
A Purchases Budget Is Used Instead Of A

Production Budget By : A. Merchandising

Companies. B. Service

A Purchases Budget Is Used Instead Of A Production Budget

By: A. Merchandising Companies. B. Service

A Purchases Budget Is Used Instead Of A Production Budget By: A. Merchandising Companies. B.

Service because these types of organizations do not produce goods themselves but primarily deal with

the buying and selling of existing products or providing services. Unlike manufacturing firms that

convert raw materials into finished products, merchandising and service companies focus on inventory

purchasing or service delivery, which makes the traditional production budget less relevant. This article

explores why these companies rely on a purchases budget rather than a production budget, examining

the nature of their operations, the accounting processes involved, and the implications for financial

planning and control.

Understanding the Production Budget

Definition and Purpose

The production budget is a detailed plan that estimates the number of units a manufacturing company

needs to produce within a specific period to meet sales demands and inventory requirements. It serves

as a foundation for planning manufacturing activities, estimating raw material needs, labor, and

overhead costs, and ensuring that production aligns with sales forecasts.



Application in Manufacturing Companies

Manufacturing companies plan their production schedules based on expected sales and desired

inventory levels.

The production budget helps determine the quantity of raw materials to purchase and the

resources needed for manufacturing.

It ensures efficient use of resources and helps prevent overproduction or stockouts.

Why Merchandising and Service Companies Do Not Use a

Production Budget

Nature of Merchandising Companies

Merchandising companies, such as retailers and wholesalers, primarily focus on purchasing finished

goods from suppliers and selling them to consumers. They do not manufacture products themselves

but manage inventory levels to meet customer demand.

No Manufacturing Process: Since they do not produce goods, there is no need to plan

production activities.

Focus on Purchasing: Their main concern is determining how much inventory to buy to satisfy

sales, which is better managed through a purchases budget.

Inventory Management: They monitor inventory levels, forecast sales, and plan purchases

accordingly, making a purchases budget essential.



Nature of Service Companies

Service companies, such as consulting firms, healthcare providers, or financial services, do not

produce tangible goods. Their focus is on delivering services, and their costs mainly involve labor,

equipment, and overhead rather than raw materials or finished goods inventory.

No Raw Materials or Finished Goods Inventory: Since services are intangible, there is no

inventory to purchase or produce.

Staffing and Resource Planning: Planning centers around staffing levels, schedules, and resource

allocation rather than production quantities.

Budget Focus: Their budgets are more oriented toward operational expenses, salaries, and

service delivery costs.

The Role of the Purchases Budget in Merchandising

Companies

Definition and Components

The purchases budget is a financial plan that estimates the amount of inventory a merchandising

company needs to purchase during a specific period. It considers beginning inventory, projected sales,

desired ending inventory, and purchase discounts or lead times.

Beginning Inventory



Projected Sales

Desired Ending Inventory

Purchases for the Period

How It Replaces the Production Budget

Direct Focus on Inventory: Instead of planning production quantities, merchandising companies1.

determine how much inventory to buy.

Aligns with Sales Forecasts: Purchases are calibrated based on anticipated sales, ensuring2.

adequate stock levels.

Cost Control: It helps manage purchasing costs, negotiate supplier terms, and optimize inventory3.

holdings.

Example

If a retailer forecasts sales of 10,000 units for the upcoming quarter, and desires an ending inventory

equal to 20% of projected sales, they will plan purchases accordingly. Suppose beginning inventory is

2,000 units, then purchases should be calculated as:

Purchases = (Sales forecast + Desired ending inventory) – Beginning inventory

Purchases = (10,000 + 2,000) – 2,000 = 10,000 units



The Role of the Purchases Budget in Service Companies

Application and Focus

Since service companies do not purchase inventory, they typically do not create a purchases budget.

Instead, their budgeting involves operational expenses, staffing, training, equipment, and overhead

costs. However, some service companies that require specialized supplies or materials may develop a

purchasing plan for such items.

Situations Where a Purchases Budget Might Be Used

Service companies that require consumables or supplies, such as medical clinics purchasing

medical supplies.

Organizations with a significant reliance on equipment or materials that need regular

replenishment.

Implications for Financial Planning

For Merchandising Companies

The purchases budget is critical for managing cash flow, negotiating supplier terms, and maintaining

optimal inventory levels. Proper planning prevents overstocking or stockouts, which can impact sales

and profitability.



