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CHAPTER 1
THE WHAT AND WHY OF BUDGETING

LEARNING OBJECTIVES
After reading this chapter, you should be able to:

« Define what a budget is

e List and define the types of budgets

« Explain the steps involved in the budgetary process

e Distinguish between the bottom-up and top-down approdohasdgeting
e Describe how to coordinate departmental budget activities

* Explain actual costs versus budget costs

» Identify the advantages and disadvantages of budgets

A budget is defined as the formal expression of planssgaatl objectives of management that
covers all aspects of operations for a designated timedpod he budget is a tool providing
targets and direction. Budgets provide control over the ohate environment, help to master
the financial aspects of the job and department, and patdemsbeforethey occur. Budgets
focus on the importance of evaluating alternative astlefore decisions are actually
implemented.

A budget is a financial plan to contrfokureoperations and results. It is expressed in
numbers such as dollars, units, pounds, hours, manpower, andIs@s needed to effectively
and efficiently operate. Budgeting, when used effectivslg, technique resulting in systematic,
productive management. Budgeting facilitates controlcamdmunication and also provides
motivation to employees.

Budgeting allocates funds to achieve desired outcomes. A bondgetpan any period of
time. It may be short-term (one year or less whiaksiglly the case), intermediate-term (two to
three years), or long-term (three years or more)rt8aaon budgets provide greater detail and
specifics. Intermediate budgets examine the projectsaimpany is currently undertaking and
start the programs necessary to achieve long-term ofgiect.ong-term plans are very broad
and may be translated into short-term plans. The budgetiparies according to its objectives,
use, and the dependability of the data used to prepare ibublget period is contingent upon
business risk, sales and operating stability, productionadsttand length of the processing
cycle.

There is a definite relationship between long-range plgrama short-term business plans.
The ability to meet near-term budget goals will moveltlrginess in the direction of
accomplishing long-term objectives. Budgeting is done ferctmpany as a whole, as well as
for its component segments including divisions, departmendslucts, projects, services, man-
power, and geographic areas. Budgets aid decision-making, nmeastyrand coordination of
the efforts of the various groups within the entity. Titeraction of each business segment to
the whole organization is highlighteétor example, budgets are prepared for units within a
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department, such as product lines, the department iteelflitlsion which consists of a number
of departments, and the company.

Master (comprehensive) budgeting is a complete expreskthe planning operations of
the company for a specific period. It is involved wittbbmanufacturing and nonmanufacturing
activities. Budgets should set priorities within the amgation. It may be in the form of a plan,
project, or strategy. Budgets consider external fastmrk as market trends, economic conditions,
etc. The budget should list assumptions, targeted olgscand agenda before number crunching
begins.

The first step is to determine the overall or stratggials and strategies of the business
which are then translated into specific long-term gaalsual budgets, and operating plans.
Corporate goals include earnings growth, cost miniminasales, production volume, return on
investment and product or service quality. The budget requires#igsis and study of
historical information, current trends, and industry r@rBudgets may be prepared of expected
revenue, costs, profits, cash flow, production purchastsyorth, and so on. Budgets should be
prepared for all major areas of the business.

The techniques and details of preparing, reviewing, and apmgrbudgets varies among
companies. The process should be tailored to each sntitividual needs. Five important areas
in budgeting are planning, coordinating, directing, analyzang, controlling. The longer the
budgeting period, the less reliable are the estimates.

The purpose of budgets is to furnish the link between nonfingrlaiaé and controls
which constitute daily managerial operations and the sporeing plans and controls designed
to accomplish satisfactory earnings and financial posit

Effective budgeting requires the existence of the folhgwi

. Predictive ability

. Clear channels of communication, authority, and respiihg

. Accounting-generated accurate, reliable, and timely inddion

. Compatibility and understandability of information

. Support at all levels of the organization from upper, micate, lower.

The budget should be reviewed by a group so that theraaad knowledge base.
Budget figures should be honest to assure trust betwepatrties. At the corporate level, the
budget examines sales and production to estimate corparategs and cash flow. At the
department level, the budget examines the effect of wagubon costs. A departmental budget
shows resources available, when and how they will be, @s®l expected accomplishments.

Budgets are useful tools in allocating resources (e.ghimexy, employees), making
staff changes, scheduling production, and operating the bssBiedgets help keep expenditures
within defined limits. Consideration should be given toratige methods of operations.

Budgets are by departments and responsibility centers. Tbeldseflect the goals and
objectives of each department through all levels obtiganization. Budgeting aids all



departmental areas including management, marketing, pelsengmeering, production,
distribution, and facilities.

In budgeting, consideration should be given to the compangigoower and production
scheduling, labor relations, pricing, resources, new pradiroduction and development, raw
material cycles, technological trends, inventory Isyglrnover rate, product or service
obsolescence, reliability of input data, stability of madeindustry, seasonality, financing
needs, and marketing and advertising. Considerationdlatsd be given to the economy,
politics, competition, changing consumer base and,tastemarket share.

Budgets should be understandable and attainable. Flexamlitynnovation is needed to
allow for unexpected contingencies. Flexibility is aidigdvariable budgets, supplemental
budgets, authorized variances, and review and revision. Bustgril be computerized to aid
“what-if” analysis. Budgeting enhances flexibility througk lanning process because alterna-
tive courses of action are considered in advancerrdtha forcing less-informed decisions to be
made on the spot. As one factor changes, other facttings whe budget will also change.
Internal factors are controllable by the company wéeexternal factors are usually
uncontrollable. Internal factors include risk and productwiation.

Forecasting ipredictingthe outcome of events. It is an essential startingt for
budgeting. Budgeting ilanningfor a result and controlling to accomplish that result.
Budgeting is a tool and its success depends upon the effessvenahich it is used by staff. In
a recessionary environment, proper budgeting can increasartieal rate. A company may
fail from sloppy or incomplete budgeting. Exhibit 1 sha@aagraphic depiction of budget
segments.

EXHIBIT 1
BUDGET SEGMENTS
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We now consider planning, types of budgets, the budgetary prdametget coordination,
departmental budgeting, comparing actual to budgeted figures,tlnedgson and weaknesses,
control and audit, participative budgeting, and the prodl@dons of budgets.

PLANNING

Budgeting is a planning and control system. It communicatalt members of the organization
what is expected of them. Planning is determining the aesvit be accomplished to achieve
objectives and goals. Planning is needed so that a compaopeate its departments and
segments successfully within. It looks at what shoulddree, how it should be done, when it
should be done, and by whom. Planning involves the deteromnattiobjectives, evaluating
alternative courses of action, and authorization ecs@rograms. There should be a good
interface of segments within the organization.

Budgets are blueprints for projected action and a formalizatf the planning process.
Plans are expressed in quantitative and monetary tBlamming is taking an action based upon
investigation, analysis, and research. Potential probleensearched out. Budgeting induces
planning in each phase of the company’s operation.

A profit plan is what a company expects to follow toiateaprofit goal. Managers
should be discouraged from spending their entire budget. Mansigeuld be given credit for
their cost savings.

Budget planning meetings should be held routinely to discusstspics as the number
of staff needed, objectives, resources, and time schedineie should be clear communication
of how the numbers are established and why, what assumsptiere made, and what the
objectives are.

TYPES OF BUDGETS



It is necessary to be familiar with the various typelsualgets to understand the whole picture
and how these budgets interrelate. The types of budydisle master, operating (for income
statement items comprised of revenue and expensesiciihfor balance sheet items), cash,
sales, production, cost, static (fixed), flexible (vamdptlirect material, direct labor, overhead,
capital expenditure (facilities), and program (approprigtion specific activities such as
research and development, and advertising).

Master Budget

A master budget is an overall financial and operating folaa forthcoming calendar or fiscal
year. It is usually prepared annually or quarterly. Thetardbudget is really a number of sub-
budgets tied together to summarize the planned activitigediusiness. The format of the
master budget depends upon the size and nature of the business.

Static (Fixed) Budget

The static (fixed) budget is budgeted figures at the expecpeticalevel. Allowances are set
forth for specific purposes with monetary limitatioliss used when a company is relatively
stable. Stability usually refers to sales. The problerh wistatic budget is the absence of
flexibility to adjust to unpredictable changes.

In industry, fixed budgets are appropriate for those deparsmdrose work load does
not have a direct current relationship to sales, proalyctir some other volume determinant
related to the department’s operations. The work of thartiments is determined by
management decision rather than by sales volume. &dlosinistrative, general marketing, and
even manufacturing management departments are in thgocg. Fixed appropriations for
specific projects or programs not necessarily completéak fiscal period also become fixed
budgets to the extent that they will be expended duringgae Examples are appropriations for
capital expenditures, major repair projects, and speafiertising or promotional programs.

Flexible (Expense) Budget

The flexible (expense) budget is most commonly used by coegpdhallows for variability in

the business and for unexpected changes. It is dynamatune rather than static. Flexible
budgets adjust budget allowances to the actual activityibféebudgets are effective when
volumes vary within a relative narrow range. Theyeasy to prepare with computerized spread-
sheets such as Excel.

The basic steps in preparing a flexible (expense) budget are:

1. Determine the relevant range over which activity is etgxbto fluctuate during the
coming period.

2. Analyze costs that will be incurred over the relevange in terms of determining
cost behavior patterns (variable, fixed, or mixed).

3. Separate costs by behavior, determining the formulaaioakie and mixed costs.

4. Using the formula for the variable portion of the spgirepare a budget showing

what costs will be incurred at various points throughbetrelevant range.



Due to uncertainties inherent in planning, three forecaaisbe projected: one at an optimistic
level, one at a pessimistic or extremely conservagivel, and one at a balanced, in-between
level.

Operating and Financial Budgets

The operating budget deals with the costs for merchandiservices produced. The financial
budget examines the expected assets, liabilities, and stdekdiequity of the business. It is
needed to see the company’s financial health.

Cash Budget

The cash budget is for cash planning and control. It pesepected cash inflow and outflow
for a designated time period. The cash budget helps maragkeep cash balances in
reasonable relationship to its needs and aids in avoidiegash and possible cash shortages.
The cash budget typically consists of four major sestio

1. receipts section, which is the beginning cash balance,ccdiections from
customers, and other receipts,

2. disbursement section comprised of all cash payments hygolerpose,

3. cash surplus or deficit section showing the differdret@een cash receipts and cash
payments, and

4. financing section providing a detailed account of the bongsvand repayments

expected during the period.

Capital Expenditure Budget

The capital expenditure budget is a listing of importangtterm projects to be undertaken and
capital (fixed assets such as plant and equipment) aodyéred. The estimated cost of the
project and the timing of the capital expenditures arenenated along with how the capital
assets are to be financed. The budgeting period is typfoaltiiree to ten years. There may be a
capital projects committee solely created for this puepasich is typically separate from the
budget committee.

The capital expenditures budget often classifies individugécts by objective such as
with the following:

. Expansion and enhancement of existing product lines
. Cost reduction and replacement

. Development of new products

. Health and safety expenditures.

The lack of funds may prevent attractive potential prejécim being approved.

An approval of a capital project typically means appt@{f the project in principle.
However, final approval is not automatic. To obtain fimaproval, a special authorization
request is prepared for the project, spelling out the proposare detail. The authorization
requests may be approved at various managerial levels degenudin their nature and dollar
magnitude.



Program Budget

Programming is deciding on the programs to be funded andvwyrtuch. A common
application of program budgets is to product lines. Theaa sllocation of resources to
accomplish a specific objective with a review of ergtand new programs. Some suitable
program activities include research and development, magketaining, preventive
maintenance, engineering, and public relations. Funds aryusiiecated based on cost
effectiveness. In budget negotiations, proposed budgegame$ should be explained and
justified. The program budget typically cannot be useddatrol purposes because the costs
shown cannot ordinarily be related to the responsibilitfespecific individuals.

Incremental Budget
Incremental budgeting looks at the increase in the buddetms of dollars or percentages
without considering the whole accumulated body of thegbtid

There are also self-contained, self-justified increimei projects. Each one specifies
resource utilization and expected benefits. A project lbeasegregated into one or more
increments. There are additional increments to comfiletproject. Manpower and resources
are assigned to each increment.

Add-On Budget

An add-on budget is one in which previous years’ budgets armaiegd and adjusted for current
information such as inflation and employee raises. &jas added to the budget to satisfy the
new requirements. With add-on, there is no incentiveefficiency, but competition forces one
to look for new, better ways of doing things. For examigtemica Imaging U.S.A. has combined
add-on with zero-based review.

Supplemental Budget
Supplemental budgets provide additional funding for an aremciatied in the regular budget.

Bracket Budget

A bracket budget is a contingency plan where costs ajecped at higher and lower levels than
the base amount. Sales are then forecasted forltheds. The purpose of this is that if the base
budget and the resulting sales forecast is not achigwetacket budget provides management
with a sense of earnings impact and a contingency expé&rse®pcontingency budget may be
appropriate when there are downside risks that shoulthheqa for such as a sharp drop in
revenue.

Stretch Budget

A stretch budget may be considered a contingency budgeé aptimistic side. It is typically
only confined to sales and marketing projections that arehtpan estimates. It is rarely
applied to expenses. Stretch targets may be held informahgut making operating units
accountable for them. Alternatively, stretch targedy e official estimates for sales/marketing
personnel. Expenses may be estimated at the standard balgetarget.

Strategic Budget
Strategic budgeting integrates strategic planning and budgetitigplcdt is effective under
conditions of uncertainty and instability.



Activity-Based Budget
Activity-based budgeting budgets costs for individual actwitie

Target Budget

A target budget is a plan in which categoriemajor expenditureare matched toompany
goals.The emphasis is on formulating methods of projectifutb move the company forward.
There must be strict justification for large dollarsl @pecial project requests.

Continuous Budget

A continuous (rolling) budget is one that is revised oegalar (continuous) basis. Typically, a
company extends such a budget for another month or guagecardance with new data as the
current month or quarter ends. For example, if the buddet L2 months, a budget for the next
12 months will be available continuously as each month.ends

THE BUDGETARY PROCESS

A sound budget process communicates organizational goatsatalaresources, provides
feedback, and motivates employees. The budgetary prsilveskl be standardized by using
budget manuals, budget forms, and formal procedures. Softragram Evaluation and
Review Technique (PERT), and Gantt facilitate the budgetiogegss and preparation. The
timetable for the budget must be kept. If the budget isigh“job,” unrealistic targets may be set.

The budget process used by a company should suit its neaxs)digtent with its
organizational structure, and take into account human resaurhe budgetary process
establishes goals and policies, formulates limits, enat®eg resource needs, examines specific
requirements, provides flexibility, incorporates assuomgt and considers constraints. The
budgeting process should take into account a careful aakljhe current status of the com-
pany. The process takes longer as the complexity off@eatons increase. A budget is based
on past experience plus a change in light of the scuamvironment.

The steps in the budgeting process are:

Setting objectives.

Analyzing available resources.

Negotiating to estimate budget components.
Coordinating and reviewing components.
Obtaining final approval.

Distributing the approved budget.
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A budget committee should review budget estimates from s=ginent, make
recommendations, revise budgeted figures as needed, and appdBagpprove of the budget.
The committee should be available for advice if a prolaeses in gathering financial data. The
committee can also reconcile diverse interests of byatgptarers and users.

The success of the budgeting process requires the cooperbdll levels within the
organization. For example, without top management otatipg management support, the



budget will fail. Those involved in budgeting must be propedined and guided in the
objectives, benefits, steps, and procedures. There shewadequate supervision.

The preparation of a comprehensive budget usually beginsheitticipated volume of
sales or services, which is a crucial factor that deters the level of activity for a period. In
other cases, factory capacity, the supply of labor,@atkilability of raw materials could be the
limiting factor to sales. After sales are forecasbdpiction costs and operating expenses can be
estimated. The budgeting period varies with the type ohbasj but it should be long enough to
include complete cycles of season, production, inventonpuar, and financial activities. Other
considerations are product or service to be rendered andt@guequirements.

The budget guidelines prepared by top management are passecomygh tsuccessive
levels in the company. Managers at each level may makgoaddand provide greater detail for
subordinates. The managers at each level prepareathe fpt items under their control. For
example, Philip Morris formulates departmental budgetsdch functional area.

The budgeting process will forewarn management of possibldgms that may arise.
By knowing the problems, solutions may be formulatext.dxample, at the valleys in cash flow,
a shortage of cash may occur. By knowing this in advanaeagement may arrange for a short-
term loan for the financing need rather than face a suiittiarcing crisis. In a similar vein,
planning allows for a smooth manufacturing schedule tatriesboth lower production costs
and lower inventory levels. It avoids a crisis situatiequiring overtime or high transportation
charges to receive supplies ordered on a “rush basistioWiproper planning cyclical product
demand needs may arise straining resources and capasturRes include material, labor, and
storage.

Bottom-Up vs. Top-Down

A budget plans for future business actions. Managers @gfarticipative bottom-up approach
to an authoritative top-down approach. The bottom-up migbegins at the bottom or operating
(departmental) level based on the objectives of the sefgrHowever, operating levels must
satisfy the overall company goals. There are estinedtesmponent activities such as product
line by department. Each department prepares its own budge litef integrated intthe
master budget.

Managers are more motivated to achieve budgeted goalstiMheare involved in budget
preparation. A broad level of participation usuallydketo greater support for the budget and the
entity as a whole, as well as greater understandindpatf is to be accomplished. Advantages of a
participative budget include greater accuracy of budgjetaes. Managers with immediate
operational responsibility for activities have a battaterstanding of what results can be achieved
and at what costs. Also, mangers cannot blame unieglstls as and excuse for not achieving
budget expectations when they have helped to est#ilisb goals. Despite the involvement of
lower-level managers, top management must still paatieiin the budget process to insure that the
combined goals of the various departments are censisith profitability objectives of the
company.

The goals may include growth rates, manpower needs, minnewim on investment,
and pricing. In effect, departmental budgets are used to deteth@ organizational budget. The
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budget is reviewed, adjusted if necessary, and approvedhahigher level. The bottom-up
approach would forecast sales by product or other catageryby company sales, and then by
market share. The bottom-up method may be used to indreageeling of unit-level ownership
in the budget. Disadvantages are the time-consuming réroes participative input, and the
fact that some company objectives may be neglected bgtomeunits. Bottom-up does not
allow for control of the process, and the resulting budgltely to be unbalanced with regard to
the relationship of expenses to revenue.

Typical questions to answer when preparing a bottom-up badeget
What are the expected promotional and travel expensésef@oming period? What staff
requirements will be needed? What are the expected faisthe coming year? How much
supplies will be needed?

This approach is particularly necessary when respoitgibilit managers are expected to
be very innovative. Unit managers know what must be acthjevieere the opportunities are,
what problem areas must be resolved, and where resounseédemallocated.

In the top-down approach, a central corporate staléuthe CEO or President
determines overall company objectives and strategiesyeaties resource constraints, considers
competition, prepares the budget, and makes allocationsadédaent considers the competitive
and economic environment. Top management knows the corspalmgctives, strategies, re-
sources, strengths, and weaknesses. Departmental wgefctfiow from the action plans.

Top-down is commonly used in long-range planning. A top-dapproach is needed for
a company having significant interdependence among operatitsgt@ enhance coordination.
The top-down approach would forecast first sales baseoh @xamination of the economy, then
the company’s share of the market and the company’s saéshen would proceed to a
forecast of sales by products or other category. A tomdpproach may be needed when
business unit managers must be given specific perfosr@njectives due to a crisis situation,
and when close coordination is required between busindss ki possible that the sum of the
unit budgets would not meet corporate expectations. If umagexs develop budgets
independently of other units, there are inconsistencigsiassumptions used by different units.

A disadvantage with this approach is that central staff not have all the knowledge
needed to prepare the budget within every segment of theizagan. Managers at the
operating levels are more knowledgeable and familiar \wéhsegment’s operations. Managers
will not support or commit to a budget they were not ingdin preparing, which will cause a
motivational problem. Further, the top-down approachestifreativity. A budget needs input
from affected managers but top management knows thalbpiture.

A combination of the bottom-up and top-down approachesheappropriate in certain
cases. Some large companies may use an integratiba ofethods. For example, Konica
Imaging uses a method when it best fits. The companyauked. There is direction supplied
from the top and action plans developed by senior manageBeah department must then de-
termine how it will actually implement the action, sffieally looking at the resources and
expenditures required. This is the quantification of ttt®@a plans into dollars. It is then
reviewed to see if it achieves the desired resultsddés not, it will be kicked back until it is
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brought in line with the desired outcomes. The what, whg,vehen is specified from the top,
and the how and who is specified from the bottom.

As an example of the budgeting process, Power Cord and Calperation (PCCC)
uses a comprehensive or master budget to summarize thevebgdall its subunits such as
Sales, Production, Marketing, Administrative, Purchasimyf@nance. Just as all organizations,
PCCC uses a master budget as a blue print for planned operat® particular time period.

BUDGET COORDINATION

There should be one person responsible for centralaattot over the budget who must work
closely with general management and department hedolsddet is a quantitative plan of action
that aids in coordination and implementation. The budgetmunicates objectives to all the
departments within the company. A budget is a tool of topag@ment to coordinate corporate
activities to subordinate departments with each otherblitiget presents upper management
with coordinated and summarized data as to the finaranafications of plans and actions of
various departments and units within the company.

Budgets are usually established for all departments and segjarents in the company.
The budget must be comprehensive including all inter-relateartheents. The budget process
should receive input from all departments so there isduaation within the firm. For example,
operations will improve when marketing, purchasing, pembm@amd finance departments
cooperate.

Coordination is obtaining and organizing the needed persemepment, and materials
to carry out the business. A budget aids in coordinationdeetweparate activity units to ensure
that all parts of the company are in balance with edler and know how they fit in. It discloses
weaknesses in the organizational structure. The budget aoicates to staff what is expected of
them. It allows for a consensus of ideas, strategmsdamection.

The interdependencies between departments and activitiedencsnsidered. For
example, the sales manager depends on sufficient uniteqao in the production department.
Production depends on how many units can be sold. Most bealypebnents are affected by
other components. For example, most components aretetphy expected sales volume and
inventory levels, while purchases are based on expeabeldgiion and raw material inventories.

A budget allows for directing and control. Directing is sus#ng the activities to assure
they are carried out in an effective and efficient negiwithin time and cost constraints.
Controlling is measuring the progress of resources andmp@kto accomplish a desired
objective. A comparison is made between actual resndsbudgeting estimates to identify
problems needing attention.

In summation, the budget must consider the requireméetsct department or function,
and the relationship that departments or functions watveother departments and functions.
Activities and resources have to be coordinated.

DEPARTMENTAL BUDGETING
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All department managers within a company must accurdetrmine their future costs and
must plan activities to accomplish corporate objectiepartmental supervisors must have a
significant input into budgeting costs and revenues singeatigedirectly involved with the
activity and have the best knowledge of it. Managers exestnine whether their budgetary
assumptions and estimates are reasonable. Budget lrgatd match manager responsibilities.
At the departmental level, the budget considers the eegh@adrk output and translates it into
estimated future costs.

Budgets are needed for each department. The sales deparustrfibrecast future sales
volume of each product or service as well as the sqdliing. It will probably budget revenue by
sales territory and customer. It will also budget casth s wages, promotion and
entertainment, and travel. The production department estishate future costs to produce the
product or service and the cost per unit. The production geamaay have to budget work
during the manufacturing activity so the work flow contmsenoothly. The purchasing
department will budget units and dollar purchases. There maybbeakdown by supplier. There
will be a cost budget for salaries, supplies, rent, arahsd he stores department will budget its
costs for holding inventory. There may be a breakdowsraducts into categories. The finance
department must estimate how much money will be redeine where it will be spent to
determine cash adequacy. An illustrative budget showing uevand expense by product line
appears in Exhibit 2

ACTUAL COSTS VS. BUDGET COSTS

A budget provides an “early warning” of impending problems. ffectiveness of a budget
depends on how sound and accurate the estimates angamhag must take all factors into
account in a realistic way. The budget figures may becurate because of such factors as
economic problems, political unrest, competitive shifthe industry, introduction of new
products, and regulatory changes.

At the beginning of the period, the budget is a plan. Aetiteof the period, the budget is
a control instrument to assist management in measusipgiformance against plan so as to
improve future performance. Budgeted revenue and costs apaudto actual revenue and
costs to determine variances. A determination has todoe whether the variances are control-
lable or uncontrollable. If controllable, the partiesp@nsible must be identified. Corrective
action must be taken to correct any problems.

EXHIBIT 2
STATEMENT OF REVENUE AND EXPENSE BY PRODUCT
FOR THE YEAR ENDED 20X2
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All Products Product Line

Percentage Percentage Percentage Percentage
of X of Y of z of
Description Amount Net sales Amount Netsales Amount Netsales Amount Net Sales

Gross revenue
Less: Sales returns and allowances
Net revenue
Less: Variable cost of sales
Manufacturing contribution margin
Direct distribution costs
Variable
Fixed
Semi-direct distribution
Variable costs
Contribution margin
Continuing costs
Fixed overhead
Other indirect costs
Total
Income before taxes
Less: Taxes
Net income

A comparison should be made between actual costsuatl activity to budgeted costs at
actual activity. In this way, there is a common bassomparison. The percentage and dollar
difference between the budget and actual figures shoulddvens A typical performance report
for a division appears in Exhibit 3

EXHIBIT 3
XYZ COMPANY
DIVISIONAL PERFORMANCE EVALUATION
DECEMBER 31, 20X2

Over Over
Net Sales (Under) Net Income (Under)
Division Actual Expected Plan Actual Expected Plan
A $2000 $4000 $(2000) $1000 $800 $200
B 3000 5000 (2000) 700 600 100
C 5000 6000 (1000) 600 1000 (400)
Total $10,000 $15,000 ($5,000) $2,300 $2,400  $(100)

Authorized variances in cost budgets allow for an in@@ashe initial budget for
unfavorable variances. This may result from unexpectepkwareases, prices of raw materials,
and so on. Allowance is given for cost excessesanadnager can justify.

BUDGET REVISION

A budget should be regularly monitored. A budget should beeevwis make it accurate during
the period because of error, feedback, new data, efgangnditions (e.g., economic, political,
corporate), or modification of the company’s plan. Haraaror is more likely when the budget
is large and complex. A change in conditions will egbly affect the sales forecast and resulting
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cost estimates. Revisions are more common in velmdlustries. The budget revision applies to
the remainder of the accounting period.

A company may “roll a budget” which is continuous budgetingafoadditional
incremental period at the end of the reporting period.nBwe period is added to the remaining
periods to form the new budget. Continuous budgets reinfortant planning, consider past
information, and take into account emerging conditions.

BUDGET WEAKNESSES
The signs of budget weaknesses must be spotted so treitiseraction may be taken. Such
signs include:

* Managerial goals are off target or unrealistic.

* There is management indecisiveness.

e The budget takes too long to prepare.

» Budget preparers are unfamiliar with the operations being butlgatedo not seek such
information. Budget preparers should visit the actual ojp@asfirst hand.

« Budget preparers do not keep current.

* The budget is prepared using different methods each year.

e There is a lack of raw information going into the budgepiracess.

e There is a lack of communication between those inbindudgeting and operating
personnel.

* The budget is formulated without input from those affetied. This will likely result in
budgeting errors. Further, budget preparers do not go intiptrations field.

 Managers do not know how their budget allowances havedssggned nor what the
components of their charges are. If managers do not uadérste information, they will
not properly perform their functions.

« The budget document is excessively long, confusing, or filidd wnmnecessary
information. There may be inadequate narrative dagxpé@in the numbers.

e Managers are ignoring their budgets because they appeablenasd unrealistic.

* Managers feel they are not getting anything out of the byztgeess. There are
excessively frequent changes in the budget.

« Significant unfavorable variances are not investigateccamécted. These variances
may also not be considered in deriving budgeted figures farpeeod. Further, a large
variance between actual and budgeted figures, eitheieositnegative, that repeatedly
occurs is an indicator of poor budgeting. Perhaps the budggteddiwere unrealistic.
Another problem is that after variances are idemtjfieis too late to correct their causes.
Further, variance reporting may be too infrequent.

e There is a mismatching of products or services.

BUDGETARY CONTROL AND AUDIT

As was discussed previously, the budget is a major catéxate for revenue, costs, and
operations. The purpose is to increase profitability and eedosts, or to meet other corporate
objectives as quickly as possible. Budgetary control nsoylze related to nonfinancial activities
such as the life cycle of the product or seasonalityillAstrative budget control report is shown
in Exhibit 4.
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A budget audit should be undertaken to determine the cassctf the budgeted figures.
Was there a proper evaluation of costs? Were all gudtsled that should have been? What are the
cost trends? Are budgeted figures too tight or too loosebédgeted figures properly supported by
documentation? A budget audit appraises budgeting techngoesdures, manager attitudes, and
effectiveness. The major aspects of the budgeting gsdw@eve to be examined.

EXHIBIT 4
BUDGET CONTROL REPORT

l. Budget Savings

One-year Savings Amount:

Two- to Five-Year Savings Amount:
More Than Five-Year Savings Amount:
Savings Description:

. Budget impact

Reduction in Current Year Budget
Budget Account
Budget Amount

Budget Adjustment Not Needed

1. Budget Participants
Management: Names: Job Description:
Employees: Names: Job Description

V. Management Incentives:

V. Employee Awards
Prepared By:
Reviewed By:
Approved By:

Exhibit 5 depicts the control process in budgeting.

EXHIBIT 5
BUDGETING CONTROL PROCESS
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COMPUTER APPLICATIONS
A computer should be used to make quick and accurate caltislakieep track of projects
instantly, and make proper comparisons.

With the use of a spreadsheet program, budgeting can basiaaceffective tool to
evaluate "what-if" scenarios. This way the manageuld be able to move toward finding the
best course of action among various alternatives thraogHation. If the manager does not
like the result, he or she may alter the conteradlaecision and planning set. There also exist
specialized software that is solely devoted to budget pagpa and analysis.

MOTIVATION

Budgets can be used to affect employee attitudes and penfogniBudgets should be
participative including participation by those to be atfelcoy them. Further, lower level
employees are on the operating line every day so tieeguate knowledgeable. Their input is
needed. Budgets can be used to motivate because partisipmternalize the budget goals as
their own since they participated in their developmbriormation should be interchanged
among budget participants. An imposed budget will havegativeeffect upon motivation.
Further, there is a correlation between task difficalid loss of control to negative attitudes.

A budget is a motivational and challenging tool if it ihtigout attainable. It has to be
realistic. If the budget is too tight, it results in frustration dese managers will give up and not
try to achieve the unrealistic targets. If it is too lgasanmplacency will arise and workers may
“goof off.”

The best way to set budget targets is with a probabiliaggbievement by most managers
80 percent-90 percent of the time. Performance abovartet tevel should be supplemented
with incentives including bonuses, promotion, and additioesponsibility.
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ADVANTAGES AND DISADVANTAGES OF BUDGETS
Budgeting involves cost and time to prepare. The benefitaddeting must outweigh the
drawbacks. A budget can be advantageous because it ddeidwing:

* Links objectives and resources.

* Communicates to managers what is expected of them. Alnepne in communication
and working relationships are identified. Resources and ssgaints are identified.

» Establishes guidelines in the form of a “road map” taeed in the right direction.

* Improves managerial decision-making because emphasidusuna events and
associated opportunities.

e Encourages delegation of responsibility and enables mantgfercus more on the
specifics of their plans and how realistic the planres and how such plans may be
effectively achieved.

* Provides an accurate analytical technique.

* Provides better management of subordinates. For exaamplanager can use the budget
to encourage salespeople to consider their clientdtangiterm strategic terms.

» Fosters careful study before making decisions.

* Helps management become aware of the problems fadedvér levels within the
organization. It promotes labor relations.

» Allows for thinking how to make operations and resouraese productive, efficient,
competitive, and profitable. It leads to cost reduction.

* Allows management to monitor, control, and direct agigiwithin the company.
Performance standards act as incentives to perfonra eftectively.

« Points out deviations between budget and actual resultmgrining signals for changes
or alterations.

« Helps identify on a timely basis weaknesses in tigamizational structure. There is early
notice of dangers or departures from forecasts. Theuflation and administration of
budgets pinpoints communication weaknesses, assigns risitgnand improves
working relationships.

* Provides management with foresight into potentialcsguations so alternative plans
may be instituted.

* Provides early signals of upcoming threats and opportsnitie

e Aids coordination between departments to attain effagieand productivity. There is an
interlocking within the business organization. For exarntipdeproduction department
will manufacture based upon the sales department’s atiécl sales volume. The
purchasing department will buy raw materials based opribduction department’s
expected production volume. The personnel department vallohilay off workers based
on anticipated production levels. Executives are forcedmnsider relationships among
individual operations and the company as a whole.

* Provides a motivational devise setting a standard fptames to achieve.

* Measures of self-evaluation.

* Management can make distasteful decisions and “blaorethe budget.”

The disadvantages of a budget are:
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« A budget promotes “gamesmanship” in that those managersigiidicantly inflate
requests, knowing they will be reduced, are in effect r@@caby getting what they
probably wanted already.

« A budget may reward managers who set modest goals andzpdhake who set
ambitious goals that are missed.

e There is judgment and subjectivity in the budgeting process.

* Managers may consider budgets as redirecting their fleyibol adjust to changing
conditions.

* A budget does not consider quality and customer service.

CONCLUSION

A budget should be based on norms and standards. The budgdtishcoordinated, integrated,
organized, systematic, clear, and comprehensive to acsbnoptimal results. The budget
preparation, review, and evaluation process must bet&edi An orderly budgeting process
will result in less cost, more man-hours, and minatian of conflict and turmoil. It will require
less revision at a later date. Input-output relationsimpst also be considered. The budget aids
in anticipating problems before they become critichbr&term budgets should be used for
businesses subject to rapid change. It is a tool for plannthfpam “what if” analysis. It aids in
identifying the best course of action.

As it is in the computer world—garbage in, garbage out—isonitth budgeting. If
forecasts are inaccurate so will be the projecticag)lting in bad management decisions to the
detriment of the firm. A manager must be cautious wimayaing past experience. Unforeseen
circumstances such as economic downturns and future nmoesd&ave direct inputs on present
operations. A manager deviating from a budget target mp#iexvhy and, of course, is on the
defensive. Without proper justification, the manager tagismissed.

The failure to budget may result in conflicting and caditt®ry plans as well as in
wasting corporate resources. Budget slack should be avaideithinized. Budget slack is the
underestimation of revenues and the overestimatiorpEreses. Budgets should be revised as
circumstances materially change. A manager who hasmemility to meet a budget should also
have the authorization to use corporate resourcextorguish that budget. There should be
priorities established for the allocation of scarceueses. Budgets may include supplementary
information such as break-even analysis by departrogmtroduct, and for overall operations.

It is important to avoid the situation in which a mandgets he or she must spend the
entire budget or else lose funding in the next period.dgars should not be motivated to spend
the entire budget. Rather, cost savings should be readinddhose responsible should be
recognized such as through cash bonuses or nonmonetadsqea., trophy, medals). Budget
savers should be protected in the funding for future budgets.

Budgets should not be arbitrarily cut across-the-board.misresult in disastrous

consequences in certain programs. If budget reductiomeaessary, determine exactly where
and by how much.
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CHAPTER 2
STRATEGIC PLANNING AND BUDGETING

LEARNING OBJECTIVES
After reading this chapter, you should be able to:

« Define what is meant by budgeting

* Explain how strategic planning and budgeting are linked together
* Prepare a checklist for a budgeting system

e Distinguish between short-term and long-term plans

» List the types of plans and explain each.

Although planning differs among companies, it is the diveadf the company over a period of
time to accomplish a desired result. Planning should lioktgbrm, intermediate-term, and
long-term goals. The objective is to make the best ugeafompanies’ available resources over
the long term. Budgeting is simply one portion of thenplehe annual plan may be based on the
long-term plan. The annual budget should be consistenttingtlong-term goals of the business.
There should be a climate conducive to planning and frieetiyionships. An objective of
planning is to improve profitability. Plans are interretate

In planning, management selects long-term and short-teafa gond draws up plans to
accomplish those goals. Planning is more important ig-fon management. The objectives of a
plan must be continually appraised in terms of degf@eeamplishment and how long it takes
to implement. There should be feedback as to the planig¢ss. It is best to concentrate on
accomplishing fewer targets so proper attention willisergto them. Objectives must be
specific and measurable. For example, a target to ireszdss by 20 percent is definite and
specific. The manager can measure quantitatively the ggegoward meeting this target.

The plan is the set of details implementing the stpyat The plan of execution is typically
explained in sequential steps including costs and timingaid step. Deadlines are set.

The planning function includes all managerial activities tit&nately enable an
organization to achieve its goals. Because every orgamzag¢ieds to set and achieve goals,
planning is often called the first function of managemaAnthe highest levels of business,
planning involves establishing company strategies, that istrdigting how the resources of the
business will be used to reach its objective. Planningimedves the establishment of policies,
l.e., the day-to-day guidelines used by managers to accortipislobjectives. The elements of
a plan include objectives, performance standards, appodigatformance, action plan, and
financial figures.

All management levels should be involved in preparing budgbtse should be a
budget for each responsibility center. Responsibility migé#ar areas should be assigned for
planning to specific personnel. At Adolph Coors Company, planeinggoing, encouraging
managers to assume active roles in the organization.

19



A plan is a predetermined action course. Planning has sdewrthe organizational
structure, taking into account authority and responsibHtgnning is determining what should
be done, how it should be done, and when it should be dbeeplan should specify the nature
of the problems, reasons for them, constraints, cts)teharacteristics, category, alternative
ways of accomplishing objectives, and listing of informatiequired. Planning objectives
include quantity and quality of products and services, as welt@vth opportunities.

A plan is a detailed outline of activities to meet desstategies to accomplish goals.
Such goals must be realistic. Planning requires analfdie situation. The plan should specify
the evaluative criteria and measurement methods. Bouenggions of a plan must be specified
and appraised as to whether they are reasonable. Theidinafifects of alternative strategies
should be noted. Planning should allow for creativity. Planmnglves analyzing the strengths
and weaknesses of the company and each segment tiRta@ining is needed of allocating
human resources to organizational units and programs.

Long-term plans should consider new opportunities, compgtitesources (equipment,
machinery, manpower), diversification, expansion, firrstrength, and flexibility. In
planning, consideration has to be given to noncyclicalirences, such as new product or
service introduction, modification in manufacturing preess and discontinuance of a product
or service. Strategic budgeting is a form of long-rgrgening based on identifying and specifying
organizational goals and objectives. The strengthsvea#inesses of the organization are evaluated
and risk levels are assessed. The influences of emanaal factors are forecast to derive the best
strategy for reaching the organization’s objectives.

Several planning assumptions should be made at thenbegof the budget process. Some
of these assumptions are internal factors; othersxéeenal to the company. External factors
include general economic conditions and their expected tgovernmental regulatory measures,
the labor market in the locale of the company’s faedjtand activities of competitors, including the
effects of mergers.

Planning is facilitated when the business is stable. Fonpbe, a company with a few
products or services operating in stable markets can piter tean one with many diverse
products operating in volatile markets. Planning should takexogount industry and competing
company conditions.

A description of products, facilities, resources, andketarshould be noted. The
emphasis should be on better use of resources includisgcphfacilities and personnel.
In summation, a plan is a detailed outline of activitied strategies to satisfy a long-term
objective. An objective is a quantifiable target. The dibje is derived from an evaluation of the
situation. A diagram of the strategic planning process appedxhibit 1.
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EXHIBIT 1
STRATEGIC PLANNING PROCESS
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BUDGETING

Budgeting is a form of planning and policy development consigeesource constraints. It is a
profit planning mechanism ands may look at “what-if scesaBudgets are detailed and
communicate to subunits what is expected of them. Budgematmn should be provided by
those responsible for expenditures and revenue. Planningdi®by the smallest practical
segment. Budgeting is worthwhile if its use makes thepamy more profitable than without it.

Budgets are quantitative expressions of the yearly praiit @hd measure progress
during the period. The shorter the budgeting period, the retable. A cumulative budget may
drop the prior month and add the next month.

Probabilities may be used in budgeting. Of course, thepgaotabbilities must add up to 100%.

EXAMPLE 1
The sales manager assigns the following probabilitiespected sales for the year:
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Probability Expected Sales Probable Sales

50% $3,000,000 $1,500,000
30% 2,000,000 600,000
20% 4,000,000 800,000

100% $2,900,000

The probabilities are based on the manager's besh@rdg The probabilities may be
expressed in either quantitative (percentages) or relkatiues (high or low probability of
something happening).

A typical department budget appears in Exhibit 2. A typbaicklist for the budgeting
system appears in Exhibit 3.

EXHIBIT 2
XYZ COMPANY DEPARTMENT BUDGET REPORT

Department
Department Over or Under

Administrator. Dollar Amount Current Cumulative | Percent Realized | Moving Average
Classification Budget Actual Month to Date Current Month | Current Prior

Direct Labor
1
2
3
4
5

Total Direct Labor

Indirect Labor
Indirect Salaries
Supervisor Salaries
Cleaning
Holidays and vacations
Idle Time
Other Salaries

Sub-total

Other Department Costs
Operating Supplies
Tools
Telephone
Travel
Consultants
Memberships
Misc. Department Expenses

Sub-total
Total Department Expenses
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EXHIBIT 3
A BUDGETARY CHECKLIST

Who Is Date Date
Schedule Accountable? Required Received

(=Y

. Establish overall goals.
2. Set division and department
objectives.
3. Estimate
a. Capital resource needs.
b. Personnel requirements.
c. Sales to customers.
d. Financial status.
4. Preparation of budgets for:
a. Profitability
b. Revenue
c. Production
Direct material
Direct labor
Factory overhead
d. Marketing budget
Advertising and promotion
Sales personnel and admini-
stration
Distribution
Service and parts
e. Cash budget
f. Budgeted balance sheet
g. Capital facilities budget
h. Research and development budget
5. Prepare individual budgets and the
master budget.
6. Review budgets and prepare required
changes.
7. Prepare monthly performance reports.
8. Determine difference between budget
and actual costs (revenue).
9. Prepare recommendations to improve
future performance.

STRATEGIC PLANNING

Strategic plans are long-term, broad plans ranging fron8D teears, with 5 to 10 years being
most typical. Strategic planning is continuous and lookgevtiee company is going. It is done
by upper management and divisional managers. Most afftirenation used is external to the

company.

The strategic plan is the mission of the company aokklto existing and prospective
products and markets. Strategic plans are designed to ttheecompany’s activities, priorities,
and goals. It tries to position the company so as toraglish opportunities. Strategic goals are
for the long-term considering the internal and exteenaironment, strengths, and weaknesses.
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Strategy is the means by which the company uses itmtdmancial, and human
resources to achieve its objectives. It shows the congpéutyre direction and rationale, and
looks at expected costs and return. Strategic planningasedkeplans to implement policies and
strategies. Risk-taking decisions are made. Strategiebengyplemented at different times.
Strategic planning should take into account the financiatippseconomy, political
environment, social trends, technology, risks, marketsipetition, product line, customer base,
research support, manufacturing capabilities, manpower, grifducycle, and major problems.

Strategic planning is a prerequisite to short-term planningteT$hould be a linkage of
the two. There is considerably more subjectiinty strategic plan than a short-term plan.

The strategic plan is formulated by the chief executffieer and his or her staff. It
considers acquisitions and divestitures. Financial gslimcluding debt position are determined.
It must consider economic, competitive, and industriofac It establishes direction, priorities,
alternatives, and tasks to be performed. The stratdayicis the guideline for each business
segment and is the mechanism of the needed activitetonplish the common goals.

Strategic planning is irregular. Further, strategic planninglenos are unstructured. If a
strategy becomes unworkable, abandon it.

The elements of a strategic plan are:

» The company’s overadibjectivessuch as market position, product leadership, and
employee development.

* Thestrategiemecessary to achieve the objectives such as engagingeim promotion
plan, enhancing research, product and geographical diverisificahd eliminating a
division.

e Thegoalsto be met under the strategy.

« Theprogress-to-dat®f accomplishing the goals. Examples of goals are ,sales
profitability, return on investment, and market pricetotk.

In summation, strategic planning is planning for the comaany whole, not just
combining the separate plans of the respective parts. hestebe a common thread. It looks to
the long-term. It is concerned with the few key dedisithat determine the company’s success
or failure. It provides overall direction. It indicatesw the long-term goals will be achieved. It
Is a mission policy statement. Critical issues musidadt with.

SHORT-TERM PLANS

Short-range plans are typically for one year (althamhe plans are for two years). The plans
examine expected earnings, cash flow, and capital expesslitsinort-term plans may be for a
period within one year, such as a month or week. Shorté&anning relies primarily on internal
information and details tactical objectives. It isistured, fixed, foreseeable, and continually
determinable. The short-term profit plan is based ontthgegic plan. It is concerned with
existing products and markets.
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There should be a short-term profit plan by area of respiity (product, service,
territory, division, department, project, function, aadivity). Short-term plans are usually
expressed on a departmental basis. They include tbeviog plans: sales, manufacturing,
marketing, management (administration), research, amsbdidation (integration).

Short-term planning has more lower-level managers invaivedoviding input. The line
manager is typically involved with short-term ratheaartlong-term plans. In making his short-
term plan, the line manager should consider the compabjéstives and targets outlined in its
long-term plan. The manager’s short-term plan mugfgdahe long-term objectives of the
company.

LONG-TERM PLANS

Long-term planning is usually of a broad, strategic (talftieture to accomplish objectives. A
long-term plan is typically 5-10 years (or more) anckioat the future direction of the company.
It also considers economic, political, and industry daoes. Long-term plans are formulated by
upper management. It deals with products, markets, servimesparations. Long-range
planning enhances sales, profitability, return on investnaga growth. Long-range plans
should be constantly revised as new information beconamhble.

Long-range planning covers all major areas of the businelsgling manufacturing,
marketing, research, finance, engineering, law, accayraimd personnel. Planning for these
areas should be coordinated into a comprehensive platato @rporate objectives.

A long-term plan is a combination of the operating ancgtbgpmental plans. The long-
term plan should specify what is needed, by whom, and viResponsibility should be assigned
to segments. Long-term goals include market share, neletagexpansion, new distribution
channels, cost reduction, capital maintenance, and redudtiisk. The characteristics of sound
long-term objectives include flexibility, motivation, measbility, consistency and
compatibility, adequateness, and flexibility. Long-range plaay be used for growth, market
share, product development, plant expansion, and financing.

Long-range plans are details of accomplishing the stcapdgins. Compared to strategic
planning, long-range planning is closer to planning current opesadf all units of the business.
Long-range planning includes evaluating alternatives, develdipiagcial information,
analyzing activities, allocating resources, product plannirsgket analysis, planning man
power, analyzing finances, research and development plannohgraduction planning.

The time period for a long-term plan depends upon the &agined for product
development, product life cycle, market development, andtcuction of capital facilities.
There are more alternatives available in long-temnglWhen there is greater uncertainty in the
economic and business environment, long-range plans beooneeémportant. However, it is
more difficult to plan long-term than short-term be&akthe greater uncertainties that exist.
An illustrative long-term plan appears in Exhibit 4.
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EXHIBIT 4
LONG-TERM PLAN
Amount

Contract acquisitions —Customer
—Division
—Company
Sales backlog —Customer
—Division
—Company
Total sales

Profit margin

Return on investment

Capital expenditures —Assets
—Leases

TIME PERIOD

The budget period depends upon the objective of the budget amdidbdity of the data. Most
companies budget yearly, month-by-month. For exampleasosal business should use the
natural business year beginning when accounts receivadbliegentory are at their lowest level.

The time period for a plan should be as far as is udéfidpends upon the time to
develop a market, production period, develop raw materiatesuconstruct capital facilities,
product development, and product life cycle. The time pexisal should take into account the
type of industry, reliability of financial data and use tochhihe data will be put, seasonality,
and inventory turnover. Shorter budgeting cycles may beccédr when unpredictable and
unstable events occur during the year. Short-term budge¢sdonsiderably more detail than
long-term budgets.

ADMINISTERING THE PLAN

There should be a committee of senior operating and falagecutives involved in
administering a budget. The administration plan conefgtsiman

resource planning for the various functions to be carri¢d@chnological resource planning,
and organizational planning.

PROFIT PLAN

A profit plan is the premise upon which management claartsction course for the upcoming
year. It is good for planning and control. Alternatives tnlngsevaluated and the profit plan
should be flexible to adjust for contingencies. Profinping includes a study of appraising
profits relative to investment. A profit budget may bedusesupplement a cost budget. Profit
budgets may be by customer, territory, or product.
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The profit plan must set forth selling price, sales n@usales mix, per unit cost,
competition, advertising, research, market potential,e@otiomic conditions. Profit may be
improved through a closer correlation of manufacturingjnge and administrative expense
budgeting to sales and earnings objectives. Cost reductigrapms will lower expenses.

Continuous profit planning is used when planning should be @t shme periods and
where frequent planning is needed. The yearly or quagiEntymay be revised each month.

OPERATIONAL PLAN

The preliminary operational plan is an important pathe strategic plan. It examines the
alternative strategies so as to select the bestldwdinal operational plan is much more

detailed and is the basis to prepare the annual budgets avaluate performance. It also acts as
the basis to integrate and communicate business funclioagoncerned with short-term

activity or functions of the business. The operationah pypically includes: production,
marketing (selling), administration, and finance. It eixa® properly serving product or service
markets.

The operational plan summarizes the major actionrprogand contains the following
information: objective, program description, responsibdsgignments, resource needs (e.g.,
assets, employees), expected costs, time deadlineadbrstage, input needed from other
business segments, and anticipated results.

DEVELOPMENT PLAN

The development plan typically includes research and dewelot, diversification, and
divestment. It relates to developing future products, Gesyior

markets. The development plan mostly applies to newetgand products. Bonuses should be
given for new ideas.

The corporate development plan is concerned with:

« Discovering or creating new products

» Identifying financially lucrative areas and those having grquatential

e Ascertaining what resources are required in terms ofsassanpower, and so on
» Determining the feasibility of expanding operations irgarareas.

CONTINGENCY PLANNING

Contingency planning is anticipating in advance unexpectedmstances, occurrences, and
situations so that there can be a fast responserisisa All possible eventualities should be
considered. Contingency planning involves identifying the passitturrence, ascertaining
warning signs and indicators of a problem, and formulaingsponse.

Contingency planning can be in the form of flexible (kedf budgets. The plan should

be modified if needed to generate the best resultse®eEuld be flexibility in the plan to adjust
to new information and circumstances and to allow ferrd#solution of uncertainties.
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ACTIVITY BUDGET
An activity budget is a revised analysis of a budget shpexpenses at budgeted rates adjusted
to actual production volume.

THE BUDGET PROCESS

In one company the author is familiar with, the FinahBilanning Department issues guidelines
to department managers. The manager then submits his glah¢o Financial Planning. The
plan is returned to the manager if guidelines have not ddkered to. Financial Planning
coordinates the plan from the bottom up. The budget goes tb the supervisory level. The
company also uses program budgeting which involves the adloaztresources.

