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PREFACE

In writing this book we have tried to show the problems which may
confront an accountant in industry and the principles which should guide
him in their solution.

Students for professional accountancy examinations have little oppor-
tunity to study industry and its accounting problems. We hope this book
will show them how accountancy can help management and the other
sections of the business. It may also show them that accounts should help
to run a business and are not prepared only for the auditor! This book
covers the syllabus on management accounting of each of the accountancy
bodies.

After an introductory chapter, the next five deal with the preparation of
budgets or plans for the future. Chapters VII and VI1II cover the accounting
problems found in supplying management with a flow of information on
the actual events in each budget period. Chapter 1X covers the measure-
ment and appreciation of past results and the elucidation of differences
between actual and budget. The last two chapters cover office organization
and equipment.

We hope readers will help by sending constructive suggestions on the
matters contained herein or which they think should be included.

H.W. BROAD

K. S. CARMICHAEL
London,
August, 1957.



CHAPTER 1

AN INTRODUCTION TO
MANAGEMENT ACCOUNTING

§ 1. Business Activity

Business is principally concerned with the sale of a product which has been
manufactured by the seller or purchased from outside suppliers; or in
providing a service. Where manufacturing operations are carried on,
some departments may conduct research to discover new products or
cheaper methods of producing, selling and distributing existing products.
The sales made and expenses incurred are recorded by an accounting
department to disclose the profit or loss made. Basically, therefore, a
manufacturing business has five divisions; Selling, Buying, Production,
Research and Administration. In a business with few employees, one man
may be required to work in more than one division, while 1n the large
concern employing hundreds, each division will be self-contained. In a
wholesale or retail business the purchase of the goods for sale will assume
the same importance as production in a manufacturing business.

In the small business the sole proprietor can issue instructions to em-
ployees and confirm by his own eyes and ears that his orders are complied
with, Should any difficulties arise, the employees can discuss the matter
personally with the proprietor. In such circumstances the proprietor
decides the policy, prepares the plan of future operations of the business
and ensures that everybody works to achieve the common target. As
businesses grow, however, such personal supervision by the proprietor
becomes impossible and something must be substituted.

The functions of policy making, planning and supervision will have to be
delegated to a management team. Management has been defined as ‘all
those activities involving responsibility for the work of others’. Where the
business is owned by a limited company the management team normally
consists of the board of directors, the managing director, the works
manager, the sales manager, the secretary, the accountant, departmental
managers, foremen and chargehands. The term ‘top management’ is often
applied to the first two in this list. In a sole trader’s business, or in the case
of a partnership, the functions of the board and managing director are
fulfilled by the sole trader or partners. Whether the latter undertake any of
the other functions will depend on the size of the business.

The Board of Directors will approve and lay down broadly the policy
of the business. The Managing Director is responsible for the preparation
and supervision of the plan of future operations based on that policy. He

1



2 MANAGEMENT ACCOUNTING [Chap. 1

may make amendments within the framework of the Board's policy as a
result of day to day events. The remainder of the management team will
prepare and supervise the plan under the guidance of the Managing
Director. As a result, the activities of all employees will be co-ordinated
while each employee remains under the personal supervision of his
immediate superior.

The organisational chart of a typical manufacturing business would be:

Board of Directors

Managinj Director

Buying Production Research Administration Sales
Buyer Works Personnel Secre- Management Sales
Manager Manager tary Accounmnl Man|nger
Production Service Budgeting Historical ~ Divisional Dmsnonal
Departments Departments and Costing Accounting Sales Sales
Manager Manager
Credit T
Control
Store Maintenance Drawing Inspection
of plant Office Area Area

Sales Sales
ManaTr Manager

Salesman  Salesman

§ 2. Management Accounting

The term ‘Management Accounting’ covers all those services by which
the accounting department can assist top management and the other
departments in the formulation of policy, the control of its execution and
the appreciation of its effectiveness. In this book will be suggested certain
basic principles which can be adapted to any business. The reader must
realise, however, that there is no substitute for common sense, and that
enterprise, imagination and originality will be required if management
accounting is to function successfully.

§ 3. The Cycle

The description of management reveals that there is a definite cycle of
events. These are:

(a) the formulation of a policy;
(b) the preparation of a plan (or budget) based on that policy;
(c) the control of the execution of that plan;
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(d) the measurement of the results of the plan;

(e) the appreciation of such results, particularly of any variations from the
plan;

(f) the modification of the original policy, resulting in a new policy for the
ensuing period.

The rapidity of the cycle will depend on the nature of and circumstances
affecting the particular business and the policy of its directors. In some
businesses the cycle may take a year (long-term); in others a month or a
week (short-term). For the purposes of control it is frequently necessary
to have two plans running concurrently. The first will be concerned with
the immediate future and will be based on the long-term policy set out in
the second plan.

§ 4. The Accountant’s Attitude of Mind

Management is concerned with policy making and the planning and
control of current and future events; past results are of interest only in
assisting in the control of current operations and the planning of the
future. If, therefore, the accountant is to assist the other members of the
management team, he must cease to be interested only in past facts and
apply the major part of his energies to considering the present and the
future. He will be called upon to provide assistance and information to
many departments of the business without delay and regardless of the
difficulties caused to the accounting department. He must organize the
recording of the information flowing into his department so that any
reasonable demand can be met without special research. The provision of
information, however, is only part of the accountant’s duty. He must be
capable of sifting that information, high-lighting the important facts, and
presenting them to management in a manner they can understand and use.
He is the natural co-ordinator of the budgets of the other departmental
heads and prepares the Master budget (sce Chapter II).

§ 5. Need for Salesmanship

It must be admitted, however, that many businesses have been running
for years without the management consciously stating the policy to be
adopted and preparing a plan based thereon. This may have resulted in
unnecessary losses, but these may have passed unnoticed due to the
favourable trade conditions. Often the initiative for introducing manage-
ment accounting must come from the accountant. Before proposing any
changes he must be prepared for opposition. His colleagues may accuse
him of trying to increase his own importance in the business, i.e. of empire
building. Before making any proposals, the following should be considered :
(a) The scope of the proposals, whether they will affect every department

in the business or only one;
(b) the general advantages and disadvantages of each proposal;

(c) the special advantages and disadvantages of each proposal to every
person affected thereby;
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(d) the psychology of each person involved to anticipate the individual pre-
ferences and potential opposition;

(¢) the new policy decisions (e.g. estimation of future sales) which will be
required as a result of the scheme. (Such decisions may have been
avoided in the past);

(f) whether the proposals can be integrated with the present system with-
out extra cost;

(g) the additional expense which will be incurred, or the savings which will
be made, if the system is adopted;

(h) the increase or reduction in the staff, equipment or space required;

(i) whether the complete scheme will be introduced at the same time or in
stages; if the latter, the order and times of introduction;

(/) the losses caused in the past by the non-existence of the suggested
scheme;

(k) the clear layout of the proposals;

(/) the organisational upheaval involved, especially outside the accounting
department.

Only after careful consideration of all the above, should the accountant
lay his proposals before the top management. At the resulting discussion,
the suggested scheme must be supported with courage and conviction
against opposing arguments, but any reasonable amendments should be
accepted. After approval by top management every person affected should
have a chance to discuss the matter, so that the measures are accepted and
not imposed.



CHAPTER 11

ANTICIPATION

§ 6. Policy
The term ‘policy’ covers the objects of a business and the principles upon
which it is conducted. Plans for future action can only be made if there is
a policy. Unfortunately the latter is rarely so established and co-ordinated
that it is written down in a neatly bound volume. Future policy will usually
be based on the existing policy, suitably modified for changing circum-
stances. Management personnel responsible for the preparation of future
plans are, or should be, conversant with the current policy relating to their
particular section of the business. The sources from which the policy may
be obtained include:

(a) Memorandum and Articles of Association;

(b) Minute Book of Shareholders’ Meetings;

(¢) Minute Book of Directors’ Meetings;

(d) Minute Book of those management committees which are treated by
the Board of Directors for a limited purpose, e.g. the planning of a new
sales campaign;

(¢) Service agreements with individual employees and Trade Union agree-
ments;

(f) Personnel handbooks and literature giving the rules of pension and
sickness schemes, factory and office notices, etc.;

(g) Publicity material indicating sales policies;

(h) A Business Organisation chart (see § 1);

(i) Managers’ ‘Charters’ (or Policy Manuals) conferring delegated powers;

(j) Balance sheets of past years, showing the policy as regards investment
of monies in fixed and current assets and whether money is borrowed
by issues of share capital or loans;

(k) Profit and Loss Accounts for past years, indicating policy as to items of
income and expenditure, ¢.g. pensions, publicity, depreciation.

But many decisions which affect the business are not recorded. Day to
day decisions required to overcome particular difficulties are given verbally,
especially when made by foremen. The fact that such decisions are neces-
sary may be shown when investigating and codifying the current policy.

Top management assumes current policy is known and understood. Such
policy will have evolved over the years. Top management is repeatedly
considering whether or not to modify the present policy for the future. The
nature of such amendments will depend upon the evaluation of the plans

5



6 MANAGEMENT ACCOUNTING [Chap. 11

to realise such policies. The plans may reveal that suggested alterations are
financially unsound or physically impossible, in which case the policies will
require revision,

§ 7. A Budget

The term ‘budget’ is used in this book to represent the evaluation of the
intentions of management. An adopted budget is the gquantitative and
monetary statement of the work to be done by an executive and his sub-
ordinates and the expenditure which he may incur in the future period.
After adoption the budget becomes the means of controlling and measuring
the progress made by the executive. To be effective it must be available
before the period to which it relates.

The preparation of a budget requires accurate forecasting of the future as
the budget lays down, in detail, the future plan. Forecasts for any section
of the business must be made only by those people with experience of that
section. A budget must be prepared for each main section of the business
in reasonable detail so that the responsibility for its achievement can be
allocated to and agreed with each individual in the management team. The
activities of a typical business would be sub-divided between:

(a) Sales and Marketing;

(b) Manufacturing;

(¢) Research;

(d) Office and Administration;
(e) Capital.

§ 8. Responsibility for Budgets
(a) The sales manager will be responsible for the Sales and Marketing
budget covering:
(i) anticipated sales in quantities;
(i) anticipated realisable prices of sales after allowing for discounts,
rebates, etc.;
(iii) expected turnover, being the product of (i) and (ii);
(iv) selling and distribution expenses;
(v) the expenditure on publicity;
(vi) quantity and value of stock of finished products.
(b) The works manager will be accountable for the Manufacturing budget
covering:
(i) anticipated output in quantity and value;
(ii) purchases of raw materials;
(iii) stocks of raw materials, work in progress and sundry stores;
(iv) cost of factory direct labour;
(v) factory overhead expenses.
(¢) The chief designer will be in charge of the Research budget covering:
(i) salaries and expenses of research staff;
(ii) the degree to which research will be conducted by own staff or
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with the aid of outside agencies (e.g. Universities, Government
research stations).

(d) The accountant will be responsible for the Office and Administration

budget covering:
(i) salaries and expenses of office management and staff;

(ii) policy expenditure, e.g. legal expenses, audit fees.

(¢) The Capital budget will be prepared by the accountant on the basis of

the other budgets and policy decisions of the directors and will cover:

(i) development — purchase of new and disposal of obsolete plant and
buildings;

(i) the provisions for depreciation of fixed assets;

(iii) finance including debtors, stock, cash, dividends.

