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4. Other fctors expoctd 0 affec sles i the industy. s tis winerexpeced 0
e cokdr or warnc than normal? And by how much? That answer will elp
prdic th demand for o heatin ol s atura g5 i norhern climics.)

5. Polialandlgalevents. (For cxample, s an lgiltion perding n Congress
hat ol ffet he demand fo ptrolcu, uch s 1 ncemivs 0 use aher.
i cnergy souces, ot soppy, sch s xpanded offboredling”)

6. The intendedprcig policy of the company.

7. Planned adverisin snd poduct promotion.

8. Expoced actons of competon.

5. New products o proceses contcmplated by the company o e frms. (Fo
example. will th use o “fackin” [hydraulic facturing] welldriling ich-
s o ol o e

10, Marke rescarch sudis

“Thesaring poin i the sl forecastingproces s gencrally he sales el ofthe
prior yar. Then he ket escrch s consier the nformation dicusscd shove sk,
it nput rom ke <xcc v and sl personnc. In any s, claborste economeric
models el 0, incopoca il the vaiabc nformation sysiematical. (Econmer-
i e cconomic measurement) Saiical methods, sch 4 egreion analysis and
probubily distbutonsforsle, e ofe s Al sl gret e of efort generally
o o the sl forecas,ince s such criica ip n the budeting process. Mak-
{0 sl orecast s ke shooting an srrow. 1 he srcher’ i s of by dnly 3 fracion
of n nch, the srow wil g farer snd fther atray and iss te bl cye by 4 wide
margin. Sy, slighly inaccurat saosfocecast,coming o the very beginning o he
budietng proces, wil how off ll of the other schedulscomprisin e str bt

Operational Budgets

Based on the sl b ompuny develops st o operatonal udget that specly
how s apcrtion will b caried ot 1 mctth demand fo s goods o services. The
budets constiutin this operational portion of the master bodget e depciod in the
upper halfof Exhibc 0-1

Manufacturing Firma A manfacturing company devclop  prodcion bttt

Shows the e of uits f ach poduct o b manufacured. Coupled wth e pro-

cion bdgetae nding nvotory budges o raw sl work i process, and

iShd o The cndng iy Dot et e IS s o o b some
vl of mvcotey on band at all e, 10 et pek demand
‘i ecping prodoction o bl el From the proucion
budet, 2 e develops budgets o te diect matcrah.
et aho,and overhead ht will b requred i the roduction
rocess. A et for slling 4nd admimaive xpenss s
Wprepured.

AMAZONCOT Y Merchandising Firms A merchandising fim docs ok -
ufacture pct. e, i purchses products manufacurcd

R

a combination of disibuion and real opersions. The oper-
ioas porion of the st budget of 4 merchandiing i i
simila 0 tht of  manufacturing fem, bt insicad of 3 produc.
o budgt for oo, merchandisr develops udgetfor e
chadise purchises. A merchandiing frm wil ot have  budget

e Sy o At e, b s OB I bt
e e et eons, e, h s will eviop Dolgs o bt o

ot v

pertonnc), overhad. and scling and admiisteive cxpenscs.
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‘Service-Industry Firms _Bascd an the sles et for i services, & sevic-industy
i devlops 0t of budgetsthat show how the demand for those service will be et
A servic fem prepaes  producion bt (o the producion of s srvices) and the
et oprationa udgets,buthepecisenaure o these et depends o he industry.

An aiine,for xample, prepaesthe following opertional udgets: budet of plaed
i e o b flown: el bdgtsfor spar aicrf prs anca fol, and in-ight
food: bor b o igh crews nd e pesonnct: and n overhead bge.

Organizations The masier badge for & nonprofit rganizaton ncludes
many of the componcatsshown n Exhibit0-1. However,ther ae o importan dif:
ferences. The fundamentalgos! o 4 onprofe oganization i not 10 sell products o ser-
vices (akbough some do that s way f sing funds) bt cther Lo complete progras
i support ofthei isson. o inscad o  sales bt ponpefitsgencrally begin the
udgeling process with  programs udget tha shows the evel o ervices 0 be rovided.
From tht eginning,opertional et ca b developed o ity the resources e
cssary for poducing he programs.

Consider ol st nervaion nc Ther mission s “heping people in
nced ach her fullest poential though the power of work” They plan progrs 0 up-
port that mision. F cachprogran pland, Goodwill st gt the leve of serice
o' provided,such a number of pooplescrved and hours of aperaton. Each program
requiresresources o opert, and hos esoutces e documented i he operuional b
et ofthe oganizaion.

‘Nonpeoftorganiztions o prpore bdges showing hei icipaed funding. oo
Will gt o e o st sles, gvernmentgrnts,nd cashconrbutions.

T summary, sl organizatons begin the budgeing proccss with plas for (1) the
s o servicesto be providd and 2) the evenue 10 be availabe, whether fom sl
o from e fuding sources.

‘Summary of Operational Budgets _Operstional et i since ey are apicd
1o th opertion of individual companics n various ndusrcs. However, operuional
udgets e also similar n important ways. I cach fim, ey encompassa detaled plan
for sin the basic facton of producton—maerial, labor, 4nd verhead—o produce &
produc o rovide  service.

Financing Budgets

Afe devloping is salessnd operutional badges, s company knows where s money

t e coming fom and wher it willgo. B sevealumingfsues affect when theycan
Collct th canh. T plan or thi. companiesdevelop st offinanlng budgets,shown
Il o i1k i oo ity il G e

(Cash Receipts Budget The cashrceipts gt provides iformation ahou he casy
o nk the company based o sales o s servicesorproducts (or from csh contrb-
tions and grans, i the case of Bonpe ). These nflows ofen will ok precisly match
budseted sl Reasons can inclode

+ The imingof sl and colectonscan e customer-to-<ustomer. Btween,
usincses, s common o have paycat s spcifying hat cash ill ot
Change hands uni 30 days o mere e the sale ot

- Diffrent pymers et convert o cash a difeent sp,Cash payments can
‘sl be deposited 10 the Bk the same ey as he s, Proceeds o e cards
Can ke severaldays b eceined, s check payment may (ke ven et

+ Some sl are neve collcod. Ucllotble sccounts eceivable duc o
bouncedchocks, counterfit mone. crdit ad debt cnd fraud, and cusomrs
‘who deful on helr obligations i ] challengesthat companies confront.
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(Cash Disbursements Budget _As shown n i -1 the cash disburcanrts bud-
et depends o the spending plans eflctd i several opersional budgets, making
quite  complex bodge. To frther complicatc mates, the Ui of ash fiows ot of
e company docs no precisly align with the expendiurs eflected i the operuional
budcts. The company will ot pay cash imcdisely for ot of s cxpendiurn. Rher,
0 will ay s supplcs cconding o standard commereial srrangemens. ofi debying
payment 30 days o more st he deliery dte.