The budgeting process requires good, timely communicafipper management must make its
budget goals clear to departmental managers. In turmdhagers must explain departmental
operating conditions and limitations.

DEPARTMENTAL BUDGETS

The decision units in the plan must be identified, aedtanpower and dollar support at each
decision unit must be noted. Department managers shaundql specific activities. They
should put their budgets and trends in perspective relatiwther departments in the company,
to competing departmenits other companies, and to industry norms. The manager slsiuld
the problems needing solution or the opportunities to bedudapitalized on.

BUDGET ACCURACY

The accuracy of budget preparation may be determined by cognaatual numbers to budget
numbers in terms of dollars and units. Budget accurdugler when the two figures are closer
to each other. Ratios showing budget accuracy include:

Sales Accuracy = Actual Sales/Budgeted Sales
Cost Accuracy = Actual Cost/Budgeted Cost
Profit Accuracy = Actual Profit/Budgeted Profit

EXAMPLE 2
A manager budgeted sales for $2,000,000 but the actual sale$2)&08,000. This favorable
development might be attributed to one or more of thewmng reasons:

» Deficient planning because past and current informatioe wet properly considered
when the budget was prepared.

* The intentional understatement of expected sales sodahager would look like a hero
when actual sales substantially exceeded the antidigates.

* Higher revenue arising from better economic cond#jo@w product lines, improved
sales promotion, excellent salesperson performanagher reason.

A significant deviation between budget and actual amouatsimdicate poor planning.
Is the planning unrealistic, optimistic, or due to incompieperformance? However, the
problem may be with wasteful spending or inefficient apens.

REPORTS
A typical report for manufacturing cost analysis isspréged in Exhibit 5. Performance reports
are typically issued monthly.
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EXHIBIT 5
MANUFACTURING COST ANALYSIS

Overhead Average

Product  Units Total
Line Produced Material Labor Variable Fixed Cost  Unit Cost  Selling Price Gross Margin

BUDGET REVISION

A budget should be revised when it no longer acts as al pda&funing and control device.
Budgets should be revised when a major change in processgsrations occur, or when there
are significant changes in salary rates. For examapl@itional competitors may enter the market
with a product that sells at a lower price and is a gobdtgute for the company’s product. This
may make meeting the budgeted market share and saledyurfikeanagement recognizes that
even with increased promotional expenditures, budgeted asd not realistic, all budgets
affected should be revised. These revisions are prefdmbieng unattainable budgets. Budgets
that are repeatedly revised are more informative astaoteneasure. For a one year budget,
budget estimates may be revised quarterly. Budget revisiongdde more frequent in unstable
businesses.

PERFORMANCE MEASURES

Performance measures should also be directed atvike llevels in terms of each employee.
Specific task performance should be measured. Employ&®mpance may be measured by
computing revenue per employee, man-hours per employg@raduction volume to man-
hours.

CONTROL AND ANALYSIS

Control is important in budgeting. Budget figures may be lddebdor reasonableness by looking
at relationships. The budgeted costs must be directlydipthnned production output. The
manager must be able to strongly defend his initial budmetef and to obtain needed facts.
Budget comparisons may be made by current year montsttgelar month, current year quarter
to last year quarter, and cumulative year-to-date. Apawison is therefore made to similar time
periods.

Costs should be examined by responsibility. Cost reductidifféesent from cost control.
Cost reduction attempts to lower costs by improving manufagtunethods and procedures,
work assignments, and product or service quality. Costaantiudes cost reduction. Cost
control attempts to obtain cost objectives within theragi@nal setting. Value analysis is an
evaluation of cost components in an operation so asrtionize them ~o0 achieve higher profits.
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Compare the company’s segments to similar segmentsmpeting companies.
Variations from the plan should be studied and controlied.integrated (consolidated) plan is
usually prepared yearly. A change in one department’svalalikely affect another
department’s plan.
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CHAPTER 3
PROFIT PLANNING: TARGETING AND REACHING ACHIEVABLE  GOALS

LEARNING OBJECTIVES
After reading this chapter, you should be able to:

* Define profit planning

* Explain the basic principles of profit planning

* Identify the objectives of profit planning

« Describe the role of managers in achieving profit targets
» Give a few real-life illustrations of profit planning

In profit planning we must determine the strategy, whicmesaf several ways to reach a goal.
But we must also determine the objective which is thgetasr position that can be quantified,
and that is developed from analysis of the situationestgmt and future. And finally we must
see what is needed to implement the plan.

Profits are planned, they just do not happen. Profit ptgninvolves setting realistic and
attainable profit objectives and targets, and then adgshmy them. The profit plan must
consider the organization structure, product line (e.g., «jate, obsolete), services rendered,
selling prices, sales volume, costs (manufacturing anchtipg expenses), market share,
territories, skill of labor force, sources of supmgponomic conditions, political environment,
risk, sales force effectiveness, financial health (eash flow to fund programs), physical
resources and condition), production schedules, humaarees (e.g., number and quality of
employees, training programs, relationship with union), Bistion facilities, growth rate,
technological ability, motivational aspects, publicand so on. Each part of the profit plan must
be evaluated for reasonableness as well as its effeather parts of the plan. Each activity
should be looked at closely to see if it is contributmgrofitability. Trouble spots must be
identified and corrected. Information should be indineplest and clearest form to accomplish
the desired result.

Objectives vary with the organization's type and stdgkevelopment. Broad objectives
should be established at the top and retranslatedna specific terms as they are communicated
downward in a means-end hierarchy. Each subunit magyitsaown specific goals. A conflict
sometimes exists in determining organizational objestitFor example, customer service may be
one objective, but profitability or return on investmamay be a conflicting objective. Thus, the
annual profit plan is usually based on a combinatidmahcial, quantitative, and qualitative
measures.

Profits may be increased by increasing revenue (selling and/or sales volume) and
reducing costs. Profit planning involves cost reduction ssdby eliminating duplication of
work and inconsistencies.

A manager can improve profitability of his or her respbifity unit by:
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* Operating his or her department with the minimum numbenployees. This may
include downsizing through layoffs.

* Reducing operating costs such as using automation and rolootéggdce the cost of
manual labor

* Buy rather than lease when cost beneficial

* Emphasizing previous success. For example, if growtlkedras from product
development, then allocate more funds to R&D.

« Keeping up-to-date

* Using high-technology equipment

» Self construct assets when feasible

e Eliminating useless operations and paper work (e.g., réports

« Being productive and progressive in obtaining efficienciabzable with existing
resources and capabilities

* Improving the reliability of the product and service

« Expanding into new operations and areas so every oppgrisipitirsued

* Improve supplier relationships including negotiating bettming and terms.
Alternative sources of supply may be contracted for vdost-effective.

e Screen new hires for honesty and competence

* Have adequate insurance including business interruption addgitiability

* The profit plan should be in writing, consistently ap@liand contain the following key
elements:

e Statement of objectives

« Parameters of achieving those objectives (e.g., prombiticeducing discretionary costs
such as research and development in the current \g¢do joolster near-term profits but
will have long-term negative effects

* Plans (operating and financial)

* Schedules

* Ways to measure and track performance

* Review procedures

e Mechanism for making needed changes

An operating plan tells how the objective is to be dohlee operating plan provides the
detail procedures to accomplish the goal. For exampleparating plan for a sales manager
may provide for a reduction in selling expenses of 10% by impgosalesperson productivity
through better training, reducing the number of salespeapdeincreasing the number of calls
per salesperson. The financial plan is a budget expr@ssellars that quantifies the operating
plan. Lower-level managers are more involved with opmrat specifics (details) and carrying
out plans than upper-level managers.

Planning should occur on a reasonable time frame, notdustiesidering alternatives
that accomplish the long-term objectives of the manager example, a new product should
undergo "test marketing"” before it is introduced on a ivassale. Further, profit planning for
the next year should begin as early as possible. Itlpeus place by January 1 of that year not
after. However, the plan may be changed as circumstararesnt.

The profit plan may be for one year and multi-ydarg., covering 3 or 5 year periods).
For example, in a 5 year plan, there should be pobjéctives set for each of the years included
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in that plan. A 5 year plan should be the maximum pe®od because the longer the time
horizon the more difficult it is to predict. Further5 gear period would be more practical and
attainable then longer periods. The time period chosaundbake into account the nature and
stability of the business.

Reports should provide the manager with the "right" inédrom needed to make a good
decision. Once that decision has been made, coapofts should show whether that decision
has worked out well and why or why not. Further, the aganshould not procrastinate once he
or she has made a decision. It may be worse noake @ decision. The manager should not
keep changing his or her mind because the employees migowitwhat to think or what
should be done.

The manager must address what is crucial! For examaleerial costs are important to
a manufacturing company but not to a financial servicenbgsi In airlines, passenger revenue
per mile is crucial.  Information has to be given to thght" manager for action. It must
directly relate to his or her operation.

The type of profit plan and its components will diflenong companies depending on
their unique characteristics, features, problems, comditiand requirements. Unfortunately,
profit planning has become more difficult because of commpetthe high cost associated with
introducing new products (e.g., research and developmentt¢, @ducated consumers, and
government regulation.

This chapter discusses establishing and evaluating praf@tsamplanning objectives, role
of managers, plan assumptions and alternatives, mamspensibilities, participation in the
planning process, employee relations, coordination and coroation, scheduling, handling
problems, and analysis and control of the profit plan.

GOAL CONGRUENCE

We must keep in mind goal congruence, which is top managsmewpoint with the lower
level managers' viewpoint. Some of this activity could ledirected if each manager assumes,
as is human, that what is good or better for his resipidtyscenter is good or better for the
company. Therefore, they must reconsider general aoyrgrzals and assumptions as a
background for all planning activity. General goals are ugsoaNious to all concerned and are
the same for all companies. The standard philosophytiSrtizae is better.” That is more sales,
products, fields of activity, profit and return. Most mesises feel that ceasing to grow is
beginning to die.

PROFIT TARGETS

Profit planning sets a target profit which takes into acceupécted sales and costs for next
year, two years, three years, etc. Profit plansdone companies are from 1 to 5 years. The
manager should track on a regular basis the progressating the profit plan so any needed
adjustments may be made to selling effort or costamomient. For example, if the yearly target
is an increase in sales of 20% and in the first quaates iave actually decreased by 2% a
problem is indicated. On the other hand, if the profihglalls for a reduction in yearly costs of
10% and at the end of the second quarter costs have lesrett by 12%, the situation is quite
favorable in not only meeting the objective but also sgipgst.
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A profit target can apply to the individual componentthat profit. For example, a
company which now derives 80% of its earnings from one prodagthave as its profit goal in
three years to derive 40% of its profit from this product @b of its profit from other
products. This may be due to a diversification policy. gbial may be achieved through
developing new products, enhancing existing products, charglvantising and sales
promotion, R&D efforts, and so on.

OBJECTIVES IN THE PROFIT PLAN

An objective states what is going to be done. The obgaotiust be clear, quantifiable,
compatible, practical, strong, realistic, and attainéiude too easy or too difficult). A general
and vague objective is of little value. The objectiveusthdve in writing. Objectives should not
be changed often because otherwise they become measinglerther, objectives must not be
conflicting.

The objective must be definite and specific. For exangn objective of increasing sales
should specifically state by how much, where, and whemay take the following form: "The
divisional objective is to increase sales by 50,000 unipsaxfuct X in territory A for 20x2." The
manager should clearly communicate objectives to suboedinat

Objectives should be established in priority order sohigdt priority items will be given
the greatest attention and emphasis. An examplenarketing department that should give
primary emphasis to the existing, successful productlgesecondary emphasis to unproven,
high-risk new products. Another example is the R&D manadw@ should give first priority to
basic research to improve the existing products and a lewerof priority to research on new
products.

Objectives should be ranked in terms of those havingitteest return. The progress
toward meeting the objective should be measured at regalaodic intervals (e.g., quarterly).
This is needed to see if the original objective is sounablifecorrective steps are immediately
called for.

ROLE OF MANAGERS

Managers want to know what is expected of her so ghencaitor her performance and
accomplish the goals. The manager must know what&laldat's happening, what to do, and
how to do it.

The manager must abandon "sacred cows" to increafiis.pfeor example, a less
expensive raw material may be used to result in costgamwithout sacrificing product quality.
Another example is to lower the quality of a productaeeson costs and reduce the selling price
to attract more business from price-oriented customersordpany that sells only to a few
prestigious accounts that are willing to pay a higher priag produce greater overall profits by
lowering the quality and price to get a huge number of peinsisve accounts. Conversely, the
company may keep its high-priced product as is and develop sew@nd product line of lower
prices with a different label to attract the price@stious consumer. These are all possible
strategies.

The marketing manager may increase profits by increasengething price, increasing
volume, improving quality and service, reducing the time $poad to customer complaints,
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concentrating on high-demand products, modifying geographatidms, having clean facilities,
altering distribution outlets, introducing new productgesegning packaging, attractive styling,
discontinuing unprofitable products, increased personaigetihanging the sales force, and
modifying advertising and sales promotion policy. The mamgananager should determine
how much of each sales dollar goes to meeting marketipgnses. A lower ratio indicates
greater productivity on the part of marketing. The marketnanager should also determine the
ratio of the change in marketing expenses over thetgaaarketing expenses last year to
determine the degree of cost control. The marketing mamaggrkeep abreast of national and
regional marketing trends for products and services.

The marketing manager should rate salespeople in térting pet profitability brought
in. A comparison should be made between the salespeestiual sales relative to the
salesperson's costs to obtain those sales. Othermarfoe measures are dollar sales quota and
the number of orders from existing and new customers.

A sales analysis should be undertaken by the marketimgager. This analysis examines
orders booked, orders backlogged, orders lost by out of stockagedehipments, ratio of
orders billed to orders booked, and aging of orders. A sé#ftag analysis involves the number
of sales calls, number of advertisements and mailmgsper of new customers, market share,
and sales mix.

The production manager may maximize profits by spreadingifaeturing as regularly
as possible over the entire year. This may add statmlityanufacturing and lower costs (e.g.,
eliminate overtime, layoffs vs. rehiring and training). Pheduction manager may also
maximize profits through private labeling for other companitisis would achieve better plant
and machinery utilization, and spread fixed costs over motg. Uifie production manager
should also maintain plant facilities, obtain givelsmafrom employees or not give raises, derive
optimum inventory balances and reduce inventory costgrloaw material costs, and properly
schedule production.

The production manager should use the following factorypp®gnce measures:
capacity in use and units produced, percentage of rejectewndk, yield percentages for direct
materials and purchased parts, and trends in costs afesespecially during new product
learning curve periods.

The purchasing manager can increase profits by properhygtitne purchase of raw
materials, obtaining volume and cash discounts, changppliers to obtain lower prices
assuming reliability in delivery, and inspecting items tsuas quality is being maintained.

The transportation manager can boost profits by scimgddélivery routes to economize
on time lowering mileage cost including fuel and depreciation

The personnel manager can increase profits by institatingcentive plan to improve
dollar revenue per employee and sales volume per wdikesr she should also examine the
ratio of the number of annual terminations to the ayeraumber of employees. The research
director can increase profits by substituting low-cosaponents for high-cost ones without
sacrificing quality or customer acceptance.
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The engineering manager can increase profitability by negube number of diverse
elements in use (e.g., 100) to standardized ones (e.gar2Diinding less cost combinations of
inputs (e.g., materials and labor mix).

The service manager is concerned about the percentadialoiedime, standard and
average billing rate, average cost per hour of emplogs® ind overhead (or markup) rate
required to be applied to labor time. The service marggrrid maintain a system that can
differentiate quickly and accurately among customersdas both the degree of service they
require and the revenues their patronage is likely torgeme

The credit manager can increase profits by reducing bdd deth the collection period
without losing sales.

Because a manager's responsibility is to plan andotostie must be able to effectively
communicate in order to accomplish goals. Communicatiay be written (formal financial
reports, ratios, statistics, narrative), graphical (shalagrams, pictures), and oral (conferences,
group meetings).

ASSUMPTIONS

Profit plans rely on assumptions and projections. Inmpigg, managers will have to make
assumptions in order to predict the future. The assumptoiss be continually updated for new
or changed circumstances. Of course, any revisions rexspeal approval.

A determination should be made whether the assumpmmensealistic. If the
assumptions are not realistic, say for an increaselimg price if there is a high degree of
competition and/or a recession, the basis of the golafit is in doubt. Further, an increase in
selling price may result in a decline in sales volumeitngioverall profits because consumers
will switch to cheaper brands (e.g., away from Philiprhé cigarettes).

ALTERNATIVES

The financial impact of alternatives in the profiuplhave to be considered. Alternative plans
may be made to handle different possibilities suchtethver or not there will be a strike. The
alternative selected should be practical and restitteitnighest profit in conformity with the
manager's goals. What counts is the "bottom-line" andhegbersonal tastes of the manager. For
example, the sales manager may prefer personallyltinseigh direct mail but he or she should
sell through the manufacturer's representatives ifishabre profitable.

The sales manager should try to obtain the mostabddi sales revenue at the minimum
selling cost. Some of the sales manager's options are:

* Modify advertising and sales promotion.

* Change the method of distribution.

* Eliminate unprofitable products.

* Develop new markets and products.

e Combine small orders to make larger orders to reduce
e Transportation charges.

¢ Redesign truck routes to economize on fuel.
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* Change the sales territory.

« Alter the selling price.

» Change credit and collection policies.
* Alter packaging and labeling.

The production manager is responsible for manufacturifigisat quantities to meet
sales needs at the lowest practical cost while maintaquality within a desired time period.
Some options the production manager may consider tolmseet her objectives are:

* Improve the production process and supervision of workers.
* Change the repair and maintenance policy.

* Move production elements (e.g., machinery) or entirditi@si

* Use higher technology equipment.

* Determine the best production run.

* Properly schedule workflow and employee time.

e Synchronize production and inventory levels.

* Reduce fixed costs.

The purchasing manager is responsible for buying matenml supplies at the least cost
but maintaining quality. The purchasing manager has the foljpalternatives to maximize
earnings:

» Carefully inspecting the quality of purchased items.

« Decrease the days elapsed between purchase and delivery.

« Decide on less expensive product substitutes.

* Obtain volume discounts from larger orders.

* Reduce inventory cost by having more frequent deliveries.

* Emphasize standardized (uniform) items rather thanlatade of diverse items.
« Changing suppliers who have proven unreliable.

The personnel manager may improve profits by consiglénia following options:

* Expanding on job training.

* Improving recruitment.

» Establishing merit increases based on performance.

» Selecting the right person for the right job.

» Self-insuring to eliminate insurance premiums such asatthcare.

RESPONSIBILITY

With responsibility must come authority to carry out deeis. Profit planning requires that
managers be held accountable for their results as Btigeg have authority over the items in
question. If responsibility is assigned without autiypthe profit planning system fails and
manager frustration occurs.

Profit planning involves avoiding conflicts which has amegative profit impact on the
business. An example is a sales manager who acceptdesim low-volume sales orders even
though it results in unusually high manufacturing costs$hfe production manager. A solution is
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to make managers jointly responsible for an objedtmat affects both. In other words,
interrelated departments must as a group work to maximize eyrppafit by considering the

net advantage or disadvantage to the business. Therd Sieocallsharing of credit (blame) to the
managers for good (bad) performance that have intexdeddtects. In this way, all managers
will work toward meeting the overall company objectivétowever, each member of the team
must do his or her part.

The manager must determine whether responsibilitynaitagers are each contributing
what they are supposed to in the profit plan. Each wsitager under the manager must
contribute in the expected proportion or degree.

PARTICIPATION

Profit planning involves effort and input by all managers withe business including sales
managers, production managers, distribution coordinatssarch and development managers,
service managers, engineers, financial managers, tnadfiagers, and general business
managers.

Line managers are concerned with operating and exeqléing. Staff managers assist
others in an advisory capacity. In either case, theageer must be able to change and try new
things.

Financial people should spend time with operating perssorihey familiarize
themselves with operations, problems, and requiremdiiits.manager should encourage
financial personnel to discuss with them the naturecaadacteristics of their department'’s or
responsibility unit's operations. In this way, the actawinor financial executive can prepare
meaningful budget information and performance reports #rabe used by managers. The
managers should insist on getting reports, schedulespaend that are useful to their activities.
Otherwise, the information furnished to the manager naye suitable or relevant to his
information needs and will be discarded. Thereforayagars should clearly communicate to
financial managers the type and nature of information tleegl to do their job. Otherwise time
and money has been wasted in the preparation of ussfi@ssation to managers. This also has
the negative effect that managers may waste tined ith accumulating accounting numbers
themselves when they should be spending time on thetimpsraf their segments.

SUBORDINATES
The manager must monitor the performance of subordit@tglich he or she has delegated
responsibilities. However, he or she should giventh@agers latitude in making decisions.

Subordinates should be rewarded (e.g., salary increasgsponuses) based on positive
results achieved to improve divisional profitability. Td@imum pay raise is the minimum pay
increase that will yield the maximum productivity increddanagers who have made bad
decisions that have hurt profitability should be calteddcount for their mistakes. They should
learn from their errors. If too many errors have b@ede, a replacement might be appropriate.

Compensation to subordinates should be competitiveatlidr companies in the

industry. A limit should not be placed on employee sadaotherwise the successful employee
may quit.
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COORDINATION

Line and staff managers should communicate and coopetateaeh other for mutual benefit.
Profit planning is a team effort involving all managers, ame staff, to accomplish the profit
goal. For example, there should be coordination betweesales manager, production
supervisor, purchasing manager, receiving manager, direatogofeering, and quality control
supervisor since interrelationships exist between them.

SCHEDULING

A product introduced should be planned and scheduled. Prodsbbaid be scheduled in the
most economical way. Workers should be available wieexled. Each step should proceed
logically. Profit planning involves delivering products ondisuch as by reducing workers'
absentee rates.

PROBLEMS

The profit plan should consider problems faced by the bssise that ways to counteract those
problems may be formulated. The problems have to be figelptaddressed with solutions, and
profit impacts considered. If the problems cannot bgfied (e.g., uncontrollable by the
company) the adverse effects must also be taken into dccanmexample of a problem is when
a manufacturer may lose some retail accounts bechasenpetitors' price cuts and an existing
poor relationship between the manufacturer and theeetdiecause of delivery delays due to a
strike.

CONTROL, EVALUATION, AND ANALYSIS

A management information system (MIS) includes finanaifirmation that allows the manager
to measure actual results and compare them to targetsfiguig better to analyze variances
more often. For example, quarterly variance analysig be too late to give managers the
opportunity to correct problems. It may be far bettetld a monthly analysis.

A comparison should be made over time between actoitl and budgeted profit.
Related useful ratios are actual revenue to budgeted reaadwectual costs to budgeted costs.
The profit expectation of the plan should be comparquito years' experience as an indicator
of reasonableness. In other words, proposed performamgbercompared to past
accomplishments. For example, it may not be resserto project a sales increase for next year
of 40% when in previous years the sales increase has @eaeded 20%. There must be hard
evidence (e.g., something in the current year and expectaduture year to justify it) for this
dramatic increase. If not, it is suspect. Perhapswadard adjustment in the plan should be
made for this sales increase to make it realistic.

The projections in the profit plan should be compaoetbimpeting companies'
experiences. For example, company X will start a negnam or project if it earns a rate of
return of 30%. However, six competing companies haeadyrtried this program or project
and either have lost money or earned a return ratevt&6. This makes the company's
projected 30% rate of return questionable unless it candvenstfhat special or unique reasons
justify this dramatic increase.

Ratios may be prepared comparing projected performancsttoital performance.
Some useful ratios include return on investment (net inttlotaéassets), profit margin (net
income/sales), cost of sales to sales, direct mhtergales, direct labor to sales, factory
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overhead to sales, selling expenses to sales, and gerkeelramistrative expenses to sales.
However, in making ratio calculations, the data mustdsaparable over the years.

The manager should not overstate current year ptdfieaexpense of sacrificing future
profitability. Is the current year earnings produced frontihgifuture operations?

The manager must track the status of a project orgmggand make immediate
decisions. If an operation is not productive or profitafile example, consideration should be
given to eliminating it. Further, part of a departméiat ho longer serves a useful purpose may
be disbanded.

A comparison may be made between the unit costs @ldn@anufacturing operation to
the new manufacturing operation to see if the latteucsessful.

After a product has been marketed, the company must caliyievaluate and improve
it based on customer reaction. Feedback should occatiorely basis so corrective steps may
be taken and while there is sufficient time to engagst@rnative courses of action.

Feedback should be prompt so remedial action may be takanimely basis before it is
too late. For example, if identification of a problendédayed by one month, a loss for that
month has been incurred which may have been avoided. Fuh&e manager may have
delayed a viable alternative.

The use of budgets for planning only is a problem thest toe resolved through the
education process. Management must be educated teeusitiet documents for control, not just
planning. Management must learn that budgets can ne#wat help individuals achieve
professional growth as well as the goals of the fifgmoring budgets obviously contributes to the
ineffectiveness of the budget system. Finally, feeklbagst be timely or lower management and
employees will soon recognize that budget feedback is sib patesides no information, making
the budget a worthless device.

In order to make valid comparisons between the compachy @ompetitor, there must
be a comparable base. For example, if one compamngithasid inefficient plant facilities it is
not comparable to one with modern, efficient faciliti$he latter has the advantage.

An illustrative profit plan is presented in Exhibit 1.
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EXHIBIT 1
PROFIT PLAN

First Remainder Total for
Jan. Feb. Mar. Quarter of year Year

Sales
Units
Dollars
Less: Returns
Discounts
Net Sales
Expenses
Cost of Goods Sold
General & Administrative Expenses
Selling Expenses
Total Expenses
Operating Profit

INTERNAL CONTROLS

Internal controls are fundamental in profit planningsséts should be safeguarded and
controlled. An individual's work should be checked by anotfare person should not have
control over a transaction from beginning to end. Regquaexl requisitions should be reviewed
and approved. Before an item is paid, make certairappsopriate. Make sure we get what we
ordered and we are charged the appropriate amount.

"REAL-LIFE" ILLUSTRATIONS IN PROFIT PLANNING

We provide some illustrations of actual companies whe kaken specific steps to improve
profits through sound planning. Staples, the office supplypemyy achieves the lowest
net-landed cost in the entire office stationary bessn But it has also come into a particular
market: companies employed fewer than 50 people. To futtbeelationship with this market
segment, it has created a club. Customers join akima cost and get at least a 5% discount on
fast moving items. But to get the discount the customeist show their card. This means that
Staples can track sales by customer and that gives itq@acy all kinds of data it can use in
satisfying its market. Some store managers now havetimesmased on customer satisfaction.

Another idea of customer satisfaction is those conggathiat are willing to spend time
now to build customer loyalty for the long-term. Ta@e®mpanies typically look at the
customer's lifetime value to the company, not the valgesnfigle transaction. Home Depot is
one example of such a company. Clerks do not spend titheustomers to be nice. They do
S0 because the company's business strategy is builtsh@rpund selling home repair and
improvement items inexpensively, but also around the cussomeeds for information and
service. One principle that such companies understandswhié difference between profit or
loss on a single transaction and profit over theitife of their relationship with a single
customer.

Although new products win new markets, it may be betteoime cases to stick with
existing customer segments. It's easier to build salesne with customers who already know
the company. When Entenmanns of New York, a loyalty leiadgpecialty bakery products saw
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its sales leveling off, it monitored customer purchase patie each local market. Through
direct contact with customers via telephone surveys@rusfgroups, the company found that
consumers would buy those products that were availabkselconsumers were looking for
fat-free and cholesterol-free items. Ultimately tompany determined that it was much more
economical to develop new health products than to goamibther group of customers.
Entenmanns new product line has been highly successtddiéssed the changing needs of the
company core clientele and even attracted new customers

Another company that believes that customer loyallygpa major role in profit planning
is the Olive Garden restaurant chain. They go agdiestdrm of moving successful managers
to open new restaurants or to run bigger ones every farg gad letting assistants take over.
The chain hires local managers whose major assett ithtéhaare known and trusted in the
community. Managers are held in place where theylagarning accumulates as people stay on
the job. By getting to know the customers, long-timesadd value to the company. It is with
employees that the customer builds a bond of trust gmectations, and when those people
leave, the bond is broken.

Another company which employs this same philosophy i® $&m, the insurance
company. Its focus on customer service has resultestierfgrowth than most other
multiple-line insurers, but rather than being consumed &y, its capital has mushroomed
(all through internally generated surplus) to more than $1li8rbilepresenting the largest capital
base of any financial services company in North Ameritaey began by choosing the right
customers, and this is one of the reasons they wigr@bét to build the capital necessary to
protect their policyholders in years such as 1992 wheniticeyred $4.7 billion in catastrophe
losses. State Farm agents work from neighborhood offidgsh allows them to build long
lasting relationships with their customers and provide palsservice. For example, agents
scan the local newspaper for the high school horlbamd are sure that their young customers'
good grades are recognized with discounts. Commissiossractured to encourage long-term
thinking. Rather than bringing in lots of new customdrs,dompany's marketing efforts
encourage existing customers to buy additional productdhdikee and life insurance. State
Farms success in building customer loyalty is reflegtedtention rates that exceed 90%,
consistently the best performance of all the natiovsarers that sell through agents. Customer
loyalty is one way to achieve superior profits. Loyalyves the best interest of customers,
employers, and investors.

A strategy in profit planning is to bring and deliver valoeustomers. Global
competition, changing markets, and new technologies arengpeew roads to not just add
value but to reinvent it. IKEA is one company that asgbshed this. It changed itself from a
small Swedish mail order furniture operation into thelels largest retailer of home furnishings.
IKEA has transformed itself from the early 1960's inglabal network of 100 enormous stores.
In 2000, these stores were visited by more than 96 milliopleemd generated revenues of $4.3
billion. Management has made IKEA into a profit and gfoeompany with an average annual
growth rate of 15% over the past 5 years and profit martat estimate between 8% and 10%.
IKEA's strategy is to sell simple high quality furnitureskibat customers transport and assemble
themselves, in huge suburban stores with plenty of gadmad amenities. A portion of what
IKEA saves on low cost components, efficient wareimmysand customer self-service it passes
on to its customers in the form of lower prices - angwe from 25% to 50% below those of
competitors.
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IKEA's strategy is to allow customers to take on kelgahat were traditionally done by
manufacturers and retailers like the assembly of predarad delivery to customers' homes - and
it promises substantially lower prices. Part ofitigeial is to make themselves, not just a
furniture store but a family outing destination. It provifteg strollers, child care, and
playgrounds as well as wheelchairs for the disabled ldedle They also have dining facilities.

IKEA's strategic intent is to have its customers ustd@d that their role is not to
consume value but to create it. It provides customéhscatalogs, tape measures, pens, and
notepaper to help them make choices without the needespsaiple. IKEA's goal is not to
relieve customers of doing certain tasks but to mohilizen to do easily certain things they
have never done before. They have set out to systathateinvent value and the business
system that delivers value for customers and suppliées. alihe question is, "Does IKEA offer
a product or a service?" The answer is neither - and both!

This change of values can be compared to cash withdrdnwah automatic teller
machines (ATMs). Not long ago it was inconceivable thatsgsomer would replace a computer
system for a personal relationship with a bank telgart today the majority of cash withdrawals
take place by means of ATMs. This is an example oba@h in the entire value-creating
system.

There are many implications for profit planning. Fiwstlue for customers can be
restated to mobilize customers to take advantage and vedagefor themselves. Second,
companies do not compete with each other anymore. Ritisaihe offerings that compete for
the customers' money. Third, a result of a companyesiic task is the reconfiguration of its
relationships and business systems. And finally, to wihiatstrategy the key is to keep
offerings competitive. This is why IKEA has becomewweld's largest furniture retailer, and
this strategy could be applied to many industries.

CONCLUSION

A profit plan may be stated in one of the followingyaa(1) target return on investment (e.g.,
20% ROI); (2) growth in earnings (e.g., 5%) or growth imewys per share; or (3) percentage of
sales. Performance reporting compares actual resultexpectations.

Opportunities should be taken advantage of when they.oéduefforts must be
expended to accomplish profit goals. Problems have to béfidd and addressed. The
manager should focus on the important information nahemunimportant. He or she has to get
to the "heart of the situation" immediately. Finallye tmanager should rank items in terms of
profit potential and growth.
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CHAPTER 4
ADMINISTERING THE BUDGET: REPORTS, ANALYSES, AND EV ALUATIONS

LEARNING OBJECTIVES
After reading this chapter, you should be able to:

» List the three major types of reports and explain each

« ldentify basic types of budget reports

* Give a list of items in the performance-to-budget report
* Explain the budget manual and what it contains

« Describe what the budget sheet is all about

» Understand the budget preparation calendar

A budget should be prepared for each department. Divisional tsuslgeuld be consolidated in a
binder, and each department should have a separatedis.f@he Chief Executive Officer
(CEO) should distribute an executive budget memorandumado gepartment manager detailing
the schedule, policies, and benchmarks for next yeadgdi. Responsibility should be assigned
for collection and consolidation of budget informatiBadget instructions, forms, and
timetables should be provided. Budget forms should be siamgleeasy to follow.

The budget committee should consider the following itbeisre approving a budget: accuracy
of budgetary numbers, reliability of information upon whasimates are based, budget
integration, reliability of source data, budgetary asswomptiand achievability of budgetary
goals.

TYPES OF REPORTS

Long-term reports may be for the company as a whoflera@pecific areas. The benefit derived
from reports should justify its cost. The budget repaesuaed for planning, control, and
information.

Planning reports may be short term, looking at the compaayéaole, each division,
each department, and each responsibility center wiieitlépartment. Short-term planning
reports may be of income, cash flow, net assets, grithcaxpenditures. The reports should be
prepared regularly. Special studies may be performed of “prildegments not performing
well. The special studies may be of product or serviges]iactivities or functions, geographic
areas, salesperson performance, and warehousing.

Control reports concentrate on performance effecéiseand areas needing
improvement. Budget to actual figures are compared by produeiges, territory, and
manpower.

Information reports assist in planning and policy formalatiThe reports show areas of
growth or contraction. They may be in dollars, unitsceetages, or ratios. Trends are shown
over time. An example of an informative ratio is isgjllexpense to revenue. Informational
reports study the trend in earnings, profit by product or serpiofit by territory, and profit by
customer.
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Reports for upper management are comprehensive summioasall corporate
operations. Top management generally prefers narra&pgats. Reports are also prepared for
special events of concern to top management. Adequatiesteiuld be provided as needed.
Middle-management reports include summarized informatiehdetailed information on daily
operations. A brief report should be presented at budgetngeet

Lower-level management reports typically deal withydedordination and control
operations. The reports usually emphasize production piE&oereports should be prepared
indicating problems. Budget reports inform managers of pssgr@ade in meeting budgets and
what went wrong, if anything.

A critical area should be reported upon more frequentlg. frequency of reporting is
less as the level of responsibility becomes higher.

Budget reports depend on the requirements of the situatibnser. Budget reports should
contain the following data:

e Trends over the years

» Comparison to industry norms

» Comparison of actual to budget with explanation and redplensarty for variances.
Follow-up procedures are needed for control.

Reports should get to the main points. Each report shagioh with a summary followed by
detailed information and should be comprehendible to thasg tiem. The emphasis should be
on clarity rather than complexity. Reports should logcllly organized, relevant, and concise.
Reports should be updated.

Reports may contain schedules, explanations, grapthidables. Reports should contain
recommendations and highlight problem areas. The repomnfisb® computerized. An
illustrative budget worksheet appears in Exhibit 1.

EXHIBIT 1
BUDGET WORKSHEET

Account:
For the period:
Date:

Month Components

Explanation:
Assumptions:
Analysis:
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Reports may be of the following types:

Periodic ReportsThese are reports prepared at regular intervals. Thareontinual

comparison between budget and actual figures. They atsstia¢ source of information to
maintain control. They may be issued semi-annually, ggrtmonthly, and so on. Monthly
reports are most common. Some information may be regadily (e.g., shipments), while other
information may be reported weekly (e.g., sales and pradh)cil he timeliness depends on
cost/benefit analysis.

Advance Reportsmportant partial information may be reported befotenddrmation is
available for a periodic report. Delay in reporting thisrmation will cause a managerial
problem. “Flash reports” should be issued for unusual ocaesdaihat must be reported upon
immediately.

Special StudiesSpecial reports are issued for a specific, nonroutinegsa:. Special studies may
be required for problem situations or if a negative texidts such as costs keep rising even
though a cost reduction program has been implemented.

Budget reports may contain the following supplementaryin&ion depending upon
need:

* Percent of capacity utilization

* Changes in marketing and distribution

* Change in selling price

* Average selling price

e Sales volume and units produced

» Distribution cost relative to sales

« Effect on sales of new product introduction, dropping prodacts,entering new product
lines

e Change in the number of employees and man-hours.

A performance report should be prepared for each respdinysigihter going from the
lowest level to the highest level. It indicates whet@als have been accomplished.
Performance reports evaluate efficiency, and shoulepetitive covering a short time period.

EXHIBIT 2
SUMMARY OF DEPARTMENT PERFORMANCE

Item and Description Actual Budget Percent of Budget

The performance-to-budget report should contain thewallp information by
department for year-to-date and for current period:
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e Cost accounts

e Budget

e Actual

* Variances and reasons.

An illustrative report summarizing departmental perforogais shown in Exhibit 2.

A performance-to-budget report (cost and variance statgsieould be kept for
feedback. It is used by management to evaluate the degndech operating managers meet
their budget.

Monthly performance reports should contain varianceg®month and cumulative
variances to date for the year. Variances can be gsguien dollars and as a percentage of
budget.

The statistics and graphics in the report should varyrikpg upon user preference. For
example, marketing managers are less inclined to recaiististl data than engineers.
However, marketing managers prefer graphs. Graphs may eeimfrmative in presenting
relationships and summary comparisons. Graphs include diagrad charts.

Reports should be timely. If reports are issued perioglicddléy should be on schedule. If
reports must be delayed, a short update should be presented.

THE BUDGET MANUAL

A budget manual describes how a budget is to be prepéees usually included in a budget
manual are a planning calendar and distribution instmetor all budget schedules. Distribution
instructions are important because, once a schedulepared, other departments within the
organization will use the schedule to prepare theirlowdgets. Without distribution instructions,
someone who needs a particular schedule may be overlooked.

The budget manual communicates throughout the company theepaind procedures
for budget preparation. It is the activities and rulesetdotiowed in preparing a budget. It tells
how the budget should be used by managers and who is rddpdosthe different aspects of
the budgeting process including preparation, presentation, irgpavaluation, and approval. It
should list positions rather than names to avoid urssacg updating. A preparation chart would
be helpful. It provides the budgeting steps and aids in cabge and coordination. The
procedures to be followed to revise the budget based on ogaswnditions and goals should be
specified. For example, revisions may be needed bec&ubarming objectives, new methods,
changing economic environment, and errors. The budget mdmudtide targeted to end-users,
and should receive participation from all affected manablewvels.

The budget manual stipulates authority, responsibility,canties; fosters standardization;
documents procedures; simplifies the process; provides commahion; answers users questions;
enhances supervision; and fosters training. The manual steantlircterminology and
complicated accounting reports that are unfamiliar to comantants.

The manual includes the following:
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e Standardized forms, lists and reports

e Instructions

* Format and coverage of performance reports
« Administrative details

* Follow-up procedures.

Each department should be included in a separate settiom manual with index tab.
Operating department managers and employees should providaitipaifpreparation of the
budget manual. Managers and workers may have differentriat@n to impart. There may be
operating problems, constraints, and limitations that macsgtive attention. There should be a
standard cost table for different types of expenses use@bggaers of different departments
throughout the organization. This allows for consisteam@y uniformity.

The manual should be in loose-leaf form so pages maulisituted for updates. The
budget manual should contain:

« Budget objectives, purposes, procedures, guidelines, and policy

e Desired accomplishments

» Data description

* Personnel duties (who is to prepare, review, approve, argeréng budget).

* Who has authority and responsibility for budget itemse(&lshould be a designation of
manager or subordinate who will perform the activity.)

* Approval requirements

« Who is to evaluate the difference between budget andldiciuiees, and who is to take
corrective action and when

* Budget timetable

e lllustrative forms, lists, and reports

e Glossary of terminology

* Instructions to complete budget activities

e Uses of budget information

* Policies for budget modification and update calendar

« Communication between upper management and subordinates

» Coordination between departments of the budget

* Explanatory footnotes.

The layout of the manual should enhance its clarity@mciseness. It should be easy to
understand for nonaccountants, so it should not contamplex or technical language. It should
be arranged logically and orderly with a user friendjeix and should be updated as conditions
warrant, organized, idea—oriented, and descriptive. It shoakiprofessional in design. color,
print size, etc., so it is taken seriously by users.

There are many advantages to the budget manual includintfisiation and
standardization of budget procedures. It acts as a reéeeaml provides an organized approach
to the budget process. It provides consistency between aepaistand provides job description
guidance to new employees and assists current emplayadgist to new positions when
transferred or promoted. The manual helps employeencatytin doing the job.
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THE BUDGET SHEET
A budget sheet should be designed to record the informataehhysthe operating manager and
budget preparer. The budgeting sheet should include the follomforgnation:

» Historical cost records used

e Cost formulas

e Changes in operating conditions
* Foreseeable conditions.

A budget data sheet should be prepared for each cost act@achi department or cost
center. Attached to the data sheet may be graphs, worlqaadgsis, mathematical and
statistical calculations, and so on. Budget revisiong aiso be incorporated.

Fixed, variable, and mixed costs are shown on the da¢a dhaterial, labor, and
overhead should be listed. The sheets should be @it} those preparing and approving them.
The allowances specified the data sheet should be mutually agreed upon by the prepdrer
operating manager.

A typical budget data sheet is shown in Exhibit 3.

EXHIBIT 3
BUDGET DATA SHEET

Date prepared: Time period:
Date accepted:

Date approved:

Date revised:

Cost center identifier

Account identifier

Activity unit

Amount and reason for revision

Items Total Fixed Variable Mixed (Semi-variable)

Total Budget

A budget summary sheet should also be prepared summarizidggagment’s budget
by listing each budgeted cost and the budget allowance basei@age activity. The summary
sheet summarizes the departmental budget data sheetgpdraging departmental manager
should always be provided with a copy of the budget sumsfagt and budget data sheets.
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A budget data book should be kept to keep the budgeting informatan orderly
manner. The book contains by department the budget dsgtsskupporting worksheets and
analysis, and budget summary sheets.

PERFORMANCE REPORTS
The manager should prepare performance reports. Aretivbgand targets being met by
subordinates? Are operations being performed efficiemity effectively?

The performance-to-budget report should include the faligwformation by
department for month and year-to-date: budget, actual, aizshee. Variances may be stated in
dollars and percentage terms.

Typical reports summarizing departmental performancer@sented in Exhibits 4 and

5.
EXHIBIT 4
SUMMARY OF DEPARTMENT PERFORMANCE
Item and Explanation Actual Budget Percent of Budget
EXHIBIT 5
PERFORMANCE-TO-BUDGET REPORT
Department Identifier Activity
Nonfinancial Manager Budget
Actual
Percent of Budget
This Period
Year-to-Date Cause of Extra Budgetary
Budget Actual Variance Budget Actual Variance Variance Allowance for Variance
Totals
BUDGET AUDIT

A budget audit examines whether the budgeting process isiedfg®perating. It is an
evaluation of the budgeting effort. The budget audit exast@ehniques, procedures,
motivation, and budget effectiveness. Effective budgetiogilsl be dynamic.

A budget audit detects problems in the budgeting procesdsouild be conducted every
two to three years by an independent party not a pénedjudget staff. The budget auditor
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should report to upper management, who can take appropriate st outside consultant
should be independent and objective, and should provig ifleas.

There is an audit plan which assists in arriving atemtive action. The budget audit
considers:

e Cost trends and controls

* Budget revisions

 How adequately costs were analyzed

 How costs were identified and classified

e Looseness or tightness of budget allowances

« Completeness of budget documentation, records, and schedules
* Degree of participation by managers and workers

e Quality of supportive data

e The degree of subjectivity involved.

BUDGET CALENDAR

The budget planning calendar is the schedule of activitratidodevelopment and adoption of
the budget. It should include a list of dates indicatingnagpeecific information is to be
provided by each information source to others. A budgetdaleshould be prepared for the
timing of each aspect or operation of the budget. A timetadoist be given to operating
managers to submit their proposed budgets so the overglbacynbudget may be prepared on
time. The schedule of due dates for documents and sapadt be adhered to. Review and
approval dates should also be specified. The schedulesthatelsl be realistic and attainable.

A company can begin the process by issuing the Budget Pliepatatlendar consisting
of an overall review of each sequential step in theybtidg process. Accompanying this is a
rough time schedule in which the budgeting process wilipdeimented identifying deadlines,
the personnel responsible, and those to receive thignatmn. The plan furnishes the structure
of the budgeting process and the overall objectives. Titeess are crucial for the budgeting
process and must be completed before the process cae@rdm illustrative budget calendar
for a company is presented in Exhibit 6.

EXHIBIT 6
ABC COMPANY BUDGET PREPARATION CALENDAR FISCAL 20X2

1. General Guidelinesssued to Senior Management Staff by President givdsrdlael objectives of
the company for the ensuing year. These objectives mupeb#is enough to provide divisions with
adequate direction and yet they should be broad enough sotagpr®gent creativity. General indication
of gross margins, operating profit, net profit and pragitgtare some of the areas to be addressed.

2. New Products Forecastill provide an indication of new/improved products to be abdd next
year. This will include estimated availability dates dikely segment as applicable.
3. Discussion of Action Plansith particular emphasis on how to achieve objectivesr{dividual

basis) with Senior Management by President. Each SerserRfiesident will produce in writing and
justify in detail how he will achieve the objectives for ngsar. For example, Sales and Marketing
should give expected sales by Regions supported by level sffeade and related promotional expenses
(advertising/conventions and product giveaway).
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(a) Headcountby department/division to support objectives must be justifyeelach Senior
Vice President.
(b) C.E. Projectionsoutline the major projects to be executed in the budgetagear
determined by the Department Managers and Facilities Emgige®rojects should be ranked in
order of priority with pros and cons of doing and not doingptiogects.
(© Inventory Projectionss furnished by Vice President of respective user depair(fiém,
Chemistry, and Equipment) should indicate the levelb®friventory by major product lines.
Where applicable, a minimum, desired and maximum levelsppast production and sales
should be given.
4. Fringe Benefits Package including payroll increase prepared byitih@an Resources De-
partment should outline the basis of the company’s contributitieahajor programs and fringes. Both
guantitative and qualitative factors should be preseMeagbr areas to be covered are incentives,
medical, dental, retirement, life insurance and worksienmpensation. Other expenditures such as
FICA and unemployment tax will be computed by Corporate Rignni

5. Budget Packagesued to departmental managers by Corporate Planningreotite necessary
forms and instructions to prepare the Budget.
6. Preliminary Profit &Loss (P&L) Fiscal 20xBased on sales forecast and assumptions in 2-4 will

be prepared by Corporate Planning. This will give an indicatidhe likely outcome of the actions
contemplated. Major directions and proactive measurésheit be taken to manage the budget process
in line with the President’s guidelines.

7. Final Sales Forecasds issued to Senior Management Staff by Sales/Markebngd give sales
volume and dollars by major product lines. For example, fiich@aper(sq. ft. & $),chemistry (quantity
& S) and equipment (unit & $). Film and paper should ayaed by Region, International, Dealers,
National Accounts and Others. New products shoulddzly identified. Adequate explanation should
be given for any significant changes (over the current yeatlume or price.

8. Departmental Expense Budget® prepared (monthly basis) by department managers and
approved by their respective Senior Management. Thesalaall the operating expenses (excluding
payroll, fringes, depreciation and facilities cost) apared in the Basic Budget Worksheet.

9. Preliminary Budgeincorporate data and payroll, fringes, depreciation aaiitfes cost as
computed by Corporate Planning. The preliminary datausmet to managers for review and any
necessary changes.

10. Revisiongnade by managers to preliminary budget are sent to Ceegelanning on a timely
basis.

11-13. Budgetsare sent to Senior Vice President and meetings all@dedview budgets. Senior Vice
Presidents will present their budgets and negotiate thesaegehanges to bring budgets in line with
corporate objectives.

14. Preparation of Budgeted P&L, Cash Flow, Balance Shgetorporate Planning and Finance
Division. This will provide Management with the financiatfpoire of the budget year.

15-16. Budget Packageent to Senior Management for review and approval pwipresentation to ABC
Company.

17. Presentation of Budget Packalgg Corporate Planning and President to ABC Company for
approval.

18. Approved Budgetissued to respective departments. These will formideds to the upper
limit of expenditures for the coming year.
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CHAPTER 5
COST BEHAVIOR:
EMPHASIS ON FLEXIBLE BUDGETS AND CONTRIBUTION MARGI N

LEARNING OBJECTIVES
After reading this chapter, you should be able to:

» Define and give examples of variable costs, fixed ¢astd mixed costs

* Explain two methods of developing a flexible budget foantihe high-low method and
regression analysis

« Explain the advantages and disadvantages of the high¥lethod for developing a
flexible budget formula

* Develop the formula using the high-low method

« Describe the advantages of regression analysis

e Utilize a spreadsheet program suchvis Excelko develop the flexible budget formula.

* Prepare a flexible budget

» Distinguish between the terrgsoss margirandcontribution margin

* Explain why the contribution income statement is useiumanagers

Not all costs behave in the same way. There areic@&dats that vary in proportion to changes
in volume or activity, such as labor hours and machme There are other costs that do not
change even though volume changes. An understandingtbeoavior is helpful to managers
as follows:

1. Flexible budgeting
2. Contribution margin analysis
3. Appraisal of divisional performance

COSTS BY BEHAVIOR

Depending on how a cost will react or respond to chaimgtdg level of activity, costs may be
viewed as variable, fixed, or mixed (semi-variable). Thassification is made within a specified
range of activity, called the relevant range. The reievange is the volume zone within which
the behavior of variable costs, fixed costs, and sellingeprcan be predicted with reasonable
accuracy.

VARIABLE COSTS. Variable costs, also knownessgjineered costvary in total with
changes in volume or level of activity. Examplesvafiable costs include the costs of direct
materials, direct labor, and sales commissions. dhewfing factory overhead items fall in the
variable cost category:

Variable Factory Overhead

Supplies Receiving Costs
Fuel and Power Overtime Premium
Spoilage and Defective Work
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FIXED COSTS. Fixed costs do not change in total rdgssdof the volume or level of
activity. Examples include advertising expense, salaaied,depreciation. The following factory
overhead items fall in the fixed cost category:

Fixed Factory Overhead

Property Taxes Rent on Factory Building
Depreciation Indirect labor
Insurance Patent Amortization

MIXED (SEMI-VARIABLE) COSTS. As previously discussedjixed costs contain
both a fixed element and a variable one. Salespersong)ensation including salary and

commission is an example. The following factory ovednéams may be considered mixed
costs:

Mixed Factory Overhead

Supervision Maintenance and Repairs

Inspection Workmen’s Compensation Insurance
Service Department costs Employer's Payroll Taxes

Utilities Rental of Delivery Truck

Fringe Benefits Quality Costs

Cleanup costs

Note that factory overhead, taken as a whole, woulddesfact example of mixed costs.
Exhibit 1 displays how each of these three types oko@stes with changes in volume.

