BUDGETING

I- What is a Budgeting?
( Budgeting is the process of:

1. Preparing a plan that defines the goal managers want their organization, division, or department to achieve and to specify how this goal is to be achieved. This step is referred to as the planning procedure
2. Exercising a leadership role in translating the plan into action. This step is called leadership procedure
3. Establish procedures for verifying whether or not, and to what extent, the planned goal was achieved. This step is referred to as the control procedure
( Budgeting sometimes might be called a profit plan that addresses all revenue sources and expenditure items. Moreover, a budget represents standards against which management can evaluate the actual results of the operations (i.e. Control Procedure). Lastly, budgets are prepared to cope with the uncertainty factor, and to utilize effectively the limited resources or factors of production a company has.

( Budgets are usually prepared on an annual basis then divided into semi-annual, quarterly, and/or monthly plans. The main reason for that is to give management more check-points to stop at, compare the actual with the planned figures and take necessary actions when needed which might mean even revising the budget.
II- Types of Budgets:

In an ongoing operation, it may be easier to budget based on the historic pattern but budgeting for new business or operation is extremely difficult. As in forecasting, percentage growth over a period of time can be used to estimate the future item growth. If the manger is skilled enough, he or she can also use other sophisticated methods such as moving average method or time series analysis to estimate future expenses. However, new operating strategies and programs would require additional expenses on top of the general trends. Similarly, if some programs are to be dropped from the existing operations, any reduction in future expenses also are need to be considered. When budgeting is done from scratch without any reference to the historical development, we call it Zero-based budgeting. Most new programs to be implemented may need such approach (program budgeting).

Budget planning starts with the establishment of budget cycle, which can be the calendar year or financial year. Normally, the budget planning starts from the top management outlining the general expense categories and rough estimates that the management wishes to allocate for each category. When the top management produces a detailed cost estimates for every expense items and passes on to line-management for verification and confirmation, the process becomes the Top-down approach. But, some companies may adopt a Bottom-up approach where the line management does the detailed budget plan based on the emerging trends and what is required for the future year operation. Such budgets eventually need to be endorsed by the top management and finance department.

Item budgeting is another important activity in operations budgeting. Every cost item needs to be identified and the cost needs to be estimated. This is particularly important when budgeting for the operating expenses such as wage, linen, frills, and other materials used in the production of good and services in hotels. The line managers are usually not responsible for budgeting of fixed expenses but they need to be coordinated with the top managers or financial department.

Capital budgeting is also an important activity but carried by the finance manager. Purchase of new equipment, restoration or extension of facilities requires capital budgeting, which is often accompanied by a feasibility study. The following exercise provides an opportunity to understand the simple budgeting process using percentage change in the historic expenses. Interestingly, the percentage expenses (as a percentage of revenue) are considered to be constant or remain the same in many cases. This means, the expected revenue may change due to growth or decline but the percentage expense acts like the standard. 

For example, if the Total Revenue in year 4 is $ 8,500,350 and the Fixed Expense is 50 % of the revenue. Moreover, suppose that management expects (for year 5) the Fixed Expense to be the same (i.e. again 50 % of the year-5 revenue), and Revenue to be at an order of $ 10,659,000. This scenario is usually true if management hadn’t efficiency amelioration plans (i.e. Utilizing better their sources of production)!

In order to increase efficiency, management might plan the percentage certain expense items to go down (i.e. reduction from the previous year). For example, if the management thinks that the 50 % Fixed Cost is high in general, it may be necessary to budget the next year fixed cost to be lower, say, for example, 45 % of the next year’s revenue in order to achieve efficiency. A standard may be established by calculating the Average Percentage Expenses of some items in order to compare any variances.

II- How a budget is prepared?
( Since, for the scope of this course, only a Rooms Division Department budget shall be prepared, the Rooms Division manager shall only estimate next period’s room revenue, and direct expenses. Putting it in other words, the Rooms Division Manager shall not care about estimating capital expenses (i.e. Indirect Expenses) since in responsibility accounting; a manager is responsible and liable only for his department!

( The Rooms Division Manager shall first forecast demand for rooms for the next period in question, and then might use historical averages, industry average… to estimate Room Revenue and Room Direct Expenses

1. Estimating Room Revenue:

( By using an appropriate forecasting method, the Rooms Division Manager can forecast demand measured in room nights. Later, the Rooms Division Manager shall multiply the total room nights by the Average Room Rate (ARR), either using hotel historical or industry averages, to come up with the estimated Room Revenue.
· Later, according to hotel historical figures, the Rooms Division Manager shall estimate the room allowances figure and subtract it from the estimated total room revenue to come up with the net room revenue.

2. Estimating direct expenses:

· Direct Expenses (i.e. Variable Costs) in the Rooms Division Department can be divided into 4 categories:

1. Wage Expenses (Hourly Wage * Estimated Total Labor Hours needed)

2. Frills (i.e. Free of Charge Replenished Room Items)

3. Material (i.e. Cleaning Supplies, Utensils…)

4. Laundry & Linen Expenses (Cost of pressing, cleaning, pressing, storing…)

( The Rooms Division Manager might consider country averages, and or historical averages, along with current hotel / labor union collective bargaining contracts for the coming period, suppliers’ price increase intentions, the relative change of local currency against some major foreign currencies, to estimate department direct expenses.
Rooms Division Department Item Budgeting (Illustration)
	Expense Items
	2022
	% Rev.
	2023
	% Rev.
	2024
	% Rev.
	2025
	% Rev.

	
	
	
	
	
	
	
	
	

	Wage / Benefits
	$525,600 
	7.80%
	$638,750 
	8.44%
	$821,250 
	9.69%
	$982,833 
	10.53%

	Laundry / Linen
	$257,975 
	3.83%
	$264,044 
	3.49%
	$277,594 
	3.27%
	$277,850 
	2.98%

	Materials
	$44,224 
	0.66%
	$45,265 
	0.60%
	$46,599 
	0.55%
	$46,181 
	0.49%

	Frills
	$773,924 
	11.48%
	$784,410 
	10.36%
	$791,980 
	9.34%
	$770,484 
	8.25%

	 
	 
	 
	 
	 
	 
	 
	 
	 

	Total Oper. Cost
	$1,601,723 
	23.76%
	$1,732,469 
	22.89%
	$1,937,423 
	22.85%
	$2,077,349 
	22.26%

	Allcted. Fix. Cost
	$1,250,300 
	18.55%
	$1,342,789 
	17.74%
	$1,605,857 
	18.94%
	$1,754,904 
	18.80%

	 
	 
	 
	 
	 
	 
	 
	 
	 

	Room Revenue
	$6,740,020 
	100%
	$7,569,331 
	100%
	$8,477,890 
	100.00%
	$9,333,617 
	100.00%


In this example, first we have forecasted the revenue for the budget year (i.e. 2005), which is $ 9,333,617. In order to estimate the item expenses, we should first establish a standard (i.e. Percentage of Total Revenue). The average of the historical percentage item expense is the best standard that we can use. The average can be simple, moving average, or weighted average. The last column in the above table indicates these standards. Now, in order to budget the item expenses for year 2005, we multiply the last year expenses by the percentage standards that we established. Here, the percentage standards become the company expenditure objectives.
III- Refining Budget Plans:

· If the actual operating figures and budgeted figures are distant from each other, then this suggests a refining or revision of our budget (i.e. revision of room demand, estimated room revenue, and rooms direct expenses).
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