CHAPTER 7

The Master Budget
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Budgets that are used primarily for limiting spending are subject to much “game playing.”  Accurate forecasts and estimates give way to strategies designed to justify increased budgets.  Budgets should have a much larger role in the effective and efficient management of an organization.  A budget should be a decision tool.  It helps managers project the results of their decisions, thereby aiding them in making the right decisions.  It also provides a base for adapting to change.  The management uses of a budget require accurate forecasts and estimates, and anything that results in loss of budget accuracy will limit the usefulness of the budget as a decision tool.
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Budgets are helpful to all segments of an organization.  Segments with both revenues and expenses can show a budgeted profit.  Other segments, those that have only expenses such as a research and development department, still have to plan their operations.  It is important to predict the resources needed to meet the segment’s objectives so that needed resources can be obtained.  Budgeting may be used to express an agreement between the segment and top management about what activities the segment is to undertake.  The planning that comes through a good budget process is important to all segments.
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(5 min.)


1.
a. Budgeted income statement*
2. Sales budget


b. Budgeted balance sheet
3. Sales budget


c. Cash flow budget
4. Continuous (rolling)


d. Capital budget
5. Overall goals of the organization


* Often presented separately as the operating budget as opposed to being part of the financial budgets.
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(15 min.)  This is straightforward.  It follows the illustration in the chapter very closely.  All amounts are in dollars.


June
July
August
Sales budget




  Credit sales, 30%
120,000   
132,000  
150,000

  Cash sales, 70%
280,000  
308,000  
350,000
  Total sales, 100%
400,000  
440,000  
500,000
Cash collections budget




  Cash sales this month
280,000  
308,000  
350,000

  100% of last month's  credit sales
135,000
120,000  
132,000
  Total collections
415,000  
428,000  
482,000
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(15-20 min.)  This is straightforward.  It follows the illustration in the chapter very closely.  All amounts are in dollars.  Some students need to be reminded that merchandise inventories are carried at cost, not at selling prices.

QUANTRILL FURNITURE MART


June
July
August
Purchases budget




  Ending inventory
220,000   
270,000 
240,000

  Cost of goods sold, 60% of sales
264,000   
210,000 
240,000
    Total needed
484,000   
480,000 
480,000

  Beginning inventory
250,000   
220,000 
270,000
  Purchases
234,000   
260,000 
210,000
Disbursements for purchases




  10% of this month's purchases
23,400
26,000  
  21,000

  80% of last month's purchases
144,000*
187,200 
208,000

  10% of second-last month's




      purchases   
  25,000**
  18,000 
  23,400
                                   
192,400   
231,200 
252,400
*.80 x 180,000 = 144,000

**.10 x 250,000 = 25,000
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(10-15 min.)

Adventure.Com needs $720,000 of venture capital.  It needs the following amounts:


Initial capital investment
$300,000


First year cash outflow (12 x $30,000)
360,000


Second year cash outflow [12 x ($30,000 - $25,000)]
     60,000

Total
$720,000

 At the beginning of  2004, the cash receipts exceed the cash disbursements, so no additional cash is needed.
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(40-60 min.)

BOUQUET COMPANY

Statement of Estimated Cash Receipts and Disbursements

For the Month of October 20X1

Cash balance, September 30, 20X1

$  4,800

Receipts, collections of receivables (Schedule 1)

  29,340
Total cash available
 
$34,140

Less disbursements:



  Merchandise purchases (Schedule 2)
$17,000


  Variable expenses (Schedule 3)
 3,125


  Fixed expenses (Schedule 3)
       900
  21,025
Cash balance, October 31, 20X1

$13,115
Schedule 1, Collections of Accounts Receivable:



  Collected in October  


                                
Sales
Percent
Amount
From August sales
$12,000
6%
 $     720

From September sales
$36,000  
30%
10,800

From October sales
$30,000  
60% x 99% 
  17,820
Total October collections


 $29,340
Schedule 2, Payments for Merchandise:


September
October
Target ending inventory
$  9,000*  
$  6,600*

Goods sold
  21,600   
  18,000
Total needs
$30,600   
$24,600

Beginning inventory
  10,800*  
    9,000*

Purchases
$19,800   
$15,600
Payments, 2/3 x $15,600 October purchases

$10,400

Accounts payable, end of September,



    1/3 x $19,800 purchases

    6,600
Total payments in October

$17,000
 * (12/20)(.5)(30,000) = $9,000; (12/20)(.5)(36,000) = $10,800;

      (12/20)(.5)(22,000) = $6,600

Schedule 3, Selling and General Administrative Expenses:

Total selling and general administrative expenses
$61,500

Less fixed expenses
  24,000
Total variable expenses for year (vary with sales)
$37,500
October variable expenses:

    $37,500 x (October sales ( Year's sales) =

        $37,500 x ($30,000 ( $360,000)
$  3,125
Total fixed expenses
$24,000

Less depreciation (no current cash outlay)
    13,200
Total cash required for fixed expenses for year
$10,800
October cash required for fixed expenses:

    $10,800 ( 12
$     900
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Accurate sales forecasts are essential to budgeting.  Sales personnel are often “closest to the action,” and therefore in the best position to make accurate forecasts.  They are in direct contact with customers, and often they are the first to notice trends.  A central staff function, such as market research, can set parameters for forecasting and give some common groundrules.  But usually it is important to get sales personnel heavily involved because they have information that no one else has.
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A key to employee acceptance of a budget is participation.  Budgets created with the active participation of all affected employees are generally more effective than budgets imposed on subordinates.  If a budget is to help direct future activities, employees must accept the budget.  Acceptance means believing that the budget reflects a desired future path for the organization.  If a manager has been a participant in determining the future path – that is, helped develop the budget – he or she is more likely to accept it as a desirable objective.
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(25-30 min.)

1.  
An optimistic preliminary budget might be as follows, assuming level sales volume, a $.94 per pound price, and a 2% decrease in variable costs.


Sales, 1.6 million pounds @ $.94/pound
$1,504,000


Variable costs
(862,400)


Fixed costs, primarily depreciation
    (450,000)


Pretax profit
   $   191,600

This budget does not meet the $209,000 profit goal.  Kosta has a dilemma of submitting a realistic budget that does not meet Dunlop's goal or preparing an unrealistic budget.  To meet the profit target, she might assume that prices will not fall, sales levels will be maintained, and some fixed costs will be saved.  Although the following budget is not one Kosta believes in, she might be forced to submit it (or something similar) to headquarters:

Sales, 1.6 million pounds @ $.95/pound
$1,520,000


Variable costs, .98 x $880,000
(862,400)


Fixed costs, primarily depreciation
     (448,600)*

Pretax profit
   $   209,000


*$1,520,000 - $862,400 - $209,000

2.  
Two major problems are the arbitrary setting of budget targets by top management and the draconian measures used when a budget is not met, even if the shortfall is small or reasonable explanations for the shortfall are given.

3.  
Apparently the preliminary financial results are as follows:


Sales, 1.6 million pounds @ $.945/pound
$1,512,000


Variable costs, .98 x $880,000
(862,400)


Fixed costs, primarily depreciation
     (450,000)

Pretax profit
   $   199,600

Extending the depreciable lives of fixed assets by 2 years could increase this profit to $214,600, well above the target.  But doing so would be manipulating the accounting system to achieve desirable results.  When the estimates of depreciable lives was first make, there may have been much uncertainty in the estimates.  However, changing the accounting method to make the financial results look better is an ethical violation.


Managers should not be able to change accounting methods just to make their performance look better (or in this case, to save their job).  Although changing the depreciation schedule is not ethical, it is easy to see how the budgeting process creates an incentive for such unethical behavior.  If the budget and reporting process makes excellent performance appear deficient, there may be great temptation for managers to manipulate the system.
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