The co-ordination of the separate budgets requires patience and tact by
the accountant but their ultimate integration by him will provide the
Master budget or estimated Profit and Loss Account for the future period
and an estimated Balance Sheet at the end thereof. To be able to act as
budget controller, the accountant should acquire a knowledge of those
aspects of the business not under his control to be able to appreciate
suggestions made by and problems of the other members of the manage-
ment team. The accountant will assist the other divisional heads by:

(i) providing data on past results and summarising the state of affairs dis-
closed thereby;

(ii) obtaining for any member of the management team information from
another member;

In his role as budget controller, the accountant will:

(iii) analyse each budget to determine the facts on which it is based and by
assessing the reliability thereof, determine the accuracy of the fore-
casts;

(iv) act as co-ordinator of the personnel engaged in the preparation of the
budgets.

§ 9. Effects of Budgets on Policy

It must be emphasised that budgets cannot be prepared without a policy.
However, if foreseeable failures are to be avoided, the policy will not be
decided without budgets. There is a continuous interplay between the
budgets and policy. When preparing the first budget, a certain policy will
be agreed, and budgets prepared accordingly. If the prospective result re-
vealed by the budgets is undesirable, the policy or the plan to achieve that
result must be varied. Such variations will alter the budgets. If the result
is again unsatisfactory, the policy will be further amended and fresh
budgets will be prepared. This process will be continued until the budget
shows the desired result which is practical.

§ 10. Length of Budget Period

The length of the budget period will depend on the nature of the business.
A bridge-building contractor with long-term sales, purchases and em-
ployment contracts is able to budget accurately for a longer period than a
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garment manufacturer who is dependent on the vagaries of taste and

fashion.

The majority of businesses, however, require two main budgets:

(a) Long-term, covering a period of not less than one year and for some
aspects several years ahead. Major capital development schemes in-
volving millions of pounds cannot be undertaken without estimating
future net profits. Usually the long-term budget exceeding twelve
months will be in skeleton form.

(b) Short-term, covering a period of less than one year and stating in detail
the expectations for that period. While businesses exist which prepare
budgets for each day (prepared one month in advance) or weekly
budgets, the majority of short-term budgets cover a month. Often,
each ‘month’ consists of four pay-weeks, to avoid differences resulting
from the varying number of days in calendar months.

Frequently, within the framework of the long-term budget, three to six
short-term budgets are prepared in detail and revised monthly.

§ 11. Principle of the Governing Factor

Forecasting the future entails the adjustment of past results in the light
of anticipated future conditions, and must be based on facts which have
been carefully verified. Fortunately for the forecaster, all budgets are
subject to certain limits, called in this book, the governing factors. Thus
where 1,000 units of a product can be sold, but only 600 units can be
manufactured, the governing factor is manufacturing capacity. The risk of
errors in forecasting can be reduced by an accurate assessment of the
governing factor.

In a business many governing factors are present simultaneously. The
governing factor for one product may be different from that for another
product. The limits mcst frequently encountered are:

(a) customer demand;

(b) plant capacity;

(c) area of and suitability of buildings available for housing plant, raw
materials and finished product;

(d) raw material supply;

(e) labour supply, particularly where skilled labour is employed;

(f) capital available for the acquisition of fixed assets and the provision of
further working capital;

(g) policy decisions, e.g. where production is deliberately limited to main-
tain selling prices;

(h) government restrictions.

The governing factor for any product will change from time to time,
occasionally very rapidly. For example, in the motor car trade from 1945
to 1955 plant capacity was the governing factor. Then early in 1956
customer demand became the governing factor as the demand for cars fell
below the productive capacity.
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§ 12. Net Probability

The application of the principle of the governing factor will produce the
net probability. The net probability for any product is the maximum number
which can be produced or sold as a result of the governing factor.

Ilustration
Assuming the governing factors for products A to E are as shown, prepare a
statement setting out the ‘net probability’ for each product.

Product Sales Production
Units Governing Factor Units Governing Factor

A 2,000 Customer demand 8,000 Plant capacity

B 10,000 Policy, only sold in 15,000 Raw material supply
England and Wales

C 7,000 Customer demand 6,000 Plant capacity

D 5,000 Customer demand 1,000 Skilled labour available

E 3,000 Policy, only exported 2,000 Capital available to finance
as purchase tax means purchase of special plant
negligible sales in necessary in manufacturing
United Kingdom for export trade.

STATEMENT OF NET PROBABILITIES OF PrRODUCTS A TO E
For THE PErIOD ENDED.

Product Sales Production Net Probability
Units Units Units
A 2,000 8,000 2,000
B 10,000 15,000 10,000
C 7,000 6,000 6,000
D 5,000 1,000 1,000
E 3,000 2,000 2,000

§ 13. The Preparation of a Budget

The first stage in the preparation of any budget is the determination of
the governing factors and, as a result, the net probability. But the con-
struction of any particular budget will depend, in many instances, on the
facts disclosed in the preparation of another budget. Assuming the sales
budget is being prepared, the sales division would include the number of
units they anticipate can be sold. Unless these units can be produced in the
works in the time required by the sales budget some amendments will have
to be made. One or more of the following must be adopted:

(i) the anticipated sales will have to be reduced;
(ii) the productive capacity must be increased;
(iii) ready-made parts (called ‘bought-out’ parts) must be purchased in
lieu of own production to speed the manufacturing processes;

(iv) finished products must be purchased from outside suppliers.

Management will decide, therefore, whether or not the net probability for
any product can be improved. An opportunity is given to revise the pro-
posed policy and plan before the budget period.



10 MANAGEMENT ACCOUNTING (Chap. 11

Illustration
Management, having carefully considered the governing factor for each product
shown in the illustration in paragraph 12, decides that:
(i) 2 500 units of product A shall be produced, the excess being retained in

(ii) Product B shall be sold in Scotland where the sales are expected to be 3,000
units;

(iit) Finished goods will be purchased from a sub-contractor, so that customer
demand can be met in respect of product C;

(iv) Production of product D will be doubled by purchasing from outside sup-
pliers parts produced by skilled labour in the factory;

(v) No change is possible in respect of product E.

The statement of Net Probabilities in paragraph 12 will become:

Product Sales Stock Increase Production Net Probability
Units Units Units Units
A 2,000 500 8,000 2,500
B 13,000 — 15,000 13,000
C 7,000 — 7,000 7,000
D 5,000 — 2,000 2,000
E 3,000 — 2,000 2,000

When management is discussing the methods by which the net prob-
ability can be improved, the effect on the budgets other than sales and
production must be considered. If it is decided to purchase finished goods
from a sub-contractor the Buying budget will be amended and the Cash
budget checked for available cash resources to finance stock. Where
additional plant is to be acquired, the Capital Expenditure and Cash
budgets will be altered. The policy and the budgets depend, therefore, on
each other. Care must be taken to adjust all the budgets affected by a
change in policy or plan.

In Chapters III to VI, the factors affecting the preparation of the various
budgets will be discussed. In Chapter VI, the collation of these budgets
into a Summary or Master budget will be shown.

§ 14. Marginal Costing

Where marginal costing is used the allocation of expenditure to pro-
duction is confined to that which is caused by production and sales, i.e.
to materials, direct labour, direct charges and variable overheads. Fixed
overheads are not allocated. The difference between the selling price and
the marginal cost of each article is called ‘the marginal profit’. The amount
of the marginal profit is the sum which a particular article will contribute
towards the payment of the fixed expenses of the business and the final
profit. The ascertainment of the marginal profit of each product or line
manufactured is important, particularly where governing factors are in-
volved. In such circumstances, those products or lines showing the smallest
profit can be discontinued, unless their sale assists the sales of more
profitable products or lines. Furthermore, the total profit of the business
can be ascertained assuming varying levels of activity and different
patterns of production and sales.
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Where severe competition is being encountered and it is desired to
reduce selling prices, the effect of any reduction can be swiftly ascertained.
Alternatively, where the reduction in selling prices is intended to increase
turnover, the increase necessary to allow the previous total profit to be
earned can be computed easily. Where selling prices are reduced for a
special order or customer, care must be taken to see that normal selling
prices do not also have to be reduced. The effect of increased costs can be
quickly assessed.

Illustration

If the marginal cost of a product is £335 per ton, any price obtained in excess
of that amount will be a contribution towards fixed overheads. Assuming the
fixed overheads amount to £3,475 for the period, the present selling price is £600
per ton and during the period 10 tons will be manufactured and sold, compute the
loss for the period:

Fixed overheads .. .. .. .. .. .. £3475
Less: Marginal profit earned: 10 x £(600 — 335) — .. .. 2,650

Loss .. £825

A salesman has obtained an order for marginal business amounting to a furthe.

5 tons, but the price obtainable is only £500 per ton. Should the order be fulfilled ?

The order should be fulfilled providing its acceptance does not depress the

normal selling price of £600 per ton. The result will be for the business to break-
even, i.e.

Fixed overheads .. .. .. .. .. .. £3,475
Less: Marginal profit earned on ordinary sales .. £2,650
Marginal profit earned on special order,
5 x £(500 — 335) .. .. .. 825
3,475

nil

§ 15. Flexible Budgeting

A flexible budget is a budget which is designed to change in accordance
with the level of activity actually attained.

Frequently a firm forecast of the future cannot reasonably or safely be
made. Such uncertainty does not arise because of the lack of management
policy, but owing to outside and uncontrollable influences. Occasions when
a firm forecast of the future cannot be made include:

(a) where sales, by the nature of the business, are dependent upon ex-
ternal influences, e.g. a jobbing builder or engineer, luxury trades
dependent on political decisions;

(b) where the venture, or an aspect of it, is so entirely new that public
reaction cannot be prejudged, e.g. businesses selling fashion products
or plastic fittings for the home;

(¢) where violent fluctuations are probable according to the season, and/or
the weather, ¢.g. in businesses selling soft drinks, ice cream or raincoats;

(d) where labour supply is unpredictable, e.g. contracting businesses.

It will be noted that three of the foregoing relate to uncertainty as to
customer demand. In these circumstances, sales volume is the governing
factor in the budget. As a result of the uncertain future, the flexible budget



12 MANAGEMENT ACCOUNTING [Chap. TT

must show management’s intentions and expectations for a number of
situations. This is completely contrary to the usual budget which defines
the future plan for one foreseeable set of circumstances.

Before a flexible budget can be prepared, each expense must be carefully
assessed to determine whether it is fixed, semi-variable or variable in
character. The fixed expenses will tend to be unaffected by variations in
the volume of output or sales. Semi-variable expenses will vary with but
not proportionately to variations in output or sales. Variable overheads
will vary directly with alterations in output or sales.

When a fixed budget is prepared the amounts included for variable and
semi-variable expenses are computed for a single level of activity. A flexible
budget requires precisely the same technique of assessment but for several
different levels. The sums included for semi-variable and variable expenses
must, therefore, be amended for each level of activity.

Illustration

From the following informatton prepare a flexible budget for the three months
ended 30th September, 19.., showing the estimated profit where the business s
producing at the rate of 609, 809 and 100 of capacity. Assume that all items
produced are sold.

