
CHAPTER

7 Introduction to Budgets and
Preparing the Master Budget

LEARNING OBJECTIVES
When you have finished studying this chapter,you should be able to:

I.Explain how budgets facilitate planningand coordination.

2. Anticipate possible human relations problemscaused by budgets.

3. Explain potentially dysfunctional incentives in the budget process.

4. Explain the difficultiesof sales forecasting.

5. Explain the major features and advantages of a master budget.

6. Follow the principal steps in preparing a master budget.

7. Prepare the operatingbudget and the supporting schedules.

8. Prepare the financial budget.

9. Usea spreadsheet to develop abudget (Appendix 7).

Ifyou have ever traveled, you know that there is a big difference between staying in a cheap motel and
staying in a five-star, world-class hotel. The cheap motel takes care of your basic needs, but the five-star
hotel surrounds you in comfort and luxury, catering to your every whim. No one understands the

difference better than the managers of the Ritz-Carfton chain of hotels. After all. the word ritzy, which
means elegant and luxurious, is derived from the name of the RitzHotel. Thanks to fierce competition in
the industry, though. Ritz-Carlton managers have their share of challenges in maintaining standards that
keep their hotels successful.

What does it take to run a world-class hotel successfully? Good location, exquisite food, luxury,
personalized service, and quality are all essential ingredients. But you might be surprised to learn that
the budgeting process is also a key to success. According to Ralph Vick. former general manager of the
Phoenix Ritz-Carlton. "Budgets are crucial to the ultimate financial success of our hotels." Why are

budgets so important? Mainly because they serve as a road map to help managers understand, plan.
and control operations. Ritz-Carlton wants to give its managers the best tools possible. As a result, the

company takes the budgetingprocess very seriously.
At the Ritz-Carlton hotels, all employees, from the hotel manager, to the controller, to the newest

housekeeper, are involved in the budgeting process. Working in teams, managers set budget targets

for the expenses they can control. These target figures help not only in planning, but also in controlling
and evaluating employee performance. Managers compare actual results with budgeted target figures.
and they evaluate performance based on the differences. In addition to financial reports. Ritz-Carlton
managers also use nonfinancial measures, such as quality and customer satisfaction, to evaluate and
reward employees.

ÿ RITZ-CARLTON



Planning Is the key to good management. This statement is
certainly true for Rltz-Cariton, and It Is also true for other types

of organizations—small, family-owned companies; large cor¬
porations; government agencies; and nonprofit organizations.
All organizations need budgets to make the best and most

profitable use of their resources. Budgeting can cover such
diverse Issues as how much time to spend inspecting a product
and how much money the company will allot to research and
development In the coming year. In this chapter, we look at the
benefits (and costs) of budgets and Illustrate the construction of
a comprehensive, detailed budget. ÿ

Budgets and the Organization
Many people associate the word budget primarily with
limitations on spending. For example, management often
gives each unit in an organization a spending budget and
then expects them to slay within the limits prescribed by the budget. However, budgeting can
play a much more important role than simply limiting spending. Budgeting moves planning to
the forefront of the manager's mind. Well-managed organizations make budgeting an integral
part of the formulation and execution of their strategy.

In Chapter I. we defined a budget as a quantitative expression of a plan of action. Sometimes
plans are informal, perhaps even unwritten, and informal plans sometimes work in a small organiza¬
tion. However, as an organization grows, seat-ol'-thc-pants planning is not enough. Budgets impose
the formal structure—a budgetary system—that is needed for all hut the smallest organizations.
There are numerous examples of seemingly healthy businesses that failed because managers didnot
bother to construct budgets that would have identified problems in advance or they failed to monitor
and adjust budgets to changing conditions. While there will always be debate about the costs and
benefits of budgeting, as indicated in the Business First box on page 290, the vast majority of man¬

agers continue to use budgeting as tin effective cost-management tool.
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A Rltz-Cartton hotel projects an Image

of quality. High quality Is expensive so
during the master budgeting process
Ritz-Carlton managers must assess

the planned expenditures for quality-
enhancing features versus the added

revenues these features will bring.

Objective I

Explain how budgets facilitate
planning and coordination.

Advantages of Budgeting
Budgeting is the process of formulating an organization's plans. Wc will discuss four major
advantages of effective budgeting:

I. Budgeting compels managers to think ahead by formalizing their responsibilities for
planning.

2. Budgeting provides an opportunity lor managers to reevaluate existing activities and
evaluate possible new activities.

3. Budgeting aids managers in communicating objectives and coordinating actions across
Ihc organization.

4. Budgeting provides benchmarks to evaluate subsequent performance.

Let's look more closely at each of these benefits.

FORMALIZATION OF PLANNING Budgeting forces managers to devote lime to planning. On a

day-to-day basis, managers often move from extinguishing one business brush lire to anolher,
leaving no time for thinking beyond the next day's problems. As a result, planning takes a
backseat to, or is obliterated by, daily pressures. The budgeting process formalizes the need to

anticipate and prepare for changingconditions.
To prepare a budget, u manager should set objectives and establish policies to uid their

achievement. The objectives are the destination points, and budgets are the road maps guiding
as to those destinations. In the absence of goals and objectives, results ure difficult to interpret,
managers do not foresee problems, and company operations lack direction.

EVALUATION OF ACTIVITIES Budgeting typically uses the current activities of the organization
us a starting point for planning, but how munagcrs use this starting point varies widely. At one
extreme, in some organizations the budget process automatically assumes that activities for the
new budget period will he the same as the activities for the previous period. At the other extreme,

289



Business First
Budgeting: Value Driver or Value Buster?
Thorc Is an ongoing debate about the costs and benefits of
budgeting, focusing on four Issues: (I) The budgeting process
Is time-consuming and expensive; (2) oven the best-prepared
budgets become Inaccurate becauso marketplace change Is
frequent and unpredictable; (3) evaluating performance against
a budget causes managors to bias their budgets, resulting In
Inaccurate planning; and (4) budget targets create Incentives
for Individuals to take actions to meet targets even when the
actions make the firm as a whole worse off.

Some studies suggest that the annual budgeting process
can take up to 30% of management's time. For example.
estimates place Ford Motor Company's cost of budgeting
at $1.2 billion a year. Companies can Justify such large
budgeting costs only when there are corresponding largo ben¬
efits. Companies that either fall to Incorporate budgeting In
their planning activities or react to changing economic condi¬
tions by Ignoring the budget rather than adapting the budget
to the changes will not reap some of the major bonoflts of
budgeting. Consequently, these companies may find that largo
costs of budgetingare not justified.

Skeptical managers sometimes claim, "I face too many
uncertainties and complications to make budgeting worthwhile
for me." While It Is truo that budgeting Is more difficult In
uncertain or complicated environments, It Is also true that these
arc the environments whore the potontial benefits are largest.
When conditions aro changing rapidly, a budgot provides a
framework for systematic response rather than chaotic reaction.

When managers anticipate that budget Information
will bo used to set targets used In their subsequent
performance evaluations, they have an Incentive to provide
budgot Information that Is biased to make It easier to meet

the targets. Biases severely limit the usefulness of budget
Information for planning and coordination. Moreover, wide¬
spread understanding and acceptance of built-in biases can
create a pernicious "culture of lying" within the organization.

When managors realize that meeting budget targets affects
their rewards, either explicitly through bonus plans or Implicitly
through promotion and recognition, they have Incentives to take
actions to moet the targets. This can be a positive motivation.
but It can also lead to unethical behavior, such as "cooking the
books" or putting pressure on employees to meet targets
using whatever means possible. For example, the director of
the Office of Federal Housing Enterprise Oversight (OFHEO)

denounced "an arrogant and unethical culture" at F.innic

Mar. the giant mortgage finance company. An OFHEO report
cited a corporate culture that allowed managers to disregard
accounting standards when they got In the way of achieving
earnings targets that woro tiod to bonuses. In other cases, man¬
agers have taken actions to ship faulty or Incomplete products
to meet budgeted sales targets, despite dear adverso effects on
customer relations and the reputation of the firm.

Mostcompanies that have experienced problems with their
budgeting process are not abandoning traditional budgeting but
Instead are modifying their approach to budgeting. For example.
somo companies now separate planning budgets from control
budgets, comparing actual performance to benchmarks based
on performance of peers and bcst-ln-class operations. Further.
most managors still agroo that budgeting, when correctly
used, has significant value to management. More than 92% of
the companies In a recent survey use budgots, and they rank
budgeting among their top throe cost-management tools.

Companies such as Allstate, Owens Corning,
Sprint, Bat telle, andT .i< <> are modifying their approach
to budgeting by Implementing new technologies. For example.
Battelle's Pacific Northwest National Laboratory uses an
Intranet to reduce the time and exponso of developing tho
annual budgot. The now system enables support staff and
managers to Input their budgot plans directly on this corpo¬
rate Intranet. In addition to decreasing the cost of budgeting.
managers at Battolle report that the now system "results In
higher quality and more accurate budgeting, reporting, and
analysis." Many companies arc tying their budgeting process
moro closely to their overall strategy and havo expanded their
performance measures beyond traditional financial measures
to also consider nonflnanclal measures, such as time to mar-
kot for new products or services.

Source.: Adapted from R. Bantam. "Better Budjeti," Joumol of Accuimtimcy.
February 2000. pp. 37-40: J. Hope and R. Fra.er, "Who Need. Budjeaf"
Horvord Button Reytew. February 2003. pp. 10B- 1 15: P. Smith. C. Goramon, and
M. Aadey. "Intranet Budfetlnj," UrKtgk ftoriee. May 2003, pp. 30-33: T. Hatch
and W. Stratton, "Scorocardfcif In North America: Who b Doing WhatI" Paper
pr evented at the CAM-VCMS 3rd quarter meeting, Portland, Oregon, September
10. 2002; M. jenaen. "Corporate Budgeting I.Broken. Let'a Fix It" Harvard
Button Review. November 2001, pp. 94-101; M. Jenien, "Paying Peoplo to Lie:
the Truth About the Budgeting Procett" EuropeanRnondol Monopmant, Vol. 9
No.3. (2003), pp. 379-406: and "Fannlo Mao Ex-OIBctal. May Face Legal Action
over Accounting." Wo* StreetJoumof. May 24. 2006. p. Al.

zero-base budget
A budget that requires

justification of expenditures
for every activity, including

continuing activities.
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some organizations use a form of zero-base budget, which sturts with the assumption that current
activities will not automatically be continued. The term zero-base comes from the fundamental
assumption that the budget for every activity starts at zero. The advantage of a zero-base system
is that managers reevaluate all activities (including whether existingactivities shouldbo continued)
in each new budget.

Inpractice, budgeting for most organizations falls somewhere between these two extremes.

An effective budget process encourages managers to think carefully about whether to continue
current activities and methods, whether there are opportunities to modify activities, and whether
to add new activities to help the organization belter achieve its goals in response to changing
conditions. Used in this way, budgetingencourages managers to review whether a particular plan
allocates resources optimally among the linn's various activities.
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COMMUNICATION AND COORDINATION The most effective budget processes facilitate commu¬
nication both from the lop down and from the bottom up. Top management communicates the
strategic goals andobjectives of the organization in its budgetary directives. Lower-level managers
and employees contribute Iheir own ideas and provide feedback on the goals and objectives. The
result is two-way communication about opportunities and challenges that lie ahead.

Budgets also help managers coordinate activities across the organization. For example, a

budget ullows purchasing personnel to integrate their plans with production requirements, while
production nuinugers use the sales budget and delivery schedule to help them anticipate and
plan for the employees and physical facilities they will need. Similarly, financial officers use
the sales budget, purchasing requirements, und other planned expenditures to unticipute the
company's need for cash. Thus, budgeting forces managers to communicate andcoordinate their
department's activities with those of other departments und the company us a whole.

PERFORMANCE EVALUATION Budgeted performance goals generully provide a better basis for
evaluating actual results than would a simple comparison with past performance. Relyingonly on
historical results for judging current performance may allow inefficiencies in past performance
to continue undetected. Changes in economic conditions, technology, personnel, competition,
and other factors also limit the usefulness of comparisons with the past. For example, sales of
$100 million this year, for a company that hadsales of $R() million the previous year, may or may
not indicate that company objectives have been met—perhaps conditions imply that the sales
goal for this year should huve been SI 10 million.

Making Managerial Decisions

Level 3 Communications is "n facilities-based provider
of a broad range of communications services " 'Hie company
has bad losses for a number of years, which it attributes to a
difficult competitive environment, iÿor example, tlte 201 1 annual
report states. "Although tire pricing for data services is currently
relatively stable, die IP mnrket is generally characterized byprice
compression and high unit growth rates depending upon tire type
of service. The Company experienced price compression in tire
high-speed IP nrarket in 201 1 and expects that aggressive pricing
for its highspeed IP services will continue."The company lias liada
steady stream of large losses. $1.114 million in 2007, 83IK million
in 200K. $61H million in2009. and $622 million in2010.

l-evel 3's loss for 201 1 was S7.16 million. Suppose the
company budgeted to break even for 20II. livaluate operating
performance for 201 1.

Answer
Level 3's performance in 201 1 is consistent with what might
he expected basedon the losses that have occurred over the
previous 4 years. However, if the company budgeted for break
even in 201 1, then performance is much worse than budgeted.
This situation illustrates that a comparison to past results
can provide a very different conclusion than a comparison
to budget.

Potential Problems in Implementing Budgets
It) this section, wc discuss three problems that can limit, in some eases severely, the advantages
of budgeting:

I. Low levelsof participation in the budget process and lack of acceptance of responsibility
for the final budge!

2. Incentives to lie and cheat in the budget process
3. Difficulties inobtaining accurate sales forecasts

Objective 2

Anticipate possible human relations
problems caused by budgets.

BUDGET PARTICIPATION AND ACCEPTANCE OF THE BUDGET The advantages of budgeting art¬

fully realized only when employees throughout the organization accept and take responsibility
for the final budget. The main factors affecting budget acceptance ure us follows:

I . The perceived attitude of top management.
2. The level of participation in the budget process.
3. The degree of alignment between Ihc budget and other performance goals.
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participative budgeting
Budgets formulated with

the active participation of all
affected employees.

Objective 3

Explain potentially dysfunctional
incentives in the budget process.

budgetary slack
(budget padding)

Overstatement of budgeted cost
or understatement of budgeted
revenue to create a budget goal

that iseasier to achieve.

The attitude of top management will heavily influence lower-level managers' andemployees'
altitudes toward budgets. If top management dims not use budgets effectively in controlling
operations and adapting to change, others in the organization may come to view budgeting as
irrelevant. Even with the support of top management, however, budgets—and the managers who
implement them—can run into opposition.