Cash Budget Thecash bdge plays criica o i planing the im'scash e,
Notonly dbcs it summrize the various cash inflows and oulows from operaion, 5
represnted i th ca rccips and e diburscment budgets discused ahove, bt

o incorpoate nonoperations cash flow and s financio fsues. Nonoers
ol cash flows may nchude, for example,the putchas and sl of fsed assets from

Norway Eaanr st e g rEibs o separe recsi, s e, ard
{esurce alocaion rocsse. 1 pates s oo e o o 1o s
o apeca prtamance.Th ol 10 St g . ol 1 e o i
o st o gaing s oy regonsnons

Kichen prohces company s, s s B lemaniatn of s e
“Canios Paan” by case, ek ket s 1 ke h plaeing proces
e espare o staq: i an 0 st hangig s snwonrant.
T e vy bl O] process slowsus 10 6350 o chnges 1 1
e n e b, threy negaing e reed o a et

et Gt s o 8o o et Wi, conrid o810k
i 5eont orecst el bsed rund i I s when ey ecied
1 el e s ol o propes” A% e e preser f ance e
st e . O youve ot 1  pproved s et . s ange, .
iy ot g0 hapoen dov s i kg recas e b
et ther 1 s e 0t prgecins e ey e ot loched o e,
S he o sty wi ke el e v a8 sl

uters g, g okt oo ot s v cosy
e s o e oty 0 1o o 1o S

T oy . But G s prepares g

ek e s Sy Ve, g e 0,19
B et o e B C70 i S| 01, e <o oD
g el e s g b A e s o b
S Py, Rt ATk iy P of s B, iy 1,010 s
frrony du T A
prmminrority
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e capial gt paymenss o o fom investos, lan o purchase e compani,and
Shortem borrowings. By predicing the company's et cash posio s frequent pois
Qurin the lanning period, he frm can pla el I an ITange surcesofshrttrm
borrowing fo tmes when cash ouflows cxcoed nflows, nd i can pan o pay off those.
Borrowings and make shorteem nvestments when the cash flow reverss. I can aso
signa cash low trends vttt wil eguie o e capial acuisiion va et
o cquiy fnancing. Tis shiy o forcsee and ioid csh emergencies makes he cash
budget very importan nd powerful oo,

Budgeted Financial Statements

“The final potion of the maser budge, depicted in Exkibit 0-1, inclodes 4 budgeed
income sttemen,  budgeted blance heet, and a budfted sticnent of cash flow
“These budgeed fnancial ststements show the verall Tnancal sl of the organiz
tion'splanned operationsfo the et peiod. Noticethatthey re ot the begianing of
the mastr odgting process,tey ae the end resul

e concps o et iy o csing (ABC) can b oo et deriond. (o)
the budgetingproces  Acviy-based COsng Ses & wo-Sage cos-ssIgTent poces.
T Stage 1, overhead costs re assigned 1 cot ool that rprest he ot sinifican s e cor o sty
actvie conmitating the production process. The ctviie entifiedvary o con B st e ik
panies, b such aciviies  onder processing. maleral handling. machie seup,abor ¢ 15sb iry
schedulin. qualty contol, and purchasing provide examples. o

Afe ssigaing coss t the sctiviy cost poks i Sage I cost drvers appropese or
each cost pool e enified. Then. in Stge I, he averead costs e allocaicd o each
vty cost po 0 cont abject (&£ products,scrvices. nd customens) i roporion
the amount of activity consumed.

Echibit 3-2 portrays the two-tge allocaton processusedinactiviy-bsed coning
sy

e con s s 0 sy
Con o e oot st

= TN
ST

Gosts o s o ach sty
ot ok ot st o o
........-..mmmn..m_.-_

e \ | ]

o

ety s s (AKC) s e o
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Applying ABC concpts 0 the budgeing proces helps 1 expa the logic of
cting Sometmes the proces s even reered 0 5 actviy-based bucdgeting (AB
Concepualy. ABB tskes the ABC model and everses he flow of th by, a3
depicad n Exhibi 9. The st sep it spciy the products o crvices (0 be pro-
duced and the cutomers 0 be served. Then the activies that s necesary 1o procuce
s producisand services are deermined. Finally, the resourcs cessry 1 perform
the specified sciviies are quanified. A portayed i the disgram, ABC ssignsresource
couts 10 actvites, nd then it ssigns activty coss 0 products nd services prodced
adcusiomers served. ABB, on the ciber hnd, bins by forcastin the demand for
procducs and scrvies 4 well s th customen o be srved. These foecassthe are
s 1o plan th activitie for th ot period and gt the resoures necevary 0
Carey ol he aciviis.

e ext scctionofthechapter, we will st the process o construcing a mas-
e budget. A we do s otce o heconceptual activiybased budetng model helps
xplin the stcps nthe budgeting proces

“To st the step n developing master bodge, we begin with this chaper's focus
company, Smoweap Musc Festivals. Snoweap s  peoducer and cvnt manager of s
tination masc cvents wordwide. The company prides slf on arcting leading i
caltaknt o o events, Known 4 SIurFest, whie lso cxposing festial guests 0 the
“mext big thing” by Kieatifing and promoting new taent The Snowcap band enjoys
exceptonal consumer loyaly: fequent festialgoes call thernsve, atraly. S\t
nd SMurFets, This ranltes o profts eough repest busines, song festivl st
dace,and signifcan merchandis xale. The company works hard 1o crese  simult-
ing andcrstivebut st cnvironmen.

S e e S . e R . Tk o, The Cd o oty
i b Pk o B ko A 1 N, 0 s A e
Ak, v Y g iy e g e o, o Wi S, 99
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Somcap Misi Fetls s b o B, Coloro, wih Etopessoesios
anag ot ekl i Sz, A Thscompry b ol awnd by
Toder Wenee Rchowk 4 o . Rehowk i e compry o o
prmen i Bl s 20 e g, il a0 ch  compry st 4
Pijct b sy i sy o clg i, s, oo oy
e a1 ot e b b vl A o of
ety e 1 sl P, W of b il e Q.
Rk Rk o ke 3 D s e B ik St
e e compny s o

Uniic Wonle R prove 0 b et picking bt sh v
i . A e ok e O 3 et Vi W
Wriing T now i, Do Wig el ok e fn vl e would iy b
e i pfan y 3 ol Bt o, bcrng opraons i
iy whil g o Sy Mok Feva e oo Wi b
s and R o sk Wi Wl S St e
o e e St peomena i . At AP o T
e U S, S vk on o P 5 e oy
o kv o, g b e

X Exline y Do Wt the G ot of i s cpnizion s he
oy i i 1 Ay (T . T FPAA e s
e o s mastr b o ach o e (e T s g s G
e hsdpann b it el rer b ot S Mk
Pkl Wi e i e v 1o cot vy 0 s Bow
Iy e, e Tyt oy T o o i e
e o o v a0 Th e e . o cah
e o oeny. e s s ot PR ol WS P 7
i Campis o s, Win o e o

1. Documenting ou plan o oprationsand inancial rsuts. Whic estivals are
mostand et profitabe? How profitable i th compan overal? How will we
manage cash low?

2. Communicaing our pans for. and ssumprons sbout the vaiousfstivals
Whichestvals e planned or i ear? When doescach sar and end? How
manypeople should e pl fo a each one?

3. Decding bow o shar resources.How many people are eeded for marketing?
For openaions? At each esval? At headguariers?

4. Contolling persions by deveoping benchanarks o the inancalund
operatonal resuls ofthe fesival How much profs s each festval expeced
10 generate? Wha s the goul or T-shir sales? Wht is our carbon footprint
sout?

5. Elusting performanc o fexival managens against thos benchmarks, pro-
viding  bscline for incenive compensation, Who s respansiie fo acheving
e gols? Wit s e revard o netng ad xcedn acndrce
a7

In conclusion, Wing noted that, “Planning a estival without & mastr budge would
b ke drving o he fstival wihowt p: Yoo would have  ough des of where you
Waned 0 5o ot o e of the bestway o e there. And by te e ou foundyour way
e pary might b over” Wendeo Redhawk addd, T budgeing  pin? Sue i . Bt
501 practicing gt you can' be any good without i, and s leut in dgetng your
fingers don't bl

"We will e Soowesp Music Fesival's 2062 maskr bodget fo it three-day
Rocky Mountain SMurFes, which will b held on he socond weekend of Juy 20x2

Ml estak
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“The fesival's master budgetcontins the following scheduls, which ae displyed and
xplined inthe ollowing pages
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Notc that tis s  nonmanfcturing budge. 1t willdemostrt the basic opers-
tions of  budge without ll of the compleiie by th need 10 procuceand i
wan nventoric, Later i te chapte, we will ook at the acionl chedule needed
 manufacturing compiny's et 0 incorporst those complxies, 0 make sur you
ndentand i bsic et .