Fixed Expenses: £
Management salaries .. .. .. .. .. 42,000
Rent and rates .. .. .. .. .. .. 28,000
Depreciation of machinery .. .. .. .. .. 35,000
Sundry office costs .. .. .. .. .. .. 44,500

£149,500

Semi-variable expenses at 50, capacity:

Plant maintenance .. .. .. .. .. .. 12,500
Indirect labour .. .. .. .. .. .. 49,500
Salesmen’s salaries and expenses .. .. .. .. 14,500
Sundry expenses .. .. .. .. .. .. 13,000

£89,500

/

Variable expenses at 50 capacity:

Materials .. .. .. .. .. .. .. 120,000
Labour .. .. .. .. .. .. .. 128,000
Salesmen’s commissions .. .. .. .. .. 19,000

£267,000

Semi-variable expenses remain constant between 40% and 709 capacity;
increase by 10 per cent. of the above figures between 70 % and 85 % capacity; and
increase by 15% of the above figures between 85% and 1009 capacity. Fixed
expenses remain constant, whatever the level of activity. Sales at 609, capacity
are £510,000; at 809 capacity are £680,000; at 100 %, capacity are £850,000.
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The work necessary to instal a flexible budget for a large depart-
mentalized concern can be considerable. It should be based on durable
terms, e.g. hours, quantities, and only converted into money where
necessary. This will avoid amending the budget at frequent intervals for
variations in the value of money. A flexible budget can be used while the
physical circumstances on which it is based remain constant.

A variation in the quantity produced and sold may not be the sole
factor involved. A separate flexible budget must be prepared for every
manufacturing or selling pattern which might occur, as each pattern will
produce different results.

Flexible and fixed budgets can be used separately or in combination.
There can be circumstances where a fixed budget is possible for a year but
the plan within that period must allow for wide fluctuations in the level
of activity. A number of flexible short-term budgets will be used within
the fixed annual budget. Conversely, a year’s forecast may need to be
flexible, while the plan for shorter periods can be fixed. This state of affairs
is normal in many businesses. Where the circumstances prevailing in the
next four weeks can be accurately assessed, but those for the year are un-
certain, a fixed budget can be prepared for the four-weekly period within
the framework of the annual flexible budget. Thus, the plans of the
management can be known in each sphere of responsibility for the succeed-
ing four weeks. By adopting this procedure for successive four-weekly
periods, the work involved in preparing detailed budgets can be reduced
and repeated management decisions avoided. The flexibility of a budget,
however, may not apply to the entire business activity. If manufacture is
carried on for stock and is undisturbed for long periods by sales variations,
then the production budget can be a fixed budget, while the sales budget
is flexible.

For the purposes of control, flexible budgets are useful. The budget will
show the anticipated position for the actual level of activity attained, thus
facilitating the comparison with the actual results. The explanations
required to elucidate differences between actual and budgeted perform-
ance will not be confused by facts already known.

§ 16. Break-even Charts

A break-even chart shows the profitability or otherwise of an under-
taking at various levels of activity, and as a result indicates the point at
which neither profit nor loss is made.

A break-even chart is based on the principle that a business must incur
certain minimum expenditure on fixed and semi-variable charges. Such
expenditure must be paid out of the marginal profit earned on each article.
Therefore, a minimum volume of trade is necessary Each diiect variable
cost will be covered by every sale made.

In a highly profitable enterprise there is little need of a break-even
chart, except, perhaps, when considering a major expansion scheme in-
volving a heavy increase in fixed charges.

Break-even charts are frequently used, and needed, where a business is
new or where it is experiencing trading difficulties, In these cases the chart
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assists management to appreciate the significance of quantity in relation to
price. By using break-even charts, management can consider the advantages
or otherwise of marginal sales.

Break-even charts are useful when preparing a budget. They can be
prepared assuming varying courses of action, so that the final policy may
be decided. Then a firm budget can succeed the decision. A separate chart
should be prepared for each possible course of action.

The technique to prepare a break-even chart employs the principle of
flexible budgeting in a particular manner. Value is indicated on the
vertical axis of the chart, volume on the horizontal axis. The various items
should be plotted as follows:

(a) Fixed overheads: These need not result in a straight line extended fully
across the graph, although they will be represented by a straight line
within certain limits. Beyond these limits, increased expenditure on
fixed charges will be incurred, e.g. to cater for additional plant or
buildings. Changes in fixed costs will normally take the graphical form
of definite steps rather than a gradual curve.

(b) Semi-variable overheads: These must be computed for several volumes
of business as indicated in the paragraph on flexible budgeting, and
the appropriate amounts added to the fixed charges to plot each point
on the graph. Thus, in effect, semi-variable charges are plotted using
the ‘fixed charges’ line as the horizontal axis.

(¢) Variable overheads: These will vary directly with the volume of
business. To plot each point, the variable overheads will be aggregated
with the fixed and semi-variable overheads.

(d) Direct costs: As by nature these are a constant cost per unit of output,
they are capable of simple calculation for the respective volumes. To
plot each point on the graph, the amount of the direct costs is added
to the aggregate of the fixed, semi-variable and variable overheads for
that particular volume of activity. Thus for any quantity on the graph
the expected total cost is shown by the last line plotted.

(e) Finally, the sales turnover for the respective quantities should be
plotted on the graph. The point at which the ‘total cost’ line and the
‘turnover’ line intersect on the graph is the break-even point. The prob-
able profit or loss for any volume of trade can be assessed by measuring
the vertical gap between the sales line and the total cost line at that
particular volume.

Illustration
Prepare a break-even chart, assuming the following facts where the tonnage

produced and sold is between nothing and 30 tons:

(i) fixed overheads remain constant at £3,000;

(ii) semi-variable overheads will rise steadily from £500 to £1,500;
(iii) variable overheads will rise steadily from £0 to £3,000;
(iv) direct costs are £200 per ton;

(v) the selling price per ton is £600.
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BREAK-EVEN CHART
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It should be realized that the illustration is over-simplified, e.g. semi-variable
expenses do not normally rise steadily ; a common selling price per ton 1s employed
for all sales. This has been done to illustrate the preparation of a break-even

chart

simply.



CHAPTER 111

THE SALES BUDGET

§ 17. Information required to budget sales

Although the past can provide experience and information which will
be of assistance in estimating present and future results, care must be taken
when presenting past facts to management, otherwise incorrect con-
clusions may be drawn therefrom. Where the sales for the last three years
have remained constant at £10,000 a year, it would appear that the sales
in the following year will be £10,000. How false this conclusion would be
if during the last three years there was continuous inflation. The statement
of sales would have been more informative if it had set out units sold as
well as their monetary value:

Year 1 Sales £10,000 Unts 1,000
yy 2 ,,  £10,000 . 900
» 3 »  £10,000 " 800

If inflation were arrested in year 4 but the quantity sold continued to
decline, the sales value for year 4 would show a serious fall.

To assist the accurate preparation of Sales budgets, some large businesses
employ expert statistical and market research departments. Market re-
search is the study of all problems relating to the sale of goods and services
by a business. It will involve the analysis of sales figures and other in-
formation within the business and a consideration of probable likes and
dislikes of the consumer. These concerns, however, are in the minority and
the guidance given here s intended for those managements whose
businesses are not so fortunately situated. While each business or industry
will require figures peculiar to itself, the undermentioned matters should
be covered:

(a) whether the geographical scope of the business is local, national or
international;

(b) the main clientele, whether it is one industry or trade, or one group of
industries or trades, or a section of the general public, or the general
public;

(¢) the number and type of products dealt in and their individual popu-
larity with customers;

(d) the chief influences on the volume and value of sales of each product or
category, distinguishing between external influences and those within
the business;

(e) the current sales and marketing policy.
17
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From the foregoing basic information up-to-date statistics will be com-
piled covering the following:

(a) the sales made by the business and by its competitors in each geo-
graphical area served;

(b) the total sales by competitors of products similar to those of the
business outside the geographical areas served;

(c) whether the business’ share of the trade with an industry is increasing
or decreasing;

(d) whether the trade of the clientele of the business is increasing or de-
creasing;

(e) the trend of sales of the business analysed as to product or group of
products;

(f) details of forward sales contracts;

(g) where relevant, the movements of population, ¢.g. the movement of
people to houses in the suburbs will affect a milk round in the centre of
the city;

(h) details of seasonal fluctuations in sales.

§ 18. Use of Data

Having collected this information, statements must be prepared to
enable management to decide the basic facts on which the sales budget can
be compiled. These statements offer some security against optimism and
pessimism, particularly where a programme of sales expansion is being
considered. Although such statements may give only the information
ascertained in paragraph 17, they may show in addition comparisons be-
between various facts, e.g.

(a) the trend in the sales of the business can be compared with the trend of
sales of the industry to which that business belongs;

(b) for each of the geographical areas served the total sales of the business
can be compared with the sales of competitors to determine the
business’ share of the total sales of its particular industry;

(¢) the trend of sales in each area may be compared with the trend in the
other areas served to determine in which area the greatest effort should
be made by the sales staff; and

(d) where possible, the trend of the sales of customers should be compared
with the trend in sales in the industries to which the customers belong,
to ensure customers are thriving concerns and will continue to require
the products at present sold to them.

§ 19. Degrees of Probability
As indicated in § 11 and 12, certainty can rarely be claimed in budget-
ing, but it is possible to estimate net probability. In compiling the forecast
for sales, three factors must be considered:
(a) Stable business, as a result of
(i) contracts already placed; and
(ii) repeat business from old customers.
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(b) Unstable business, owing to:

(i) ‘windfalls’ in current period; and
(ii) anticipated repeat business as a result of sales in the budget period
to new customers.

(¢) Sales expansion or contraction as a result of:

(i) the trend of the customers’ trade, e.g. a fall in the number of new
cars produced by customers will affect a motor accessory manu-
facturer; '

(ii) the trend of customer demand for existing products sold, e.g.
preference of customers for chocolate-coated ices rather than plain
ices;

(iii) the seasonal fluctuations in sales;

(iv) political decisions or the economic trends of the country, e.g. new,
sales taxes, increasing unemployment; !

(v) selling in new territories or discontinuing sales in a geographical
area;

(vi) introducing new or discontinuing sales of existing products or
varying the style or type of existing products;

(vii) increased or decreased expenditure on advertising and sales pro-
motion.

Management should not discontinue selling an existing product or in a
geographical area without considering the following:

(i) whether by giving fair shares of all lines to all customers in a time of
shortage, goodwill will be preserved for a future period when supplies
are plentiful and competition is fierce;

(ii) the advantages of a wide spread of clientele;

(iii) by selling different products, dependancy on the prosperity of a single
industry is avoided;

(iv) that as a result of being the sole suppliers of a related range of products
to certain customers, competition in respect of the profitable lines
within that range is reduced;

(v) the direct selling costs in the area concerned; and

(vi) the effect on the selling costs of other areas which will have to bear a
proportion of the selling overheads previously borne by the area in
which sales are being discontinued.

It must be admitted that in many businesses substantial difficulties may
be encountered when budgeting sales. Nevertheless, some reasons must
exist for investing capital in such concerns. The actual results achieved
must be investigated and the underlying influences and conditions affecting
them ascertained. This will enable reliable guides to be established for
the future. Jobbing concerns, in particular, claim that the difficulties of
estimating future sales exceed the advantages of so doing. But there is
often specialization in these businesses, i.e. they produce articles or perform
services for a particular industry or group of industries. The prosperity and
trend of the ‘parent’ industry or the customers supplied in a particular
industry will probably be the controlling influence.
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§ 20. Programme for Sales Expansion

A long-term forecast will make provision for any intended expansion in
sales. But only the sales which it is anticipated will be achieved should be
included in the budget.

Each forecast must be carefully examined to confirm the facts on which
it is based. Naturally there will be differences of opinion about the con-
clusions which can be drawn from such facts. By experience, however, the
accountant will establish the degree of reliability to be expected from each
forecaster. To avoid unreasonable optimism or pessimism each forecaster
must be told that actual performance will be measured against his forecast.
Where possible the forecasts for each selling area should be compared. Any
gross disparity between area forecasts which are based on the same pro-
gramme should be capable of explanation. This comparison can indicate
errors in area budgets.

