The Role of Budgeting

TEACHING OBJECTIVES
1. Introduce the purpose of budgeting.

2. Identify the 3 major budget types & their relationships    

3. Show the benefits & limits of budgets.

4. Show how budgeting process works.

I.  Introduction

Once a firm has identified customer needs & changes through forecasting, it needs to determine if it can be met profitably. 

A . Knowing how to budget is certainly part of this process. 

B. A budget is a master financial plan or a "blueprint for action" in the future & has 3 parts: Operating budget; Cash flow budget; Capital Expenditure Budget


II. The Purpose of a Budget

A. A budget is a formal estimate of future revenues & costs

1. A detailed breakdown of costs/revenues is needed for attaining profit goals: Firms have to analyze operations to develop reliable estimates of revenues & costs.

2. If budgeting is done right, it forces better thinking about the firm's goals & purpose & how to achieve them. It forces mgmt to ask what to be done if certain target levels of sales & costs are to not being realized.

B. Making realistic budgets requires clear thinking; as a financial plan of firm’s expectations over time, it should be a an assessment of what each part of the firm can accomplish 

1. Make separate budgets for each part of business: For a seed firm there should be separate budget for fertilizer, sales, production & storage divisions. 

2. Combine these to make firm's total budget: The separate division budgets can then be put together into one master budget for the entire enterprise.

III. Types of Budgets

A. Should have at least 3 types of budgets

1. An operating budget          

2. A cash flow budget

3. A capital expenditures budget 

B. The Operating Budget

Is the most common type of budget

1. Records Sales, Production costs, & other related activities: It is an estimate of sales, income, fixed & variable expenses during the budget period – i.e. O.B. gives management a look at cost & revenue behavior expected in coming methods

2. Starts with Sales: Starting point in O.B is sales as income is lifeblood for the firm. A sales estimate come marketing plan & includes changes in future sales due to changes in competition, new products, or the economy.

3. Follow with Cost/Expenses Preparation: Requires forecasting operating & fixed expenses. It uses accounting in its development 

4. O.B more than a Forecast: Its statement of what mgmt expects to accomplish in coming period to achieve profit goals. It is a critical planning document with purpose objectives, & a well-defined marketing plan.

IV.
An Application of Budgeting

A. The Operating or Enterprise Budget

OB is organizing of revenue, expenses, & profit for enterprises

Purpose: Estimate costs, returns, & profit for the enterprises. 

Uses: Assist managers in decision-making. 

Content of OB: Most budgets contain parts in Table 1. 

1. Enterprise name & the budgeting unit are shown first

Income or revenue from the enterprise is shown next. Qty, unit & price are all included to provide full info to the user. 

2. Cost section comes next & is divided into two parts: 

(a) Variable or operating cost & (b) fixed or ownership cost 

Income or revenue above variable costs shows the revenue remaining to be applied to fixed costs.

Fixed costs include fixed costs for machinery & land use. 

3. The estimated profit per unit is the final value & is found by subtracting total costs from total revenue. 

ENTERPRISE BUDGET FOR CORN PRODN (11 ACRE)

Item



                    Value per acre      

Revenue: 125 bushels @ $2.50 per bu


 312.50

Variable Costs


Seed



       
$22.00

Fertilizer


       
38.00


Chemicals



20.00




Machinery expenses

            23.75




Drying



            12.50




Hauling



  7.50





Labor




18.00





Interest @ 10% for 6 months
  
  7.09



Total variable cost        



  
  $148.84

Income above variable cost
                          $163.66 

Fixed Costs

Dep, interest, taxes, & insurance     
$ 48.00

Land charge


             100.00
  


Total fixed costs
                        


$148.00  


Total costs





           $296.84               Estimated profit (return to management)

                         $ 15.66

Constructing Operating Budgets ( e.g. Crop Enterprise)

Table 2 is enterprise budget for wheat & is used to discuss steps in constructing crop enterprise budget 

Table 2 Enterprise Budget For Wheat (One Acre)

