Formulas

Static Budget- Level of planned output at the start of a period.

Flexible Budget- Budgeted costs and revenues at actual level of output.

Static Budget Variance- Actual Result-Static Budget Amount

Flexible Budget Variance- Actual Results- Flexible Budget Amount
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WRITING EXERCISE

Pretorious Manufacturing has just hired a new controller, Diana Metcalf. During her first week on the job, Diana was asked to establish a budget for operating expenses in 1999. Since Diana was not yet familiar with the operations of Pretorious Manufacturing, she decided to budget these expenses using the same procedures as the prior controller. Therefore, in order to establish a budget for operating expenses, Diana started with actual operating expenses incurred in 1998 and added 4.3%. Diana based this percentage on inflation as measured by the consumer price index.

Comment on the effectiveness of Diana’s budgeting strategy.
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BUDGETING METHODS

TWO MAJOR TYPES OF BUDGETS
Static Budget
Description:
A budget that does not reflect potential


changes in volume or activity level

Strength:
Simple—all expenses are budgeted as



fixed costs

Weakness:
Does not reflect changes in revenues and



expenses that must occur as volumes



change, making it difficult to interpret



actual performance

Typical Usage:
Service organizations or administrative



departments of retailers and manufacturers

Flexible Budgets
Description:
A budget that shows revenues and expenses



for a variety of volumes or activity levels

Strength:
Provides information needed to analyze the



impact of volume changes on actual



operating results

Weakness:
Requires greater research into costs—must



differentiate fixed and variable costs in the



budgeting process

Typical Usage:
Operational departments of retailers and



manufacturers whose costs change with



sales and production
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BUDGETING METHODS

TWO APPROACHES USED WHEN PREPARING STATIC OR FLEXIBLE BUDGETS

Incremental Budget

Description:
A budget that is prepared by increasing last


year’s budget by a fixed amount or a percentage

Strength:
Simple to prepare; management focuses on


new programs and business changes

Weakness:
Little emphasis on analyzing last year’s


budget—inefficiencies are passed on to the


current year

Typical Usage:
Government, not-for-profit organizations

Zero-Based Budget

Description:
A budget that requires management to start


at zero and estimate all expenses as though


their department/division was just starting

Strength:
Forces a comprehensive analysis of business


priorities and needs for resources

Weakness:
Difficult and time-consuming to prepare

Typical Usage:
Organizations focusing on cost reduction


and evaluating efficiency
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WRITING EXERCISE

Assume that you manage one store in a chain of sporting goods retailers. Each month, your store is evaluated by comparing actual operating results to budgeted results.

During December of the current year, your store's sales were up 25% from sales projected on the budget. As a result of this increase in sales, would you expect any other items to come in over (or under) their budgeted amounts? If so, list the items and describe why they would vary from the budget.
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Laboratory Services—
Eastgate Hospital


Static Budget



Budget


Actual


Salaries

$390,000
$420,000

Benefits

65,000
70,000

Supplies

39,000
50,000

Training


26,000

30,000


Total

$520,000
$570,000
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Laboratory Services—
Eastgate Hospital

Flexible Budget

Budgeted total cost per test:
$40

Number of tests anticipated at the 
beginning of the year:

13,000

Number of actual tests for the year:
14,800




Budget
Budget
Actual




Cost per
(Based on
(Based on
(End of


Resource
Test
13,000 Tests)
14,800 Tests)
 Year)

Salaries

$30
$390,000
$444,000
$420,000

Benefits

5
65,000
74,000
70,000

Supplies

3
39,000
44,400
50,000

Training


2

26,000

29,600

30,000


Total

$40
$520,000
$592,000
$570,000
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FLEXIBLE BUDGETS

Mars Corporation incurs the following overhead costs to manufacture its product:


Indirect materials

$2 per unit


Indirect labor

$1.50 per unit


Supervisory salaries

$84,000 per month


Depreciation of



plant and equipment

$58,000 per month


Utilities

$3,000 per month +



$0.25 per unit

Prepare a flexible overhead cost budget for the following production levels: 6,000 units, 8,000 units, and 10,000 units.