New lines or ventures naturally present special difficulties. However,
certain facts will have been found to support the launching of such
schemes. These facts will have been carefully examined before the venture
is sanctioned and will form the best basis on which to prepare a budget.
There must be a frequent comparison of actual results with budget where
new products are introduced as there are more unknowns and variables
than in the case of existing products.

§ 21. Unabsorbed Customer Demand

When the manufacturing capacity, buying programme or capital of a
business are insufficient to satisfy the demands of customers for its pro-
ducts, sales will not be the governing factor in the budget. Nevertheless, the
extent of unsatisfied customer demand should be estimated. Then the cost
of overcoming the limitation can be weighed against the potential increase
in turnover. Furthermore, the extent of the unsatisfied demand may lead
to a planned expansion in production in the long-term budgets. Short-term
budgets will not be affected by unsatisfied customer demand as it is
normally impossible to increase supplies at short notice.

§ 22. Preparation of Sales Budget

The manner in which the sales department is organized will determine
the detailed planning of the sales budget. In general, personnel at all levels
will be involved but different grades will be concerned with different
aspects of the problem. Those concerned will probably include sales
representatives,’area and divisional sales managers, the sales manager and
the accountant. Each will ultimately be responsible for carrying out his
share of the plan. It is not only logical that they should contribute to it but
much more effective for subsequent control.

Assuming the organization of the sales department is as shown in the
chart in § 1, each salesman will estimate the sales he can make in the budget
period, distinguishing between products. He will forward his forecast to
his area manager who will collate the forecasts of all salesmen in his area.
After carefully considering each forecast, the area manager will prepare
his area budget and forward it to the divisional sales manager. The latter
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will aggregate the sales shown by each area budget to form the basis of his
divisional budget, which he will forward to the sales manager. Thus the
sales budget will be built up from the bottom, not from the top. Each sales-
man in preparing his budget will consider some or all of the three factors
in § 19. However, the sales manager may know of facts or influences which
will affect the business as a whole and which are not known to the in-
dividual salesmen. He must, therefore, inform his divisional sales managers,
who will instruct their area sales managers, of variations which are to be
made to the salesmen’s budgets as a result of these facts or influences.
Similarly, if a new line is to be introduced the divisional and area sales
managers and salesmen must be informed.

Illustration

In the XY Co. Ltd. the sales department 1s divided into 3 divisions, and each
division is further sub-divided into 4 areas, North, South, East and West. Division
2 sells only product B, which is sold at £6 a unit. For the budget period ended 31st
March, 19.., the aggregate budgeted sales of the salesmen in each area are:
North - nil; South — 5,000 units; East — 3,000 units; West — 2,000 units. After a
budget showing these sales had been prepared the sales manager decided to try to
sell product B in the North area. The areca sales manager forecasts sales of 3,000
units for that area in the budget period. Prepare from the above information the
original and revised divisional sales budget for the period.

SALES BUDGET
For THE Periop ENDED 31sT MARCH, 19..

DIVISION No. 2 PRODUCT B
Onginal Budget Revised Budget
Arca
Units Price Value Units Price Value
£ £ £ £
ECast .. .. 3,000 6 18,000 3,000 6 18,000
South . 5,000 6 30.000 5,000 6 30,000
West .. .. 2,000 6 12,000 2,000 6 2,000
North. . .. - - - 3,000 6 18,000
Total .. .. 10,000 6 60,000 13,000 6 78,000
Prepared by on 19 Submitted to

§ 23. Selling Expenses Budget

The sales manager is normally responsible for the preparation of the
Selling Expenses budget. When preparing this budget a clear distinction
must be made between fixed, semi-variable and variable overheads.
Furthermore the work will be simplified, if the budget is broken down into
four parts:

(i) direct selling expenses;

(ii) distribution expenses;
(iii) cost of sales office;
(iv) publicity expenditure.
(i) Direct selling expenses

When preparing the budget, the following points must be considered:
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(a) the scope of the representation, e.g. a planned expansion or contraction
of the geographical area served may involve variations in the number
of travellers and in travelling expenses;

(b) the basis of remuneration of travellers, e.g. whether travellers are
remunerated by a commission on sales only or receive a fixed salary and
commission;

(¢) changes in the basis of remuneration to provide an incentive to sell
particular products;

(d) the appointment of agents and their remuneration under their agree-
ments;

(e) effect of anticipated changes in the volume and/or value of sales, e.g.
where travellers’ commissions are based on units sold, an increase in
budgeted sales in units will result in an increase in travellers’ com-
missions ;

(f) seasonal effects, e.g. where the majority of the annual sales are made in
October and November, the expenditure on commissions to travellers
may be heavier in November and December.

(ii) Distribution expenses

These expenses are incurred either in the storage of finished products to
enable orders to be swiftly fulfilled or after a sale to a customer has been
made. When preparing the budget the following must be considered:

(a) expenditure on rent, rates, insurance, wages, etc., in connection with
necessary warehouses;

(b) handling costs, which may be affected by changes in the products sold,
where these will require a variation in the methods of handling;

(c) transport costs, having regard to the geographical pattern of sales;

(d) external influences on transport costs, e.g. increase in rail freight
charges;

(e) type of transport used, e.g. own motor vehicles or those of outside
contractors.

(iii) Cost of sales office

The expenditure on salaries of office staff, rent, rates, light and heat of
the sales office, stationery, postage, etc., will be budgeted. Such expenditure
will not vary with sales to the same extent as (i) and (ii) above. A change in
the value of sales does not always represent an increase or decrease in the
number of transactions; each transaction may have a higher value. Of
course, major changes in the number of transactions will affect the number
of staff needed and the accommodation they require.

(iv) Publicity expenditure

Normally the total expenditure on publicity will have been fixed by
management as a matter of policy. Frequently the type of advertising and
the expenditure thereon is laid down, e.g. press, window displays, posters,
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exhibitions, television. In such cases, the budget will show with whom and
when the expenditure is to be incurred.

Illustration

The actual expenditure in respect of selling expenses in Division No.2 in the
last budget period was:

Area
Description of Expenditure Total
East South West
£ £ £ £
DIRECT SELLING EXPENSES:
Representatives’ Salaries and Com-
mission . . .. 800 1,400 800 3,000
Representatives’ Expenses . .. 500 800 400 1,700
DISTRIBUTION EXPENSES:
Carriage Outwards . . 250 200 350 800
Warehouse Wages .. . 800 1,600 600 3,000
Warehouse General Expenses .. 300 500 100 900
SALES OFFICE:
Salaries .. .. .. 400 1,000 400 1,800
Rent, Rates, Light and Heat . 150 450 100 700
Miscellaneous Expenses .. .. 30 100 20 150
PUBLICITY
Advertising Contracts .. .. 700 1,000 1,300 3,000
TOTAL . .. . .. £3,930 £7,050 £4,070 £15,050

During the ensuing budget period the changes to be allowed for are:
(i) As a result of increased turnover, the representatives’ commission in each
area is to be increased by £60.

(ii) On the formation of a new North area, the transfer of a representative from
the South area will result in a transfer of £360 in respect of his salary and
commission. The employment in the North area of further representatives
will cost £1,440.

(iii) Representatives’ expenses in the North area will be £1,000.

(iv) On a variation in the pattern of sales, the expenditure for carriage outwards
will rise by £20 in the East area, rise by £20 in the West area and fall by £40
in the South area. The total cost in the North area is anticipated at £500.

(v) Sales office salaries will increase by 10 per cent in the East, South and West
areas, while the amount to be charged to the North area is £320.

(vi) In respect of Rent, Rates, Light and Heat of the sales office, £50 is to be
transferred from the South area to the North area.

(vii) Miscellaneous expenses in the East, South and West areas will increase by
£10 an area.

(viii) Advertising contracts will cost an additional £400 in the South area.
(ix) Apart from the items listed in (i), (iii), (iv) and (v) above, the following
expenditure is chargeable to the North area:
Warehouse Wages .. £1,000 Warehouse General Expenses £500
Miscellaneous Expenses . . £20 Advertising Contracts .. £1,500

Set out the Selling Expenses budget for the ensuing period.
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SALES EXPENSES BUDGET
FOR THE PERIOD ENDED....

Division No.2

Area
Description of Expenditure Total
East South West North
£ L + £ £

DIRECT SELLING EXPENSES:

Representatives’ Salaries and

Commission . .. 860 1,100 860 1,800 4,620

Representatives' Expenses 500 800 400 1,000 2,700
DISTRIBUTION EXPENSES.

Carrniage Outwards .. 270 160 370 500 1,300

Warehouse Wages .. 800 1,600 600 1,000 4,000

Warehouse General Expenses 300 500 100 500 1,400
SALES OFFICE :

Salaries . . .. .. 440 1,100 440 320 2,300

Rent, Rates, Light and Heat 150 400 100 50 700

Miscellaneous Expenses . 40 110 30 20 200
PUBLICITY :

Advertising Contracts .. 700 1,400 1,300 1,500 4,900
Total . £4,060 I £7,170 £4,200 £6,690 £22,120
Prepared by on 19 Submitted to

The above illustration shows the Sales Expenses budget for a division.
A similar budget will be prepared for the business as a whole, substituting
the divisions for the areas.



CHAPTER IV
THE PRODUCTION BUDGET

§ 24. Production Pattern

The preliminary Production budget is prepared simultaneously with the
preliminary Sales budget. The budgeting personnel compiling the Pro-
duction budget will assume a pattern of demand for the finished product.
Normally, this pattern will be based on the previous requirements of the
selling department although major alterations in selling policy will be taken
into account, e.g. where it is decided to cease manufacturing articles for the
special requirements of customers and to produce standard lines only.
When the Sales and Production budgets are compared and reconciled,
errors made by the budgeting personnel will be eliminated.

§ 25. Application of the Governing Factor

In paragraph 11 the principle of the governing factor was discussed.
There are three basic factors controlling the quantity which can be manu-
factured, raw material supply, labour supply and plant capacity. By con-
sidering the governing factor for each product a statement showing the net
probability for each so far as the production department is concerned
can be prepared.

Illustration

For the future budget period, the buyer informs you that supplies of raw
materials for products A, B, C and E are unlimited, but are limited for product D.
Calculations show that the supply will enable only 1,000 units of product D to be
produced. Plant capacities for each product are:

Product A 8,000 units Product B 15,000 units
. C 10,000 ,, . D 10,000 ,,
Product E 2,000 units
The personnel manager reports the available labour supply to the works

manager who calculates that by allocating that labour in a particular manner, the
units of each product which can be produced are:

Product A 10,000 units Product B 25,000 units
» C 6,000 , » D 10,000 ,
Product E 5,000 units

From the above information prepare a statement showing the net probability
for each product.

25 B
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PRODUCTION BUDGET
STATEMENT OF NET PROBABILITY FOR EACH PRrRODUCT

FOR THE PERIOD ENDED....