 
 
Unit
Quantity
Price
Amount

Revenue:

 

 
 

Wheat grain
bu
48
$3.00 
144.00 

Total revenue
 

 
144.00 

Operating expenses:
 

 
 

 
Seed
lb
80
$0.10 
8.00 

 
Fertilizer: N
lb
60
0.2
12.00 

 
P205
lb
30
0.22
6.60 

 
K,O
lb
30
0.15
4.50 

 
Chemicals
acre
1
5.5
5.50 

 
Fuel, oil, lub.
acre
1
7.6
7.60 

 
Machinery repairs
acre
1
12.4
12.40 

 
Labor
hr
2.1
8
16.80 

 
Interest (operating $
 
36.7
10%
3.67 

 
expenses for 6 months)
 

 
 

Total operating expenses
        

 
77.07 

Return above operating expenses
 
        
 
66.93 

 

 

 
 

Ownership expenses:  
 

 
 

 
Mach. Depreciation 
acre
1
14.2
14.20 

 
Mach. interest
acre
1
10.6
10.60 

 
Mach. taxes & insur.
acre
1
2
2.00 

 
Land charge
acre
1
50
50.00 

 
Misc. overhead
acre
1
5
5.00 

 
Total ownership expenses
 

 
81.80 

Total expenses
 

         
158.87 

Profit (return to management)
 
 
 
(14.87)

a. Revenue: Include cash & non-cash revenue from crop e.g. wheat grain & winter grazing of growing wheat. The accuracy of projected profit depends more on yield & price estimates made in this section than in any other. Projected yield should be based on historical yields, yield trends, type & amount of inputs to be used. 

b. Operating or Variable Costs: Includes costs incurred only if this crop is produced & can be reduced to $0 by not producing this crop.

i. Seed, Fertilizer, and Chemicals Costs: Prices can be found by contacting input suppliers, and total per acre cost is found by multiplying qty by price.

ii. Fuel, Oil, and Lubrication Expenses: This is related to type and size, and number of machinery used & is calculated by dividing total farm expense for fuel, oil, & lubrication by number of crop acres or compute fuel consumption per hour of machinery use and determine how many hours will be needed to perform machine operations 

iii. Machinery Repairs: A method must be devised that allocates repair expense relative to the type of machinery used and the amount of use.  

iv. Labor Costs: Total labor hours needed for crop production are heavily influenced by number of machinery, type of production and harvest. The opportunity cost of farm operator labor is generally used to value labor plus any fringe benefits. 

v. Interest is on capital tied up in operating expenses: Depends on the average length of time from when the operating costs are incurred until, harvest. Interest is charged on operating expenses without regard to how much is borrowed or even if any is borrowed. 

c. Return above Operating Expenses: It shows how much revenue from an acre will contribute to payment of fixed or ownership expenses. 

d. Fixed cost/Expenses: Includes all fixed cost or expenses that will be incurred that is not dependent on operations or production.  

i. Machinery Depreciation: Amount of machinery depreciation to charge to a crop enterprise will depend on the size and type of machinery used. 1st step is to find average annual depreciation on each machine using straight line depreciation method and this can then be converted to a per acre or per hr value based on acres or hours used per year.

ii. Machinery Interest: Based on average investment in machine over its life and is computed the same way regardless of how much, if any, money was borrowed to purchase it. 

iii. Machinery Taxes and Insurance: Machinery is subject to property taxes in some states, and most farmers carry some type of insurance on their machinery. The annual expense for these items should be computed.

iv. Land Charges: There are several ways to calculate a land charge: 

(1) What it would cost to cash rent similar land, 

(2) the net cost of a share rent lease for this crop on similar land  

(3) for owned land, the opportunity cost of the capital invested,  

Most enterprise budgets use one of the rental charges even if the land is owned. 

v. Miscellaneous Overhead: Used to cover many expenses such as a share of pickup expenses, farm liability insurance, farm shop expenses, etc. that cannot be directly associated with a single enterprise but are important farm expenses.