For Service Companies

Although they may not use a purchases budget in the traditional sense, effective planning of

operational expenses ensures smooth service delivery. For those that do purchase supplies, a

carefully prepared purchases plan helps control costs and maintain service quality.

Conclusion

In summary, the key difference between manufacturing companies and merchandising or service

companies lies in their core activities. Manufacturing firms produce goods, necessitating detailed

production budgets to plan manufacturing activities and raw material requirements. In contrast,

merchandising companies purchase finished goods for resale, making the purchases budget the

primary planning tool to manage inventory procurement aligned with anticipated sales. Service

companies, focused on delivering intangible services, generally do not require production or purchases

budgets, unless they involve significant consumables or supplies.

This distinction underscores the importance of selecting appropriate budgeting tools based on the

nature of the business. For merchandising companies, the purchases budget replaces the production

budget to facilitate effective inventory management and cost control. For service organizations,

budgeting centers more on operational expenses and resource allocation, with minimal emphasis on

inventory planning. Understanding these differences enables managers and financial professionals to

develop more accurate and relevant budgets, leading to better decision-making and improved financial

performance.

Frequently Asked Questions

Why do merchandising companies use a Purchases Budget instead of



a Production Budget?

Merchandising companies sell finished goods and do not produce their own products, so they use a

Purchases Budget to plan for the inventory they need to buy, rather than a Production Budget which is

used by manufacturing companies.

How does a Purchases Budget differ from a Production Budget?

A Purchases Budget estimates the amount of inventory to purchase to meet sales demands, while a

Production Budget details the quantity of goods to produce. Merchandising companies rely on the

Purchases Budget because they do not produce their own goods.

In what type of companies is a Purchases Budget primarily used?

A Purchases Budget is primarily used in merchandising companies, which buy finished goods for

resale, rather than producing goods themselves.

Why is a Production Budget not relevant for service companies?

Service companies do not produce physical products; instead, they provide services, so they do not

need a Production Budget or Purchases Budget related to inventory management.

Can service companies benefit from a Purchases Budget?

Generally, no. Service companies focus on staffing and service delivery rather than inventory

purchase, making a Purchases Budget irrelevant for their operations.

What is the main purpose of a Purchases Budget in merchandising

companies?

Its main purpose is to plan and control inventory purchases to ensure sufficient stock to meet sales

demand without overstocking, thereby aiding cash flow and profitability.
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---

Introduction

In the realm of managerial accounting and financial planning, budgets serve as critical tools that guide

decision-making, resource allocation, and performance evaluation. Among these, the Purchases

Budget and the Production Budget are fundamental components, particularly within manufacturing

contexts. However, their application varies significantly across different types of organizations, notably

merchandising companies and service organizations.

A notable distinction lies in the fact that while manufacturing firms rely heavily on the Production

Budget to plan their output, merchandising companies and service providers often utilize a Purchases

Budget instead. This article explores the reasons behind this divergence, the implications for financial

planning, and the unique considerations these organizations face.

---

Understanding the Budgets: Production vs. Purchases

The Production Budget

The Production Budget is a detailed plan that estimates the number of units a manufacturing company

needs to produce during a period to meet sales goals and maintain desired inventory levels. It is

primarily used by manufacturing entities that produce goods internally, accounting for raw materials,

work-in-progress, and finished goods inventory.

Key elements include:



- Forecasted sales units

- Desired ending inventory of finished goods

- Beginning inventory

- Production requirements (units to produce)

The Purchases Budget

In contrast, the Purchases Budget focuses on the procurement of goods for resale. It is particularly

pertinent to organizations that do not manufacture products but instead purchase finished goods or raw

materials for resale or service delivery.

Key elements include:

- Forecasted sales units

- Desired ending inventory

- Beginning inventory

- Cost of goods to purchase (in units and dollar value)

---

Why Do Merchandising Companies Use a Purchases Budget Instead of a Production Budget?

Nature of Operations

Merchandising companies, such as retail stores, wholesalers, and importers, primarily buy finished

goods from suppliers and sell them to consumers. They do not engage in manufacturing or assembling

products; hence, they do not have a production process to plan or control.

Implication:

Since there is no production activity, the Production Budget becomes irrelevant. Instead, the focus

shifts to managing inventory levels and procurement schedules to meet sales demand.



Inventory Management Strategies

Merchandising firms typically maintain inventory of finished goods, which they purchase based on

sales forecasts. The Purchases Budget serves as a crucial tool in ensuring that sufficient stock is

available without overstocking, which could tie up capital or lead to obsolescence.