Governing Factors
Net
Product Raw Available Probability Remarks
Plant Materials Labour
Units Units Units Units
A .. 8,000 Unlimited 10,000 8,000
B .. 15,000 . 25,000 15,000
C .. 10,000 o 6,000 6,000
D .. 10,000 1,000 10,000 1,000
E .. 2,000 Unlimited 5,000 2,000

§ 26. Methods of Extending the Governing Factor

In the illustration in the preceding paragraph, the various governing
factors will have been found by investigation. The reasons for each
limitation should be clearly stated in the Report of Net Probability, as on
the basis of this information management may be able to take action. The
plant restrictions affecting products A, B and E may be caused by bottle-
necks at certain stages in the manufacturing process. In the immediate
future it may be possible to eliminate such bottlenecks by overtime or
shift-working. Medium and long term remedies include a re-arrangement
of machines or the purchase of new machines. The labour shortage in
respect of product C may be the result of a shortage of craftsmen, although
there may be a liberal supply of unskilled labour. A training programme
may overcome this difficulty. The shortage of raw material may be in
respect of one ingredient out of several required to manufacture product D.
A different ingredient may be substituted.

The methods of extending the governing factor will fall into two
categories, short-term and long-term. The choice of a long-term solution
will depend on the continuance of production (or buying of the finished
article for resale) as the governing factor and of the prospective sales
demand. There is nothing to prevent the adoption of short and long-term
remedies simultaneously. Some remedies are:

(a) working overtime;
(b) shift-work;
(c) using alternative raw materials;

(d) re-designing the product manufactured so that bottlenecks in pro-
duction can be removed;

(e) sub-contracting of work either by purchasing the finished product or by
purchasing ‘bought-out’ parts for assembly into the finished product;

(f) erection or purchase of additional or more convenient buildings;
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(g) acquisition of additional or modern plant;

(h) improved plant layout;

(i) better organization of the flow of work through the factory;
(j) training scheme for employees;

(k) incentive schemes to employees;

() simplification of work involved in manufacturing products.

Each of the foregoing remedies requires a policy decision.

§ 27. The Standard Hour

So far in this book the number of each product to be sold or manu-
factured has been given in units. These units may be quoted either in terms
of weight, number of articles or in standard hours. A ‘standard hour’ is the
quantity of any product which should be produced in one clock hour. By
using the standard hour technique, production can be expressed as x hours
work, e.g. if 100 1bs of jam can be manufactured in an hour and 600 tins cf
apples can be filled in one hour, a production programme of 900 Ibs of jam
and 3,000 tins of apples is equal to ($§8 + “°¢¢) 14 standard hours. Thus
a manufacturing programme involving products quoted in different units
can be stated in one common denominator. The technical staff of the
business will ascertain the quantity of any product which can be produced
in one hour. It is a relatively simple task to ascertain the number of hours
which can be worked in a period. By using the standard hour technique, the
probable production in that period can be computed. Costs are incurred in
many instances by the passage of time. If output is also related to time, an
accurate estimate of costs of production can be made. Furthermore, time
is unchanging, unlike the value of money. Therefore, comparisons between
the results of different periods, or the actual figures and budgeted figures
for a period are facilitated by the use of standard hours.

Illustration

In the XY Co. Ltd., 3,000 jars of mixed pickles can be filled in one hour; 5,000
jars of pickled onions can be filled in one hour; and 10,000 bottles of sauce can be
filled in one hour. Therefore, an output of 3,000 jars of mixed pickles equals 1
standard-hour; 5,000 jars of pickled onions equals 1 standard-hour; and 10,000
bottles of sauce equals 1 standard-hour. In April, the anticipated and actual clock-
hours were 160. Therefore, as one standard-hour is the output which can be pro-
duced in one clock-hour, the budgeted production is 160 standard-hours. The
budgeted and actual productions for April were:

Budget Actual
Mixed pickles .. 192,000 jars 202,500 jars
Pickled onions .. 300,000 jars 320,000 jars
Sauce .. .. 360,000 bottles 400,000 bottles

The above facts could be converted into standard hours, as follows:
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Budget Actual
192,000 202,500
Mixed pickles ———— = 64 standard-hours. = 674 standard-hours.
3,000 3,000
300,000 320,000
Pickled onions =60 ' = 64 » »
5,000 5,000
360,000 400,000
Sauce =36, » -= 40 » »
10,000 10,000

160 171%

As the clock hours have remained at standard, the additional production of 11}
standard-hours must have been due to greater efficiency. Thus, standard-hours are
useful in measuring the efficiency of workers.

§ 28. Comparison and Integration of Sales and Production Budgets

Before the Sales and Production budgets can be integrated, they must be
quoted in a common unit. The simple illustrations in Chapter I1I showed
sales divided between five products. Similarly production has been shown
in this Chapter divided between the same five products. Unfortunately this
may not be possible in practice. The products may not be capable of
being expressed conveniently at some stages as so many finished articles
or the parts being manufactured may be numerous and assembled into
several products which are unlike in their final form. Thus the Sales staff
consider the actual product to be sold; the Production personnel have to
consider the many different manufacturing processes or sub-assemblies
required to complete the product in its finished state.

The Sales budget must be converted into main process times, machine
loading, man-hours, etc. This can be achieved by expressing sales in terms
of standard hours. Where previously illustrations have shown units, the
words ‘standard hours’ may be substituted. A comparison of the Sales and
Production budgets may now be made.

In the illustration in paragraph 13, it can be seen that the full pro-
ductive capacity for products A and B was not required for sales. How-
ever, it was decided to increase the finished stocks of product A. The
manufacturing programme must take this fact into account. The stock of
finished products can be increased or decreased only in the case of products
A and B. When production is the governing factor for any length of time,
as with products C and D, further diminution of the stock of finished
products becomes almost impossible, because such reduction would
already have been carried to the point of near exhaustion by the sales
demand.

§ 29. Production Budget by Process or Department

The conversion of sales into productive processes was referred to in
paragraph 28. The works activity necessary to manufacture the number
of finished products equal to the budgeted sales must be expressed in
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actions by employees. Therefore, the factory budget will be depart-
mentalised in line with works organization.

The manufacturing department may not be amenable to organization in
the same fashion as the sales department. Each of the products being
manufactured may pass through the same processes or a varying com-
bination of them. The organization of these processes depends on many
factors, including the plant and building layouts needed, and a convenient
sub-division of labour skills. The quantity of raw materials required, the
hours to be worked by employees and the hours during which the various
machines will be used must be ascertained. At each stage the governing
factor will be determined.

It will be noted that the budget is expressed in durable terms, e.g. for
labour, calculations are in hours, not in monetary terms. Next the depart-
mental activity must be assessed in money. The preparation of the Pro-
duction budget has been divided into sections; Raw Materials, Direct
Labour, Indirect Labour and Overhead Charges. These matters will be
dealt with in detail in the succeeding paragraphs.

§ 30. Raw Materials Budget

The use of standard costs, when preparing the Raw Materials budget,
can simplify the work of the accountant. This does not mean, however, that
if standard costs are not in use, a raw materials budget cannot be prepared.
Estimates of the quantities of at least the main or key raw materials are
necessary to determine whether or not the probable supplies thereof act as
the governing factor. Conversion of these quantities into money should
offer no insuperable problem.

Frequently the factory will be organized into a number of departments.
Either the raw materials will be converted into the finished product entirely
in one department or will be passed from department to department going
through a further manufacturing process in each. The consumption of raw
material by a department will be found by considering the production of
each department and the raw material specification for each product.

Each product manufactured will have a design or formula, and a raw
materials specification. From these specifications, the quantity of raw
materials per product (or sub-assembly) must be multiplied by the quantity
of intended production to give the total quantities of raw materials
required. Then these materials must be evaluated by the application of the
computed raw material unit costs. When fixing the anticipated cost of raw
materials, management must consider the future movements of market
prices (particularly where available supplies are limited), the extent to
which hedging operations have been or will be conducted, the use of
different materials from those laid down in the specification, the possible
need to buy at disadvantageous times due to lack of finance or storage
facilities and the possible modification of products. Where standard costs
are available from a previous period, these should be adjusted for antici-
pated variations in market prices, and multiplied by the quantity of the
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intended production. Whether the market price adjustment is made in-
dividually to each type of raw material purchased, or en bloc, will depend
on the diversity of raw material used and the multiplicity, or otherwise, of
finished products made. Having estimated the probable raw material cost
of the production for the period, further adjustments are needed in respect
of raw material stock policies and contracts already placed. Where the
stocks of raw materials are to be reduced, the quantities to be purchased
will be less than the quantities of material required by the Production
budget. The opposite will be the case if stocks are to be increased. After
these adjustments, the Purchasing budget is complete.

Illustration

The production in the future budget period is estimated at: Product A, 8,000
units; Product B, 15,000 units; Product C, 6,000 units; Product D, 1,000 units;
Product E, 2,000 units. There are three production departments in the factory,
X, Y and Z. All products requiring raw material P pass through Department X.
Products requiring raw materials Q and R pass through Department Y, while all
products (except product A) pass through Department Z where raw materials S
and T are added. The raw material specifications for manufacturing one unit of
each product are:

Product Raw Material
P Q R S T
units units units units units

A 1
B 1 1 1 1
C 2 1 1
D 1 4 1 1
E 2 3 1

Stocks of raw material Q are excessive at the beginning of the period and are to
be reduced by 1,000 units.

From the above information, prepare a Purchasing budget.

The budgeted prices per unit are:
Raw Material P Q R S T
Price 5s.0d. 2s.0d. 6s.8d. 7s.6d. 3s.4d.
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§ 31. Direct Labour budget

The method of remunerating direct labour will determine the procedure
to be adopted in the preparation of the Direct Labour budget. It is un-
likely that a single basis of remuneration will apply in all departments or
even in a particular department. The budget must be built up from the
bottom of the chain of responsibility. Where the worker is remunerated on a
piece-work basis, the production of each worker in the budget period must
be estimated. Where the remuneration is on a time basis and where prac-
ticable, standard times can be computed for each operation by the use of
time and motion methods. Time and motion study is the scientific analysis
and study of the methods used in performing tasks. It is based on the desire
to develop the best way of doing work and by the use of improved methods
wasted energy is eliminated and elementary operations are standardized.
The departmental productive time can be calculated by aggregating the
times of all operations in the department. Where bonus premium plans are
in operation, the bonuses paid during the past period must be considered
and an average figure for each operation or each group of operations
determined.

Further matters which need consideration include:

(a) the trend in the rate of productivity;

(b) the probable effects of modernization schemes (e.g. introduction of new
plant, etc.); and

(¢) the effect of changes in the design of products.

When evaluating standard times or estimating piece-work rates for the
future period, the management will normally take the rates for the last
budget period and adjust them in the light of wage agreements recently
made; negotiations proceeding or pending with Trades Unions; and trends
in National and Trade rates. The rates to be used should adhere as closely
as possible to the actual rates in the future period.

Frequently as a result of machines actually producing the particular
article, the direct labour consists principally of machine setters or
operators. In these circumstances machine capacity may vary but the
direct labour hours per batch may be constant. A decision to increase pro-
duction will not automatically, therefore, increase direct wages in the same
proportion. Care must be taken to allow for such factors when preparing
the budget.

§ 32. Indirect Labour and Factory Overheads budget

These charges must be divided between variable expenses, semi-variable
expenses and fixed overheads. Variable and semi-variable expenses will vary
with the level of activity. Fixed overheads may also vary, e.g. when it is
necessary to increase the size of the factory or the number or size of the
machines included therein. The factory will consist of production and
service departments. A production department is one in which actual pro-
ductive operations are performed. Service departments are those ancillary
to the production departments and are created to facilitate the manufacture
of the products at the factory. Each’item of expense should be individually
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considered and charged to the appropriate department in which it arises.
The overheads apportioned to the service departments will be totalled. The
total costs of such departments will be allocated to the production depart-
ments on an agreed basis which will be determined by the use made by
each production department of the services available. Whether the pro-
duction departmental charges are allocated to products or operations in the
department will depend upon the wishes of management. Each item of
expenditure must be the express responsibility of a particular individual.
The statement showing the allocation made to him must distinguish be-
tween those expenses which he can and those expenses which he cannot
control. A discussion on the principles to be adopted in allocating expenses
to production is outside the scope of this book and readers are referred to
the Notes on the Allocation of Expense issued by the Institute of Chartered
Accountants or Cost Accounts by W. W. Bigg, F.C.A.