Lower-level managers sometimes have negative attitudes toward budgets because they
believe the primary purpose of the budget is to limit spending. These negative attitudes are
reinforced when companies evaluate managerial performance by comparing actual expenditures
against amounts budgeted without substantive input from the managers. Ensuring that managers
at all levels participate in setting budgets is one way to reduce negative attitudes and improve
the quality of planning decisions. Budgets created with the active participation of all affected
employees called participative budgeting are generally more effective than budgets
imposed on subordinates. For example, Rilz-CarlIon's budgeting system involves all hotel
employees and is thus a participative system. Employee "buy-in" to the budget is so important at

Ritz-Carlton that self-directedemployee teams at all levels of the company have the authority to
change operations basedon budgets as they see fit.

Misalignment between the performance goals stressed in budgets versus the performance
measures the company uses to reward employees and managers can also limit the advantages of
budgeting. For example, suppose a company rewards managers based on actual profit compared
to budgeted profit and also on quality (defect rule) and timely deliver)' to customers (percent on
time). Increasedquality and more timely deliveries typically require higher costs, so the message
conveyed by the budget system (minimize cost) may be misaligned with the incentivesprovided
by the compensation system (maximize quality and timely delivery). Companies can manage
the apparent misalignment by clearly specifying and communicating the tradeoff between costs
and quality measures. This is particularly important for performance goals where the short-term
impact on current performance relative to budget is negative but the long-term impact due to

improvedcustomer satisfaction is positive. We explore these issues in moredetail inChapter 9.
There is often too much concern with the mechanics of budgets and too little attention paid

to the fact that the effectiveness of any budgeting system depends directly on whether the affected
managers and employees understandand accept the budget. Management should seek to create an
environment where there is a true two-wuy How of information in the budget process so that lower
level managers and employees perceive thul their input has a real effect on budget outcomes.

Top management must emphasize the importance of budgets in planning andcommunication and
demonstrate how budgets can help each manager and employee achieve better results. Only then
will the budgeLs become a positive aid in motivatingemployees at all levels to work toward goals,
set objectives, measure results accurately, and direct attention to the areas that need investigation.

INCENTIVES TO LIE AND CHEAT Effective budgets provide targets for manugers and motivate
them to achieve the organization's objectives. However, misuseof budgets can lead to undesirable
incentives—what Professor Michael Jensen calls incentives to lie and cheat. Not only do such
incentives lead managers to make poor decisions, they undercut attempts to maintain high ethical
standards in the organization.

Let's first consider lying. What incentives might cause managers to create biased budgets—
essentially to lie about their plans? Managers may want to increase the resources allocated to

their department—resources such as space, equipment, and personnel—and larger budgets may
justify such allocations. Why do managers want more resources? Day-to-day managing is easier
when the department has more resources to achieve its output targets. Further, it is common
for managers of larger units with more resources to have higher pay, higher stulus, and greater
prospects for promotion. Recognizing these incentivesallows organizations to implement budgets
ina way that minimizes bias. For example, when employees understand, accept, and participate
in the budget process, they are less likely to introduce biased information. Also, decision makers
can be aware of expected bias when they make decisions based on budget information.

When organizations use budgets as a target for performance evaluations, managers have
additional incentives to lie. Managers have incentives to create budgetary slack or budget
pudding that is, overstate their budgeted costs or understate their budgeted revenues to create
a budget target that is easier to achieve. Budgetary slack also helps bulfer managers from budget
cuts imposed by higher-level management and provides protection against cost increases or
revenue shortfalls due to unforeseen events.
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These incentives can leud to the following cycle that destroys the value of budget information:
Lower-levelmanagers bias their budgets tocreate budgetary slack. Knowing that lower-levelmanagers
luce these incentives, upper-level managers correct for this bias in their inputs U> the budget process.
Lower-level managers, recognizing that upper-level managers are making this correction, then
incorporate additional bias to compensate. Upper-level managers then introduce larger corrections to

compensate for the increasedbias.This cycle of increasingbias and increasing bias corrections causes
increasing distortion in budget information. Inputs from both upper-level and lower-level managers
become increasingly meaningless,und the budget process spirals out of control.

Now let's add one more complication—managerial bonuses bused on making budget.
Suppose a manager with a $100,000 annual salary will receive a bonus ranging from 80% to

120% of a target bonusof $50,000 ifherdivisionachieves between 80% and 120% of itsbudgeted
prolil target, as shown in Exhibit 7- 1 . In this example, representative of bonus plans commonly
encountered in practice, there is a minimum level of division prolil below which no bonus ispaid
(the bonus drops from a $40,000 bonus at 80% of budgeted profit to zero bonus at any profit
level below 80% of budgeted profit) and a maximum level of division profit above which the
maximum bonus is capped (above 120% of budgeted profit, the bonus is capped at $60,000).

We should first recognize that within the relevant range of 80%- 120% of profits this system
creates appropriate incentives to work harder, mom efficiently, and more effectively to achieve
desired results. But suppose, despite a manager's best efforts, it appears that reported profit will
fall below 80% of the target profit in Exhibit 7- 1 . What inappropriate incentives does this bonus
system provide for the manager? There are incentives to "cheat," to make results appear belter
than they actually arc. The incentive to cheat is particularly strong when the division is indungcr
of falling just short of 80% of the profit target, so that a small increase in reported profit would
lead to a large jump in the amount of the bonus.

An extreme form of cheating is to "cook the books," that is, report false profit numbers.
The division manager may accomplish this by recording fictitious sales or omitting costs. For
example, a few years ago Enron and other energy companies recorded questionable sulcs of
energy contracts, and WorldCom increased reported income by treating expenses as capilul
investments. Such uctions have serious ethical and legul consequences, but sometimes the
pressure to meet profit Uirgcts has been great enough to motivatemanagers to go to such extremes.

Manugers may instead choose less extreme actions to increase reported profits. They may
increase current sales by offering customers discounts that cause Ihetn to accelerate purchases from
future periods to the current period,or offer better credit terms that are costly to the company through
increased financing costs or increased credit risk. Managers may cut discretionary expenditures,
such us research and development (R&D) and advertising, trading future sales for current profits.
These short-term actions allow managers to achieve their current bonus, but cheat the company and
its shareholders whenever the actions are not in the company's best long-run interests.

5160,000
150,000
140,000

s
100,000

Target Profit

80% of 120%of
Target Profit Target Profit

Reported Profit

Exhibit 7-1
Bonus Payments Tied to Profit Levels
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Objective A

Explain iho difficulties ol sales
forecasting.

sales forecast
A prediction of sales under a

given set of conditions.
sales budget

The sales forecast that is the
result of decisions to create

conditions that will generate a
desired level of sales.

This compensation system can also create incentives to decrease prolits when the manager
sees actual profits exceeding 120% of the profit target in Exhibit 7-1 or when profits fall so far
short of the 80% profit target that there is no hope of achieving a bonus. In these cases, managers
may move current sales into the next year by encouraging customers to defer purchases until
the next year, thus effectively transferring current income to the future. They might also speed
up actual expenditures (for example, moving maintenance planned for future years into the cur¬
rent year) or accelerate recognition of expenses (for example, writing off costs of equipment that
remains in use), taking as current periodexpenses some costs that rightly belong to future periods.

Why would managers take actions to decrease current reported profit? First, moving
this year's sules into next year or moving next year's expenses into this year increases next

yeur's income, ensuring a higher level of reported profit (and probably a higher bonus) next

year. Second, by decreasing this year's income, the manager may avoid increasing performance
expectations for the next year—and thus may avoid a higher budgeted profit target for next year.

To minimize the incentives to cheat, perl'ormunce-linked payment plans should avoid
"discontinuities" in payments. Note that in Exhibit 7-1 the manager's payment jumps up (that is,
it is discontinuous) at 80% of the target profit level and the payment levels olT (is discontinuous
again) at the maximum bonus level. To minimize incentives to transfer income between periods,
we can make bonuses and total payments increase continuously over the entire range of possible
performance so that there is no point at which a small change in profit has a large effect on pay.

Perhaps the most serious concern raised by these inappropriate incentives for lying and
cheating is that they foster cynicism about the budget process and create a culture of unethical
behavior in the organization. When managers know that the budget and evaluation processes
encourage employees to provide biased information and make questionable decisions, not only
does information quality suffer, but a lack of trust begins to pervade the organization.

How can organizations avoid unwanted incentives in budgetary systems? The main way to

avoid lyingin preparingthe budget is to rewardgoodbudget forecasts as well as good performance
against the budget. It is also important to motivate managers to take personal responsibility for
their budgets and motivate their superiors to take the budgeting process seriously.

DIFFICULTIES OF OBTAINING ACCURATE SALES FORECASTS The third problem that limits the
advantages of budgets is the difficulty of obtaining accurate sales forecasts. The sales budget
is the foundation of budgeting. Why? Because the accuracy of all components of the budget
depends on the accuracy of budgetedsales, as illustrated later in the chapter. At the Ritz-Carlton
hotels, the process of developing the sales budget involves forecasting levelsof room occupancy,
group events, banquets, and other activities. Upper management initially sets the sales largeLs.
Then, employee teams in each department provide their inputs. Once everyone agrees on a sales
forecast, managers prepare monthly department budgets bused on the sales forecast.

The sales budget isconceptually distinct from sules forecasts. A sales forecast is a prediction
of sales under a given set of conditions. The sales budget is the specific sales forecast that is the
result of decisions to create the conditions that will generate a desired level of sales. For example,
you may have various forecasts of sales corresponding to various levels of advertising. The sales
forecast for the one level of advertising you decide to implement becomes the sales budget.

The top sales executive usually directs the preparation of sules forecasts. Important factors
considered by sales forecasters include the following:

I. Past patterns of sales: Past experience combined with detailed past sales by product line,
geographic region, and type of customer can help predict future sales.

2. Estimates made by the sales force: A company's sales force is often the best source of
information about the desires and plans of customers.

3. General economic conditions: The financial press regularly publishes predictions for many
economic indicators, such us gross domestic product and industrial production indexes (local
and foreign). Knowledge of how sales relate to these indicators can aid sales forecasting.

4. Competitors' actions: Sales depend on the strength and actions of competitors.To forecast
sales, a company should consider the likely strategies and reactions of competitors, such us

changes in their prices, product quality, or services.
5. Changes in the firm's prices: A company should consider Ihe effects of planned price

changes on customer demand (see Chapter 5). Normally, lower prices increase unit sales
while higher prices decrease unit sales.
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6. Changes in product mix: ('hanging the mix of products oftencan alleel not only sales
levelshut also overall contribution margin. Identifying the most profitable products and
devising methods to increase their sales is a key part of successful management.

7. Market research studies: Some companies hire marketing experts to gather information
about market conditions and customer preferences. Such information is useful to managers
making sales forecasts andproduct-mix decisions.

8. Advertising and sales promotion plans: Advertising and other promotional costs affect sales
levels. A sales forecast should be based on anticipated effects of promotional activities.

Sales forecasting usually combines various techniques. In addition to the opinions of the sales
staff, statistical analysis of correlations between sales and economic indicators (prepared by
economists and members of the market research stall) provide valuable help. The opinions of
line management also heavily influence the final sales forecasts. No matter how many technical
experts a company uses in forecasting, the sales budget should ultimately be the responsibility of
line management. Line managers who participate fully insetting the sales budget will be more
committed to achieving the budget goals.

Governments and other nonprofit organizations face a similar problem in forecasting
revenues from Uixcs.contributions, or other sources. For example, city revenues may depend on a
variety of factors, such as property taxes, traffic fines, parking fees, license fees, andcity income
taxes. In turn, property taxes depend on the extent of new construction and general increases in
real estate values. Thux, forecasting revenues for a government or nonprofit organization may
require just us much sophistication as sales forecasts of a for-profit linn.

Types of Budgets
Businesses use several different types of budgets. The most forward-looking and least detailed
budget is the strategic plan, which sets the overall goals andobjectives of the organization. While
the strategic1plan does not deal with a specific time frame and does not produce forecasted financial
statements, it provides the overall framework for the long-range plan. Uing-range plans typically
produce forecasted financial statements for 5- to I(1-year periods. Decisions made during long-
range planning include addition or deletion of product lines, design and location of new plants,
acquisitions of buildings and equipment, and other long-term commitments. Companies coordi¬
nate their long-range plan with their capital budget, which details the planned expenditures for
facilities, equipment, new products, and other long-term investments. Short-term plans and budgets
guide day-to-day operations.

The muster budget is a detailed and comprehensive analysis of the first year of the long-
rungc plan. It quantifies targets for sales, purchases, production, distribution, and financing in
the form of forecasted financial statements and supporting operating schedules. These schedules
provide detailed information beyond what appears in the forecasted financial statements. Thus,
the master budget includes forecasts of sales, expenses, balance sheets, and cash receipts and
disbursements.

Many companies break their annual budgets into 4 quarterly or even 12 monthly budgets.
A continuous budget or rolling budget is a master budget that simply adds a month (or quarter)
in the future as the month (or quarter) just ended is dropped. Continuous budgets force manugers
to always think about the next full year, not just the remainder of the current fiscal year,
so budgeting becomes an ongoing process instead of a once-a-year exercise.

Components of the Master Budget
The two major parts of a master budget are the operating budget and the financial budget. The
operating budget sometimes culled the profit plan focuses on the income statement and its
supporting schedules or, in an organization with no sales revenues, on budgeted expenses and
supporting schedules. Incontrast, the financial budget focuses on the effects that the operating
budget and other plans (such as capital expenditures and repayments of debt) will have on cash
balances. The distinction between the operating budget and the financial budget is important
because of the distinction between profitability and financial position. There are many examples
of linns with strong profits where a weak cash position placed them in bankruptcy. There arc
also many examples of firms whose strong financial position allowed them to survive periods of
temporary unprolilability.

strategic plan
A plan that sets the overall
goals and objectives of the
organization.

long-range plan
Forecasted financial statements
for 5- to 10-ycnr periods.

capital budget
A budget that details the plunncd
expenditures for facilities,
equipment, new products, und
other long-term investments.

Objective 5

Explain the major features and

advantages of a master budget

master budget
An extensive analysis of the
first year of the long-range
plan. It summarizes the planned
activities of all subunits of an
organization.

continuous budget
(rolling budget)
A common form of master

budget that adds a month in
the future as the month just
ended is dropped

operating budget
(profit plan)
A major part of a master budget
that focuses on the income
statement and its supporting
schedules.

financial budget
The part of a master budget
that focuses on the effects that
the operating budget and other
plans (such as capital budgets
and repayments of debt) have
on cash balances.
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Operating Budget

Exhibit 7-2
Preparation of the Master Budget for a Merchandising Company

The terms used to describe specific budget schedules vary from organization to organization.
However, most master budgets share common elements. The usual master budget for a

merchandising company has the following components as shown in Exhibit 7-2:

A. Operating budget
I. Sales budget
2. Operating expense budget
3. Purchases and eost-of-goods-soldbudget
4. Budgeted income statement

B. Financial budget
I. Cash budget
2. Capital budget
3. Budgeted balance sheet

Other companies add to or adapt these categories depending on the nature of their
operations. For example, manufacturing companies add budgets for raw material, work-in-
process, and finished good inventories, and budgets lor each type of resource activity, such as
labor, materials, and factory overhead. Similarly, a consulting company might adapt the oper¬
ating expense budget to focus on its major cost—consultant salaries. In addition to the master

budget, there arc countless forms of special budgets and related reports. For example, a report
might detail goals and objectives for improvements in quality or customer satisfaction during
the budget period.
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Preparing the Master Budget
Let'sreturn to Exhibit 7-2 and trace the preparation of the master budget components. Although
the process involves a large number of detailedcalculations, always keep the big picture inmind.
Remember that the master budgeting process provides an opportunity to review key decisions
regarding all aspects of the company's value chain. Early drafts of the budget often lead to
decisions that, in turn, lead to revisions in subsequent budget drafts. This cycle may be repeated
several times before the budget is finali/ed.

