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Major features of budgets g Usefulness of budgets Types of budget Example of a master budget Activity-based budgeting Budgeting and responsibility centres



Introduction • Budgeting is the most widely used accounting tool for planning and controlling organisations ▫ A An almost l universal i l use off b budget d b by medium di and d llarge companies i use budgets (survey results) g objectives j and controlling gp performance ▫ Planning



• There are costs as well as benefits ▫ Costs: x x x x



Budgeting requires a lot of time p to develop p Expensive Increasing uncertainty in changing market conditions makes it difficult Rigidity of budget might cause troubles in the long run (no flexibility)



▫ Benefits: budgets show how resources will be deployed to implement strategic plans and achieve the setting goals



Learning objectives • Define budget, master budget and explain their benefits to an organisation • Describe main components of the master budget • Prepare the budgeted profit statement and its supporting pp g budget g schedules • Illustrate an activity-based budgeting approach • Describe responsibility centres and responsibility accounting



Main features of budgets • Definition fi i i off budgets b d



▫ Quantitative expression of a proposed plan of actions by management for a future period and help to coordination and i l implement t th the plan l ▫ Covering of financial and non-financial aspects x Financial aspects: expectations about cash flows, income, financial position of the future p period…(budgeted ( g financial statements)) x Non-financial aspects: number of units manufactured, of new products introduced…



• Budgeting B d ti cycle l



▫ Planning the performance (organization as well as subunits level) ▫ Providing a set of specific benchmarks against which actual results can be compared ▫ Investigating the deviations from plans (doing corrections if necessary) ▫ Planning again again, considering feedback and changed conditions



Main features of budgets • Master budget ▫ It is a comprehensive expression of management’s operating and financial plans for a future time period (usually one year) ▫ It is summarized in a set of budgeted financial statements ▫ Example: Microsoft Corporation (Platform Products and Services Division, Business Division, Entertainment and Devices Division). A master budget of MS Corp. Corp combines information from all individual divisions’ budgets ▫ Th The master t b budget d t reflect fl t th the iimpactt off operating ti and d fi financial i l decisions x Operating decisions centre on how the firm uses its resources x Financing Fi i decisions d i i centre t on h how the th fi firm obtains bt i th the ffunds d tto finance fi its acquisition of resources



Usefulness of budgets • Guarantee the realization of the strategic planning • Provide performance criteria • Promote the communication and coordination within the organization



Usefulness of budgets • Guarantee the realization of the strategic planning ▫ Budgeting is most useful when done as an integral part of an organisation’s strategy analysis ▫ Strategy describes how an organisation matches its own capabilities with the opportunities in the market place to accomplish its overall objectives x x x x x



Overall objectives of the organization? Market size (local, national, regional or global)? Trends in the target market? Appropriate organizational form? Alternative strategies if the preferred ones fail?



Usefulness of budgets • Provide performance criteria ▫ Budgeted performance measures can overcome two key limitations when using past performance: - Past results incorporate past misallocations and specific substandard performance. - The future may be expected to be very different from the past



▫ Example?



Usefulness of budgets • Promote the communication and coordination within the organization ▫ Coordination focuses on the combination of all factors of production and all the departments and business functions so that the company can meet its objectives x Thinking and managing relationship among different divisions, departments…



▫ Communication guarantees the success of coordination through rendering those objectives understood and accepted by all the employees in different departments and functions x Ex: production manager must be informed about the sales plan… plan



Usefulness of budgets Remarks: The budgets will be effective and efficient only if the following conditions are met:



Management responsibility



• Top management has the ultimate li responsibility ibili for the budgets of the organisation



Management M support



• Management at all levels should understand and support the budget and all aspects of the management control system



Types of budgets • Budgets typically have a set time period (month, quarter, year), ) and d the h llater can itself i lf be b broken b k into sub-periods • The most frequently used budget period is one year • Businesses are increasingly g y using g rolling g budgets g ▫ Budget or plan that is always available for a future time period by adding one month, quarter or year in the future when the first month quarter or year of the current budget is dropped month,



Master budget • Recall ▫ the master budget summarizes the financial projections (forecasts, expectations) of the organization’s all i di id l b individual budgets d t



• Purpose P off th the master t ▫ the master budget results in a set of budgeted financial statements for a given period (pro forma statements, statements profit plan…)



Master budget • Components



Master Budget d



Operating budget –Revenue budget – Production budget (in units) – Direct materials purchase budget – Direct i labour l b b budget d – Cost of goods sold budget – Non-manufacturing costs budget – Budgeted B d t d profit fit (l (loss)) statement t t t



Financial budget – Capital budget – Cash budget – Budgeted balance sheet – Budgeted d d statement off cash h fl flows



An example of preparing an operating p g budget g 1



• Revenue budget



2



• Production budget (in units)



3



• Direct Di t materials t i l purchase h b budget d t



4



• Direct labour budget g



5



• Cost of goods sold budget



6



• Non-manufacturing f i costs b budget d



7



• Budgeted g profit p f (loss) ( ) statement



Activity-based budgeting • Concept ▫ ABB is a natural complement to ABC (ABC) x Activity-based costing reports and analyses past and current costs x Activity-based budgeting (ABB) focuses on the budgeted cost of activities necessary to produce and sell products and services



▫ ABB is helpful for ex ante and ex post cost control x E Ex ante: t reveall th the costs t off different diff t activities ti iti b before f th their i commitment (attempt to reduce cost drivers if necessary) x Ex post: Pinpoint activities where actual cost rate or the usage of cost driver is higher than budgeted



Activity-based budgeting • Four key steps in ABB ▫ Determine the budgeted costs of performing each unit of activity at each h activity level l l ((unit cost)) ▫ Determine the demand for each individual activity based on the projection of production production, new product development… ▫ Calculate the cost of performing each activity ▫ Describe the budgets as costs of performing various activities



Budgeting and responsibility centre • What is responsibility accounting? ▫ It is a system for evaluating the performance of managers based on activities under their supervision



• What is a responsibility centre? ▫ It is any part, segment, or sub-unit of a business that needs control x Production P d i x Service



Budgeting and responsibility centre • Types of responsibility centre? ▫ Cost centre – reports costs only while a revenue centre reports only l revenues. ▫ Profit centre – reports revenues, expenses, and net profit or net loss. loss ▫ Investment centre – reports revenues, expenses, profit or loss loss, and the investment used by the centre centre.
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