When budgeting factory overheads for a future period management
must consider the level of activity to be attained so that variable and semi-
variable expenses can be forecast accurately; the effect of external in-
fluences (e.g. a rise in prices); and variations in expenses as a result of
capital expenditure or factory re-organization.

Illustration

From the undernoted information prepare a factory allocation statement where
there are two production departments (A and B), and two service departments
(boiler house and cost office).

FacTtory CosTS FOR THE 13 WEEKS ENDED 31ST DECEMBER, 19..

£ £
Indirect Wages:
Department A .. .. .. .. .. 26,522
Department B .. .. .. .. .. 15,484
42,006
Boilermen’s Wages .. .. .. .. .. 2,018
Cost Office Salaries .. .. .. .. .. 2,596
Depreciation:
Productive Machines:
Department A .. .. .. .. 409,
Department B .. .. .. .. 309
Boilers .. .. .. .. 25%
Cost Office Machines .. .. .. 5%
100% 4,000
Buildings .. .. .. .. .. 600
4,600
Repairs: Productive Machines and Boilers .. .. 7,600
Cost Office Machines .. .. .. 174
Buildings .. .. .. .. 3,000
—_— 10,774
Rent of Factory .. .. .. .. .. 2,000
Rates of Factory .. .. .. 1,600
Insurance: Productive Machmes and Bonlers .. .. 760
Buildings .. .. .. .. 500
1,260

Carried forward 66,854
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Brought forward .. £66,854

Coal and Water .. .. .. .. 3,842

Printing and Stationery .. 300
Cleaning Materials: Productive Machines and Bonlers .. 380
Buildings. . .. .. .. 600

—— 980

£71,976

Notes: _—

(1) The term ‘Productive Machines’ refers to machines in Departments A and B
and does not include cost office machines.

(2) Allocate repairs, insurance and cleaning materials of productive machines and
boilers in proportion to their depreciation.

(3) The floor space of the factory buildings is occupied as follows: Department A
40 per cent, Department B 40 per cent, Boiler house 10 per cent, Cost Office
10 per cent.

(4) The Boiler house provides power for the productive machines in Departments
A and B and, in addition, space heating and lighting valued at £300. The power
consumed in Departments A and B is in the ratio of 2:1 respectively.

(5) The services of the Cost Office are to be charged to Departments A and B in
the ratio of 3:2 respectively.

FACTORY OVERHEAD ALLOCATION STATEMENT
13 WEEKS ENDED 31SsT DECEMBER, 19..

Production Service
Basis of Departments Departments
Expensc Amount Apportionment -
A B Boiler Cost
House Office
£ £ £ £ £
Indirect Wages .. 46,620 | Actual . . 26,522 15,484 2,018 2,596
Rent .. .. 2,000 | Floor space .. 800 800 200 200
Rates .. .. 1,600 | Floor space .. 640 640 160 160
Depreciation:
Machinery .. 4,000 | Basis shown in ques-
tion . . 1,600 1,200 1,000 200
Buildings .. 600 | Floor space .. 240 240 60 60
Repairs:
Machinery .. 7,600 | Departments A, B

and Boiler house on
basis of depreciation 3,200 2,400 2,000 —

Buildings .. 3,000 | Floor space .. 1,200 1,200 300 300
Cost Office
Machines .. 174 | Actual . .. — - — 174
Insurance:
Machinery .. 760 | Depreciation .. 320 240 200 —
Buildings .. 500 | Floor space .. 200 200 50 50
Coal and Water .. 3,842 | Actual .. .. — — 3,842 —
Printing and
Stationery 300 | Actual .. .. — — — 300
Cleaning Matermls:
Machinery .. 380 | Depreciation .. 160 120 100 —_—
Buildings .. 600 | Floor space .. 240 240 60 60
9,990
Space Lighting and Floor space (provi-
Heating — | ded by boiler house) 120 +120 —270 4 30
9,720
Power . . — | Provided by boiler

house on basis:
Department A: 2
Department B: 1| + 6,480 | + 3,240 { — 9,720

Services of Cost Department A: De-
Office . —_ partmentB3:2 .. | + 2,478 | + 1,652 — 4,130

£71,976 £44,200 | £27,776




CHAPTER V

THE ADMINISTRATION
AND RESEARCH BUDGETS

§ 33. The Administration Budget

Normally the accountant will be responsible for the preparation of this
budget. He is fortunate in that the majority of administration expenses are
fixed in character. Apart from variations caused by changes in other
budgets (e.g. a decision to sell to retailers instead of wholesalers will result
in an increase in the number of invoices to be prepared), the accountant
will consider the number and type of the administration staff, their future
rates of pay and the office accommodation available. He will also determinc
the amendments required in the budgeted figures for the last budget period
for printing, postage, telephone, etc., due to any different conditions antici-
pated in the future budget period. Allowance may have to be made for
legal and similar expenses which may result from policy decisions.

§ 34. The Research Budget

A programme of research will be prepared, distinguishing between the
research to be undertaken by the business’ own staff and that to be contri-
buted by outside research organizations, e.g. by the research establishment
for a particular industry or by universities. The number of research staff,
their grades and future rates of pay, the drawing office or laboratory
accommodation and the direct expenses resulting from such programme
must be estimated.

This budget is frequently prepared initially for several years ahead and
then allocated between short-term budgets. Violent fluctuations in the ex-
penditure on research during the period of the long-term budget are un-
usual.

However, difficulties arising in the research programme may cause errors
to arise in short-term budgets. For example, on the basis of the anticipated
research programme, certain chemicals costing £1,000 were to be purchased
in January. However, research into earlier processes was delayed and the
chemicals were finally purchased in April. The actual expenditure in
January was, therefore, £1,000 below budget, while the budget for April
would have to be amended to include £1,000 for these chemicals.

35



CHAPTER VI
THE CAPITAL BUDGETS

§ 35. Introduction

As has already been mentioned, it is sometimes impossible to achieve
revenue objectives because of a lack of capital resources. Capital budgets,
complementary to revenue budgets in every sense, must be prepared for
both short-term and long-term periods. Within the framework of a long-
term budget subsidiary capital budgets for shorter periods will be prepared.
The vital necessity is to remain solvent throughout, and the test of solvency is
the ability of the business to pay its obligations when due. Revenue
budgets, showing a constantly expanding and profitable trade, could ruin
a business in certain circumstances, e.g. where goods sold are not paid for
immediately but are represented by debts which remain outstanding for a
long period while suppliers allow only short periods of credit.

Obviously many entries in the Capital budget will arise as a result of the
facts disclosed in the revenue budgets mentioned in Chapters 111 to V.
However, the forecasting of capital needs and availability must not be
confined to the consequences ensuing from these revenue budgets. Policies
involving the deliberate investment of resources, schemes of expansion and
contraction must be planned. Since the creation of new earning capacity
must precede the earnings themselves, budgeting such capital intentions
must precede the preparation of the revenue budgets for the earnings.

As indicated in the previous Chapters, budgets must be based on defined
plans, yet the budget is usually a step in the formation of the plan. Many
alternative forecasts may be made and discussed before the final decision
on which the Capital budget can be prepared is taken. To participate in
following, and at times suggesting, these alternatives the management
accountant must be thoroughly and sympathetically in step with the
forward thinking of his management.

§ 36. Stock and Work-in-Progress Budgets
A realistic plan for stock must cover raw materials, work-in-progress and
finished goods. The quantities of each at any particular time should be the
result of deliberate planning. For each, the plan should define:
(i) the minimum active quantities needed to achieve the budgeted turn-
over;
(ii) the minimum inactive stocks required (e.g. the stocks necessary to
provide spare parts where the business services products sold in
previous periods);

36
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(iii) the build-up of stocks and work-in-progress required for future ex-
pansion, or the anticipated reduction to allow for an expected con-
traction in business;

(iv) the effect of seasonal variations, holidays, etc., on production or sales;

(v) the extent to which hedging or speculative investment in stocks will
occur; and

(vi) the maximum quantity of redundant stocks which is permissible.

The sphere of responsibility is important. It is unlikely that stock policy
and control will be the responsibility of one man. Stocks of raw materials,
work-in-progress and stocks of finished goods may be the duty respectively
of the buyer, works manager and sales manager. But their responsibility
may be restricted to (i) to (iv) above, the board of directors or managing
director reserving the right to decide and control hedging operations.

The stock budgets will be prepared originally in quantities. The con-

version into money values will take place only when the stock policy has
been finalised. Variations in market prices will result in the monetary value
of stocks and work-in-progress differing from budget. But provided the
policy has not changed, actual and budgeted quantities should agree.
Merely to budget the total quantities needed under (i) to (v) above is not
sufficient. Three more factors must be considered, the time the stocks are
to be available, their location and the storage facilities required. Stocks of
raw materials must be sufficient at any time to prevent production
stoppages from lack of material. The quantity of stocks of finished goods
required is dependent upon the length of time between receipt of the
customer’s order and the desired date of delivery and on the necessity to
preserve continuity of supply in the face of normal risks, e.g. transport dis-
location due to the weather.

Illustration )

At Ist January, 19.., stocks of raw material, X. Y and Z, were respectively
6,000 units; 12,000 units; and 9,000 units. The quantities of each to be purchased
and the budgeted consumption in the three months to 31st March, 19. ., and the
standard prices fixed for that period were:

Purchases Consumption Standard Price
Units Units s. d.
X 70,000 62,000 10 0
Y 72,000 80,000 12 6
z 94,000 94,000 8 0

All stocks, purchases and issues are valued at the standard prices shown above.
From the above information prepare a statement showing the budgeted stocks
at 31st March.
STATEMENT OF STOCKS OF RAW MATERIALS
AS AT 31sT MARCH, 19..

X Y Z
Units £ Units £ Units £
Stock Ist January .. 6,000 3,000 12,000 7,500 9,000 3,600
Budgeted Purchases .. 70,000 35000 72,000 45,000 94,000 37,600

Carried forward 76,000 38,000 84,000 52,500 103,000 41,200
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Units £ Units £ Units £
Brought forward 76,000 38,000 84,000 52,500 103,000 41,200
Less Budgeted consump-
tion .. .. 62,000 31,000 80,000 50,000 94,000 37,600

Anticipated Stock

31st March .. .. 14,000 £7,000 4,000 £2,500 9,000 £3,600

In the above illustration stocks of raw material X are expected to increase
during the budget period while those of raw material Y will decrease. It is
necessary before deciding to increase or decrease stocks to know the manu-
facturing policy (which itself will be based on the sales policy) for the period
immediately following 31st March. Management must, therefore, think of
the future.

§ 37. Debtors Budget

The sales to be made in the budget period will be included in the Debtors
budget, not in the month the goods are sold, but in the month in which it 1s
anticipated the customer will pay cash for them, e.g. if the normal period of
credit is one month from the end of the month of delivery, goods sold in
January will be paid for in the last week of February and the first week of
March. When deciding the average period of credit taken by customers, the
sales budget must be scrutinised for variations from the last period, in sales
involving a longer or shorter period of credit than the past average for the
business. Jobs involving large sums of money and special credit terms
should be dealt with separately from the normal sales. The experience of
the business and, if ascertainable, of other businesses in following a particu-
lar policy in the past will help in forecasting the average period of credit. In
some trades, the season influences payment, in others the frequency of calls
by sales representatives.