The Cooking Hut
We illustrate the budgeting process using the Cooking Hut Company (CHC), a retailer of a wide
variety of kitchen and dining room items, such as coffeemakers. silverware, and table linens.
Although master budgets normally cover a full year, for the sake of brevity this illustration shows
only the first 3 months of CHC's fiscal year, April-June. Exhibit 7-3 is the closing balance sheet
for the previous fiscal year ending March 3 1,20X I .
SALES BUDGET Preparation of the master budget lor the first 3 months of the new fiscal year
requires asales budget for Imonth beyondthe 3 months because CHC bases its budgeted inventory
purchases on the following month's sales.The sales budget for the next 4 months is as follows:

April $50,(KM)

May $80.(KK>

June $60,(KM)

July $50,(KM)

The master budget also requires information about actual sales in the previous month
because CHC collects cash for the credit sales in the month following the sale. On average,
60% of sales arc cash sales and the remaining 40% are credit sales. vSales inMarch were $40,000
and the S 16,(KM)of accounts receivableonMarch 3 1 represents credit sales made in March(40%of
$40,000). Uncollectible accounts are negligible and thus ignored. For simplicity's sake, we also
ignore all local, stale, and federal taxes for this illustration.

PLANNED INVENTORY LEVELS Because deliveries from suppliers and customer demands are
uncertain, at the end of each month CHC wants to have on hand a base inventory of S20,000
plus additional inventory equal to 80% of the expected cost of goods sold for the following
month. The cost of goods sold averages 70% of sales. Therefore, the inventory on March 31 is
$20,000+ (.8 X .7 X April sales of $50,(KM))-$20,0(X> + $28,0(H> - S48,(HM). On average, CHC

Assets

Current assets
Cash
Accounts receivable, net (.4 x March sales of 540,000)
Merchandise inventory, $20,000 t .8 X (.7 X April sales of 550.000)
Unexpired insurance (for April-December 20X1)

Plant assets
Equipment, fixtures, and other
Accumulated depreciation

Total assets

510,000
16,000
48,000

1,800

$37,000
12,800

5 75,800

24,200
5100,000

Liabilities and Owners' Equity

Current liabilities
Accounts payable (.5 x Match purchases of 533,600)
Accrued wages and commissions payable (51,250 + $3,000)

Owners' equity
Total liabilities and owners' equity

516,800
4,250 $21,050

78,950
5100,000

Exhibit 7-3
The Cooking Hut Company
Balance Sheet March 31, 20X1
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pays for 50% of each month's purchases during the month of purchase and 50% during the next
month. Therefore, the accounts payable balance on March 31 is 50% of March purchases, or
.5 X $33,600»S 16,800.

WAGES AND COMMISSIONS CHC pays wages and commissions twice each month, with pay¬
ments lagged half a month after they are earned. Bach payment consists of two components:
(i) one-half of monthly fixed wages of S2.500, and (ii) commissions equal to 15% of sales,
which we assume are uniform throughout each month. To illustrate the wage and commission
payments, the March 3 1 balance of accrued wages and commissions puyablc is (.5 X $2,500) +
.5 X (.15 X $40,000) -SI.250 + $3,000-$4,250. Because of the half-month lag. CHC will pay
this $4,250 balance on April 15.

CAPITAL EXPENDITURES AND OPERATING EXPENDITURES CHC's only planned capital expen¬
diture is the purchase of new fixtures for $3,000 cash in April. CHC has monthly operating
expenses as follows:

CASH BALANCES Because collections lugcredit sales,CHC often struggles to come up with the
cash to pay for purchases, employee wages, and other outlays. To meet cash needs, CHC uses
short-term loans from local hanks, paying them buck when excess eush is available. CHC main¬
tains a minimum$10,000 cash balance at the end of each month for operating purposes and can
borrow or repay loans only in multiples of SI,(XX). Assume that borrowing occurs at the begin¬
ning and repayments occur at the end of the month. Also assume that interest of 1% per month is
paid in cash at the end of each month.

Steps in Preparing the Master Budget

I. Using the data given, prepare the following budgets and schedules for each of the months
of the planninghorizon:

Schedule a. Sales budget
Schedule b. Cash collections from customers
Schedule e. Purchases and eost-of-goods-sold budget
Schedule d. Cush disbursements for purchases
Schedule e. Operating expense budget
Schedule f. Cash disbursements for operuling expenses

Operating Budget

2. Using the supporting budgets and schedules, prepare a budgeted income statement for the
3 months ending June 30, 20X I.

financial Budget

3. Prepare the following budgets and forecasted financial statements:

a. Cupital budget
b. Cush budget, including details of borrowings, repayments, and interest for each month

of the planning horizon
e. Budgeted balance sheet as of June 30, 20X I

Organizations with effective budgetsystems have specific guidelines for the steps and timing
of budget preparation. Although the details differ, the guidelines invuriably include the preceding
steps. As we f ollow these steps to prepare CHC's master budget, be sure that you understand the
source of each figure in each schedule and budget.

Miscellaneous expenses

Rent

Insurance

Depreciation, including new lixtures

5% of sales, paidas incurred

$2,(KM), paidas incurred

$20(1expiration per month

$50(1per month_

Objective 6

Follow the principal steps in
preparing a master budget

The principal steps in preparing the master budget arc as follows:

Supporting Budgets and Schedules
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Step 1:Preparing Basic Data

STEP 1A: SALES BUDGET The sales binlgel is the starting point for budgeting because planned
inventory levels, purchases, and operating expenses all depend on the expected level of sales.
Schedule a includes information about actual March sales because March credit sales affect cash
collections in April.

Schedule a: Sales Budget

March April May June April-June Total

Total Sales S40.000 $50,(100 S80.00Q $60,000 $ 190.0(H)

Objective 7

Prepare the operating budget
and the supporting schedules.

STEP IB:CASH COLLECTIONS FROM CUSTOMERS Schedule b uses the sales budget to plan when
CHC will collect cash. In turn, we will use Schedule h to prepare the cash budget in step 3. Cash
collections from customers include the current month'seush sales plus collection of the previous
month's credit sales.

Schedule b:Cash Collections from Customers

April May June

Cash sales (60% of current month sales) S30,(XH) S4H.OOO $36,(HH)

Collection of last month's credit sales (40% of previous 16,000 20,000 32,(HH)

month sales)

Total collections S46.000 S6K,000 $68,(MX)

STEP 1C: PURCHASES BUDGET The elements of the purchases budget are liedtogether by a simple
intuitive identity that ignores minor complications such as returns and delects but relates the
fundamental uses of inventory to the sources: Inventory is either sold or else carried over to the
next period as ending inventory. Inventory comes from cither beginning inventory or purchases.
Therefore,cost of goods sold plus ending inventory equals beginning inventory plus purchuscs.

We budget cost of goods sold by multiplying the cost of merchandise sold percentage (70%)
by budgeted sales. The total merchandise needed is the sum of budgeted cost of goods sold plus
the desired ending inventory. Finally, we compute required purchases by subtracting beginning
inventory from the total merchandise needed:

Schedule c: Purchases Budget

March April May June April-June Total

Budgetedcost of goods sold1 $35,(XX) S 56,000 $42,(KM) $133.000

Plus: Desiredending inventory" 64.8(H) 53.6(H) 48.000
Total merchandise needed $99,8(H) S109.6(H) $90,(MX)

Less: Beginning inventory 48,(XH)$ 64.8(H) 53,600

Purchases $33.600* $5 1.8(H) S 44.8(H) $36,4(X)

'.7 X April unlet of $5<MMK> -$35,<HK>; .7 X May sales of $80,(MK> -$5ft,0IK); .7 X June sales of $60,000-$42,<XH>

** )>20.000 +(.80X next month coat of good* sold)
binding inventory from March was S4K.OOO us .shmvn in l-xhihic 7-3.
Purchases for March were ending inventor)- ($48,OIK) us shown in lixliihit 7-3) plus cost of goods sold (.7 x March

sales of S40.IKK)) less beginning inventory ($42,400 -$20.0tK) + 1.8 X Murch cost of goods sold of S28.IKX))).

STEP 1D: DISBURSEMENTS FOR PURCHASES We use the purchases budget to develop Schedule d.
Inour example,disbursements are 50% of the current month's purchases and 50% of the previous
month's purchases.

Schedule d: Cash Disbursements for Purchases

April May June

50% of lost month's purchases $ 16.8(H) S25.900 $22,4(H)

Plus 50% of (his month's purchases 25.9(H) 22,400 18.2(H)

Disbursements for purchases $42.7<X) S4K.300 $40,(HH)

STEP 1E: OPERATING EXPENSE BUDGET Month-to-month changes in sales volume and other
cost-driver activities directly influence many operating expenses. Examples of expenses driven
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by sales volume include sales commissions anddelivery expenses—these arc included inmiscel¬
laneous expenses for CHC. Other expenses, such as rent, insurance, depreciation, and wages,
are not influenced by sales (within appropriate relevant ranges), and we regard them as fixed.
Schedule e summarizes operating expenses for CHC.

Schedule e: Operating Expense Budget

March April May June April-June Total

Wages (lixed) $2,500 5 2,500 $ 2,500 $ 2,5(H)

Commissions (15% of current month's sales) 6,000 7.5(H) 12,000 9,000
Total wages and commissions $8,500 510,000 $ 14.5(H) 511.5(H) $36,000
Miscellaneous expenses (5%of current sales) 2,500 4.0(H) 3,000 9.5(H)

Rent (tixed) 2,000 2.(HH) 2,(HH) 6,000
Insurance (fixed) 200 2(H) 2(H) 600

Depreciation (lixed) 500 5(H) 5(H) 1,500
Total operating expenses 515,200 $21.2(H) 517.2(H) $53,600

STEP 1F: DISBURSEMENTS FOR OPERATING EXPENSES Disbursements for operating expenses
arc basedon the operating expense budget. Disbursements include50% of last month's wages and
commissions, 50% of this month's wages andcommissions, andmiscellaneous and rent expenses.
There is no monthly cash disbursement for Insurance (which is paid annually at the beginning of
the year) nor for depreciation (which does not involve any periodic cash disbursement). We will
use the total of these disbursements for each month in preparing the cash budget.

Schedule f: Disbursements for Operating Expenses

April May June

Wages and commissions
50% of last month's expenses 5 4,250 5 5,(H)() 5 7,250
50% of this month's expenses 5.000 _7,250 5.750

Total wages and commissions 5 9,250 512,250 SI3,(H)()

Miscellaneous expenses 2,500 4,000 3,(HK)

Rent 2,(H)() 2,(KK) 2,(K)(>

Total disbursements 513.750 518.250 518,000

Step 2: Preparing the Operating Budget
Steps la, Ic. and Ic,along with interest expense from the cash budget (which we will construct
in step 2), provide information to construct the budgeted income statement in Exhibit 7-4. Bud¬
geted income from operations is often a benchmark forjudging management performance.

Exhibit 7-4
The Cooking Hut Company
BudgetedIncome Statement
for Three Months Ending
June 30, 20X1

Data Source of Data

Sales $190,000 Schedule a
Cost of goods sold 133.000 Schedule c
Gross margin S 57,000

Operating expenses:
Wages and commissions $36,000 Schedule e
Rent 6,000 Schedule e

Miscellaneous 9,500 Schedule e
Insurance 600 Schedule e

Depreciation 1,500 53,600 Schedule e
Income from operations $ 3,400
Interest expense _410 Cash budget

Net income $ 2.990
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Step 3: Preparation of Financial Budget
The second major part of the master budget is the financial budget, which consists of the capital Objective 8
budget, cash budget, and ending balance sheet.

STEP 3A: CAPITAL BUDGET In our illustration, the $3,000 planned purchase of new fixtures
in April is the only item in the capital budget. More complex eapital budgets are illustrated in
Chapter 1 1 .
STEP 3B: CASH BUDGET The cash budget is a statement of planned cash receipts and disburse¬
ments. Cash budgets help management avoid either unnecessary idle cash or unnecessary cash
deficiencies. The cash budget is heavily affected by the level of operations summarized in the
budgeted income statement.

The cash budget inExhibit 7-5 has the following major sections, where the letters a\ y, and Z
refer to the lines that summarize the effects of that section:

• The available cush balance (a*) is the amount by which the beginning cash balance exceeds
CHC's $I0,(KK) minimum cash balance. Companies maintain a minimum cash balance
to allow for fluctuations in the level of cash during the month—daily balances during the
month typically fluctuate relative to the beginning and ending cash balances—and also
to provide for unexpectedcash needs.

• Net cash receipts and disbursements (y):
I. Cash receipts depend on collections from customers' accounts receivable, cash sales,

and onother operating cash income sources, such as interest receivedon notes receivable.
Trace total collections from Schedule b to Exhibit 7-5.

2. Disbursements for purchases depend on the credit terms extended by suppliers and the
bill-paying habits of the buyer. Trace disbursements for merchandise from Schedule d
to Exhibit 7-5.

Prepare the financial budget.

cash budget
A statement of planned cash
receipts and disbursements.

April May June

Beginning cash balance S 10,000 S 10,410 S 10,720

Minimum cash balance desired 10,000 10,000 10,000

Available cash balance (x) s P S 410 S 720

Cash receipts and disbursements

Collections from customers (Schedule b*) S 46,000 S 68,000 S 68,000

Payments for merchandise (Schedule d) (42,700) (48,300) (40,600)

Payments for operating expenses (Schedule f ) (13,750) (18,250) (18,000)

Purchase of new fixtures (Step 3a) (3,000)

Net cash receipts and disbursements (y) $ (13,450) S 1,450 S 9,400
Excess (deficiency) of cash before financing (x +y) (13,450) S 1,860 S 10,120

Borrowing (at beginning of month) S 14,000'
Repayments (at end of month) S (1,000) S (9,000)

Interest payments (1% per month, end of month') (140) (140) (130)

Total cash increase (decrease) from financing (z) % 13,860 S 0,140) S (9,130)

Ending cash balance (beginning +y z) S 10.410 110.720 S 10,990

x, y, and / k«y«d lo th* Mplwntion In "if t*xt.
'Borrowingand rrpaymont ot principal ai« made M multlplMol$1,000, at an Intereilrale of 1% per month.
'Intireit computation*: $14,000x 01- $140; $14,000 x .01- $140; $13,000X .01 -$130

Exhibit 7-5
The Cooking Hut Company
Cash Budget for Three Months
EndingJune 30, 20X1
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3. Payroll depends on wages and commission terms and on payroll dales. Some costs and
expenses depend on contractual terms for installment payments, mortgage payments.
rents, leases, and miscellaneous items. Traee disbursements for operating expenses from
Scheduler to Exhibit 7-5.

