

[image: Cover]




Roger Mason is a Chartered Certified Accountant and a Chartered Secretary. He has many years’ practical experience as Financial Director and Company Secretary of respected companies. He now lectures on financial and business topics and acts as a consultant. In addition he has written many books and edited a financial publication.








	[image: image]



	Successful Budgeting and Forecasting










	Roger Mason 
www.inaweek.co.uk



	[image: image]















Introduction


The precise number depends on the definition used, but there are well over 1 million managers in Britain and countless others around the world. In both the public sector and the private sector many of them are involved in budgeting and forecasting. It is probably true to say that a significant number of them – by no means all, of course – do not particularly enjoy this aspect of their job, resent the time commitment and sometimes doubt the value of the end product. This is a shame because budgets and forecasts are important, to their companies or other employers and to them personally.


A mastery of budgeting and forecasting will help managers do their job more effectively and it will help with their career development too. It is important at any time, but especially so in times of recession and economic difficulty. The section at the back of the book about surviving in tough times may be particularly important and should not be neglected.


This book should help managers understand the basic principles and it should help many of them progress further. This has to be good news – for their employers and for them too. They will then be more likely to value their work and the resulting budgets and forecasts, and they might even enjoy doing them.


Budgets and forecasts are often prepared with reference to a pyramid structure. Many managers are responsible for just one cost centre or department and their budgets are likely to be expenditure budgets. Other managers, probably more senior ones, are responsible for a number of these cost centres or departments and perhaps for revenue budgets as well. Senior managers are responsible for the total budgets and forecasts. If they are wise, the senior managers will try to involve their more junior colleagues as much as possible. This book takes account of the fact that budgets are often organized in this way.


This introduction is a good place to confess that in writing the book I have had some difficulties with the terms ‘budget’ and ‘forecast’. The difference between them is explained at the beginning of the first chapter, but in many instances they can be used interchangeably. Rather than litter the book with extraneous words I have used just the word ‘budget’ in many places. You can nearly always take it that this includes a forecast.


The book contains 70 end-of-chapter questions, each with four possible answers. The correct answers are given at the end of the book. I do hope that you attempt them. If you get 60 correct, that is a good score – anything higher is exceptional.


I have enjoyed writing this book and I hope that you enjoy reading it, or at the very least find it useful. My best wishes for your future success.


Roger Mason
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It is a sound military principle that time spent reconnoitring is not wasted. From Tuesday through to Friday we will be examining and reviewing the different budgets and forecasts and how they are prepared. On Saturday we will look at how the budgets and forecasts should be used after they have been approved. However, we start the week by reconnoitring the subject, establishing some important principles and answering some key questions.


The topics covered comprise:



•  The differences between plans, forecasts and budgets



•  Are budgets and forecasts important?



•  The value and purposes of budgets and forecasts



•  Should budgets and forecasts be left to the accountants?



•  Should budgets and forecasts be only for large organizations?



•  The right period for budgets and forecasts



•  Are budgets and forecasts only relevant for an organization that has an income?



•  Should budgets and forecasts be optimistic or realistic?



•  Top-down or bottom-up?



•  Budget assumptions



•  Limiting factors



•  Seasonal factors


The differences between plans, forecasts and budgets


The three terms are often confused and used in an interchangeable way. This is understandable but wrong. They are different and the differences should be understood.


Plan


This is a set of approved policies and targets for the future, and they need not be expressed in financial terms. For example, there may be a plan to achieve a position where 50 per cent of a country’s population recognize a company’s name. Of course, plans normally have financial implications. If only 30 per cent of a country’s population currently recognize a company’s name and it is intended that in three years’ time this should increase to 50 per cent, it is probable that money must be spent. This expenditure will in the short term reduce both profits and cash, though in time the increased expenditure will, presumably and hopefully, have the opposite effect and increase sales (and therefore profits) and also cash.