Before finalising the Debtors budget, management should consider the
desirability of a change in credit policy. Matters to be discussed include:
(a) the incidence of bad debts in past periods;

(b) the cost of collection of debts;

(c) whether there is a shortage of cash;

(d) the loss of business caused by a longer credit period being granted by
competitors; and

(e) the possible expansion of business as a result of increasing the period of
credit allowed.

Where the credit policy is varied, other budgets may require amendment,
e.g. cash discounts may result in debts being paid more rapidly but unless
selling prices are raised sufficiently the actual cash received will decrease.

§ 38. Cash Budget

Entries in the other budgets involving monetary transactions will affect
the Cash budget. Cash receipts will depend mainly on the collection of
debts which will be revealed by the Debtors budget. In practice, as a result
of past experience, the estimation of the sums to be received in a particular
period is not difficult. Initially, when the credit policy of the business is
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altered, errors may arise but these should be limited by using commonsense
and business experience. The date of receipt and sum receivable in respect
of other cash income are predictable. Such income will include rents,
dividends and remittances from subsidiary and associated companies.

Cash payments can be manipulated by delaying payments for a short
period, to achieve the cash balance desired by management. However,
where possible, provision should be made for the payment of creditors on
their due dates; such dates providing for securing the maximum discounts.
From the Raw Materials budget, the budgeted purchases will be known.
The length of credit extended by suppliers can be established from past
experience and the terms of contracts. After allowing for a lapse in time
equal to the expected credit period, the amount of purchases will be inserted
in the Cash budget at the date on which the liability is to be discharged.

Payments in respect of wages and expenses can be ascertained from the
Labour and Expense budgets. In the case of wages and salaries, the Depart-
mental Labour budgets will have defined the expected amount and period of
payment. Although expenses may relate to a particular period, they are not
necessarily paid in the same period. For example, insurance premiums are
payable yearly in advance; rates, six months in advance; electricity, two
months after each consumption period. Expenses must be included in the
Cash budget in the period in which they are to be paid.

Capital payments can be ascertained from the Capital Expenditure
budgets (see § 41). Dividends, tax and other special items having pre-
determined dates of payment provide no budgeting problem when their
amounts are known. Where short-term Cash budgets are prepared dif-
ficulties are unlikely to arise, but long-term budgets may become worthless
as a result of unexpected decisions by the board.

For each budget period the closing balance of cash in hand will be found
by adding the expected cash receipts to the commencing balance and
deducting the anticipated cash payments.

Mlustration (1)

From the following forecasts of income and expenditure prepare a Cash budget
for the six months commencing 1st June, when the bank balance was £110,000.

Admini-

Selling Factory stration Research
Sales  Over- Pur- Wages Over- Over-. Expen-
heads chases heads heads diture

£ £ £ £ £ £ £

April .. 88,500 3250 37,000 8,000 5,680 2,500 2,400
May .. 84,000 4,100 40,000 8400 5,920 2,760 2,400
June .. 93,000 3,710 39,0600 8,800 5,440 2,480 2,400
July .. 72,000 3,210 39,900 6,000 5,880 2,600 2,400
August .. 82,500 3,600 35,000 9,600 6,000 2,520 2,600
September .. 98,600 3,450 36,400 8,000 5,680 2,700 2,600
October .. 92,800 3,210 36,574 8,400 5,360 2,560 2,600

November .. 104,400 3,200 32,800 7,600 5,850 2,620 2,400

A sales commission of 5%; on sales and due two months after sales, 1s payable
in addition to the above selling overheads. Capital expenditure: plant purchased,
June £38,000 payable on delivery; building purchased June for £80,000, payable in
two half-yearly instalments, the first in July.
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A dividend of £10,000 (net) will be paid in September.
Period of credit allowed by suppliers and to customers - 2 months.
Lag in payment of wages — }th month

ORI " ,,» Factory Overheads — 1 month.

w s s s Administration Overheads - 1 month.

»oooa » ,» Research Expenditure — 1 month.

po oy ,» Selling Overheads — 1 month.

CAsH BUDGET
FOR THE PERIOD ENDED 30TH NOVEMBER, 19..

June July August  September October November

£ £ £ £ £ £

Opening balance .. 110,000 95,145 74,565 100,615 96,195 116,790
Cash received from
debtors .. 88,500 84,000 93,000 72,000 82,500 98,600

198,500 179,145 167 565 172,615 178,695 215,390

Payments:
Purchases .. 37,000 40,000 39,060 39,900 35,000 36,400
Wages . . 8,750 6,350 9,150 8,200 8,350 7,700

Factory Overheads 5,920 5,440 5,880 6,000 5,680 5,360
Administration

Overheads 2,760 2,480 2,600 2,520 2,700 2,560
Research Expen-

diture 2,400 2,400 2,400 2,600 2,600 2,600

Selling Overheads 4,100 3,710 3,210 3,600 3,450 3,210
Selling Commission 4,425 4,200 4,650 3,600 4,125 4,930
Capital expendnture 38, 000 40,000 — - - e
Dividend . — — 10,000 _— —

ToTAL PayMents 103,355 104,580 66950 76420 61,905  62.760
Closing balance .. 95.145 74565 100,615 96.195 116790 152.630

198,500 179,145 .167,565 172,615 178,695 215,390

The payments for wages reflect the time lag on payments viz., June, (}th of
£8,400 =) £1,050 + (ths of £8,800 =) £7,700 = £8,750.

An alternative method of cash budgeting is the ‘Balance Sheet change’
method. The opening cash balance is adjusted by the anticipated increase or
decrease in debtors, stocks, work-in-progress, payments in advance, pro-
visions for depreciation, special receipts (e¢.g. fixed assets sold) and the net
profit for the year before appropriations and taxation. From the aggregate
amount of these are deducted the estimated taxation payable, dividends
payable, expenditure on fixed assets, special payments (e.g. abnormal
advertising expenditure to be written off over a number of years) and the
decrease in the amount due to creditors. The resulting balance is the
anticipated cash in hand at the end of the budget period.

This method does not involve consideration of each individual expense
but to be accurate does require a regular pattern of payments. The
‘Balance Sheet change’ method is frequently used where a long-term cash
budget, involving several years, is being prepared.
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lustration (2)
Prepare from the following budgeted information a Cash budget for the two

years ended 30th April, 1959:
1st May 1957 30th April, 1958 30th April, 1959
£ £

£ £ £
Issued Share Capital in Ord-
inary Shares of £1 each 150,000 150,000 200,000
Share Premium Account 50,000 50,000 75,000
Profit and Loss Account:
balancc atstart of year 70,600 84,000 97,500
profit for year 42,000 46,000 54,000
112,600 130,000 151,500
Less taxation 20,600 24,500 23,500
dividends 8,000 8,000 10,000
28,600 84,000 32,500 97,500 33,500 118,000
Reserve for Future In.Tax 17,000 18,500 T 16500
Current Liabilities: .
Sundry Trade Credr’s 92,250 78,250 83,250
Current Taxation 4,000 5,000 5,500
Dividends (proposed) 8,000 8,000 10,000
104,250 91,250 —— 98,750
£405,250 £407,250 £508,250
Fixed Assets: Cost  Depn. Cost  Depn. Cost  Depn.
£ £ + £ £ £ £ £ £
Frechold

Buildings 115,000 35,000 80,000 120,000 40,000 80,000 200,000 44,000 156,000
Plant and
Machinery 40,000 28,000 12,000 78,000 41,200 36,800 110,000 52,000 58,000

Motor Vehicles 10,000 8,000 2,000 11,000 9,800 1,200 26,000 12,000 14,000
165,000 71,000 94,000 209,000 91,000 118,000 336,000 108,000 228,000

Current Assets:

Stock 1n trade . 80,000 96,000 84,000
Sundry Debtors 110,000 69,000 79,000
Quoted Investments 9,000 9,000 — .
Payments in Advance 6,250 10,250 15,250
Balance at Bank 106,000 105,000 102,000
—— 311,250 289,250 280,250
£405,250 £407 250 £508,250

In preparing (he above figures, the following adjustments have been made to allow for antici-
pated sales of investments and plant. The Profit for the yearended 30th April, 1959, includes £1,000
profit on sale of investments. The plant scrapped 1n the year ended 30th April, 1959 and sold for
£5,000 had originally cost £18,000 and depreciation written-off to date of sale was £1 { ,000. The loss
on sale has been written-off against the proﬁts for the year. Normally the mformauon would not
be known in the form of Balance Sheets. It is given in this form in this book for the sake of
simplicity.

CAsH BUDGET 2 YEARS ENDED 30TH APRIL, 1959

1957/58 1958/59
£ £ £ £
Opening Balance . .. .. 106,000 105,000
Decrease/Increase in Debtors .. .. 41,000 10,000
Decrease/Increase in Stocks .. 16,000 12,000
Decrease/Increase in Payments in Advance 4,000 5,000
Increase in Provision for Depreciation .. 20,000 28,000
Net Profit for year (before taxation) .. 46,000 55,000
Proceeds of Plant scrapped .. .. — 5,000
Sale of Investments .. .. .. — 10,000
Issue of Share Capital .. .. .. — 75,000

Carried forward 193,000 275,000
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Brought forward £193,000 £275,000

Less: Expenditure on Bulldmgs Plant and

Vehicles 44,000 145,000
Taxation payments .. 22,000 25,000
Decrease/Increase in Crcdltors .. 14,000 5,000
Dividends paid .. .. .. 8,000 8,000

- 88,000 173,000

Closing Balance .. .. .. £105,000 £102,000

Notes:

(1) The net profit for the year 1958/59: £
Balance per question .. .. .. .. 54,000
Less: Profit on sale of mvestment .. .. .. .. 1,000

53,000
Add: Loss on sale of plant .. .. .. .. 2,000
Balance as in Budéct .. .. . .. .. £55,000

(2) Expenditure on Buildings, etc.: £
Balance 30th April, 1958, at cost .. .. .. .. 209,000
Less: Sales at cost .. .. .. .. 18,000

191,000
Balance 30th April, 1959, at cost .. .. .. .. 336,000
Expenditure as in Budget .. .. .. .. £145,000

(3) Taxation: £
Balance 1st May, 1957 . .. .. .. 21,000
Charge to Profit and Loss Account 1957/58 .. .. .. 24,500

45,500
Balance at 30th April, 1958 .. .. .. .. 23,500
Expenditure 1957/58 as in budget .. .. .. .. £22,000
£
Balance 30th April, 1958 .. .. .. .. 23,500
Charge to Profit and Loss Account 1958/59 .. .. .. 23,500
47,000
Balance at 30th April, 1959 .. .. . .. 22,000
Expenditure 1958/59 as in budget .. .. .. .. £25,000

(4) Provision for Depreciation 1958/59: £
Balance, 30th April, 1958 .. .. .. .. .. 91,000
Less: Depreciation on plant sold . .. .. .. 11,000

80,000
Balance, 30th April, 1959 .. .. .. .. .. 108,000
Increased provision as in budget .. .. .. .. £28,000
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The Cash budget may reveal a cash surplus or deficit during the budget
period. Such surplus or deficit may exist for a short time only or it may still
exist at the end of the period.

