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FINANCIAL BUDGETS

Preparation of budgets

A budget is a forecast of costs or revenues. They are expressed in quantitative (or number) terms.  Its purpose is to provide a target for management as well as to provide a basis for a later review of performance.

A key point is that a budget needs to be prepared for a particular purpose. It must have a specific set of objectives or targets attached. If not, the budget is meaningless.

Normally budgets have the following criteria:

· Prepared and agreed in advance

· Cover a specific period of time

· Are expressed in either financial terms or unit terms

· Relate either to the firm as a whole or a specific function or department i.e. marketing

These departmental budgets are then used to prepare the cash flow forecast.  The drawing of all the individual budgets into one budget for the whole company is called the master budget.  This includes the forecast trading, profit and loss accounts and a forecast balance sheet.  

The diagram below represents this process.


Setting budgets

The detail and the content of the budget should be the result of negotiation with all concerned. Those responsible for keeping to a budget should therefore play a part in setting it if it is to work properly.

The benefits of budgets

· Targets for each section can be set, allowing management to identify the extent to which each section contributes to the overall objectives of the business.

· Attention is drawn to inefficiency and waste, and appropriate remedial action can be taken.

· Budgets make managers think about the financial implications of their actions and focus decision-making on the achievement of targets and corporate objectives.

· Budgeting should improve financial control if only because employees are aware that their actions are being looked at.

Drawbacks of budgets

· The operation of budgets can become inflexible. For example, sales may be lost if the marketing budget is strictly adhered to at a time when competitors are undertaking major promotional campaigns.

· Budgets have to be reasonably accurate to have any meaning. Wide differences (or variances) between budgeted and actual figures can demotivate staff and call the whole process into question.

Questions

1)
Peters Engineering Limited consists of four departments. A, B and C are production departments while D is the administrative department.  Below is some financial data about each department.  (Assume a 50 week year).

	
	A
	B
	C
	D

	

	No of employees
	200
	100
	100
	20

	Average weekly wage
	£200
	£175
	£160
	£150

	Fixed costs per week
	£2500
	£2000
	£2000
	£1500

	Loans £000
	£100
	£100
	£80
	£40

	Other variable costs per unit
	£1
	£2
	£2
	-

	Output
	1000
	400
	500
	-

	


Also note the following:

Since department D does not earn any revenue its costs are calculated and spread out among departments to A, B and C in the ratio of 50:25:25.

Each department will be charged interest on its loans at the rate of 12 % per annum.  This needs to be calculated and added to the weekly cost.  Note:  the loan principle is not being repaid yet – just the interest.

a)
Prepare a weekly budget of the total cost of each production department (including apportioned overheads).

b)
Calculate costs per unit (AVCO) of output in each of the three departments.
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