Sales Budget

As discussd calic i the chapte, he s sep in developing a masterbuder s abways
he creaton of a sules gt The sles udget for the 2012 Rocky Mounain SMurFes
s displayed s Schduk 1. Thi budget shows the pojected s n s for he ven
and then muliplies the it s by the sl pric 0 determine sales revne. Tikets,

the it quarer but also sig
pices e iscounted fo carly purchsers. All T-+hirt sls occur during he vt and
i i o efected i he sales udget.

Schedule 1

-
i

k
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Now that we Know the sals forecast and the plan fo revenues, we can b 10
budiet for the cost ofthe urchases needed 10 makethe evenues possible.For Snoweap.
Nt Fesivl, ther are wo i inpats (s ad TAhts) and (wo s comvenion
esources (dinet lbor and prodistion verhead).

Purchases Budget

A company ke Snoweap Musi Fesivals buys kot of goods nd services from ovtside
the orgnization i ondr 0 crete s product (s music estival). It documents s plans
forscquiing these goods und services n o purchases budge. The putchses budge, in
Turn, i basc o the goods and ervices that Snowcap Music Fetivals plan o sel, 5
documented i the sals bdge discused n the precading sction.For the 2062 Racky
Mountin SMurfest,the parchases o be budgeted r the musc hat will b played and
the merchandis tha wil b sold, The purchass budge i displayed in Schedule 2

Other commmon purchass budgets e o he et mterias neced i manfscuring
and the gods nded for reil ad distibuion. Bt of these bring adled compleiics
relting o nsory planing and will be inroduced e in he haper For he msic
fesival, ther e o ventoy ssocs. All erchandie i sssumed Lo be s orretumed.

‘Noice tht. s i the saes bdgt. his g brings togethr operaionsl -
tions and inancia dt o crewe  plan. For cxample, the cos of two e ypes of
performen i considered. Alhough (e cost of groups may ifr, use of sn verage coxt
perbund within perforner caegory simplifies plaing.

W abo begi 0 sce the cffct of udget iteraction. The umber of T-sirs sokd
depends upon the numiber of fesival aindcs, 0 th purchases gt i consrucied
g he tcke sl nformaton bl i the sales bdge, T i, ud i subsequent
et schduies, we s the actvity-based bgetin logic thatwan discused it

Schedule 2

o
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Direct Labor Budget

Whilethe muscians ae the critical clement of 8 music festval, withou a stage and
@ s0und syt it woukd't b much of 4 fstival. Many othr resources e needed (o
pul off a enjoyable, s, and proessonalcvent, and many music fstivals hve faled
ecaus they i pay ataton o sound quality,security, o parkin.
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W inroduced convesion costs n Chapir 2 s the it abos and overhead pecded
10 comvert raw materals o a fnshed prdust,and here we put them i thei brosder
Context: comversion coss re he coss of the reourtes neaded o comvert purchased
{aput ino 4 marketble product o scvie. Thse comverion esources e walydirect
lahor and various inds ofproducion verhed. d companies st lan or e vl
by, use.and cos.

‘Recll ht et Iabor i bor that i waceable 1o patcular cost abjctand whose
quantity variessysemaically with some aspect of the procucion. I this case the cost
bject 1 the Rcky Mountain SMurFes, nd the direc-lbor budget capurcs the cots
oflbor thatae diectly rcesbl o the v

Ak youncl,“How woukd e s odget o i ven7 You might b empied
10 st ook at s years el 10 s how many people were ecded 0 work.Howener,
Tt years cnployee umbers don' il the it of changes planned for i year's
Rocky Mountain SMurFos (ifcren e of s, difren e of b, it
fernt hours of operation) and may ot b appopeisic o the curent pla. A bete way o
answer he quesion s 1o undertand wha drives the nced fo ifere Kindsof ahor and
il the ot on thtbsi. Agin, i elect the activity-hased udgetin lgic.

For sk el dicet ahor would comprie th operaing pesonncl sch s cch-
icans (clcucans and soun crew), uesogisicssaff ekt ke, parking tendas,
security) snd masica-support Sl (g crew, bachtage oss). Festval hours,dined
s the hours that musicians e perorming s the cost drive for echnical b, Atendee
our, s o the festal hours . he nmber of ekt s, 1 the costdrver for
estlogiics abor. A the e of b schedled t perorn is the cost drer
o mascian-sppotahor. Thessconts a eltonbipsae odgeted i Schedule 3
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Production Overhead and SG&A Budgets

1 aition o it abo, e resources euied 0 put on e esival inlude supervi-
sion, il cot, markctng. and cows incurtd cntraly by Soweap Musie Fexivals
i suportof ll of thee fstivai. Thesecosts e divided nko two difren bdgets. The
procducion overbead budget icludes converion costs that felae 1o operatin te st
vl And the selling. gneral and it cxpense (SGAA) bt comprises coss
Telting 0 sale  marketin and 1 generlconpany dmintraon

In Schedue 4, the production overhead budge summarzes the costs o procic-
o other than porchases and dieet abor. We can subdivide the producton averbead
costs it directcosts, which r rcesbl 0 the Rocky Mountain SMurFest, ad ndiect
Conta. whichar ncurd cenaly within the Sooweap Musc Festvalsorpization nd
then llocsed among the varous fsivals.

Fach producton overbead cos s budgeed scconding 0 the planned nesd fo Uit
esoune. For cxampl,the two guestogitis supervisoe begin work wel i advanceof
e fstival, working he e months of My and June .4 cost o $5.000 pes month et
supervisr During oy, the morth of the estival, the gucst-logsicssupervisorscontnue
1o work the i monih. I adion,one echican supervisor (55000 p month) and
o msican-suppert supervisor (5,000 pe moni) e added o the enire month o
‘At e of by, ll upervisors ove o o xher osivl. Acordingly, 20000 s -
et o he scone quate of 2082 (wo gest-logistic supervisors i b My and June
5,000 per month per spervison and S22.000 i bt fo e thid qarir (S10.000
fortwogucstogsics supervisor n uly plus he ot of the ther two supervss i Ju).

Schedule 4
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“The method for allocaing indirect producton costs is determined by the cntal
adminitration of Showcap Music Fesival For cxample, eketing fo al ostvals s
Handied a the company’s headquaries. The sccountants there consider number of
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ket sod 0 be the cos driver fo iketng. and hey etmae the cost difver e (0
be 250 per ket handied. Esch fetival i heefoe allocatedan overhead cot relted
10 tckeing of $2.5 pe ticke. (Allocation of cetrlized costs wil be discssed more
extensivlyin Chaper 12)

“The seling, general and administratve expense (SGSA) budget, shown in
Schedule 5. includesthe saes and markeing costs of the company. A= n the previous
budier, tese overheadcous cabe divided b diret coss. auch o adverting hat
s speciicaly fo th Rocky Mountin SMurFes. i shared marketng costs that e
alocued from headquartes o l ofthe estivabs. Sy, the genral and dminisi-
e suport provided by headguariens is allocaed among the varous fsials.

T gencral and adminsirive costs allocated by Snoweap Music Festivas nclude
deprecation coss of the headuarices builing and varows ober ied asscts owned
by Snowcap. The depreciation cost s includedin the “Total SGIEA expenses” lne that

I o0 ecome part ofthe budseted income saiement. However, f the bstom of the
SGEA budge,the deprociion s dodocted 4 & s cost. Thi s done 50 hat the
cash porion of SGAA spnding canbe sepurted ot fo incusion n the cash disbarse-
mcni bodget. A similar djustment would b made fo noncash costsincluded in any
ot bdget schedule.
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Financing Budgets
“The e fnancing budgets collcively show how s company manages the csh it eds
10 fnance it operaions. The cash recepts and cash dsursements bges show
cutimated inflows and outlows o cash rlating 0 evenues and xpenses Fespeciacly,
T hese o, the rvenue and cxpens numbers st e adjused or any sucs ha
et the iming of csh flows. Afe the expectd csh nflows and outfows hve heen
determined, he overallcsh bt combines this informtio t predict expected cash
ol and surpses. Once they have becn dentified, s can b mde for financing
the hortllsand incstingthe supluscs.

