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Class Lecture 7: Budgetary Control

For this topic we will follow the Chapter 9 (profit planning) from the textbook.

Topics to be discussed:

1. Budget

2. Advantages of Budgeting

3. Types of Budgets

4. The master budget interrelationships

Definition of budget:



A budget is a detailed plan for the acquisition and use of financial and other resources over a specified period of time. It represents a plan for the future expressed in formal quantitative terms. The act of preparing a budget is called budgeting. The use of budgets to control a firm’s activities is known as budgetary control.



Most business organizations use budgets to focus attention on company operations and finances, not just to limit spending. Budgets highlight potential problems and advantages early, allowing management to take steps to avoid these problems or use the advantages wisely. Budget is a tool that helps managers in both their planning and control functions.



Budgets help managers with their control function not only by looking forward but also by looking backward. Budget deal with what manager’s plan for the future. However they also can be used to evaluate what happened in the past. Budget can be used as a benchmark that allows managers to compare actual performance with estimated or desired performance.

Planning and control:


The terms planning and control are often confused, and occasionally these terms are used in such a way as to suggest that they mean the same thing. Actually, planning and control are two quite distinct concepts. Planning involves developing objectives and preparing various budgets to achieve these objectives. Control involves the steps taken by management to increase the likelihood that the objectives set down at the planning stage are attained, and to ensure that all parts of the organization function in a manner consistent with organizational pollicies. To be completely effective, a good budgeting system must provide for both planning and control. Good panning without effective control is time wasted.

Advantages of Budgeting:

1.Budgets provides a means of communicating management’s plans throughout the organization.

2.Budgets force managers to think about and plan for the future. In the absence of the necessity to prepare a budget, too many managers would spend all of their time dealing with daily emergencies.

3.The budgeting process provides a means of allocating resources to those parts of the organization where they can be used most effectively.

4. The budgeting process uncover potential bottle necks before they occur

5.Budgets coordinate the activities of the entire organization by integrating the plans of the various parts. Budgeting help to ensure that everyone in the organization is pulling in the same direction.

6.Budgets define the goals and objectives that can serve as benchmarks for evaluating subsequent performance.

Types of Budgets:

There are several types of budgets used by business. The most forward-looking budget is the strategic budget, which sets the overall goals and objectives of the organization.


The long range planning produces forecasted financial statements for five to ten years periods.


Capital budgets are the budgets that details the planned expenditures for facilities , equipment, new products , and other long term investments.


The most important budget of an organization is the Master budget. A master budget summarizes the planned activities of all sub units of an organization-sales, production, distribution, and finance. The master budget quantifies targets for sales, cost driver activity, purchases, production, net income, cash position, and any other objective that management specifies.  Thus the master budget is a periodic business plan that includes a coordinated set of detailed operating schedules and financial statements. The master budget is also called as Pro-forma statements.


Continuous budget (rolling budget) is a common form of master budget that adds a month in the future as the month just ended is dropped.

The master budget interrelationships:


The master budget consists of a number of separate but independent budgets. The following exhibit shows an overview of the various parts of the master budget and how they are related.




Now we will discuss various parts of a master budget-

1. The sales budget: A sales budget is detailed schedule showing the expected sales for the budgeted product: typically it is expressed in both Taka and units of the product. An accurate sales budget is the key to the entire budgeting process. All of the other parts of the master budget are dependent on the sales budget in some way, as shown in the above exhibit.

The budget shows how many units will have to be produced. Thus the production budget  is prepared after the sales budget. The production budget in turn is used to determine the budgets for manufacturing costs including the direct material budget, the direct labor budget, and the manufacturing budget. These budgets are then combined with date from the sales budget and the selling and administrative expense budget to determine the cash budget.

The Cash budget:


A cash budget is a detailed plan showing how cash resources will be acquired and used over some specified time period.

Textbook:

· The students are requested to see the schedule 1 (page no 390) from the textbook regarding the sales budget.

The Production budget: 

The production budget is prepared after the sales budget. The production budget lists the number of units that must be produced during each budget period to meet sales needs and to provide for the desired ending inventory. Production needs can be determined as follows:

	Particulars
	Tk

	Budgeted sales in units

Add: desired ending inventory

          Total needs 

Less: Beginning inventory

          Required production
	Xxx

Xxx

Xxx

Xxx

xxx


Note that production requirements for a period are influenced by the desired level of ending inventory. So inventories should be carefully planned.

Textbook:

· The students are requested to see the schedule 2 (page no 391) from the textbook regarding the production budget.

The Merchandise Purchases budget:


The production budget is needed to be prepared in case of a manufacturing firm. But for a merchandising firm, the organization needs to prepare a Merchandise Purchases budget. The Merchandise Purchases budget is prepared to show the amount of goods to be purchased from its suppliers during the period. Purchase needs can be determined as follows:

	Particulars
	Tk

	Budgeted cost of goods sold (in Tk)

Add: desired ending merchandising inventory

          Total needs 

Less: Beginning merchandising  inventory

          Required Purchase (in Tk)
	Xxx

Xxx

Xxx

Xxx

xxx


The direct materials Budget:


The direct material budget details the raw materials that must be purchased to fulfill the production budget and to provide for adequate inventories. The required purchases of raw materials are computed as follows:

	Particulars
	Tk

	Raw materials needed to meet the production schedule

Add: desired ending inventory of raw materials

          Total raw material needs 

Less: Beginning inventory of raw materials

Raw materials to be  Purchased
	Xxx

Xxx

Xxx

Xxx

xxx


Textbook:
· The students are requested to see the schedule 3 (page no 393) from the textbook regarding the direct materials budget.

The Direct labor budget:


The direct labor budget is also developed from the production budget. Direct labor requirements must be computed so that the company will know whether sufficient labor time is available to meet production needs. To compute direct labor requirements , the number of units of finished products to be produced each period (month, quarter, etc) is multiplied by the number of direct labor hours required to produce a single unit. In case of our textbook example, the company has 50 workers who are classified as direct labor and each of them is guaranteed at least 480 hours of pay each quarter @ Tk 7.50 per hour. So the minimum direct labor cost for a quarter would be:

50 workers X 480 hours X Tk  7.50= Tk 180,000

Textbook:

· The students are requested to see the schedule 4 (page no 394) from the textbook regarding the direct labor budget.

The manufacturing Overhead Budget:


The manufacturing overhead budget provides a schedule of all costs of production other than direct materials and direct labor.

Textbook:
· The students are requested to see the schedule 5 (page no 393) from the textbook regarding the manufacturing Overhead budget.

The Ending Finished Goods Inventory Budget:


The organization prepares the ending finished goods budget to ascertain the number of unsold units during the period.

Textbook:
· The students are requested to see the schedule 6 (page no 395) from the textbook regarding the Ending Finished Goods Inventory budget.

The Selling and administrative Expense Budget:


The selling and administrative expense budget lists the budgeted expenses for areas other than manufacturing. 

Textbook:
· 
The students are requested to see the schedule 7 (page no 396) from the textbook regarding the Selling and administrative Expense budget.

Note: Please read the textbook carefully. Good luck.











































































Exhibit: The master budget interrelationships





Sales Budget





Ending inventory budget





Production budget





Selling and administrative expense budget





Direct materials budget





Direct labor budget





Manufacturing overhead budget





Cash budget





Budgeted income statement





Budgeted Balance sheet