4. Other disbursements include outlays for fixed assets, long-term investments, dividends,
and the like. An example is the $3,000 expenditure for new fixtures.

• The total cash increase (decrease) from financing (z) depends on the total available cash
balance (x) and the net cash receipts and disbursements (y). If cash available plus net cash
receipts less disbursements is negative, borrowing is necessary—Exhibit 7-5 shows that
CHC will borrow S 14,000 in April to cover the planned deficiency. IIcash available plus
net cash receipts less disbursements is sufficiently positive, CHC can repay loans—it
repays $ 1,000and $9,000 inMay and June, respectively. This section of the cash bud¬
get also generally contains the outlays for interest expense. Trace the calculated interest
expense, which inour example is the same as the cash interest payments for the 3 months,
to Exhibit 7-4, which then will be complete,

• The endingcash balance is the beginning cash balance +y + z. Financing, has either a

positive (borrowing) or a negative (repayment) effect on the cash balance. The illustrative
cash budget shows the pattern of short-term, "self-liquidating" financing. Seasonal peaks
often result in heavy drains on cash—for merchandise purchases and operating expenses—
before the company makes sales andcollects cash from customers. The resulting loan is
"self-liquidating"—that is, the company uses borrowed money to acquire merchandise
for sale, and uses the proceeds from sales to repay the loan. This "working capital cycle"
moves from cash to inventory to receivables and back to cash.

STEP 3C: BUDGETED BALANCE SHEET The final step in preparing the master budget is to
construct the budgeted balance sheet (Exhibit 7-6) that projects each balance sheet item in
accordance with the business plan as expressed in the previous schedules. Specifically, the

Exhibit 7-6
The Cooking Hut Company
Budgeted Balance Sheet
June 30. 20X1

Assets

Current Assets

Cash (Exhibit 7-5)

Accounts receivable, net (.4 X June sales of 560,000)

Inventory (Schedule c)

Unexpired insurance (for July-December)

Plant Assets

Equipment, fixtures, and other ($57,000 f $3,000)

Accumulated Depreciation ($12,800 + $1,500)

Total assets

$10,990

24,000

48,000

1,200

$40,000

(14,300)

$ 84,190

25,700

H09,890

Liabilities and Owners' Equity
Current liabilities

Accounts payable (.5 x June purchases of $36,400) $18,200

Short-term bank loan 4,000

Accrued wages and commissions payable (.5X11,500) 5,750 $ 27,950

Owners' equity (78,950 x 2,990 net income) 81,940

Total liabilities and owners' equity $109,890

Mow: March 31, 20X1 beginning balance* are uted tor computation* of unexpired Iniurance, plant ai*ets. and onner*' equity.



Business First
Business Plans and Budgets
Start-up companies ina variety of Industries have mushroomed
Into multibllllon-dollar companies. How do those companies
get started? An essential component In securing Initial funding
for a start-up Is the development of a business plan. The fed¬
eral government's Small Business Administration recommends
a business plan with three sections:

I.The Business—Includes a description of die buslnoss. a
marketing plan, an assessment of the competition, a list of
operating procedures, and a roster of personnel

2. Financial Data—Includes thefollowing Items:
Loan applications
Capital equlpmont and supply list
Pro forma balance sheot
Break-even analysis
Pro forma Income projections (Income statements):

Three-year summary
Detail by month, first year
Detail by quarters, second and third years
Assumptions upon which projections were based
Pro forma cash flow statements

3. Supporting Documents—Includes a varloty of logal
documents and Information about the principals Involved,
suppliers, customers, etc.

Financial data are an Important part of a business plan.
the centerpiece of which Is the master budgot. The budgeted

Income statement and budgeted cash flow statoment are
essential to predicting the future prospects of any business.
Thoy are especially critical to assessing the prospects of a new
company that has little history to analyze.

The Importance of a budget to a start-up company was
emphasized by Jim Rowan, former senior vice president of
SunAmerit .1.who left to form a now company. TncrypTix.
Ho raised $36 million In Investment funding to spin EncrypTlx
off from St amps.c 01n. Tho company focuses on Intornot
delivery and storago of tickets, coupons, and vouchers. Rowan
stated, "Tho koy thing for a start-up Is to dovelop a budgot and
put It like a stake In the ground, so you can measure against It.
It's not a celling, It's not carved In stone, but you have to have
something that's a benchmark."

Budgeting Is often not tho most exciting task for entrepre¬
neurs. Howovor, lack of a crodlble budgot Is one of the main
reasons venture capitalists cite when thoy refuse funding for
a start-up. Further, a cash shortage Is one of the main causes
of failure among start-up companies. Anyone wanting to bo an
entrepreneur would be woll-advlsed to study budgeting and
learn how It can bo a powerful tool both for managing die com¬
pany and for promoting tho company to potential Investors.

SourceAdipttd from Sm»ll BuilncuAdmlnlitriilon, The Builrwii/"lore Roadmap
10 Succm <www.tbajov/ra'iingi'ltvkxbuiplam.html): and K. Klein. "Budjotlnj
Halp* Secure Longevity." Lot Anpta Timet. Augutt 2. 2000, p. C6.

beginning balances al March 31 would be increased or decreased in light of the expected
cash receipts and cash disbursements in Exhibit 7-5 and in light of the effects of noncash
items appearing on the income statement in Exhibit 7-4. For example, unexpired insurance
is a noncash item that would decrease from its balance of $1,800 on March 31 to $1,200 on
June 30.

Strategy and the Master Budget
The master budget is an important management tool for evaluating and revising strategy. For
example, the initial formulation of the budgeted financial statements may prompt manage¬
ment to consider new sales strategies to generate more demand. Alternatively, management
may explore the effects of various adjustments in the timing of cash receipts and disburse¬
ments. The large cash deficiency in April, for example, may lead to an emphasis on cash
sales or an attempt to speed up collection of accounts receivable. In any event, the first draft
of the master budget is rarely the final draft. As managers revise strategy, the budgeting pro¬
cess becomes an integral part of the management process itself—budgeting is planning and
communicating, The Business First box above describes the imporlunt role of budgets in
start-up companies.

303
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Making Managerial Decisions

Some managers focus on the operating budget, while others
are more concernedwith the financial budget. How does the
opernting budget differ from the financial budget'.'

Answer
'llie operating budget focuses on the income statement, which
uses accmal accounting. It measures revenues and expenses.
Line operating managers usually prepare and use the opernt¬
ing budget. In contrast, the financial budget focuses primarily

on cash flow. It measures tlie receipts and disbursements of
cash. Financial managers, such as controllers and treasurers,
focus on the financial budget. 'Hie operating budget is a better
measure of long-runperformance, hut the financial budget is
essential to plan for sliort-term cash needs and manage cash
balances. A shortage of cash can get a company into financial
trouble even when operating performance appears to he okay.
Thus, bothoperating and financial budgets arc important to an
organization.

Summary Problem for Your Review
Be sure you understand every step of the CHC example before you tackle this review problem.

PROBLEM
The Country Store is u retail outlet for a variety of hardware and housewares. The owner is
eager to prepare a budget and is especially concerned with her cashposition. The company will
have to borrow inorder to finance purchases made inpreparation for high expected sales during
the busy last quarter of the year. When the company needs cash, borrowing occurs at the end of
a month. When cash is available lor repayments, the repayment occurs at (he end of a month.
The company pays interest in cash al the endof every month at a monthly rate of 1% on the
amount outstanding during that month.

Review the structure of the example in the chapter and then prepare the Country Store's
master budget for the months of October. November, and December. The owner has gathered
the data shown in Exhibit 7-7 to prepare the simplified budget. In addition, she will purchase
equipment in October for $19,750 cash and pay dividends of S4,(KK) in December.

Balance Sheet as of September 30, 20X1 Budgeted sales:
Assets September (actual) $60,000

Cash S 9,000 October 70,000
Accounts receivable 48,000 November 85,000
Inventory 12,600 December 90,000
Plant and equipment (net) 200,000 January 20X2 50,000

Total assets 5269,600
Other data:

Liabilities and stockholders' equity Required minimum cash balance $8,000
Interest payable 0 Sales mix. cash/credit
Note payable 0 Cash sales 20%
Accounts payable 18,300 Credit sales (collected the following month) 80%
Capital stock 180,000 Gross profit rate 40%
Retained earnings 71,300 Loan interest rate (interest paid incash monthly) 12%

Total liabilities and stockholders' equity S269,600 Inventory paid for In
Month purchased 50%

Budgeted expenses (per month): Month after purchase 50%
Salaries and wages S 7.500 Salaries and wages, freight-out, advertising,
Freight out as a percent of sales 6% and other expenses arc paid in cash in the
Advertising S 6,000 month incurred.
Depreciation S 2,000
Other expense as a percent of sales 4%

Minimum inventorypolicy as a percent
of next month's cost of goods sold 30%

Exhibit 7-7
The Country Store
Budget Data
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SOLUTION

Schedule a: Sales budget

October November December Total
Credit sales, 80% $56,000 $68,(XX) $72,000 $196,000
Cash sales, 20% 14,000 17,(XX) 18,(MX) 49,(XM)

Total sales $70.000 $85.(XX) $90.(XX) $245.(XX)

Schedule b: Cash collections from customers

October November December Total

Cash sales $14,000 $I7,(XM) $18,(XX) $ 49,(XM)

Collections from prior month 48,(XX) 56,000 68,(MX) 172,(XX)

Total collections $62.000 $73.«XX) $X6.(X)() $221,(XX)

Schedule c: Purchases budget

October November December Total

Desiredending inventory $15,300 $16,200 $ 9,(XX) $ 40,500

Plus cost of goods sold 42,000 51.(XX) 54,(XX) 147,(XX)

Total needed $57,300 $67,200 $63,000 $187,500
I-evs: Beginning inventory 12.600 I5.3IX) 16.200 44.100

Total purchases $44,700 $51.900 S46.81X) $143,400

Schedule d: Cash disbursements for purchases

October November December Total

For September* $18,300 $ 18.300
For October 22,350 $22,350 44,7(X)

For November 25.950 $25,950 51,900
For December 23,400 23.400

Total disbursements $40,650 $48,300 549,350 $I38,3(X)

•The amount payable on die September 30. 20X 1. balance sheet.

Schedules e and f: Operating expenses and disbursements for expenses (except interest)

October November December Total

Cash expenses:
Salaries and wages $ 7,500 $ 7„5(X) S 7,5(M) $22,5(X)

Freight-out 4,200 5,100 5,400 I4.7IX)

Advertising 6,(XX) 6,000 6,(MX) 18,(XX)

Other expenses 2,800 3,4<X) 3,6(X) 9,8(X)

Total disbursements for

expenses $20,500 $22.<>>) $22300 $65,000

Noncash expenses:
Depreciation 2,(XX) 2,(XX) 2,(XX) 6,000

Total expenses $22,5(H) $24,(XX) S24.5(M) $71.(XX)
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The Country Store
(.'ash Budget for the Mouths of October-December,20X I

October November December
Beginning cash balance $ 9,(KM) $ H.000 S 8,000

Minimum cash balance desired 8,000 K.(HM) 8,000

Available cash balance 1.000 0 0

Cash receipts and disbursements:

Collections from customers 62,000 73,(HH) 86,000

Payments for merchandise (40,650) (48.3(H)) (49,350)

Operating expenses (20.5(H)) (22.0(H)) (22.5(H))

Equipment purchases (19,750) 0 0

Dividends 0 0 (4.0(H))

Interest* 0 (179) (154)

Nei cash receipts and disbursements (18,900) 2,521 9,996

Excess (deficiency) of cash before financing $ (17.9(H)) $ 2,521 S 9,996

Financing:

Borrowing' $ 17,9(H) $ 0 5 0

Repayments _0 (2,521) 996)

Total cash from financing 17.9(H) (2,521) (9,996)
Endingcash balance $ K.(HH) $ K,(HH) S X.O(K)

'Intercut i* |*uidon the lt>un amount* outstanding during the month. November: (.01) X ($17,900)-SI79; December:
(.01) X ($17,900 -$2,521)-$154.

'Borrowings urc at the end of the month In the amount* needed. Repayment* al*o arc made at the end of the month In
the amount thut exec** cash permit*.

The Country Store
Budgeted IncomeStatement for October-December, 20X1

October-December
October November December Total

Sales $70,000 $85,(HH) S90,(H)0 $245,000
Cost of goods sold 42,(XX) 51,000 54,(HH) 147,000

Gross margin 28,0(H) 34,(HH) 36,(HH) 98,(HH)

Operating expenses
Salaries and wages 7,5(H) 7,500 7.5(H) 22.5(H)

Freight-out 4.2(H) 5,100 5.4(H) 14.7(H)

Advertising 6.0(H) 6,000 6,(XX) 18,000

Other 2,8(H) 3,400 3.6(H) 9.8(H)

Interest* — 179 154 333

Depreciation 2.0(H) 2,000 2.000 6,(XX)

Total operating expense $22,5(H) $24,179 S24.654 S 71,333

Net operating income $ 5.5(H) $ 9,821 Si1,346 $ 26,667

'intercut expcn*c I* the monthly intcitKt rutc time* the borrowed amount held lor the month. November: (.01)X
$17 .900-$179; December: (.01) X $15,379 -$154.
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The Country Store
Budgeted Balance Sheets as of' tlie Ends of October-December, 20X I

Assets October November December*
Current assets

Cosh $ 8,(KM) S 8,000 $ 8,(KK>

Accounts receivable 56,000 68,000 72,(KH)

Inventoiy _LS» 16.200 9.0W
Total current assets 79,300 92,200 89,(HH)

Plant, less accumulated depreciation' 217,750 215,750 213.750
Total assets $297,050 S307.950 $302,750

1.labilities and Stockholders' Kqultlcs

Liabilities

Accounts payable $ 22,350 S 25,950 $ 23.4(H)

Notes payable 17,9(H) 15,379 5,383

Total liabilities 40,250 41,329 28,783

Stockholders' equity

Capital stock 180,000 180,000 I8(),(HH)

Retainedearnings 76.H00 86,621 93.967
Total stockholders' equities 256.8(H) 266,621 273,967

Total liabilities and stockholders' equities $297,050 S307,950 $302,750

'The December 30. 20X1, balance *hcct in the ending buluncc sheet for the quarter.

'October ending balance In Plum-heginning bnluncc + equipment purchiwc* -depreciation-3200,0(10+$19,750-
$2,000ÿÿ$217,750.