“The cash rceipts budge in Schedue § details Snowcap Music Fstivals’ cxpected
cashcollcions fo he Rocky Mountan SMarFes: during the bodet period. Most ket
e for the cven r puid by dei o credit cand, with fundsavilble 0t company
the same quarte 2 the sale. However o promot crly sales and cashiflow. Snowcap
allows ey icket purchasrsto pay 35 percent by credi card o the e of sl with
the other 73 percent automatically chisged 1 the sme card 90 days e, For the Rocky
Mountin SMurFes, al tckets purchased dring the it quirter of the year, between
oty January (when they g0 0 sl and the nd of March, ar sold tis way. Begining
i Al al ckets must b paid fo n fll t he e of purchase
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Festivl Tshis re very popular and st putchased by fesival uests win credi
cants, debit cards, and cash. Histoically. a sl number o purchses trn ou 1 be
{raudulcnt (sing frged or solen cards o et cash),and Snoweap Music Festival
udget this uncollectbleportion a 2.5 percent o ses.

Scheduie 6
Ticket revenue Yo S Smon s » o
pre—— amn mam =y
frromidebonenty o o
e 0
—— bk T
et e et o o B
[P ——— ey B Dous
o ey £ g

chase, 75 percnt 90 days e some ofthe (s e’ rvenue il e collected during
e sccond qarier. Therefor, e cash that the e will et drin the second quartcr
compeises wo components,a epicted n the ollowing diagam.

“The second quarte’ total cash eceipts rom tcketsles e the sum of S1,000,000
000 e of st g ket ) d 50000 (75 e o it e
ket ss).

— g%

M estirak
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One inal it 1 notic i tha 2.5 percent of T-sint saes re ok expected 10 be
collected. Thusthe $4.375 o hind guarter uncalketiblesccountsamount 0 2.5 percr
‘f Rocky Mounain SMurFost T-shie s (54,375 = 175,000 x 2.5 porcen), nd ash
Teceipts fom - sales a ol 97.5 pecentof T-hit sals evenue

In Schedule 7, th cash dlsbursements budget showsthe timing of the csh {low-
g outof the compary. Jus s we saw that cash rom sales does ok always low ito
e company cxactly when thesale i made,cau for purchases doc ot eccesarly low
outofthe company a he xact tme the purchse is made. Payment olicis will difer
etween vendon nd types o pymens, nd any ignificant diferences need 1 be i
e e budget. Ofen purchasc ae made on account, which heans thatpayca '
o made st the e of he purchase.Istad, payment s made aerunder terms
{hat e negorsed,offen 30-60 days afer delivery of th prodiuc o sevic.

For hand payments t Snowesp Music Festivls, he payment schedule (o “head-
Hier” hands ¢ typically 50 pereent i advance and S0 percent aier e show. However
e “undiscovered” bands,which do ot hav te ket power o demand advance pay-

However, h excesscash generaid before the festval s ot just Hidden in  bass
! s invested uncl s ncdd, and whilivesied it cars erest o th company
“Thi et carned i shown ear the botom ofthe cash budget. Showeap Musie Fe
vl carn a annual e e o 5 percenton s ivesed cas. For Smplicty, we i
assume that the netcash generaied o usedduring  quate occursevnly thoughout the
quarcr being budgeied,and that he intrest e b ppled 1 th icragecash balance for
e quirier Whik ot prciscly acorae, his s clos chough or planting cstimae. Sec
he ockmotes 0 Schdle  or an example o how teres ncome s clculed.
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Budgeted Financial Statements

“The budgeted income statement in Schedule 9, showing the cxpected evenues snd
expenses n 202 for the Rocky Mountin SMurFet assumes hat the buillin xpect-
Hons bt the fesival e et Arivingat et income Feqires an st of e apeo-
prise 1 at, and Snowesp Music Fesival nsructs . estals o e ther corponte
Tate o 35 perent  the festival budges.

Schdles
_ Wk st
e — s
o
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i oo e s
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sty Shedle 10 displys he udgeted statement of cash lows. Noticetht the
format e i the budgeed saement o cash flows follows ha specifed under the
dieet method o prepuring the atemens, which iy ecommended by the Financial
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Accouning Standards Board (FASB) The formt usd i the staienet of cash flows,
\hich s staement prepaed by companies (o cxternl eporing porposes, generaly
i fomthe formal i nthe inancing bdges, which e preped o irnal e
by managemen. Notice the diferences i the forma f Schedule 10 when compared with
e fnancing bodget n Schodule .7 nd . The resordetalnthe ernal schedules
provides iformation tat s usful 5 managermen.

Schedule 10
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Normaly. the budgeed fnancil sttements of an orgaizaton would nclude
udgeted balance shee. However, s budget is only o the 2012 Rocky Mountain
SMurFcs. Most of the ssts and abilties, adal of e iy, are found oy on the
consoldaio (overall) Snowcap Musie Festals budget.For hisrason, he blacesheet
s it from ths fetval bdget The only assct of the festival s s cah posidon,
‘Which s presnted in bodh he cash budge (Schedule ) und he budgeed saement of
cash s (Schedule 10),and s pimarycontributon 0 he compary i s generation of
Profits, s prescotedin the bdgeed ncome statenent (chedule 9).

Summary: Key Features of a Master Budget

“The eventBudget forthe 2012 Rocky Mouatin SMarFest includesmany of the key e
wres of  masier bt

« comsit o a seies o budget scheduls
+ Operatonal assumprions v secifically deasifed nd ncorporsied it the
budget.
+ The budget schodoles are beavily ntrdependent, with output of oo shedule
srving s iputs o e,
e e e et e e st s s e o ot g .
s vt et Bt o T S fCo e

A b e . T et e b s
e TR
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+ The budget schedutes ollow alogicl sequence begianing with e sl bdget
and biding 10 the budgeed nancial taements.

+ Actvity-bsed budgein lgic s incorpored.

AWl ofthe key types of maser budget schedules ae prescat: ssles, opersional,
inancig, and inaocial stements.

Just s every company i diffea, every master bodget wil be difere. Bt these
clementsar prsent n all mascr bt ad i you undersand the lgic nd flow pr-
sented above you will Know bow 10 appeosch bdgeting n ny comex.”

However, his s ot the end of the budgeting story. Manufacuring products and
maiining invnmories itrduce complexiis 10 the bUJgeting proces ha we addrcss
in the nex secion.

Manufacuring fims have sveralcharacteistics hat complicte the budget
coss. Foremos among thee are nventoies, which add several additonal
order 10 djust for planned changes i nvenory lvels. Both inveniriesof aished
provducts and inventores of raw materials and components equire additonsl bodget-
ing seps.

T many s, manafcturin frms aso have o complecash flows because of
the many transactions imvaved n their convesion processes and because of the many
ifrent ways hey sell ther proucts. Frquently, manufacurersalso ave Large st~
ments in propety. lani, and equiprontthat reie perodicreivestme.

"To elp lusirte how these complexites are handied i budgting, we will ves-
gt the master bdget of FestChaircom,  manufcturer of oudor chalesbased n
Deaver, Colorado. Th company is whally owned by Mary Edvwards, who sarcd the
company in her busement 15 years ago. Success came quickly fo te company. and
Edwand eventually built s poduction facility otside Denver, The company’s mani-
facturing process s highly ulomated. sing severalmachine o ut out eces of cha
fabrc and sew them together o form  varity of lghoweight but durabie sesing prod-
ucts. Production of he metl chai frane i outsourced to  company in Monierrey.
Mesico, and the frames re scheduled o rive i FestChlr.con us beore they are
nesded in production.