e. Profit/Return to Management: Subtract total expenses from total revenue 

Analyzing Operating Budgets

Data from OB is used for many types of analyses- e.g. calculating production cost and break –even price

a. Cost of Production: Term used for average production cost for one unit of the product (average total cost)                     

  


Cost of production =  total cost      $158.87
                                      yield.             48

Its useful when marketing the product – profit can only be realized if selling price is more than production cost

b. Break-even Analysis: The break-even price is the output price needed to just cover all costs at a given output level & is found from the equation          


Break-even Price =  total cost            $158.87 


         Expected yield 
    48

Break-even price is same as cost of production as they are two different ways of looking at the same value.

The break-even price can also be calculated for a range of possible yield to help managers determine the yield that will cover total cost

V. The Cash Flow Budget

Objectives

1 To identify cash flow budgeting as a tool for financial decision making & business analysis

2 To understand structure & component of cash flow budget

3 Illustrate the procedure for completing a cash flow budget

4 To describe both the similarities and differences between a cash flow budget and an income statement

5 Discuss advantages & potential uses of a cash flow budget

6 To show how to use a cash flow budget when analyzing a new investment

Characteristics of a Cash Flow Budget

1. Records sales, production and expenses according to when they are received or paid: CFB shows amount & timing of cash expected to flow in & out of the firm during budget period. – i.e. its a summary of projected cash inflows & outflow for a business over a given period of time.

a. Cash Inflows: Come from sales, services, borrowing, sale of capital items, & from payments on accounts receivable. 

b. Cash Outflows: Include payments for goods and services purchased, debt, taxes, salaries, and capital assets.






2. CFB shows Cash Receipt & Disbursements: Shows when cash should be available and when cash payments must be made – i.e. assist mgmt plan when cash will be in surplus/ deficit

3. CFB is a forward which cash planning tool for investing excess cash and borrowing needed cash: CFB allows mgmt to invest surplus cash to earn extra income or help to decide when & how much to borrow in deficit periods & ability to repay loans

4. Differences between CFB and OB: 

a. CFB contains only cash items but not non-cash items:  CFB leaves out items that do not generate cash inflow (e.g. credit sales) or non-cash expense (e.g. depreciation, credit purchases) but OB does. 

b. CFB tells mgmt little about profitability of the firm but OB does. CFB’s purpose is to help mgmt determine whether there will be adequate funds to meet obligations. 

c. CFB concerns with timing of revenue & expenses: CFB includes "when" cash will be received & paid out as well as "for what" and "how much." – thus CFB is preparing on a quarterly/monthly basis.

Structure Of A Cash Flow Budget 

Table 1 A Condensed Form of Structure & Format of a CFB Flow Budget                                                                                                                                    


                 Time Production 1
    Time Production 2

1. Beginning cash balance
                          
$1,000
  
$     500  

Cash inflow (Sources):





                                      2. Farm product sales




$2,000

$12,000

3. Capital sales



      
         0
  
    5,000
  

4. Miscellaneous cash income

 
                     0

       500      

5.   Total cash inflow



            $3,000

$18,000

      Cash outflow (Uses): 





         



6. Farm operating expenses


           $ 3,500

$ 1,800

7. Capital purchases




10,000

          0

8. Miscellaneous expenses



     500

      200


9.   Total cash outflow


                      $14,000
            $ 2,000
10. Cash balance  (line 5 - line 9)
                      -11,000
             16,000


11. Borrowed funds needed
                                   $11,500                      0


12. Loan repayments (principal and interest)                      0

 11,700
13. Ending cash balance (line 10 + line 11 - line 12)     500
               4,300

14. Debt outstanding


                     $11,500
             $       0

Potential Sources of Cash:

1. Beginning cash balance or cash on hand 

2. Product sales/cash revenue from operation 

3. Capital sales - cash received sale assets like land, machinery, breeding livestock, 

4. Non-business cash receipts – e.g. non-farm cash income, cash gifts, etc.

5.   New borrowed capital or loans received

Last source is not included in cash inflow section because borrowing requirements are not known until the cash outflows are matched against the cash inflows.