Activity-Based Master Budgets
The budget process we have described thus lar in this chapter canbe culled functional budgeting
because the focus is on preparing budgets by function, such as production, selling, and admin¬
istrative support. Organizations that have implemented activity-based cost accounting systems
often use these systems as u vehicle to prepare an activity-based budget (ABB)—a budget thai
focuses on the budgetedcost of activities required to produce and sell products and services.

An activity-based budgetary system emphasizes the planning and control purpose of cost

management. Our discussion of activity-based costing (ABC) in Chapter 4 focused ondesigning
cost accounting and cost allocation systems that provided more accurate product and service
costs. However, once a company lias designed and implemented an ABC system, it cun use the
same framework for its budgetary system. Exhibit 7-8 highlights Ihe main concepts and differ¬
ences between ABC allocation of resource costs to activities and products, andABB.

Just as in functional budgeting (see Exhibit 7-2), ABB begins with the forecasted demand
for products or services—Ihe sales budget. In functional budgeting, the next steps are to deter¬
mine the ending-inventory budget, the material purchases budget, and the cost-of-goods-sold
budget. In ABB. the focus is on estimating the demand for each activity's output as measured
by its cost driver. Then, we use the rate at which activities consume resources to estimate or
budget the resources needed. As we can see from comparing Exhibits 7-2 and 7-8, functional
budgeting determines the resources needed directly from the predicted sales of products or
services, while ABB uses the sales pa-dictions to estimate the activities required, which in turn
determines the resources needed. Because of the emphasis on activities and their consumption of
resources, some managers believe that ABB is more useful for controlling waste and improving
efficiency—a primary objective of budgeting.

functional budgeting
Budgeting process that focuses
on preparing budgets for various
functions, sucli as production,
selling, and administrative
support.

activity-based budget
(ABB)
A budget that focuses on the
budgetedcost of activities
required to produce and sell
products and services.
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Exhibit 7-8
ABC and ABB Compared Activity-Based Cost Allocation Activity-Based Budgeting
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Most companies do nol realize the full benefits of'ABC until they also integrate it into their
budgeting system. Often accountants "own" the costing system of a company, but the budget¬
ing system "belongs" to managers. ABB requires managers to focus on managing activities as

they prepare their budgets using the sume framework used by the ABC- system. For example,
when Dow Chemical integrated its new ABC system with its budgeting process, it undertook
a massive training effort for "controllers, accountants, work process subject matter experts, cost

center owners, business manufacturing leaders, and site general managers." By creating budgets
consistent with cost reports. Dow gained much greater benefit from itsABB system.

Government organizations such as the U.S. Small Business Administration (SBA) also use
ABB. The SBA is one of the five largest federal credit agencies with over $50 billion in loans.
An article published by the SBA touted its use of ABB:

Our goal is to clearly identify the activities that must be performed to produce
critical outputs and then determine the level of resources that must be committed to

successfully complete the activity. Once this is done, we can determine how various
funding levels affect the outputs producedby the SBA. The ABB processprovides SBA
management the quality information necessaryfor sounddecision making.

financial planning model
A mathematical model of

the master budget that can
incorporate any set of

assumptions about sales,
costs, or product mix.

Budgets as Financial Planning Models
A well-made muster budget that considers all aspects of the company (the entire value chain)
provides the basis for an effective financial plunning model, u mathematical model that can
incorporate the effects of alternative assumptions about sales, costs,or product mix. Today, many
large companies have developed large-scale financial planning models based on the master bud¬
get to predict how various decisions might affect the company. For example, a manager might
want to predict the consequences of changing the mix of products offered for sale to emphasize
several products with the highest prospects for growth. A financial planning model would pro¬
vide operational and financial budgets under alternative assumptions about the product mix, sales
levels, production constraints, quality levels, scheduling, and so on. Most importantly, managers
can get answers to what-if questions, such as "What if sales are 10% below forecasts? What if
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material prices increase 8% instead of 4% us expected? What if the new union contract grants a
6% raise in consideration for productivity improvements?"

Using the master budget in this way is a slep-by-stcp process inwhich managers revise their
tentative plans us they exchange views on various aspects of expected activities. For instance,
Dow Chemical's model uses 140 separate, constantly revised cost inputs that are based on
several different cost drivers. By mathematically describing the relationshipsamongall the oper¬
ating and financial activities and among the other major internal and external factors that affect
the results of management decisions, financial planning models allow managers to assess the
predicted itnpucls of various alternatives before they make final decisions.

Financial planning models huve shortened managers' reaction limes dramatically. We can
prepare in minutes (or even seconds) a revised plan for a large company that once took many
accountants many duys to prepare by hand. For example. Public Service Enterprise Group, a
New Jersey utility company, can revise its total master budget several times a day, if necessary.

Spreadsheet software has put financial planning models within reach of even the smallest
organizations. Appendix 7 illustrates how to use a spreadsheet model for planning. Reudy access
to powerful modeling, however, does not guuraniee plausible or reliable results. Financial plan¬
ning models are only us good as the assumptions and the inputs used to build and manipulate
them—what computer specialists call G1GO (garbage in, garbage out). Neurly every CFO has
a horror story to tell about following the bad advice generated from a financial planning model
with accurate calculations but faulty assumptions or inputs.

Highlights to Remember
I. Explain how budgets facilitate planning and coordination. A budget expresses, inquantita¬

tive terms, an organization's objectives and possible steps for achieving them. Thus, a budget is a tool
that helps managers in both their planning and control functions. Budgets provide a mechanism for
communication between units and across levels of the organization. In an environment that encourages
open communication of the opportunities and challenges facing the organization, the budget process
allows managers to coordinate ongoing activities and plan for the future.

2. Anticipate possible human relations problems caused by budgets. The success of a
budget depends heavily on employee reaction to it. Negative attitudes toward budgets often prevent
realization of many of the potential benefits. Such attitudes are usually caused by managers who use
budgets only to limit spending or to punish employees. Budgets generally are more useful when all
affected parties participate in their preparation.

3. Explain potentially dysfunctional incentives in the budget process. When managem want

to increase die resources allocated to their unit or when managers are evaluated based on perfonnance
relative to budgetedamounts, there are incentives to bias the information that goes into their budgets,
making budget information less useful. When managers are compensated using typical bonus scliemes,
there may lie pressure to report inflated results and Incentives to make short-run decisions that are not

in the best long-run interests of die organization. Not only do such incentives lead managets to make
poor decisions, they undercut efforts to maintainhigh ethical standards in the organization.

4. Explain the difficulties of sales forecasting. Sales forecasting combines various techniques as
well as opinions of sales staff and management. Sales forecasters must consider many factors, such as past
patterns of sales, economic conditions, and competitors' actions. Sales forecasting is difficult because of
its complexity and the rapidchanges in the business environment in which most companies operate.

S. Explain the major features and advantages of a master budget. The two major parts of
a master budget are the operating budget and the financial budget. Advantages of budgets include
formalization of planning, providing a framework for judging performance, and aiding managers in
communicating and coordinating their efforts.

ft. Follow the principal steps in preparing a master budget. Master budgets typically cover
relatively short periods—usually Imonth to Iyenr. Tlie steps Involved inpreparing the master budget
vaiy across organizations but follow the general outline given on pages 299-303. Invariably, the first
step is to forecast sales or service levels. The next step should be to forecast cost-driver activity levels,
given expected sales nnd service. Using these forecasts and knowledge of cost behavior, collection
patterns, and so on, managers can prepare the operating and financing budgets.
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7. Prepare the operating budget and the supporting schedules. The operating budget
includes the income statement tor the budget period. Managers prepare it usingdie following supporting
schedules: sales budget,purchases budget, and operating expense budget.

8. Prepare the financial budget. The second major part of the master budget is the financial budget.
'fhe financial budget consists of a cash budget, capital budget, and a budgeted balance sheet. Managers
prepare the cash budget from the following supporting schedules: cash collections, disbursements for
purchases, disbursements for operating expenses, and other disbursements.

Objective 9

Use a spreadsheet to develop
a budget.

Appendix 7: Use of Spreadsheet Models for
SensitivityAnalysis
Spreadsheet software is a powerful and flexible tool for budgeting. An obvious advantage of a

spreadsheet is that arithmetic errors are virtually nonexistent. More importantly, managers can
use spreadsheets to make a mathematical model (a financial planning model) of the organization.
At very low cost, they can apply this model with a variety of assumptions that reflect possible
changes inexpected sales, cost drivers, cost functions, and so on. The objective of this appendix
is to illustrate how to use a spreadsheet model for sensitivity analysis.

Recall the chapter's Cooking Hut Company (CHC)example. Suppose CHC has prepared its
master budget using spreadsheet software. To simplify making changes to the budget, we have
placed the relevant forecasts and other budgeting details in Exhibit 7-9. Note that for simplifica¬
tion, we have included only the data necessary for the purchases budget. The full master budget
would require a larger table thul includes all the data given in the chapter.

Euchcell of the spreadsheet is referenced by its column (a letter)and its row (anumber). For
example, the beginning inventory for the budget periodis in "D4," which is shown us S48,00(). By
referencingthe budget data's celladdresses,you can generate the purchases budget (Exhibit 7- 1 1)

within the same spreadsheet by entering formulas insteadof numbers into the schedule. Consider
Exhibit 7-I0. Instead of retyping $48,000, April's beginning inventory in the purchases budget,
incell DI7. type a formula with the cell address for the April beginning inventory from the pre¬
ceding table, -D4 (the cell address preceded by an sign—the common spreadsheet indicator
for a formula). Likewise, all the cells of the purchases budget will contuin formulas that include
cell uddresses instead of numbers. The total inventory needed in April (cell DI6) is **DI3 +DI4,
and budgeted purchases in April (cell D19) arc "D16 - D17. We can compute the figures for
May and June similarly within the respective columns. This approach gives the spreadsheet
the most flexibility because you can change any number in the budget data in Exhibit 7-9 (for
example, a sales forecast), and the software automatically recalculates the numbers in the entire
purchases budget. Exhibit 7-10 shows the formulas used for the purchases budget. Exhibit 7- 1 1
is the purchases hudgel displaying the numbers generated by the formulas in Exhibit 7- 1() using
the input data in Exhibit 7-9.

Exhibit 7-9
The Cooking Hut Company
Budget Date (Columnand
row labels are given by the
spreadsheet.)

A B c D E F

1 Budgeted data

3
4 March (actual) S40.000 Beginninq inventory $48,000

I.
7

April

May
June

50,000

80,000
60,000

Desired ending inventory:
Base amount
Plus percent of next

month's cost of

$20,000

H

')

July 50,000 goods sold
Cost of goods sold

m
10 as percent of sales 70%
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A B C D E F

11
12
H

14

Schedule c_
Purchases budget
Desired ending inventory

Plus cost of goods sold

Total needed

-- Mav- D5 + D8*
(D10*B6)

D10*B5

-may—-- D5 1 D8"
<D10*B7)

D10*B6

- D5 + D8"
(D10*B8)

D10*B7
~TT

16 D13 + D14 E13 + E14 -F13 + F14
17
18

Less beginning inventory D4 -D13 E13

19 Purchases D16 D17 1m IT* 1m -J -F16 F17

Exhibit 7-10
The Cooking Hut Company
Purchases Budget Formulas

Now, what if you want to know the effect on budgeted purchases if the sales forecast is
revised upward by I0%? By changing the sales forecasts in spreadsheet Exhibit 7-9, you obtain
a nearly instantaneous revisionof the purchases budget. Exhibit 7- 12 shows the revised budget
bused on these alternative sales forecasts. The revised sales forecasts are shown in red type and
the revised purchases budget is shown in blue type. We can alter any piece of budget data in
the table, and easily view or print out the effects on purchases. This sort of analysis, assess¬
ing the effects of vurying one of the budget inputs, up or down, is an example of sensitivity
analysis the systematic varying of decision input assumptions to examine the effect on the
decision. This is one of the most powerful uses of spreadsheets for financial planning models.
Note that while you can vary more than one type of budget input at a time, it becomes more
difficult to isolate the effects of individual changes once you start making multiple changes
simultaneously.

We can prepare every schedule, operating budget, and linanciul budget of the master budget
on a spreadsheet, linking the various schedules using the appropriate cell addresses just as we
linked the budget input data (Exhibit 7-9) to the purchases budget (Exhibits 7-10 and 7-11). As
in the purchases budget, ideally all cells in the muster budget are formulas, not numbers. That
way. every budget input can be the subject of sensitivity analysis by simply changing the budget
data in Exhibit 7-9.

Preparing the master budget on a spreadsheet is lime-consuming the first time. However.
once the spreadsheet is prepared, relatively little additional time is required to update the budget
in subsequent periods, and the benefits from increasedplanningand sensitivity analysis capabili¬
ties are enormous. In order to obtain these benefits, it is essential for the master budget model to
be well documented, with all assumptions describedeither within the spreadsheet or ina separate
document that is readily available to subsequent users.

sensitivity analysis
The systematic varying of
decision input assumptions to

examine the effect on a
decision.

A B c D E F

11
1?

Schedule c
Purchases budget
Desired ending inventory
Plus cost of goods sold

April
$64,800

35,000

May
S53.600
56,000

June
13
14

- $48,000
42,000

15
16 Total needed 99,800 109,600 90,000_
1 /

18
less beginning inventory 48.000 64.800 53.600

19 Purchases V) 1,800 541800 1JO,400

Exhibit 7-11
The Cooking Hut Company
Purchases Budget
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A B C D E F
1 Budgeted data

3
4 March (actual) $40,000 Beginning Inventory S48.000
5 April 55,000 Desired ending inventory:

Base amount 520,000
_

6 May 88,000 Plus percent of next
7
g

June

July
66,000
55 000

month's cost of
80%

9
10

Cost of goods sold
70%

April
11
12

Schedule c
Mav

~nr Desired ending inventory 5 69,280
r

$ 56,960 $50,800
14 Plus cost of goods sold {ÿ500 61.600 46.200
15
16 Total needed 107,780 118,560 97,000
1/ Less beginning inventory 48,000 69,280 56,960
18
19 Purchases S 49,280

Exhibit 7-12
The Cooking Hut Company
Purchases Budget

AccountingVocabulary

activity-based budget
(ABB), p. 307

budget padding, p. 292
budgetary slack, p. 292
capital budget, p. 295
cash budget, p. 30I
continuous budget, p. 295

financial budget, p. 295
financial planning model, p, 308
functional budgeting, p. 307
long-range plan, p. 295
master budget, p. 295
operating budget, p. 295
participative budgeting, p. 292

profit plan, p. 295
rolling budget, p. 295
sales budget, p. 294
sales forecast, p. 294
sensitivity analysis, p. 31 1
strategic plan. p. 295
zero-base budget, p. 290

MyAccounting Fundamental Assignment Material

Special note: Problems 7-AI and Problems 7-BI provide single-problem reviews of most of the
chapter topics. Those readers who prefer to concentrate on the fundamentals in smaller chunks should
consider any of the other problems.