Tniily. Edwards calied her firm FestChaie Company, and itschairs were sold
Wholesle 1 event producers such 4 Snowcap Music Fesivals using 4 taditional
ales approach. Three years ago. however, Edwards changed the company's name o
FestChaircom and made & majo fosy 1o the world of Iternt sales, marketing
0 stron, ight chair o the acive owdoor onsume segment, Now almost 75 pe.
cont of FesiChaircom's sles e made hrough the company's websie. Altbough
FostChaircons retaind several of s sles personnel 1 handle he traditional sales
10 event prodocers, new personne had o be hired o handle he company’s Interet
sales. Chaies are shipped to Iternt customers via UFS, FedE, and other express
delivery servces.

I rder 0 mantcturethe appeopeite quaniy ofche and gt ther o consumers
‘hen s where tey e ecded. FeChaicom needs 10 prdict sessonait, iciote
i macral nceds. and plan producton rsources such 1 wekers sod machine. The
Company's maste bdge i crcia par of that proces Some f the bdget schedules

e e st e et of g -, A ot e o,
0 e e s e e s g .ttt b
il ot ot e g o A g b, et e
e e g o f s g el e o b

e
I
DY

FostiChair
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Histed below were discused eartierin confunction with the Snowcap Music Festvals
master bdget, but te ones that e highlghicd wee o, The it tree ew shedules
e specific 1 the manutactuing eing. and 3 budgetd balance shet is s incloded
i hi cxample. We will consder only these addiionsl scheduls in his secion. (The
chedules added or FesiChaircon are labelled A, B, C, and D t0 diingish he rom
the Snowcap Music Fesival schodules)

S
sonan et pechey
o
& scma vt
PR o
b
i e s
[ —
P —r—
fri——r—
o
€ Mool ron ot ls B S
e —
e r——— N
o e [——

Production Budget

Resourcesformanufctuing. such a rw materisl,procuction workers, ad machines.
arc necded when theproducs e produced,not when they are sold. Why i hee s difr-
nce iniming between s sod nd units prodced”
+ Slesare sometimes hard 1 prdic.
+ Oft a logisicl lag xists bt when o produc i made and when i can be
sokd. (T of the China-t-US.supply chitn)
= Companie b productsfor iventoy a4 way 0 smooth production eveks s0
ey don'have o lay off worker or bay 4 many machines.

“The production udget shows the numberofuits ht e 1o be prouced dring b
et poriod. As wesaw n Exhibit -1 t seres s the brdge berween the saes ot snd
the operstional bdgesthat plan o pending on production.

FstiChaie com's proucton budget. diplayed s Schodule A, decrmines the -
b o chain. 0 b producd each quartr based onthe guarely sules prjecion i the
sl budget.Schedule A s based o he fllowing formula.

Desiedcnding
Ssin | Do _ Touluin
i ol T i

fned goods
Expectd begoning

oot wis Ui tobe

L I

Focus on the second-quarcr column in Schedule A, which s shaded. Expected
sccond-quarte sale are 15000 chair. FesiChuiccom ako wants (o have cnough
finhed chirson hand st the end of the second quarer 10 provid 10 percent of the
expecied sle or the third quarc.Sice 1500 chie re expecied o be n ioventory st
e begianin of thesecond qarir and (20,000 chirs x 10%) = 2000 cais e ncded
i nvenory 1 the cnd of th second quarter, 500 ddiionl chirs need 1o be produced
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for inventory. Therfore, i ol (15,000 + 500) = 15,500 chais ecd t be produced
durin the quarr

Schedule A
som o0 e o
1 o e _ue
- o e A
- £ o ooy
- EEE

B~
B ot 1 gt 5 i 1 5

Direct-Material Budget

1 the master udget of & manufacturing company. he direct-material udgel shows
the number of units and the cos of maleral 0 b purchasd nd used dring 4 dget
peiod. FestiChaiccon's diec-materalbudget, which i displayed as Shedle B, has
o section: on for chair fabric 4nd one for chle frames. Ax s (e for slmost ll
manufactures, FestiChale.com's diecmaeral ost i 3 uni-level cont? Each chai
Tequires 123q. 1, of fbric i one char fume. The s reiredforchleproducion
are prepackaged in smal aiches by the vendor in Monterey and delivered 0
FosiChiiccom on & just-n-ime bsia® The 1o section of FeniCharcom's dirct-
materal bodge showsthe ol smount of abic nceded t0 make chais dring cach
quarer. The dkershaded porion of Schedule 1 computes the amount o hric 0 be
purchascdcach guirter. Thi patof theschedule s based 0 the Fllowing ormul.

Row Dessed

mal g Toulnw

reqied -+ iventory = matral

o oo reqied

[—
Touwlraw  Expectd begioing  Raw matral
matral ~ imeatory o v = o
roied | il punhased

“This sction o Schedale B lso computes the st of ach quate'schit fbrc pur-
chases. The kower, lightershaded prtion of Schedule B clcules the quanty and ost
ofchle frame o be purchascdcochquarte. Final, the st row of Schdue B totls e
costofchair i and chue fames 1 yieldthe sl cost of rw mteial o e purchised
each qarer:

Erer R —
et s v oy e S AP o e

FostiChair




image25.png
FoatiChain

TR ———————

Schedule B

s v——
o o 1 o e 80 o 00
e e bt o e e et e T
oottt

Production and Purchasing: Anlmportant Link _Narice the imporant link betweer
plannd producton and porchases of r mteia. hi ik s spparen n Schedule B,
nd it i o cmphasized i the formul precedin the schcule. Lot focus on te sc-
o quarer. Since 15500 chie e o be produced, 186,000 5. . of matrisl will be
ceded (15,500 chies x 12 5, 1. pe unt). I addion, FstChaie o wants 1 have
22:500 .. of material i ivenioryat U end of the quartc:" Thus, ol necds are
208,500 . . Doca FeiChalrcom ned 0 purchas this moch raw muteral? No i docs
o, because 18,600 4. . will b n inventoy o the begiing ofthe quarcr. There-
fore, the frm nceds o purchase only 190.200 . 1. of mteral during he quarir
(205,500 54 1. lews 15,600 54 . n the beginning nvtory).

Inventory Management The linkage betwecn planncd poduction and s material
putchusn s  particulry crical lnkage i manufoctuing firma. Tha, comsdersble
Ciort s devoted o careful ncrtory laving and managennen. How di FesChaitcom
deckde how mach aw matera o have i ivenory t the i o cch i Examin
i of Schedule B rveals that cach guarcrs desred ending invntory of rw muteial
s 10 percentof the materal neded for roducton 1 the next qarer. Fo cxample,
22500 s, . of raw materil will be i vntory a the end of the second qarc,
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because 28,000 . 1. will be nceded for producion in the thind quirer (22300 =
10% 5 225,000, The el o this approach s 1o have  arer cding iveniry when
the nex quarte’ planned producton s greter.Invenioies s drwn down when (he
Subscquen quarter's laned producion i lower:

Furthr discussion o inntory managementcan b found in Appendi Il the nd
oftheten.

Budgeted Schedule of Cost of Goods Manufactured and Sold

Duing our dicussion of Snowcap Music Festivals, we ftrdoced two ofthe budeted
inancal satcmens: The bugeed ncome sttcment und the udgeled saement of cash
lows. We now (a0 the remaining et shedule that s neded before manutactuer
FestiChaircom can conmplete s fnancial stcments.

“The budgeted schedule ofcost of goods manutuctured nd sokd shows he procic-
o couts tha ae cxpected o flow throagh the imenlory ccounss, and s the
portion of production cost expectad 1o be i work i proces nveniory, fiahd goods
Iaventory, and cos of goods sold a the endof e perid.