ANALYSIS OF MIXED (SEMI-VARIABLE) COSTS

For planning, control, and decision making purposes, mixed neststo be separated into their
variable and fixed components. Since the mixed costs colntdh fixed and variable elements,
the analysis takes the following mathematical formcwhs called dlexible budget formuta

Y =a+ bX

where Y =the mixed cost to be broken up (dependent vayiabl

X = any given measure of activity (cost driverglsas direct labor hours, machine hours,
or production volume (independent variable).

a = the fixed cost component (constant).

b = the variable rate per unit of X (slope).

Relevant Range

Management quite often use the notion of relevant rangestimating cost behavior. The
relevant range is the range of activity over whichdbmpany expects a set of cost behaviors to
be consistent (or linear). For example, if the relevange of activity is between 10,000 and
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20,000 units of cars, the auto maker assumes that cerstm @@ fixed and while others are
variable within that range.

Separating the mixed cost into its fixed and variab®ponents is the same thing as
estimating the parameter values a and b in the flexibigdt formula. There are several
methods available to be used for this purpose including theltwg method and the least-
squares method (regression analysis). They are disdoskesd

THE HIGH-LOW METHOD

The high-low method, as the name indicates, uses twenea data points to determine the
values of a (the fixed cost portion) and b (the variabte)rin the equation Y = a + bX. The
extreme data points are the highest representative Xi¥Yapd the lowest representative X-Y
pair. The activity level X, rather than the mixed atestn y, governs their selection.

The high-low method is explained, step by step, as fellow

Step 1 Select the highest pair and the lowest pair
Step 2 Compute the variable rate, b, using thmeuiar.

Differee in cost Y

Variable rate =
Differeniceactivity X

Step 3 Compute the fixed cost portion as:

Fixed cost portion = Total mixed cost - ighle cost (or a =Y — bX)

EXAMPLE 1

Flexible Manufacturing Company decided to relate total factoeyhead costs to direct labor
hours (DLH) to develop a cost function in the forn¥of= a + b X. Twelve monthly
observations are collected. They are given below.

Direct Labor Factory
Month Hours (X) Overhead (Y)
January 105 Hours $ 2,510
February 100 2479
March 88 2080
April 116 2750
May 95 2330
June 107 2690
July 97 2480

55



August 110 2610

September 135 2920
October 115 2730
November 117 2760
December 96 2109

The high-low points selected from the monthly obseovatiare

X Y
High 135 hours $2920 (September pair)
Low _88 2080(March pair)
Difference __4'hours $840
Difference in Y $840
Variable rate b = = — = $17.8723 per DLH
Difference in X AGurs
The fixed cost portion is computed as:
High Low
Factory overhead (Y) $2920 $2080
Variable expense ($17.8723 per DLH) (2412*76) (1572.76%
507.234 507.234

*$17.8723 x 135hours = $2412.76; $17.8723 x 88 hours = $1572.76
Therefore, the flexible budget formula for factory oesath is

$507.234 fixed plus $17.8723 per DLH.

The high-low method is simple and easy to use. Itiaslisadvantage, however, of
using two extreme data points, which may not be representd normal conditions. The
method may yield unreliable estimates of a and b in qundta. In this example, the negative
value for a is questionable. In such a case, it wouldi®e t drop them and choose two other
points that are more representative of normal sdunatiBe sure to check the scatter diagram for
this possibility.

REGRESSION ANALYSIS

One popular method for estimating the cost functioegseassion analysis. Unlike the high-low
method, in an effort to estimate the variable rate bhadixed cost portion, the regression
method includes all the observed data and attempts ta find of best fit.

From the regression output of Excel, as shown belosvilexible budget formula is

Y = 566.02 + 18.47 X with R= 82.58%
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or $566.02 fixed, plus $18.47 per DLH

SUMMARY OUTPUT

Regression Statistics

Multiple R 0.9087524

R Square 0.825831

Adjusted R Square 0.808414

Standard Error 114.29182

Observations 12

ANOVA

df SS

Regression 1 619370.4611
Residual 10 130626.2056
Total 11 749996.6667

Coefficients Standard Error
Intercept 566.02156 288.1776914
Direct labor hours (x) 18.466621 2.681805902

Note: R? tells us how good the estimated regression equatiolm isther words, it is a measure
of "goodness of fit" in the regression. Therefore,Higer the R the more confidence we have
in our flexible budget formula.

EXAMPLE 2
Assume 95 direct labor hours are to be expended nextyeaprojected factory overhead for
next year would be computed as follows:

Y = 566.02 + 18.47 X = 566.02 + 18.47 (95)
= $566.02 + $1754.65 = $2320.67

FIXED BUDGETS VERSUS FLEXIBLE BUDGETS AND PERFORMAN CE REPORTS

A fixed (static) budget presents budgeted amounts at the egpeagpacity level. It is best used
when the department's activities (e.g., sales) are stabtkeficiency with the static budget is the
lack of flexibility to adjust to unexpected changes.

The fixed budget is suitable for a department whose watldo&s not have a direct
relationship to sales, production, or other volume reldeddepartment's operations. The
workload is primarily determined by management decisioeaasof sales volume. Some
examples of departments in this category are administratid marketing. Fixed budgets may
be used for projects involving fixed appropriations for spepifagrams such as capital
expenditures, advertising and promotion, and major repairs.
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Exhibit 1 illustrates a static budget.

Exhibit 1
X-Ray Unit
Medical Service Corporation
Performance Report - Static Budget

May 20x2
Master budget Actual Variance

Units 2,000 1,200 800
Sales revenue $60,000 $36,000 $24,000 *
Variable costs:

Film 16,000 11,500 4500 +
Other material 4,000 3,000 1,000 +
Technician 3,000 2,500 500 +
Other labor 900 600 300 +
Other variable 2,400 2,000 400 +

Total variable 26,300 19,600 6,700 +
Contribution margin 33,700 16,400 17,300 *
Fixed costs:

Rent 800 800 0
Depreciation 400 400 0
Supervision 2,000 2,000 0
Other fixed 3,500 3,300 200 +

Total fixed 6,700 6,500 200 +
Operating income 27,000 9,900 17,100 *
+Favorable.

*Unfavorable

A flexible budget is a tool that is extremely useful int@asitrol. In contrast to a static budget, the
flexible budget is characterized as follows:

1. Itis geared toward a range of activity rather thaimgle level of activity.
2. Itis dynamic in nature rather than static. By usingflexible budget formula, a series of
budgets can be easily developed for various levelstivftgc

The steps involved in the case of a flexible budget are:

Estimate the range of expected activity for the period.

Analyze cost behavior trends, whether fixed, variableniged.

Separate costs by behavior, i.e., breakup mixed costsantabie and fixed. .
Determine what costs will be incurred at different lsai activity.

bR

The static (fixed) budget is geared for only one lebelctivity and has problems in cost
control. Flexible budgeting distinguishes between fixathamiable costs, thus allowing for a
budget that can be automatically adjusted (via changesiable cost totals) to the particular level
of activity actually attained. Thus, variances betwasetnal costs and budgeted costs are adjusted
for volume ups and downs before differences due to andejuantity factors are computed. The
primary use of the flexible budget is to accurately messperformance by comparing actual costs
for a given output with the budgeted costs for the dauss of output.Note: A flexible budget is
appropriate for marketing budgets as well as for manufagtcost budgets.
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Exhibit 2 presents a flexible budget. Exhibit 3 illustratgserformance report showing
variances.
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Exhibit 2
X-Ray Unit
Medical Service Corporation
Flexible Budget

May 20x2
Number of x-rays per month
Budgeted
Per unit 1000 1200 1400 1800 2000
Sales revenue $30.00 $30,000 $36,000 $42,000 $54,000 $60,000
Variable costs:
Film 8.00 8,000 9,600 11,200 14,400 16,000
Other material 2.00 2,000 2,400 2,800 3,600 4,000
Technician 1.50 1,500 1,800 2,100 2,700 3,000
Other labor 0.45 450 540 630 810 900
Other variable 1.20 1,200 1,440 1,680 2,160 2,400
Total variable costs 13.15 13,150 15,780 18,410 23,670 26,300
Contribution margin 16.85 16,850 20,220 23,590 30,330 33,700
Fixed costs:
Rent 800 800 800 800 800
Depreciation 400 400 400 400 400
Supervision 2,000 2,000 2,000 2,000 2,000
Other fixed 3,500 3,500 3,500 3,500 3,500
Total fixed costs 6,700 6,700 6,700 6,700 6,700
Operation income 10,150 13,520 16,890 23,630 27,000
Exhibit 3
X-Ray Unit
Medical Service Corporation
Performance Report - Flexible Budget
May 20x2
Units Costs Flexible Variance
incurred budget explanation
Units 1,200 1,200 0
Sales revenue $36,000 $36,000 0
Variable cost:
Film 11,500 9,600 1,900 *
Other material 3,000 2,400 600 *
Technician 2,500 1,800 700 *
Other labor 600 540 60 *
Other variable 2,000 1,440 560 *
Total variable costs 19,600 15,780 3,820 *
Contribution margin 16,400 20,220 3,820 *
Fixed costs:
Rent 800 800 0
Depreciation 400 400 0
Supervision 2,000 2,000 0
Other fixed 3,300 3,500 200 +
Total fixed costs 6,500 6,700 200 +
Operation income 9,900 13,520 3,620 *
*Unfavorable
+Favorable
EXAMPLE 3

Assume that the Assembly Department of Omnis Industnes,s budgeted to produce 6,000
units during June. Assume further that the company wast@lproduce only 5,800 units. The
budget for direct labor and variable overhead costsfalaws:
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OMNIS INDUSTRIES, INC.

The Direct Labor and Variable Overhead Budget
Assembly Department
For the Month of June

Budgeted production 6,000 units
Actual production 5,800 units
Direct labor $39,000
Variable overhead costs:
Indirect labor 6,000
Supplies 900
Repairs 300
$46,200

If a static budget approach is used the performancetnepl appear as follows:

OMNIS INDUSTRIES, INC.

Direct Labor and Variable Overhead
Static Budget Versus Actual
Assembly Department

For the Month of June

Budget Actual Variance (U or F)**

Production in units 6,000 5,800 200U
Direct labor $39,000  $38,500 $500F

Variable overhead costs:
Indirect labor 6,000 5,950 50F
Supplies 900 870 30F
Repairs 300 295 5F
$46,200 $45,615 $585F

*Given.
**A variance represents the deviation of actual émsh the standard or budgeted cost. U and F stand f
"unfavorable" and "favorable," respectively.

These cost variances are useless, in that tleegoanparing oranges with apples. The
problem is that the budget costs are based on an &l of 6,000 units, whereas the actual
costs were incurred at an activity level below thj8@B units).

61



From a control standpoint, it makes no sense ttcpmpare costs at one activity level
with costs at a different activity level. Such comparssavould make a production manager look
good as long as the actual production is less thabutigeted production. Using the flexible
budget formula and generating the budget based on thé &gBual units gives the following
performance report:

OMNIS INDUSTRIES, INC.

Performance Report
Assembly Department
Flexible Budget Versus Actual
For the Month of June

Budgeted production 6,000 units
Actual production 5,800 units
Flexible Flexible Budget Actual Variance
budget
formula 5,800 units 5,800 units (UorF)
Direct labor $6.50 per unit $37,700 $38,500  $800U
Variable overhead:
Indirect labor 1.00 5,800 5,950 150U
Supplies 0.15 870 870 0
Repairs _ 0.05 290 295 5U
$7.70 $44,660 $45,615  $955U

Notice that all cost variances are unfavorable (U)paspared to the favorable cost variances on
the performance report based on the static budget approach

THE CONTRIBUTION INCOME STATEMENT

The traditional income statement for external repgrshows the functional classification of
costs, that is, manufacturing costs vs. hon-manufagt@xpenses (or operating expenses). An
alternative format of income statement, known asctih@ribution incomestatementprganizes
the costs by behavior rather than by function. It shthe relationship of variable costs and fixed
costs a given cost item is associated with, regardiets® functions.

The contribution approach to income determinatiorviges data that are useful for
managerial planning and decision making. For example, thteilmation approach is useful:

(1) For break-even and cost-volume-profit analysis,

(2) In evaluating the performance of the divisiod &s manager, and
(3) For short-term and non-routine decisions.
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The contribution income statement is not acceptalbleever, for income tax or external
reporting purposes because it ignores fixed overhead as a peooducthe statement highlights
the concept of contribution margin, which is the défere between sales and variable costs.
The traditional format, on the other hand, emphasikhe concept of gross margin, which is the
difference between sales and cost of goods sold.

These two concepts are independent and have nothing tatldeeach other. Gross
margin is available to cover non-manufacturing expensdwreas contribution margin is
available to cover fixed costs. The concept of coutiolm margin has numerous applications for
internal management.

A comparison is made between the traditional formdtthe contribution format below.

TRADITIONAL FORMAT

Sales $15,000
Less: Cost of Goods Sold 7,000
Gross Margin 8,000
Selling $2,100
Administrative ~1,500 3,600
Net Income $4,400

CONTRIBUTION FORMAT

Sales $15,000
Less: Variable Expenses

Manufacturing $4,000

Selling 1,600

Administrative _500 6,100
Contribution Margin 8,900
Less: Fixed Expenses

Manufacturing $3,000

Selling 500

Administrative ~1,000 4,500
Net Income $4,400

CONCLUSION

Managers must investigate cost behavior for appraisaboagerial performance, and for
flexible budgeting. We have looked at three types of cdsi\ber--variable, fixed, and mixed.
We illustrated two popular methods of separating mixedsdongheir variable and fixed
components: the high-low method and regression anaBsiphasis was placed on the use of
simple regression. The idea of flexible budgeting washasiged in an attempt to correctly
measure the efficiency of the cost center (e.geral/ department).
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CHAPTER 6

RESPONSIBILITY ACCOUNTING AND REPORTING TO MANAGEME NT

LEARNING OBJECTIVES

After reading this chapter, you should be able to:

Define responsibility accountingind appreciate how important it is for managerial
control

Distinguish among three types of responsibility centand see how they are
evaluated

Explain what cost control involves

Identify the types of reports necessary for effeatdgponsibility accounting

Compare conventional accounting and responsibilitguaaing

Responsibility accounting is the system for collectind eeporting revenue and cost information by
areas of responsibility. It operates on the prethisemanagers should be held responsible for their

performance,

the performance of their subordinates,ainactivities within their responsibility

center. Responsibility accounting, also cafedfitability accountingandactivity accountinghas
the following advantages:

1.
2.

It facilitates delegation of decision making.

It helps management promote the concept of managemenbbjegtive. In
management by objective, managers agree on a set . gd& manager’'s
performance is then evaluated based on his or herraiat of these goals.

It provides a guide to the evaluation of performancklraips to establish standards
of performance, which are then used for comparison pwspose

It permits effective use of the concept of managerbgrexception, which means
that the manager's attention is concentrated on rtigoriant deviations from
standards and budgets.

RESPONSIBILITY ACCOUNTING AND RESPONSIBILITY CENTER
For an effective responsibility accounting system, tbkowing three basic conditions are

necessary:

(@)

(b)
(©)

The organization structure must be well defined. Mansmnt responsibility and
authority must go hand in hand at all levels and mestl&arly established and
understood.

Standards of performance in revenues, costs, and irergstrmust be properly
determined and well defined.

The responsibility accounting reports (or performance rgpsinbuld include only
items that are controllable by the manager of tepamesibility center. Also, they
should highlight items calling for managerial attention.
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A well-designed responsibility accounting system eistads responsibility centers within the
organization. A responsibility center is defined asi& in the organization, which has control over
costs, revenues, and/or investment funds. Responsdatfiters can be one of the following types:

Cost center. A cost center is the unit within the organization whihesponsible only for
costs. Examples include production and maintenancetdegnts of a manufacturing company.

Variance analysisbased on standard costs and flexible budgets wouldylp&altperformance
measure of a cost center.

Profit center. A profit center is the unit which is held responsiblethe revenues earned and
costs incurred in that center. Examples might ireladales office of a publishing company, and
appliance department in a retail store, and an autairrepnter in a department store. The
contribution approachto cost allocation is widely used to measure the pedgoce of a profit
center.

Investment center. An investment center is the unit within the organiativhich is held
responsible for the costs, revenues, and related meatt made in that center. The corporate
headquarters or division in a large decentralized orgamizwould be an example of an investment
center.

Exhibit 1 depicts responsibility accounting at variousleve

COST CENTER CONTROL

Faced with a situation in which increases in expensetaercovered by higher selling prices,
management must turn to cost control or, better pst, reduction. Of the two, cost reduction is
the more difficult to achieve. Cost control may béraa as keeping expenditures within pre-
scribed limits. Cost reduction is an attempt to bringcdewn, in some cases by eliminating
waste and inefficiency and in others by major changpsoduct content and operating methods.

In this chapter, we shall be concerned with an agooysystem designed to control costs
by relating expenditures to the people responsible foritfmirrence. We shall find no change in
the basic accounting concepts applied; we shall, howeots an entirely different approach to cost
accumulation with a shift in emphasis from product cgginresponsibility accounting.

PREREQUISITES OF COST CONTROL

Costs do not control themselves. To the contrary, epes shows that they will rise if left
unchecked. Nor will a system, no matter how well carcséd, in itself keep expenses within
bounds. People spend the money and it is the people wiohe held accountable for the
expenditures. The system must be built around peoplehargystem must take into account the
fact that people react as human beings, not as machines.

Essential to effective cost control are the following

Delegation of authority and assignment of responsilfditycost incurrence
A plan that sets up objectives and goals to be achieved

Motivation to encourage individuals to reach the goalsiget

Timely reporting and instructive analyses of differenoetsveen goals and

bR
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performances—designed not only to fix responsibility &t & point out reasons
5. Corrective action to prevent a recurrence of unfaverdbferences
6. A system of follow-up to insure that corrective measaresbeing effectively applied

Note: An effective control system should be meaningfuler&fore, controls should be in a
place to measure performance only in important are&sesBive controls in minor areas are not
economical because the added benefits do not outweddbgs of time and money.

EXHIBIT 1

Responsibility Accounting at Various Levels
(in thousands)

Northern California Variance:

District Manager Monthly Favorable

Responsibility Report Budget (Unfavorable)

Operating income of branches and This Year to This Year to

district manager office expense: Month Date Month Date
District manager office expense -145 -605 -8 -20
Berkeley branch 475 1728 -3 -11
Palo Alto branch 500 1800 19 90
Oakland Branch 310 1220 31 110
others 600 2560 47 130
Operating income 1740 6703 86 299

Berkeley Branch Variance:

Manager Monthly Favorable

Responsibility Report Budget (Unfavorable)

Operating income of stores and This Year to This Year to

branch manager office expense: Month Date Month Date
Branch manager office expense -20 -306 -5 4
Store X 48 148 -1 -5
Store Y 64 226 9 9
Store Z 38 160 4 10
Others 345 1500 -10 -29
Operating income 475 1728 -3 -11

Store Y Variance:

Manager Monthly Favorable

Responsibility Report Budget (Unfavorable)

This  Year to This Year to

Sales and Expenses: Month  Date Month Date
Sales 170 690 8 12
Food expense 40 198 5 14
Supplies 15 62 -3 -2
Payroll 24 98 -4 -5
Repairs & Maintenance 5 21 1 -2
General 12 45 - -2
Depreciation 10 40 - -
Total expenses 106 464 -1 3
Operating income 64 226 9 9
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RESPONSIBILITY AND CONVENTIONAL ACCOUNTING COMPARED

Responsibility accounting introduces no new accounting tqabsj it merely shifts the
emphasis from the collection of data for purposes@dypct costing and financial reporting to
collection of data in order to place responsibility ¢ost incurrence on the managers for cost
control. In short, it focuses attention on people thibigs.

In financial accounting, costs are classified by funstiemanufacturing, selling,
administrative—and the basic problem is a division betvpeduct costs and period costs.
Under responsibility accounting, attention is directaalard individuals and the basic question is
who spent the money rather than what the money wa &pe For example, the concern is not
how rent should be allocated among the various producing depdd but rather who signed the
lease. In financial accounting, accounting data mus¢wieed and reclassified if they are to be
used in cost control. In responsibility accounting,diteation is reversed; data collected for
control are reclassified for product costing. Higginsestéhe need for responsibility accounting
and outlines its operations as follows:

There are three major objectives of cost accountimganufacturing companies: (1) cost
control; (2) product cost; (3) inventory pricing. The costems of most companies meet the last
two objectives, but for the most part fall on theireaevhen it comes to the objective of real cost
control. Practically all of them have systems #raphasize the development of product cost
rather than emphasizing the controlling of costs atémers where the costs are incurred.
Under responsibility accounting it is possible to meldhate of these objectives by first
summarizing cost on the basis of “who did it” and theshuoffling the deck, so to speak, or
blending the costs to arrive at product cost and cosh¥entory pricing. In effect, what we are
doing is putting the emphasis on the objective of costrol for the purposes of management
reports but also arriving at the normal cost statements-esbatgreatly deemphasized basis.

COST CONTROLLABILITY
Successful operation of responsibility accounting restsvo premises:

1. All spending is subject to control.
2. Responsibility for spending can be fairly fixed.

The theory is easier to state than to put into prac@ost controllability cannot be stated
in the absolute; it is a matter of degree bounded by tle¢ déauthority and time. It is not that
some costs are clearly controllable and others armidyi noncontrollable, but rather that some
costs are harder to control; all costs are contytdlat some level at some time. The supervisor
of a producing department, who does not determine how maaokines will be installed in the
producing department, can not exercise control over symmexures as insurance and taxes; at
a higher level, there is an executive who can authariasluction.

Rent, which is fixed by contract, may be unalterableafepecified period of time but it
is subject to change at the expiration of the period.dbviously fallacious to presume tluailt
costs classified as nonvariable are uncontrollable. Smsis that do not fluctuate with volume
can be eliminated on a moment’s notice if circumsgarictate.

ORGANIZATION STRUCTURE
As an enterprise grows and becomes too large for efectimtrol by one person, management
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must be delegated to more and more people. An organizatimbuse that clearly defines the
duties, authority, and responsibilities of the variousagans replaces close personal
supervision. As management becomes more complex, t@tveakened unless the structure is
sound.

Organization structures are too varied to permit generalizaCompanies differ so
widely in their objectives, philosophy, and personnel thatingle form of organization can be
described. Suffice it to say that the organization structwrst be fitted to each individual
company and the people who operate it, with particulardeiga the people. Two essential
points can be made, however:

1. Clear-cut lines of responsibility and authority must keenadfr.
2. Responsibility must be coupled with commensurate authority

Neither point needs elaboration. It is obvious that fuzms of authority can bring only
bickering and buck passing, and surely no one can fairly beabetdintable for something
beyond his control.

Lines of authority and responsibility are usually sumeetion an organization chart
with specific duties described in more detail in accompanyingepitre manuals. An
organization chart of a small manufacturing companhaesve in Exhibit 2. Drawn to illustrate
the recording of costs under responsibility accounting rakiaer management principles, the
chart is oversimplified, combining several departmentieuthe general heading of “Others.”

OPERATION OF RESPONSIBILITY ACCOUNTING SYSTEM

It is fundamental to control that an organization strireeclearly delineates lines of responsibility
and grants authority requisite to the responsibilitygaesi. A basic requirement for
responsibility accounting is the construction of a peatined chart of accounts tailored to fit the
organization structure. It is essential that accountingtatfareporting to the organization; there
IS no reason why the organization should have to adjuketaccounting reports. If the structure
Is sound, no serious problems should arise in setting ugctiwaunts. If the structure is weak,
with such defects as crosslines of authority, changgsh® in order, since it is essential that the
organization chart and the chart of accounts meshirtaresting to note in passing that the
initial installation of responsibility accounting hassmme instances, brought to light
organizational faults that had to be corrected befugechart of accounts could be made up. A
definite assignment of cost responsibility tolerateSgnay areas.” Difficult though the decision
may be, the classification is either white or blablereé is no in-between.
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EXHIBIT 2
ORGANIZATION CHART

President

Vice President

Vice President

(o}
Sales Production thers
5 Factory
Purchasing Superimiendent Others
Machining Drill Press Others

Departmental Employees
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Costs are collected by responsibility centers andgatlae intervals (daily for some
items) each individual charged with responsibility rece@eeport of his performance.
Performance reports are then assembled by responsieuéisifollowing the lines of authority
set up in the organization chart. At each level, experel of the subordinates under each exec-
utive’s jurisdiction are added to the direct costs in@ilngthat executive. Eventually, all costs
are assigned to the top executive.

A system of reporting set up for the organization clmaBExhibit 1 is diagrammed, in
simplified form, in Exhibit 2. At Level 1, the Drill Pss in the illustration, the controllable
expenses (in practice, variances would also be included¢poeted to the foreman in charge.
Similar reports would be prepared for all departments undgutisdiction of the factory
superintendent—machining, assembling, etc. Totals of the oppdEpartments are entered on
the cost summary of the factory superintendent alongthwtlsuperintendent’s office total at
Level 2. In turn, the vice president in charge of produatmltects totals from subordinates
(factory superintendent, production control, purchasing) atcl combines them with the vice
president’s office total at Level 3. Finally, all cosports are consolidated at the top, Level 4.

Note how summary totals replace detailed informatioth@seports move up.
The cost summaries illustrated show only the costs@able by the department heads. Some
companies would also include the noncontrollable cosisattd to the department. Individuals
disagree on whether there is merit in showing nomodable items.

HUMAN RELATIONS IN RESPONSIBILITY ACCOUNTING

Conceptually, responsibility accounting is an idealesysto insure cost control. Putting the
concept into practice is extremely difficult and fraugith danger. Like every other procedure
designed to measure performances, it faces resisfzagsgye if not active, and unless it is
soundly conceived and judiciously applied, it may defeaivits purpose. It cannot ignore the
personal reactions of the people who are involved.

No system will work satisfactorily unless the indivithieoncerned cooperate to achieve
the desired objective. Cooperation is principally a maitecceptance. Acceptance of any form
of restraint is unlikely unless those who will be afféecactively participate in setting up the
measures. Ideally, each participant will feel predomigangtrumental in, and thereby
committed to, the final decision. This, of course, isaah to ask. As a compromise, one can
hope that all participants accept it as desirable, reddenand fair.

Always present is the danger that responsibility accogmigidly enforced without regard for

its limitations will lead to wrong actions. It is. eeqied that any manager will place personal
well-being ahead of the company’s best interests. To arouhfavorable variance, a supervisor
may postpone needed maintenance and repair on machiecygyroers, or tolerate inefficiency
in the hopes that it will not be discovered or tlmhs later department will have to bear the
blame. Once again we have a situation in which hunlatimes come to the fore. Other
problems related to responsibility accounting are discusded log connection with reporting.

REPORTING UNDER RESPONSIBILITY ACCOUNTING

The successful operation of a responsibility accourgystem requires good reporting. No
system of cost control can succeed unless differerategbn planned performances and actual
results can be explained and responsibility for diffeesrfixed, nor can those charged with cost
responsibility be expected to operate at a desired ¢éwfficiency unless there is adequate
feedback, which reports on performance and points oas afedeficiency when performance is
substandard.
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EXHIBIT 2
ASSEMBLING COSTS BY RESPONSIBILITY LEVELS

Corporate Cost Summary
(President)
Controllable Expenses
President’s office $ 30,000
» V.P.—production 260,000
V.P.—sales 160,000
50,000
Factory Cost Summary 60,000
(Vice President —Production) $560,000
Controllable Expenses
V.P.—production office $ 24,000
» Factory supt. office 138,000«
Production control 10,000
Purchasing 8,000
20,000
Producing Department Cost Summary 25,000
(Factory Superintendent) 35,000
Controllable Expenses $260,000
Factory supt. office $ 8,000
% Drill press 10,000
Machining 40,000
Assembling 50,000
30,000
Drill Press Cost Summary $138,000
(Foreman)
Controllable Expenses
Supervision $ 4,000
Machine set-up 1,000
Rework 1,200
Overtime premium 1,150
Supplies 650
Other 2,000
$ 10,000

ESSENTIALS OF GOOD REPORTING

Since reports vary widely in number and content depengiog the particular needs of the firm
and the people who will use them, it is impossible to gde on how they should be prepared.
We can, however, list the essentials of a good regosiistem:

1. The number of reports is kept at a minimum and every tapould serve a definite
purpose.

2. The reporting system should be kept under constant reSiewdies of company reports
by outside consultants have come up with some amazing -erbusimight be a better
description—results. In one survey, no one in the comgaaw why a particular report
was being prepared; the accountant who originally sethtadpdied. In another case, an
accountant, questioning the need for a certain reporgctedito compile data for
several months; no one in the organization noticedmhission until the secretary to the
president tried to bring the files up to date.

3. Reports should be kept as simple as possible, containinghengssential information.
To be highlighted are the exceptions that need attentammianagement has neither the
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time nor the inclination to wade through the mass dibletcorded in the accounting
records, nor does it need to be informed that everytkipgoiceeding as planned.
Management’s interest lies in departures from the plan.

4. Reports should be tailored to the person who will useatimet to a function or a job.
They are prepared for Smith or Hall, not just any superwsthe manufacturing
division, and they should be written in a language thet tinderstand. The accountant
has no right to use accounting lingo, unless speaking tbematcountant.

5. Reports should be accurate, but only to the degree requirdteiopurpose. Accuracy is
relative and the attitude of the manager differs frbat bf the accountant. Unlike the
accountant who has a fetish for accuracy, the marnsgecustomed to working with
approximations.

6. Reports must be timely to be of value, sometimes atpense of accuracy.
Approximations that are 95 per cent accurate and availabl&umry may be worth more
than 100 per cent accuracy on a report submitted too lagetion. The president of a
steel company has described late reports as “having the appeaterday’s cold
mashed potatoes.”

7. Reports should do more than communicate; they shouldametiPositive in their
approach and constructive rather than supercritical,sheyld lead to improvement.
Ideally, the recipient looks upon a performance reasw useful aid to doing the job.
Ever present, however, is the danger that the replbttewiewed as a case of an
accountant pointing out the shortcomings of othersrasams of self-advancement.

Exhibit 3 is a simplified version of a cost and variareggort prepared for the supervisor
of an operating department. Listed on the report areah&ollable costs for which that
supervisor is held responsible, with variances showbdtr the current period and the year to
date. Opinions differ on the advisability of including noncoltdable as well as controllable costs
on a departmental report. One side argues that inclusimangontrollable costs is contrary to
the basic concept of responsibility accounting and contingessue. The other side contends
that inclusion of a fair share of allocated costs gitiesndividual in charge a better appreciation
of the total operating cost and leads to better cooperaticost control. They further argue that,
although not directly in control of the expenditurés supervisor usually does exert some
influence on the amount to be incurred.

FIXING RESPONSIBILITY

The person with complete jurisdiction over both tbguasition and the use of materials and
services may rightfully be charged with full responsipifdr cost incurrence. Situations as neat
as this seldom occur. Departments are so intermingletheexdependent that it is usually
impossible to draw distinct lines of separation. Costllability generally rests in more than
one place and responsibility must be shared. The quamtityuality of raw materials may be
set by an engineer; purchasing departments do the buying antlidetéhe prices paid;
producing departments are the ultimate consumers. Supsroigersee the activities of depart-
mental employees, usually with little or no controéoftairing or firing or in setting hourly rates.

EXHIBIT 3

COST AND VARIANCE STATEMENT SHOWING
THE MACHINE SHOP OF THE ABC COMPANY
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VARIANCES ACTUAL THIS PERIOD

This Aug. No. ACCOUNT Aug. Ext. Budg.| Current
Period To Date TO DATE | Allowance| Allowance| Actual
100 |DIRECT LABOR
( 30) 100 101 Lathe Operators 6,018 2,972 3,002
( 62} ( 70) 102 Punch Press Operators 5,108 2,500 2,562
( 10) 74 103 Grinding Machine Operators 201 85 95
(102) 104 TOTAL DIRECT LABOR 11,327 5,557 | 5,659
200 |INDIRECT LABOR
( 9) ( 3) 201 Supervision 1,303 650 659
{ 5) 4 202 Clerical 666 326 331
{370) {702) 206 Material Handling 7,890 3,535 3,905
(120) (192) 207 Rework 570 184 304
70 154 210 Miscellaneous Indirect Labor 407 273 203
(434) (739) TOTAL INDIRECT LABOR 10,836 4,968 5,402
300 |OTHER EXPENSES
20 23 301 Direct Operating Supplies 981 488 468
60 143 302 Expense Supplies 808 462 402
80 166 TOTAL OTHER EXPENSES 1,789 950 870
(456) (469) GRAND TOTAL 23,952 11,475 11,931
THIS PERIOD PRODUCTION UNIT . YEAR TO DATE
1,960 PRODUCTION BUDGETED UNITS 3,920
2,058 ACTUAL UNITS 4,234
105% ACTIVITY (Volume) — PER CENT 108%
96% EFFICIENCY - PER CENT 98%
104% TOTAL COST RATIO 102%
Sept. 19A PERIOD | COST CENTER MACHINE SHOP NO. 02 | KEY MAN J.M. Brown

The care exercised by a department using machinery hasiagoen the cost of
maintenance and repair; what is spent on upkeep is detdrels®vhere if machine
maintenance is assigned to a separate departmentxifigeof responsibility, then, is complex.
Spoilage provides a good illustration of how responsibiliy be intertwined. Excessive
spoilage may result from material of an inferior gradechased from an unknown supplier on
rush order, perhaps at premium prices because a stocketgdcted to put through a
requisition in time to permit purchases from the regsaaurce of supply. The material and
usage variances that will result are apparent. Not so wdwce the other variances. Excessive
spoilage can produce unfavorable labor efficiency variaandsontribute to an unfavorable
indirect manufacturing costs volume variance. This b&gn extreme example, but it does
serve to point up the difficulty of untangling cost resgpbitity and it does prove that the blame
does not always rest in the department where the varianaitially reported. In itself, a
variance does not fix responsibility; it provides onlyaadofrom which an investigation can be
launched.

Difficult though the task may be, it is imperative th#itvariances be reported, that
causes be brought to light, that responsibility bequlaand that remedial steps be taken to
correct bad situations. The system will break down iividdals who lack the authority to
control expenditures are charged with responsibilitythieir incurrence. Blaming a producing
department supervisor with a variance traceable to the gsinchdepartment does not correct a
bad situation; it creates one. No definitive answersd@tbblem of interrelated responsibilities
can be found. At best, only guidelines can be laid dowrtlaidapplication must be tempered
by good judgment and common sense. A committee of theidaneAccounting Association
has recommended the following:

1. The person with authority over both the acquisitiod e use of the service, should be

charged with the cost of such service.
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2. The person who can significantly influence the amoucbst through his or her own
action, may be charged with such cost.

3. Even the person who cannot significantly influence theunt of cost through direct
action may be charged with those elements with whighagement desires that person
to be concerned, so that he or she will help to influ¢hase who are responsible.

It would seem that the third recommendation should beexpplith caution. It could
backfire. Whatever the ultimate solution, it shoudddgjuitable; preferably, it should be
accepted, even though grudgingly, by those who will havedanlith it. An equitable solution is
certainly not the arbitrary use of allocations devisegfoduct costing. Allocations have no
place in responsibility accounting. Based on benefitsived, they are not meant to be used in
fixing cost responsibility. Cost benefits and cost cordreltwo different things and the one
cannot be used to measure the other.

SERVICE DEPARTMENT COSTS

In the case of service departments, expenditures areimade area for the benefit of other
areas and fixing responsibility for cost incurrence bee® sticky. The amount of service a
department is called upon to render is determined by the demaattk upon it by the various
divisions utilizing the service; the expenses connectddsupplying the service are incurred in
the department performing the service. If operating @stsleemed to be too high, it is difficult
to determine who and what are responsible. Is the reasercessive demand for service by the
recipient or excessive expenditures by the provider?

A solution commonly used in practice treats the servipardment as an independent
unit selling its services to an outside party. Recipiargsbilled for services rendered at
predetermined, usually standard, prices. Thus, the bengfisiaharged in accordance with the
demands made for service, but is not burdened with highsphe¢ might stem from operating
inefficiencies in the service department. For exampke Machine Maintenance Department
might set up standard times and standard rates and chargeent A at a standard rate per
hour.

CONCLUSION

Conventional accounting procedures have long been diremtead the accumulation of data for
product costs to be used in financial reporting. Respongihtitounting is a newer approach,
which would shift the emphasis from the product to the pe@plpersonalized” chart of
accounts built around the organization structure and aitfedrg responsibility for cost
incurrence would replace the chart of accounts set uprmtidnal lines. Product costing would
be secondary to cost control.

Operation of a responsibility accounting system posesber of problems. Pinpointing
responsibility for cost incurrence is difficult, singg&ny costs are not under the exclusive control
of any one person and expenditures are made in one depiaftmbenefits received by another
department. Finding a fair means of assigning respongiiiinout creating internal dissension
IS not easy. Although there is no simple solution &gioblem, one fact does stand out: the cost
allocations made in product costing are definitely nottr®ver.

Essential to successful operation of responsibilitpantng are reports that keep
operating personnel fully informed of their performandethey are to serve their purpose,
reports must be timely and informative, instructive adl as critical, and written specifically for
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the people who will read them.
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CHAPTER 7
MASTER BUDGET: GENESIS OF FORECASTING AND PROFIT PL ANNING

LEARNING OBJECTIVES
After reading this chapter, you should be able to:

» Define master budgeting.

» Diagram and explain the master budget interrelatipsshi

« Describe the master budget process and the steps idwoltree process
* Prepare sales, production, manufacturing costs, ahcoagets.

* Develop a budgeted income statement.

e Prepare a cash budget

e Have an understanding of how budgets aid in planning arcbto

Budgeting is the formulation of plans, both long- andishenge, for future activity that seek to
substitute carefully studied actions for hit-and-miss parémces and provide measures through
which deviations from planned achievements can be evaludtedudget is the conversion,
usually by segments and on a short-range basis, ofiplanfigures, an accounting, as it were,
for the future. Budgets can be prepared only after prelimiplans have been laid down.

Profit planning is a term that is essentially synonymottis budgeting, since the ultimate
objective of every business must be to operate at &.pvtaister (comprehensive) budgeting is a
term applied to the whole process of planning and controicludes both the long- and short-
range plans and encompasses the profit plan and tloeisdndgets prepared for the various
operating segments.

A comprehensive (master) budget is a formal stateaofenanagement's expectation
regarding sales, expenses, volume, and other findrarighctions of an organization for the
coming period. It covers both the operating and findibcidgets. The operating budget consist of
all budgets that concern normal operating activitreduding the sales, production, materials, direct
labor, and overhead budgets. The financial budget normallydies the cash budget and the
budgeted balance sheet.

Simply put, a budget is a set mio forma (projected or planned) financial statements. It
consists basically of a pro forma income statemeatfgsma balance sheet and cash budget.

Ten typical budgets will be discussed here:

Sales budget

Production budget

Materials requirement budget

Materials purchases budget

Direct labor budget

Factory overhead costs budget

Selling and administrative expenses budget

NoohkwNE
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8. Cash receipts budget
9. Cash disbursements budget
10.Budgeted income statement

Obviously these budgets cannot be prepared independentycHon is scheduled to
meet the sales demand. Materials, labor, and fact@shead costs are related to production.
Selling and administrative expenses are based on salsls.réceipts and disbursements can be
estimated only after sales revenue and costs are kioebvious that all of these separate
budgets must be closely coordinated.

The major steps in preparing the budget are:

1. Prepare a sales forecast.

2. Determine expected production volume.

3. Estimate manufacturing costs and operatipgreses.
4. Determine cash flow and other financial affe

5. Formulate projected financial statements.

Exhibit 1 shows a simplified diagram of the vasiqarts of the comprehensive (master)
budget, the master plan of the company.

MASTER (COMPREHENSIVE) BUDGETING ILLUSTRATED

In the sections that follow, we shall trace throughma& budgeting procedure used by the JS-
JK Company. Budgets are prepared quarterly under the supewigtmncompany controller
who acts as budget director. After sales estimateslteesm prepared, production schedules are
made up. The sales budget and the production budget are fib liywedividual budgets for
purchases of materials, labor, factory overhead cesilg)g and administrative expenses, and
cash receipts and cash disbursements.

Estimates submitted by the department heads are reviewhd bydget committee. Any
that are considered out of line with company objectaressent back to the divisions for
adjustment. Department heads who wish to do so nguedheir cases before the budget
committee. Differences that cannot be worked out betvibe committee and the division heads
are submitted to the president of the company for firtdesgent.

The budget director prepares monthly income statem&fntise end of each month,

actual results are compared with budget estimatesemodts summarizing the variances are
sent to the proper executives for action. It is comyeniigy to account for all differences.
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EXHIBIT 1
MASTER BUDGET

Sales Budget

l Production

Ending Budget
Desired
Inventory
Budget

Direct Direct Labor Factory
Material Budget Overhead
Budget Budget

[ |

v

Cost of Goods Sold Budget

'

Selling and Administrative
Expense Budget

!

Budgeted Income Statement -

v v

Capital Budget [~ Budgeted Balance Sheet [¢——— Cash Budget [¢——

The following preliminary data have been collected preparao setting up the budget
for the first quarter of 20A:
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Standard unit costs for material and labor:

Material X- 2 pieces @ $1.50
Material Y - 1 piece @ $1.00

$3.00
1.00 $4.00

Labor- 1 hr. @ $2.00 2.00
Factory overhead costs (standard capacity- 5,000 hours p#&rmon
Fixed per Variable
month per hour
Indirect labor $1,000 $ .60
Depreciation 5,000 -
Repairs & Maintenance 200 .08
Taxes & insurance 600 -
Supplies 800 -
Heat & light 400 -
Power - .10
Miscellaneous - 22
$8,000 $1.00
Selling and administrative expenses:
Variable
Fixed per month percent of sale
Salaries $3,000 -
Commissions on sales - 3
Advertising - 1
Bad Debts - 1
Depreciation 500 -
Miscellaneous 3,500 -
$7,000 5
Balances of January 1, 20A:
Cash $10,000
Accounts receivable $60,000
Allowance for doubtful accounts $ 600
Finished goods inventory 2,000 units
Raw materials inventories:
Material X 4,250 pieces
Material Y 2,125 pieces
Accounts payable--materials $20,000
Accrued payroll $ 9,000
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Inventory policies:

Finished goods- the following inventories of finished goodsiasired:

January 31, 20A 2,250 units
February 28, 20A 2,500 units
March 31, 20A 2,500 units

Raw materials X and Y- delivery schedules make it advidaleaintain a monthly
ending inventory equal to one-half the production requirenddritee following month.

SALES BUDGET

Thesales budgethowing what products will be sold in what quantities batprices is the
foundation on which all other budgets are built. Thesshilglget provides the revenue
predictions from which cash receipts from customensbeaestimated and supplies the basic
data for constructing budgets for production costs and selid@dministrative expenses. In
short, the sales forecast is the keystone of the bstigeture. Only to the extent that sales data
are accurate can other budget estimates be reliabfe $bles forecast is grossly awry, then the
whole budget is distorted.

A number of methods are used in forecasting salessifiest approach is a
compilation of estimates from sales personnel. Aotiher extreme are market research surveys
and statistical analysis of quantitative data. A weafltbtatistical data is available. Automobile
manufacturers, for example, make projections based afighesable income per family;
publishers of textbooks use population statistics. To datecdsting is an art, not a science.
Answers are not derived from easy formulas. Good judgmest determine the final decision,
and ultimate responsibility must rest in the sales deyzant.

A detailed discussion of sales forecasting is beyonddbpe of this text. We shall
assume that the JS-JK Company has completed a madtgsiarmnd has budgeted sales for the
first quarter of 20A as shown in the following sales daus.

SALES FORECAST
FIRST QUARTER OF 20A

Month Units Revenue
January 4,000 $ 48,000
February 4,500 54,000
March 5,000 60,000

13,500 $162,000

PRODUCTION BUDGET

After the sales budget has been completed, the productitgebis made up. Under ideal
conditions, production would be scheduled at a uniform mgnrtiibme throughout the year,
but customers’ seasonal demands make ideal scheduling iblipo$sie most that any company
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can hope to achieve is a good balance between productiomvandories, keeping volume
fluctuations at a minimum and holding the inventories as@aable levels. In spite of careful
planning, there are periods in which production will exceed sald inventories will
accumulate; there are other periods in which salesedxymeduction and inventories will be
reducedNote: The starting point in preparing a comprehensive bufig a manufacturing
company limited by its ability to produce and not by li#its to sell is an estimate of productive
capacity.

How many units will be produced in any period is contingenthe inventory of finished
goods available at the beginning of the period, the salesreeents of the period, and the
inventory of finished goods that is desired at the endeop#rniod. Preliminary data have already
provided the following inventory information for the JS-JKngmany:

Finished goods on hand, January 1 2,000 units
Inventories needed to meet future sales requirements:

January 31 2,250 units
February 28 2,500 units
March 31 2,500 units

With the data provided by the sales budget and the inveniorgnary, a production budget can
be set up as shown below.

PRODUCTION BUDGET
FIRST QUARTER OF 20A

Units
January February March
Sales 4,000 4,500 5,000
Add end-of-month inventory desired 2,250 2,500 2,500
Total 6,250 7.000 7,500
Deduct beginning inventory 2,000 2.250 2,500
Production required 4,250 4,750 5,000

MATERIALS REQUIREMENT BUDGET
After determining the number of units to be produced eachlimtre company prepared the
materials requirement budget shown below.

MATERIALS REQUIREMENT BUDGET
FIRST QUARTER OF 20A

January February March
Production (units) 4,250 4,750 5,000
Materials required:
Material X-2 pieces per unit 8,500 9,500 10,000
Material Y-1 piece per unit 4,250 4,750 5,000
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Purchases of materials depend on inventories and produoetjomements. You will recall that
delivery schedules make it advisable for the JS-JK Commamaintain an inventory of raw
materials equal to one-half the production requiremdrtsedfollowing month. Standard prices
can be used in budgeting purchases only if they are expeqteevtl during the budget period.
In this instance, the price of Material X is expectedddb1.50 per piece; due to adverse market
conditions, the price of Material Y is expected to bé&3her piece during January only; on
February 1, the price is expected to drop back to the sthofi&1.00 per piece. The materials
purchase budget prepared for the first quarter of 20A isriitest.

MATERIALS PURCHASE BUDGET
FIRST QUARTER OF 20A

January February March
Material X:
Production 1
requirements
(pieces) 8,500 9,500 10,000
Add end-of —month
inventory desired
(pieces) 4,750 5,000 5,000
Total (pieces) 13,250 14,500 15,000
Deduct inventory at
beginning of month
(pieces) 4,250 4,750 5,000
Purchases required
(pieces) 9,000 9,750 10,000
Price per piece $1.50 $1.50 $1.50
Cost of purchases $13,500 $14,635 $15,000
Material Y:
Production
requirements
(pieces) 4,250 4,750 5,000
Add end-of-month
inventory desired
(pieces) 2,375 2,500 2,500
Total (pieces) 6,625 7,250 7,500
Deduct inventory at
beginning of month
(pieces) 2,125 2,375 2,500
Purchases required
(pieces) 4,500 4,875 5,000
Price per piece $1.02 $1.00 $1.00
Cost of purchases $4,590 $4,875 $5,000

Total cost of
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materials purchased $18,090 $19,500 $20,000

DIRECT LABOR BUDGET

The preliminary data show that one hour of direct laboequired to complete one unit of
product and that the standard rate per hour is $2.00. Devifttionshese standards should be
budgeted if they can be anticipated. In this instance, partiges from standard are expected to

take place, and a direct labor budget is made up as gil@m. be

DIRECT LABOR BUDGET
FIRST QUARTER OF 20A

January February March
Production (units) 4,250 4,750 5,000
Direct labor hours 4,250 4,750 5,000
Direct Labor cost $8,500 $9,500  $10,000

FACTORY OVERHEAD COSTS BUDGET
Factory overhead costs budgets for January, Februariamth are illustrated below. Basic

information was supplied by preliminary data.
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FACTORY OVERHEAD BUDGET

Fixed Variable Total

January, 20A
4,250 hours
Indirect labor (variable--$.60 per hour) $1,000 $2,550 $3,550
Depreciation 5,000 - 5,000
Repairs & maintenance (variable-$.08
per hour) 200 340 540
Taxes and insurance 600 - 600
Supplies 800 - 800
Heat and Light 400 - 400
Power (variable-$.10 per hour) - 425 425
Miscellaneous (variable-$.22 per hour) - 935 935

$8,000 $4,250  $12,250
February, 20A
4,750 hours
Indirect labor (variable-$.60 per hour)

$1,000 $2,850 $3,850
Depreciation 5,000 - 5,000
Repairs & maintenance (variable-$.08
per hour) 200 380 580
Taxes and insurance 600 - 600
Supplies 800 - 800
Heat and Light 400 - 400
Power (variable-$.22 per hour)

- 475 475

Miscellaneous (variable-$.22 per hour) - 1,045 1,045

$8,000 $4,750  $12,750
March, 20A
5,000 hours

Fixed Variable Total

Indirect labor (variable-$.60 per hour)

$1,000 $3,000 $4,000
Depreciation 5,000 - 5,000
Repairs & maintenance (variable -$.08
per hour 200 400 600
Taxes and insurance 600 - 600
Supplies 800 - 800
Heat and light 400 - 400
Power (variable-$.10 per hour) - 500 500
Miscellaneous (variable-$.22 per hour) - 1,100 1,100

$8,000 $5,000 $13,000
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SELLING AND ADMINISTRATIVE EXPENSES BUDGET

Like factory overhead costs, selling and administragixgenses are made up of fixed and
variable components. Salaries, depreciation, and maseglls expenses are a fixed amount each
month; commissions, advertising, and bad debts are budgedgutasentage of sales revenue
and consequently vary directly with sales. Budgets fouaky, February, and March are given
below.