In production 1, total cash inflow of $3,000 includes beginning cash balance. The total cash outflow = $14,000. Projected cash balance = -$11,000. This deficit will require borrowing $11,500 to provide a $500 minimum ending cash balance.

Uses of Cash:

1. Farm operating expenses: cash expenses incurred in producing farm revenue

2. Capital purchases – i.e. full purchase price of new capital assets e.g. land, machinery, and dairy/breeding livestock

3. Non-business and other expenses – i.e. cash used for living expenses, income & social security taxes, etc.

4. Principal payments on debt: Includes interest payments unless already included in the operating expenses.

Ending Cash Balance: 

Difference between total cash inflows and total cash outflows for any time period.

Constructing a Cash Flow Budget  

The following steps summarize the process and info needs.

1. Develop a business plan. It’s impossible to estimate cash revenues & expenses without knowing what to be produced.

4. Estimate crop production and livestock feed requirements. Most, if not all, of this info should be found in the whole farm plan. 

5. Estimate cash receipts from livestock enterprises. Include sales of livestock as well as livestock products such as milk and wool. 

6. Estimate cash crop sales. 

7. Estimate other cash income. Include interest and dividends on investments and non-farm sources of cash revenue.

8. Estimate cash operating expenses. 

9. Estimate personal and non-farm cash expenses. e.g. cash needed for living expenses, income and social security taxes.

10. Estimate purchases and sales of capital assets e.g. purchase price of buildings, breeding livestock, land to be purchased and total cash to be received from capital assets sale.

11. Record scheduled principal/interest payments on existing debt. 

Uses For A Cash Flow Budget

Primary use of CFB is to project timing and amount of new borrowing & loan repayment a business will need during the year. Other uses and advantages are:

1. CFB can prevent excessive borrowing and shows how repaying debts ASAP will save interest.

2. CFB may suggest ways to rearrange purchases and scheduled debt repayments to minimize borrowing. 

3. CFB combines both business and personal financial affairs into one complete plan.

4. A lending agency can offer financial advice and spot weaknesses/strengths in a business based on completed CFB

5. Can assist managers to obtain discounts on input purchases by making prompt cash payment.

6. CFB can help spot imbalance between short, intermediate and long-term credit and suggest ways to improve the situation.

VI. The Capital Expenditures Budget

1. Records amount and timing of purchases of capital equipment: Shows how money projected for capital investments is to be allocated among various divisions or activities within the firm during the upcoming time period. 

2. CEB covers:

a. maintenance of existing equipment & plant

b. purchase of new equipment (expansion of new plant/equipment)

c. cost saving projects & renovations

It’s common to arrange items in the capital budget by priority in ensuring that financial resources are used for the most crucial items first. 

VII. Relating Operating, Cash Flow & CE Budgets

To be effective, we need to relate all 3 budgets

1. Begin with the operating budget: Sales part of the OB provides basic info for the cash flow budget

2. Develop CF & Capital Expenditure Budgets from OB: 

CFB: Only the part of sales that is actually expected to generate cash inflows during the budget year is included in the cash flow budget – i.e. credit sales are not included in the CFB.

Cost of goods sold provides cash outflow estimates (after accounts payable decisions) and must be included.

Capital Expenditures Budget provides cash outflow info. Major capital improvement, and debt servicing are large cash disbursement. Cash budget helps mgmt ensure that funds are available to meet larger  "lumpy" outflows for debt payments and capital purchases when they come due.

VIII.
Budget Benefits

A. It helps managers better understand their business

B. It provides a "yardstick" by which business performance can be measured by others.

1. Should be checked frequently to see progress.

2.  If negative deviations are found, it permits quick 
corrective action before things get worse.

IX. Summary

A. Budgeting is a critical step in business planning

B. It puts ideas into numbers for profit or loss measurement

C. Budgets are valuable tools in good management
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