- This budget chodule s summarize th varioscosts ofpoduction from

ther bdget schedules 10 compute the period’ otal manufacuring coss.

I then st o th beginning and endingcos of ok prosess nendory

10 compute the cost of goods manufacured. (Recalfrom Chapte 2 thatcost of
o manuficturd rprescs e ot cont of products completed snd s
erred o fnished-goods invenory)

= Finaly. the cost of goods manufactrd i djosted by th begining and ending

balancs infinshedgoods iventory 1 computecos ofgoods sold.

Schedule C shows FesiChaiccon's budgeted shedule o cos o goods manufic-
wred nd sold

Schedule

Dt e e e 1 o i i
S
oo L0 i . e .
o e A

T i o o e e
e L s
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Budgeted Balance Sheet
Afe compltng he budgetd income saemn and bodgeed ttement of cash flows
liscussd calc n the chpse a0 50 omitied from the FestChaircom cxampie), we
Lt 10 the udgeed blance st The budgted Balance sheet shows he xpected
endoferod buances for the company's asco, iabilfic, and owner's cqity, s
ing that plamed opertions ae cariod out. FestChaiconr's budgeted balance shet
for Docember 31, 202 s displyed o Schedule . To consrut his bodgted blance
shet, we start wth the i’ balce shect projectd fo he begianing o the budget
e (Exibit 90 and then st ach account alace or the chages expected dring
352 T i e e T et 2 g .|

P
g o

Explanaions for the account_balances on the budgeed blance sheet for
December 31, 202, e givn i thesccond hlf of Schedule D, Examine hese cxplani-
tions caefly. Notice how the budgetd blance shect plls ogther information from
st of the shedulesconsiing he master et

7 amrnm .
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Some ofthese prdicions—proerty e, for example—would kel be e ccu-
rate. Otber predictions would e more diTclt. For cxampl,the cost of natral g for
Hetin purposes s had 10 precict because it depends onthe weather,

Making prdicions and ageing o asuprion re valuble pats o he budgeting
process Managens are forced o ety and gree on th asumpeions that will be partof
e yer's fnancil plan. And ae making the predicions h rsk of eing wrong can
Someimesbe miigated by manages actions. For cample i the compary s i 0
assume tha i fbric wil b bl ll year o 9 p .. then he company will
conmider nterin intopurchisin contracs tht il guanic hat availabilty. Bt thse
contracs o bring ik he sles volume predictions ar 100 igh,theycoukd b suck
Wil ot of exir bt f ket pice fo i drop.thei chai procduction osts
migh b Nigher than thei competon:costs. Managens gt pidto make decisons ke
these, and buiding them ko the bdeting proces helps.

Financial Planning Models

st e s e pccions s R b g
o s 4wt iy Th sy o ot s
o Bl P St (AR A AR Pt
el g e i i it 3 e
e i ke ot s v s et
e e ok i oo o s v A
i Pin ' e vk o o B llsipe ol
o ot o

T e i o, s e loin o, whch s d 1 bode
ot s g

Eamploye frngebencis = 30 (Total e d wages)

However, suppose the company's manager arc unceran abou his 3 pecent e
mate. A fnancalplanning model might inchode the Following equation e

Employe frngebeneis = Toal slaris snd wage)
Where 025 € p 5040

“The budge aff can run the fnancial planing model 53 many tmes 5 desived on
 compute,usng a differnt valus for the poton of salay spent on Tige beneft,
. Perhaps te fllowing alues would be wied: 025, 0275, 030,035, and 0.3, Now
nagement can answer th quesion, What wouk b the ffet on bgeed et icome.
ifcrploye finge benefit cous icrease 0 35 percen of salrics and wages nstead of
30 prcent? I fully developed Fnancial planning model. al of th key timates and
sumptions are cxpressed s general mathematicl relatinships. Then the model i un
o' Computer many tmes 1o detrmine the mpac of diffrc combination of hse
unknown variables “What i questions can b amswered bout such unkown vaiablcs
s inflaon,irest e, the Value of the dollar, demand, competon’ acions, wion
demands i forthoming wage ngodtions. and  host of ohe factors. The widespeead
‘valaility ofeconomnical spresdshee 00 nd clou-tased FPA solutions hs ade
inancal plansing models  more snd e common managenent ool

1 snllorganizations,the peocedures used 0 gaber information and constuct & mas-
e bodge e sl formal. 1 comas, L organizations s 4 formal process
1o colect data and prepare the masie budget. Such orgaizaions sualy dsignae &
et dirctor or hief budet offcer. This s ofen th argaiation'scontoler The
buderdirector spcifie theproces by which bdget dats will be gathred,collcts he
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information, . prepars the mastcr budget, To communicate bdgt pocedures and
deadines to employeesthrughot the organizaton. the badget diecorofen develops
d dissminais 3 el mamual. The gt manual scies wh i Fesponsibe for pro-
Viding varows types of nformaion, when the formation s reqird, and what for he
information s 1 take. For xample. he budget manualfor 3 manutactuing im might
specify tht cch gionalsales diector i t sl an cstimte of the followin yea's
e, by produc e, 1 the budgt diecor by Sepiember 1. Th budet mandal slso
Sttt who should recive cach scedule when th st budge s complt.

A budet commitice, comining of key scnor executives. ofen i appoitcd 1o
‘advise the gt dircto during the prepartion o the budgt. The authoky o give
final approval 1 he mastr budge usaaly belongs 1 the bosnd of directons, o 4 hosrd
of eutce in many nonpeofiorgmizaions. Usuallythe bourd has  subcommiee whose
fask e o cxamine the proposed bdge carefulyand recommcnd spproval o any changes
dcmed necessay. By cxcrining s authoriy o make changes in the bdsc 4 rant
inal sppronal. the boued o dirctors. o st <an wied comsiderabl nfluence on the
overall dirction the oganization akes.

A more d e companie operste globlly. h Intcrne i playing a cver-rescr
ol in the bgeing process. Cloud-based budgetng tols ¢ ncrasigly popul,
Intemecbasd budgting aplicationsthatca help sucamln snd secd up an oganiz
tion'sbudgeing proces. Employees hroughont a6 organization,a llvels and around
e globe.can bt e budge ot clectrnicallyvi e Inernet Morc-
over, the dat i clow-bused budgeing i stored rmotely on sorage contrcted by the
Softwareprovider at o center rthr ha on th company’socal compuer srage

Ofen pat of  larger FPA sysim, this cloud-bused model resents bh oppos-
unities and challenge. Cloud-based budgein has the avantage of outsourcing the
Iechnology st anocated with bosting and running the Budgeung sofowre, wgethr

equent, centalized updaing o the budgeting software by he software provider.
T adiion, the datacenens where clou based dta s sored end 1 be ot score, s
suscepabl o physical thrats. and bete backed up tha individualcompanics are

However, cloud-bused bulgeting has o0 very imporant disadvaniag: he comps-
oy’ proprictry fnancal dta resde ouside of the conpany's wals. This is & serious
dta securty ik n addion. companien st esssre el ha ot he st
providerand the data centr provid relable srvie and e nancily sound. hat the
Conpany has accee 1 bicked-p dats i th even of 3 problen, and that e it
s portable 50 ht the company i ot locked i o he softwar rovider i they wish 0
change sysems. Thee ae signifcant chllens, bt ones ha cloud-bsed budgeting
‘and FPICA sftware providesae nceasingly migating o th sasaction of their
ot i exensive security and trsparency pocedures.