SELLING AND ADMINISTRATIVE EXPENSES BUDGET

Fixed Variable Total

January, 20A
Sales Volume-$48,000

Salaries $3,000 - $3,000

Commissions

(3% of sales) - $1,440 1,440

Advertising

(1% of sales) - 480 480

Bad Debts

(1% of sales) - 480 480

Depreciation 500 - 500

Miscellaneous 3,500 - 3,500
$7,000 $2,400 $9,400

February, 20A

Sales Volume-$54,000

Salaries $3,000 - $3,000

Commissions

(3% of sales) - $1,620 1,620

Advertising

(1% of sales) - 540 540

Bad debts

(1% of sales) - 540 540

Depreciation 500 - 500

Miscellaneous 3,500 - 3,500
$7,000 $2,700 $9,700

March, 20A

Sales Volume-$60,000

Salaries 3,000 - $3,000

Commissions

(3% of sales) - $1,800 1,800

Advertising

(1% of sales) - 600 600

Bad debts

(1% of sales) - 600 600

Depreciation 500 - 500
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Miscellaneous 3,500 - 3,500
$7,000 $3,000 $10,000

CASH RECEIPTS BUDGET

Normally, the bulk of a firm’s cash receipts comasrircustomers. The possibility of cash from
other sources, such as additional investments, sasssefs, extraneous revenue, and
borrowings should be investigated, however, when casgliptsare being estimated.

We shall assume that the JS-JK Company expects hoex@spts other than the usual
collections from customers during the first quarter of 2D&st experience indicates that
collections normally follow the pattern below:

* No collections are made in the month of sale.

» 80 per cent of the sales of any month are collectdukifiailowing month.
* 19 per cent of sales are collected in the second faigpwionth.

e 1 per cent of sales generally prove to be uncollectible.

According to the preliminary data, accounts receivabletandgg on January 1 will probably
amount to $60,000. It is expected that $48,000 will be cotlentdanuary, $21,400 in February,
and that the remaining $600 will not be collected. Cashptscare budgeted as shown below.

CASH RECEIPTS BUDGET
FIRST QUARTER OF 20A

January February March

Collections from customers:
Accounts receivable of January 1 $48,000 $11,400
Sales for Quarter:
January sales:

80% of$ 48,000 38,400
19% of $48,000 $9,120
February sales:
80% of $54,000 43,200
Other sources:
None
Total Receipts $48,000 $49,800 $52,320
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CASH DISBURSEMENTS BUDGET

Data collected in individual budgets previously illustrategpty the basic information for the
cash disbursements budget, although adjustments and addaiibhave to be made. Materials
are not normally paid for in the month of purchase; actpagrolls usually exist at the end of
each month; some costs, such as depreciation and badreghise no cash outlay; some
expenses, such as insurance, are generally prepaid; gbesises, such as taxes, are left to
accrue for several months. Also, there may be disb@nsesnfor extraneous items, such as the
purchase of equipment, which do not show up in any ohidhigidual budgets already prepared.
The cash disbursements budget of the JS-JK Comparoagedn point.

The JS-JK Company has collected the following dateash disbursements for the first
guarter of 20A:

1. Purchases of materials will be paid for in the mootloWing the purchase; a 2 per cent
discount will be taken on all invoices. Accounts payalielanuary 1 will be $20,000,
still subject to the discount.

2. Payrolls are paid on the 17th and the 2nd of each monthé preceding half-month.
The accrued payroll on January 1 will be $9,000.

3. Taxes and insurance are paid annually on March 1; a payph$rit200 will be made on
March 1, 20A.

4. Repairs and maintenance, supplies, heat and light, panegtmiscellaneous factory
overhead costs are paid for in the month incurred.

5. Advertising is prepaid at the beginning of each quarter; mpatof $1,620 will be made

on January 1.

Miscellaneous selling and administrative expenses aglefgrain the month incurred.

A dividend of $2,000 will be declared in February, payable orcMa5.

Delivery equipment to cost $4,200 will be purchased and paid feebruary.

®~No

Using the data collected in the various budgets anthfiiienation that has been given
above, the schedules of disbursements shown belowecarade up for accounts payable and
the monthly payrolls.

DISBURSEMENTS ON ACCOUNTS PAYABLE
FIRST QUARTER OF 20A

January February March

Accounts payable of January 1 $20,000
Purchases of the period:

January $18,090

February $19,500

$20,000 $18,090  $19,500

Less 2% cash discount 400 362 390
Cash disbursements $19,600 $17,728 $19,110
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PAYROLL DISEMBURSREMENTS
FIRST QUARTER OF 20A

January February March
Payroll:
Direct labor $8,500 $9,500 $10,000
Indirect labor 3,500 3,850 4,000
Selling & admin. Salaries 3,000 3,000 3,000
Commissions on sales 1,440 1,620 1,800

[ $16,490 $17,970] $18,800

Disbursements:

Accrued payroll of January 1 $9,000

January payroll 8,245 $8,245

February payroll 8,985 $8,985
March payroll 9,400

$17,245] $17,230] $18,385

All of the data are assembled below in a cash disb@rssrbudget.

CASH DISBURSEMENTS BUDGET
FIRST QUARTER OF 20A

January February March
Accounts payable--purchase of
Materials $19,600 $17,728  $19,110
Payrolls 17,245 17,230 18,385
Factory overhead costs:
Repairs and maintenance
540 580 600
Taxes and insurance - - 7,200
Supplies 800 800 800
Heat and Light 400 400 400
Power 425 475 500
Miscellaneous 935 1,045 1,100
Selling & admin. Expenses:
Advertising 1,620 - -
Miscellaneous 3,500 3,500 3,500
Dividends - - 2,000
Purchase of delivery
equipment - 4,200 -

Total disbursements
$45,065 $45,958 $53,595
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BUDGETED CASH BALANCES
After cash receipts and cash disbursements have b@eatesl, the JS-JK Company prepares a

budget showing what cash balances are expected at the eamchahonth. This budget serves to
show the cash position that may be expected. It atiodtes the periods in which bank loans
may have to be made and periods in which loans campb@ré& he advantages of anticipating
cash needs well in advance are too obvious to requiressisn; that a cash budget will be
helpful in securing loans goes without saying.

Budgeted cash balances of the JS-JK Company are agdollo

BUDGETED CASH BALANCES
FIRST QUARTER OF 20A

January  February March

Cash balance, first of month $10,000$12,935 $16,777
Add budgeted receipts 48,000 49,800 52,320

$58,000 $62,735 $69,097
Less budgeted disbursements 45,06545,958 53,595
Budgeted cash balance, end of month $12,93816,777 $15,502

BANK LOANS
The financial policy of some companies requires thainenmm cash balance be maintained at

all times. If such is the case, alterations must hdamn the cash budget to accommodate bank
loans and their repayment. Assume, for example, teal$hJK Company desires to maintain a
minimum cash balance of $15,000. In any month when it apfearthe balance will fall below
the minimum, 30-day bank loans in even multiples of $1,000 wierest at 6 per cent deducted
in advance are made at the beginning of the month. d3telmdget might be revised as follows:

BUDGETED CASH BALANCES
FIRST QUARTER OF 20A

January  February March

Estimated receipts $48,000 $49,000 $52,320
Estimated disbursements 45,065 45,958 53,595
Excess receipts (disbursements) $2,935$3,842 ($1,275)
Opening cash balance 10,000 15,920 16,762
Cash balance before bank loans $12,93519,762 $15,487
Add bank loans net interest 2,985*

Deduct bank loans repaid 3,000

Budgeted cash balance, end of month $15,92016,762 $15,487

*Loan of $3,000 less interest of $15.
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BUDGETED INCOME STATEMENTS

After the cash budget has been completed, the JS-JW&opnsets up budgeted, or, as they are
often called pro-forma, monthly income statements, shgwhe net income that is to be
expected during the budget period. On these statementshbatbst of sales and the selling and
administrative expenses are shown at standard. Angcipatriances are predetermined and
added to or deducted from the net income computed at staSdateinents for the first quarter
of 20A are shown below.

EXHIBIT 1
JS-JK COMPANY
BUDGETED INCOME STATEMENTS
FIRST QUARTER OF 20A

January February March Total
Budgeted sales-units 4,000 4,500 5,000 13,500
Budgeted production-units 4,250 4,750 5,000 14,000
Sales revenue @$12 per unit $48,000 $54,000 $60,000 $162,000
Cost of sales (at standard):
Material X @ $3.00 per unit $12,000 $13,500 $15,000 $40,500
Material Y @ $1.00 per unit 4,000 4,500 5,000 13,500
Material cost $16,000 $18,000 $20,000 $54,000
Direct Labor @ $2.00 per unit $8,000 $9,000 $10,000 $27,000
Factory overhead costs:
Fixed @ $1.60 per unit $6,400 $7,200  $8,000 $21,600
Variable @ $1.00 per unit 4,000 4,500 5,000 13,500
Factory overhead costs $10,400 $11,700 $13,000 $35,100
Total cost of sales $34,400 $38,700 $43,000 $116,100
Gross margin (at standard) $13,600 $15,300 $17,000 $45,900
Selling & administrative expenses (at standard):
Fixed @ $1.40 per unit $5,600 $6,300 $7,000 $18,900
Variable @ $.60 per unit 2,400 2,700 3,000 8,100
Total expenses $8,000 $9,000 $10,000 $27,000
Net income (at standard) $5,600 $6,300 $7,000 $18,900
CONCLUSION

Budgeting is an integral part of the planning and controltions. The budget provides a means
by which plans to carry out the company’s aims and objectue expressed quantitatively,
activities are coordinated, and performances are evaluated.

Predicting the future is one problem in budget premaratiealing with human beings is
another. The second problem is no less important tiefirst. Budgeting can be successful only
if a satisfactory solution to each problem can be found.

Master (comprehensive) budgeting starts with a salesdst or plan. With the sales

budget as a foundation, budgets are then made up for prodpetichases of materials, selling
and administrative expenses, and cash receipts andséistiemts. Comprehensive budgeting
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ends with the preparation of budgetedpm-forma,financial statements. Budgets must be built
from the bottom up, with all personnel who are chargel msponsibility given a voice in their
preparation.

Properly applied, the budget can be a useful managé¢ownill conceived or
improperly administered, it can be a deterrent to harousnoperations.
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CHAPTER 8
USING VARIANCE ANALYSIS TO EVALUATE PERFORMANCE

LEARNING OBJECTIVES
After reading this chapter, you should be able to:

» Define thestandardand thestandard costs

* Identify the types of standards

e State the purposes for using standard costs

» Describe the steps involved in variance analysis

» Calculate sales variances

e Calculate the different types of variances for manufaw costs--direct materials,
direct labor, and manufacturing overhead.

* Explain the managerial significance of these variances.

» Computer variances in selling and administrativeeagps

» ldentify the types of performance reports

* Prepare a flexible budget and explain its advantage lowestatic budget format.

Variance analysis is a tool managers use to evaluaadial performance. You can carry out
variance analysis for such areas of the companyles, garrchasing, and distribution. Variance
analysis can also help you appraise the productivity afr ymployees, including sales
personnel, factory workers, and delivery personnel, amorgrothBy using variance analysis,
you can spot and correct problems, as well as idengfysaof success.

Locating deviations between expected and actual figuresaghreariance analysis helps
you not only to identify problems but also to determine Hakge the problem is, who is
responsible, and whether it is controllable or notr &ample, if the cost of manufacturing a
product or rendering a service were higher than expectedygald want to know the reasons
for the discrepancy and the severity of the situatigvith the aid of variance analysis, you can
then decide whether the problem lies with buying or planningemeral productivity. Or
perhaps you find that actual sales fall short of expeattiorou would want to know whether
the sales manager can control the problem (e.g., poespsaton effort) or not (e.g., an
economic depression).

Variance analysis also spotlights positive performandéshe actual cost of a product
were less than expected, for instance, you would wakndw what you and your employees are
doing correctly so as to capitalize on the situation.this event, you would want to reward
superior performances by employees or to know that ahgpany is using new technological
processes that successfully keep costs down.

Typically, only significant variances warrant investign. To help you interpret

variance analysis reports, understand which variancesngyertant for your position, and
remedy any problems. This chapter will cover the folfaniopics: (1) the standards of revenue
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and cost, (2) the use of variance analysis to monitoopeaince, (3) the evaluation of sales and
cost variances, (4) the use of flexible budgeting, anda(@)ysis of warehouse problems and
sales performance. You will learn to calculate and @pervariances so as to answer these
guestions:

1. Do your actual sales and expenses match your estimétbgdr Why not?

2. Is the variance favorable or unfavorable? If it is fade, who should get credit for
it? If it is unfavorable, is it controllable?

3. Is the variance uncontrollable because of extermébifa such as a strike?

4. Are your standards too tight?

5. What trends do the variances reveal?

6. If the variance is significant (or controllable), whate the reasons and who is

responsible? What corrective actions should be taken?

DEFINING A STANDARD

At the beginning of the period, you set standards such as gabtas, standard costs (e.qg.,
material price, wage rate), and standard volume. Ldbaiss on standard cost, which is the
predetermined cost of manufacturing, servicing, or marketmgtean during a given future
period. It is based on current and projected conditiohkis norm is also dependent upon
quantitative and qualitative measurements (e.g., workinditons). A manager commented
in an interview that his facilities department uses stahdasts for equipment installation and
relocation to determine the cost to charge to the owlernit. For determining the projected
cost of a job, you should understand the concept of dadlatons for standard costs.

Variance analysis compares standard to actual cogtsriormances. Contingent on the
cost-benefit relationship, these analyses may be adededai necessary. Evaluation of variances
may be done yearly, quarterly, monthly, daily, or houtgpending on how quickly you need to
identify a problem. But since you do not know actual figeeg., hours spent) until the end of
the period, variances can only be arrived at then.

There are two types of variances: material and imnateftor material variances, you
must identify the responsible departments or personsa&edcbrrective action. Insignificant, or
immaterial, variances need not be looked into furtheessnthey recur and/or reflect potential
difficulty.

One way to measure if a variance is significant igitide the variance by the standard
cost. Generally, a variance of more than 5 perceayt be deemed material. In some cases,
materiality is measured by dollar amount or by volurwelle For example, the company may set
a policy looking into any variance that exceeds $10,000 or 20486@6, whichever is less.
Guidelines for materiality should be set to reflebe timportance of an element to the
corporation's performance and decision-making. For examghen a product or activity is
critical to the proper functioning of the business (egtical part, promotion, repairs), limits for
materiality should be such that early reporting of asaces is encouraged. Further, statistical
techniques can be used to ascertain the significancestéied revenue variances.
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THE USEFULNESS OF VARIANCE ANALYSIS

Setting standards and analyzing variances are esserii@mcial analysis and decision-making.
Both activities tell you how you are doing and what is gowrong or right. Some specific
advantages of standards and variances are as follows:

» Assist in decision-making because areas of inefficiemeyidentified.

« Help formulate sales price because you can determinetid@em should cost.

e Set and evaluate objectives by comparing budgeted to aguiadi

» Establish cost control since cost inefficiencies anerruns are pinpointed.

» Highlight problem areas through the "management by exceqgianciple.

* Pinpoint responsibility for undesirable performance sat #on-corrective action may be
taken. Variances in product activity (cost, quantity, qualdre typically the foreman's
responsibility. Variances in sales are often respditgiof the marketing manager.
Variances in profit usually relate to overall operasionNote that variances indicating
strengths should be further taken advantage of.

* Facilitate communication within the organization, such atwvéen management and
supervisors, because everyone knows the standard to astompl

* Assist in planning by forecasting needs (e.g., cash regeiresin

« Establish bid prices on contracts because desired profit gaabe determined.

« Simplify bookkeeping procedures by keeping the records alatducost.

Although standard costing and variance analysis are aanafly important tools, they can have

their drawbacks. For example, biases in deriving stasdzan exist. Further, material variances
can sometimes be due to out-of-date standards or poor bydpgetaesses rather than actual
performances. Therefore, you should use these toolsauition.

SETTING STANDARDS
There are four types of standards:

» Basc. These are not changed from period to peridtey form the basis with which later
period performance is compared. No consideration, hawé&vgiven to a change in the
environment, which is an unrealistic basis.

* Maximum efficiency. These are perfect standards, which assume ideal, omtimditions.
Realistically, certain inefficiencies will occur.

e Currently attainable. These are based on efficient activity. They are pasgbhls but
difficult to achieve. Normal occurrences, such asc@gated machinery failure, are
considered in the calculation at currently attainatdedsrds.

» Expected. These are expected figures, which should come very tdosetual figures.

You should base standards on the situation being appraised.akéesome examples of
how to match standards with particular situations:
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Situation Standard

Cost reduction Tight
Pricing policy Realistic
High-quality good Perfection

DETERMINING AND EVALUATING SALES VARIANCES

Actual and budgeted sales figures should be compared hgpigrgalesperson, and product to
see if expectations are being realized.

To evaluate sales performance, you should focuprofitable sales volume. Don't be
misled by high sales volume; high sales volume does not automaticadlan high profits
because the high costs associated with products neeé subiiracted. Thus, reports by
salespersons should show not only revenue derived but als® gnafit earned. Although gross
profit may not necessarily translate into net proftcause of high selling and advertising
expenses, it is a legitimate measure of performanceradvthe report will reveal where to put
sales effort.

When you appraise changes in gross profit, you havebtgmnee that these changes may
be caused by changes in sales mix, selling price, volumetwns. Also, a complete analysis of
sales volume should include consideration of budgets, stdaales plans, industry
comparisons, and manufacturing costs.

Sales variances are computed to gauge the performaree roatketing function.

EXAMPLE 1

Western Corporation’s budgeted sales for 20XI were:
Product A: 10,000 units at $6.00 per unit $ 60,000
Product B: 30,000 units at $8.00 per unit 240,000
Expected sales revenue $300,000

Actual sales for the year were

Product A: 8,000 units at $6.20 per unit $ 49,600
Product B: 33,000 units at $7.70 per unit 254,100
Actual sales revenue $303,700

There is a favorable sales variance of $3,700, consistitige (fales price variance.
The sales price variance equals:

(Actual selling price - Budgeted selling price) x Actual undkls

Product A ($6.20 - $6.00) x 8,000 $1,698avorable
Product B ($7.70 - $8.00) x 33,000 9,900nfavorable
Sales price variance $8,300 Unfavorable
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The sales volume variance equals:

(Actual quantity - Budgeted quantity) x Budgeted selling price

Product A (8,000 - 10,000) x $6.00 $12,000nfavorable
Product B (33,000 - 30,000) x $8.00 24,00avorable
Sales volume variance $12,000 Favorable

By looking at the trend in sales, you may identify unfable trends requiring a
reduction of the sales effort or a change in product.

You have to evaluate the meaning of sales variances todgpartment. For example,
an unfavorable sales volume variance may arise from moanketing procedures. An
unfavorable total sales variance may signal a problemthéhmarketing manager because he or
she has control over sales, advertising, and often pridingavorable sales situations may also
be caused by a lack in quality control, substitution of eoguality components because of
deficient purchasing, or deficient product design based on pomreenmng.

You should also compare your divisional sales figures thihsales figures of competing
companies' divisions and with industry averages. Sometanesinfavorable sales volume
variance is caused by the price cuts of competing compantexl, if unfavorable volume
variance is coupled with favorable price variance, yoy have lost sales by raising your prices.

COST VARIANCES

When a product is made or a service is performed, you tawdetermine these three cost
measures:

« Actual cost equals actual price times actual quantity, evhetual quantity equals actual
quantity per unit of work times actual units of work produced

» Standard cost equals standard price times standard quaviiye standard quantity
equals standard quantity per unit of work times actual uhwsk produced.

e Total cost variance equals actual cost less standard cos

Total cost variance has the two elements: price negisand quantity variance. Price (rate,
spending) variance is calculated as follows:

(Standard price - Actual price) x Actual quantity
Quantity (usage, efficiency) variance is formulatecha following manner:
(Standard quantity - Actual quantity) x Standard price

These figures are computed for both material and labor.
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MATERIAL'S VARIANCES

The material's price variance allows you to evaluateatttivity of the purchasing department
and to see the impact of raw materials cost chang@saditability, while the materials quantity
variance helps you to judge the performance of the produstip@rvisor. Example 1 calculates
the three types of materials variances you need to know

EXAMPLE 2

The standard cost of one unit of output (product or serwes)$15, or three pieces at $5 per
piece. During the period, 8,000 units were made. The aasahas $14 per unit, or two pieces
at $7 per piece,

Total Materials Variance

Standard quantity x Standard price (24,0(5bX $120,000
Actual quantity x Actual price (16,000 x $7) 112,000
$8,000 F

Materials Price Variance
(Standard price - Actual price) x Actual quantity
($5 - $7) x 16,000 $ 32,00V

Materials Quantity Variance
(Standard quantity - Actual quantity) x Standard price
(24,000 - 16,000) x $5 $ 40,006

Unfavorable materials price variances may be caused bymon®re of the following
factors: inaccurate standard prices, failure to takés@odnt on quantity purchases, failure to
shop for bargains, inflationary cost increases, sgairctaw material supplies resulting in higher
prices, and purchasing department inefficiencies.

Unfavorable materials quantity variances result frororfyotrained workers, improperly
adjusted machines, use of an improper production methodjldutraste on the production line,
and/or use of a lower grade material, purchased to saveymon

Once the reasons for unfavorable materials variances haen determined, you can then
locate the responsible departments or key personnel:

Reason Responsible Party
Overstated price paid Purchasing

Failure to detect defective goods Receiving
Inefficient labor or poor supervision Foreman

Poor mix in material Production manager
Rush delivery of materials Traffic

Unfavorable quantity variance Foreman

Unexpected change in production volume  Sales manager
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To correct an unfavorable material price variance, yan ocrease selling price,
substitute cheaper materials, change a production methsgeoification, or engage in a cost
reduction program. To achieve some of these ends, yoldséwamine the variability in raw
material costs, look at price instability in trade publaad, and emphasize vertical integration to
reduce the price and supply risk of raw materials.

Lastly, remember that you cannot control materialsepviariances when higher prices
are caused by inflation or shortage situations or wheh orders are required by the customer,
who will bear the ultimate cost increase.

Exhibits 1 and 2 present a details of material priceamaé report and a material usage
variance report.

EXHIBIT 1
DETAILS OF MATERIAL PRICE VARIANCE REPORT

Date Prepared by Approved by
Standard
Cost Actual Cost Variance
Percent
Voucher | Item | Item | Vendor | Quantity | Per Per Per from
No. No. |Name No. Purchased | Unit | Total | Unit | Total | Unit | Total | Standard | Explanation
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EXHIBIT 2
MATERIAL USAGE VARIANCE REPORT

Cost Center Unit
Material Type Date
Daily Month Year
Variance Variance Variance

Date | Variance | Percent | Explanation | Variance | Percent | Variance | Percent

LABOR VARIANCES

The standard labor rate is based on the contractedyhwoage rate. Where salary rates are set
by union contract, the labor rate variance will usuélyminimal. Labor efficiency standards
are typically estimated by engineers based on an analfye production operation.

Labor variances are determined in a manner similahab of material variances, as
illustrated in Example 3.

EXAMPLE 3
The standard cost of labor is four hours times $9 par,tar $36 per unit. During the period,
7,000 units were produced. The actual cost is six hours times $yue or $48 per unit.

Total Labor Variance

Standard quantity x Standard price (28,000 x $9) $252,000
Actual quantity x Actual price (42,000 x $8) 336,000
$ 84,000 U

Labor Rate Variance
(Standard price - Actual price) x Actual quantity
($9 - $8) x 42,000 $ 42,000

Labor Efficiency Variance
(Standard quantity - Actual quantity) x Standard price
(28,000 - 42,000) x $9 $126,000J

Possible causes ahfavorablelabor rate variances include the following: (1) an insee
in wages, (2) poor scheduling or production resulting in ewerivork, and (3) use of workers
commanding higher hourly rates than expected.

Possible reasons for labor rate variances can be edhtelih responsible parties, as
follows:
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Reason Responsible Party
Use of overpaid or an excessive number of  Production geama

workers union contract
Poor job descriptions Personnel
Overtime Production planning

In the case of a shortage of skilled workers, it imaympossible to avoid an unfavorable
labor price variance.

Labor efficiency (quantity) variances can be attributedne or more of the following:

e Poor supervision

* Use of unskilled workers, who are paid lower rates, @mttong mixture of labor for a
given job

» Use of poor quality machinery

* Improperly trained workers

* Poor quality of materials requiring more labor time ingessing

* Machine breakdowns

Employee unrest

* Production delays due to power failure

The reasons and responsible parties for unfavoralue ddficiency variances can then
be matched in these ways:

Reason Responsible Party
Inadequate supervision Foreman
Improper functioning of equipment Maintenance

Insufficient material supply or poor quality  Purchasing

Exhibit 3 presents a labor performance report. Looking atépisrt aids in evaluating labor
effectiveness and coming up with a revision in labor pdicA graph of weekly labor efficiency
is presented in Exhibit 4.

EXHIBIT 3
LABOR PERFORMANCE REPORT

Department
Day Date
Machine Achieved Month to Date Year to Date
Operator in Percent Explanation in Percent in Percent
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EXHIBIT 4
LABOR EFFICIENCY BY WEEK

Department Year
120
115
110
105
100
85
90
85

eo 1 1 1 1 1 1 1 1 L L J
5 10 15 20 25 30 35 40 45 50
Week

Percent

rrr 11111

o

OVERHEAD VARIANCES
The overhead variance is comprised of the controliahdevolume variances.
Relevant computations follow:

Overhead control variance =  Actual overhead vs. Starmandhead
(standard hours x standard overhead rate).

Controllable variance = Actual overhead vs. Budget
adjusted to standard hours.

Note: Budget adjusted to standard hours equals fixed overheadgplable overhead (standard
hours times standard variable overhead rate).

Volume variance = Standard overhead vs. Budget adjusttdritdard hours.

Example 4 uses the equations to illustrate a hypothetigatien.

EXAMPLE 4

The following data are provided:
Budgeted overhead (includes fixed overhead of $7,500 $ 17,500
and variable overhead of $10,000)
Budgeted hours 10,000
Actual overhead $8,000
Actual units produced 800
Standard hours per unit of production 5

Preliminary calculations are as follows:
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Budgeted fixed overhead ($7,500/10,000 hr) 0.75
Budgeted variable overhead ($10,000/10,000 hr) 1.00
Total budgeted overhead ($17,500/10,000 hr) $1.75
Standard hours (800 units x 5 hr per unit) $4,000
Total Overhead Variance
Actual overhead $8,000
Standard overhead
Standard hours 4,000 hr
Standard overhead rate x$1.75 7,000
$1,000 U
Controllable Variance
Actual overhead $8,000
Budget adjusted to standard hours:
*  Fixed overhead $7,500
* Variable overhead (Standard hours x Standard 4,000 11,500
variable overhead rate - 4,000 x $1)
3,500 F
Volume Variance
Standard overhead 7,000
Budget adjusted to standard hours 11,500
4,500 U

Because unfavorable variances exist, you would want &tdathe responsible parties.
The controllable variance is the responsibility o threman, since he or she influences actual
overhead incurred. The volume variance is the resptitysibf management executives and
production managers, since they are involved with pléirtation.

On the one hand, variable overhead variance informagitelpful in arriving at output
level and output mix decisions. It also assists in appasecisions regarding variable inputs.
On the other hand, fixed overhead variance data provide iatanmregarding decision-making
astuteness in relation to the purchase of some combinafidixed plant size and variable
production inputs.

The possible reasons for recurring unfavorable overheduhme variances include the
following:

» The purchase of the wrong size plant.
* Improper scheduling.

* Insufficient orders.

e Shortages in material.

* Machinery failure.

* Long operating time.

* Inadequately trained workers.
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When idle capacity exists, this may indicate long-teparations planning problems.

THE USE OF FLEXIBLE BUDGETS IN PERFORMANCE REPORTS
The static(fixed) budget is geared to only one level of activity and,thas problems in cost
control because it does not distinguish between fixets @&l variable costs.

The flexiblebudget is geared toward a range of activities rather thsingde level of
activity. A flexible budget employs budgeted figures ated@ht capacity levels. It allows you
to choose the best expected (normal) capacity level (1@0fb)to assign pessimistic (80%),
optimistic (110%), and full (150%) capacity levels. You tla@n see how your department is
performing at varying capacity levels. Fixed costs reroamstant as long as you operate below
full capacity.

Flexible budgeting distinguishes between fixed and varialbdéscohus allowing for a
budget, which can be automatically adjusted (via changes ebl@gost totals) tthe particular
level of activity actually, attained. Thus, varianbetween actual costs and budgeted costs are
adjusted for volume ups and downs before differences dywite and quantity factors are
computed. Note that flexible budgets are primarily usedctmurately measure performance
because they compare actual costs for a given outputheitbudgeted costs for tkame level

of output.
Exhibit 5 presents an example of a flexible budget

EXHIBIT 5
FLEXIBLE BUDGET

Budget Actual Budget

Cost Variable  Fixed (50,000 (60,000 (60,000 Spending
Cost Cost hrs.) hrs.) hrs.) Variance
Indirect $.80 $6,000 $46,000 $56,000 $54,000 $2,000(U)
material
Indirect labor 420 24,000 234,000 270,000 276,000 6,000(F)
Supervision 70,000 70,000 74,000 70,000 4,000(V)
Depreciation 40,000 40,000 32,000 40,000  8,000(F)
Power and light .30 2,000 17,000 21,000 20,000 1,000(V)
Maintenance 4.70 58,000 293,000 287,000 340,000 53,000(F)
Total $10.00 $200,000 $700,000 $740,000 $820,000 $60,000(F)

STANDARDS AND VARIANCES IN MARKETING

Prior to setting a marketing standard in a given tradéassyr you should examine prior, current,
and forecasted conditions. You should also make adjassnier standards that vary with
geographical location. In formulating standard costgHertransportation function, minimum
cost traffic routes should be selected based on sebdition pattern.
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Standards for advertising cost in particular territowdbsvary depending upon the types
of advertising media needed, which are in turn basetth@type of customers the advertising is
intended to reach as well as the nature of the conagetit

Some direct selling costs can be standardized, suctodagbrpresentations for which a
standard time per sales call can be established. [Esdatg expenses should be related to
distance traveled, frequency of calls made, etc. Ifssaemmissions are based on sales
generated, standards can be based on a percentage dtéset sa

Time and motion studies are usually a better way t#béishing sales standards than
prior performance, since past strategies may have betfiniare.

Of the numerous marketing standards and variances, weuwl on, for the purpose of
illustration, those associated with sales.

Sales Standards

Sales standards may be set in terms of effort, acesimpénts, or the relationship between effort
and accomplishment. For example, a salesperson maypleeted to make 100 calls per month.
By making 100 calls, the salesperson meets a standardr e onay be expected to obtain 60
orders or $300,000 in business based on the 100 calls. By dmirgy different standard is
accomplished. You need to set sales standards to cealeslactivities, to reward merit, and to
encourage sales effort.

Analyzing Salesperson Variances

You should appraise sales force effectiveness withinrigots, including time spent and
expenses incurred. Examples 5 and 6 provide you with the mh@oenputations for analyzing
variances in two hypothetical situations.

EXAMPLE 5

Sales data for your department follow.
Standard cost $240,000
Standard salesperson days 2,000
Standard rate per salesperson day $120
Actual cost $238,000
Actual salesperson days 1,700
Actual rate per salesperson day $140

Total Cost Variance

Actual cost $238,000
Standard cost 240,000
$ 2,000 F

Note: Cost variances may be determined by territory, produgiersonnel. The control
variance is broken down into salesperson days andosases costs.
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Variance in Salesperson Days
(Actual days - Standard days) x Standard rate per day
(1,700 - 2,000) x $120 $36,000 F

The variance is favorable because the territory wadled in fewer days than expected.

Variance in Salesperson Costs
(Actual rate - Standard rate) x Actual days
($140 - $120) x 1,700 $34,000 U

An unfavorable variance results because the actuapeatday is greater than the expected rate
per day.

EXAMPLE 6

A salesperson called on 55 customers and sold each ageeéi$2,800 of merchandise. The
standard of calls is 50 and the standard sale is $2,400.nveia@aalysis of calls and sales
follows.

Total Variance

Actual calls x Actual sale (55 x $2,800) $154,000
Standard calls x Standard sale (50 x $2,400) 120,000
$ 34,000 F

The $34,000 favorable variance can be broken down as follows.

Variance in Calls
Actual calls - Standard calls) x Standard sale

(55 - 50)x $2,400 $12,000 F
Variance in Sales

(Actual sale - Standard sale) x Standard calls

($2,800 - $2,400) x 50 $20,000 F
Joint Variance

(Actual calls - Standard calls) x (Actual sale - Staddzle)

(55 - 50)x ($2,800 - $2,400) $2,000 F

You should encourage your sales staff to push products vétthitihestprofitability
rather than the highest selling price or least salastaese. Additional performance measures
of sales force effectiveness include meeting sales qubgsumber of orders from current and
new customers, profitability per order, and the relatigndbetween salesperson costs and
revenue obtained.

Avoid paying your salespeople commissions on gross balemuse you may encourage

them to sell to anyone, resulting in huge sales retmdsallowances. Instead, the commission
should be tied to net sales.
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APPRAISAL OF MARKETING DEPARTMENT
Revenue, cost, and profitability information shouldobevided by product line, customer,
industry segment, geographic area, channel of distributipa,df marketing effort, and average
order size. New product evaluations should also be undarbatancing risk with profitability.
Analysis of competition in terms of strengths and weageg should be made. Sales
force effectiveness measures should also be employatctome generated by salesmen, call
frequency, sales incentives, sales personnel costs 8adwddue of orders generated per hours
spent. Promotional effectiveness measures should bleysddor revenue, marketing costs, and
profits prior to, during, and subsequent to promotionakrtsffancluding a discussion of
competitive reactions. Advertising effectiveness measwsech as sales generated based on
dollar expenditure per media and media measures (i.eereedshare), are also useful. Reports
discussing product warranty complaints and disposition dradsib be provided.

Marketing costs may be broken down into the followirgpar selling, promotion, credit
evaluation, accounting, and administration (i.e., prodagelopment, market research). Another
element is physical distribution—inventory managememteoprocessing, packaging,
warehousing, shipping outbound transportation, field warehguand customer services.

Control of marketing costs is initiated when suchgase assigned to functional groups
such as geographic area, product line, and industry segment. &lidgsts and rates should be
provided and comparisons made between standard costs arlcastsiat the end of the
reporting period.

ILLUSTRATIVE MARKETING PERFORMANCE REPORTS
Exhibit 6 presents an illustrative format for a marketinggrenance report designed for the
vice-president of marketing.

Exhibit 7 presents an illustrative format for a marketinggeenance report designed for
the regional sales manager.

The marketing manager should be responsible for standaadbleacost of sales,
distribution costs (i.e., packing, freight out, marketagninistration), and sales. The reason
standard variable cost of sales is used is not to hawaahketing area absorb manufacturing
efficiencies and inefficiencies.
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EXHIBIT 6
A MARKETING PERFORMANCE REPORT DESIGNED FOR THE VIC E PRESIDENT
OF MARKETING

Budget Percent Actual Percent  Variance

Sales
Less: Standard variable
cost of sales
Manufacturing margin
Less: Variable
distribution costs
Contribution margin
Less: Regional fixed
charges
Controllable regional
contribution margin
Less: Marketing fixed
charges (i.e., central
marketing
administration costs,
national advertising)
Marketing contribution
margin

EXHIBIT 7
A MARKETING PERFORMANCE REPORT DESIGNED FOR THE REG IONAL
SALES MANAGER

Budger Percent Actual Percent Variance

Sales

Less: Standard variable
cost of sales

Manufacturing margin

Less: Variable
distribution costs (i.e.,
sales personnel
commissions, freight
out)

Contribution margin

Less: Regional fixed
charges (i.e., salesmen
salaries, travel and
entertainment, local
advertising)

Controllable regional
contribution margin

VARIANCES IN ADMINISTRATIVE EXPENSES

As business expands, there is a tendency for administexpenses to increase proportionately
and to get out of line. However, central general and adtrative expenses typically are of a
fixed cost nature and hence there is less need to mamaise types of costs. Here, comparison
of budgeted to actual costs can be made quarterly or eadg!yEhese comparisons should be
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done by department or unit of responsibility. Suggested s@sftaradministrative expenses
appear below.

Administrative Function Unit of Standard Measurement
Handling orders Number of orders handled
Billing Number of invoices

Check writing Number of checks written
Clerical Number of items handled
Customer statements Number of statements

Order writing Number of orders

Personnel Number of employees hired
Payroll Number of employees

Selling and administrative variances for nonoperatingstare the responsibility of top
management and staff. Such items include taxes and insuRsTé@.mance reports may be
prepared for the administrative function, such as déleries of top executives, and for general
department service costs, such as data processing. Pant@measures may also be of a non-
monetary nature, such as the number of files procedsedumber of phone calls taken, and the
number of invoices written. Variances between theadalhd nondollar factors can be
determined and analyzed.

VARIANCES IN WAREHOUSING COSTS

Variance in warehousing costs can be calculated by Igo&inthe cost per unit to store the
merchandise and the number of orders anticipated. jgafmprovides the data and calculations
of the warehousing cost variance for a hypotheticaasan.

EXAMPLE 7

The following information applies to a product:
Standard cost $12,100
Standard orders 5,500
Standard unit cost $2.20
Actual cost $14,030
Actual orders 6,100
Actual unit cost $2.30

Total Warehousing Cost Variance

Actual cost $14,030
Standard cost 12,100
$1,930 U

The total variance is segregated into the variancediersrand variance in cost, as follows:

108



Variance in Orders
(Actual orders vs. Standard orders) x Standard unit cost
(6,100 vs. 5,500) x $2.20 $1,32

e

Variance in Cost
(Actual cost per unit vs. Standard cost per unit) x
Actual orders ($2.30 vs. $2.20) x 6,100 $6

5

NONMANUFACTURING (SERVICE) ACTIVITIES

When nonmanufacturing activities repeat and result mnadgeneous product, standards may be
used. The manner of estimating and employing standards camitae to that applicable with a
manufactured product. For instance, standards may be usgtiderpersonnel involved in
processing sales orders and a standard unit expense forsprg@esales order may be derived.
The variance between the actual cost of processsadea order with the standard cost can be
appraised by sales managers and corrective steps takenuifiber of payroll checks prepared
should be a reliable measure of the activity of theqdbgepartment. The number of invoices or
vouchers prepared apply to billing and accounts payable. la tivescases, a standard cost per
unit could be based on the variable expenses involved.

Variance analysis is used in non-production-orientedpamies such as service businesses.
Since we are not dealing with a product, a measure ommbther than units is necessary, for
example, time spent. The measure of revenue is feengco

The cost variances are still the same as in a faaefuring concern, namely budgeted costs
versus actual costs. We also can derive the grossm@rgontribution margin variance as the
difference between that budgeted and that actuallyraatail he profitability measures are
expressed as a percent of sales rather than as gatansit. The relationship between costs and
sales is often highlighted.

Service firms typically have numerous variances esg@e in physical, rather than dollar,
measures. Examples of physical measures are numbestoiners serviced and turnover rate in
customers.

AN ILLUSTRATIVE VARIANCE ANALYSIS REPORT FOR A SERV ICE BUSINESS
For a service business, cost variances may be reporspecial reports. For example, the
variance in time and cost spent for processing paymewteditors may be analyzed. An
illustrative format follows.

109



Variance  Variance
in Time in Cost

Function

Processing purchase orders

Processing receiving reports

Processing vendors’ invoices

Preparing checks

Filing paid vouchers and supporting documents

Variances for these functions are useful only fogdacompanies where the volume of activity
allows for the arrangement and analysis of such repetasks.

CAPITAL EXPENDITURES

Variance reports are useful in controlling capital exgenes by studying the actual versus
budgeted costs, as well as actual versus budgeted timpsofmrsals at each stage of activity.
Such reports enable management to take corrective cosgsaction such as changing the
construction schedule. The director of the projedtell accountable for the construction cost
and time budget. Component elements within the project dlfadsth be analyzed. You can also
compare the expected payback period and actual payback pehizdaskists in measuring

operational results and budgeting efficiency. Also, esatha@ash flows of the project can be
compared with actual cash flows.

VARIANCE ANALYSIS REPORTS

Performance reports may be prepared looking at thereliife between budgeted and actual
figures for (1) production in terms of cost, quantity, and iqual2) sales; (3) profit; (4) return
on investment; (5) turnover of assets; (6) income pessadbllar; (7) market share; and (8)
growth rate. Variance reports raise questions rathean #nswer them. For example, is sales
volume down because of deficiencies in sales efforh@mtanufacturer’s inability to produce?
Variance analysis reports may be expressed not only larsiobut also in percentages, ratios,
graphs, and narrative.

Performance reports are designed to motivate masager employees to change their
activities and plans when variances exist. They shbelderse and should concentrate on
potential difficulties and opportunities. A section formaoents should be provided so that
explanations may be given for variances.

The timeliness of performance reports and detail suppkpends upon the management
level the report is addressed to and the nature of the whese performance is being measured.
A production supervisor may need daily information onrtf@ufacturing operations, the plant
superintendent may need only weekly data from his superwasut,the vice-president for
manufacturing may be satisfied with monthly performdigees for each plant. As you become
more distant from the actual operation, the time watefor performance evaluation lengthens.
Also, as you climb the ladder in the organization, perfoo@areports contain data in
increasingly summarized form.
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Since performance reports depend upon the organizatitmatuse, they should be
designed based on the company’s organization chart. Parfoenteports designed for a senior
vice-president might deal with the entire business opasatibthe firm and the earnings derived
from it; the vice-president of manufacturing would looktla¢ efficiency of the production
activity; the vice-president of marketing would evaludte $elling and distribution function; a
plant head would be concerned with the output and earngemerated from his plant; a
department head within the plant would be concerned wghaamtrol.

Performance reports should contain analytical in&dion. To obtain it we should
evaluate source data such as work orders, material tempssiand labor cards. Reasons for
inefficiency and excessive costs should be noted such asdhego equipment malfunction and
low quality raw materials.

For labor, the productivity measurement ratio of vauautput per direct labor hour
should be computed. Further, the output of the individuahachine should be compared to the
“normal” output established at the beginning of the repgrpieriod. Operating efficiency can
thus be measured. A labor efficiency ratio can alsoolbpepated which is the variation between
actual hours incurred and standard hours.

With regard to the evaluation of the divisional ngera fixed costs are generally not
controllable by him, but variable costs are. There @astances, however, where variable costs
are controllable by those above the division manadersl. An example is fringe benefits.
These items should be evaluated independently sincevis®d manager has no responsibility
for them. The opposite may also be true, that isdépartment manager may have control over
certain fixed expenses such as lease costs. In such basshould similarly be assigned
responsibility, although a successor not involved inl¢ase negotiation may not be assigned
responsibility.

CONCLUSION

Variance analysis is essential in the organizationhe appraisal of all aspects of the business,
including manufacturing, marketing, and service. Variancesldibe investigated if the benefits
outweigh the costs of analyzing and correcting the soofthe variance. Variance analysis
reports should be in dollars and percentages.

Significant unfavorable variances must be examined teri@sc whether they are
controllable by management or uncontrollable becauseréffete solely to external factors.
When controllable, immediate corrective action m@stbdertaken to handle the problem. The
manager should provide his recommendations. If a vari@fe@arable, an examination should
be made of the reasons for it so that corporateyaiay include the positive aspects found.
Further, the responsible entity for a favorable vaeastwould be recognized and rewarded.

The variance is within tolerable and normal range aus tlo remedial steps are necessary.

e The variance is intolerable and thus either performamest be improved or new
standards formulated in light of the current environment.
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« The decision model was inappropriate considering the gdad tachieved and thus a
more relevant model should be developed.

Reports on operating performance should show where pericemaries from standard,
the trend of performance, and the reasons for thenca$a including the manager’s explanation.

Reporting systems differ among companies regarding ¢g@id¢ncy and timeliness of
reports, details presented, arrangement of data, empldestebution, and size of variances
necessitating follow-up. Variances can be evaluated\isiains, subdivisions, departments, and
cost centers. Variance analysis should be made tfootihé that additional savings from cost
control justify the additional cost of appraisal and répg.

If responsibility for a variance is joint, correctigetion should also be joint. If correction
of an unfavorable variance involves a conflict with gpooate policy, the policy should be
reevaluated and perhaps changed. If the policy is not chahgedhriance should be considered
uncontrollable.

Even if a variance is below a cut-off percent oraloligure, management may still want
to investigate it if the variance is consistently unfawde because it may reveal a problem (e.g.,
poor supervision, wasteful practice). The cumulative thpéa repeated small unfavorable
variance may be just as damaging as an occasional one.

Common reasons why budget and actual figures differ afaitbee to take into account
organizational changes, expense classification, calagmin, new accounting policies, and
different revenue or expense recognition methods beingfoséddget versus accounting
purposes.
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CHAPTER 9
BUDGETING SALES AND SALES FORECASTS

LEARNING OBJECTIVES

After reading this chapter, you should be able to:

* Understand how important the sales budget is

* Explain how important sales forecasts are to budgeting.

« Explain why sales forecasts are needed for managemglipda

» List three ways of making estimates

« Describe how regression analysis can be used to gexalales forecasting model
* Prepare the sales budget

The sales budget is the starting point in preparing theemiaistiget, since estimated sales
volume influences nearly all other items appearing enntlaster budget. The sales budget,
which ordinarily indicates the quantity of each product etqueto be sold, allows all
departments to plan their needs. Further, sales farsgpa®s determine staffing needs to reach
targeted goals.

After sales volume has been estimated, the satigebis constructed by multiplying the
expected sales in units by the expected unit sales price

SALES FORECASTS

Sales forecasts are needed for marketing, production, gaingh) manpower, and financial
planning. Further, top management needs forecasts for plaanshgmplementing long-term
strategic objectives and planning for capital expenditiBased on the firm’'s projected sales,
the production function determines the machine, persoanel,material resources needed to
produce its products or services. Sales forecasts arealypeicial aspects of many financial
management activities, including budgets, profit planning, @lappenditure analysis, and
acquisition and merger analysis. It is the key to othwciasts and plans.

Marketing managers use sales forecasts to determinaitjab sales force allocations, 2)
set sales goals, and 3) plan promotions and advertisinger @timgs such as market share,
prices, and trends in new product development are requiresb@xsas the company makes sure
that it has enough capacity, the production plan is deweldpehe company does not have
enough capacity, it will require planning and budgeting decisfonscapital spending for
capacity expansion.

Production planners need forecasts in order to schedolgugtion activities, order
materials, establish inventory levels, and plan shipm&use other areas which need forecasts
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include material requirements (purchasing and procuremeattppr Ischeduling, equipment
purchases, maintenance requirements, and plant capkcityng.

The personnel department requires a number of forecaglkznning for human resources
in the business. Workers must be hired and trained, anthdse personnel there must be
benefits provided that are competitive with those alilglan the firm's labor market. Also,
trends that affect such variables as labor turnovéremeent age, absenteeism, and tardiness
need to be forecast as input for planning and decision makihgsifunction.

On this basis, the financial manager must estimateutheefcash inflow and outflow. He
must plan cash and borrowing needs for the company's futeratmns. Forecasts of cash flows
and the rates of expenses and revenues are needecdtaimeorporate liquidity and operating
efficiency. In planning for capital investments, predicsi@bout future economic activity are
required so that returns or cash inflows accruing froeitliestment may be estimated. There
are many forecasting methods in use, one of whichgigssion analysis. It is illustrated below,
usingExcel.

Accurate sales forecasting is important since an exdagglesales forecast may result in
your company hiring too many staff members or acquiring excesiilties, which translates
into unneeded costs. On the other hand, a very pessifoicast may cause a shortage in staff
and facilities so that consumer demand cannot be higtranslates into lost business.
Managers must also carefully appraise the sales é¢ssméother departments. For instance, the
marketing department may give optimistic sales estintsesuse it may try to stimulate the
sales effort. As a result, it may not realistigappraise consumer demand.

There is a wide range of forecasting techniques thatctimpany may choose from.
Basically, there are three ways of making sales &stscfor the sales budget:

1. Make astatistical forecast on the basis of an analysis of general bissio@sditions,
market conditions, and product growth curves.

2. Make aninternal estimate by collecting the opinions of executives andgpgaftsons.

3. Analyze the several factors that affect sales revandethen predict the future behavior
of each of these factors.

One powerful technique, calledultipleregression analysjss illustrated below. The
following example shows how to develop a forecasting radb the aid of Excel.

EXAMPLE 1
A firm wishes to develop a sales forecasting model, afingj sales to price and advertising.
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Sales (Y) Advertising

Month (000) (X1)(000) Price (X2)
1 25 4 75
2 26 5 82
3 32 6 94
4 30 6 95
5 32 7 98
6 37 7 110
7 38 8 110
8 41 8 99
9 46 9 95

10 48 10 97

SUMMARY OUTPUT
Regression Statistics

Multiple R 0.97366474
R Square 0.94802302
Adjusted R Squar®.93317246
Standard Error 2.0400664

Observations 10
ANOVA

df SS MS
Regression 2 531.3669036 265.6835
Residual 7 29.13309639 4.161871
Total 9 560.5

Coefficients  Standard Error t Stat

Intercept 10.1734656  6.251683507 1.627316
Advertising 4.41923505 0.480669674 9.193913
Price -0.0587237  0.081383757 -0.72157

The sales forecasting model then is:
Sales = 10.17 + 4.42 (Advertising) — 0.06 (Price)

SALES BUDGET

The sales budget is the starting point in preparing theemiastiget, since estimated sales
volume influences nearly all other items appearing througtihe master budget. The sales
budget should show total sales in quantity and value. Aeceed total sales can be break-even
or target income sales or projected sales. It may &gzad further by product, by territory, by
customer and, of course, by seasonal pattern of expedtsd sa

EXAMPLE 2

Using the forecasting model from Example 1: Sales = 104.42 (Advertising) — 0.06 (Price),
we obtain the following sales forecasts:
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Month Advertising (X1) Price (X2)  10.17 + 4.42 X1 —0.06 X2 Forecasts

October 10 95 10.17 + 4.42 (10) —0.06 48.67
(95)

November 11 97 10.17 + 4.42 (11) —0.06 52.97
(97)

December 12 95 10.17 + 4.42 (12) —0.06 57.51
(95)

Based on the sales forecasts, Exhibit 1 presents thesponding sales budget.
EXHIBIT 1

SALES BUDGET
(IN THOUSANDS)

October November December

Expected sales in units 48.67 52.97 57.51
Unit sales price x $95 x $97 x $95
Total sales $4623.65 $5138.09 $5463.45

Note: A production budget is based on sales forecasts, in wibtsadjustments for beginning
and ending inventories. It is used to plan when itemsb&ijproduced. After the production
budget has been completed, it is used to prepare materialapes, direct labor, and factory

overhead budgets.
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CHAPTER 10
BUDGETING MANUFACTURING COSTS

LEARNING OBJECTIVES
After reading this chapter, you should be able to:

« Explain how the production budget leads to manufactuostsdudgets

* Prepare a direct material usage and purchase budget

» Discuss the procedures for developing material budgets.

* Prepare a direct labor budget

« Discuss the procedures for developing direct labor budgets.