The accountant will be expected to suggest the course of action which
should be adopted having regard to the prospective situation revealed in
the budget. Naturally, the directors will not shelve their responsibility for
deciding policy but they are likely to be guided by the views of the
accountant.

§ 39. Borrowing

The cash budget may show a deficiency in cash resources. Management
must decide whether this deficiency is temporary or will continue over
several years. A temporary shortage may be caused by:

(a) seasonal fluctuations in business, e.g. an increase in stocks in a retail
business to meet the Christmas rush;

(b) abnormal fluctuations in cash requirements, e.g. caused by hedging
operations;

(¢) isolated or single ventures, e.g. a purchase of a special line in fur gloves
by a shop normally selling stockings, possibly to test the market for
gloves.

The usual sources of short-term borrowing are bank overdrafts and
acceptance credits. These fulfill the two essentials of:

(i) fluidity, i.e. the ability to increase or decrease the obligation within
permitted limits from day to day; and

(ii) floating security (if any is required), i.e. assets may be bought or sold
without reference to the lender.

Long-term borrowing will be considered where a permanent increase is
to be made in the amount invested in fixed assets or working capital; or
where sums originally borrowed for a short period are now expected to be
required for a longer period.

Borrowed money is not risk capital, as are shares. Whilst, therefore,
money may safely be borrowed to erect a new building, loans should not
be raised to purchase the goodwill of a business. Where the loan is
for the acquisition of specific assets, any restriction imposed by lenders
as to their use and disposal must be considered. While the lenders
require security for their loan, the earning capacity of assets must not be
reduced. Furthermore, to attract loan capital at a reasonable rate of
interest, there must be an adequate margin between:

(a) the net assets and the sum borrowed; and
(b) the earnings and the interest payable to provide a margin for business
risks.

Sources of long-term borrowing include:

(a) debenture issues;

(b) private loans, possibly from insurance companies;
(¢) loan stock issues; and

(d) mortgages.
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§ 40. Investment

Where the Cash budget reveals a surplus of cash, management 1s faced
with the problem of investment. Where there is a temporary surplus only,
any investment must provide for rapid liquidation and security of capital.
Sources satisfying these requirements include:

(a) a Bank deposit account, which can be used where very rapid repayment
may be required;

(b) Building Society Deposits, where notice terms can be arranged to suit
the lender’s requirements;

(¢) short-dated Government securities, where a suitable stock is maturing at
a date which meets the lender’s needs;

(d) Finance House loans which usually require three to six months’ notice,
but which give a relatively high return;

(e) Treasury Bills, where an investment of up to three months is satis-
factory;

(f) Stocks of materials that will require the Stock budget to be reopened to
provide for a temporary increase; unfortunately this is a speculative in-
vestment and would not be satisfactory if forced realisation might arise;

(g) Tax Reserve certificates, but only if it is unlikely that surrender will be
required before the certificates can be used in payment of taxes, other-
wise all interest would be lost; and

(h) Bills of Exchange retained for their full duration.

If the surplus is not temporary but permanent or long-term then any
investment made must:

(a) ensure security of capital;

(b) ensure a continuing income;

(¢) in the case of a company, be in accordance with its Memorandum of
Association;

(d) further the earning capacity of the business; and

(e) give an adequate return on the sum invested. The return considered
adequate will be laid down as a matter of policy.

The chief outlets for long-term investment are:

(a) the expansion of own business by the purchase of additional shops,
factories, stocks, etc.

(b) the expansion of businesses of subsidiary companies;

(¢) investment in allied activities;

(d) the acquisition of control of allied activities;

(e) purchase of businesses to limit competition;

(f) the replacement of wasting assets; and

(g) the purchase of assets to enable increased efficiency in existing pro-
duction to be achieved.

Surplus funds should be used by the business as far as possible and not
passed to another concern to exploit. A long-term investment should not

be made unless the requirements of the long-term plan of the business are
fulfilled.
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§ 41. Capital Expenditure

As indicated in § 40, capital development schemes may be started because
a surplus of cash resources is revealed by the Cash budget, but usually
management decide on a capital development scheme and then seek the
means to finance it. Alternatively, production may be the governing factor
and on discovering surplus cash resources management may decide to pur-
chase plant and buildings. The preparation of each Capital Expenditure
budget will depend on the particular project. However, the facts and as-
sumptions on which the budget is based must be clearly stated. Then man-
agement can appreciate the risk being taken and probable sources of error.
1t is preferable to prepare a plan rather than ‘to hope for the best’.

(a) Plant, Machinery and Buildings. A statement will be prepared showing
the output and cost of running the new machines. The profitability of each
machine must be found by evaluating output at selling price and deduct-
ing therefrom the cost of raw materials, direct labour, overheads applicable
to and depreciation of the machine. This statement will enable management
to decide whether the investment of monies in the new machine will give
an adequate return. Where the project under review is the replacement of a
machine by an up-to-date one (which will normally cost more than the
plant it replaces), it must be remembered that the higher output of the new
machine must pay for an increased charge for depreciation and interest on
the additional capital employed. New buildings will be erected or pur-
chased where by so doing the manufacturing costs can be reduced by a sum
greater than or equal to interest on the cost of the building, or if greater
manufacturing capacity is required.

(b) Acquisition of an Existing Business. The purpose for which the busi-
ness is being acquired will determine the nature of the report to be prepared
by the accountant. If the existing business is being acquired to reduce com-
petition, but otherwise will continue to function, the results of past years,
amended to allow for known variations in future circumstances, will give
an indication of the profits which may accrue to the purchaser. Where,
however, the business to be acquired will cease to manufacture and will
become an additional sales outlet for the buyer, the figures for past years
will rarely give any indication of the future profits. The report will be
prepared on the principles indicated in Chapters I1I to V and will show the
anticipated profits of the new business. By comparing these profits with the
purchase price, top management can decide whether or not to complete the
purchase.

(¢) Manufacturing Abroad. Schemes involving development require an
estimate of capital expenditure, probable sales and operating costs. Fore-
casting conditions abroad involves more difficulties than forecasting con-
ditions in the United Kingdom. This is partly due to differences in currency.
Estimates should be prepared, where possible, in quantities of materials,
hours of work, etc.

The estimated sales will be budgeted by the methods indicated in
Chapter H1. Prices will normally be known because goods will have been
exported to the overseas territory. Operating costs are more difficult to
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estimate. Data may be obtained from other firms trading in that area and
from manufacturing associations. Unless revolutionary methods are to be
employed, in the initial period of manufacture efficiency will probably be
at a lower level than in the established home industry.

The report will indicate the net profitability of manufacturing abroad
after adjusting for any loss of exports. If import restrictions in the country
of destination force the business to decide to manufacture abroad, manage-
ment may have to budget for a lower level of profits than they would
normally wish.

(d) New Products. The matters involved in budgeting for an expansion of
sales have been considered in Chapter TII. Having decided the probable
level of activity, an estimation of the raw material, labour and overhead
costs must be made. Then the profits to be expected in producing and selling
a new product can be computed. By comparing the profits with the expected
capital expenditure, management can decide whether or not to proceed
with the new line. Frequently flexible budgets are prepared when budgeting
profits on new products. Where extreme uncertainty exists a flexible capital
investment and development scheme may be prepared. Alternatively a pilot
scheme may be tried out with limited capital expenditure to test the ground.

INustration
The works manager has supplied you with the following information regarding
his minimum requirements during the next 3 calendar years:

1957 1958 1959
£ £ £
Plant in production departments .. .. 14,000 60,000 41,000
New boiler in boiler house .. .. .. — 25, 00()
Fire fighting equipment .. .. 1 000 ——

The distribution department will require 5 new vans in 1957, costing £5,200.
In 1958, 12 vans, estimated cost £12,720, will be purchased to replace 12 existing
vans. The proceeds of sale of the latter are estimated at £1,200.

The administration division will require in 1959 office furniture costing £1,800
to replace existing furniture, which has no scrap value.

The board of directors have decided as a matter of policy that in 1959 a new
factory must be purchased or erected. The anticipated cost is £106,000. Further
plant costing £50,000 will be required.

The board have also indicated that at a later date they made decide to purchase
further shops at an estimated cost of £80,000.
wgepare a Capital Expenditure budget for the 3 years ended 31st December,

CAPITAL EXPENDITURE BUDGET

Year ended 31st December 1957 1958 1959
£ £ £
Plant in production department .. .. 14,000 60,000 41,000
New boiler in boiler house .. .. .. — — 25,000
Fire-fighting equlpment .. .. .. 1,000 — —_
New Vans .. .. .. 5,200 11,520 —
Office Furniture .. .. .. .. —- — 1,800

Carried forward 20,200 71,520 67,800
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Brought forward £20,200 £71,520 £67,800

New Factory .. .. .. .. — — 106,000
Plant .. .. .. .. .. — — 50,000

£20,200  £71,520 £223,800

Note: For later consideration:
Purchase of further shops, £80,000.

It is anticipated that finance for the above expenditure will be found out of ex-
isting resources and profit retentions.

Date prepared Submitted to Prepared by

§ 42. The Master Budget

When the individual budgets covered in Chapters III to VI have been
finalised and approved, the accountant will prepare the Master budget. This
will provide a summarised Profit and Loss account for the future period
and a Balance Sheet at the end thereof. Only summarised figures will be
shown as each item in this budget will be referenced to the particular
budget in which the detailed results can be found. The Master budget will
be supplied to top management only. After approval by them, the other
budgets may be put into operation. The layout of the budget will depend
on their wishes but in respect of the Profit and Loss Account the following
is suitable. (Note, all figures have been assumed for the sake of the illustra-
tion only.)

Illustration
PROFIT AND LOSS ACCOUNT FOR THE MONTH OF APRIL

Year
Apnl to Date
' £ £

Sales at budgeted prices 46,800 188,720
Less: Budgeted cost of Mdtermls, Wages and Factory

Overheads based on sales .. 32,175 130,920

Gross Profit Margin .. 14,625 57,800

Less: Budgeted cost of Administration based on Sales .. 2,925 11,795

Standard profit on actual sales .. . .. £11,700 [£46,005

§ 43. Conclusion

From the foregoing chapters, it should be clear that the facts on which
each budget is based must be known and the degree of error clearly indi-
cated. 100 per cent accuracy is impossible in many cases, but if management
are to take decisions regarding the future, they must not be misled. Where
any policy amendment is made, its effect on a/l budgets must be appreciated
and the necessary alterations made therein.

Having planned the physical side of the business, management must not
forget the personnel. Top executives must be given time to consider the
long-term future and not be concerned only with the short-term possibilities.
Assistants must be trained to relieve them of detailed work, while being
prepared for promotion on their senior’s retirement.



CHAPTER VII

OPERATING STATEMENTS

§ 44. Introduction
The previous chapters have dealt with the creation of plans or budgets for
a business based on the prescribed policy. Such budgets will, if properly
enforced, ensure that the efforts of managers and supervisors will be co-
ordinated. Day-to-day management raises many problems which require
immediate action. This leaves little time for long-term thinking and for
ensuring the business reaches long-term objectives. The plan encourages
long-term thinking, but management must ensure the plan is operated.
Each section must be responsible for its own achievements. Thus, the
accountant will be responsible for achieving his department’s budget. In
addition, however, he must organize and maintain the information services
of the business. These will take the form of operating statements or reports
on the basis of which action can be taken by management. Although the
annual accounts are a form of operating statement they are useless for
control purposes as the accounts are rarely available to the Board of
Directors until at least one month after the end of the financial year. Even
short-term Profit and Loss accounts and Balance Sheets prepared monthly
may be prepare