'BUDGETING, DONE IGHT, 5 VERY B1G DATA!
1 s ke kg for 8 s 10 oo e Googe Seet o sl et
oumders e 1 o tht it gt Geoe ko i hy e M.t ) ey i
e e o el e eparmens, e e s, dosers i
e s o o f cuiomer. Ot h compary s 0 kep e h e
Ceadneimbecass, s ce 5. w5 Spenn oy on 1 AECLG o
217 Thy o s b g creingly comlcad bncers o sreadnons, macio. i
Cobiocingschaes 01y 1 i th proces s manian e e’ sy -
el B meuta 44 h vl of G o o o a0 s e comoany
. et overtly B Ul o rd e i s
e —
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Asthe cconomies and culures of coun-
e hroughout e word becoms inir-
wind, ot ad more companis 1
becoming molinatons i their opers-
tons i with inirnational operaions
facea varicy of dionalchllenges in
prparing thie budges. i, 3 mal
ol fim's bdget mus et the
rnslaton of foreig curences it the
company' offical corporie curey,
Which s aaly detrmined by th loca
o ofthe corporate helguatns o the
sk cxchange on which the company
s o primary lising. A US-based G s oy e
company ke cDon s convers the

Tesul of workdwide peruion no U, dolln. Since almost ll the workd's curencis
ucuae intei value eltiv o the dolla, his makes budgein for those ralations
ificut, Alhough mulinatonsl have sophisicaed fnancial way of hedging sgsnst
S curency octuations, th budgeting sk i il morechllenging.

Second, f i dificult 1o prepare bdges when inflation i high o unpredictable
Mot counies occasonaly expercace periods of high iflton, and some coun-
e have cxperienced hyperinfation, somntimes wilh ) inflation tes el oer
100 percent. Pedicing such high ilaon raies s ifcul and furher complicais &
muliatonal'sbdgein proces.

Finall. the cconomics o al counrics fluctuatc in terms of consumer demand.
aailbily of akilled abo, aws afecing commerce, and 50 orth. Companics Wil
offhore operatonsface the sk of anticipaing such changi condiion n her b
setng pocesse.

One o the underying thnnes sesed n i e i the behavioral impoct of manageral
accountng pracice. There i nocler arca whee the behavoral implicatons rc more
mportan ha n he odgting aca. A budget affcts virully xeryone in sn organiz-
Hon:those who prepar the bdge, those who s the budet 1 e deciion mak.
ing.andthose who s evaluted sin the budget. The human eactions  the budgeing
process can have considerble nflacne on n organizaton' overl fecivencss.

A et dealofstudy has bca devod o the behavioral ffecs of udets.Here we
will by scraeh the surface by brefly consderng two baues: udgetary slack 4nd
paricipatine budgting

Budgetary Slack: Padding the Budget

“The informstion upon whih a bt i based comes el from people throughout sn
organration.Forcmpe th s forecas lics o market escarch and analss by mar-
R rescarch sl bt 1o incorponte the projctons of saes prsonne I 5 treoial
e manager' prformnce i cvalited o the basis of whether th sl bdge o he
\erory i exceodd, wha s the nccive fo he sales manager i pojectng es? The
inceniv st give  comservaive, o cautiously ow. sales ctmte. The s manger’s
perormance wil ook much betier i the ey of Lop mamsgemnt When & comervalne
it i excceded thn whenan amiiousctimae s met. At st hat s the e
o ofmany slesmanager, . the bebaiarl e, percptons o whatcount o,
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When  supervscr provides  deurtmentalcos projection fo budgetry purposs.
ther s anincetive 0 overestimae cots. That way, hioughou he yeur ther s always
cnough money e in the budge 0 pay for whal the deparment necds. And when (e
actualcost incrred i he deartment proves o b ks than he il cos projction.
the supervisorappears 0 have managed i cost<fective way

“Thee llustrstions e cxamples of pading the budge. Pdding the bdget means
intnvonally underestimaing revenue o overenimating coss. The diffrence betwen
the revenue o cost prjecion tht  person providesand  ealstc esimate of the rev-
enue or cost s called budetary lack. For cxample, f & manager beieves the annusl
il cost will e 18,000, ot givs & budgetay prjecion f $20.00,te manager
s bl 2000 of sk ot e budger

Why do people pd budgets with udgetary slack? There ar thre prmary
Fist. poople ofe perciv thatthei performance wil ook bt i helssuprios ycs
i hey can “hea the budge.” Scond, budgeary slck offn s used 0 cope with uncer-
oty A departmentl supervisr may fel conident in er cost projecion. Howeve
1he supeeinor alo may Tcl hat some unorescen cvnt during the bdgetary period
could esul in unanicpated cost. For example, sn unxpected machine hrakiows
‘ould occur One way of daling Wi hat uforesech event 1 e the badget. I -

ing gocs wiong, the superviso can bt the cont budge. 1 some neative event docs
occur, he supervisor can use the udgetarysack 0 sbsoethe impct of the event and
il et the cost budget.

“The tird resson why costbudgets ae o i hat budget cuts e oftn ruired
‘hen ary s ofthe budget show that ekt re not adequate o cove al planned
spendin. Thus, we have vicouscirle. Budgetry projctons st padded becausethey

relying o the budget 4s 4 negaive cvaluaon ool If & deparmental supervisar '
Harsa by the budget director o some e top manager xcry e  budetry cost
projecion s excesded. the kel behaviorl response will b 0 pod the budget.Incon-
K, hesupervsor s alloved some manageral discreion o ceed he bdget whern
necesary. there will be e endency toward bodetay padding. Second. managers can
e given ncenivs ot ony 0 achive budgetary projections bt s provide accure
projctons This can be accomplshed by asking managers 0 Jusiy al or some oftheir
rojecion and by rewarding anagenswhe conssenty provde accurne cximates. And
inlly. acros-the-bosed g cuts during the budgeting poces shoukdbe avoided in
fvor o mor et appeoaches tha e Pased o0 spning usifications.

Participative Budgeting
Mospople will erform betir ad make e 0 e o ey v
e Comhed i st he ol The 4 of partipaiive budgein i 0 e
Crplyee throghout . rganaton i he gty poces. Such prtcipation can
e coplyee th g o s s ou e e ha he l-o-common
ing i s thebudget you mposcd n s

Wil parcpative Dlgeing can b vy v, b can e shrtcomings.
“Too moch pariciprion and dicunton can ad o vcillion 4 deey Ab when
e vl he b proess dsgiee i sigaficantad cconclabc voys
e proces o patcipton can sccenuse o difreces.Fnaly, e proble of -
54 i o e e s s o s PR e provided.
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PADDING TWE BUDGET. UNETHICAL ACTION O
SensinLE PRECAUTION?
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FostiChain I conrast 1o the senvice
and merchandising seting
of Snowcap Masic Festivals,

we explore the manlactuing budgets for

FestiChaiceom,  manfacturer of outdoor

chaies based in Denver Colrado.

Manufacturing adds compleity o the
budgeting process because of the varely
of resources needed and becsuse man
facturers hokd inventary. The budget pro-
vides 8 means fo planing and mansging
the various resources in manlactuing

An ioventory presens some specil chal.

lenges. s we explore how FestiChazcom

goes about developing s annual budget,
diferencesinthe manufactring settingwil

be emphasized

<<< IN CONTRAST
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Hosi Fethals

Explain the relatonship between fnancil planring and analysis and the master
budget

Listand explan v purposes of budgeting

Descrive the simiarities and diferences in the operationa budgets prepare by
manufaciurer, senvce-ndustry fims, merchancisers, and nooproft organizatons.

Explain he concept of acthty-based budgetng and he logic | bings 10 the bud-
‘getng process.

Prepare aach o the budget schedules that make up the master budget i a -
manufaciuing frm, and tha exst i manufactring budgets as well

Prepare the adciional master budget schedules recuired by a manufaciurig fim.
Discuss the role of asumptions and precictons n budgetng

Describe a typical rganizaton’ process o budget adminisaton.

Discuss the behavioral ssues i budgeting.