* Prepare a factory overhead budget

« Describe how the flexible budget formula help developdhtofy overhead budget

In a manufacturing firm, costs are divided into two majoegaties, by the functional activities
they are associated with: (1) manufacturing costs (@hchonmanufacturing costs, also called
operating expenses.

Manufacturing costs are those costs associated wittm#mifacturing activities of the
company. Manufacturing costs are subdivided into thresgoaes: direct materials, direct labor,
and factory overhead. Direct materials are all maethat become an integral part of the finished
product. Examples are the steel used to make an auteraatithe wood to make furniture. Glues,
nails, and other minor items are called indirect nmaefor supplies) and are classified as part of
factory overhead, which is explained below.

Direct labor is the labor directly involved in makirge tproduct. Examples of direct labor
costs are the wages of assembly workers on an assdandlgnd the wages of machine tool
operators in a machine shop. Indirect labor, such assvedgeipervisory personnel and janitors, is
classified as part of factory overhead.

Factory overhead can be defined as including all amist®anufacturing except direct
materials and direct labor. Some of the many exampddsdie depreciation, rent, taxes, insurance,
fringe benefits, payroll taxes, and cost of idle tink@actory overhead is also called manufacturing
overhead, indirect manufacturing expenses, and factwdgb.

In order to budget for manufacturing costs, a productiayétuneeds to be established,
which in turn requires a sales budget. Exhibit 1 illusg#his relationship.
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EXHIBIT 1
SALES-PRODUCTION-MANUFACTURING COST BUDGETS

Sales Budget

!

Expected Change
in Finished
Goods Inventory

y

Production Budget

/ V\

Direct Material Direct Labor Factory Overhead
Budget Budget Budget

ILLUSTRATION
To llustrate how all manufacturing cost budgets aretpgether, consider a manufacturing
company called the Worth Company, which produces maarkets a single product.

THE SALES BUDGET

The sales budget is the starting point in preparing theemiastiget, since estimated sales
volume influences nearly all other items appearing enntlaster budget. The sales budget,
which ordinarily indicates the quantity of each product etqueto be sold, allows all
departments to plan their needs. After sales voluradodan estimated, the sales budget is
constructed by multiplying the expected sales in units bgxpected unit sales price.

EXAMPLE 1
The Worth Company's sales budget for the year ending Desr@&th, 20x1 is as follows:

Quarter
1 2 3 4 Total
Expected sales in units 800 700 900 800 3,200
Units sales price _x$80 x $80 x$80  x $80 x $80
Total sales $64,000  $56,000 $72,000 $64,000 $256,000

THE PRODUCTION BUDGET

After sales are budgeted, the production budget can be detdrmiihe number of units
expected to be manufactured to meet budgeted sales and igvegtarements determined by
subtracting the estimated inventory at the beginningeop#riod from the sum is set forth in the
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production budget. The expected volume of production iseofihits expected to be and the
desired inventory at the end of the period.

Good managers constantly evaluate whether productiansstedule with proposed
budgets and make adjustments accordingly. For examplmputer or an assembly line is
down for an extended period of time, manager knowsptizatuction and output will probably
be low for that time period.

EXAMPLE 2
The Worth Company's production budget for the year endingrilese31, 20x1 is as follows:
Quarter
1 2 3 4 Total

Planned sales (see Example 1) 800 700 900 800 3,200
Desired ending inventoty 70 90 80 10Q 100
Total needs 870 790 980 900 3,300
Less : Beginning inventofy 80 70 90 80 _ 80
Units to be produced _790 720 890 820 3,220

# This figure is calculated as 10% of the next quartelés sa

b Estimated.
¢ The ending inventory for the year is the same asnhbéar the fourth quarter.

4 The same as the previous quarter's ending inventory.

THE DIRECT MATERIAL BUDGET
When the level of production has been computed, a dirdetialdboudge should be constructed

to show how much material will be required for producamd how much material must be
purchased to meet this production requirement. The purehthsiepend on both expected
usage of material and inventory levels. The formutacfomputation of the purchase is a

follows:

Purchase in units = Usage + Desired ending material inentats
- Beginning inventory units
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EXAMPLE 3
The Worth Company's direct material budget for the gading December 31, 20x1 is as
follows:

Quarter
1 2 3 4 Total

Units to be produced (see Example 2) 790 720 890 820 3,220
Material needs per unit (in Ibs.) _ X3 x3 x3 x3 x3
Material needs for production (in Ibs.) 2,370 2,160 2,670 2,460 9,660
Desired ending inventory of materials (in 1Bs.) 216 267 246 250 250
Total material needs (in Ibs.) 2,586 2,427 2,916 2,710 9,910

Less : Beginning inventory of materials (in 237 216 627 246 237
Ibs.)
Materials to be purchased 2,349 2,211 2,649 2,464 9,673
Unit price x $2 Xx$2 x$2 x $2 X $2
Purchase cost $4,698 $4,422 $5,298 $4,928 $19,346
10 percent of the next quarter’s units needed for productidtipfimd by 3 (material needs per
unit).
b Estimated.

¢ The same as the prior quarter’s ending inventory.

THE DIRECT LABOR BUDGET

The production requirements provide the starting pointhedirect labor budget. To compute
direct labor requirements, expected production volumedah period is multiplied by the
number of direct labor hours to produce a single uHite direct labor hours required to meet
production needs are then multiplied by the direct |&lost per hour to obtain budgeted total
direct labor costs.

EXAMPLE 4
The Worth Company's direct labor budget for the yeamgnDecember 31, 20x1 is as follows:

Quarter
1 2 3 4 Total

Units to be produced

(see Example 2) 790 720 890 820 3,200
Direct labor hours per unit _ x5 X5 X5 X5 X5
Total hours 3,950 3,600 4,450 4,100 16,100
Direct labor cost per hour _x$5 x%$5 x $5 x $5 x $5
Total direct labor cost $19,750$18,000 $22,250 $20,500 $80,500

THE FACTORY OVERHEAD BUDGET

The factory overhead budget provides a schedule of manufactasts other than direct
materials and direct labor. These costs include factmt, factory insurance, factory property
taxes, and factory utilities. Using the contributipp@ach to budgeting requires the
development of a predetermined overhead rate for thebkamportion of the factory overhead.
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In developing the cash budget, remember that depreciatiant & cash outlay; therefore, it must
be deducted from the total factory overhead in computing @¢iabursement for factory
overhead.

EXAMPLE 5
To illustrate the factory overhead budget, we will asstiraethe cost-volume (flexible budget)
formulais:  Total factory overhead budgeted = $6,000 fixeddparter) plus $2 per hour of
direct labor.

The WorthCompany's factory overhead budget foryhar ending Decembé&, 20x1 is
as follows:

Quarter
1 2 3 4 Total

Budgeted direct labor hours (see 3,950 3,600 4,450 4,100 16,100
Example 4)

Variable overhead rate x$2 x$2 x $2 x $2 x $2
Variable overhead budgeted 7,900 7,200 8,900 8,200 32,200
Fixed overhead budgeted 6,000 6,000 6,000 6,000 24,000
Total budgeted overhead 13,90013,200 14,900 14,200 56,200

PLANNING AND CONTROL OF MATERIAL PURCHASES AND USAG E

After determining the number of units to be producedctimpany prepares the materials
requirement budget and the materials purchase birRlgrehase of materials depends on production
requirements and inventories. The direct materialgétudvolves a balancing of raw material
needed for production, the raw material inventory basnand the purchase of raw materials. The
direct materials budget may provide for allowances fastevand spoilage.

This section discusses the procedures for developingiah@eigets in more detail.

MATERIALS BUDGETS
The materials and inventory budgets in a typical matwifimg firm involves a determination of:

1. The quantities and cost of raw materials to be used.

2. The guantities and value of materials to be carneithé inventory. The inventory balance
depends on how long it takes to receive raw matenial® Suppliers after the order is
placed.

3. The gquantities and cost of materials to be purchaseel.amount to purchase considers
expected production and raw material levels. The uhitaw material needed equals the
raw material usage multiplied by the units of productitm. budgeting purchases,
consideration should be given to expected price chaimjegst cost to finance inventory,
volume and cash discounts, desired delivery date, wasety availability and cost, and
obsolescence risk.

4. The quantity and value of finished goods to be carri¢gkannventory.

There are basically two methods of developing thenitorg budget of raw materials:
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1. Budget each important item separately based uponaddegtion budget.
2. Budget materials as a whole or classes of mateaalsdoupon selected production factors.
Practically all companies must use both methods to sataat.

Budgeting Individual ltems of Material
The following steps should be taken in budgeting themnaglividual items of materials:

1. Determine the physical units of material requicgdetich item of goods which is to be
produced during the budget period.

2. Accumulate these into total physical units of eaclenah item required for the
production plan.

3. Determine for each item of material the quantitych should be on hand periodically to
provide for the production budget with a reasonable dedresfety.

4. Deduct material inventories, which it is expdcte
will be hand at the beginning of the budget period, tertsa the total quantities to be purchased.
The formula for computation of the purchase is:

Purchase in units = Usage + Desired ending mhieventory units - Beginning inventory units

5. Develop a purchase policy which will insuretthaantities will be on hand at the time
they are needed. The purchase policy must considerfaoirs as economic order quantities
(EOQ), economy of transportation, quantity discoumtd,@ssible stockouts.

6. Translate the inventory and purchase requirenraotslollars by applying the expected
prices of materials to budgeted quantitiete: The dollar amount of purchases is one of the major
cash disbursement items in the cash budget.

Budget Based on Production Factors

For those items of materials which cannot be budgettdidually, the budget must be based on
production factors such as total budgeted labor hoursugiiee hours, standard allowed hours,
cost of materials consumed, or cost of goods manufactured.

EXAMPLE 6

Assume that cost of materials consumed (other tharc basterials which are budgeted
individually) is budgeted at $2,000,000 and that pagseience demonstrates that these materials
and supplies should be held to a rate of 4 times per year;an average inventory of $500,000
should be budgeted. This would mean that individual temsatdrial could be held in stock about
90 days (360 days/4).

MATERIALS PURCHASE BUDGET ILLUSTRATED

The following example illustrates a typical method of midhy the quantities and cost of raw
materials to be purchased. Assume that are threeslabmaterials: X, Y, and Z.

(1) Class X - Materials for which a definite quan@ind monthly distribution is established in
advance. Exhibit 2 presents a class X monthly budget.
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Exhibit 2

Item A Item B
Standard Standard
Unit Unit
Units Cost Amount Units Cost  Amount Total

July 300 $1.10 $330 650 $2.00 $1,300 $1,630
August 200 1.00 200 700 2.00 1400 1600
September 500 1.00 500 400 2.10 840 1340
October 250 1.00 250 250 2.25 563 813
November 300 1.00 300 350 2.25 788 1088
December 400 1.00 400 250 2.25 563 963
Total 1950 $1.980 2600 $5.453 $7.433

(2) Class Y - Material items for which definite queie are established for the entire budget
period but for which no definite monthly distribution pragr is established. Exhibit 3 presents a
class Y monthly budget.

Exhibit 3
Total Units
Required Estimated

to Be Price per Total

Purchased Unit cost
ltem H 2,500 0.25 625
I 3,400 0.34 1156
J 4,500 0.23 1035
K 2,700 0.45 1215
Total 13,100 $4.031

Here the distribution to months of the total cos$4031 must be made on the basis of past
experience of budgeted production factors such as mabburs. The following figures may be
assumed, based on past experience. Exhibit 4 presgass & monthly budget.
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Exhibit 4

Percentage
Distribution
Based on Past Material Items
Experience
H | J K Total
July 30% $188 $347 $311 $365 $1,209
August 20% $125 $231 $207 $243 $806
September 10% $63 $116 $104 $122 $403
October 20% $125 $231 $207 $243 $806
November 10% $63 $116 $104 $122 $403
December 10% $63 $116 $104 $122 $403
Total 100.00% $625 $1.156 $1.035 $1.,215 $4.031

(3) Class Z - Miscellaneous material items whichgaoeiped together and budgeted only in terms
of total dollar purchases for the total budget perioa diktribution to months is again made on the
basis of past experience or production factors. ExhijmieSents a class Z monthly budget.

The following figures may be assumed, based on budgaetine hours (cost of Class Z materials
is assumed to be $5 per hour):

Exhibit 5
Budgeted Distributior
Productive to

Hours Months
July 150 $750
August 240 $1,200
September 175 $875
October 80 $400
November 95 $475
December 100 $500
Total 840 $4.200

Note that total purchases required for Class Z méenmaount to $4,200.

The total purchase budget may then be summarizeth &xhibit 6 which presents
information by material class:
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Exhibit 6

Class X Class Y Class Z
Materials Materials Materials Total
July $1,630 $1,209 $750 $3,589
August 1,600 806 1200 3606
September 1,340 403 875 2618
October 813 806 400 2019
November 1,088 403 475 1966
December 963 403 500 1866
Total $7.433 $4.031 $4.200 $15.664

The estimated days material is to be held may be u@thpAssume direct material used is
budgeted at $500,000 with an expected turnover ratetmfies. Thus, the average inventory is
budgeted at $125,000. Material will be stored about &@& ¢360/4). Material price and usage
variances are discussed in Chapter 8. An illustrétiviget is presented in Example 7.

EXAMPLE 7
XYZ COMPANY
PURCHASES BUDGET
FOR THE YEAR ENDED DECEMBER 31, 20X2
Type of Ending Beginning Budgeted Budgeted
Raw Material Production + Inventory - Inventory icBr Purchases
A 200,000 40,000 20,000 $1.50 $330,000

etc.

PLANNING AND CONTROL OF DIRECT LABOR

For many businesses, labor costs are the highest tesefdre, labor cost must be estimated,
controlled, and analyzed. The direct labor budget ish®entire plant and for each department.
The direct labor budget will have an effect upon empdsyand the company’s relationship with
them.

The direct labor budget reveals the labor hours expettedotal cost, manpower
requirements, and type of workers needed. The direct lalsget should consider the wages
paid and hours expended in production activities. A work stutlyeobperations involved would
be helpful in setting standards. It applies to factory wastkeirect labor should be budgeted by
time, cost, product, and service. Indirect labor is n&ctly associated with producing the
product such as supervisory salaries, custodian wages, anthapaompensation. Overtime
should be listed separately.

Labor planning includes manpower requirements, salary stejcontract agreements,

job appraisal, training, and hiring. Direct labor planning aidgcruitment, training, and worker
utilization.
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This chapter will consider the preparation of the dilsabr budget and labor reports,
fringe benefits, and the control and analysis of labor.

DIRECT LABOR BUDGET

The labor budget is designed to provide a labor force thiatneet production needs. The labor
budget estimates labor hours and worker skills requiretbtérmines total labor cost for
production. The timing of cash payments for worker sedais projected. Desired labor
performance is specified.

The direct labor budget shows the wages paid to empldgepsoducing a product
during the manufacturing stages (e.g., assembling, finishihg)tdtal direct labor cost
considers each product and all departments in the mautfacprocess.

Direct labor budgets vary by industry and company. Superssonsld provide their
labor needs by type, quantity, and quality. Labor requirésreme based on sales and production
plans. The labor budget helps in planning and controlling laiee budget should identify each
major labor cost including fringe benefits and payroll taxes

The objectives of the labor budget are to:

« Determine how many and type of employees are needed.
« Estimate labor hours needed to perform the necesskg ta
e Ascertain the labor hour schedule.

* Measure employee performance.

e Control labor costs.

The labor budget procedures consider the production prgeerésrmance standards,
organizational structure, dispersion of physical facdi(ie.g., location, distances), and
environment.

Direct labor is directly charged to a product or procBg®ct labor for a service is the
direct labor cost to provide that service. The dif@obr budget indicates the expected cost of
direct labor to produce products in the quantities needed &lsepproduction budget. Therefore,
the direct labor budget is prepared after the production butigetdirect labor budget estab-
lishes the direct labor hourly needs, employees redjyaer unit labor cost, cash flow
requirements, and cost control. The estimation ottlebor cost depends on the standard cost
per hour and the estimated production hours.

Budgeting for labor hours and cost depends to a large meastine standardization of
labor operations and on the sufficiency of labor rds@pplying to historical labor performance
and costs. The direct labor budget must be flexible ajudted as orders are received. There is a
continual updating of the direct labor budget. The labor Hutlgs be revised because of a
modification to a contract, change in facilitiegsKaf product demand, and changing economic
conditions.

Many companies have three or four employees in nonprodychsggindirect labor) for
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each direct worker manufacturing a product. For a praj@eict labor is the labor identifiable to
that project. Normal nonproductive time may be consdgart of total labor time. A portion
should be allocated to direct labor time, e.g., cdffeaks and personal time.

The company should strive for regularity of employmeniudgeting for sales,
production, and labor. An illustrative direct labor budggpears in Exhibit 1.

EXHIBIT 1
ABC MANUFACTURING COMPANY
DIRECT LABOR BUDGET
FOR THE YEAR ENDING DECMEBER 31, 20X2

Units Total
Date and Units to Standard Standard
Department Manufacture Hours Hours Hourly Rate Total Cost
January:
Dept. A 30,000 2 6,000 $1.50 $9,000
Dept. B
Dept. C
etc.
EXAMPLE 1

A production budget provides for 2,000 completed units of a prodhetpfioduct requires four
operations involving direct labor time. The standard tifoeshese operations are:

1 2 3 4
1.50 .50 1.25 2

The planned direct labor hours are computed below

Operation Direct Labor Hours
1 2,000 x 1.50 3,000
2 2,000 x .50 1,000
3 2,000 x 1.25 2,500
4 2,000 x 2.00 _4,000
10,500

A schedule showing the computation of the average watgdallows:

# of Direct Weighted Average
Operation Planned Labor Amount Wage
No.1 Wage Rate Employees Range Rate
Group X $8 5 $ 40
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Group Y 10 6 60
11 $ 100 9.10

LABOR REPORTS

Labor reports should be prepared showing labor problemsoms, responsibility, and proposed
corrections. It should examine labor turnover and disthessauses. Labor reports should be
prepared for the entire company for each department, aeadh responsibility center within
each manufacturing department. There should be excepporting. An illustrative labor report
is presented in Exhibit 2. An illustrative direct lalbeport showing variance analysis appears in

Exhibit 3.

EXHIBIT 2
ILLUSTRATIVE LABOR REPORT

Operator| Operator Labor Hours Labor \cost
Number| Name | Actual | Standard Variance| Actual | Standard Variance| Reason

EXHIBIT 3
DIRECT LABOR REPORT SHOWING VARIANCE ANALYSIS

Date
Department
Supervisor
Direct Labor Cost
Employee
Employee Operator Reasons for
Number Name Actual Standard Variance Variance
13 Blake $15 $12 $ 3U Insufficient
training
15 Hartman 19 18 1U Machine
breakdown
20 Simon 25 20 5U Lack of
Materials
23 Frier 40 36 4U Operator
inefficiency
27 Whitman 50 40 10U Fatigue
Total $149 $126 $23U

Variance as a percent of standard=$23/$126 = 18.3%
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FRINGE BENEFITS

Human Resources must prepare the fringe benefits packhigd, wcludes the overall payroll
increase and the improvements in fringe benefits. Itiderswhat the company can afford. For
example, an unprofitable company must control costspabkage is also based on data
obtained from nationwide personnel studies, local busswasgys, surveys of the industry orga-
nizations, union information, and so on. Each departrseaaitacated a portion of this increase
that is assigned to individual employees based on peaftzenand their position in their pay
range.

LABOR COST CONTROL AND ANALYSIS

Labor analysis involves comparing actual labor perfoneaa standard labor performance,
computing output per labor hour, comparing indirect houdiregeet hours, determining revenue
per worker, and studying the turnover rate. A listing of leyges should be approved. There
should be adequate staff to perform activities. Howeversbaffing may require layoffs. The
number of employees should be consistent with the coyrggoals. Excessive pay should be
avoided by controlling raises, putting the right worker anright job (e.g., a low-priced worker
for a low-priced job not a high-priced one, restrictimgrtime, and using part-time workers so
as to cut salaries and fringe benefits.

Labor requirements should be studied, reviewed, and appricaedl costs should be
held to a minimum but employee attitudes must be corgidéabor may be minimized through
product redesign and selecting efficient methods. Oventiongt be authorized.

Excessive labor time must be avoided by improving workeritigaand efficiency, better
scheduling, improving supervision, improving the quality of mackiaed tools, and improving
working conditions. Examine previous trends in labor htwrits produced by department and
product. If there is a problem, workers may be shifted éetvdepartments. The relationship
between indirect labor and direct labor should be densd. If indirect labor is excessive, it
should be reduced. An evaluation should be made wheth&ewitme is spent effectively.

Employee productivity may be measured by examining the tretieeiratios of sales to
wages, sales to labor hours, and sales to units produced.

PLANNING AND CONTROL OF FACTORY OVERHEAD

The production executive should prepare the factory overhedgkb Overhead is based on the
work load or volume the department is expected to haRdtgory overhead is not identifiable
directly to a specific product, process, or job. Factwmgrhead includes factory rent, insurance,
salaries, fringe benefits, power and supplies. Factagyh@ad may be allocated to products
based on direct labor cost, direct labor hours, madiones, or any other surrogate for
production. The factory overhead budget should consider iomeposition, production mix,

and length of production run. Because factory overheadstertdimany diverse expenses there
exist cost control and cost allocation problems.

TYPES OF OVERHEAD COSTS
Costs must be properly classified and accounted for. These be accurate classification of
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overhead costs into fixed and variable categories to projpeelyast overhead for the year.
Fixed costs are expenses that remain constant in ég@idless of changes in activity within a
relevant range. Examples are rent, insurance, and féixesl cost per unit changes as volume
changes. Fixed costs must be properly allocated.

Variable costs are expenses that vary in total irctpeoportion to changes in activities,
such as machine hours and labor hours within a relevage r&xamples are direct materials and
gasoline expense based on mileage driven. Variable coghpés constant.

Variable overhead is typically expressed as standard lowtaaices. Variable costs are
typically harder to predict than fixed costs. For exampls,harder to predict fuel costs and
health care costs than monthly rent and straightelepreciation on a fixed asset.

Semi-variable (mixed) cost is one that varies with geann volume but, unlike a
variable cost, does not vary in direct proportiomotimer words, this cost contains both a variable
and fixed component. Examples are the rental of a dgliveck, where a fixed rental fee plus a
variable charge based on mileage is made; and power wbsi® the expense consists of a
fixed amount plus a variable charge based on consumption.

The following factory overhead items fall in the adnle cost category:

Variable Factory Overhead

Supplies Receiving Costs
Fuel and Power Overtime Premium
Spoilage and Defective Work

The following factory overhead items fall in the fikeost category:

Fixed Factory Overhead

Property Taxes Rent on Factory Building
Depreciation Indirect labor
Insurance Patent Amortization

The following factory overhead items may be considere@adcosts:

Mixed Factory Overhead

Supervision Maintenance and Repairs

Inspection Workmen’s Compensation Insurance
Service Department costs Employer's Payroll Taxes

Utilities Rental of Delivery Truck

Fringe Benefits Quality Costs

Cleanup costs
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Indirect materials may be budgeted based on indirea@rialst consumed previously.
Indirect labor should be budgeted based on the nature @flik. Indirect labor can be computed
by measuring past costs relative to factory manhoursektdabor may range from 15 percent -
80 percent of direct labor depending upon the type of bssine

Power, heat, and light often vary in direct proportmproduction volume. Power
allowance should be given to new equipment and for vamiah expected machine hours and
employee work hours. Power should take into account tterfasquare footage and layout.
Repairs and maintenance are significant and may aggregateent - 10 percent in many
companies. Repair budget estimates should consider tH&icorof the machinery and
equipment. Additional repair should be budgeted for newtiaddi equipment that might be
needed.

The purpose of repairs and maintenance cost controbist&in the lowest possible cost
in the long-term, consistent with efficient planteogtion. There is a joint responsibility between
the maintenance and production departments. Repairs antenaice should be segregated
between (1) routine and repetitive (e.g., preventivexteaance, oil change) and (2) nonroutine
and irregular (e.g., replacing roof, installing new motomfachine). There should be a separate
budget for each of these two major classifications.

Maintenance expense reports should be kept by item dfingag, type of maintenance,
and category of repair. A typical maintenance expexrsepgion report appears in Exhibit 1.

EXHIBIT 1

MAINTENANCE EXPENSE—EXCEPTION REPORT

Repair
Order
Number Explanation Actual Budget Variance Percent
1 Repair
Machine B $10,000 $10,000 $ 500 5%
2 Reinforce
Machine B
flooring 6,600 6,000 6000 10
Total 27,100 16,000 6,500 15%

By keeping track of the maintenance costs by machine agtggo can determine where
the problems lie and what corrective action may be ne&ttest.savings in repairs and
maintenance may be very substantial. A control proletime divided responsibility between
production and maintenance staffs.

One purpose of controlling maintenance costs is to otieifowest possible cost
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consistent with effective plant and equipment operat@ost control may be achieved through
better quality maintenance efforts, better instaliatibmachinery, preventive maintenance, and
more frequent inspections. Factory office expense camssjeduction and record keeping that
may affect the office routine.

Illustrative factory overhead budgets appear in Exhibitsd23an

EXHIBIT 2
ABC COMPANY
FACTORY OVERHEAD BUDGET I
FOR THE YEAR ENDING DECEMBER 31, 20X2

Itemization Amount
Indirect labor $100,000
Indirect materials 40,000
Insurance 20,000
Repairs and maintenance 50,000
Payroll taxes 30,000
Heat and light 10,000
Property taxes 15,000
Depreciation 5,000
Total $270,000

EXHIBIT 3

ABC COMPANY
FACTORY OVERHEAD BUDGET I
FOR THE YEAR ENDING DECEMBER 31, 20X2

Plant X Plant Y Plant Z Total

Direct Costs
Taxes
Royalties
Oil

Total Direct Costs

Indirect Costs
Labor
Maintenance
Insurance
Supplies
Travel
Power

Total Indirect Costs

Total Costs
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ALLOCATION

Variable overhead can be assigned to periods fairly aetyravhile fixed overhead allocation is
more arbitrary. The responsibility for variable ovexthés primarily with operating managers
while the responsibility for fixed overhead is primamhth general managers.

TOTAL COST MANAGEMENT

Total cost management (TCM) is the management di@itompany’s resources and activities
that use resources. There is a focus on operationgtiast functions, circumstances, events,
and conditions that “drive” resource consumption castsobjective of total cost management is
to eliminate those activities not having value.

STATIC VERSUS FLEXIBLE BUDGET
A static budget has two characteristics:

1. It is geared toward only one level of activity, and
2. Actual results are always compared against budgeted cabes@iginal budget
activity level.

A production manager has two responsibilities to dischiawrgfge performance of his
duties: production control and cost control. Productiontrobis involved with assuring that
production goals in terms of output are met. Cost cbigtiavolved with assuring that output is
produced at the least possible cost, consistent with ys&dihdards. These are different
responsibilities and they must be kept separate in atirggot assess how well the production
manager is performing. This points out that the maincdiffy with the static budget is its
complete failure to distinguish between the productionroband the cost control dimensions of
a manager’s performance.

There are four problems involved in overhead cost coriticdt, manufacturing overhead
is usually comprised of many separate costs. Second,dtearate costs are often very small in
dollar amount, making it highly impractical to controlnié the same way that direct materials
and direct labor costs are controlled. Third, thesdlssggarate costs are often the responsibility
of different managers. And fourth, manufacturing ovedhaasts vary in behavior, some fixed,
some variable, and some mixed in nature. Most of thedsdgms can be overcome by the use of
a flexible budget. Flexible budgets always outperform shat@tgets from a managerial cost
control point of view.

A flexible budget differs from a static budget on two pmiriirst, it does not confine
itself to only one level of activity, but rather is gedtoward a range of activity. Second, actual
results need not be compared against budgeted costs agthaldudget activity level. Since
the flexible budget covers a range of activity, if actaats are incurred at a different activity
level from that originally planned, then the managebie to construct a new budget, as needed,
to compare with actual results. Hence, the term flexbbl#get. In sum, the characteristics of a
flexible budget are:

1. It is geared toward all levels of activity within theenednt range, rather than toward
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only one level of activity.

2. It is dynamic rather than static. It can be tailof@dany level of activity within the
relevant range, even after the period is over. That msanager can look at what
activity level is attained during a period and then turméofexible budget to
determine what costs should have been at that activity leve

Once the flexible budget has been prepared, the managadisto compare actual
results for a period with the comparable budget level witherrelevant range. The manager is
not limited to a single budget level as with the sthtidget.

The basic idea of the flexible budget approach is thattir a study of cost behavior
patterns, a budget can be prepared that is geared to a raa@®iof, rather than to a single
level. The basic steps in preparing a flexible budget are:

1. Determine the relevant range over which activity is etgxbto fluctuate during the
coming period.

2. Analyze costs that will be incurred over the relevange in terms of determining
cost behavior patterns (variable, fixed, or mixed).

3. Separate costs by behavior, determining the formulaaioakie and mixed costs.

4. Using the formula for the variable portion of the spgirepare a budget showing

what costs will be incurred at various points throughbetrelevant range.

It is important to select an appropriate activity basefeparing a flexible budget. For
example, choose to use units of production as the adbagg for developing a flexible budget.
Rather than units of production, you could have used soree lodlse such as direct labor-hours
or machine-hours.

What is “the best” in terms of an activity base wdly from firm to firm. There are at least
three factors to be considered in the activity basmsidac

1. The existence of a causal relationship between thetgdb@se and the overhead
costs.

2. The avoidance of dollars in the activity base itself.

3. The selection of an activity base that is simple @t be easily understood.

There should be a direct causal relationship betweeacthaty base and a company’s
variable overhead costs. That is, the variable overbests should vary as a result of changes in
the activity base. In a machine shop, for example wandd expect power usage and other
variable overhead costs to vary in relationship to thebar of machine-hours worked.

Machine-hours would therefore be the proper base to uke ifekible budget. Other
common activity bases include direct labor-hours, mileagen by salespersons, contacts made
by salespersons, number of invoices processed, and so oonfmy these could be used as the
base for preparing a flexible budget in the proper situation.
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Whenever possible, the activity base should be expressetts rather than in dollars. If
dollars are used, they should be standard dollars ri#tdueractual dollars. The problem with
dollars is that they are subject to price-level chamigatscan cause a distortion in the activity
base if it is expressed in dollar terms.

The activity level should be simple and easily undedt A base that is not easily
understood by the manager will probably result in confusmhnaisunderstanding rather than
serve as a positive means of cost control.

Flexible (variable) budgets may be used in manufacturitigygseand administrative
activities of the business. Flexible budgeting is useddst control, cost estimation, and profit
planning. Variable budgets are more suitable if there argmeg operations, heterogeneous
expenses, and if output may be appropriately measured. ablealkiudget is not needed if there
are only fixed costs. The purpose of the variable budgetigentify how much an expense item
in a responsibility center is affected by the amoudimtark conducted in that center.

It is rare that planned volume will be the same asaeblume. Thus, expected costs
will differ from actual costs solely because of thiéerence between projected and actual
activity. A flexible budget acts as a tool for cost cohberause it reveals what costs should be
at various production levels. The more unstable the induseygreater the need for flexible
budgets. The activity base should be minimally impactecabsble factors except for
output. The activity base to apply factory overhead mayased on units, direct labor hours,
machine hours, pounds, and so on.

In today’s production industry, a successful manager masepre, conserve, qualify,
and truly manage the resources available. The flexible buglggcognized both as a plan for
allocating resources and as a process through whichahesptontrolled. Besides, flexible
budgeting can result in information that can help in ustdeding and controlling the causes of
variances; it also can indicate which cost overressit from factors beyond your control and
which are manageable.

Budgeting forces managers to think about a firm’s strengithsv@aknesses and provides
a way of measuring a firm’s performance within a spetifiecal framework. For many firms,
flexible budgeting is a more effective approach than stailgeting. A flexible budget allows
firms to adjust capital requirements to business demameizfore, flexible budgets are more
useful, especially to firms that are growing rapidly.

For example, the followingexible budget formulasan be developed for various overhead
items:

Factory overhead costs Formula
Electricity $50 +GDLH
Maintenance $100 + $15 DLH
Supervisors' salaries $5,000 per month
Indirect materials $8 per DLH
Factory depreciation $7,000 per month
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CONTROL AND ANALYSIS

Budgetary control must be simple and comprehensible tatpg managers. However,
budgeting overhead is more difficult than direct matenal direct labor because the
responsibility for control of overhead is widely disked within the company. Overhead cost
items behave differently with changing volume and ingdbing-term commitments. There are
many nominal items of cost making up overhead and manyehiffsources and methods of
overhead items.

A determination should be made as to which factory oeerlieecontrollable or
uncontrollable to operating managers. Flexible budgetiag effective control tool. Cost
control is effectivdbeforecosts are incurred, not after cost incurrence. Costalsrghould be
implemented over cost drivers. Costs must be assigasstilion responsibility for control
purposes and should be segregated by department.

Stringent control may be kept over fixed overhead, bualblgioverhead costs are more
flexible. Many factory overhead costs are the respoitgibil general upper management such
as costs for plant and equipment, leases, pensions, landsaf production executives. A
company may adopt a policy that a factory overheadwitistot be incurred that exceeds
the budget limit, unless it is approved. There should lbe@img balance of overhead
expenditures for control purposes. There should be adinleeset for each project, and an
examination of the relationship between maintenanceeodliction workers.

CONCLUSION

This chapter has emphasized manufacturing budgets.pideess involves developing a sales
forecast and, based on its magnitude, generating praodwotd manufacturing expense budgets
needed by a specific firm. Once developed, the butgelystem provides management with a
means of controlling their activities and of monitgriactual performance and comparing it to
budget goals.

Cost of goods manufactured equals all manufacturing castsed during the period, plus
beginning work-in-process inventory, minus ending work-mepss inventory. A cost of goods
manufactured budget is therefore based on materiedst thbor, factory overhead, and work-in-
process.

A comprehensive profit planning and control programolives budgeting the materials and
parts used in the production process. The budgetary gsraceolving manufacturing expenses
includes the material usage and purchase budgets, tibent budgets, and factory overhead
budgets. This chapter discussed the procedures for neates@&e and purchases and the ways in
which direct labor and factory overhead are budgeted.
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CHAPTER 11
BUDGETING FOR SALES, ADVERTISINBG, AND DISTRIBUTION EXPENSES

LEARNING OBJECTIVES
After reading this chapter, you should be able to:

* Understand the structure of a sales division

* Prepare marketing budgets and selling expenses budgets

» Discuss the procedures for developing selling expensegtsudg

« List three popular methods for developing advertising bgdgat explain each
» Identify some measures of advertising effectiveness

* Prepare performance reports for marketing personnel

* Prepare a budget for distribution expenses

Before presenting the budgeting aspects for a marketing degpdrtit would be informative to
review Exhibit 1 which shows the usual organization of assdivision.

EXHIBIT 1
STRUCTURE OF A SALES DIVISION

Director of Sales

Customer Domestic | | Foreign
Customer Sales Markel Warranties and Sales Sales

Service Promotion Research Complaints
Y
East !West North

l CaliforniaJ | Nevada l

A marketing manager needs a promotion and advertisinggddimg expense plan, and
marketing plan. Coordination should exist between tlesgdén and the marketing plan. Sales
promotion expenses should be budgeted by product, activity, ntedieory, and salesperson.
Authorization may be needed for unusual marketing expenditures.

Direct costs are directly traceable to a managegimiert while indirect costs are general

charges that are allocable in some way to each segiifenunit cost of an operation equals total
expenditures divided by units of measure.
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The manager should consider the following cost caiegjccost per order received, cost
per order filled, cost per item handled, cost per cust@arssunt, transportation cost (e.g., auto,
plane, train) per month, and cost per mile by category.

The number of salesperson calls and sales per calidshe budgeted and then compared
to actual calls and sales per call. Variances shalthhlyzed.

The manager should determine if a large percentage adigis) orders, or customers
generate a small portion of sales. Marketing expenpé&satly increase in proportion to the
amount of customer orders and products, not sales doll@tzar#ge in sales mix can have a
significant affect upon profitability.

The sales manager may attempt to protect profits byasirg selling prices when costs
are increasing or sales volume is decreasing. Howédwe are circumstances in which selling
prices may not be increased because it is either imigabor prohibited. Examples are
government price controls, high degree of competition,(aidines), and poor economic
conditions.

This chapter discusses budget preparation, and analysieatndl over marketing costs
including selling expenses, advertising and sales promotgtnpdtion costs, packaging, and
travel and entertainment.

MARKETING BUDGETS

The marketing budget depends on the type of product or setvicgpetition, market share, type
of customer, costs to obtain and maintain an accountptg, anticipated sales calls,

distribution channel, order size and frequency, and prometiforts. Industry standards may be
referred to when preparing marketing budgets.

Budgets aid in planning sales efforts. Sales may be budgefeddyct, service
customer, territory, and salesperson. Budgets shouldstaisiales volume and sales dollars by
salesperson broken down by territory.

A lump-sum appropriation may be made consisting of a maximmount of
expenditure. Controllable and noncontrollable experfsasid be identified.

A budget may be based on the following:

Type of Expenditure Budgeting Basis
Automobile Mileage

Lodging, food, and telephone Daily allowance
Other Special authation

A typical budget for a marketing division is shown in Exh#b
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EXHIBIT 2
MARKETING DIVISION BUDGET

Current Year Quarter

Type of Prior
Department Budget 1 2 3 4 Total Year Increase (Decrease)
ADVERTISING AND PROMOTION PROJECT
Mlinois
New Jersey
Florida

DIRECT SELLING ADMINISTRATIVE
West
East
North
South
Total
STORAGE AND WAREHOUSING STANDARD
New York
California
Pennsylvania
Michigan
ADMINISTRATIVE
General and Administrative
Market Research Project
Customer Relations Administrative
Branch Office Administrative
TOTAL

SELLING EXPENSES

Selling expenses are those that are required: (1) to anséle (sales commissions, salesperson
salaries, advertising, and sales promotion); and (2) toldit# the merchandise to the customer
(order processing, handling, storage, and delivery charges). anager should appraise the
efficiency and effectiveness of order getting and ordlerdiactivities.

Sales may be appraised by customer, product, servicepseden, sales method,
territory, and distribution outlet. Selling effortasibject to diminishing returns because after a
certain point additional sales volume from selling #ffalo not justify the additional cost and
time. Further, the sales manager should set sales petsequirements by number and grade.

The sales manager is responsible for the selling exjpewisget. The variable-fixed
breakdown is highly recommended. Many selling expenses maydgeted based on a
percentage of sales including salesperson commissionsiangs, sales promotion, distribution
(including freight out), travel, entertainment, watras, and training. However, some selling
expenses may be constant or initially set by the sademger such as rent and advertising. A
fixed appropriation of selling expenses may be irreducibleuseca minimum amount is needed
to function.  Selling expenses may be budgeted, repan@dnalyzed by department,
division, product, service, class of customer, territtinge period (e.g., monthly), transaction,
distribution outlet, sales method, and source of Jdlere should be a monthly breakdown of the
target selling expenses in the budget for control and mamgi@urposes.

There should be a budget provision for increased trainirtg da@lditional salespeople
are to be hired. Standardized activities are repettiksubject to quantitative measurement.
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Examples are field selling expenses and storage handlingeshaCosts should be segregated
by function. The field selling expense may be based on digra standard allowance. For
example, auto expense may be at a standard mileageelgpdone may be at a monthly
allowance, and entertainment may be at a per diem rate.

Exhibit 3 graphs the ratio of selling expenses to net salesa representative time
period.

EXHIBIT 3
SELLING EXPENSE TO SALES

Selling Expenses
Divided by Net
Sales Percent

JFMAMUJUJASOND
Month

Exhibit 4 presents an illustrative field selling expense budget.
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EXHIBIT 4
BUDGETED FIELD SELLING EXPENSES

Salesperson Name and Number
Sales Territory

Cumulative

Over (Under) Budget
Over (Under)

Description Allowance  Actual  Budget Budget Actual Budget Amount  Percent

Days traveled
Field Selling Expenses
Food $20 per diem
Lodging $100 per diem
Telephone $15 per diem
Valet $6 per diem
Travel
Airplane
Railroad
Auto $.30 per mile
Conventions
Promotion and Entertainment
$50 per diem
Other $10 per diem
Total Expenses
Selling Ratios:
Cost per travel day
Cost per telephone call
Sales generated per call
Comments:

Exhibit 5 shows a typical monthly performance reportstidling expenses broken down
by responsibility.
EXHIBIT 5
MONTHLY PERFORMANCE REPORT - SALES MANAGER X

For Month Year-to-Date

Actual  Budget  Variance Actual  Budget  Variance

If in the monthly analysis a selling expense item adiigg over budget for the year, the
manager notes this in the performance report after disgus with the responsible party. There
are the following three options:

1. To request a revision of the target budget.
2. To request an allocation from a contingency fundyyf a
3. To take action to keep the expense on target.

An illustrative budget report for a sales managehas in Exhibit 6.
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EXHIBIT 6
GENERAL SALES MANAGER BUDGET REPORT

Current Month Cumulative
Over (Under) Over (Under)
Actual Budget Actual Budget

Number of salespeople

Costs
Rent
Insurance
Travel
Promotion and

entertainment

Depreciation
Salaries
Fringe benefits
Dues
Supplies

Total Expenses

Percentage of net sales

A typical sales engineering project budget report appedzhibit 7.

EXHIBIT 7
SALES ENGINEERING PROJECT BUDGET REPORT
Project Project Actual Costs Budgeted Costs Estimated Costs
Number Name Hours by Type by Type Variance to Complete Commitments

ADVERTISING AND SALES PROMOTION

Advertising may be local, regional, national, or ingional. The manager must determine
how much, when, where and how advertising should be usdatdam the optimum benefit.
Advertising depends on product leadership, degree of competianket economy, and
financial condition. It has to be coordinated with saled production. Responsibility for
advertising may be assigned to specific individuals, wappeopriate.

The major considerations in budgeting, analyzing, andaling advertising are cost;
type and number of audience; advertising frequency; censigtin meeting product, price, and
distribution; and demographics.

The highest percentage of a marketing budget is usuallyweels®r advertising. The
advertising budget helps the marketing manager plan how amectvhere to spend. The
advertising budget depends on territories, customers, prodenctges, activities, programs, and
media. Advertising should be sufficient to accompbslectives such as growth rate. After the
advertising budget has been determined, funds have to be dssigpecific items. The
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advertising budget may be broken down in several ways imgudl) departmental budgets, (2)
total budget, (3) calendar periods, (4) media, and (5) axdes.

The marketing manager should set up a contingency furees®is flexibility in the
advertising budget. The fund can cover special circumssaswch as the introduction of a new
product, specials available in local media, or suddenracby competitors.

The objectives of advertising are to make potential coste aware of the products or
services and how to use them, improve market share, gavedo markets, stimulate new
products, project a favorable image and brand loyalty, teoact bad publicity, foster a negative
image for competitors or counteract competition, prorsates, increase selling price, reduce
selling costs, and counteract contemplated government tiegula

There are various kinds of advertising including:

e Promotions of a particular brand

e Mass advertising to a large population cross section

* Class of customer

* Message about the company in general rather than alspat#ic product or service

The types of advertising media include directories (phette), print (newspapers,
magazines, trade publications), direct mail, outdoor, brotxi(f@¢evision, radio), door-to-door
solicitation, specialty items, and movies.

Sales promotion, which is directly related to advenyjsiis needed for future sales. It
may include special programs, store fixtures, and trade shows

The sales manager will have to justify his or her atsreg budget to upper
management. The sales manager will have to statetveg how to accomplish them, and the
cost of each component of the program. The factors twhsidered in the advertising budget
include profit per product, estimated advertising expense peruadifprojected additional sales
volume resulting from incremental advertising expendgure

There are various ways to determine how much should bé@pewlvertising and sales
promotion. These include arbitrary appropriation such d$tsed on prior years' advertising,
all available funds, competitive parity, percentage tefssar profit, unit sales (fixed sum per unit
suitable for uniform or a few products such as specialtggjpoeturn on investment,
objective-task method, and a lump-sum (suitable for eskedlol products with a predictable track
record and stable environment). Advertising for necesstiesld be expanded in recessionary
years while advertising for luxuries should be emphasizsettong economic periods.
Advertising may reduce direct selling costs.

Let us now discuss the following three popular methods:
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1. Percentage of Sales or Profit.

This is a widely used approach that bases the advertisdgebon a percentage of sales. Thus,
advertising will be consistent with the budgeted or priaryeevenue (e.g., 5 years' average
sales). Advertising may also be based on a percentoofygars' net profit or gross margin.

(Units x Price) x Percentage Allocated
or
Profit x Percentage

2. Unit Sales Method

Under this approach, a fixed sum is established for eaclofumibduct to be sold, based on
experience and trade knowledge of how much advertising igeedoi sell each unit. The
budget is basically based on units sold instead of dollas.s&ler example, if $2 is allocated for
each unit of product and there are 20,000 expected units, $40,000 wallddated to
advertising.

3. Objective-Task Method
The method relates the advertising appropriation undesalyponditions and in the long run to
sales volume, in order for earnings and revenue to deond) drained.

Exhibits 8 and 9 show typical advertising budgets.

Exhibit 8
Advertising And Promotion Expense Budget

Ao

Radio advertisements
Television advertisements
Newspaper advertisements
Magazine advertisements
Shopper advertisements
Telephone advertisements and directories
Catalogues

Personal demonstrations
Direct mail

House-to-house solicitation
Samples

Exhibits

Total advertising and promotion expenses
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EXHIBIT 9
ADVERTISING BUDGET

Project Actual Estimated Cost Balance
Classification Budget Expenditures Commitment Total to Complete Available

There should be a comparison between successive buddesstising cost and
anticipated incremental profit by program. Exhibit 10 shdwesitpact of successive
advertising outlays on earnings.

EXHIBIT 10
IMPACT OF INCREASED ADVERTISING ON PROFITS
@ (2 3) @W=0=+0Q G =0@-@ (6) = (2) X (5)
Additional Additional Additional Incremental Unit
Advertising Sales Profit Advertising Incremental
Expenditures Volume per Unit Cost per Unit Profit Profit
$10,000 10,000 $1.50 $1 $.50 $5,000
10,000 15,000 1.40 67 .73 10,950

Measures of advertising include:

e Trend in advertising cost to sales

* Advertising cost per unit sold

» Advertising cost per sales dollars

* Advertising cost per customer

* Advertising cost per transaction

» Advertising cost by product, media, and territory

The advertising plan should be reviewed periodically soir@sthat the "right" products
are being emphasized. For example, the sales managll nad want to promote obsolete,
unsuccessful, or hazardous products.

The marketing manager can evaluate the effectivenesdveftising by reviewing sales
and profits before, during, and after promotion. Theanager can monitor which customers are
buying through coupons and reply cards. An analysis of ciitoygeactivities should be made
as they affect the company. Further, cost informatoradvertising programs can furnish data
to make decisions of future media channels.

The marketing manager should appraise the effectivehagsasticular media such as by
examining the cost per thousand (CPT). CPT is definelaeasotst of advertising per thousand
individuals reached by the media.

Cost per Thousand = Cost of Dollars x 1,000
Circulation in Thousands
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After the marketing manager has selected an appropriatie toeuse, the following
questions should be answered. How essential is crea@tilgtyhere a way to buy space and time
that will stretch the advertising budget? How shouldptiogluct or service be positioned?
Creativity involves attention getting such as with copimt size, layout, and contrast. Space
and time are essential if the marketing manager wantsach the target audience. For example,
what days and hours do your customers watch televisiop@ul$ell sports equipment, then
Saturday and Sunday are the best times. The marketimggerashould properly position
advertising toward those consumers most likely to buyptbduct. The marketing manager

should also segment the market by demographics such abdass, age, gender, education,
and income.

Advertising standards should be established to contrd.cdstvertising standards may
be based on cost per sales dollar, cost per saleadtams cost per account, cost per unit of
space, and cost per request for information.

Variances between budget and actual costs should bereschas a control measure.

Exhibit 11 presents a variance analysis report for adiveytéand sales promotion.

EXHIBIT 11
BUDGET AND ACTUAL ADVERTISING AND SALES PROMOTION

Commited Estimated Cost Balance
Media Classification Budget Actual Funds Total to Complete Total Cost Available
Radio $700 $500 $100 $600 $50 $650 $50
Television 630 400 150 550 60 610 20
Magazines 860 600 150 750 70 820 40
Newspapers 1,000 800 100 900 30 930 70
Displays 500 400 50 450 40 490 10
Catalogs 600 500 50 550 50 600 0
Direct Mail 400 300 __60 360 _ 20 380 _20

Total $4.690 $3.500 $660 $4.160 $320 $4.480 21

Exhibit 12 presents a typical budget comparing sales by lfwamlde current month and
cumulatively. Variances between budget and actual figare expressed in dollars and
percentage. Exhibit 13 shows an analysis of product revenue
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EXHIBIT 12
SALE BY BRAND

Month Variance Cumulative

Brand Budget Actual Dollar  Percent Budget Actual Dollar  Percent

Brand X—Green
Brand X—Yellow
Brand X—Blue
Total Brand X

Brand Y—Red
Brand Y—Orange
Total Brand Y

Brand Z—Small
Brand Z—Regular
Brand Z—Large
Brand Z—Extra Large

Other Brands
All Brands

EXHIBIT 13
AN ANALYSIS OF PRODUCT REVENUE
SOUTHERN TERRITORY
JUNE 1-30, 20X2

Product W Product X Product Y Product Z Total

Week Units Dollars Units Dollars Units Dollars Units Dollars Dollars

June 1-7
June 8-14
June 15-21
June 22-30
Total Actual

Total Budget

Variance
Units
Dollars

In comparing advertising costs to those of competing compamerence may be made to
Advertising Age.

DISTRIBUTION COSTS

Distribution costs are costs to sell or market prodmctsfferent territories. Distribution costs
are the costs for activities after goods are producetitheyi are received by customers.
Marketing managers are responsible for budgeting and cdangrdlistribution costs.

Distribution costs include packaging, advertising, transportatredit and collection,
warehousing and storage, salesperson salaries and cammsyiggomotion, and market research.
A comparison should be made of the trend in distribut@sts to total costs. There should be
coordination of distribution policies in the overallnketing plan including sales promotion,
advertising, direct selling, warehousing, storage, and tréatasiom.
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Distribution factors and selling effort should be combimesduich a way as to maximize
sales and profits. There is an interrelationship batwiee distribution cost budget and the
manufacturing and financial budgets. The distribution lbodget is interrelated to the sales
budget. Distribution costs should be budgeted in total anelaith distribution activity.
Distribution costs and efforts should be increasedasdlareas providing the most profitability.
Budgeted distribution costs depend on the following for éaxchory: sales effort needed per
dollar of cost, potential customers, buying power, populadensity, size of geographic area,
and competition.

