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BUDGETING

BUDGETING

1.1 BUDGETING CONCEPTS

1. A budget is the formal quantification of management’s plans. It is a tool for
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a. Planning for achieving the organization’s objectives
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b. Controlling spending and revenue-generating processes
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c. Communicating with personnel at all levels of the organization
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d. Motivating employees toward achieving the objectives
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e. Evaluating performance



2. The budget is a planning tool.
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a. Companies that prepare budgets anticipate problems before they occur.
lgiga> b JSLinell g8gi e 8 oaall Lguad sy &y paii wljlge slacl poii (il IS il

1) EXAMPLE: If a company runs out of a critical raw material, it may have to shut
down. At best, it will incur extremely high freight costs to have the needed
materials rushed in. The company with a budget will have anticipated the

shortage and planned to avoid it.
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2) A firm that has no objectives may not always make the best decisions. A firm

with an objective, in the form of a budget, will be able to plan.
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Planning tools (coordination among operating units - Developing basis of controlling
operations - expected future trends (Monitoring is a controlling tool not a planning tool
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b. No organization can prepare an effective budget until the board and senior

management formulate the mission statement.
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1) The mission statement embodies the organization’s reason for being, e.qg.,
increase shareholder value through providing global telecommunications
services to consumers.
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2) Next, the organization draws up its long-term objectives, which are the means
through which the mission will be fulfilled, e.g., hold a 40% market share of U.S.cell
phone users within five years.
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3) Once the long-term objectives are in place, the priorities of the organization will be
clear. Awareness of priorities is crucial for the allocation of limited

resources, e.g., how many cell towers, each of which require the outlay of con-

struction and maintenance costs, will provide the optimum amount of coverage.
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4) Short-term objectives flow directly from the priorities, e.g., determine how many cell
towers are needed and where they can feasibly be placed in the Metro

Atlanta region.
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Management should be involved in budgeting process
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Different (Distinction) between forecasting and planning is that planning is the process
of determining the question of (what, how, when, where and how) for the companies
operations .

A forecasting is attempt to determine the future activities (level, environment) that the
companies will be operating in.
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c. Strategic budgeting is a form of long-range planning based on identifying and
specifying organizational goals and objectives.
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1) The organization begins by evaluating its strengths, weaknesses, opportunities, and
threats (a SWOT analysis) and assessing risk levels. The influences of internal and
external factors are then forecasted to derive the best strategy for reaching the
organization’s objectives.
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2) Among the external or environmental factors to be considered are general
economic conditions and their expected trends, governmental regulatory
measures, the labor market in the company’s locale, and the activities of

competitors.
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3) Strategic budgets and other plans are translated into measurable and achievable
intermediate and operational plans. Thus, these plans must be considered
with, and contribute to achieving, the strategic objectives.
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a) Strategic plans - budgets developed by senior managers have time
frames of up to 10 years (or more).
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b) Intermediate plans - budgets developed by middle managers have time
frames of up to 2 years.
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c) Operational plans - budgets developed by lower-level managers have

time frames of 1 week to 1 year.
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3. The budget is a control tool.
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a. Budgets provide a basis for controlling (monitoring and revising) activities of an
organization.

amwdall aloinY (azzl0ll ¢ &8 J1) &8 Jl xclgd wbijlgall 4665

1) The initial budget is a planning tool. To monitor how actual performance
compares with the budget, budget reports are produced periodically during the
year.
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a) The difference between actual performance and a budgeted amount is
called a variance. Analysis of variances reveals the efficient or inefficient

use of company resources (see Study Unit 8, “Cost and Variance Measures”).
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b. A budget helps a firm control costs by setting cost standards or guidelines. Budgets
and other standards, including standard costs, are formal estimates of future
performance.
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1) A standard-cost system is designed to alert management when the actual

costs of production differ significantly from target or standard costs.
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a) Standard costs are budgeted unit costs established to motivate optimal
productivity and efficiency. They are monetary measures with which
actual costs are compared.
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2) A standard cost is not just an average of past costs, but an objectively

determined estimate of what a cost should be.
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a) For example, it may be based on accounting, engineering, or statistical

quality control studies.
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b) Because of the impact of fixed costs in most businesses, a standard
costing system is usually not effective unless the company also has a
flexible budgeting system.
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i) Flexible budgeting uses standard costs to prepare budgets for