Forecast


This is a prediction of what will happen and it is often expressed in financial terms. A forecast differs from a budget in that it is not a target. Forecasts are usually prepared and laid out in the same way as budgets, but the difference is a belief that they state what will actually happen. A budget, on the other hand, is a target and represents an aim that it is hoped (with greater or lesser confidence) will be achieved. Of course, a realistic budget is close to being a forecast.


Budget


This is a plan expressed in financial terms. There may be a single budget, which will probably be a profit budget, or a series of linked budgets. This is desirable because the linked budgets will all be useful and because they will each contribute to the realism and value of the others. For example a financial change in any budget must have an effect on the budgeted balance sheet. A budget is a target rather than a forecast and subsequent results can be monitored against it. This is to see if the budget is being achieved and, if it is not, exactly what has gone wrong and where remedial action needs to be taken. Whether budget targets should be achievable easily or only with great effort is examined later today.


Are budgets and forecasts important?


Not everyone thinks that businesses should bother with budgets and forecasts, and not all businesses have them. Some managers dislike preparing them and resent their performance being monitored against them afterwards. Furthermore, they may take up a considerable amount of managers’ time and, as we all know, managers’ time is valuable and often in short supply. Nevertheless, budgets and forecasts are important, and if well done should be worth the time and effort put into them. The value and purposes of budgets and forecasts are reviewed next, but for now consider your answers to the following seven questions. If the answer to any of them is no, you should see why budgets and forecasts are important.



1  Do you know if the business is going to run out of cash?



2  Is your business going to make a satisfactory profit in the next year?



3  Is your company at risk of going out of business and, if so, what needs to be done to stop it happening?



4  Is your business making the maximum possible profit?



5  Is there any waste that could be cut out?



6  Do you know which departments and sections are performing efficiently and which ones are not?



7  Have you got the information to make improvements in the way that your business is run?
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It is a cliché but to fail to plan is to plan to fail.
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The value and purposes of budgets and forecasts


Budgets and forecasts enable, or perhaps force, managers to plan ahead logically and constructively, and they enable, or perhaps force, top managers to study how different parts of the business interact. They enable managers to anticipate any limiting factors and plan how they can be overcome. For example, a business may be steadily expanding in a profitable and satisfactory manner, but budgeting may reveal an impending shortage of working capital or storage facilities.


‘Give us the tools and we will finish the job.’ This unforgettable phrase was addressed to President Roosevelt by the Prime Minister, Winston Churchill, in a broadcast on 9 February 1941. In a completely different context it could well be adopted for budgets and forecasts. Information can be a vital tool for both senior and junior managers. Using it well should help them finish the job, which is to operate effectively and plan ahead to achieve the best possible results.
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In the unlikely event that nothing whatsoever is done with the completed budgets, the discipline of preparing them has still forced managers to plan the future logically. This means considering such things as:



•  Where do we intend to be at the end of the budget period?



•  How a department and budget interacts with other departments and other budgets.



•  Are there any limiting factors and what are they?



•  Should we be aware of any particular dangers and, if so, what should be done about them?



•  What actions must be taken to achieve the budgeted results?



•  What are realistic, achievable targets to set ourselves?


Of course, it is highly desirable that the budgets are afterwards used as a control tool and most organizations do use them in this way. Regular reports should enable managers to see departures from the budgeted figures and take correcting action. This is covered in detail on Saturday.


Should budgets and forecasts be left to the accountants?


Most thoughtful people answer ‘no’ to this question; this is also my strong opinion, and I am an accountant. Nevertheless, there are arguments that can be made for making budgets and forecasts the responsibility of only the accountants. They include:



•  The job will probably be done more quickly.



•  There will be no encroachment on the valuable time of the other managers, who will be left free to do whatever it is that they do. For example, sales managers will spend more time selling and production managers will spend more time producing.



•  Many non-financial managers do not like working on budgets and forecasts and, strange as it might seem, many financial managers do enjoy it. Perhaps the best results may be obtained from people who enjoy what they are doing.