The manager must decide: (1) how much to pay for epehdlydistribution; and (2) the
timing and classification of distribution expenditures.

A typical distribution cost budget appears in Exhibit 14e distribution budget aids in
coordinating distribution policies, and in deriving the lmsthbination of distribution resources
including sales volume, selling prices, and selling eff@istribution costs should be budgeted
by function or activity, territory, salesperson, progm@nproject, product, call, and type of
selling effort. Distribution costs should be budgeted irohkibs dollars and as a percentage of net
sales. The budget promotes cost control.

EXHIBIT 14
DISTRIBUTION COST BUDGET

Direct selling $300,000
Transportation costs

Truck $ 50,000

Ralil 60,000

Air 130,000 240,000
Storage 40,000
Market research 20,000
Other 10,000
Total distribution costs $ 610,000

Exhibit 15 presents an illustrative project budget.

EXHIBIT 15
PROJECT BUDGET REPORT

Estimated
Other Cost Total  Project Under or
Number Name Hours Salaries Expenses Total Commitments toComplete Cost Budget Over Budget

Distribution efforts should be based on market potenfiastribution costs may be
reduced by modifying geographic areas to reduce selling cost taid oiore coverage,
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changing customer mix, altering distribution channels, fgodj product mix, reassigning
salespeople, and changing the method of sale.

Distribution cost for planning and control should be idesdifoy responsibility, type of
expenditure, order size, activity, program, territorgrsent, distribution channel, and method of
sale.

There should be a comparison of budget to actual distiibabsts. Variances should be
determined and analyzed. Further, distribution costs sheutt mpared to those in competing
companies.

ANALYSIS AND EVALUATION OF DISTRIBUTION COSTS

Distribution cost analysis has as its objective olgi the optimum distribution policy.
Distribution costs should be appraised by activity or famcto promote planning and control.
Distribution cost analysis may be made by product orsgrgegment (department, store,
branch, etc.), territory (state, city, district, coyretc), customer type, order size, distribution
channel (manufacturer, wholesaler, retailer, direcusiomer), sales terms (cash, installment),
salesperson, method of delivery (store delivery, ovectheter), and method of sale (mail
order, company store, salesperson, house solicitation).

There should be a comparison of each individual Bigtion cost to sales, such as
transportation to sales. A higher ratio is unfavordieleause a larger distribution expense is
required for each sales dollar. Higher ratios mess peoductivity. When distribution efforts are
recurring and routine, it is useful to compare actualitgkted costs for variance determination.
The variances are then investigated as to cause and ap@mtion taken, if needed. In
addition, a comparison should be made between thédistn costs in the company to those of
competing companies. The differences should be analyzed.

CONTROL OVER DISTRIBUTION COSTS

Distribution cost control involves functional respdmlily and cost objectives. Costs should be
assigned by responsibility center. Distribution costgelytory may be controlled by
reorganizing the territory so that effort is more in kméh benefits (e.g., selling expenses may
be reduced with better coverage), eliminate unprofitabtédees, change the method of sale,
reassign salespeople, alter distribution channels, snadifertising policy by territory, change
warehouse facilities, and identify neglected customers mdy buy.

PACKAGING

Product development may take into account packaging chande®w kinds of packaging.
Repackaging may be designed to save costs. The saleganansst decide on product size and
form.

TRAVEL AND ENTERTAINMENT

The budget for travel and entertainment is prepared byates sixanager after obtaining input
from salespeople. The manager should evaluate @ntednt expenses. Are they
proportionate to the revenue obtained by salesperson, @rstamd territory?
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BUDGET MEETINGS

At budget meetings, the manager should present angddsdasis for his budget expectations.
He should give an impression of being prepared, knowledgeainlan control. For example, a
possible inconsistency in his or her presentation mag oubts. A case in point follows. A
manager proposes a slight budget increase in revenuesbemfaa recession but at the same time
requests substantially higher expenditures because dfanflaThe manager must give the
impression that he knows the specific problems, and oppbesinHe should avoid being
thrown-off course at the meeting with irrelevant andnpartant items. The manager should
know when and where to hold his position, and when he ocamsider compromise or change.
Everything should flow smoothly during the meeting.

The manager does not want to give upper management thessmprée or she is
rushing through the budget or has not given sufficient preparttiit.

CONCLUSION

The marketing manager must prepare budgets for marketingsogstsper planning may occur.
These marketing costs include selling, advertising, andkdison. It is better to budget
expenses based on a percentage of budgeted sales tharg@rdsgles because the current
environment is being considerelote: A flexible budget approach is appropriate for a
marketing budget because each contains some elementathavith the activity level and
some that do not.

What held in the past may not hold in the current.y&ahorough analysis and
evaluation of marketing costs should be made to determiheyifare excessive, such as by
comparing each major expense category to sales. A ggoeedef control is necessary to
reduce marketing costs, where possible. Problem arestsomidentified and rectified. In this
connection, the marketing manager should assign spee#ponsibilities to subordinates, such
as salespeople by territory or customer.

If sales are increasing due to higher sales pricesabes units is about the same, only a
few marketing expenses will increase. The work volummegrécess orders and the delivery costs
will be about the same. However, advertising and promatiats will increase to overcome
sales resistance to the higher prices. When sales gohareases, most marketing expenses
increase. However, advertising and sales promotion wiayerease in the same proportion to
sales volume. If there is increased sales voluoma farger orders only from existing customers,
the collection, credit, and delivery costs will notrese in proportion to sales.

Analyze the long-term benefits from charitable contiitns made to promote the image
of the business for sales purposes.
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CHAPTER 12
BUDGETING GENERAL AND ADMINISTRATIVE EXPENSES

LEARNING OBJECTIVES
After reading this chapter, you should be able to:
* Give examples of administrative expenses

« Describe the budget process for general and administeatpenses
« Explain some approaches to budgeting general and adatinstexpenses

The manager may identify general and administrativeresggeto a particular function, activity,
product line, service, segment, unit or other responsiléityer. Managers may be assigned
responsibility for administrative costs. Adminisivatdepartments include general
administration, personnel, legal, insurance, and compeiteicss.

Administrative expenses relate to the supervision ofrajor activities of the business
rather than any one specifically. Responsibility shouldabgsigned to specific managers for
administrative expenses.

Some G&A expenses are unique and unpredictable. This nfakésdgeting process more
difficult and results in variances. Examples of adstiative expenses are executive salaries and
travel expenses, legal and accounting costs, officeieslarffice rent, office expenses, office
insurance, office postage, dues, depreciation expense omisidative assets, training, and
contributions. An illustrative general and administratexpense budget appears in Exhibit 1.

This chapter will discuss administrative department buddpetdgetary process, and cost
control and analysis.

ADMINSRATIVE DEPARTMENTS

Administrative departments include general administnagi@rsonnel, accounting, legal,
insurance, computer services, and treasury. Administregipersonnel existing because of the
organization structure. Examples are office managerstff. A typical administrative
department budget appears in Exhibit 2.

BUDGETING PROCESS

The manager may budget general and administrative exgpbased on specific plans and
programs. Because most administrative expenses age direnalysis of the historical record
will typically provide a sound basis to budget them. Théeabte-fixed breakdown is highly
recommended.

The budgeting of administrative expenses is diffituiplan and control. One approach

is to establish acceptable ranges of costs as percenfagesnue to achieve target earnings.
Another approach is to review administrative costs ateraéne how much should be allocated
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to each area by using historical data. It is worthwhilereak general and administrative
expenses into discretionary and non-discretionary c@teretionary costs such as bonuses are
those that are not essential to satisfy short-tersinbas goals. Discretionary costs are typically
identified as targets for cutting when costs need teteced. The manager may budget rent
simply by using the monthly rent figure. This figure ddanclude an adjustment for cost of
living increases, property taxes, and rent escalatiaseta

In budgeting salaries, multiply the number of employ®etheir monthly salaries. There
should be included a provision for salary increases, sakeltime, vacation, holidays, and
fringe benefits.

In budgeting taxes and licenses, use an historical pagenate. Research city, state,
and federal sources for potential increases. Divide blyéwaonths and apply it to each month
of the budget. Payroll taxes can be approximated by takisgaentage between 10 and |15
percent of the gross payroll cost as the monthly budget.

In budgeting travel costs, determine what trips willddeeth, where they will be taken,
and who will be going. Avoid trips being taken on a whirfonly modest trips can be taken,
take the total annual dollars and divide by twelve to deteritiie monthly budget. If extensive
traveling is involved, calculate each month separatethéyctual expected trips for each
month.

EXHIBIT 1
GENERAL AND ADMINISTRATIVE EXPENSES BUDGET
Prior Year Proposed Budget
Budget Actual Over (Under) Increase (Decrease) from
Item of Budget Previous Year Budget
Expense Amount Percent Request Amount Percent

Public relations
Industrial relations
Finance

Corporate planning
Executive office
Legal

Office salaries
Fringe benefits
Insurance

Payroll taxes
Business conferences
Patent expense
Postage

Rent

Repairs

Supplies

Travel

Employee relations
Dues and memberships
Computer
Depreciation
Entertainment
Licenses
Subscriptions
Communications

Total
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EXHIBIT 2
ADMINISTRATIVE DEPARTMENT BUDGET

Amount

Headcount
Professional
Clerical
Miscellaneous

Total

Payroll
Professional
Clerical
Overtime
Miscellaneous

Total

Employee Benefits
Payroll taxes
Insurance
Miscellaneous

Total

Office supplies

Rent

Telephone

Taxes

Advertising

Utilities

Bad debts

Office expense

Insurance

Travel

Promotion and entertainment

Total

Office expense budgets should take into account proposedes$ in office procedure, new
forms, or records. Office postage should take into accoynetcéed changes in postal rates and
volume of mail.

Credit and collection costs should consider econoonditions. Legal and accounting,
and other professional costs, should take into accouwbgief retainers and special services.

COST CLASSICIATION

General and administrative expenses may be fixed omlarialthough administrative expenses
are usually constant, some relate to changes in gctBanuses to administrative personnel
based on profits are considered a variable cost.

COMPENSATION ARRANGEMENTS
The staffing of the general and administrative group shioeilckalistic. Work should be
performed at reasonable cost. There should be a batawcekload among personnel.

Executive expenses may be fixed by the Board of Direc@wmpensation of officers
and directors is typically known in advance at thgifi@ng of the year, and is therefore easy to
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budget. Bonuses and incentives are often based on earnirgdscahibe estimated.

General and administrative salaries can be reliesiynated because the names of
employees and their salaries are known. The perceotagdary increases is stated in the
contract or union agreement. Merit pay may be budgetextilmasa percentage of payroll.
Salaries should take into account cost of living incredde® hirees can be listed with their
salary rates. Special arrangements should be notedeRyenefits may be budgeted based on
salaries. Actuaries can estimate pension expense.

CONTRIBUTIONS

Contributions to recognized charities should be approvetebpoard of Directors. An
executive should be held responsible. The contributiay Ipe stated per employee or as a
percentage of net income.

FINANCIAL EXPENSES

Financial income and expenses may be based on the ratatedd! instrument. Interest
expense can be determined from the financial budget. Theimdudget reveals the amount of
debt which is the basis to compute interest expenseeshtexpense may be budgeted based on
the anticipated interest rate and the amount of th@Wwarg. Tax expense is based on the
budgeted net income, and is estimated by the tax accountant

OTHER EXPENSES

An estimate must be made of budgeted professional featdoneys, accountants, auditors,
engineers, and consultants. The budgeted general and stdativmé costs will be determined by
expected activities in other areas. For example, ealanay vary with production. Research will
vary with sales and production. G&A expenses should indloeleost of keeping excess or idle
facilities.

EMPLOYEES

Specific individuals under the manager should be assigrsponsibility and control for
general and administrative expenses. Further, thetddshe a balance in workload among
employees. Employee bonuses and incentives shouldsee lon earnings.

CONTROL AND ANALYSIS

Administrative costs must be correctly classifiedaasource. There should be controls on costs
and performance. Administrative expenses are contrbifegop management decisions; they do
not relate to production but rather are period costs. Agtnative expenses must be kept within
authorized limits.

General and administrative costs should be grouped pgnsmhility center before being
distributed or allocated. Responsibility to individualsegecutives should be assigned for G&A
costs to accomplish control over them. Each G&A gnougt know their responsibility,
limitations, and to whom they report. The output expéde a G&A group should be specified.
Budgeted expenses must be substantiated with documenRxtiqer supervision is needed for
control. Productivity must be maintained at the requieedl. Control is less with administrative
costs than production costs because many administpaigsiBons are not subject to specific
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measurement, standardization, or prediction.

Costs should be evaluated by type. Costs should be contpaaes over the years, and
to competing companies. In the event that administrabgés are substantially increasing
disproportionately to sales or production, the reasonsmst be found and if necessary
corrective action taken. Costs may also be relateldr¢ot labor hours, operating income, and
number of transactions.

Cost reduction may arise from consolidation of dupdica unnecessary activities.
Control of G&A includes controlling overtime and “hiddenréas.

G&A costs should be analyzed by type. Past administrakipenses should be reviewed
for propriety or necessity. If administrative costs imcreasing significantly in disproportion to
sales or production, the reasons should be identifieekelshould be a balance between G&A
expenses and other corporate variables including total aodtsales. There may be a policy that
G&A costs cannot exceed a specified percentage of gafes 10 percent of sales). Comparisons
should be made of G&A expenses to sales over the yearsmpeting companies, and to
industry norms. Some administration expenses may beddlatrevenue, direct labor hours,
number of transactions, or operating income.

CONCLUSION

Productivity must always be kept in the administrativeaarThe manager must closely
supervise to maintain control. The general and admaige expense budget should be
carefully prepared and analyzed taking into account pastyesborthe current environment.
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CHAPTER 13
BUDGETING FOR RESEARCH AND DEVELOPMENT COSTS

LEARNING OBJECTIVES
After reading this chapter, you should be able to:

» List direct and indirect costs associated with R&D guty

» ldentify the factors that need to be considered in Rfdbning

» Define the product life cycle and explain its imptica in R&D planning
e Prepare a R&D budget

» Prepare project status reports

Research and development (R&D) is needed to develop reamgis and services or to
significantly improve existing ones in order to remaimpetitive and grow. R&D includes
conceptual formulation and design, as well as testisganch for or evaluation of possible
product or process alternatives; modificatiothefformulation or design of a product or
process; design, construction and testing of pdegtmn prototypes and models; and
design of tools and dies involving new technology.

There should be planning and control over R&D costs subbwasnuch to spend,
what to spend it on, and how to assure that the funelbesmg spent properly. The goal of
R&D is to generate new or improved products to introducepace current ones. R&D
should be accumulated by type of expenditure, \agidn, by department, and by
responsibility center within a department. The budgetddéchnical departments is the sum of
the total budget for all R&D activities, and supipg engineering services. The
manager must constantly appraise R&D progress, suaesproblems, risks, staff, and
facilities. R&D should primarily be based on longrgoals, competition, judgment, and
financial capabilities.

R&D should be consistent with the goals of the wir department. R&D should
be higher for high-technology divisions. A divisiontvolder technology typically spends less
on R&D and more on engineering to sustain current ptedund processes. Technological
objectives should be based on where the division waits in 3 to 10 years.

There should be realistic goals for R&D. R&D eff@st®uld be adequate in quantity
and quality. Each R&D project should involve detailpthnning, cost control, and
performance reporting.

R&D should result in a better existing product, new producteduction in production
costs. R&D should preferably be directed towarel fiture rather than to maintain
current products. Resources may be spent inalleving areas: research and exploration,
development, and sustainment.
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R&D activities should be undertaken when the returainetl from such research
justifies the costs incurred and risks assumedaddlition, R&D is worthwhile if the new
product can be introduced before it is already obsolebeitoof favor.

This chapter discusses the types of R&D costs, planestgblishing the proper
funding level, preparation of R&D budgets, modificasioto the budget, analysis and
evaluation of R&D status, cost controls, risks assediavith R&D efforts, and coordination of
R&D policies within the company.

R&D COSTS
There are direct and indirect costs associated ®R&D projects including:

* Personnel costs including those of independErgultants. In general,
personnel costs range between 50-75% of R&D costs.

* Depreciation on R&D laboratory and equipment.

e Supplies and materials

e Subscriptions to journals and magazines

* Rentals

e Travel

* Professional membership fees and attendance at tectmidatences

* Property taxes

» OQutside contractor fees

e Cost of intangibles purchased from others

R&D PLANNING
In R&D, individual projects have to be planned, appraiaed,controlled. Any project
limitations have to be noted. The following should basidered:

Progress of research efforts

New and better products developed over the last 10 years

The percentage of new products to total sales

Average time required to proceed from the initial redeatage (e.g., laboratory) to
commercial production

Cost/benefit of research

Relationship between research and sales. Cowmpah®uld be made to
success of competition in research (e.g., industms).

Exhibit 1 depicts the product life cycle.
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EXHIBIT 1
PRODUCT LIFE CYCLE

Revenue |Introduction Growth Maturity Decline

Profit
Profits

Time

FUNDING LEVEL

The manager must decide how much to fund reseathwhich specific activities should
be funded. The amount funded for research depends omholwsupport is needed to succeed,
project priorities, number of programs desired, gihaate, size and capability of research
staff, competition, trade and industry statistisigte of the economy, and political
concerns.

The manager should set a minimum-maximum réorge&D funding. He or she should
set forth what circumstances would change this rangeaRdsmust provide an acceptable
return to be funded. Revised R&D calculations shbeldnade when researchers request
additional funding or time. The manager should deteznii the request is with merit or just
a waste of additional resources. The manager mustedehether to support the R&D project
modification or drop the product.

The manager should give a high pridatfjund developmental projects. These
projects should be ranked after taking into accounttadapivestment, expected costs, and
anticipated earnings including forecasted royalty receipts.

R&D BUDGET

The R&D budget is based on an annual amount tleamamager has decided on to commit
to develop new and improved products. The amount obutiget depends on the
anticipated benefits based on previous efforts amdess, desired growth rate, size of
the division, risk and uncertainties, diversiima, competition, market share, consumer
tastes, financial resources, physical faciligegilability of raw materials, productivity,
safety, reliability, price profitability, efficiencgmployee number and capability, time
constraints, product life cycle, stability of resegoobigram, obsolescence, and technological
aspects. A budget provision is needed so engineering keeestqnoducts from becoming
out-of-date.

The R&D budget may be based on the fatigw
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« Estimated cost of specific projects

« A percentage of expected sales

« A percentage of current year and/or prior year sales

* A percentage of profit

* A percentage of operating income

* A percentage of investment in capital assets

« A percentage of cash flow

* R&D per unit

* R&D cost per hour equal to total R&D project costs dividedgrgeable hours
e Product life cycle

The R&D budget should take into account the expectedretusales, return on investment
(ROI), payback period, discounted payback period, net preakrd,\and internal rate of return.
A comparison should be made between the estimated RQOiegearch project and its actual
ROI. Variances should be computed and analyzed witeatose action taken when
warranted.

R&D costs should be allocated by raspmlity center and then to each project or
program within that segment including support services.dpgying the budget, there should
be a reconciliation of budget costs of research effeith the total estimated cost of maintaining
R&D facilities and operations.

Program budgeting is research-relabedapplies to technical jobs applicable to
programs. It typically follows a study of work perfagdh If a proposal involving R&D cannot
be scheduled, no budget should be prepared for the entiretprimjsizad, there should be a
step-by-step budget allocating a specific amount $mareh work. Once the first step is
completed, a budget allotment may be made for the destep.

Exhibits 2 and 3 present typical R&D budget
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EXHIBIT 2
R & D BUDGET

Materials and Supplies

Laboratory
Equipment
Repairs
Total Materials and Supplies

Salaries

Administrative

Nonadministrative

Technical staff
Total Salaries

Other Direct Costs

Membership Dues

Depreciation

Insurance

Utilities

Taxes

Travel and Entertainment
Total Other Direct Costs

Total Research and Development
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EXHIBIT 3
R & D BUDGET

PROJECT New Staff Required Total Man-hours Cost

Research

Electronic 5

Laser 3

Hydro 1

Completed Projects
Total Research

Development

Tubes
Gauges
Testers
Modes
Total Development

Total Project Budgets
Administrative

Patent
Research
Library
General
Total Administrative

Grand Total

ANALYSIS AND EVALUATION

R&D analysis involves looking at past, current, andriifprojects. Each R&D project should
be thoroughly analyzed in terms of marketing, productictridution, etc. There should be a
priority ranking so that the best R&D projects amdertaken given the limitations of
manpower, facilities, and financial resources.

R&D may be related to sales, propteduction, number of employees, labor hours,
number of segments, entering new markets, expansig@naafuct lines or services, and
diversification attempts. The manager must evalulée research program to determine
whether it is technically sound. He or she must detexmwhether the research staff has the
technical ability and resources to successfully undettakeroject.

The manager should evaluate where R&ids are being used, how successful the
R&D undertakings are by category and type, where addititumding should be placed
because of potential opportunities, and where less funshiogild be made because of
unsuccessful and "problem” programs. The manager sholiche&&D on a recurring,
periodic basis, such as quarterly or semi-annuallfhose projects having greater uncertainty
or risk may be evaluated more frequently, such as monthilye manager should prepare a
project screening report evaluating proposed R&D in tefm®arketing, production,
technical, safety, legal and financial aspects. &srould be progress points to appraise and
track R&D efforts.
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Performance standards for research should be arsg#dompared to actual
performance. Performance standards include numbpatehts received, cost per patent, cost
per operation, cost per hour, number of tests farmulas, number of requisitions, and
research hours by activity. There should be a compabstween the actual costs incurred
by program or  activity to the funds budgeted for &&&DB program or activity.

The manager should keep track of tHeviaig with respect to R&D:

 R&D to net sales

* R&D by product

* Expected rates of return

« Estimated project costs

e Salaries to manhours

« Average R&D projects per period
e Research commitments

The manager should require R&D eyges (engineers, scientists) to keep time
sheets of hours spent by R&D project because a higteqiage of R&D cost is in the form of
labor.

Research programming examines rdseéiedds to be investigated and the depth
of such coverage. There should be periodic R&Dustaeports presenting objectives,
potential, priority classification, technical amements, amount of expenditures, and
schedule of
conformance.

Exhibit 4 present R&D project status repo
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EXHIBIT 4
PROJECT STATUS REPORT

Cumulative Estimated Cost

Month to Date to Complete Cost
(over)
Project Other Purchase Total | Project { or
Project Identifier | Man-hours Salaries Expense Total | Man-hours Amount | Commitments | Man-hours Amount [ Cost | Budget | under

PRODUCT IMPROVEMENTS

Project A
Project B
Project C
Project D

Total

NEW PRODUCT RESEARCH

Project X
Project Y
Project Z

Total

SALES REVENUE

Project P
Project Q
Total

FUNDAMENTAL RESEARCH

Project L
Project M
Total

Total R&D

CONTROL OVER R&D

R&D is project-oriented, and costs are accumdldig project. Due to the long duration
of a project, adequate project control must exisictumulate all costs from the startup of
the project to the finished product. Further, R&D prigj@annot be managed by quantity or
volume-driven factors. R&D cannot be measured by mahayhas been or has not been
spent. 75% of the money may have already beent gpethe project, but that does not mean
the project is 75% complete. R&D expenditures shdaddin conformity with budget
limitations. There should be project controls. Colnteports are required by commitment and
expenditure. In the control phase, there should bemparison between the technical and
financial aspects of projects. Projects shoulddmgirmually appraised to determine which
ones should be expanded, dropped, modified, or deferregnificant degree of cost control
should be placed over high-risk R&D projects.

R&D RISK

The risk associated with R&D must be analyzed. tWha been the track record in R&D of
coming up with successful products. If there has béwghafailure rate in R&D, proposed
projects will have to be examined very closelifave R&D projects in past years been
completed at budget dollar amounts and within expeatesl periods? What has been the
cause for cost overruns and time delays? Do probldlirexgtt or have they been rectified?
R&D risk must be appraised by product and market. Thergneader risk when a manager
goes from established products and markets to new psodnd markets. There is more
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risk the longer the period between R&D activities lwash flows are obtained from the
project.

COORDINATION

A research project may involve coordination betweeersddepartments and their managers.
The managers must provide input and assistance to ather to succeed. They must
know how to interact, what rules to follow, and how thsearch will benefit their particular
responsibility areas and products.

CONCLUSION

Research is defined as the testing in search forduptravhile development means translating
that research into a design for the new product. R&B Ipeaclassified as follows: new products,
enhancements to current products, projects requesteshléspeople and marketing, projects
requested by the factory, and fundamental projects havimgmediate commercial use.

The manager should continually appr&g€d programs. Are R&D costs and time
estimates reasonable? If a specific R&D projems excessive costs and delays, the
feasibility of that project may be questionable. Thenager must decide on where to direct
R&D efforts and how much to spend. The best altereairoject must be selected and the
progress on the project closely monitored.
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CHAPTER 14
CASH FLOW FORECASTING AND CASH BUDGETING

LEARNING OBJECTIVES
After reading this chapter, you should be able to:

« Explain account analysis for estimating collection peteiges.
e Prepare a cash budget

« Enumerate the major components of a cash budget

e Prepare a cash variance report

e Give some popular cash budgeting software

A forecast of cash collections and potential writeoffsaccounts receivable is essentialcash
budgetingand in judging the appropriateness of current ciaatt discount policies. The critical
step in making such a forecast is estimating the caliaction and bad debt percentages to be
applied to sales or accounts receivable balances. hfyer discusses a way of estimating cash
collection rates (or payment proportions) and illussdtow these rates are used for cash budgeting
purposes.

ACCOUNT ANALYSIS

The most straightforward way to estimate collection graages is to compute the percentages of
collections realized from past months. Once theee&pce has been analyzed, the results can be
adjusted for trends and applied to the credit sales padtrizy¢he sales forecast. An example
illustrates the technique.

EXAMPLE 1
Assume that an analysis of collection experiencétgust sales revealed the following collection
data:

% of
Total Credit
Description Sales
Collected i AUQUSL.......c.eiiiie e e 32
September.... ... 80.2
OCtODEr ..o, 9.9
N [0)Y/=T1 4] o 1= S 51
DECEMDET ..., 5
Cash diSCOUNES........cuuieiit e e 1.0
Bad debt [0SSES........cccvviiviiiiiiiiiii a0 D
Total oo 100.0

If next year's sales in August could be expected tantallthe same pattern, then application of the
percentages to estimated August credit sales wouldatethe probable monthly distribution of
collections. The same analysis applied to each mdntheoyear would result in a reasonably
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reliable basis for collection forecasting. The worlksi{@ugust column) for cash collections might
look as follows:

Description
% Sales August
Month of Sale Total Net lIi€ction
APl 5 $168,000 $ 840
MAY .. e 4.2 192,000 8,064
JUNB..ceeee 8.9 311,100 2,768
JUIY. e e, 82.1 3a60 267,318
AUQUSE.....cooii e, 2.3 340,000 7,820
Total ColleCtions..........ccooiii i e, 286,810
Cash Discounts (July).........cccovevieinnnnn. 1.0 325,600 ,290)
LOSSES. .ttt et 1.0 (3.400)
TOtAl e $ 280160

In preparing a conventional cash inflow budget, tharfcial manager considers the various
sources of cash, including cash on account, sale of agsrtgence of debt, and so on. Cash
collections from customers are emphasized, sincesthia greatest problem in this type of budget.

EXAMPLE 2
The following data are given for Sunset Stores:

September  October November December
Actual Actual  Estimated Estimated
Cash sales $ 7,000 $ 6,000 $ 8,000 $ 6,000
Credit sales 50,000 48,000 62,000 80,000
Total sales 57,000 54,000 70,000 86,000

Past experience indicates net collection nornaadurs in the following pattern:

* No collections are made in the month of sale.

* Eighty percent of the sales of any month are colieictéhe following month.
* Nineteen percent of sales are collected in thengkllowing month.

» One percent of sales are uncollectible.

We can project total cash receipts for November aneémiber as follows:

November December

Cash receipts:
Cash sales $ 8,000 $ 6,000
Cash collections:
September sales: $50,000 (19%) 9,500
October sales:  $48,000 (80%) 38,400

$48,000(19%) 9,120
November sales: $62,000(80%) 49,600
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$55,900 $64,720

Total cash receipts

THE CASH BUDGET

The budget preparation process normally begins with tles baldget and continues through the
preparation of pro forma financial statements. Thedas¢édule prepared before the financial
statements is the cash budget. The cash budget is a lecbédstimated cash collections and
payments. The various operating budgets and the capital bardgeputs to the cash budgeting
process.

The cash budget is prepared for the purpose of cashipdgand control. It presents the
expected cash inflow and outflow for a designated timegerhe cash budget helps management
keep cash balances in reasonable relationshiprieatss. It aids in avoiding unnecessary idle cash
and possible cash shortages.

The cash budget presents the amount and timing of the egpeath inflow and outflow
for a designated time period. It is a tool for casimpilag and control and should be detailed so
that your know how much is needed to run your businesgultan reliably estimate cash
flows, you may retain cash balances near a targdtvetrefewer transactions.

The cash budget should be prepared for the shortest tnmod i@ which reliable
financial information can be obtained. In the casmahy small businesses, this may be one
week. However, predicting major cash receipts and cashgragrfor a specific day is also
possible.

The cash budget helps management keep cash balamacesasonable relationship to
needs. It aids in avoiding having unnecessary idle aastell as averting possible cash
shortages. If there is idle cash, you may investxbess funds in short-term securities such as
U.S. Treasury bills and commercial paper to earn a refuie budget reveals a cash shortage,
you can borrow money, cut expenditures, or sell as§éts.cash budget ensures that you will
have sufficient cash funds available to your businea ames.

The cash budget also allows you to review future caslipte@nd cash payments to
uncover possiblpatterns of cash flowslIn this way, you can study your collection and
disbursement efforts to ascertain if you are maximigmgr net cash flows. In addition, the
cash budget reveals when and how much to borrow and valuewilf be able to pay the money
back. For example, if your cash budget indicates tsaraficant cash outlay will be needed to
buy assets (e.g., store equipment), you may have towononey and determine a debt
repayment schedule. In order to obtain a line of grigitlers typically require you to submit
the cash budget, along with your financial statements.

The cash budget consists typically of four majorisest

1. Thecash receiptsection, which is cash collections from customersathdr cash receipts
such as royalty income and investment income.
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2. Thecash disbursemensgction, which comprises all cash payments maderipppeL

3. Thecash surplusor deficit section, which simply shows the difference betweentdial cash
available and the total cash needed includimgiramum cash balanci required. If there is
surplus cash, loans may be repaid or temporary inve gtmeate.

4. Thefinancingsection, which provides a detailed account of the bongsyirepayments , and
interest payments expected during the budgeting period.

Cash budgets are often prepared monthly, but there ateictaules for determining the
length of the budget period. As a general rule, it shbeltbng enough to show the effect of
your policies in running the small business, yet short enondfies estimates can be made with
reasonable accuracy. Exhibit 1 shows the major comp®péatcash budget.

EXHIBIT 1
MAJOR CASH FLOW COMPONENTS OF A CASH BUDGET
Cash inflows Cash outflows
Operating: Operating:
Cash sales Payroll
Collections Inventory purchases
Insurance

Payments to suppliers

Nonoperating: Nonoperating:
Royalties Capital expenditures
Rents Interest
Investments income Loan repayments
Sale of marketable securities Tax payments
Loan proceeds Purchase of marketable securities

The basis for estimating cash receiptsaies whether from cash sales or collections
from customer balances. An incorrect sales estimditeesult in erroneous cash estimates. The
sales predictions also influences the projected caslysudtla manufacturing costs, since
production is tied to sales. The projection of operagimenses may be tied to the suppliers’
payment terms.

Exhibit 2 presents a monthly cash budget.

EXHIBIT 2
MONTHLY CASH BUDGET
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December November October
(actual) (actual) (actual) January February March April May June
Expected Sales $ 510,000 $ 457500 $ 375,000 $ 410,000 $ 385000 $ 580,000 $ 600000 $ 600,000 $ 6250
Cash receipts:
Cash sales 10% 41,000 38,500 58,000 60,000 60,000 62,5
Collection from sales:
One month ago 75% 382,500 343,125 281,250 307,500 288,750 435,01
Two months ago 15% 68,625 56,250 61,500 57,750 87,000 90,0
Three months ago 8% 30,000 32,800 30,800 46,400 48,000 48,01
Bad debts 2%
100% 522,125 470,675 431,550 471,650 483,750 635,5!
Other cash receipts 11,000 7,600 18,500 12,000 16,500 8,1
Beginning of month cash 80,000 29,125 4,000 17,350 38,600 17,3
Total available cash 613,125 507,400 454,050 501,000 538,850 660,9!
Cash disbursements:
Material 138,000 145,000 150,000 125,000 140,000 150,01
Labor and wages 182,000 110,000 169,000 105,000 150,000 172,0
Selling costs 175,000 169,000 181,000 168,500 177,000 165,01
General and administrative costs 46,000 49,500 48,000 47,000 47,000 43,0
Income taxes 28,500 28,500
Capital equipment 28,000 5,200 21,200 13,000 4.8
Interest expense 15,000 16,200 17,500 16,900 16,000 14,3
Total cash disbursements 584,000 523,400 586,700 462,400 571,500 549,11
Ending cash balance (deficiency)
before additional borrowings/
(repayments) or (investments)
redemptions 29,125 (16,000) (132,650) 38,600 (32,650) 111,8
Bank borrowings/(repayments) 20,000 150,000 - 50,000 (100,0
(Investments)/redemptions
Ending cash balance $ 29,125 $ 4,000 $ 17,350 $ 38,600 $ 17,350 $ 11,8
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CASH VARIANCE ANALYSIS

Comparing estimated and actual cash figures allows you wstigate the reasons for any
significant discrepancies and to take any needed caemttion. Variance analysiallows you

to get a better picture of your cash position and proviggght in improving cash estimates in
the next budgeting period. It also aids in the perioéigsion of projections. This updating
typically occurs at the beginning of each budget segmeit, (the first day of a quarter,
assuming you prepare a quarterly budgeting period, or thedf@nstof a month, assuming a
monthly budgeting period). Budgets should be adjusted immedfatedignificant changes.

Exhibit 3 presents an analysis of cash budget variances

EXHIBIT 3
CASH BUDGET VARIANCE ANALYSIS
Previous week Year-to-Date
Budget Actual Budget Actual
Cash receipts
Collection from customers $111,000 $109,000 $990,000  $979,000
Investment income $2,400 $2,500 $33,000 $32,500
Royalty $3,000 $3,000 $60,000 $60,000
Total cash receipts $116,400 $114,500  $1,083,000 $1,071,500
Cash disbursements:
Material purchases $ 26300 $ 18410 $ 176,000 $ 226,000
Payroll 27,500 29,000 400,000 412,800
Property taxes 5,500 5,540 5,500 5,500
Group insurance premium 13,000 13,200 39,000 39,600
Bank note-interest 4,320 4,320 15,000 12,960
Lease payment-building 5,475 5,475 16,425 16,425
Dividend payment 1,232 1,232 3,696 3,696
Rent 6,897 6,897 20,691 20,691
Total disbursements 63,924 65,664 500,312 511,672
Net increase (decrease) in cash $ 47076 $ 43,336 $ 489,688 $ 467,328

IS CASH FLOW SOFTWARE AVAILABLE?

Computer software allows for day-to-day cash managemetgrmining cash balances, planning
and analyzing cash flows, finding cash shortages, investisiy surpluses, accounting for cash
transactions, automating accounts receivable and payabl€ia-up banking. Computerization
improves availability, accuracy, timeliness, and monigpoh cash information at minimal cost.
Daily cash information aids in planning how to use cashruals. It enables the integration of
different kinds of related cash information such aklections on customer accounts and cash
balances, and the effect of cash payments on cashdesl

Spreadsheet program software suctMagosoft's Excel Lotus 1-2-3,and Quattro Pro
can assist you in developing cash budgets and answeringety\afri‘'what-if" questions. For
example, you can see the effect on cash flow frdfardnt scenarios (e.g., the purchase and sale
of different product lines).
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There are computer software packages specially designethdh management. Three
popular ones are briefly described below.

1. Quicken (Intuit, Inc., 800-246-884&ww.quicken.com

This program is a fast, easy to use, inexpensive accouortiggam that can help a small
business manage its cash flow. Bills can be recordedstadgbed transactions when they arrive;
the program'sBBillminder feature automatically reminds the payer when bills are d@hen,
checks can be printed for due bills with a few mouse ardfgstrokes. Similarly, he/she can
record invoices and track aged receivables. Together, fdkesees help maximize cash on hand.

2. Up Your Cash Flow (Granville Publications Software, 1096&hire Blvd., Suite 826, Los
Angeles, CA 90024, (800) 873-7789)

This program contains automatically prepared spreadshegisofi/loss forecasts, cash
flow budgets, projected balance sheet, payroll analysisn loan amortization schedule,
sales/cost of sales by product, ratio analysis, and grépbsa menu-driven system and can be
customized to forecasting needs.

3. Cash Flow Analysis (Superior Software, 16055 Ventura.BBuite 725, Encino, CA 91436,
(800) 421-3264)

This software provides projections of cash inflow andhaagflow. Data are input into
eight categories: sales, cost of sales, general anthiathative expenses, long-term debt, other
cash receipts, inventory build-up/reduction, capital experes (acquisition of long-term assets
such as store furniture), and income tax. The program sllolanges in assumptions and
scenarios and provides a complete array of reports.

Telecommunications software may be used to link up yowopat computer via modem
and telephone lines to the bank so as to execute cgsiepts, transfers between accounts, and
obtain current cash balance information. Softwarelava from banks aid in managing cash
collections, payments, investment, and borrowing. An @kans Chase Manhattan Bank's
InfoCash software package which includes modules for:

.Cash Reporter- provides account information up to the close of the previday.
Information available includes checks cleared and monegftis.

.Current Day Reporter provides information on current day transactions.

.Regional Bank Reporter provides information on checking accounts held at other
banks.

.Money Transfer Input enables the transfer of funds between accounts.
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CHAPTER 15
USE OF A SPREADSHEET PROGRAM AND SOFTWARE FOR BUDGETING

LEARNING OBJECTIVES
After reading this chapter, you should be able to:

« Show how to use spreadsheet software to develop a budget
* Give some examples of stand-alone budgeting software

» Describe some advantages of using budgeting software

» Briefly explain the IFPS/PLUS system

Budgeting and profit planning can be done using a microcomputeavpbwerful spreadsheet
program such as Excel. Or it can be done using a spieé#imcial modeling language such as
Comshare's Planning. These software packages allow ymufaym “what-if” (sensitivity)
analysis when preparing master budgets, recognizingtaimtg surrounding projections.

USING SPREADSHEET PROGRAMS
In this section we discuss how we can use spreadslagprs such as Excel. Three examples
of projecting an income statement are presented.

EXAMPLE 1
Given:
Sales for 1st month = $60,000
Cost of sales = 42% of sales, all variable
Operating expenses = $10,000 fixed plus 5% of sales
Taxes = 30% of net income
Sales increase by 5% each month

(a) Based on this information, Exhibit 1 presents aasjsi@eet for the contribution
income statement for the next 12 months and in total.

(b) Exhibit 2 shows the same in (1) assuming that sadeedse by 10% and operating
expenses= $10,000 plus 10% of sales. This is an example dfifivenarios.
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Exhibit 1
PROJECTED INCOME STATEMENT

PERCEN
1 2 3 4 5 6 7 8 9 10 11 12 TOTAL T
Sales $60,00C $63,00(C $66,15( $69,45¢ $72,93( $76,577 $80,40¢ $84,42¢ $88,647 $93,08( $97,73¢ $102,62( $955,02¢ 100%
Less: VC
Cost of sales $25,20( $26,46( $27,78: $29,17: $30,631 $32,16z $33,77( $35,45¢ $37,23: $39,09¢ $41,04¢ $43,101 $401,11: 42%
Operating ex. $3,00C $3,15( $3,30¢ $3,47: $3,647 $3,82¢ $4,02C $4,221 $4,432 $4,65¢ $4,887 $5,131 $47,51 5%
CM $31,80C $33,39( $35,06( $36,81: $38,65: $40,58¢ $42,61F $44,74¢ $46,98: $49,337 $51,79¢ $54,38¢ $506,16" 53%
Less: FC
Op. expenses $10,00C $10,00C $10,00C $10,00C $10,00C $10,00C $10,00C $10,00C $10,00C $10000 $10,00C $10,00C $120,00( 13%
Net income  $21,80( $23,39( $25,06( $26,81: $28,65: $30,58¢ $32,61F $34,74¢ $36,98: $39,337 $41,79¢ $44,38¢ $386,16" 40%
Less: Tax $6,54C $7,017 $7,51¢ $8,04¢ $8,59¢  $9,17¢ $9,785 $10,42¢ $11,098 $11,80C $12,54( $13,317 $115,84¢ 12%
NI after tax  $15,26( $16,37: $17,54: $18,76¢ $20,057 $21,41C $22,831 $24,32: $25,88¢ $27,53- $29,25¢ $31,072 $270,31: 28%
Exhibit 2
PROJECTING INCOME STATEMENT
PERCEN
1 2 3 4 5 6 7 8 9 10 11 12 TOTAL T

Sales $60,00C $66,00C $72,60C $79,86( $87,84¢ $96,631 $106,29: $116,92! $128,61¢ $141,47 $155,62F $171,187 $1,283,05 134%
Less: VC
Cost of sales $25,20( $27,72( $30,49: $33,54]7 $36,89¢ $40,58¢ $44,64: $49,10¢ $54,01¢ $59,42( $65,36: $71,89¢ $538,88: 56%
Operating ex. $6,00C $6,60C $7,26( $7,98¢ $8,785 $9,66: $10,62¢ $11,69: $12,86: $14,14¢ $15,56: $17,11¢ $64,15: 7%
CM $28,80C $31,68( $34,84¢ $38,33: $42,16¢ 9$46,38- $51,021 $56,12: $61,73t $67,90¢ $74,70( $82,17( $615,86" 64%
Less: FC
Op. expenses $10,00C $10,00C $10,00C $10,00C $10,00C $10,00C $10,00C $10,00C $10,00C $10,00C $10,000 $10,00C $120,00( 13%
Net income  $18,80( $21,68( $24,84¢ $28,33: $32,16¢ $36,38: $41,0217 $46,12: $51,73¢% $57,90¢ $64,70( $72,17C $495,86" 52%
Less: Tax $5,64C $6,50¢ $7,45¢  $8,50( $9,65( $10,91¢ $12,30¢ $13,837 $15,521 $17,37¢ $19,41C $21,651 $148,76( 16%
NI after tax  $13,16( $15,17¢ $17,39¢ $19,83: $22,51¢ $25,46¢ $28,71F $32,28¢ $36,21¢ $40,53¢ $45,29( $50,51¢ $347,10° 36%
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EXAMPLE 2
Delta Gamma Company wishes to prepare a three-year poojext net income using the
following information:

1. 2004 base year amounts are as follows:

Sales revenues $4,500,000
Cost of sales 2,900,000
Selling and administrative expenses 800,000
Net income before taxes 800,000

2. Use the following assumptions:

« Sales revenues increase by 6% in 2005, 7% in 2006, and 8% in 2007.

» Cost of sales increase by 5% each year.

e Selling and administrative expenses increase only 1% in 200&idnémain at the
2005 level thereatfter.

e The income tax rate = 46%

Exhibit 3 presents a spreadsheet for the income statéonghe next three years.

EXHIBIT 3
DELTA GAMMA COMPANY
THREE-YEAR INCOME PROJECTIONS (2005-2007)

2004 2005 2006 2007
Sales $4,500,000 $4,770,000 $5,103,901 $5,512,21.
Cost of sales $2,900,000 $3,045,000 $3,197,251 $3,357,11.
Gross margin $1,600,000 $1,725,000 $1,906,65 $2,155,10
Selling & adm. exp. $800,00( $808,00( $808,00( $808,00(
Earnings before tax $800,00( $917,00( $1,098,65 $1,347,10
Tax $368,00( $421,82( $505,37¢ $619,66¢
Earnings after tax $432,00( $495,18( $593,27: $727,43¢

BUDGETING SOFTWARE

There are much user-oriented software specifically dedidor corporate planners, treasurers,
budget preparers, managerial accountants, CFOs and busnadgsts. These languages do not
require any knowledge of programming languages (such as B&A®ICOBOL) on the part of
the user; they are all English-like languages. Severallpoones are described briefly.

Adaytum Planning
Adaytum Planning by Adaytum Softwarenfw.adaytum.con) (1-800-262-4445) is a multi-
user budgeting, planning, and forecasting system. It giveshgolleibility to:

» Update hierarchies directly from General Ledger (G/L).
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= Combine top-down planning with bottom-up budgeting
» Make last minute changes to model structure
» Empower end-users to do ad hoc modeling without informatystem (I1S) support.

Comshare's Interactive Financial Planning System (IFPS/Plysand BudgetPLUS

Comshare's IFPS/Plus is a multipurpose, interactivendiah modeling which supports and
facilitates the building, solving, and asking of "whatftiestions of financial models. It is a
powerful modeling and analysis tool designed to hand¢gelaomplicated problems with lots of
data. It is unsurpassed for large corporate-wide apjplicat especially those that get their data
directly from the enterprise relational database. i@aity marketed by Execucom in the 1970’s,
IFPS is currently used by more than 600 businesses. Theaddtahodels created through
IFPS/PLUS can be shared throughout the organization kectdnes model logic is self
documenting. The capabilities of the program include theyabdiexplain, perform spreadsheet
type editing, produce reports, and built-in business fumstioSome of the capabilities of the
system are forecasting, linear regression, and automdt@polation. The most current version
of IFPF/PLUS is 5.1.1, which introduces Visual IFPS. Thia Microsoft Windows application
that acts as the “Client in the client-server appilice” The application runs on the PC and is
connected to the IFPS/PLUS running on the server. In ethals, IFPS/PLUS can access and
take the data from the organization’s main database aadtise results directly to the user. The
user is not inundated with all of the data, but just prtesewith the results. This keeps the
network from getting bogged down. Thus, the user has the paiwke server on a PC and all
the benefit of IFPS/PLUS. Comshare BudgetPLUS is a Web architectured budgeting
software that runs in Web or client/server environmentt) a relational or multidimensional
database. For more, log on to the Comshare webhsitev(comshare.com 1-800-922-7979,
3001 S. State St., P.O. Box 1588, Ann Arbor, Michigan 48106).

Encore Plus

This package was developed by Ferox Microsystems. Thgtiaahfunctions are similar to

IFPS, but Encore has more model building capability. &ample, it is stronger in its risk
analysis than IFPS, and even includes a Monte Cartal8ior. Since Encore Plus is more
powerful at the application development level thary, S&PS, it requires a higher level of
programming ability.

Budget Maestro

Planet's Budget Maestro is probably the best answerttdbdied budgeting, strategic planning
and financial control. Budget Maestro shortens your budgetiolg and puts you into control of
the process. Its information-driven environment guides lgoaugh budgeting, planning,
modeling, forecasting, resource management, consolidatiatysis, and reporting. CFOs and
budget managers can plan, analyze and manage, in waysréxmer possible. Look at a user's
screen and make changes directly without ever being.tBeliver budget models and deploy
reconfigured software updates to many users at once. Plagenhadgetary information, even
enterprise wide information systems, with a single isbast interface. Planet's Budget Maestro
is designed to put CFOs and financial managers in corftadll @spects of managing budgets,
creating financial models and building and deploying findmpiéns. Budget Maestro allows
business managers unparalleled flexibility in analyzing 8ashand business performance
throughout the enterprise. Budget Maestro significantbytehs your budgeting and planning
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cycles. It eliminates rekeying and formatting of dataadteases your data accuracy and
integrity. It allows your time to manage and analyze yamsiness. It is available in both
Desktop and Enterprise Edition. Budget Maestro Enterpd#é®Bis enables multiple
independent budgets and plans to be consolidated into a umfergpréise model. The Desktop
Edition can be upgraded to the Enterprise Edition at are/ tim

Microsoft Business Solutions for Analytics—Forecaster

This is Web-based budgeting and planning solution from FRxvadt
(www.frxsoftware.com/). Many organizations find it difficult to perform thegwing budgeting
and planning processes necessary to keep business performaaaget Financial "surprises”
are met with panic, and more often than not, compamn@forced to make sacrifices in places
they cannot afford. The result is a direct, negatiyeact on their strategic objectives. But it's
not for lack of trying... finance departments simply donitehthe time it takes to combine
multiple spreadsheets submitted from across the compahykine the resources to make sure
all line managers understand the importance of the budgetith planning process, and of
submitting well-planned information on timeForecasterputs the systems and processes in
place to help you immediately realize the benefitaroéffective budgeting and planning
process, and make it an ongoing part of your businessgyrat

THE LATEST GENERATION OF BUDGETING AND PLANNING (B& P) SOFTWARE

The new budgeting and planning (B&P) software represents)asjep forward for accountants.
Finance managers can use these robust, Web-enabled progistas a wide range of data,
radically speed up the planning process, and identify manadersave failed to submit
budgets. More often known astive financial planning softwaréhese software includes
applications and the new level of functionality thatntane budgeting, forecasting analytics,
business intelligence, and collaboration. Exhibit 4 lgtpular B&P software.
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EXHIBIT 4
ACTIVE FINANCIAL PLANNING SOFTWARE—
NEXT GENERATION BUDGETING AND PLANNING (B & P) SOFT WARE

Companies Websites Software
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ABC Technologies
ActiveStrategy
Actuate

Adaytum Software
Applix

Brio Technology
Business Objects
Cartesis
Closedloop Solutions
Cognos

Comshare

CorVu
E.Intelligence
Epicor

Geac

Great Plains Software
Hyperion

J.D. Edwards
Lawson Software
Longview Solutions
MIS-AG

NextStrat

Oracle

OutlookSoft
PeopleSoft

SAP
SAS Institute

Silvon
SRC Software

CONCLUSION

www.abctech.com

www.activestrategy.com

www.actuate.com
www.adaytum.com
www.applix.com
www. brio.com

www. businessobjects.com

www.cartesis.com

www.closedloopsolutions.com

WWW.COENOS.Com
www.comshare.com
WWW.Corvu.com

www.eintelligence-inc.com

www.epicor.com
www.geac.com
www.greatplains.com
www. hyperion.com
www.,dedwards.com
www.lawson.com
www.longview.com
www.misag.com
www.nextstrat.com
www.oracle.com
www.outlooksoft.com
www.peoplesoft.com

www.sap.com
Www.sas.com

www.silvon.com
www.srcsoftware.com

Oros

ActiveStrategy Enterprise

e.Reporting Suite

e.Planning

iPlanning, iTM1

Brio.ONE, Brio.lmpact, Brio.Inform

e-Bl, BusinessObjects Auditor, BusinessObjects BW Connect, Webinteliigence
Cartesis Budget Planning, Cartesis Carat, Cartesis Magnitude

CBizPlan Manager, SpendCapManager, TopLine Manager

Cognos Finance, Cognos Visualizer, Cognos Enterprise, Business Intelligence
Management Planning and Contro! (MPC) Application, Comshare Decision
CorManage, CorVu Rapid Scorecard, CorBusiness, CorPortfolio

e.Intelligence Suite

Epicor eintelligence Suite

Geac Smartstream Financials, Enterprise Solutions Expert Series, FRx
eEnterprise, FRx Budget Controlier, Dynamics

Hyperion Financial Management, Hyperion Planning, Hyperion Essbase

J.D. Edwards Financial Planning and Budgeting, Business Intelligence, OneWorld Xe
Enterprise Budgeting SEA Applications - including E-Scorecard; Analytic Extensions
Khalix

MIS Alea Decisionware, MIS DelaMiner, Collaborative Analytic Processing
NextStrat Strategic implementation Portal (NextSIP)

Oracle Strategic Enterprise Management (SEM)

OutlookSoft Financial Planning and Analysis (FPA), OutlookSoft Enterprise Analytic Portal

Enterprise Performance Management (EPM), PeopleSoft Balanced Scorecard, PeopleSoft En-
terprise Warehouse, PeopleSoft eBusiness Analytics, PeopleSoft Activity-Based Management

SAP Strategic Enterprise Management (SEM), SAP Financial Analyzer Business Intelligence
with mySAP.com

SAS Total Financial Management, Strategic Vision, SAS/Warehouse Administrator,
SAS Enabling Technology (OLAP)

Stratum
Budget Advisor, Payroll Planner, Information Advisor

As was discussed, there are a number of software packagdsidgeting. Companies just
entering the budget modeling arena must keep in mind thatfteeedces that exist between the
software packages available in the market can be suladtahttomparison should be made by
examining the software in light of the planning systdma,ihformation system, and the modeling
activities. The companies also consider making effeaise of in-house computer hardware,
micro, mini, or mainframe, and data bases. An effechudgeting system does not necessarily
imply an outside time-sharing system or an externah@ic data base.
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CHAPTER 16
BUDGETING FOR CAPITAL EXPENDITURES

LEARNING OBJECTIVES
After reading this chapter, you should be able to:

* Give some examples of capital expenditures.