7-AI Prepare Master Budget
You arc the new manager of the local GrcatBuy Electronics store. Top management of GrcatBuy
Electronics is convinced that management training should include the active participation of store

managers in the budgeting process You have been asked to prepare a complete master budget for
your store for June, July, and August. All accounting is done centrally so you have no expert help on
the premises. In addition, tomorrow the branch manager and the assistant controller will be here to
examine your work; at that time, they will assist you in formulating the final budget document. The
idea is to have you prepare the initial budget on your own so that you gain more confidence about
accounting matters. You want to make a favorable impression on your superiors, so you gather the
financial statement and sales data its of May 31,20X8, on the top of the next page.

Credit sales arc 70% of total sales. Seventy percent of each credit account is collected in the
month following the sale and the remaining 30% is collected in the subsequent month. Assume that
bad debts arc negligible and can be ignored. The accounts receivable on May 3 1 are the result of
the credit sales for April and May:

(.30 X .70 X $130,000) + (1.0 X .70 X $130,000) = $118,300.
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Cash $ 6.600 Recent and ProjectedSales

Inventory 151,200 April $130,(KM)

Accounts receivable 1 18.3(H) May 130,000
Net furniture and llxtures 52,(MM) June 240,(KM)

Total assets $328, KM) July 170,(KM)

Accounts paynhle $156,200 August 170,000

Owners' equity 171,900 September 120,(KM)

Total liabilities and owners' equities $328. KM)

The policy is to acquire enough inventory each month to equal the following month's projected
cast of goods sold. All purchases arc paid for in the month following purchase.

The average gross profit on sales is 37%. Salaries, wages, and commissions average 24% of sales;

all other variable expenses arc 3% of sales. Fixedexpenses for rent, property taxes, and miscellaneous
payroll and other items arc $9,000 monthly. Assume that these variable and fixed expenses require
cash disbursements each month. Depreciation is $1,000 monthly.

In June, $5,000 is going to be disbursed for fixtures acquired and recorded in furniture and
fixtures in May. The May 31 balance of accounts payable includes this amount.

Assume that a minimumcash balance of $4,000 is to be maintained. Also assume that all borrowings
arc effective at the beginning of the month and all repayments arc made at the end of the month of
repayment. Interest is compounded and added to the outstanding balance each month, but interest
is paid only at the ends of months when principal is repaid. The interest rate is 9% per year; round
interest computations and interest payments to the nearest dollar Interest payments may be any dollar
amount, but all borrowing and repayments of principal are made in multiplesof SI,000.

I. Prepare a budgeted income statement for the coming June-August quarter, a cash budget for catch
of the 3 months, and a budgeted balance sheet for August 31, 20X8. All operations arc evaluated
on a bcfore-incomc-tax basis, so income taxes may be ignored here.

2. Explain why there is a need for a bank loan and what operating sources supply cash for repaying
the bank loan.

7-BI Prepare Master Budget
Flying Fish Kite Company, a small Woy Woy, Australia, firm that sells kites on the Web, wants a
master budget for the 3 months beginning January 1, 20X2. It desires an ending minimum cash bal¬
ance of $ 15.000 each month. Sales are forecasted at an average wholesale selling price of S 14 per kite.
Merchandise costs average S5 per kite. All sales arc oncredit, payable within 30 days, but experience
has shown that 40% of current sales arc collected in the current month, 10% in the next month, and
50% in the month thereafter Had debts arc negligible.

In January, Flying Fish Kite is beginning just-in-time (JIT) deliveries from suppliers, which
means that purchases will equal expected sales. On January I.purchases will cease until inventory
decreases to $22,000, after which time purchases will equal sales. Purchases during any given month
arc paid in full during the following month.

Monthly operating expenses arc as follows:

Wages and salaries $80,000

Insurance expired 450

Depreciation 900

Miscellaneous 4,000

Rent_$500/month +5% of quarterly sales over $50,000

Cash dividends of $2,400 arc to be paid quarterly, beginning January 15. and arc declared on
the fifteenth of the previous month. All operating expenses arc paid as incurred, except insurance,
depreciation, and rent. Rent of $500 is paid at the beginning of each month, and the additional 5%
of sales is settled quarterly on the tenth of the month following the end of the quarter. The next rent

settlement date is January 10.
The company plans to buy some new fixtures for $4,000 cash in March.
Money can be borrowed and repaid in multiples of S2.000. Management wants to minimize

borrowing and repay rapidly. Simple interest of 9% per annum is computed monthly but paid when
the principal is repaid. Assume that borrowing occurs at the beginning, and repayments at the end, of
the months inquestion. Compute interest to the nearest dollar.
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Assets as of
December 31,20X1

Liabilities and
Owners' Equities as of

December 31, 20X1

Cash $ 30.000 Accounts payable $151,500

Accounts receivable 180,600 (merchandise)

Inventory* 153,000 Dividends payable 2,400

Unexpired insurance 5,400 Rent payable 27,950

Fixedassets, net 62,000 Owners' equity 249,150
$431,000 $431.000

"November 30 Inventory balance -$59,000.

Recent and forecasted sales:

October

November

$280,000 December

168.000 January

$161.ooo February
378,000 March

S413,000

273,000

April $280,000

I. Prepare a master budget including a budgeted income statement, balance sheet, cash budget, and
supporting schedules for the months January-March 20X2.

2. Explain why there is a need for a bank loan and what operating sources provide the cash for the
repayment of the bank loan.

MyAccountingi ab Additional Assignment Material

QUESTIONS
7- 1 What arc the major benefits of budgeting?
7-2 Is budgeting used primarily for scorckccp-
ing, attention directing, or problem solving?
7-3 How do strategic planning, long-range plan¬
ning, and budgeting differ?
7-4 "1 oppose continuous budgets because they
provide a moving target. Managers never know at

what to aim." Discuss.
7-5 Why is it important to align performance
gouls of the company and tin? system used to

evaluate and rewardemployees?
7-6 Explain the cycle of bias by lower-level
managers and bias-adjustment by upper-level
managers that can spiral out of control and result
in meaningless budgets.
7-7 What arc the incentives for inappropriate
behaviors to increase reported profit when it
appears that profits arc likely to falljust short of a
manager's bonus target?
7-8 Why is there an incentive for a manager
to inappropriately reduce reported profit when
it appeurs that profits arc likely to be above the
upper limit of a manager's bonus range?
7-9 Why is budgeted performance better than
past performance as a basis for judging actual

results?
7- 10 "Budgets arc okay in relatively certain
environments. But everything changes so quickly
in the electronics industry that budgeting is a
waste of time." Comment on this statement.

7-1 I"Budgeting is an unnecessary burden
on many managers. It takes time away from
important day-to-day problems." Do you agree?
Explain.
7- 1 2 Why is the sales forecast the starting point
for budgeting?
7-13 What factors influence the sales forecast?
7-14 Differentiate between an operating budget
and a financial budget.
7- 1 5 Distinguish between operating expenses
and disbursements for operating expenses.
7-16 What is the principal objective of a cash
budget?
7-17 "Education and salesmanship arc key
features of budgeting." Explain.
7- 18 What arc the main differences between
functional and activity-based budgets?
7-19 "Financial planning models guide manag¬
ers through the budget process so that managers
do not really need to understand budgeting." Do
you agree? Explain.
7-20 Study Appendix 7. "I cannot be bothered
with setting up my monthly budget on a spread¬
sheet. Itjust takes too longto be worth the effort."
Comment
7-2 I Study Appendix 7. How do spreadsheets
aid the application of sensitivity analysis?



CHAPTER 7 • INTRODUCTION TO BUDGETS AND PREPARING THE MASTER BUDGET 315

CRITICALTHINKING EXERCISES

7-22 Budgets as Limitations on Spending
Many nonprofit organizations use budgets primarily to limit .spending. Why docs this limit the
effectiveness of budgets?

7-23 Sales Personnel and Budgeting
The sales budget is the foundation of the entire master budget. How do sales personnel help formulate the
budget? Compare the roleof sales personnel to that of a central staff function, such as market research.

7-24 Master Budgets for Research and Development
The text focuses on budgets for organizations that have revenues and expenses. Suppose you were
the manager of a research and development division of a biotcch company that has no revenue. How
would budgets be helpful to you?

7-25 Production Budgets and Performance Evaluation
The Akron plant of American Tire Company prepares an annual master budget each November for the
following year. At the endof each year, it compares the actual costs incurred to the budgetedcosts. How
enn American Tire get employees to accept the budget and strive to meet or beat the budgeted costs?

EXERCISES

7-26 Fill In the Blanks
Enter the word or phrusc that best completes each sentence.

I. The finnncial budget process includes the following budgets:
a. _
b _
c. _

2. The master budget process usually begins with the_ budget
3. A(n)_ budget is a plan that is revised monthly or quarterly, dropping one periodand adding

another.
4. Strategic planning sets the_.

7-27 Cash Budgeting
Blake and Anna Carlson are preparing a plan to submit to venture capitalists to fund their business,
Music Masters. The company plans to spend $380,000 on equipment in the first quarter of 20X7.
Salaries and other operating expenses (paid as incurred) will be $35,000 per month beginning in
January 20X7 and will continue at that level thereafter. The company will receive its first revenues in
January 20X8, with cash collections averaging $30,000 per month for all of 20X8. In January 20X9,
cash collections arc expected to increase to $100,000 per month and continue at that level thereafter.

Assume that the company needs enough funding to cover all its cash needs until cash receipts
start exceeding cash disbursements. How much venture capital funding should Blake and Anna seek?

7-28 Purchases and Cost of Goods Sold
Popeil Products, a wlmlcsalcr of fishing equipment, budgeted the following sales for the indicated months:

June 20X8 July 20X8 August 20X8

Sales on account SI,850,000 $1,920,0(8) SI.910,(8)0

Cash sales 130,(XK) 156,000 274,(8)0

Total sales SI.980.000 $2,076,(88) S2,184,000

All merchandise is marked up to sell at its invoice cost plus 20%. Target merchandise inventories
at the beginning of each month arc 25% of that month's projected cost of goods sold.

I, Compute the budgeted cost of goods sold for the month of June 20X8.
2. Compute the budgeted merchandise purchases for July 20X8.

7-29 Purchases and Sales Budgets
All sales of Tracy's Jeans and Uniforms (TJU) arc made on credit. Sales arc billed twice monthly, on
the fifth of the month for the last half of the prior month's sales and on the twentieth of the month for
the first half of the current month's sales. For accounts paid within the first 10 days after the billing
date, TJU gives customers a 2% discount; otherwise the full amount is due within 30 days of the
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hilling dale, and customers that do not pay within the 10-day discount period generally wait the full
30 days before making payment. Based on past experience, the collection experience of accounts
receivable is as follows:

Within the IO-day discount period 70%

At 30 days after billing 28%

Uncollectible_2%_

Sales for May 20X8 were $790,000. The forecast sales for the next 4 months arc as follows:

June $8 10,(KM)

July- 990,(KK)

August 940,(KM)

September 660,(KM)

TJlJ's average markup on its products is 40% of the sales price.
TJU purchases merchandise for resale to meet the current month's sales demand and to maintain

a desired monthly ending inventory of 25% of the next month's cost of goods sold. All purchases are
on credit. TJU pays for one-half of a month's purchases in the month of purchase and the other half
in the month following the purchase.

All sales and purchases occur uniformly throughout the month.

I. How much cash can TJUplan to collect from accounts receivable collections during July 20X8?
2. Compute the budgeted dollar value of TJU inventory on May 31, 20X8.
3. How much merchandise should TJU plan to purchase during June 20X8?
4. How much should TJU budget in August 20X8 for cash payments for merchandise purchased?

7-30 Sales Budget
Suppose a lumber yard has the following data:

• Accounts receivable, May 3 1:(.2 X May sales of $360,000) -$72,000

• Monthly forecasted sales: June, $437,(XX);July,S44I .(XX); August, $502,(XX); September, $53 1 ,<XX)
Sales consist of 80% cash and 20% credit. All credit accounts arc collected in the month follow¬

ing the sales. Uncollectible accounts are negligible and may be ignored.
Prepare a sales budget schedule and a cash collections budget schedule for June, July, and August.

7-3 I Sales Budget
A Scndai clothing wholesaler was preparing its sales budget for the first quarter of 20X8. Forecast
sales arc as follows (All values arc in thousands of yen).

January ¥203.(XX)

February ¥227,000

March_¥248,(MM)

Sales arc 40% cash and 60% on credit. Fifty-five percent of the credit accounts are collected
in the month of sale, 35% in the month following the sale, and 10% in the following month. No
uncollectible accounts arc anticipated. Accounts receivable at the beginning of 20X8 arc ¥82,950
(10% of November credit sales of ¥ 150,000 and 45% of December credit sales of ¥ 151,000).

Prepare a schedule showing sales and cash collections for January. February, and March, 20X8.

7-32 Cash Collection Budget
Northwest Equipment offers a 3% discount to customers who pay cash at the time of sale and a
2% discount to customers who pay within the first 10 days of the month after sale. Past experience
shows that cash collections from customers tend to occur in the following pattern:

Cash collected at time of sale 55%

Collected within cash discount period in first 10days of month after sale 15

Collected after cash discount period in first monthafter month of sale 10

Collected after cash discount period in second month after monthof sale 15

Never collected 5
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Compute the total cash budgeted to be collected in March if sales forecasts arc $370,000 for
January, $420,000 for February, and $460,000 for March.

7-33 Purchases Budget
Green Lighting Supply plans inventor)' levels (at cost) at the end of each month as follows:
May, $27! ,000; June, $226,000;July, $209,000; and August, $24! ,000.

Sales are expected to be June, $449,000: July, $359,000; and August. $306,000. Cost of goods
sold is65% of sales.

Purchases in April were $258,000 and in May they were SI88,000. Payments for each month's
purchases are made as follows: 15% during that month, 70% the next month, and the final 15% the
next month.

Prepare budget schedules for June, July, and August for purchases and for disbursements for
purchases.

7-34 Purchases Budget
Lcimcrshcim GmbH has adopted the following policies regarding merchandise purchases and inven¬
tor)-. At the end of any month, the inventor)' should be €15,000 plus 90% of the cost of goods to be
sold during the following month.The cost of merchandise sold averages 60% of sales. Purchase terms
arc generally net, 30 days. A given month's purchases arc paid sis follows: 20% during that month and
80% during the following month.

Purchases in May had been €150,000 and the inventor)- on May 31 was higher than planned
at €230,000. The manager was upset because the inventory was too high. Sales are expected to be
June, €300,000; July, €290,000; August, €340,000; and September. €400,000.

I. Compute the amount by which the inventory on May 3 1 exceeded the company's policies.
2. Prepare budget schedules for June, July, and August for purchases and for disbursements for

purchases.

7-35 Cash Budget
Consider the budgeted income statement for Carlson Company for June 20X4 in Exhibit 7-13.