The probably more compelling arguments for involving the non-financial managers include:



•  The resulting budget or forecast is more likely to be realistic. The non-financial managers may well have information not known to the accountants, and they will probably have a good idea about what can and cannot be achieved.



•  The non-financial managers will hopefully be able to suggest sensible changes and efficiency savings.



•  The budget or forecast is likely to be better and, which is extremely important, it is much more likely that all managers will feel committed to it afterwards. If they have contributed to it, they should feel a sense of ownership. Of course the budget may not be exactly what they want but it might be, and at the very least they should feel that their points of view have had a fair hearing and been taken into account.


Whether or not non-financial managers have contributed, it is almost certainly best that the accountants should co-ordinate the budgets and forecasts. They are best placed to see that the final budgets are complete and without inconsistencies. Regardless of how they are prepared and reviewed, final approval should be given at a very high level.


Budgets and forecasts is a rather serious subject, so perhaps a little humour might help us concentrate. It is often said that many accountants are introverts, which helps us know if a man is an accountant. An accountant will look at his shoes rather than look you in the eye. The only people more introverted than accountants are actuaries. An actuary will look at his own shoes rather than your shoes.


Should budgets and forecasts only be for large organizations?


The answer to this question is no. Small organizations and even one-person businesses potentially have all the issues and needs of large businesses. The figures will be smaller, but the need for good budgets and good forecasts is just as compelling.


The right period for budgets and forecasts


Budgets and forecasts most often cover a period of a year. This is because most companies prepare their statutory accounts for this length of time and many other organizations do the same. There are obvious advantages in having the budget or forecast period correspond with the financial reporting period. ‘What’s the profit going to be for this year?’ is a frequently asked question. Having budgets and forecasts for the same period makes it easier to give an informed answer.


Having said that, there is no law or rule that makes this compulsory. Unlike most accounts, budgets and forecasts do not have to be published. You can have whatever period you like for whatever reason you like.


The divisions within a budget period of a year are often monthly, but they do not have to be. Perhaps weekly or some other period would be more appropriate. An obvious problem is that the length of a calendar month varies between 28 days and 31 days. Many budgets and forecasts are based on 13 four-week periods in order to make each period comparable with the others. This leaves just one spare day (two in a leap year) to add in somewhere. There are no rules, so do what is best in your individual circumstances.


Are budgets and forecasts only relevant for an organization that has an income?


The answer to this question is no, of course not. Organizations and departments that just spend money should strive to do so effectively and efficiently, and good expenditure budgets should be useful tools in achieving these desirable ends. Sections of central and local government come into this category. In the UK, Her Majesty’s Revenue & Customs (HMRC) is an obvious example, even though it will insist on calling taxpayers its customers. As taxpayers we all wish it well in its efforts to control costs and perform efficiently.


If your direct interest is only in expenditure budgets and forecasts, parts of this book will not be immediately relevant to you. On the other hand, perhaps your next job will be managing director of a large company and with a salary to match, so perhaps you had better pay attention to the whole book.


Should budgets and forecasts be optimistic or realistic?


For forecasts the answer to this question should be self-evident. They should be neither optimistic nor pessimistic, and if they are one or the other they should not really be called forecasts. They should of course be realistic. This does not mean that they will be exactly achieved, but it does mean that at the time of preparation they represent what is considered to be the midpoint of likely outcomes. Forecasts should not necessarily be the figures first submitted. They should be these numbers adjusted to reflect changes and improvements that can confidently be predicted.


There are different opinions concerning the degree of optimism that should be incorporated into budgets. The following is a review of some of the options.


Easily achievable


Very few advocate this, though it does have the advantage that nasty surprises are unlikely. The big disadvantage is that it will provide no motivation for managers to innovate, work hard and generally strive to reach their targets. They will be able to do so in ‘cruise mode’ and will have no budgetary incentive to do better.
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