multiple activity levels (see item 7.b. under subunit 1.2).
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3) ldeal (perfection, theoretical, or maximum efficiency) standards are

standard costs that are set for production under optimal conditions.
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a) They are based on the work of the most skilled workers with no allowance for waste,
spoilage, machine breakdowns, or other downtime.
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b) Tight standards can have positive behavioral implications if workers are motivated to
strive for excellence. However, they are not in wide use

because they can have negative behavioral effects if the standards are

impossible to attain.
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c) ldeal, or tight, standards are ordinarily replaced by currently attainable

standards for cash budgeting, product costing, and budgeting departmental
performance. Otherwise, accurate financial planning will be impossible.
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d) Ideal standards have been adopted by some companies that apply



continuous improvement and other total quality management principles.
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4) Practical (currently attainable) standards may be defined as the performance that is
reasonably expected to be achieved with an allowance for normal spoilage, waste, and
downtime.
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-a) An alternative interpretation is that practical standards represent possible but difficult
to-attain results.
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5) Benchmarking is one means of setting performance standards.
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a) It is a continuous process of quantitative and qualitative measurement of the
difference between the organization’s performance of an activity and the performance
by the best-in-class organization.
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b) Benchmarking also analyzes the key actions and root causes that

contribute to the performance gap.
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6) Activity analysis identifies, describes, and evaluates activities to determine
what they accomplish, who performs them, the resources they use, and their
value to the organization.
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a) Value-adding activities should continue to be performed and provide the basis for
performance standards.
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b) Activity analysis also is defined as the determination of the optimal or

standard methods and inputs required to accomplish a given task.
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¢) Inputs include the amounts and kinds of equipment, facilities, materials, and labor.

Engineering analysis, cost accounting, time-and-motion study, and other approaches
may be useful.
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7) Historical information may be helpful in setting standards, provided that

circumstances have not changed materially.
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8) Target costing standards may be set when a product must be sold at a target
price. The assumption is that continuous improvement practices will succeed in

driving costs down to the targeted levels.
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c. For the budgetary process to serve effectively as a control and evaluative function, it
must be integrated with the accounting system and the organizational structure.

Such integration is one of the characteristics of a successful budget program.
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1) Integration enhances control by transmitting data and assigning the responsibility for
explaining variances to the proper organizational subunits.
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d. Often an organization will find that the assumptions under which the budget was

prepared undergo significant change during the year. A policy must be in place to



accommodate revisions to the budget resulting from these changes. Accommodation

of change is a key characteristic of successful budgeting.
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1) If such a policy is not in place, managers can come to believe they are being

held to a budget that is no longer possible to achieve, and morale can suffer.
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e. Information gained during the year as actual results and variances are reported can
be

used to help the company take corrective action.
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1) These steps make up a control loop:

a) Establishing standards of performance (the budget)

b) Measuring actual performance

c) Analyzing and comparing performance with standards (budget reports)
d) Devising and implementing corrective actions

e) Reviewing and revising the standards
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4. The budget is a communication tool.

a. A budget can help tell employees what objectives the firm is attempting to
accomplish.
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1) If the firm does not have an overall budget, each department tends to pursue its

own objectives without regard to what is good for the firm as a whole. Thus, a



budget promotes goal congruence. The planning process coordinates the

efficient allocation of organizational resources.
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2) For example, the sales department may want to keep as much inventory as

possible so that no sales will be lost, but the treasurer may want to keep the

inventory as low as possible so that cash need not be spent any sooner than

necessary. If the budget specifies the level of inventory, all employees can

work toward the same goals.

b. Budgets facilitate coordination of the activities of a firm. The overall budget, often
called the master or comprehensive budget, encompasses both the operating and

financial budget processes.
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c. An example of a coordination activity is the purchasing of raw materials.
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1) Materials are needed prior to production, but the proper quantity to buy cannot
be determined until it is determined how many units of product are to be

manufactured.
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2) Thus, a production budget (in units) is a prerequisite to the preparation of a

materials purchases budget.