'Hie cash balance. May 3 1,20X4. is $ 15,000.
Sales proceeds arc collected us follows: 80% the monthof sale, 10% the second month, and 10%

the third month.
Accounts receivable arc $44,000 on May 31, 20X4, consisting of $20,000 from April sales and

$24,000 from May sales.
Accounts payable on May 3 1, 20X4, arc $145,000.
Carlson Company pays 25% of purchases during the month of purchase and the remainder during

the following month.
All operating expenses requiring cash arc paidduring the month of recognition, except that insur¬

ance and property taxes arc paid annually in December for the forthcoming year.
Prepare a cash budget for June. Confine your analysis to the given data. Ignore income taxes.

Sales $290
Inventory,May 31 S 50
Purchases 192
Available for sale 242
Inventory,June 30 40
Cost of goods sold 202
Gross margin $ 88
Operating expenses

Wages S 36
Utilities 5
Advertising 10
Depreciation 1
Office expenses 4
Insurance and property taxes 3 59

Operating income 5 29

Exhibit 7-13
Carlson Company
BudgetedIncome Statement tor
the Month EndedJune 30, 20X4

(In thousands)
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PROBLEMS

7-36 Cash Budget
Daniel Merrill is the manager of an airport gift shop, Merrill News and Gifts. Fromthe following data,
Mr. Merrill wants a cash budget showing expected cash receipts and disbursements for the month of
April, and the cash balance expected as of April 30, 20X7.

• Planned cash balance, March 3 1,20X7: $ 100.000

• Customer receivables as of March 3 1:S530.000 total, $80,000 from February sales,
$450,000 from March sales

• Accounts payable, March 3 1:$460,000

• Merchandise purchases for April: $450,000, 40% paid in month of purchase. 60% paid
innext month

• Payrolls due inApril: $90,000

• Other expenses for April, payable in April: S45,(XX)

• Accrued taxes for April, payable in June: $7,500

• Bank note due April It): S90,(XX) plus $7,200 interest

• Depreciation for April: S2.KX)

• Two-year insurance policy due April 14 for renewal: $ 1 ,500, to he paid in cash

• Sales for April: $l,000,000, half collected in month of sale, 40% innext month, 10%
in third month

Prepare the cash budget for the month ending April 30, 20X7.

7-37 Cash Budget
Prepare a statement of estimated cash receipts and disbursements for October 20X7 for the Herbal
Magic Company, which sells one product, herbal soap, by the case. On October I. 20X7, pan of the
trial balance showed the following:

DR CR

Cash S 5,(XX)

Accounts receivable 15,620
Allowance for had debts $2,I(X)

Merchandise inventory 12,240

Accounts payable, merchandise 7,280

The company pays for its purchases within 10 days of purchase, so assume that one-third of the
purchases of any month arc due and paid for in the following month.

The cost of the merchandise purchased is $12 per case. At the end of each month, it is desired to

have an inventory equal in units to 60% of the following month's sales in units.
Sales terms include a 3% discount if payment is made by the end of the calendar month Past

experience indicates that 70% of sales will be collected during the month of the sale, 20% in the
following calendar month, 5% in the next following calendar month, and the remaining 5% will be
uncollectible. The company's fiscal year begins August I.

Unit selling price $ 22

August aclunl sales $ X.K(X>

September actual sales 44,(KH>

October estimated sales 37.400
November estimated sales I9.8IX)

Total sales expected in tlie tiscal year $528.(XK>

Exclusive of bad debts, total budgeted selling and general administrative expenses for the fiscal year
arc estimated at $84,600, of which $27,000 is fixed expense (which includes a $12,900 annual deprecia¬
tion charge). The Herbal Magic Company incurs these fixed expenses unifoimly throughout the year. The
balance of the selling and general administrative expenses varies with sides. Expenses arc paid as incurred.

7-38 Budgeting at Intercontinental
Intercontinental has several hotels and resorts in the South Pacific. For one of these hotels,
management expects occupancy rates to be 95% in December, January, and February; 85% in
November, March, and April; and 70% the rest of the year. This hotel has 300 rooms and the average
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room rental is $250 per night Of this, on average 10% is received as a deposit the month before the
stay, 60% is received in the month of the stay, and 28% is collected the month after. The remaining
2% is never collected.

Most of the costs of running the hotel arc fixed. The variable costs are only S30 per occupied
room per night. Fixed salaries (including benefits) run $400,000 per month, depreciation is $350,000
a month, other fixed operating costs arc $120,000 per month, and interest expense is $600,000 per
month. Variable costs and salaries arc paid in the month they arc incurred, depreciation is recorded
at the end of each quarter, other fixed operating costs are paid as incurred, and interest is paid semi¬
annually each June and December.

I. Prepare a monthly cash budget for this Intercontinental hotel for the entire year. For simplicity,
assume that there are 30 days ineach month.

2. How muchwould the hotel's annual profit increase ifoccupancy rates increased by 5% during the
off-season (that is, from 70% to 75% in each of the months from May-October)?

7-39 Activity-Based Budgeting
A recent directive from Laura Jensen, CEO of Hcrmantown Manufacturing, had instructed each
department to cut its costs by 15%. The traditional functional budget for the shipping and receiving
department was as follows:

Salaries, four employees at $63,000 $252,000

Benefits at 10% 50,400
Depreciation, straight-line basis 114,000

Supplies 65, 1(H)

Oveitiend at 35% of above costs 168.525
Total $650,025

Therefore, the shipping and receiving department needed to find $97,504 to cut.

Janice Starke,a recent MBA graduate, was asked to pare S97.504 from the shipping and receiving
department's budget. As a first step, she recast the traditional budget into an activity-based budget.

Receiving. 620,000 pounds
Shipping, 404,000 boxes
Handling, 1 1,200moves

Record keeping, 65,000 transactions
Total

I. What actions might Starke suggest to attain u $97,504 budget cut? Why would these be the best
actions to pursue?

2. Which budget helpedyou most in answering number I? Explain.

7-40 Budgeting, Behavior, and Ethics
Mathew Philp, president of North Idaho Mining, Ltd., has made budgets a major focus for managers.
Making budgets was such an important goal that the only two managers who hadmissed their budgets
in 20X7 (by 2% and 4%, respectively) had been summarily fired. This caused all managers to be wary
when setting their 20X8 budgets.

The Red Mountain division of North Idaho Mining had the following results for 20X7:

Sales, 1.6million pounds at S.V5/pound
Variable costs

I-'ixedcosts, primarily depreciation
Pretax profit

Molly Stark, general manager of Red Mountain, received a memo from Philp that contained the
following:

We expect your profitfor 20XS to be at least $209.000. Prepare a budget showing how you
plan to accomplish this.

$139,500

303,000
168,000

39.525
$650,025

$1,520,000

880,000

—

450,000
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Stark was concerned because the market had recently softened. Her market research staff fore¬
cast that sales would be at or below the 20X7 level, and prices would likely he between $.92 and
$.94 per pound. Her manufacturing manager reported that most of the fixed costs were committedand
there were few efficiencies to be gained in the variable costs. He indicated that perhaps a 2% savings
in variable costs might be achievable but certainly no more.

I. Prepare a budget for Stark to submit to headquarters. What dilemmas docs Stark face inpreparing
this budget?

2. What problems do you sec in the budgeting process at North Idaho Mining?
3. Suppose Stark submitted a budget showing a $209,000 profit It is now late in 20X8, and she

hits had a good year. Despite an industry-wide decline in sales, Red Mountain's sales matched
last year's 1.6 million pounds, and the average price per pound was $.945, nearly at last year's
level and well above that forecast. Variable costs were cut by 2% through extensive efforts. Still,
profit projections were more than $9,000 below budget. Stark was concerned for her job so she
approached the controller and requested that depreciation schedules be changed. By extending
the lives of some equipment for 2 years, depreciation in 20X8 would be reduced by $15,000.
Estimating the economic lives of equipment isdifficult, and it would be hard to prove that the old
lives were better than the new proposed lives. What should the controller do? What ethical issues
does this proposal raise?

7-41 Spreadsheets and Sensitivity Analysis of Income Statement
Study Appendix 7. A Speedy-Mart Store in Northccntcr Mull has the following budgetedsales, which
arc uniform throughout the month:

May $450,(XX)

June 375,000

July 330,(XX)

August 420,(XK)

Cost of goods sold averages 70% of sales, and merchandise is purchased and paid for essentially
as needed. Employees cam fixed salaries of $22,000 monthly and commissions of 10% of the current
month's sales, paid as earned. Other expenses are rent, $6,000, paid on the first of each month for that
month's occupancy; miscellaneous expenses, 6% of sales, paid as incurred; insurance, S450 per month.
from a I-year policy that was paid for on January 2; unddepreciation, S2.850 per month.

I. Using spreadsheet software, prepare a table of budget data for the Speedy-Mart Store,
2. Continue the spreadsheet in number I to prepurc budget schedules for (n) disbursements for

operating expenses and (b) operating income for June, July, and August.
3. Adjitst the budget data appropriately for each of the following scenarios independently and

recompute operating income using the spreadsheet:
a. A sales promotionthat will cost S30.000 in May could increase sales in each of tlie following 3

months by 5%.
b Eliminating the sales commissions und increasing employees' salaries to $52,500 per month

coulddecrease sales thereafter by a net of 2%

7-42 Spreadsheets and Sensitivity Analysis of Operating Expenses
Study Appendix 7. The high definition LCD division (HDLD) of Fisher Displays produces LCDTV
displays. The displays arc assembled from purchasedcomponents. The costs (value) added by HDLD
arc indirect costs, which include assembly labor, packaging, and shipping. HDLD produces two sizes
of displays: 42 and 50". Cost behavior of HDLD is as follows:

Fixed Cost/Month Variable Cost

lAirchased components

50" Displays $80 per component

42" Displays 55 per component

Assembly labor $40,000 1 6 per component

Packaging 8,<MM> 4 per display

Shipping 5,000 2 per disnlav
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Both displays require three components per display. Therefore, the total cost of components for
50" displays is $240 and for 42" displays is SI65. HOLD uses a 6-month continuous budget that is
revised monthly. Sales forecasts reflect the expectation that unit sales of 42" displays will be 25%
higher than unit sales of 50" displays. Sales forecasts for the next 8 months arc as follows:

50" Displays 42" Displays
October 3,200 units 4,(X)0 units
November 2,400 3,000
December 5,600 7,000

January 3,2<K) 4,000
l-ebruary 3,200 4,000
March 2.400 3,000
April 2,400 3,000

May 2,800 3.5(H)

Treat each of the following events in succession.

I. Use spreadsheet software to prepare a table of budgeting information and an operating expense
budget for HDLD for October-March. Prepare a spreadsheet that can be revised easily for
succeeding months in parts 2 and 3.

2. October's actual sales were 2,800 50" displays and 3,600 42"displays. This outcome has caused
HDLD to revise its sales forecasts downward by 10%. Revise the operating expense budget for
November-April.

3. At the end of November, HDLD decides that the proportion of 50" to 42" displays is changing.
Unit sales of 42" displays arc expected to be 50% higher than unit sales of 50" displays sales.
Expected sales of 50" displays arc unchanged from number 2. Revise the operating expense bud¬
get for December-May.

CASES

7-43 Comprehensive Cash Budgeting
Christine Morrison, treasurer of Salt Lake Light Opera (SLLO), was preparing a loan request to the
South Utah National Bank in December 20X4. The loan wus necessary to meet the cash needs of the
SLLO for year 20X5. Ina few short years, the SLLO had established itself us a premier opera com¬
pany. In addition to its regular subscription series, it started a series for new composers and offered a
very popular holiday production. The holiday production was the most financially successful of the
SLLO's activities, providing a base to support innovative productions that were artistically important
to the SLLO but did not usually succeed financially.

Exhibit 7-14
Salt Lake Light Opera
Balance Sheets as of
December 31 (In thousands
of dollars)

r>
x
>
m

20X2 20X3 20X4

Assets
Cash S2.68B 5 229 5 208
Accounts receivable 2,942 3,372 4,440
Supplies inventory 700 700 500
Total current assets S67530 54,301 5 5.148
Plant and equipment 2,643 4,838 5,809
Total assets
Liabilities and Equities

*6375 59,139 510,957

Bank loan S 0 5 0 5 1,620*
Accounts payable 420 720 780
Accrued payroll expenses 472 583 646
Mortgage, current 250 250 250
Total current liabilities 51,142 5TT5S3 5T296
Other payables 270
Mortgage payable, long-term
Net assets'

3,750 3,500 3,250
3,811 4,086 4,411

Total liabilities and equities 58,973 59/139 510,951

•Include! $32,000 ot accrued Interett.
tThe 'Net aueu* account tor a nonprofit organization It trmllat to "Stockholder!' equity* for a corporation.
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Exhibit 7-15
Salt Lake Light Opera
Income Statement for the
Year EndedDecember31
(In thousands of dollars)

20X2 20X3 20X4

Tkket sales S3.303 S4.060 55.263
Contributions 1,041 1,412 1,702
Grants and other revenues 1,361 1,874

Total revenues 55,546 S6.833 S8.839
Expenses*

Production S4.071 54,805 56.307
Operations 271 332 473
Public relations and

community development 1,082 1,421 1,734
Total expenses S5.424 56.558 58,514

Excess of revenues over expenses S 122 S 275 5 325

'Expanses Induct* depredation of S355. S370, and $470 »nd general and administrative expenses of $>.549, $1.68

thenars 20X2, 20X3, and 20X4, respectively.

and $2,142 In

In total, the SLLO had done well financially, as shown in Exhibits 7-14 and 7-15. Its profitable
operations had enabled it to build its own building and generally acquire a large number of assets.

It had at least broken even every year since its incorporation, and management anticipates continued
profitable operations. The Corporate Community for the Arts in Salt Lake and several private founda¬
tions hadmade many grants to the SLLO, and such grants are expected to continue. Most recently, the
largest bank in town had agreed to sponsor the production of a new opera by a local composer. The
SI.LO's director of development, Harlan Wayne, expected such corporate sponsorships to increase in
the future.

To provide facilities for the Opera's anticipated growth, SLLO began work on an addition to its
building 2 years ago. The new facilities arc intended primarily to support the experimental offerings
that were becoming more numerous. The capital expansion was to be completed in 20X5; all that
remained was acquisition and installation of lighting, sound equipment, and other new equipment to

be purchased in 20X5.
SLLO had borrowed working capital from South Utah National Bank for the past several years.

To qualify for the loans, the SLLO had to agree to the following:

I. Completely pay off the loan for Imonthduring the course of the year.
2. Maintain cash and accounts receivable balances equal to (or greater than) 120% of the loan.
3. Maintain a compensating cash balance of $200,000 at all times.

In the past, the SLLO has had no problem meeting these requirements. However, in 20X4 the
SLLO hadbeen unable to reduce the loan to zero for an entire month. Although South Utahcontinued
to extend the needed credit, the loan manager expressed concern over the situation. She asked for a
quarterly cash budget to justify the financing needed for 20X5. Ms. Morrison began to assemble the
data needed to prepare such a budget.