 Transparency Master 20-9

DIRECT MATERIALS
PURCHASES BUDGET


January
February
Materials required for production

45,000
45,500

Plus desired ending inventory


5,000

5,000
     Total units needed

50,000
50,500

Less estimated beg. inventory


4,000

5,000

     Total units to be purchased

46,000
45,500

Unit price


( $0.60

( $0.60

Total direct materials purchases

$27,600
$27,300
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COST OF GOODS SOLD BUDGET


Beginning Finished Goods Inventory

Beginning Work in Process Inventory        Beginning Materials Inventory

(
Cost of Goods Manufactured
(
Total Manufacturing Costs
(
Materials Purchases


Goods Available for Sale

Total Work in Process during Period

Materials Available for Use

(
Ending Finished Goods Inventory
(
Ending Work in Process
(
Ending Materials Inventory


Cost of Goods Sold

Cost of Goods Manufactured

Cost of Materials Used





(
Direct labor




(
Overhead




Total Manufacturing Costs
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COST OF GOODS SOLD BUDGET—
BOWERMAN CORPORATION

Finished goods inventory, August 1



$
87,000

Work in process inventory, August 1


$
35,000

Direct materials:


Direct materials inventory, August 1

$
7,300


Direct materials purchases


26,500


Materials available for use

$33,800


Less direct materials inventory, August 31


7,000


Materials placed in production

$26,800

Direct labor

50,000

Factory overhead


31,000
Total manufacturing costs



107,800
Total work in process during August


$142,800

Less work in process, August 31



30,000
Cost of goods manufactured




112,800
Finished goods available for sale



$199,800

Less finished goods inventory, August 31




90,000

Cost of goods sold



$109,800
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CASH BUDGET


Estimated Cash Receipts

–
Estimated Cash Payments




Cash Increase (or Decrease)

+
Cash Balance at the Beginning of Month


Cash Balance at the End of Month

–
Minimum Cash Balance





Excess (or Deficiency)
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CASH BUDGET
ESTIMATING CASH RECEIPTS

The sales budget of Carson Industries projects the following sales for January through May:


January

$235,000


February

250,000


March

270,000


April

212,000


May

220,000

Carson sells 30% of its merchandise to cash customers. Of the sales on credit, 75% are collected in the month after the sale, and 25% are collected in the second month after the sale.

Determine the amount of cash that Carson will collect from cash sales and accounts receivable during the months of March, April, and May. The following shell may help you complete your calculations.



March


April


May


Cash sales


Collections on

accounts receivable:


(1)
From last month's



credit sales



(2)
From credit sales



2 months ago


Total cash receipts
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CASH BUDGET
ESTIMATING CASH PAYMENTS

Carson Industries estimates its manufacturing and operating costs for the months of January through May to be the following amounts:



Manufacturing
Operating




Costs

Expenses


January
$130,000
$80,000


February
138,000
82,000


March
149,000
85,000


April
118,000
78,500


May
119,000
79,000

Carson pays for 60% of its manufacturing costs in the month they are incurred. The remaining manufacturing costs are paid in the following month. All operating expenses are paid in the same month they are incurred. Of the amounts shown for manufacturing costs, $10,000 per month represents depreciation on equipment.  Operating expenses include $2,000 per month that represents the expiration of insurance prepaid in December of last year. Carson will make a $17,000 tax payment in April.


(Continued)
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CASH BUDGET
ESTIMATING CASH PAYMENTS
(Concluded)

Determine the amount of cash that Carson will pay for these items in the months of March, April, and May. The following shell may help you complete your calculations.



March


April


May


Manufacturing costs:


(1)
Payment on this



month’s costs



(2)
Payment on last



month’s costs


Operating expenses


Tax payments


Total cash payments





102