b iied) duasdl & jleall slacl] Jud olae] cdlai (( wlisgll oz ) gl dauasdl &jleall Olo 1384
3) Similarly, a direct labor budget is based on how many units are to be produced

and how fast the workers are.
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a) Labor standards are also complex in that they must consider the impact of the
learning curve on productivity.

lolSs) gyl imio e plaidl Juil (el O]z sulzall Al ol cu> Loyl oxine allas)l aslSs yyleo
6oL d azlil 5l oz 50 b JS e joinwog 2> JSuin doddsi o5 gl E)LOBM‘)'JSI&P&L&!'&MI
(635 Soimo pusi sle Lasl>g sV ac

5. The budget is a motivational tool.
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a. A budget helps to motivate employees to pursue the organization’s objectives.
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1) A budget must be seen as realistic by employees before it can become a good
motivational tool.

il aiSas gl 0y miug lgishis 1) (adly JSuin gulolall b (o dpaaill aijlgall ol slan ol ey
og) ez bl OS5 i

2) Employees are particularly motivated if they help prepare the budget. Thus, the
budgeting and standard-setting processes are considered better if they are participative.
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3) A manager who is asked to prepare a budget for his/her department will work hard to
stay within the budget.
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4) Achievement of challenging goals has positive effects on employee performance and
self-esteem.
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b. Budgets also may reveal the progress of highly effective managers.
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1) Consequently, managers should not view budgets negatively. A budget is just

as likely to help as to hinder a manager’s career.
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2) A manager also may use a budget as a personal self-evaluation tool.
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c. Unfortunately, the budget is not always viewed in a positive manner. Some managers

view a budget as a restriction.
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d. Employees are more apt to have a positive feeling toward a budget if some degree of

flexibility is allowed.
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A manager performance evaluation should be based on the factors controllable by the
managers. Managers can control some of (Fixed expenses) but some others
(depreciation) are not controllable by managers so (contribution margin - COGS or Gross

profit) should not use as division manager performance evaluation tools.
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6. The budget is an evaluative tool.

a. Comparing actual results to the budget allows managers at all levels to evaluate their

own performance, as well as evaluate the performance of subordinate managers.
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b. Controllability is a key concept in the use of budgets and other standards to evaluate
performance.
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1) Controllability is the extent to which a manager can influence activities and

related revenues, costs, or other items.

sl ool ol CadlSall s Luslill nall ass gty sl sl pusis (@Sl Gls 6,08l ) 8 lasal]
i ol pois 3l pundll ol ai) oY asgivgall apasil ajleall gleis il s> sl

a) In principle, it is proportionate to, but not coextensive with, responsibility.
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2) Controllability is difficult to isolate because few costs, revenues, etc., are under

the sole influence of one manager.
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a) Also, separating the effects of current management’s decisions from those of former
management is difficult.
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3) If responsibility exceeds the extent to which a manager can influence an activity, the
result may be reduced morale, a decline in managerial effort, and poor performance.
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a) Such a manager encounters greater risk because his/her success depends
on uncontrollable factors. Thus, a manager in these circumstances

should be compensated for the incremental risk assumed.
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4) However, if a manager is accountable solely for activities over which (s)he has
extensive influence, the manager may develop too narrow a focus.

Y oo glisl bas o Mo ) pume blis le Jobiv g ili 15 0)bic] ai uae Jlin oI5 5] Ji> i ol
Y olSuwl alas) paio su> ol Gl Jituws ol ol gVl o8 szl olb] ol slaisl sl Jsh i o 225
J&u)d)dlusum,\s)ualllm‘_lm M|L@4uq9)£om):owwa;§)“d|u\90)&pyuim
49 1m0 po aiSos 28 lidg ladd dime axiiz e uaall 3 S, ol pigw I ) Bu>g dlaii Lle Guo

(leale s lasdl o pSais o aiS) cwin> 0] Lo alSinal LYl

a) For example, the manager of a cost center may make decisions based only on cost
efficiency and ignore the overall effectiveness goals of the organization. By extending
the manager’s responsibility to profits as well as costs, the organization may encourage
desirable behavior congruent with overall goals, such as improved coordination with

marketing personnel, even though the manager still does not control revenues.
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b) Furthermore, a manager who does not control an activity may nevertheless be the
individual who is best informed about it. Thus, a purchasing agent may be in the best
position to explain price variances even though (s)he cannot control them.
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