« Describe why capital expenditures decisions are negess

« Discuss what information is needed to make a capitaldiudpdecision.
« List factors to consider in determining capital expendgur

» Identify the four steps in the capital expenditure bualygbrocess.

e List some major forms for capital project decisiond axplain each.

e Prepare a capital budget.

Capital expenditures should be consistent with thg-tenm plan of the company. They may be
for earnings generation by providing additional revenue or redgucosts (e.g., more efficient
equipment and machinery is bought, less maintenapeme@itures). They should generate
an adequate return (a desired ROl should be Gapital expenditures include replacing
machinery to economize on costs, expanding productioitease volume, marketing of a
new product, improving the quality of products or servicesnaaoufacturing under proposed
contracts. Capital expenditures should take into acaaurent and needed facilities.
Commitments must also be considered.

The capital expenditure budget reveals how much is edjtar invest in capital assets to
meet the manager's objectives so that his or her dimsiaepartment can properly function.
The budget breaks down the capital assets by major catégovymuch funding is needed,
when that funding is required, the location of the sssand pertinent reasons and comments.

The timing, nature, and adequacy of the capital expendimpects the long-term
viability of the division, department, or other respongipitenter that the manager is
responsible over.

Capital expenditures may be incurred for one or motkeofollowing reasons: growth,
increased sales, increased production, changes in prodogtbods, change in style, cost
reduction, efficiency and effectiveness, productivity, imwement in product quality, new
business, normal replacement, preventive maintenandelo counteract competition.

The capital expenditure budget depends on many factouslinglfuture potential, return
on investment, sales, profitability, productivity and effircy, capacity utilization, payback
period (how many years it takes to get the initial invesiniback), timing of needed capital
expenditures, risk, technological obsolescence, diveatidie, safety concerns,
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financial position including cash flow, tax benefit aather government incentives, market
share, new product development, maintenance and reqairements, problem areas,
replacement options, nature of industry, econocainditions, political factors, and laws and
regulations (e.g., pollution requirements, restrictivesusn assets).

There are uncertain benefits for capital expenditurecause of the long time period
involved. In fact, if for some reason a capitapenditure fails, a significant loss is likely.

The manager should prepare the capital expenditulget needed for his or her
division or department after consulting with enginegiand technical staff. A capital asset
cannot be bought unless it has been included in the chpdgét. The capital expenditure
budget is a long-term one covering numerous yedas (€30 years).

Capital assets include equipment, furniture, machingtigrage facilities, distribution
facilities, and computers. There is typicallyigngicant cash outlay required and high risk
involved. The success of the division or departmeay adepend in part on making the best
capital investments, the decision to replace existapjfal assets, and the decision to sell or
abandon existing assets.

The manager should only approve capital expenditétersdetailed study and
justification. After that, continual monitoring andntrol are recommended. He or she
should set up a priority listing of capital projelsésed on earnings or strategic importance.
The planning should take into account the peculiar chesists and nature of the industry and
company. Capital assets must be properly usedrotiedt and insured. Capital
expenditures must be within approved limits and must be oppately accounted for.

Capital expenditure
requests must be supported by reliable and accurate doctioreatad cost estimates.

Duplication in capital expenditures should be avoidedalse it results in inefficiency
and excessive costs. Control is in the form of compadiudgeted expenditures to actual
expenditures. The trend in the ratio of insurampe®se to the carrying value of the capital
assets, and the insured value relative to replacermsit evill indicate the adequacy of
insurance protection.

The timing of capital expenditures depends on aMailalternatives, start-up time,
and funds. The manager must identify capital experasttivat are not essential, can be delayed
for a reasonable time, and urgently needed. Some cagxpenditures result in profit reductions
such
as capital outlays required by law, improving R&D, andagcing employee morale. Some
capital expenditures are required by government, ssclfior employee safety and to
conform to building codes.

Factors to Consider in Determining Capital Expenditures:

+ Rate of return
* Budget ceiling
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* Probability of success

* Competition

» Taxrate

e Dollar amounts

e Time value of money

* Risk

* Liquidity

e Long-term business strategy
» Forecasting errors.

This chapter discusses the budget process, authorizatapitdl budgets, capital budget
forms and reports (including special reports), budget rengs@analysis and evaluation of
capital expenditures, and controls.

THE BUDGET PROCESS

In terms of the budgeting process, capital expendituegsh® classified as either normal or
special. Normal capital expenditures are routess Icostly, and made to maintain
current operations. Each project typically doesmailve a large cash outlay. The capital
expenditure should meet the needs of the managesgdidr department. An example

IS a minor replacement of machinery.

Special capital expenditures are unusual, costly, ax fioa a specific purpose such as
the purchase of a new machine to manufacture a produwutsfoecial job ordered by a customer
of a one time nature.

Major capital projects are typically planned and proddseoperating managers, and
must be approved by upper management. The manager meusfote be thoroughly familiar
with the budgeting process for capital expendituresorie must properly budget and
package the capital expenditure. Capital expenditurest nme classified by category, class,
need, consequence, and feasibility. Capital expeedi may be required or optional. In the
case of minor capital expenditures, the division andrtiepat managers may have the
authority to approve them on their own.

The four steps in the capital expenditure budgetary psaoes approving the project,
approving the estimate, authorizing the project, andvellp. The capital expenditure
proposal should contain a description, starting dedepletion date, source information, and
advantages and disadvantages of the proposal.

Some capital expenditures are minor and not duligedetailed planning. Examples
are low-cost machinery and minor renovations. @memor expenditures may be lumped
together with a blanket appropriation. Capital expemditpolicy should take into account the
following:

* Desired rate of return
e Cost impact
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* Age of existing assets

* Expected capacity of the item
* Asset life

* Growth potential

* Employee availability

* Competition

» Stage of the business cycle

* Legal liability exposure

* Regulatory requirements

The manager should set a priority ranking for capixglenditures in terms of operating
necessities and nonnecessities. The following dateddshe noted:

» Dates manpower will be available
* Marketing schedules for products to be produced
* Delivery dates when items are needed

A current capital budget usually covers 3-5 years in anegahents of planned capital
expenditures.

AUTHORIZATION OF CAPITAL BUDGET

Capital expenditures should be kept within autkdrlzmits. If amounts are needed
above those limits, special approval by top managemserquired. A project not meeting
expectations or thatis no longer appropriate gimement circumstances may be cancelled.
It is better to cancel a project if the cost/benediaitionship indicates that the project is no
longer viable. If a project is a succession rafividual projects, a partial authorization may
be made.

Exhibit 1 shows a typical project application form, wHighibit 2 presents an advice of
project change. In Exhibit 3 an appropriation request is pr@s$en
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EXHIBIT 1
PROJECT APPLICATION

Department Name Application No.
Department Code Offensive [
Function Code Defensive [

Description Objectives

Expenditure Amounts

Fiscal Year 1 Qtr. 2" Qtr. 3" Qtr. 4™ Qtr. Total

2002

2003

2004

2005

2006

Total

Date Submitted by

Comments

For the Division

Purpose: To show description objectives and dollar amounts sche:dhylguarters.

Distribution: Project analyst, executive vice president for opanafitreasurer, controller, CFO,
CEO.

Use: To schedule longer-term capital expenditures.

Action To Be Taken: Make sure scheduled capital expenditures are withinaimpany’s

overall capital budget.
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EXHIBIT 2
ADVICE OF PROJECT CHANGE

Department Name Date

Appropriation
Department Code Request No.
Project Title

Expenditure Amounts

Original Latest Increase
Authorized Estimate (Decrease)
Capital
Expense
Total
Amount spent to date $ amount committ  ed to date $

WHAT IS THIS NEW AMOUNT BEING REQUESTED?

Project Sponsor Department Area Supervisor
Project to be continued O
O
Revised request required
See comment on reverse Final Approver
side O Date

Purpose: To show project change description, reason for chamgeesg and dollar amounts
involved.

Distribution: Project analyst, executive vice president for opanafitreasurer, controller, CFO,
CEO.

Use: To determine all of the reasons and justificatiomsifeking a project change.

Action To Be Taken: Determine if the project change under review is jiestibn a cost-benefit
basis.
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EXHIBIT 3
APPROPRIATION REQUEST

Original Department Name Department Code

Project Applic. No.
Budget Capitalized  Expensed m

Appropriation No.

Project Appl. Total
Accounting Code Exp. $

Appropriation Total $

Description

Purpose

Current Facilities

Proposed Facilities

Cost Justification (Savings/Benefits)

PROPOSED EXPENDITURES APPROVALS

Equipment Cost Originator

Material Cost
Installation Costs:

External Services Dept/Area Suprv.
Internal Services V. President
Miscellaneous Costs Controller
Freight Division Head
Taxes CEO
Total Bd. of Dir.

DATE
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Purpose: To show description, purpose, cost justification, and mege@xpenditures of a

project.
Distribution: Project analyst, executive vice president for opanafitreasurer, controller, CFO,

CEO.
Use: To justify costs for an appropriation request.
Action To Be Taken: Make sure proposed capital expenditures are justified r@nalso within

the company’s overall capital budget.

An authorization form should be filled out for apged capital expenditures. The
reason and purpose of the expenditure should be givembiEk is an illustrative authorization
form.

EXHIBIT 4
CAPITAL EXPENDITURE AUTHORIZATION
Division:
Plant:
Date:

The capital expenditure is needed because of: (Check appropriate item)

— New product

— Normal replacement

— Modification in production process
—— Cost reduction

— Increased sales volume

— New quality control standards

— Style change

Description and justification
Estimated Cost

Material
Labor
Overhead
Contingency
Total Cost

Expected Return on Investment

Payback Period
Life
Construction Period
Disposal Value
Manager’s Comments and Recommendations:

Requested by:
Approved by:

The amount authorized should be periodically compaoeaictual costs incurred. In
addition, commitments must be recorded and monitdoedause the total appropriated
amount may ultimately be exceeded. The estimatatlt@ complete should also be noted
along with any expected overruns or underruns.
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CAPITAL BUDGET FORMS

Request forms should be completed and approved for loaxpanditures. A commitment
record contains the purchase orders issued. Theragoaopriation form for capital
expenditures.

The form provides information on the benefits to be iobthfrom the proposed project,
and the expected cost savings. The authorizatisnfegh the type and scope of the
project.

An appropriation request form is filled out the manager of the responsibility
unit in detail providing justification to support the cappaoposal. The manager must
thoroughly appraise the proposed capital project.

A proposal form for capital expenditures may inclutle following information: title
of project, project objectives, description of praj@coposed budget, analysis and evaluation,
supporting documentation and calculations, justificatiand time estimates.
Exhibit 5 presents a typical initial investment report form.

EXHIBIT 5
INITIAL INVESTMENT REPORT

Cost of new equipment (per invoice) $345,600
Add: Freight 3,150
Installation costs 1,750
Other 1,250

Total cost 351,750 (a)
Less: Trade-in allowance 27,600
Salvage recovery net of income taxes 4,320

Costs avoided on old equipment, net
of income taxes:

Savings in wages 6,700
Repairs 2,100
Maintenance 1,500
Other 3,100
45,320 (b)
Add: Additional working capital needed
Cash 7,500
Receivables 15,800
Inventory 20,000
23,300 (c)
Net investment for capital budgeting decision (a)-(b)+(c) $329,730
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A capital budget form summarizes proposed capitgbgts for the period by
responsibility center. Exhibit 6 presents an illusteatapital budget form.

EXHIBIT 6
CAPITAL BUDGET FORM
Expected
Item Total Rate of

Department Item Description Number Status Expenditure Return Priority Classification

CAPITAL BUDGET

The capital asset budget includes beginning baladdé&jons, deletions, depreciation,
construction in progress, and ending balance. The budgeat should include category,
class, project title, project number, projece,licapital costs, and return on investment. The
budget should contain provision for explanatory comments.

Extraordinary repairs are usually included in the eapkpenditure budget but
ordinary repairs are included in the expense budget.

The production budget may require capital additions.
Exhibits 7 and 8 illustrative capital budgets.

EXHIBIT 7
QUARTERLY CAPITAL EXPENDITURE BUDGET

Current Year's Budget

Return on Total 1st 2nd 3rd 4th Total Expended in
Location Project Description Investment  Appropriation Quarter Quarter Quarter Quarter Prior Years

Detroit Plant Replacement

Coolant press 5.40% $ 6,785 $ 6,785 $ 6,785

Expansion

Thickness guage 6.80% 19,870 $ 19,870 19,870
Chicago Plant Expansion

Thickness gauge 6.70% 7,890 $ 7,890 7,890

20" shears 11.20% 2,100 300 1,800 2,100

Replacement

Hydraulic press 15.0% 34,700 $ 14,300 15,400 29,700 $ 5,000
Coolant system 11.0% 2,375 2,375 2,375
Tool block 8.0% 1,235 1,235 1,235
$ 48,300 $ 14300 $ 8,190 $ 19575 $ 1,235 $ 43,300 $ 5,000
EXHIBIT 8

CAPITAL EXPENDITURE BUDGET
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Item To Maintain Current Operations To Expand Total

A $300,000 $200,000 $500,000
C 100,000 50,000 150,000
Equipment 150,000 -100.000 -250.000
Total $550,000 $350,000 $900.000

CAPITAL EXPENDITURE REPORTS

The capital expenditure report should contain infornmatibthe authorized amount, actual costs,
committed funds, unencumbered balance, estimated cost fetemand cost overrun
(underrun).

Exhibits 9 and 10 present typical reports showing the congreoisbudgeted
expenditures to actual expenditures.

EXHIBIT 9
COMPARISONS OF BUDGET TO ACTUAL CAPITAL EXPENDITURE S

Expenditures

Month Year-to-date

Property Description Actual Budget Variance +(-) Actual Budget Variance +(-)
Buildings $ 76,800 $ 80,000 $ 3,200 $ 876,500 $ 850,000
Building Improvements 10,000 10,000 21,890 25,500 3,610
Leasehold Improvements 9,760 13,200 3,440 22,340 23,400 1,060
Tooling 6,660 5,800 (860) 6,789 16,000 9,211
Equipment 24,350 27,500 3,150 145,679 156,000 10,321
Furniture & Fixtures 4,567 3,450 (1,117) 6,730 5,800 (930)
Automobiles 12,300 (12,300) 15,600 19,000 3,400

Total $ 134,437 $ 139,950 $ 5,613 $1,095,528 $1,095,700 $ 26,672

EXHIBIT 10

CAPITAL EXPENDITURES PERFORMANCE REPORT
ESTIMATED VS. ACTUAL

Department Name:
Department Number:
Authorization Number:
Description:
Today’s Date:
Date Activity Began:
Authorized Cumulative
Item Amount Actual Amount Variance  Percent Reason

A $100,000 $103,000 $3,000 3% Delay because of strike

B 80,000 81,000 1,000 125  Higher prices for
component parts

etc.
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Exhibit 11 presents a capital expenditure status report. @astrshould be periodically
prepared by the manager to keep track of a project so thgsiarend control may be facilitated.

A progress report should be prepared to determine if glirgg as planned and what
corrective action is needed, if any. A detailed evalnatiocapital expenditures may not be
possible when a sudden, unexpected, or important developneems o&n example is a machine
breakdown resulting in a production delay on the assenmialy |

A capital expenditures progress report monitors eackgttsjprogress and indicates any
overruns or underruns. Exhibit 12 presents a progress report.

EXHIBIT 11
CAPITAL EXPENDITURES STATUS REPORT

Date Amount Spent or
Project Authorized Authorized Committed Balance
Conveying system 4/45/2001 $ 76,300 $ 67,000 $ 9,300 (b)
Line No. 4 8/1/2001 154,000 125,000 29,000 (a)
Line No. 7 8/1/2001 68,790 45,000 23,790 (a)
Line No. 9 9/1/2001 67,000 78,000 (11,000) (a)
Modulators 8/10/2001 4,500 5,100 (600)
Winder No. 5 8/1/2001 14,570 5,600 (20,170) (a)
Winder No. 3 10/12/2001 7,890 4,300 3,590 (a)
Rail siding installation ~ 3/7/2001 56,000 47,000 9,000 (a)
Cement slabs 6/15/2001 45,000 45,000 -
Silos 6/15/2001 17,890 17,890 -

Note: (a) On plant at this stage;  (b) Additional work authorized

EXHIBIT 12
CAPITAL EXPENDITURES PROGRESS REPORT
Expected Cumulative Amount Total
Item Amount  Completion  Expenditures  Needed for Actual Budgeted
Number  Description Approved Date to Date Completion  Expenditures  Expenditures Variance ~Comments

BUDGET REVISIONS
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Capital budgets should be revised when errors are founctomstances change. Revisions
would be required for changes in cost estimates, unexpdetelopments in the economy,
design changes, technological developments, acti@moimpetitors, change in divisional or
departmental objectives, and casualty losses.

SPECIAL PROJECTS

Special capital expenditures involve nonroutine, laaghoutlays for major specific projects.
An example is the purchase of new machinery to meedmagstdemand. Optional projects
include equipment replacement, capital expansion, naeatiéchniques, and new ventures.
Capital expenditures should be consistent with theagpan's desired return on investment.

ANALYSIS OF CAPITAL PROJECTS

The manager should compare the expected profit to agiuafit for each capital project.
Further, an evaluation should be performed of the éifiee between budgeted and actual
capital expenditures along with justification. Somalgincal questions to be answered by
managers include: Are specialized equipment ancingay required? If capacity is
expanded, what impact will it have on warehouse space?

CONTROL OVER CAPITAL EXPENDITURES

The manager should control individual projects from begmntio end. Capital expenditure
outlays should be documented by supplier. Contracice quotations should be

reviewed for reasonableness. Competitive comparsumsd be made. Contractors may be
changed when cost savings arise, quality problems, dglstery dates are not being met, and
SO on.

CONCLUSION

The capital expenditure budget lists capital assdie fmurchased, sold, or discarded. Capital
expenditures may be made to replace obsolete machinegoy expand and improve such as
expenditures needed for new product lines. Capitalsassest be used efficiently and
productively. The manager should carefully evaluateratese capital proposals. Further,
retirement of capital assets without adequate replanot may have negative long-term
effects.
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CHAPTER 17
ZERO-BASE BUDGETING: PRIORITY BUDGETING FOR BEST RE SOURCE
ALLOCATION

LEARNING OBJECTIVES
After reading this chapter, you should be able to:

» Definezero-base budgeting.

« Discuss the advantages and disadvantages of ZBB.
* Explain how ZBB differs from traditional budgeting.

» Describe the steps involved in the ZBB process.

« Definedecision packages.

* Prepare a zero-base budget.

Zero-base budgeting (ZBB) can be used by manamefsritify, plan, and control projects

and programs. It enhances effectiveness and efficiehbgre is a matching of service levels
to available resources. Each manager must justify higeobudget request in detail beginning
with the zero balance. It can lower production, senace, operating costs.

ZBB is a priority form of budgeting ranking activitisch as products and services.
It may be used by managers to review and analyze pnegpaoposals, activities,
and functions in order to increase profitabilignhance efficiency, or lower costs. ZBB
results in the optimum allocation of company resourddsere exists an input-output
relationship.

ZBB is useful as part of an overall cost reduction goltBB considers the objectives
of the activity and how they are to be accomplish@the failure to fund an activity may
result in adverse consequences that have ttak®n into account. For example, the
failure to produce a particular product may adversegcethe sales of related products in the
company's overall product line.

Managers who benefit from using ZBB udel production managers, purchase
managers, marketing executives, general managerothad administrative staff, engineers,
research managers, personnel managers, operations mesafftr@ttorneys, and economists.
For example, ZBB can be used by marketing manager@ppraise competing alternative
product lines, formulate an advertising strategy, evalgatesperson performance, and
establish and monitor marketing priorities. A cost/lfieaealysis should be undertaken for
each sales program in terms of staff, product, anitotgr The objectives of each subunit
(e.g., department, responsibility center) should be cemsistith the overall goals of the
company.
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This chapter discusses the ZBB process, itxtsffactivity units, decision packages,
ranking proposals, and project (program) budgets.

THE ZERO-BASE BUDGETING PROCESS

ZBB begins with a zero balance and formulates objestig be achieved. All activities are
analyzed for the current year. The manager may deioidend an existing project as last year
after his or her yearly review. However, it is midetly that funding will be increased or
decreased based on new information. It is also poshkdti@n alternative way may be used for
that project based on current cost or time considerati

The ZBB approach sets minimum funding amounts for eagbrmactivity (e.g., product,
service). Amounts above the minimum level mustfully justified in order to be approved
by upper management. Each program, product or servicekisdat each year to determine
its benefit. If an activity cannot be supportechasing value, itis not funded. The
manager is not concerned with the past but rabldsslat the current and future viability.
The manager in effect "cleans house" discardintheof'dead wood." In other words,
programs with inefficiencies, waste, and anything thaonger makes financial sense is
dropped.

Exhibit 1 presents the key differences between ZBB aulititraal (incremental) budgeting
systems.

EXHIBIT 1
DIFFERENCES BETWEEN TRADITIONAL AND ZERO BASE BUDGET ING
Traditional Zero Base

Starts from existing base Starts wibke zero
Examines cost/benefit for Examinest/t@nefit for
new activities all actied
Starts with dollars Startshapiurposes and

and waities
Does not examine new ways Explicitly examimas
of operating as integral approaches

part of process

Results in a non-alternative budget Resultschoice of several budget levels
of service and cost

The ZBB process involves the following:
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* Developing assumptions

* Ranking proposals

* Appraisal and control

e Preparing the budget

* Identifying and evaluating decision units

ZERO-BASE BUDGETING EFFECTS

The manager must consider the negative effect, if@nypt accepting a proposed project. For
example, if the production manager does not buy aicéyfze of machine, that will cause
quality problems with the product.

ACTIVITY UNITS

The manager should have control over the aesviti his or her responsibility unit. He or
she must be thoroughly familiar with how his or her depant functions and what resources
are needed in terms of staff and money. Activities Ehbe detailed to show work flow.

Theactivity unitis an important cost element of ZBB. It is tlwavést unit within the
company for which a budget is prepared. An activity maig represent a function, program,
organizational unit, or line item. A manager is tgflicaccountable for the performance of
a unit. Decision units include research and developmentfygoaitrol, computer services,
legal, engineering, production, marketing, and peedon

There are alternative operating modes for activityts including centralizing the
activity, decentralizing the functions, integratitite operations, expanding or reducing
activities, and eliminating the function. Productivity aeffectiveness measures should be
utilized.

The manager should consider financial informatiomkimad, and established
standards.

Measures of performance include:

* Production control - number of manufacturing trouble s@mid poor productivity.
* Quality control - number of rejections and eottieficiencies.
* Regional marketing manager - number of lost accoumtseasons therefore.

Control measures include:

e Quarterly output appraisal using predetermined performance sflanda

e Quarterly modifications to the budget based on cumémtmation.

« Comparing actual cost and time to budgeted cost and eimvaifiance
determination.

Decision units should be comparethiwithe company, particularly those that are
comparable in size (e.g., number of workers, total sasaatl revenue).
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There should be priority given tctiaties that must conform to legal
requirements, industry practice, or other condain

DECISION PACKAGES

The first major step in ZBB is the development afisien packages for existing and new
programs. The decision package contains a descragdtitime project, specific measures, and
employee responsibilities. The decision package inclikdesnanager's recommended way
of producing a product or rendering a service in termgost and time. Alternative ways
of

performing the activity are also specified. Example, improving the quality will increase
the cost. Further, reducing the time may also incrdeseost because of overtime pay.

A decision package contains the following information:

» Description of the activity and reasons to carry it out.

» Statement of objectives and benefits to be derived.

* The plan to achieve the program.

* The priorities established.

» Cost and time estimates along with evaluation.

* Alternative methods of achieving the activity statedast and time.

e Measures of output.

* Resources needed including physical and personnel support fienresponsibility
centers.

« Legal, technical, and operational aspects.

* Risk considerations.

Decision packages must be carefully reviewed foriplesgeficiencies. The manager
should assure himself or herself that the packages anglet® and independent. Further,
decision packages should not cross functional and orgamablines. If information is
missing or packages are lumped together, misleadingustorcimay be drawn.

A decision package can be either miytueadclusive or incremental. The former
are alternative options meaning that the acceptancenaf precludes the acceptance of
another. Incremental packages involve additionalrteffevels. For example, one package
may necessitate 3,000 labor hours per month while anotdngrequire 3,500 hours for that
month.

Decision packages may cover either a short-term grtierm period. Will there be
quick and tangible results? A matching of resources wiijectives is necessary. Emphasis
should be placed on higher return areas.

The format of decision packages should be stanéakdifpper management has to
approve the decision packages formulated by managers.

RANKING PROPOSALS
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In ranking proposals, upper management will rely heaviljhe recommendations made by
managers who have a keen knowledge of their decision uQilantitative and qualitative
factors must be considered. A cost/benefit anadyssild be performed for each decision unit.

The ranking of decision packages goeghé order of decreasing benefit. The
manager must identify those products or services tf@atha most crucial. The highest
priority should be assigned to the minimum incremeiseo¥ice below which the unit cannot
effectively operate.

Top management performs the final ranking after oistgithe initial
recommendations of the manager within the companyisiahs, departments, and cost
centers. If a manager's recommendations are edjdwt or she should be notified of the
reasons why.

A dollar cutoff must be established for programs dependifgidgetary constraints.
For example, an 80% cutoff may be set so if the progtatak$l,000,000 only $800,000 is in
available funds. The manager should also rank nonfyraigdiges in the event that additional
funds become available at a later date. A low priotdmn may later become a high priority
one because of changed circumstances. For examplgolitical climate may change due to
a new legislature, governor, mayor, or presidentioriles may change during the year so
adjustments may be necessary.

There are different ranking techniques that may be usedasusihgle standard, voting,
and major category. Single standard is best forainplackages. All packages are evaluated
based on only one feature such as revenue, earmgtgsn on investment, net present
value, amount saved, and cost/benefit ratio. dppsoach is not suitable for dissimilar
packages because it may not incorporate an essesgiedtesuch as health and safety.

Under the voting method, there is a voting commiti&ach member appraises the
decision packages. The packages are then discusdssl @ntmittee meeting. The ranking
Is based on a committee vote.

Under the major category approach, decision packageslagsified into areas.
Decision packages are then ranked by categories wotle important ones receiving greater
emphasis. Budgets will vary depending on the categéiyr example, a category promising
rapid growth may receive ten times the funding of a quesble category of high risk and
limited earning potential.

Once fund allocation has been decided upon, detailed budgetsaavn up. These
budgets are usually prepared based on incrementaliastimitorporated on the ranking
table.

EXAMPLE 1

A company prepares a decision package for each proghatmdent managers wish to
produce. There are 150 decision packages for all existthgraposed products. An
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illustration for a decision package for product Al® manufactured in Department X is
presented in Exhibit 2.

EXHIBIT 2
PRODUCT A — DECISION PACKAGE

Alternative A $200,000 1 year

Recommended Way  $250,000 6 months

Alternative B $350,000 2 months

Each of the 150 products from different departmentssabmitted by managers to senior
management who will appraise them. There is a budgestraint so some products

will not be funded. The decision package for productad bve flatly rejected. If approved,
the manager may be able to produce it either as recodader in one of the alternative paths.
The alternative may be chosen because it invobxeerl cost or a faster completion date. By
specifying alternatives, innovation and better ways b@afprthcoming.

An illustrative zero-base budget is presented in ExBibit
EXHIBIT 3

CHILDREN’'S PLAYHOUSE
SAMPLE ZERO-BASE BUDGET

Cake and
Dessert Recycling  Yearly Skit
Carnival Candy Drive Auction Program Program Total

Revenues:

Sales $8,000.00  $3,500.00 $2,000.00 $1,000.00 $1,000.00 $15,500.00
Expenditures:
Equipment rental 2,000.00 0.00 0.00 0.00 0.00 2,000.00
Facilities rental 1,000.00 0.00 450.00 0.00 350.00 1,800.00
Security 100.00 0.00 100.00 0.00 100.00 300.00
Total expenses 3,100.00 0.00 550.00 0.00 450.00 4,100.00

Excess Revenue
Over Expenditures  $4,900.00  $3,500.00 $1,450.00 $1,000.00 $ 550.00 $11,400.00

PROJECT (PROGRAM) BUDGETS
A program may be by division, department, or segmentmitie@ department. A program
budget is the estimated cost of conducting an actvitfunction. Program activities include
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products or services, research and development, cagsietls and facilities, maintenance,
marketing, training, engineering, and government contrAgisogram budget provides
functions for a specific activity such as qualdgntrol and marketing research.

After a goal is identified, the program and steps to &ehikat goal are specified. There
IS an evaluation of alternatives to ascertain tbstnproductive and least costly manner to
achieve program objectives. Resources must beatbcdo programs and projects.

A project should be segregated into major activibesasks, which should then be
subdivided into specific sub-activities. Program btidgeexamines the tasks needed to
complete a program, the manpower required, andrtieeggeriod for each activity.

Program budgeting includes planning, programming, and buglgeliraccumulates
data and reviews the detailed plans. It contains acghnesources including staff, equipment,
raw materials, and capital to achieve the desired aNgestithin a reasonable time period.
Alternatives are appraised. The program budget is ¢ensigith the long-term plan. There
is a downward progression of the decision making procEisere is an emphasis on output
goals of products and services rather than input gd@tegram budgeting is future-oriented
examining the effect of current decisions on future result

Program budgets are used for programs or projects ofanome long-term nature
involving large cash outlays. Any potential problesm®uld be anticipated. Responsibility
should be assigned for particular activities. Adists should be examined for
reasonableness. There may be required adjustmenesp@th

A cost/benefit analysis should be undertaken fornamog. There should be a ranking of
programs in priority order. Program interrelationsimpsst be identified. There should be a
tracing of costs to individual projects, products, serviagsndividuals. This may be
accomplished by assigning project numbers and having stedf @de numbers into the
computer when supplies are requisitioned, expensesadcand salary payments made.
Work packages have to be approved by segment manageidustative work-authorization
form appears in Exhibit 4.

EXHIBIT 4
WORK-AUTHORIZATION FORM
Project:
Work-package number:
Issue date:

Revision date and number

Cost Center

Material

Hours Cost Center

Labor
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Atime sheet is prepared for project activities. raated and actual times are compared
to see if deadlines are being met. There should be astiheelule for each stage of the project.
The time schedule should cover the phaseplasining, programming, and budgeting.
Activities should be timed and scheduled using theranmogevaluation and review
technique (PERT). Work should be inspected at key points.

CONCLUSION

A cost/benefit analysis must be undertaken toist#e benefits to be derived from ZBB are
worth the costs to be incurred. Because of thes@nd time required, ZBB should be
conducted over aspan of years (e.g., 3 years) ihsfeme year. An annual evaluation is not
cost-effective.

ZBB is a continual process because decision packages enestibed for unexpected
events.
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CHAPTER 18
BUDGETING FOR SERVICE BUSINESSES

LEARNING OBJECTIVES
After reading this chapter, you should be able to:

« Describe the special features associated with budgetirsgifoice businesses.

e Discuss a common pattern observed while implementimgdgetary system for growing
service companies

* Prepare a budget for service businesses such as a lbael amliner

A budget is important to meet goals and objectives. Mastuidsions of the budgetary process
tend to focus on manufacturing firmdowever, there are more businesses becoming engaged in
nonmanufacturing activities today and such businessesecafitogreatly from a properly

designed budgetary planning and control system. Budgeting magthéyia service business
(which does not have merchandise inventory). For exaraplajrline may budget the average
occupancy rate for seats and passenger miles. A hoydbunget the occupancy rate for rooms
and die cost per room. For the most part, the budgetingoaietnd procedures described for
manufacturing companies also apply to service businesses.

There are two reasons why special attention shoudttbeted to budgetary planning and
control techniques in the service industry. First, plannimycntrol are critical functions in all
business, whether they produce and sell goods or provideeserMany service businesses have
become more competitive in recent years. This incrisasempetition can be attributed to many
things, such as the growth of the economy and the ireiraemand for specialized services.
When competition increases, planning and control becos® more important.

Second, the practice of budgeting is probably not asdeg#loped in service companies
as it is in manufacturing firms. In manufacturing indestribudgeting is forced upon the
business by the need to keep sales and production coordinateshufacturing firm’'s
investment in inventory forces the company to plan.

In service companies, however, the business activggliarequires human effort, and
personal services are generally performed after theade received. The investment in
inventory as we know it in manufacturing does not exiser&lis no production activity. As a
result, the management of a service company may adhsesame need for planning and
control.

Because budgeting is a planning and control system, the techigpked to service
companies will be very similar to those applied to marnufatg companies. The service
company must not only develop an overall budget or profit folathe year but also must
establish good budgetary control that follows a well thowogittplan of organization. The major
difference in budgeting nonmanufacturing activities relabethe types of costs incurred and
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therefore to the control techniques applied. In most seimdustries, the major cost element is
that of personnel, being reflected in salaries, wagesimissions, bonuses, and fringe benefits.
Because of this fact, budgeting techniques are primarilyszoad with planning the use of
personnel and with controlling personnel effectiveness.

A professional service business sells the employeg@grase. Emphasis is given to labor
productivity and controlling overhead costs. Pricing pai@ee budgeted based upon either a
daily rate, hourly rate, fixed rate for the job, oroatingent fee based on, for example, the dollar
value of property sold, a court settlement, or saleg pric

Problems may occur if there are inadequate numbers ofiggiaorkers or insufficient
capital facilities to meet customer demand. It is ingoatrthat employee time be used
productivity. A productivity report should be prepared of saldlsidogenerated per professional
and the associated direct costs. The format of thetrepo

Revenue generated
Less: Direct costs
Residual profit
Less: Overhead
Profit

A service business relies heavily on its reputation feirdad quality service. Otherwise,
customers will switch to competitors. Rendering poor quédit short-term opportunities has
disastrous long-term effects. It is best to grow steady, quality rate.

A service company must place a premium on defining the b@esaequired to produce
a service profitably and on assigning responsibility for planamdycontrolling such operations
efficiently. For example, whereas receivables and itoréss are two current asset areas for
planning and control emphasis in a manufacturing comparst, seovice companies regard only
receivables as an important current asset. So emprapints of cost control and specific
balance sheet items may shift between the two typlessiness concerns. The underlying
concept of budgeting, however, does not change.

For growing service companies, a common pattern is oddeviile implementing a
budgetary system:

1. A profit or target for the company is established.

2. An annual plan is developed that indicates expected resemaeexpenses by the
organizational segments and in total, by month.

The cash budget is established.

A planned statement of financial position is developedtesigd against selected
standards.

Actual performance is measured against plan by specidsief management position.
Corrective action is taken as deemed necessary.

B w

o o
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Service companies typically have prepared budgets for depaehexpenses and have
tracked these expenses against plan. However, it caebedlsat budgetary control should
extend to profit centers, where accountability for renasnas well as costs can be placed.
Keeping personnel costs well within the limits set fianped revenues is critical in order to
achieve net income objectives.

In a professional service firm, such as a CPA firm, paactice, consulting business, or
advertising agency, revenue dollars may be specificalltiiterl to specific individuals. The
revenue and direct costs per individual may be determinditlect costs are budgeted separately
and allocated based on revenue. These businessebaratansive and have high variable cost
structures.

In service companies, investments in inventories, planegaghment typically are
relatively small, but die planning and control techniquesilshstill extend to the statement of
financial position so that acceptable financial rati@sraaintained. However, it is difficult to
control a business with high long-term capital investimsunth as transportation companies,
computer service business, and leasing companies.

Service businesses should make long-term commitnoaht$or salaries and facilities if
it is confident of future sales. Otherwise, if futureesdhll off, the high fixed costs will hurt
profits.

This chapter presents the budgeting aspects of certaioes@rgdustries to aid the
reader’s comprehension of the subject. These includeesiylhotels, training centers, and
television production.

AIRLINES

Airlines face a problem of perishable services. Airlin@gehsystems known as yield
management systems. These systems constantly adpistands are available and the number
based on sales. For example, if an airline’s LA tavN®rk seats are selling very briskly, the
system will severely limit or eliminate discounted se&towever, the inverse is also true, if a
flight is slow selling, the amount of discounted fareailable will increase to stimulate sales.
The goal of the yield management system is to maxineizenue, taking into account that if the
seat goes unsold, it is a lost revenue opportunity.

HOTELS

The calculation of sales volume and unit price is nmoke difficult for hotels than
manufacturers. Hotels have a maximum capacity of reeaok night and annually, like a
factory’s production capacity. However, the demand footal's rooms can vary greatly from
day to day, month to month, and year to year.

For hotels, it is very difficult to predict sales an@mage unit selling price. Historical data

can be of some help, but it does not take into accoany mnvironmental factors, such as the
economy, new competitors, aging facilities, bad weathestable governments, fluctuating
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currencies, and current travel trends.

Reservations forecasting is much more art (and luek) ghscience. Modern computer
systems have done little to improve accuracy of hotmin sales. One problem is that a hotel
room is a perishable commaodity. If it is not sold orghhiithe potential value for that time is lost
forever.

Hotels also try to maximize their revenues per room, batirine system will not work.
Airlines deal with one customer occupying one seat oiglat fIHotels however, have customers
staying different lengths of time, staying longer tHagythave reserved, departing early; they
also have no-shows. Hotels do not have fare prodketsiilines, they have market segments.
The hotel's goal is to book as many of the next highaging segments, and so on. The results
of this can be a small number of rooms allocated tovglying market group. A hotel's
reservation system does not function like an airinfie number of each market segment is not
automatically adjusted for yield maximization. The roaltscated to the various market
segments must be done manually, for the reasond abiave.

Hotels, like airlines, can refuse potential businesshiftel is projected to be full or near
full, it will stop taking reservations or will stop sellj highly discounted rates. If there are
cancellations, these rooms now stand the chance af gosold (not producing revenue). Hotels
may also refuse potential discounted reservations betaesséhink they can sell the remaining
rooms to full-paying clients, taking a chance that these somithnot sell at all. For these
reasons, hotels as well as airlines overbook. Theylgathat they will have a sufficient amount
of no-shows and cancellations to accommodate everydmneh g not always the case. A
projected sales budget for hotels is presented in Exhibit 1.

EXHIBIT 1
HOTEL PROJECTED SALES BUDGET

MON TUES WED THUR FRI SAT SUN

Leisure 50 60 60 70 100 100 40
Corporate 75 80 80 50 10 10 60
Government 100 90 90 50 10 10 50
Group 100 70 120 120 40 60 70
Total Rooms 325 300 350 290 160 180 220
(%) 81% 75% 88% 3% 40% 45% 55%

Average (%) for the week: 65% (based on a 400-room hotel)

To estimate the gross sales, multiply the projectedber of rooms in each category by the
averaged rate paid by each market segment. A saatplstructure is presented in Exhibit 2.

203



EXHIBIT 2
SAMPLE HOTEL RATE STRUCTURE

Market Segment Rates Avg. Rate Paid

Leisure $100-130 $120
Corporate $ 80-115 $95
Government $ 75-105 $ 90
Group $ 60- 90 $ 70
Monday’s revenues would look like this:
Leisure (50) (3120) = $ 6,000
Corporate (75)($ 95)= $ 7,125
Government (100)($ 90)= $ 9,000
Group (100) ($ 70)= $ 7,000
$29,125

Having estimated in the budget that Monday XX, 20XX, you ale projected room
revenue of $29,125 on a projected occupancy of 81 percent.

Projected sales are done on a daily, monthly, and anassl @ he sales are very closely
monitored because they are selling a perishable commddityoom is not sold one night, then
its potential for revenue for that time is lost fogguf a slow period is projected from reports
and bookings, management will really push to try totkebe rooms. They will often reduce
rates (especially on weekends, when business traesV)jgo try to stimulate sales. This
hopefully will provide at least a minimal amount of revenThe notion of reducing rates is
somewhat tricky when dealing with image. Additionallytdi® that are located in areas of high
competition (such as Anaheim, California), use ratemasof their competitive weapons.

From the sales budget you can now develop a projectectahesttions schedule. For a
hotel, this is not as straightforward as for a martufac. When a manufacturer sells its finished
goods to a retailer or wholesaler, generally, they haxrag such as net 30. It knows from past
experience that it will collect X percent one montteiathe sale, Y percent in the second month,
Z percent in the third, while leaving some percentage umtetleas bad debt.

Hotels have different cash collection patterns. Muadividual customers pay for their
charges with a credit card. After the charges have pemessed, the hotel is electronically
credited each individual amount. However, one does mowlaxactly what percentage of guests
will charge their accounts or pay some other way, bylkchecash.

Groups, corporate, and government accounts can all payduadily upon departure, or
more likely, all charges will go to a master accoutie Taster account can be processed and
billed to the company upon the group’s departure. This would adoein a group only has one
function and does not have a running account. However,dst atcounts of this type, there is a
running total and the company is billed monthly for chargegtbep has incurred during the
period. As everyone knows, some companies can be vevyirsjpaying their bills, especially
big corporations and the government. This fact mustkenteto consideration when projecting
your cash collections estimation. One last monkesnai in this whole system is advance
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deposits. Many groups and individuals are required to leaxanad deposits to guarantee space.
This will make the estimation of cash collections en@nre difficult because you do not know
where and when these deposits will occur.

The next step for a manufacturer would be to constrpob@duction budget. However,
for a service firm this would not be appropriate, theyrast building anything, they are selling a
service (e.g., lodging). The sales budget and the productdgebare identical for service
businesses.

From the production budget a manufacturer would then dewgetbyect materials budget,
direct labor budget, and overhead budget. However, a hotdtiwlo this a little differently. It
can construct a direct materials budget, but it is soratdifficult to estimate. For a hotel, this
would primarily be the food and beverage that it s&éll® demand for the food and beverage is
difficult to exactly estimate, but a ballpark figurendae calculated.

A direct labor budget is probably one of hotel's mogicai budgets, along with the sales
budget. Hotels, especially full-service luxury resorte,\ary labor intensive. Based upon
projected sales, hotels can budget their expected labts. 8when the actual budgeted period
has begun, these figures are watched very closely fovargtions. A target productivity is
sought by each department. When a difference occurs bethedudgeted figure and the actual
numbers, this will cause an investigation.

Overhead for a hotel is like a factory. Any cost tkatot direct labor or direct materials
will be accounted for as overhead. For a hotel, itsh@mad can be broken down into two main
categories:

1. rooms overhead and
2. food and beverage overhead.

These two areas are the main revenue centers fornoteds. There is a fine line in what costs
could be direct labor or materials or overhead. I fadlmanagement to classify each cost.

The next step for a manufacturer would be to develagstaf goods sold budget. For a
manufacturer this budget is helpful in setting prices atichasng gross income. For a hotel,
this budget step would only yield minimal benefit. Hotels dbproduce products, as we all
know, they provide services. A cost of goods sold budget woaldda a hotel with the cost of
major departments such as rooms and food and beverage.

Now the selling and administrative (S&A) expense budget dvbalcompiled. This
budget is as helpful to a manufacturer as a hotel. glmizations need to know their selling
expenses. The selling expenses are combined with generaisidative costs. This budget
combines both fixed and variable S & A costs such as inseiraent, office salaries, sales
salaries, and commissions.

Now you have reached the step in the budgeting process difi@rent parts of the
budget you have previously constructed are combined: the bddgetane statement. This
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statement summarizes the various component projectioesenue and expenses for the budget
period. This is usually an annual budget, however, for bebigrol, it may be done quarterly or
even monthly. This budget subtracts variable expensessiadaa to obtain a contribution

margin. Then it subtracts fixed expenses to arriagatating income, less interest expenses
providing income before taxes (IBT). Income taxes al#racted to produce your goal: net
income.

A cash budget also needs to be prepared. This budget wél sipen there will be cash
surpluses or shortages. This budget is very important;mnéere a company can go broke while
making a profit. By having this budget available, one willknehen funds are available for
investment growth or expansion, or when funds are jesiaekto pay the bills.

When all the budgets have been completed, a budgeteddalzewt can be compiled.
The balance sheet is constructed by adjusting the badheet from the period that just ended.
The budgeted balance sheet serves three primary purpasesdisclose potentially
unfavorable financial conditions; it allows managememgedorm a number of different ratio
calculations; lastly, it highlights future resources ablijations.
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CHAPTER 19
BUDGETING FOR NONPROFIT ORGANIZATIONS

LEARNING OBJECTIVES
After reading this chapter, you should be able to:

« Identify the main features of nonprofit organizatigN®Os)

e List the three major types of NPOs

e Definefunds.

* Explain the concept adncumbrances.

* Explain why budgeting is particularly important to NPOs

« Discuss the characteristics that are unique to budgetirgp&mitals, colleges, churches,
and professional associations.

This chapter is an overview of the budgeting process witiprofit organizations, intended to
give a general picture. Nonprofit organizations ordinatdynot pay income, property, or sales
taxes. Most nonprofit entities are service organizati®anning is needed to accomplish goals
in a productive, economical way.

Nonprofit organizations can be broken down into three migges. The first is
comprised of voluntarily supported organizations, such sgitais, churches, colleges,
foundations, health and welfare agencies, and privatalyefd schools. The second type includes
organizations supported through tax assessments, suchesiaigent units and state-supported
schools. The third type operates primarily for the bienéits supporters, such as cooperatives,
country clubs, and other community-based organizations.

Budgets are widely employed by nonprofits. Budgets are useagjiyred by regulatory
authorities, e.g., legislatures, boards of trustees, éimihgtrative agencies that monitor
activities. Because nonprofits rarely produce producty,dbenot begin with a sales forecast.
They provide services to their users and must prepareeafirof the services to be rendered
during a specific planning horizon (typically one year) tal@sh a starting point for the master
budget.

In the not-for-profit organization, some form of planniogl is essential to ensure that
the activities meet service objectives. The major ptaptool is the budget. The budget is the
formal statement of expected resources and proposed éjpesdin many government units,
the budget is deemed so significant that it may be ir fega with limits placed on government
expenditures. In many other not-for-profit organizatiahe,budget requires formal approval of
a governing body such as the board of directors or &sistdne nonprofit budget process
includes long-range planning, program planning, budget planning, budgetmlieeat, and
budget control.
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The nonprofit organization must find an alternative metlooguantify its success other
than profit, to control its operations, to appraise perérce, and to make resource allocation
decisions. This increases the need for the nonprofin@aigon to formulate its priorities before
budget development.

The objective of financial reporting is accountabilitythe public rather than to investors.
There is no profit distribution. The accounting equatesociated with fund accounting is:
Assets = Restrictions on Assets. A nonprofit entiyrhave a surplus or deficit depending on
whether revenues exceed expenditures.

Many accounting and budgeting techniques that were originalslai@ed for business
can be applied by nonprofits. These include:

responsibility center accounting,
flexible budgeting,

cost standards and performance,
work measurement techniques, and
time reporting.

ogkrwnhE

Operating objectives and procedures must be set to accompésh An evaluation is
needed of tasks to be accomplished and costs to be ekxplégtels are established to ensure
accountability and expenditure for designated purposes.ddmetl budget is the maximum
amount the organization can spend. Many agencies are fundeddosl, state, or local
governments. Some nonprofit entities such as charéglgon contributions and dues. Revenues
must be raised and expended in accordance with speciédtiegs, restrictions, or limitations.
This chapter discusses planning, recordkeeping and reporting tiogdged accounting bases,
budget development and control, budgeting revenue and expesdiffectiveness and control
measures, organization structure, functional and prognaontieg, and budget adaptability. It
presents an overview of the budgeting aspects for governawdmnbtary hospitals, colleges, and
professional associations.

PLANNING

A long-term plan should be formulated based on shomt-tdjectives. Programs should be
evaluated to ascertain if they should be continued. Negranes should be formulated. Capital
expenditures should be made for long-term viability and groddternative ways to accomplish
objectives should be specified. The major activitieth@planning stage are defining major ob-
jectives, specifying strategies for accomplishing objestia@d initiating the program planning
process.

The long-term planning process begins with a missionmstatethat reflects the entity’s
purpose, specifies objectives to be reached, and identidiele paths (or strategies) that may
satisfy these objectives. The mission statementldhmubroad enough to be flexible and
noncontroversial. It should require very few modificas over the years. The fiscal policies
supporting that mission statement can be more speniicabject to revision as the situation
changes.
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If the organization does not have a statement of purgiag®uld develop one. If there is
an existing “outdated” statement of purpose, it should beifred. Once the statement of
purpose is clearly established, more specific long-terectises consistent with this purpose
should be defined.

Next comes devising ways to accomplish objectives. Timanebe numerous such
strategies, some more feasible than others. The purptige stage is to consider alternatives
and not to assess them in depth. Detailed analysis darties program planning phase.

