on their efficiency and usefulness at that point in time. Budget preparation activityinvolves:
 Examining all elements of managers’ budget requests.
 Review and analysis of on-going projects, in addition to new activities.

 Giving managers a range of choices from which they have to prioritize and allocateresources accordingly.
Process of Zero-Based BudgetingZero-based budgeting is conducted in the following steps:
Determining the objectives of budgeting: There can be various objectives for budgetpreparation, for example, reducing costs, conducting thorough analysis of on-going projectsand dropping the ones that are not efficient etc.
Deciding the scope of application: The extent of the application of zero-based budgetinghas to be determined. In other words, it has to be decided whether the budget will apply toselected areas of the organization or across the board.
Developing decision units: Decision units, on which a cost-benefit analysis is to beconducted, are determined and then it is decided whether the programs in question willcarry on or be dropped. These units are independent of each other so that they can bediscontinued without having any effect on other units.
Developing decision packages: A decision package is developed along the following lineof questioning:
 Is a particular activity necessary? If not, then it is discontinued.
 What was the actual cost of undertaking an activity and what were its actualtangible and intangible benefits?
 What were the estimated costs and benefits of that activity?
 Should the organization continue to perform that activity, and what should be thecost of continuing it?
 If the activity is going to continue, then should it be performed in the same way as ithas been in the past?After decision packages are prepared for each unit, they are ranked in accordance withtheir cost-benefit analysis. Projects that are most beneficial and important are given ahigher priority. Lastly, projects having a positive cost-benefit analysis and the ability tomeet the organization’s objectives are chosen and implemented.Zero-based budgeting is basically, cost-benefit analysis applied for the purpose ofcorporate budgeting.
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Advantages of Zero-Based BudgetingThe following are some of the advantages of zero-based budgeting:
 It is a systematic evaluation technique for the organization through which it canallocate resources and prioritize programmes.
 It makes sure that the managers are only undertaking activities that are essential forthe organization, and in the most efficient manner.
 Management is capable of making well-informed, rational budgetary decisions thatare based on cost-benefit analysis rather than making arbitrary budget increasesand decreases.
 The budget is directly linked with organizational goals as nothing is approvedsimply because it was done in the past. Every activity that the budget approves mustcoincide with the organization’s objectives.
 It provides alternative courses of action for inefficient activities.
 It implements the system of “management by objectives” in order to fulfil the goalsof a traditional budget, in addition to other purposes.One of the drawbacks of zero-based budgeting is that it is time consuming. While this istrue during the initial stages of identifying decision units and developing decision packages,it takes lesser time than traditional budget afterwards when the organization is wellaccustomed to the methodology. The organization can find ways to save time and makezero-based budgeting more time efficient when it is familiarized with the technique.Zero-based budgeting was first used in 1962 by the U.S Department of Agriculture. It wasintroduced in the private sector by Texas Instruments and today, a number of companiessuch as BASF, International Harvester and Xerox are using the zero-based budgetingtechnique.

SummaryFinance is the backbone of an organization, therefore, financial planning and managementis of utmost importance. A budget is a quantitative projection of the organization’s futurefinancial plans such as the level of activity, expenses and revenues. A budget also acts like asource of identifying operational problems and inefficiencies and correcting them.The Budget Controller has the prime responsibility of preparing the budget and a BudgetCommittee assists him/her. The Budget Committee usually comprises heads of variousdepartments such as Sales, personnel, Production, Finance, Purchase etc. These Heads ofDepartments are responsible for the preparation and implementation of their respectivedepartment’s budget. The Sales Budget is prepared before any other budget and theestimates provided in the sales budget, along with production capacity, form the basis ofthe Production Budget. Production budget contains cost estimates associated with theproduction process. The Master Budget is finally prepared by combining all departments’
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budgets. The budget can be reviewed and revised from time to time, depending onchanging circumstances.While a fixed budget is based on a fixed volume of activity, a flexible budget is more usefulif the level of activity is likely to vary. A flexible budget takes account of fixed and variablecosts separately and is more useful if it is difficult to forecast the business’s level f activityfor the entire budget period.Control ratios are an important aspect of budgetary control as they help to compare theorganization’s actual performance with its budgeted performance. These ratios include,activity ratio, capacity ratio and efficiency ratio. If these ratios are hundred per cent, ormore, they are considered to be favourable. If they are calculated to be less than hundredper cent, they are unfavourable.In light of a constantly changing business and financial environment, the traditionalbudgeting technique has been replaces by zero-based budgeting. While traditionalbudgeting used current level of activity to project future operations, zero-based budgetingintroduced a technique to evaluate all on-going and future projects in order to align themwith organizational objectives. Shifting to zero-based budgeting is an effort to improveefficiency and cut wasteful activities by concentrating on productive programmes only. Itjudges each decision unit based on its current merits and profitability and makes sue thatbudget requirements are justified every time. Zero-based budgeting has been adoptedinternationally in both public and private sectors.
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