Key considerations include:

- Lead times from suppliers

- Seasonal variations

- Supplier reliability

Cost Control and Cash Flow Management

By planning purchases carefully, merchandising companies can optimize cash flow and negotiate

better terms with suppliers. A structured Purchases Budget helps in aligning procurement with sales

cycles, reducing excess inventory, and avoiding stockouts.

---

Case Study: Retail Chain vs. Manufacturing Firm

Retail Chain (Merchandising):

A clothing retailer forecasts sales for the upcoming quarter and prepares a purchases budget to

acquire the necessary inventory from suppliers. The retailer considers current inventory levels,

anticipated sales, supplier lead times, and seasonal promotions to determine purchase quantities.

Manufacturing Firm:

A furniture manufacturer forecasts sales and, based on their production schedule, prepares a

production budget to determine how many units to produce, including raw materials procurement,

labor, and manufacturing overhead.



This difference highlights how the operational models influence budgeting practices.

---

How Service Organizations Use a Purchases Budget

The Nature of Service Operations

Service organizations, such as banks, consulting firms, healthcare providers, and educational

institutions, differ fundamentally from manufacturing or merchandising entities. They do not produce

tangible goods; instead, they deliver intangible services that often depend on human resources and

infrastructure.

Implication:

Since there are no physical inventory or manufacturing processes, the concept of a Production Budget

is inapplicable to most service organizations.

Resource Planning and Procurement

While they may not have a Purchases Budget in the traditional sense, many service organizations plan

for the procurement of supplies, equipment, or third-party services necessary to deliver their offerings.

Examples include:

- Purchasing medical supplies in a hospital

- Acquiring office supplies for a consulting firm

- Contracting third-party vendors for specialized services

In such cases, a Purchases Budget can be adapted to plan and control these procurement activities,

ensuring resources are available to meet service demands.

Workforce and Capacity Planning



Instead of inventory, service organizations focus on staffing levels and capacity planning. Although not

directly related to purchases in the traditional sense, these organizations often develop budgets for:

- Hiring or training personnel

- Outsourcing services

- Upgrading infrastructure

Thus, their budgeting process emphasizes human and intangible resource planning rather than

physical inventory.

---

Practical Implications and Limitations

For Merchandising Companies

- Advantages of Using a Purchases Budget:

- Simplifies procurement planning

- Enhances inventory turnover

- Facilitates cash flow management

- Limitations:

- Ignores manufacturing complexities (not applicable)

- May lead to stockouts if forecasts are inaccurate

For Service Organizations

- Advantages of a Purchases Budget (when applicable):

- Ensures availability of supplies and resources

- Supports capacity and staffing planning



- Limitations:

- Less emphasis on inventory control

- Challenges in quantifying service capacity needs

---

Strategic Considerations

Inventory Turnover and Working Capital

Merchandising companies benefit from tight control over purchase quantities to optimize inventory

turnover, reduce holding costs, and improve liquidity. Conversely, manufacturing firms often balance

raw material procurement with production schedules to minimize inventory costs.

Flexibility and Responsiveness

Both merchandising and service organizations need to remain flexible to changing market conditions. A

well-prepared Purchases Budget enables quick adjustments to procurement plans, helping

organizations respond effectively to demand fluctuations.

Technological Integration

Modern enterprise resource planning (ERP) systems facilitate dynamic budgeting and procurement

processes, allowing merchandising and service firms to adapt their budgets in real-time, improving

efficiency and responsiveness.

---

Conclusion

The utilization of a Purchases Budget instead of a Production Budget is a defining characteristic of



non-manufacturing organizations—primarily merchandising companies and service organizations. The

core reason lies in their operational structures: merchandising firms buy finished goods for resale, and

service providers deliver intangible offerings that do not require physical production.

Understanding these distinctions is crucial for effective financial planning, resource management, and

strategic decision-making. While the Purchases Budget serves as an essential tool for inventory and

procurement control in merchandising firms, service organizations adapt the concept to manage

supplies, equipment, and capacity planning. Recognizing the unique needs of each organizational type

ensures that budgeting processes support operational efficiency and financial stability.

In an increasingly complex business environment, the flexibility in budgeting approaches underscores

the importance of tailoring financial planning tools to organizational realities. Whether managing raw

materials, finished goods, supplies, or human resources, a well-structured budget remains a

cornerstone of sound management practice.
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