As objectives are being formulated and strategies foewgicly them identified, the organization
should initiate a program planning group including “key” polwegkers such as the director,
financial officers, and departmental supervisors. The graofesis to take the statements of
purpose and objectives formulated in the long-range plannirge@ra translate these into
programs.

FUNDS

Every nonprofit organization contains a fund through wiis operations are handled. Among
governmental and municipalities, this is referred to agiéimeral fund. This fund consists of
resources used to conduct general operations. The ganstaiHows the inflow of resources,
typically in the form of taxes, licenses, fines andeibs, governmental assessments, and
miscellaneous revenue. The budget will also include eadflows for such activities as general
administration, sanitation, recreation, public safathd education.

A fund is a fiscal and accounting entity with a sellabaing set of accounts which are
segregated for the purpose of carrying on specific actwtieattaining certain objectives in
accordance with special regulations, restrictionsyatdtions.

The following types of governmental funds exist:

General fund-ased to account for all financial resources, except trexpgred to be
accounted for in another fund.

Special revenutind—used to account for the proceeds of specific revenue sahete
are legally restricted to expenditure for specified purpdsesmples of special revenue funds
are those established for the purpose of financing schuarlss, and libraries.

Special assessmefnind—services or capital improvements provided by local
governments which are intended primarily to benefit aqadai property owner or group of
property owners rather than the general citizenry.

Capital projectsfund—used to account for financial resources to be expendéaefor
acquisition or construction of major capital facdgi

Debt servicdund—used to account for the accumulation of resouareshd the
payment of, general long-term debt principal and interest.

Enterprisefund—used to account for operations that are financed arducted in a
manner similar to private business enterprises such aestili

Internal servicfund—used to account for goods and services performed by one
department for another on a cost-reimbursement basasnjfigs are data processing and
maintenance.
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Trust and agencfund—used to account for assets held by a government unitstse
or agent.

RECORDKEEPING AND REPORTING

A budget should be prepared for each fund group and a total badg#tfunds combined.
Funds may be restricted or unrestricted. Restricted faresestricted by outside agencies or
persons. Unrestricted funds have no external restnieis to use or purpose.

Financial reports for nonprofit entities, except fospitals and health and welfare
agencies, typically reflect the sources of attaindthdoand the methods in which those dollars
have been used in reporting the results of their dv@parations. Minimal attention is placed on
measuring the benefits that these organizations have prdwiaedheir resources.

A host of differences in accounting methods in thepnofit sector compared to those in
the private sector may materially impact nonprofit buithgeprocedures. Fund accounting is
practiced in most areas of the government sector. Aty ¢éimat employs fund accounting will
report a balance sheet and statement of activity fdr #ad. Fund accounting requirements
may make the budgeting process more difficult because ke sragsaction may need to be
classified in more than one way including by source, bytionor program, by responsibility
unit, and by natural object of expenditure. The budget mustdpared along these same lines.

Many nonprofit entities use either the cash basis ogetih account for revenues and
expenses or the modified accrual method. Under the IHteecash basis books are converted to
accrual at year’'s end. A cash-based accounting systemdseactual cash receipts and
disbursements, but not payables or receivables. Thus, budgehaiabe inadequate. Budget
reports will convey no knowledge of receivables due or comemtsito pay for goods and
services already received. Depending on the net effestapfial adjustments, a cash basis
statement could be substantially over or under budget vestaited on the accrual basis.

Other accounting concerns include recording “expenditunesasuring goods and
services acquired during an accounting period, and measuring goselvices used or
consumed during an accounting period. Further, some nonprgdihizations, such as religious
institutions and most government funds, do not deprettiatefixed assets. They keep track of
expired capital costs through separate records that dentetthe financial statements. A final
area of difference concerns donated goods and services) arel unique to the nonprofit arena.
Most are valued and reported only if the following conodiisi exist:

1. the services performed are part of the organization’s adumctions and would
otherwise be conducted by paid personnel,

2. the organization has control over the services beindered, and

3. the value of the services can be measured.

External funding sources influence the manner in whichngnadit organization budgets
and accounts for its costs. External parties estatdgbrting principles that the recipient
nonprofit organization must fulfill as a preconditionoiotaining funding, or being reimbursed
for costs incurred.
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A prime budget concern for the recipient organizatioo ise reimbursed for all of its
grant or contract-related costs and not be required tb angainexpected costs from general
funds. It will be beneficial to do the following:

1. minimize grant-related costs that are not permitteddonbursement under the
funding party’'s guidelines,
2. account for and charge to the funding party as many indiretadministrative costs

as can be appropriately attributed to the grant,

3. assure there are no cost overruns on grant projects, an

4. find ways to charge to the project the costs of scalowgn a grant project after the
cut-off date and by so doing absorbing the least amountgeitkral funds.

Nonprofit entities are increasingly being requested torteépeir expenses on a
functional, or program, basis. This requirement repressan improvement in reporting for two
reasons. First, it focuses the nonprofit financial regpon what the end results are of an
organization’s use of its funds instead of monitoring theee of the funds. This facilitates
determining how well the organization is accomplishingligctives. Second, it makes the
organization think through its programs, to collect costrmation, and to start to manage itself
along program lines.

GOVERNMENT BUDGETS AND ACCOUNTING BASES

Profit, if any, accrues to the benefit of the parcidovernmental or institutional unit only.
Budgets are adopted and recorded in the accounts of éitedr@ind. Encumbrances, which are
contractual obligations, are given effect in some govemtrfunds.

Budgetary accountability differs from for-profit accountim that budgetary amounts are

actually recorded in the accounts of a fund. Recordinppuldgetary balances in the accounts has
a dual effect. The control aspect of the budgetary fumésistressed and recognition is given to
the legal foundations of the budget.

The need for budgetary recording in the accounts is ¢ensigith the responsibility
focus of fund accounting. The concern is for performamd¢erms of authority to act. Recording
of both the budget and actual transactions helps to tdloesponsibility.

Government funds (except for proprietary funds and trusagadcy funds) use the
modified accrual accounting basis. Revenue is recognized whecomes available and
measurable. Expenditures are recognized in the period imwhediability is incurregxcept
for:

* Inventories of materials and supplies, which may be comgidexpenditures either when
purchased or used.

* Interest on general long-term debt, which is recognizezhvdue.

* Use of encumbrances.

GOVERNMENT RECORDKEEPING FOR BUDGET ACCOUNTABILITY
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The entry to record the adoption of a budget is:

Estimated revenues 70,000,000
Fund balance 200,000
Appropriations 70,200,000

Estimated Revenues is the authorization to raise funde Wppropriations is the
authorization to spend funds. Fund Balance is sinolantequity account. In this case, there is
authority to spend $70,200,000, of which $70,000,000 will come from vaiévesues and
$200,000 will be applied from the preceding year’s closing hatdnce. Of course, the
Estimated Revenues and Appropriations budget lines will eablolken down into an
itemization of specific sources of revenue and experelitategories.

The entry to record the closing of a budget is:

Revenues

Fund balance
Estimated revenues
Expenditures
Encumbrances

Budgetary and actual accounts affect fund balance.

GOVERNMENT INTERFUND TRANSACTIONS

There may be interfund loans or advances which are trampshifts of resources to be repaid.
They are recorded in “due to” and “due from” accounts. Jaetions which represent
reimbursements from one fund to another are classifiegenditures in the responsible fund
and as reductions of expenditures in the fund being reinthurse

Quasi-external transactions would be treated as revexpenditures, or expenses if they
involved organizations external to the government unit. Exasrle electricity generated by a
utility fund and for the general fund, or services perfedrby an internal service fund for
another fund.

Interfund transactions which are not loans or advame@apursements, or quasi-external
transactions are classified as “transfers.” Examplié&snsfers are:

1. transfers of tax revenue from a special revenue furddebt service fund and
2. transfers from a general fund to a capital project fund.

CAPITAL AND OPERATING BUDGETS

Capital budgets apply to the purchase or sale of assdtsave a useful life of more than one
year. However, operating budgets are prepared annually shewpected revenues, support,
and expenses. Nonprofit organizations that are on a eashwith little capital plans will not
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need to separate capital from the operating budget, butafasprith large capital programs
must separate these two. Failure to do so distorts thexboperating budget.

BUDGET DEVELOPMENT

Initially, the nonprofit organization must estimate mawes. This is typically achieved by the
chief financial officers because many units do not funchedves or do so only partly.
Decisions must be made by upper management with regardiés ssch as what service levels
to provide, what to charge for services performed, how taimbther funds required to support
these services, and how to allocate these funds amoggaprs or departments.

The organization should determine its revenues first avarall basis, and then on
individual revenues. This gives the units initial directiofudget preparation. The unit’s budget
report should identify revenue by type, expenses by categatpytaneasures, and unit cost for
the service. It is difficult to project revenues otlex next year. The organization may estimate
different revenue levels on a best-case, worst-casis,kand then have its program budget and
make plans for activity at several different levels.

After the responsibility unit receives estimates oatsvity level and its expected
revenues, it then budgets its expenditures. Worksheatddsbe prepared to break expenditures
into categories, including personnel compensation, suppaegal expenditure items, and so on.
When preparing expense budgets, responsibility units nemdhtoate how their costs change
with the service level provided. Many costs will be fixa@roa large range of activities,
whereas, some costs will vary directly with the lenfeactivity.

After the responsibility center reports are prepared, sheuld be combined into a
consolidated budget for the organization. During the cafes@n process, safeguards should
assure that a proper balance between revenues and exigekesasthe stated objectives and
planned activities of the responsibility centers do oafflct, and the budget is in conformity
with the organization’s long-term strategic and finahcigectives.

The operating budget may be prepared in several ways. f@me most common
approaches is to take the previous year’s budget and to mattednadjustments for the current
environment, line by line for each item of revenue and mdipére for each activity detailed in
the budget. These are then summed to arrive at budget ©tee of the major difficulties with
this approach is that it often leads to arbitrary sihents of revenue and expenditure items and
it does not encourage alternative operating methods.

Another way to develop a budget is to determine overalhteagand/or allowable
expenditures and then to apportion percentages to cectaiiti@s. This method, too, fails to
encourage alternative operational plans. It also eagesrspending “all of the allotted amounts
for fear that budgeted amounts would be cut the following.yea

When revenue is not related to costs, guidelines statamhimonetary, service-related
terms may seem more useful in guiding budget preparati@iiem-oriented entities, budget
guidelines could be based on the number of clients sanegthe breakdown of type of service
generally provided clients. Other organizations may forteudadgets on the number of hours of
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operations and estimated traffic during these hours. Nortanyrguidelines are often difficult to
develop for all areas, however; thus both monetarynandhonetary guidelines may be
combined where feasible in the budget guideline document pngvide maximum amount of
guidance.

In addition to guidelines for costs and/or operations, gaeeimust also be issued on the
format and timing of the budget. “Program directors” magp$leed to prepare their budgets to
satisfy program objectives, but they need some form afgahare to fulfill this. Costs should be
collected in a manner consistent with those of preweass to aid comparison. Further, area
costs should be broken down into unit costs where praatichsome form of cost per unit of
output should be developed; these steps facilitate notamallysis at the budget stage but also
comparisons of actual versus planned performance.

The availability of resources for a particular areafien based on a judgment allocation.
Therefore, whether these allocated figures are maaiahble to lower-level managers must be
an upper-management or budget-officer decision, sincehieisresponsibility to match
revenues and costs while putting the entire budget together.

BUDGETING REVENUE

The estimated revenue for the not-for-profit firm eliff from that of the profit-oriented firm in
two ways. First, the revenues of many not-for-profganizations have no direct relationship to
the services provided. Second, since the firm is nonptbétexcess of revenues over
expenditures in any period should be available in the peribd since the objective in any one
period is to have an equality between revenues and expediEinally, a difference arises in
the budgeting process: rather than the estimation of uegdimiting expenditures, necessary
program expenditures may be estimated first and reveaises accordingly. For example,
property taxes are often “levied” on this basis.

Most not-for-profit organizations have one or more revesaugces which provide the
bulk of their resources. These are called primary ssuvadeile smaller amounts from varied
sources are called secondary sources. In estimatingmyrievenues, the actual sources are
easily identified. A city’s primary source will genesalie the property taxes; a hospital’'s
primary source is patient revenue from either the patigremselves or from “third party
reimbursements.” A church’s primary source is its weellgrings from its members. A
university may have several primary sources, such asrntahd room and board.

Nonprofit organizations often have difficulties in budggtievenues because so many
revenues do not result directly from the rendering of sesvio individuals. The annual income
on investments of endowment funds may be recorded asfpgyerating revenue; however,
there is controversy over just how to measure thisme Grants and contracts obtained from
the federal government, foundations, or other third parftes pose questions for budgeters.
Uncertainties exist whether or not they will comenthgh, and if so, when and for how long a
period of time. Fund raising or membership drives may bewshues, but uncertainties exist
about what new gains can be made and whether past fundjrsti€cess can be maintained. The
higher the proportion of soft revenue sources (resultmm bne-time promotional efforts which
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may not be renewable) in an organization’s budget, theeyréwe risks that it will not be
accomplished.

Some nonprofit organizations obtain much of their fin@nmesources from sales. This is
the case with many community hospitals, private schaotl colleges from student tuition, and
research organizations whose resources come fromactstor specific projects. Other
nonprofit entities receive substantial financial supfrorn sources other than revenues from
services rendered. These are referred to as “public-sugmoganizations.” In these
organizations, there is no direct connection betwkersérvices received and the resources
provided. Individuals receive essentially the same servioes & government unit regardless of
the taxes paid.

When revenues fail to cover estimated costs, ther@estion is often to cut costs by
cutting services so that they do not exceed estimatedueseAnother method of balancing the
budget is to increase revenues by raising taxes or fées/img “special fund drives.”

EXPENDITURES

The accurate forecasting of departmental expenditueedifficult but necessary task. While
revenue sources may be somewhat limited, the widéxpénditures is usually broad. The
estimation of expenses are usually more manageable udgeting revenue; however, many
times it is almost impossible to match expenses incurrptbwiding a program service, or in
operating a department, to any specific revenue sourcesuiyadrt these services. It will be
easier to prepare the budget if expenditures are grouped fra@ase categories: salaries,
supplies, operating expenses, and capital equipment.

For many not-for-profit organizations, the personnel cagiseisent a major portion of
current operating expenditures. Therefore, this areddhewonstantly monitored since it has a
major impact on the total budget.

Operating expenditures are defined as expenditures othethttemfor personnel
services, supplies, and capital outlays. They includemghelactric utility bills, telephone
expenses, and reproduction costs.

ENCUMBRANCES

Encumbrances are an integral part of budget accountaBiligumbrances represent
commitments related to unfilled contracts for goodssangices (including purchase orders).
The purpose of encumbrances is to prevent further expeadif funds in light of commitments
already made. At year-end, encumbrances still openadraccounted for as expenditures and
liabilities but, rather, as reservations of fund balance.

The closing entry for a budget at the end of the year is:

Fund Balance
Encumbrances

215



BUDGETARY CONTROL

Cost controls should be implemented to save on cosis.nay allow for expanded services and
increased user services. Many cost items are of a ds@et nature. Because there is no
“bottom line” in nonprofit entities, identifying objectiseare more difficult than in profit-making
businesses. Therefore, control systems are not usedcdisimmonprofits for several reasons.
First, organizational goals are less clear and are oftdtiple, necessitating trade-offs. Second,
professionals (such as physicians, lawyers, and tegdiyercally dominate nonprofit
organizations and are less receptive to control syst@ohsneasures. Third, measurement is
more difficult because there is no profit to determanbeavy amount of discretionary fixed
costs exist; and the relationship between inputs and ouspdificult to specify. Thus, the
budget process in the public sector is related to playing bamgagames with higher authorities
to obtain the largest authorization of discretiorfatgd costs.

When budgetary outlays for a unit are approved, they areppgted for the individual
items in the budget. Management can spend appropriable fundshgamount provided in the
budget for each item. Typically, any expenditure oveptiescribed amount must receive
authorization. The term appropriation control can bel iselescribe the mechanism used to
regulate the amount of resources that can be expendsaldoies, supplies, and other cash
outflows.

Budgetary control reporting for nonprofit entities is gamto profit-oriented ones. Heads
of responsibility units normally receive monthly repat®wing actual performance to budget.
Financial and nonfinancial statistics of the units’ atiggiare provided.

Reports and variances should be reviewed and evaluated hgdlls of responsibility
centers, as well as by financial officers and admiatists higher up in the organization.
Variance reports should be broken down into two parts:

1. that part arising from offering more or less services thiaat was originally
budgeted and
2. that part due to reasons of efficiency or unplanned @saimginput prices.

Variance analysis may show that an organizationspamesibility center needs to modify
its original budget and to cut back or expand its previouslyneld activities.

Nonprofit budgets are often treated as inflexible once éineestablished. However,
nonprofit organizations do have choices over what sesva@effer and where to target them.
This is particularly true for nonprofit organizations thah vary client services somewhat and
for which they get at least partial payment from thent8. The budget should not only be
considered a planning device but also as a means of identiigets for change and making
those changes on a timely basis.

As an element of control, budgets in nonprofits shoultngdigish between restricted and
unrestricted sources and uses of funds and should show@ested transfer from one to the
other. This is important because the management obtierofit has no discretionary use over
the restricted funds. These funds must be used for tippges for which they were obtained. To
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use them otherwise is to violate the contract under whigtiunds were obtained. Therefore, it
is important that if the amounts of restricted fundsshown as receipts in the budget, then it is
similarly shown that they are restricted. Restridtewls do not always come from external
sources. The board of directors may set aside amrcgaaion of the annual revenues for some
special reason and restrict the management from usmgany other reason.

Guidelines must be developed because services provided and sexeinad are
frequently unrelated. Therefore, guidelines often talara fvhich does not necessarily lead to
efficient use of resources such as “costs should rm&eeixlast year’s by more than the rate of
inflation.” Other guidelines such as overall reductionexpenditures are more common. Areas
with a high dependence on fuel and utility costs may naedpecific set of guidelines, while
the areas unaffected by these economic changes mayaagibigrent set of guidelines.

VARIANCES

Revenue and costs should be accumulated. The varianeeelneactual and budgeted revenue
and costs should be computed. Problem areas should be étkstifcorrective action may be
taken.

A flexible budget can be established based upon the leeabetted services, taxes, and
assessments. Then, variances can be evaluated agamasbaerating results and the budgeted
amount for the actual level of service. A budgeted gemf@ndl balance sheet estimates resources
available in the general fund at the end of the perigdically, categories with unfavorable
variances that are controllable by management widaduated for possible methods of
improvement.

EFFECTIVENESS AND CONTROL MEASURES

Most nonprofit organizations provide services, not tangibbelucts. Thus, the problem of
developing measures of effectiveness in providing serisoespecially difficult. One principal
operating problem is that a service must be provided atiauyar time. This causes difficulties
in short-term scheduling and longer-term capacity plannimgtt#er problem is that most
services are labor-intensive and the labor required mgysudstantially from one time a service
is performed to the next. This makes service work mifiewdt to schedule and control than
machine operations. The measurement of services is pexhapyen more fundamental problem.
Many services are difficult to quantify. Measuring and oahihg the quality of services is also
difficult particularly when professional effort is inwed. Standards of quality simply do not
exist. Efficiency measurements are similarly diffidoltobtain.

ORGANIZATION STRUCTURE

The structure of a nonprofit entity may restrict ffors to establish an effective budgeting
system. One major reason may be the absence ahblealesponsibility structure. A
responsibility system of budgeting divides the organizatiomwork units, assigns individual
responsibility for each activity of the unit, and cléissicosts as controllable or noncontrollable
by thatunit. It is used as a tool for managers to control that ard@arganization for which
they are directly accountable. Many nonprofit entihiage recognized that, although
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responsibility budgeting is a good tool for controlling enghieures, it does not provide sufficient
control over services performed.

This recognition has brought to the surface the concgpbgfam structure. The
program structure aligns itself with either the typesesices the organization renders or the
classes of individuals who benefit from its servidésnprofit entities have not often organized
along program lines. Their accounting systems do notailpisupport program concepts. In
consequence, program costs are difficult to quantify aratdean a consistent yearly basis.

The program planners should start by turning each possiategy defined in long-range
planning into specific actions. The following questions éhde raised: What organizational
functions does it involve? What groups does it reach? \bihjactives does it satisfy?

Several alternative strategies will likely exist asttime to meet each objective. Program
planners will need to evaluate individual strategies terdehe which one meets the prescribed
objective at minimum cost. Cost-benefit analysis meyelpful. However, since benefits will
almost always be imprecisely estimated, organizatianaat decide solely on the basis of the
analysis.

Cost-benefit analysis will reveal which strategiel meet the objective and at what cost.
It will eliminate alternatives which are financiallptnjustified. However, the program planners
must ask several other questions be-fore a final deciSist, they must determine whether the
resources are available to undertake the suggested prograt).tte objective needs to be
modified or an alternative strategy selected. Theyt miss study the risk involved and whether
there are any environmental constraints. Finally, plensieould take into account whether a
new program is a good fit.

Once the desired strategies are chosen, they neecctmberted into specific program
plans. Some areas a program plan should address atgabbves it will help to achieve, its
benefits to the public, the costs of the program, fundisks,rpersonnel needed, and time to
accomplish.

On-going programs should be reviewed frequently. Older prognaamshave outgrown
their usefulness or lost the support of their constituenbg review should consider ways to
restructure the program, to improve its efficiency,comerge it with other programs.

Formal program planning leads to a program structure. Margrofirentities have formulated
meaningful program structures, but fewer of them have lctuanslated them into budget
terms. Program plans are devised with a longer timeger mind than the usual one-year
budget. The plans include less detail about costs and revemuiel® not provide an operating
plan. This means that program plans require somedtamsinto specific dollar terms to
become useful inputs to annual budgets.

Secondly, the program structure, which is directed ¢puts, often goes across
traditional departmental responsibility lines. This catlsesrganization to emphasize the
services it provides. Organizations such as hospitalgever, will not shift their organizational
structure to match programs. The reason is that waditdepartmental structure corresponds to
the background and training of the organization’s staff atldetovay they divide the work. The
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daily activities follow departmental lines, and so mustlihdget if the organization is to control
these activities.

If the program budgets are not formally used, the organizatiould monitor how well it
is accomplishing its program objectives. Ways to do tluside having a committee to track and
report on program performance, reporting on program revendesxgenses, establishing
performance measures, and reporting on the successtingne®gram objectives.

The budget structure follows the daily operating structfitbe organization operates on a
program basis, the budget will be a program budget. bthanization is departmental, so is the
budget. If the organization is arranged departmentallyntegand expenses will be tracked by
natural objective of classification and department. Thiisgive a department supervisor the
data to control expenses and revenues. If the orgamzadis completed program planning, it
should also classify revenues and expenses by progranmputerized accounting system with
a properly designed chart of accounts can provide prograsdlimidget reports in any detail
level of responsibility.

The development of measurement tools is the next steydiget planning. An
accounting system must be supplemented by both finamzdat@n-financial measures that show
what the department or program is doing with its resowandsvhat it is achieving. In nonprofit
entities, efficiency measures are more common bed¢hageare easily generated from internal
statistics and do not require the organization to meatsuoaitiputs.

In most cases, a program may rely more on effeats®measures, while a department
may rely more on efficiency measures. However, @aocgram and department should have both
effectiveness and efficiency in varying portions.

Budget guidelines should then be prepared. Directors should woicate general
information that the department or program heads @éow.

FUNCTIONAL OR PROGRAM REPORTING

Certain not-for-profit organizations, such as voluntagglth and welfare, report expenses by
function (or program). There should also be supportingdidis providing details of the items
included for each program. Under functional reporting, exgefeseenditures) are accumulated
according to the program purpose for which costs were eduather than by object of
expenditure (i.e., research program).

A preliminary budget for each program is needed so that theipagi@n may compare
benefits and costs before selecting among programsrBeke chosen programs can be
implemented, a final budget must be formed so that #rgagers know the amount of resources
that is planned for the programs, the sources of thelsifrom grants, fees, and so on), the
way those dollars are expected to be allocated among tompses within each program, and a
schedule of expenditures and receipts over the lifaeoptogram.

BUDGET ADAPTABILITY

219



Nonprofit budgets are typically not easily adapted to cimgngrcumstances. One reason is that
many nonprofit entities do not undergo significant variatiorthe service levels they provide
annually. Another reason is that their cost structéienacontains many costs that are deemed
fixed. Noticeably, this lack of adaptability arises from iBrg attitudes in nonprofit organiza-
tions. Most entities are simply not accustomed tddba of modifying budget allocations once
they are set and are not yet willing to adapt to flexiblégeting techniques.

BUDGET PARTICIPANTS

Preparation of the budget tends to involve just about anybingportance who is associated
with a nonprofit entity, including community representajvieinding sources, and regulatory
agencies. These external parties have different backgsand often have different budget
expectations. A nonprofit organization must respond dyréatthese external forces which often
have conflicting objectives and can therefore makedficdit to manage and plan the
organization’s future. Internal budget participants may ladae different goals. Professional
concerns for the quality of service often tend to overisdues of cost. Financial managers of
nonprofit entities often have a different background ftbat of others in the organization and
may seffinancial priorities that are at variance with thenesés of the professionals. The budget
often is a compromise between various conflicting intgra#gies.

VOLUNTARY HOSPITALS
Voluntary hospitals report:

. Patient service revenues—direatfated to patient care.

. Other operatingevenue—revenues indirectly related to providing patienices such

as tuition from educational programs, cafeteria revenukingafees, gift shop revenues, and
research grants.

. Nonoperating gains and losses—incidemtahsactions to operation from events beyond
management’s control. Examples are general contritgjtinooome from investments, rents,
unrestricted income from endowment funds.

Revenue is subdivided as to public support and revenue.

. Public support is the conveyance of property without cordib®. Examples are
contributions, gifts, grants, and bequests.
. Revenue such as membership dues and interest income.

The fund groups for voluntary hospitals are:
. General (Unrestricted)fundsomprising of:
—Operatingfunds—for routine hospital activities including planseis and related long-

term debt.
—Board-designated funds—resourses aside for specific use.
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. Restricted fundsomprising of:

—Specifippurpose—resources restricted for specific operating purposes.
—Endowment—principakmains intact. Earnings may or may not be availaldigest to
donor restrictions.

—Plant replacemerdnd expansion—resources restricted for plant and equipment
acquisition.

Hospital budgets must respond to the expected level of apesakience, a flexible
budget should be established for each revenue-producing deparfimediepartmental costs
must be separated into their fixed and variable componEmisbudget allows management to
forecast the cost of providing one unit of service aowarievels of operations. Thus, manage-
ment must estimate the probable level of activitiegHe period. Then, the operating plan,
including cost goals and service billing prices can be fatadl The fundamental billing unit
for most hospitals is a day of room occupancy. Consequemél level of room operations is
typically expressed in terms of the rate of room occupdndExhibit 1, actual expenses in-
curred during the period are compared with the budgeted exmansése reasons for the
variances are given.

COLLEGES AND UNIVERSITIES

Nonprofit entities receive funds from several soureash with its appropriate subgroups.
Colleges and universities usually have more sources tisgritdls and most governmental
agencies.

The fund groups for colleges and universities follow:

» Currentfunds—resources available to carry out the primary eduedtidijectives of the
institution. It may be restricted or unrestricted. Uniwgranrestricted current funds,
obtained from tuition, student fees, and endowment reye&amebe transferred to various
operating activities, unless otherwise specified by the gingboard. On the other
hand, the use of restricted current funds are specifi¢hebgonors or other outside
agencies. These funds are usually obtained through endosyrgétst, contracts, grants
and appropriations from private organizations and governnfi@nitssearch, public
service, or other restrictive purposes.

* Loanfunds—repayment of principal and interest are returnedetéutid and made
available for further loans to students and staff.

* Endowmenfunds—yprincipal cannot be used but income earned may onaotaye.

* Annuity and life incom&inds—these are restricted funds which provide for repalytoen
the donor of a portion of fund income.

« Agencyfunds—the resources are managed by the institution ageauh @n behalf of
others. These funds are restricted. Examples are thikamiversity acts as an agent for
student government or faculty organization.

« Plantfunds—these funds include plant assets and related dessets to be used for
future acquisition.
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EXHIBIT 1
FLEXIBLE BUDGET

Flexible Budget for Department 1

Level of operations 70 percent 80 percent 90 percent 100 percent
(Related to capacity)
Direct expenses (variable) $262,500 $300,000 $337,500 $375,000
Direct expenses (fixed) 100,000 100,000 100,000 100,000
Allocated general expenses (fixed) 80,000 80,000 80,000 80,000
Allocated service dept. expenses
Dept. 5 (fixed) 100,000 100,000 100,000 100,000
Dept. 6 (fixed) 20,000 20,000 20,000 20,000
Dept. 7 (semifixed) 55,000 60,000 65,000 70,000
Total expenses $617,500 $660,000 $702,500 $745,000
Billing units 57,750 66,000 74,250 82,500
Cost per unit of service $10.69 $10.00 $9.46 $9.03

Flexible Budget Variance Analysis for Department 1
Actual Budgeted

Expenses  Allocation Variances
$320,000 $318,750 (1,250)—Unfavorable
Direct expenses (variable) 101000 100000  (1,000)—Unfavorable
Direct expenses (fixed) 78000 80000 2,000—Favorable
Allocated general expenses (fixed)
Allocated service dept. expenses
Dept. 5 (fixed) 20,500 20,000 (500)—Unfavorable
Dept. 6 (fixed) 65,000 62,500 (2,500)—Unfavorable
Dept. 7 (semifixed) 101,500 100,000  (1,500)—Unfavorable
TOTALS $686,000 $681,250  $4,750—Unfavorable

Direct variable expense variance probably resulted in the department’s lack of ability to
control variable costs.

Direct fixed expense variance suggests that the departmental supervisor “overspent” his
allocated fixed expenses.

Departments 5 and 6 variances probably caused by inadequate methods of cost control.

Department 7 variance could have been caused by having too many employees or the
inability to control costs.

In all unfavorable cases, all individual expense items should be reviewed with
departmental supervisors.

Municipal accounting principles dictate that the accognsiystem used provide
budgetary control of both revenues and expenditures. édthaollege and university financial
statements do not require such control, a complete systigpically adopted by these
institutions.

Although a large number of individual items associated thehbudget of a college or
university is appropriation controlled, several are fornaalatrolled. This allows allocations to
vary with changes in the level of operations. In tagard, the college or university budget is
more flexible than that of governmental entities. Hermdgetary data may be given less formal
recognition in the accounts of colleges and universities.
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A comparison of fund groups for colleges and universitiesintary health and welfare

entities, and hospitals is provided in Exhibit 2.

EXHIBIT 2

A COMPARISON OF FUND GROUPS

Colleges Voluntary Health
and Universities and Welfare Hospitals
Unrestricted Unrestricted Unrestricted
Restricted Restricted Specific purpose
Plant funds Land, bldg. & equipment Plant replacement
Endowment fund Endowment fund Endowment fund
Agency fund Agency fund
Annuity and life
Income funds
Loan funds Loan funds

PROFESSIONAL ASSOCIATIONS

An illustrative budget for a nonprofit professional orgation follows in Exhibit 3.
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EXHIBIT 3
BUDGETED REVENUE AND COSTS FOR A NONPROFIT PROFESSIONAL
ASSOCIATION

Quarters
1 2 3 4 Annual

Dues

Magazine

Conferences

Continuing professional
education

Miscellaneous

Budgeted Costs

Quarters
1 2 3 4 Annual

Administration

Conferences

Publications

Committees

Computer

Other

A variance analysis report may then be prepared comparing budget and actual figures, such as:

Variance Analysis Report

First Quarter Annual

Budget Actual Variance Percent Budget  Actual Variance Percent

Revenue
Dues
Magazines
Conferences
CPE
Miscellaneous

Costs
Administration
Conferences
Publications
Committees
Computer
Other

CONCLUSION

A nonprofit is defined as a legal entity which does naidemt substantial commercial activity or
earn a profit as its primary purpose. The goal is tyjyi¢alprovide services. In nonprofit
organizations, management decisions are intended to irefwihishing the best possible service
given resource constraints; success is measured by botvsarvice the organization provides
and by how well these services are performed. Basithbysuccess of a nonprofit entity is
measured by how much it contributes to the public well-being.

Nonprofit organizations include governmental and private radit@ntities. Within the

governmental category, there exists federal, state, aatl Within the private grouping, there is
a key difference between charities, for which donor rdautions are tax deductible, and
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commercial and membership organizations, whose donorlaaticins typically are not tax de-
ductible. The former category includes health, educatisoalal service, religious, cultural, and
scientific. The latter category includes social cldtzernal organizations, labor unions,
chambers of commerce, trade associations, and buagses.
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GLOSSARY OF BUDGETING TERMS

ADMINISTRATIVE BUDGET a formal and comprehensive dincial plan through which
management of an organization may control day to dagdsssaffairs and activities.

ALLOTMENT a part of an appropriation which may be encared or expended during an
allotment period, which is usually a period of time Il&san one fiscal year. Bi-monthly and
guarterly allotment periods are most common.

ANALYSIS OF VARIANCES analysis and investigation cduses for variances between standard
costs and actual costs; also called variance analysisriance is considered favorable if actual
costs are less than standard costs; it is unfavoradméudl costs exceed standard costs. Unfavorable
variances are the ones that need further investig&diotheir causes. Analysis of variances reveal
the causes of these deviations. This feedback aiggaming future goals, controlling costs,
evaluating performance, and taking corrective actiomadgament by exception is based on the
analysis of variances and attention is given to déyariances that require remedial actions.

ANNUAL BUDGET a budget prepared for a calendar ordisear. See also Long Range Budget.

CASH BUDGET a budget for cash planning and control pteggexpected cash inflow and
outflow for a designated time period. The cash budges hmanagement keep cash balances in
reasonable relationship to its needs. It aids in awpidile cash and possible cash shortages.

BUDGET a quantitative plan of activities and programpressed in terms of the assets, equities,
revenues, and expenses which will be involved inycagrout the plans, or in other quantitative
terms such as units of product or service. The budget®sgs the organizational goals in terms of
specific financial and operating objectives. Advantagesbudget preparation are planning,
communicating company-wide goals to subunits, fostering coamer&ktween departments,
control by evaluating actual figures to budget figures, @vealing the interrelationship of one
function to another. See also Master Budget.

BUDGET CONTROL budgetary actions carried out according budget plan. Through the use of
a budget as a standard, an organization ensures #ragers are implementing its plans and
objectives and their activities are appraised by compahieir actual performance against budgeted
performance. Budgets are used as a basis for rewandmaishing them, or perhaps for modifying
future budgets and plans.

BUDGET VARIANCE

1. any difference between a budgeted figure and aaldgure.

2. flexible budget variance. This is the differenceneein actual factory overhead costs and
standard (flexible budget) costs, multiplied by the ddiaeh units of activity allowed for actual
production. The budget variance is used in the two-walysis of factory overhead. It includes the
fixed and variable spending variances and the var@lgehead efficiency variance which are used
in the three-way analysis.
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CAPITAL BUDGET a budget or plan of proposed acquisitiond eeplacements of long-term
assets and their financing. A capital budget is dpesl using a variety of capital budgeting
techniques such as the payback method, the net pradeat(NPV) method, or the internal rate of
return (IRR) method. See also Capital Budgeting.

CAPITAL BUDGETING the process of making long-term rpling decisions for capital
investments. There are typically two types of investindecisions: (1) Selecting new facilities or
expanding existing facilities. Examples include: (a) investts in long-term assets such as
property, plant, and equipment; and (b) resource camenis in the form of new product
development, market research, refunding of long-tern, deibooduction of a computer, etc. (2)
Replacing existing facilities with new facilities. &xples include replacing a manual bookkeeping
system with a computerized system and replacingneffidient lathe with one that is numerically
controlled.

CAPITAL EXPENDITURE BUDGET a budget plan prepared ifatividual capital expenditure
projects. The time span of this budget depends umoprthect. Capital expenditures to be budgeted
include replacement, acquisition, or construction of plants major equipment. See also Capital
Budgeting.

CAPITAL RATIONING the problem of selecting the miX acceptable projects that provides the
highest overall net present value (NPV) where a compasya limit on the budget for capital
spending. The profitability index is used widely in rangkprojects competing for limited funds.

CASH BUDGET a budget for cash planning and control pteggexpected cash inflow and
outflow for a designated time period. The cash budges hmmanagement keep cash balances in
reasonable relationship to its needs. It aids in awpidile cash and possible cash shortages.

CASH FLOW FORECASTING forecasts of cash flow includaagh collections from customers,
investment income, and cash disbursements.

COMPREHENSIVE BUDGET see Master Budget.

CONTINUOUS BUDGET an annual budget which continwethe earliest one month or period
and add the most recent one month or period, so thahaetmonth or other periodic forecast is
always available.

CONTRIBUTION (MARGIN) INCOME STATEMENT an income aement that organizes the
cost by behavior. It shows the relationship of variatuets and fixed costs, regardless of the
functions a given cost item is associated with.

CONTRIBUTION MARGIN (CM) VARIANCE the difference beteen actual contribution margin
per unit and the budgeted contribution margin per unittipied by the actual number of units
sold. If the actual CM is greater than the budg&stper unit, a variance is favorable; otherwise, it
is unfavorable.

CONTRIBUTION MARGIN (CM) RATIO the contribution mgm (CM) as a percentage of sales.
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CONTRIBUTION MARGIN (CM) the difference between saland the variable costs of the
product or service, also called marginal income. lhésamount of money available to cover fixed
costs and generate profits.

CONTROL CONCEPT a concept that ensures that actéres carried out or implemented
according to a plan or goal. See also Control.

COST BEHAVIOR PATTERNS the way a cost will reactrespond to changes in the level of
activity. Costs may be viewed as variable, fixed, orechigsemivariable).A mixed cost is one that
contains both variable and fixed elements. For planomgiyol, and decision purposes, mixed

costs need to be separated into their variable and éeetgponents, using such methods as the
high-low method and the least-squares method. An apiphicaf the variable-fixed breakdown is a
break-even and cost-volume-profit (CVP) analysis.

COST-BENEFIT ANALYSIS an analysis to determine wWiset the favorable results of an
alternative are sufficient to justify the cost of takihat alternative. This analysis is widely used in
connection with capital expenditure projects.

COST CONTROL the steps taken by management to dbstirthe cost objectives set down in the
planning stage are attained, and to assure that ales¢gof the organization function in a manner
consistent with its policies. For effective cost colntmost organizations use standard cost systems,
in which the actual costs are compared against sthrodats for performance evaluation and the
deviations are investigated for remedial actions. Costral is also concerned with feedback that
might change any of all of the future plans, the prtdnaenethod, or both.

COST EFFECTIVE among decision alternatives, thewamaese cost is lower than its benefit. The
most cost effective program would be the one whose cosfibstio is the lowest among various
programs competing for a given amount of funds. See alseBeasfit Analysis.

COST-VOLUME FORMULA a cost function in the form of
Y =a+bX
where Y=the semivariable (or mixed) costs to be braien
X=any given measure of activity such as voluneelaoor hours
a=the fixed cost component
b= the variable rate per unit of X
Accountants use the formula for cost prediction and flexibtigeting purposes.

DIRECT LABOR BUDGET a schedule for expected labor dagpected labor cost is dependent
upon expected production volume (production budget). Liadoprirements are based on production
volume multiplied by direct labor hours per unit. Dirediodahours needed for production is then
multiplied by direct labor cost per hour to derive budgielieect labor costs.

DIRECT MATERIALS BUDGET a budget that shows how muchteral will be required for

production and how much material must be bought to méstptbduction requirement. The
purchase depends on both expected usage of matedats/antory levels.
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DISCOUNTED CASH FLOW (DCF) TECHNIQUES methods oflesting and ranking
investment proposals such as the net present value) @f#eMnternal rate of return (IRR) methods
where time value of money is taken into account.

EFFICIENCY VARIANCE difference between inputs (ma&és and labor) that were actually used
(.e., actual quantity of inputs used) and inputs shauld have been used (i.e., standard quantity of
inputs allowed for actual production), multiplied bg gtandard price per unit.

See also Material Quantity Variance; Labor Efficien@yignce.

FACTORY OVERHEAD BUDGET a schedule of all expected ufaaturing costs except for

direct material and direct labor. Factory overhead itemiside indirect material, indirect labor,

factory rent, and factory insurance. Factory overhmag be variable, fixed, or a combination of
both.

FAVORABLE VARIANCE the excess of standard (or budggtambts over actual costs. See also
Standard Cost System; Variance.

FINANCIAL BUDGET a budget that embraces the impadtthe financial decisions of the firm.

It is a plan including a budgeted balance sheet, winoivs the effects of planned operations and
capital investments on assets, liabilities, and equiti@dso includes a cash budget, which forecasts
the flow of cash and other funds in the business.

FINANCIAL PROJECTION an essential element of planningt tls the basis for budgeting
activities and estimating future financing needs oirra.fFinancial projections (forecasts) begin
with forecasting sales and their related expenses.

FIXED BUDGET see Static Budget.

FIXED OVERHEAD VARIANCE the difference between adtfized overhead incurred and fixed
overhead applied to production.

FLASH REPORT a report that provides the highlights of kdormation promptly to the
responsible managerial accountant. An example is apgan report such as performance reports
that highlight favorable or unfavorable variances. A flasport allows managers to take a
corrective action for an unfavorable variance. See aldorR&nce Reports.

FLEXIBLE (VARIABLE) BUDGET a budget based on differdavels of

activity. It is an extremely useful tool for comparirg tactual cost incurred to the cost allowable
for the activity level achieved. It is dynamic in natuather than static.

FLEXIBLE BUDGET FORMULA See Cost-Volume Formula.

FLEXIBLE BUDGET VARIANCE see Budget Variance.
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FLEXIBLE BUDGETING see Flexible Budget.

INVESTMENT CENTER a responsibility center within anganization that has control over
revenue, cost and investment funds. It is a profit cevitese performance is evaluated on the basis
of the return earned on invested capital.

LABOR EFFICIENCY VARIANCE the difference betweeretimount of labor time that should
have been used and the labor that were actually nsdtijylied by the standard rate.

LABOR RATE (PRICE) VARIANCE any deviation from standan the average hourly rate paid
to workers.

LABOR VARIANCE the difference between the actual sast direct labor and the standard costs
of direct labor. Labor variance is divided into two speciiciances: labor rate variance and labor
efficiency variance.

LONG RANGE BUDGET projections that cover more tlmare fiscal year; also called strategic
budgeting. The five-year budget plan is the most contynused in practice. See also Annual
Budget.

MANAGEMENT BY EXCEPTION a management concept or @plby which management
devotes its time to investigating only those situationsvhich actual results differ significantly
from planned results. The idea is that management shpaitll its valuable time concentrating on
the more important items (such as the shaping ofahpany's future strategic course).

MANAGEMENT BY OBJECTIVE (MBO) a system of performam appraisal having the
following characteristics: (1) It is a formal systamthat each manager is required to take certain
prescribed actions and to complete certain writtecuthents; and (2) The manager and
subordinates discuss the subordinate's job descriptiore &grehort-term performance targets,
discuss the progress made towards meeting these targepgeradically evaluate the performance
and provide the feedback.

MANAGEMENT CONTROL SYSTEM a system under which masragassure that resources are
obtained and used effectively and efficiently in siceomplishment of the organization's goals.

MASTER (COMPREHENSIVE) BUDGET a plan of activitiespegssed in monetary terms of the

assets, equities, revenues, and costs which willdedvied in carrying out the plans. Simply put, a
master budget is a set of projected or planned fiabsiztements.

MATERIALS PRICE VARIANCE the difference between what paid for a given quantity of
materials and what should have been paid, multiplieathyal quantity of materials used.

MATERIALS PURCHASE PRICE VARIANCE see Materialsi¢& Variance.
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MATERIALS QUANTITY (USAGE) VARIANCE the difference &ween the actual quantity of
materials used in production and the standard quanftityaterials allowed for actual production,
multiplied by the standard price per unit.

MATERIALS VARIANCE the difference between the actwalsts of materials and the standard
costs of materials. Material variance is divided o specific variances: materials price variance
and materials quantity variance.

OPERATIONAL (OPERATING) BUDGET a budget that eml@adhe impacts of operating
decisions. It contains forecasts of sales, net incotime cost of goods sold, selling and
administrative expenses, and other expenses.

PERFORMANCE BUDGET a medium to short range budget of irsgdvernmental accounting.
It is typical of the type incorporated by a program plagrbudgeting system (PPBS) but without
references to long range goals.

PLANNING the selection of short- and long-term objeesi and the drawing up of tactical and

strategic plans to achieve those objectives. In planniagagers outline the steps to be taken in
moving the organization toward its objectives. Afteridiag on a set of strategies to be followed,

the organization needs more specific plans, such asopsatmethods of financing, hours of

operations, etc. As these plans are made, they avitloonmunicated throughout the organization.
When implemented, the plans will serve to coordinateneld together, the efforts of all parts of

the organization toward the company's objectives.

PRO FORMA BALANCE SHEET see Budgeted Balance Sheet.
PRO FORMA INCOME STATEMENT see Budgeted Income State.

PRODUCT LIFE CYCLE the concept that is particularlefus in forecasting and analyzing
historical data of new products. It presumes that derfeara product follows an S-shaped curve
growing slowly in the early stages, achieving rapid sustained growth in the middle stages, and
slowing again in the mature stage.

PRODUCTION BUDGET a schedule for expected units to beymeti It sets forth the units
expected to be manufactured to satisfy budgeted salesnaedtory requirements. Expected
production volume is determined by adding desired endinghtometo planned sales and then
subtracting beginning inventory.

PROFIT CENTER the unit in an organization that ipoesible for revenues earned and costs
incurred. A manager of a profit center has contrardsoth revenues and costs and attempts to
maximize profit.

PROFIT PLANNING a process of developing a profit plahiok outlines the planned sales
revenues and expenses and the net income or losstiore gperiod. Profit planning requires
preparation of a master budget and various analysesKand "what-if* scenarios. Tools for profit
planning include the cost-volume-profit (CVP) analysid bndgeting.
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PROJECTED (BUDGETED) BALANCE SHEET a schedule fapexted assets, liabilities, and

stockholders' equity. It projects a company's finanmaition as of the end of the budgeting year.
Reasons for preparing a budgeted balance sheet fo{lbwdiscloses unfavorable financial

condition that management may want to avoid; (2) serses final check on the mathematical
accuracy of all other budgets; and (3) highlights futeseurces and obligations.

PROJECTED (BUDGETED) INCOME STATEMENT a summary w@rious component
projections of revenues and expenses for the budgetipk indicates the expected net income for
the period.

PROGRAM EVALUATION AND REVIEW TECHNIQUE (PERT) a uikd management tool for
planning, coordinating, and controlling large complex mtsjesuch as formulation of a master
budget, construction of buildings, installation of coteps, and scheduling the closing of books.

PROGRAM-PLANNING-BUDGETING SYSTEM (PPBS) a planningented approach to
developing a program budget. A program budget is a budbetewa expenditures are based
primarily on programs of work and secondarily on ctigraand object. It is a transitional type of
budget between the traditional character and objadfydi, on the one hand, and the performance
budget on the other. The major contribution of PPBSiti¢he planning process, i.e., the process of
making program policy decisions that lead to a spdaifdget and specific multi-year plans.

RESPONSIBILITY ACCOUNTING the collection, summaripat, and reporting of financial
information about various decision centers (resporgilodinters) throughout an organization.

RESPONSIBILITY CENTER a unit in the organization whigs control over costs, revenues, or
investment funds. For accounting purposes,

responsibility centers are classified as cost centevenue centers, profit centers, and investment
centers, depending on what each center is responsible for

SALES FORECASTING a projection or prediction of fisales. It is the foundation for the
guantification of the entire business plan and atendmidget. Sales forecasts serve as a basis for
planning. They are the basis for capacity planning, budgeinogluction and inventory planning,
manpower planning, and purchasing planning.

SALES BUDGET an operating plan for a period expressedring of sales volume and selling
prices for each class of product or service. Preparaficn sales budget is the starting point in
budgeting since sales volume influences nearly all dtes.

SALES FORECASTING a projection or prediction of fisales. It is the foundation for the

guantification of the entire business plan and atendmidget. Sales forecasts serve as a basis for
planning.
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SIMULATION MODELS "what-if' models that attempt teimulate the effects of alternative
management policies and assumptions about the fist@snal environment. They are basically a
tool for management's laboratory.

STANDARD a guantitative expression of a performarngeaiive, such as standard hours of labor
allowed for actual production or a standard purchase pficeaterials per unit. Sometimes the
terms standard and budget are used interchangeably.

STANDARD COST SYSTEM a system by which production\ai@is are recorded at standard
costs and variances from actual costs are isolated.

STANDARD COSTS production or operating costs that arefidgrgpredetermined. A standard
cost is a target cost that should be attained.

STANDARD HOURS ALLOWED the standard time that shouldéhdeen used to manufacture
actual units of output during a period. It is obtaibgdnultiplying actual units of production by the
standard labor time.

STANDARD LABOR RATE the standard rate for direcbda that would include not only base
wages earned but also an allowance for fringe
benefits and other labor-related costs.

STANDARD MATERIALS PRICE the standard price per ubit direct materials. It reflects the
final, delivered cost of the materials, net of angaligits taken.

STANDARD QUANTITY ALLOWED the standard amount of magds that should have been
used to manufacture units of output during a periog d¢tbtained by multiplying actual units of
production by the standard material quantity per unit.

STATIC (FIXED) BUDGET a budget based on one levehdivity (e.g., one particular volume of
sales or production).

STRATEGIC PLANNING the implementation of an orgatiza's objectives. Strategic planning
decisions will have long-term impacts on the orgdmnawhile operational decisions are
day-to-day in nature.

VARIABLE OVERHEAD EFFICIENCY VARIANCE the differene in actual and
budgeted variable overhead costs that are incurredodinefficient use of indirect materials and
indirect labor.

VARIABLE OVERHEAD SPENDING VARIANCE the differenceniactual and
budgeted variable overhead costs that result frone ghanges in indirect materials and indirect
labor and insufficient control of costs of specifiedwad items.

VARIANCE the difference of revenues, costs, and proditm the planned amounts. One of the
most important phases of responsibility accounting is kstaty standards in costs, revenues, and
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profit and establishing performance by comparing actualiats with the standard amounts. The
differences (variances) are calculated for each redmtity center, analyzed, and unfavorable
variances are investigated for possible remedial acBee. also Variance Analysis.

WHAT-IF ANALYSIS see Simulation.

ZERO-BASE BUDGETING a planning and budgeting took thees cost/benefit analysis of
projects and functions to improve resource allocatioran organization. Traditional budgeting
tends to concentrate on the incremental change fropréweous year. It assumes that the previous
year's activities and programs are essential and beusontinued. Under zero-base budgeting,
however, cost and benefit estimates are built up Boratch, from the zero level, and must be
justified.
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