SLLO received revenue from three main sources: ticket sales, contributions, and grants.
Ms. Morrison formed Exhibit 7-16 to calculate the accounts receivable balance for each of these
sources for 20X5. She assumed that SLLO would continue its normal practices for collecting pledges
and grant revenues.

Ticket Sales Contributions Grants

End of End of End of
Quarter Quarter Quarter

Revenues Receivables Revenues Receivables Revenues Receivables

First Quarter S 852 $2,795 S 75 S 794 S 132 $ 1,027
Second Quarter 1,584 3,100 363 888 448 1,130
Third Quarter 2,617 3,407 1,203 1,083 1,296 1,240
Fourth Quarter 1,519 3,683 442 1,170 528 1,342

Exhibit 7-16
Salt Lake Light Opera
EstimatedQuarterly Revenues and Endof Quarter Receivables for the Year EndedDecember 31, 20X5
(In thousands of dollars)
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Most expenses were constant from month to month. An exception was supplies, which were
purchased twice a year in December and June. In 20X5, SLLO expects to purchase $200,000 of
supplies inJune and $700,000 in December on terms of net, 30 days. The supplies inventor)' at the end
of December was expected to he $600,000. Depreciationexpense of $500,000 was planned for 20X5,
and other expenses were expected to run at a steady rate of $710,000 a month throughout the year,
of which $700,000 was payrollcosts. Salaries and wages were paid on the Monday of the first week
following the endof the month.The remaining $10,000 of other expenses were paid as incurred.

The mnjor portion of the new equipment to he installed in20X5 was to be delivered inSeptember;
payments totaling$400,000 would be made infour equal monthly installments beginning inSeptember.
In addition, small equipment purchases are expected to run $20,000 per month throughout the year.
They will be paid for on delivery.

In late 20X2. SLLO hadborrowed$4 million(classified as a mortgage payable) from Farmers' Life
Insurance Company. The SLLO is repaying the loan over 16years, in equal principal payments in June
and December of each year. Interest at 8% annually isalso paid on the unpaid balance on each of these
dates. Total interest payments for 20X5, according to Ms. Morrison's calculations, would he $275,000.

Interest on the working capital loan from South Utah National Bank was at an annual rate of 10%.
Interest is accrued quarterly but paidannually; payment for 20X4's interest would be made on January
10, 20X5, and that for 20X5's interest would be made on January 10, 20X6. Working capital loans arc
taken out on the first day of the quarter that funds arc needed, and they arc repaidon the last day of the
quarter when extra funds arc generated. SLLO has tried to keep a minimumcash balanceof $200,000
at all times, even if loan requirements do not require it.

I. Compute the cash inflowsand outflows for each quarter of 20X5. What arc SLLO's loan require¬
ments each quarter?

2. Prepare a projected income statement and balance sheet for SLLO for 20X5.
3. What financing strategy would you recommend for SLLO?

7-44 Cash Budgeting for a Hospital
Highlinc Hospital provides a wide range of health services in its community. Highlinc's board of
directors has authorized the following capital expenditures:

Intra-aortic balloonpump $ 1,400,000

Computed tomography scanner 850,000

X-ray equipment 550,000

Laboratory equipment 1,200.000

Total $4.000,000

The expenditures arc planned for October I. 20X7, and the hoardwishes to know the amount of
borrowing, ifany, necessary on that date. Rebecca Singer,hospital controller,hasgathered the following
information to be used in preparing an analysis of future cash flows.

Billings, made in the month of service, for 20X7 arc shown next, with actual amounts for
January-June and estimated amounts for July-December:

Month Amount Billed

January $5,300,(MX)

I'ebruary 5,300,000

March 5,400,000

April 5,400,000

May 5.700.000
June 6,000,000

July (estimated) 5,800,000

August (estimated) 6,200,000

September (estimated) 6,600,(MM)

October (estimated) 6,800,000

November (estimated) 7,(XX),(MM)

December (estimated) 6,(MM),(MM)
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Ninety percent of Highline billings arc made to third parties, such as BlueCross, federal or state
governments, and private insurance companies. The remaining 10% of the billings arc made directly
to patients. Historical patterns of hilling collections arc as follows:

_Third-Party Billings_Direct-Patient Billings
Monthof service 20% 10%
Month following service 50 40

Second month following service 20 40

Uncollectible 10 10

Singer expects the same billing and collection patterns that have been experienced during the first
6 months of 20X7 to continue during the last 6 months of the year. The following schedule presents
the purchases that have been made during the past 3 months and the planned purchases for the last
6 months of 20X7

Month Amount

April $1,300,000

May 1,450,000
June 1,450.000
July 1,500,000
August 1,800,(MX)

September 2,200,(MM)

October 2,350,(MM)

November 2,7(M),(MM)

December 2,100.000

All purchases arc made on account, and accounts payable arc remitted in the month following
the purchase.

• Salaries for each month during the remainder of 20X7 arc expected to he S 1 .800,000 per
month plus 20% of that month's billings. Salaries arc paid in the month of service.

• Highlinc'smonthly depreciation charges are $150,000.

• Highline incurs interest expenses of $ 180,000 per monthand makes interest payments of
$540,000 on the last day of each calendar quarter.

• Kndowmcnt fund income is expected to continue to total $2 10,000 per month.

• Highline has a cash balance of $350,000 onJuly 1,20X7, and has a policy of maintaining a
minimum end-of-month cash balance of 10% of the current month's purchases.

• Highline Hospitnl employs a calendar-year reporting period.

I. Prepare a schedule of budgeted cash receipts by month for the third quarter of 20X7.
2. Prepare a schedule of budgeted cash disbursements by month for the third quarter of 20X7.
3. Determine the amount of borrowing, if any. necessary on October 1, 20X7, to acquire the capital

items totaling $4,000,000.

7-45 Comprehensive Budgeting for a University
Suppose you arc the controller of Nebraska State University. The university president, Lisa Larsson,
is preparing for her annual fund-raising campaign for 20X7 -20X8. To set an appropriate target, she
has asked you to prepare a budget for the academic year. You have collected the following data for the
current year (20X6-20X7):

Undergraduate Division Graduate Division

Average salary of faculty member $58,(KM) $58,(KM)

Average faculty teaching load in semester credit-hours per year 24 18
(eight undergraduate or six graduate courses)

Average number of students per class 30 20

Total enrollment (full-time and pail-time students) 3.WK) 1,800
Average number of semester credit-hours carried each year per student 25 20

Pull-time lond. semester hours per year 30 24
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For20X7-20X8,all faculty and staff will receive a6% salary increase. Undergraduate enrollment
isexpected to decline by 2%. but graduate enrollment is expected to increase by 5%.

• The 20X6-20X7 budget for operation and maintenance of facilities was $500,000, which
includes $240,000 for salaries and wages. Experience so far this year indicates that the budget
is accurate. Salaries and wages will increase by 6% and other operating costs will increase hy
$12,000 in 20X7 -20X8.

• The 20X6-20X7 and 20X7-20X8 budgets for the remaining expenditures are as follows:

_20X6-20X7_20X7-20X8

Oeneral administrative $5<X),(XX) $525,000

Library

Acquisitions 150,000 155,(XX)

Operations 190,000 2(X),(XX)

Health services 48,(XX) 50,000

Intramural athletics 56,(XX) 60,000

Intercollegiate athletics 240,(XX) 245,(XX>

Insurance and retirement 520,(XX) 560,000

Interest 75,(XX) 75,(XX)

• Tuition is $92 per credit hour. In addition, the state legislature provides S780 per full-time-
equivalent student. (A full-time equivalent is 30 undergraduate hours or 24 graduate hours.)

Full-tuition scholarships arc given to 30 full-time undergraduates and 50 full-time graduate
students.

• Revenues other than tuition and the legislative apportionment arc as follows:

20X6-20X7 20X7-20X8

Endowment income $2(X),(XX) $2 10,(XX)

Net income from auxiliary services 325,(XX) 335.000
Intercollegiate athletic receipts 290,(XX) 300,(XX)

• The chemistry/physics classroom building needs remodeling during the 20X7 20X8 period.
Projected cost is$575,000.

I. Prepare a schedule for 20X7-20X8 that shows, by division, (a) expected enrollment, (b) total
credit hours, (c) full-time-equivalent enrollment, and (d) number of faculty members needed.

2. Calculate the budget for faculty salaries for 20X7 20X8 by division.
3. Calculate the budget for tuition revenue and legislative apportionment for 20X7-20X8 by

division.
4. Prepare a schedule for President Larsson showing the amount that must be raised by the annual

fund-raising campaign.

NIKE 10-K PROBLEM

7-46 Budgeting Assumptions at Nike
Examine Nike's 201 1 10-K presented in Appendix C. Find the section of the IO-K titled "Results of
Operations" showing a condensed income statement for fiscal years 2009, 2010, and 201 1 Use the
condensed income statement to calculate budgeted net income for fiscal 2012 under the following
alternative sets of assumptions. Round amounts to the nearest million dollars.

I. Note that Nike's revenues increased by about 10% last year. Assume cost of sales is 55% of
revenue, selling and administrative expense is 32% of revenue, and income rax expense is25% of
income before income taxes. Assume that all costs arc variable
a. Calculate budgeted net income if revenue increases by 10%.
b. Calculate budgeted net income if revenue decreases by 10%.
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2. Now assume that selling and administrative expense is fixed at the dollar amount shown in the
201 1 10-K, hut continue to assume cost of sales is 55% of revenue and income tax expense is
25% of income before income taxes.
a. Calculate budgeted net income if revenue increases by 10%.
b. Calculate budgeted net income if revenue decreases by 10%.

3. Note that Nike's gross margin was about 45% in fiscal 201 1 but was about 1% higher in 2010
and about 1% lower in 2009. Assume revenue for 2012 will be the same as in 2011, selling und
administrative expense is a fixed cost equal to the dollar amount shown in the 2011 10-K, and
income tax expense is 25% of income before income taxes.

a. Calculate budgeted net income if the gross murgin increases to 46%.
b. Calculate budgeted net income if the gross margin decreases to 44%.

EXCELAPPLICATION EXERCISE

7-47 Preparing a Cash BudgeC to Assist Long-Range Planning
Goal: Create an Excel spreadsheet to prepare a cash budget to assist with long-range planning. Use
the results to answer questions about your findings.
Scenario: Music Masters has asked you to prepare an analysis of its cash requirements until such
time as its forecasted cash receipts begin to exceed its forecasted cash disbursements, The company
will use your analysis to determine venture capital funding requests. Additional background informa¬
tion for your spreadsheet appears in Exercise 7-27 on page 315.

When you have completed your spreadsheet, answer the following questions:

I. Based on its stated objective of stopping venture capital funding when cash receipts begin to
exceed cash disbursements, in what month/year should Music Masters no longer require venture
capital funding? Why?

2. What is the total amount of expenditures Music Masters will incur before its cash receipts begin
to exceed its cash disbursements? What is the total amount of venture capital funding that Music-
Masters should request?

3. Is the amount of venture capital funding that Music Masters should request equal to its total
expenditures? If not, why arc the amounts different?

Step-by-Step:
I. Open a new Excel spreadsheet.
2. In column A, create a bold-faced heading that contains the following:

Row I: Chapter 7 Decision Guideline
Row 2: Music Masters
Row 3: Cash Budget for Venture Capital Requirements
Row 4: Today's Date

3. Merge and center the four heading rows across columns A-F.
4. In row 7, create the following bold-faced, center-justified column headings with a column width

of 10.57:
Column B: 20X7
Column C: 20X8
Column D: 20X9
Column E: 20Y0
Column F: Total

5. In column A, create the following row headings:
Row 8: Equipment Purchase
Row 9: Salaries and Other Operating Expenses
Row 10: Revenues
Row 1 1 : Net Cash Requirements

Note: Adjust column width as necessary.

6. Use data from Exercise 7-27 to enter the amounts for the yearly cash requirements for the three
income/expense categories. Use formulas to calculate the appropriate yearly amounts within each
category when necessary.

Hint: Use different signs for the cash receipt (revenue) and cash disbursement (expense) amounts.

7. Use the SUM function to calculate totals for each column in row 1 1 and for each row in column F.
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8. Format amounts in rows 8 and 1 1 as follows:

Number tab: Category:

Decimal: 0

Symbol: $

9. Format amounts in Rows 9 and 10 as follows:

Number tab: Category:
Decimal: 0

Symbol: None

10. Apply top and bottom borders to the amounts in row 1 1 by clicking the drop-down indicator on
the Borders icon from the toolbar Select the 'Top and Double Bottom Border."

1 1.Save your work, and print a copy for your files.

COLLABORATIVE LEARNING EXERCISE

7-48 Personal Budgeting
Budgeting is useful to many different types of entities, including the individual. Consider an entity
that you know well, the college or university student. Forma group of two to six students, and pool the
information that you have about what it costs to spend a year as a full-time student.

Prepare a revenue and expense budget for an average prospective full-time student at your college
or university. Identify possible sources of revenue and the amount to be received from each. Identify
the costs a student is likely to incur during the year. To simplify your analysis, assume that cash
disbursements arc made immediately for all expenses so the budgeted income statement and cash
budget arc identical.

When all groups have completed their budgets, compare those budgets. What arc the differences?
What assumptions led to the differences?

INTERNET EXERCISES

7-49 Carnival Corporation
The budgeting process helps firms to identify sources of revenues and expenses as well as the timing of
cash flows. While many parts of the budgeting process are confidential, there arc some things that may
he identifiable by someone outside the firm who would like to make some potential budget projections
for the following year. Consider Carnival Corporation, the cruise ship firm. Go to the Carnival
Web site at www.carnivulcorp.com.

I. Look at the list of Carnival Corporation's global brands. How many different brand lines operate
under the corporation shell? What nre they? Visit a couple of the links. Do the brands each offer
exactly the same services? Why might the firm have different names for the cruise lines serving
different areas?

2. The sales figure is one of the most important pieces of information the firm uses in beginning
the planning process. Carnival's sales figure is made up primarily of two parts—the number
of passenger cruise days and the price charged for each passenger cruise day. Go to "Investor
Relations"and then "Financial Reports." Fromthe list of Annual Reports, open Carnival's annual
report (10-K) for the mast recent year. Notice the total revenues for the year and then find infor¬
mation about passenger capacity. What is the occupnncy percentage?

3. Find the information provided by management about the expected increase inpassenger capacity
during the coming years. Assuming revenue increases in proportion to passenger capacity, what
would be the expected revenue for 2012? Should the firm expect an increase in costs associated
with the increase in capacity? When budgeting for these costs, would the costs be proportional to
the increase in revenues? Why or why not?

4. The other component in revenue is how much the passenger pays for the cruise. Select one of the
cruise line links from the main page. Find the subsequent link that tukes you to information ubout
cruise prices. Arc prices for the same length cruise always the same? Look at the fine print with
respect to the cruise pricing. What does it tell about how the price is determined? Why might the
capacity level of the cruise determine the price that is charged for the cruise?
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