As  company grows and it founde can o longer Kecp all o the company detail in
e e, 1 will ned 0 crate syt o rack hat dta s provide it when s where
nccded, nd 0  format that managens fnd weful. One of those sy, he on that
s managers ssee he company's fture and Know i they e reachin thele peror
mance gol, s called s nancia planning and analyss (FPA) sysem.

A compite FPA systemincludes subsyscms for (1) planning, (2) measuring and
reconding resuls, and (3 valuting perormance 1 ou were 1 deign an FPA sy
e for a orgaiation hat you e part of, you migh concemrte sy on mesuring
nd recoding esalt, Bt i you did thal, ou woukd be mising ot on one of the most
importanbenclts of s FP&A sysem: orcing diffrcnt pats of the oganiztion
municate with one nothe  crese performanc trgets and st expectations sbout the
inancal and nonfinacil rsals o opraions

For cxampie, suppos ht the scoor managerent of o focus company, Soowcap
MosicFestal,dcides o crease by 10percen the e ofickesaviable for cach of
s e L festval. Bt they nelect o el e merchandis (o) deparent oot
e change. Uniwaeofheicrased et will b coming 1 the merhandie . he
merch departmentrderthe same b of it he prir e When T-shirts begin
aning oot on the scond da o the st big vl i 0 e e e, Sles and
profs ar ot ad there e o of happy gucsts. Th the merch roup,how e of
e misake, cnders kol s for e nes vl Bt wih e et ol e weeks
away. the T princ s arcady commitedall of s prodocton capacy S0 b Soow.
Cap s unplsant chce: ctherpay orcotly onrtine production by the Tt piner
orty o o ot i of sl qaltyha ha ot alady commiid all of s cpacky
Even ey s, it wil v b rusraing snd cosy way st te v cason’
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“The planing componen of the FPAA syt i calld the mastr budge and it s
inended o help prevt thse Kindsof problens By formlizig e communication and
coondinstion ofopesing and fnacial lns, e masier e ks e ht vryone's
plans s conssten anctht the 0l ouput of sl those plansyikds  result tht makes
sense o the arpanization. The master et colesal o the operting plans d s
Kot thm it fncilpictre ofthe resukts of the plamd operions, o the iy
Ideniying h esources e 0 scconmpish those lnsand e costs oftos Fesources.

‘Developiag  budget s cica ip n planing anycconomic ctviy. Thi s rve
for businencs. for governmental agencies, and for ndividuas. We all must budget our
money o mect dayo-day expenses and 1o plan o maorcxpenditares,soch s baying o
caror payingfo collcg tuton. Sy, bsinesesof l tpes ad govermenal unts
teverylvel st make fnancial plan 0 Gty ot routine operation, 1 plan fos major
expenditures, and 0 help in making inancial decsions.

Purposes of Budgeting
A Dudge i dsld lan,expressd in quniive rms, s secifes o esoures

b acquiredand i g  peciid period of . Asone o the ey ol of 4
A sy, e badget has v iy prpocs: o g communica:
on nd coonnaion: g esueces: contlling it opeatons, nd v
g perormance nd providing cenives

Planning The mostcbvious prpose of a bdget s 1o guanify a plan f action. The
process ofcreatng + budgetforee the incividuss who make up 4 oganiztion o plan
ahead. The developmentof & quarerty bdge o  Shrston ol fo example, forces
the el manage, e esrvaton manager, and he 0o and beversge manager 0 plan
forthe affngand suppis eoded t meetanicipued demand o he hotlssrvies.

Faciltating Communication and Coordination For sny organization o efective.
cach manaer hroghout th organiztion it be ware of e plans e by b v
e Tnordr o plan esrvaions and (ke sl ey, h esrvaions manage o
Dl Al Lins must Know the ightschedulesdeveoped by the aiin’s route manager:
“The bodeting proces plls et the plansof cch anager n s rgaizaion.

Allocating Resources A we discused i arlicr chapters, an crgaization'’s s
Have limied capact. and budges provide one means of alocating resources among.
computin uss. The iy 1450, fof cxample, st llcae s evenue smong sk
Tt services(sch a police and i prkection), malnienance of proertyand cquipment
(s as ity strects, porks, ad vehiles), and alher communiy srvices (such as child-
care servies and pograms o preventacobol and drg abas).

Profit and Operations A budset is  pla, and plans e subjec to
change. Neverlclss. 4 et serven 4 & scfl benchmank wih which acua fsults
can be compared. For cxample, Prudestl Insurance Conpry € compare s scual
e of insurance polcesfor & yea aainst s budgted saes. Such 4 comparison can
el managers ealune th fe'sefectivencss n seling nsurance. The hes two chape
e xamine th cotrol porpose of bdgts n more et

Evaluating Performance and Providing Incentives Comparig actus esls with
budseied esuts o helps manages evabuste the perormance of ividal, depat
mens,divisions, or it companie. Since budgets e sed 0 evaluse performance,
ey o can b wsd to provide incives or e 1o perorm well For cxample.
General Motor. ik many othr companics, provdesiceniyes ormanager 0 improve
rofits by awarding bonuses o mansgerswh mect o xceed theisbudgeid proft fuls.
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Types of Budgets

Diffrent ypes of budgets srve difeent purposes. A
master budget o profit plan, discusicd below, s &
comprehemsive st of budgeoscovring all phass of an
onganzaio's aperations o  speciid priodof .

Budieted fnancial sttements, ol <l pro
forma financil staements, hom b ¢ izt
vl satmeres will par st spcified e ifoper.
o proceod ccodin plan. Bdgeedfnancil -
menes nchude 3 hudeid icome stemers o hudied
alane sheet, s deed saemen ofcsh fows.

A caplal budset s & plan fo the acquisition of
- ol st i @ i ey G
ol bdgting i covered i depth in o hapee)
v aontsons s e s vcrt o osrs A aed in dpih in o fure chapier)
e e ot i i il o Tl s,
ey bt gty e N OB, gh e aanc f ock o of b
o by e ot i e st ugh he issuanceofstock o icurtence
Esnon e e s o ot cptmpenenl S Budgts e developed for speciic time perods
o g compeg ot v bty SHOrTTNg Dl CONCE e, quater, ot month,
iy o0 ey o o ot s Wheeas long-unge bdgets ove perkds onge han

e, Rlling budges e continualy updted by pe-

st competd. Rollin budgetsae s called revoling budgetsorconinuous udgets.

When decloping a budge, it s helpul t ik of the production poes for gods
services s i machine:certain inputs,suh o rw materials, e fod o the machioe;.
ariou esourees e thn aplid 0 convert thos ot i scmcting difre ad he
outpu o the machin s whatpeope s willing 1oy, These e cxacly the hingathat
compuny nce o planforn 6 Bdge: th quantty an cont ofnput, the ity and cost
of resourcsneedod fo comersion.adthe it and revenuesof ctput ht ca b sod.

However, it 1 imporan t otice that in bodgetng, the order of these plans is
reversd. The sl planningprocess and sules udgtare cresed i, becsus the ecd
o productsadservicn o il s onders s whatdves thecompany s production plans
andherlted producton o, Theprcuction et i . el he company how
much of cch npot and converaion resource s nceded: Combiing his formaion with
e company's nput and resourcecos stimates yickds th spproprisc bt

T logc. and the i types of budget, ar shown i Exhibi 1. Collectively,
these inerdependent udgets comprise the maser hadget. & comprehensive profi plan
hat s topether ) phase of o organizaton's opraion. 1 1 4 complcated process,
Buti you will devore some time o undersanding Exhibit 9-1, you will b well o0 your
a1 undersanding budgeing. Lot i the chapir,we provide s comprcheineexam.
e tht shows o i the part ¢ wgeher,

Sales of Services or Goods.
“The ket demand for 8 service o prodoc

rivesthe producion proces. For i es-
e et s sules rev.
enue budgetbusd on  saksforecatfor service o gods. A forecast th number
of pssengenson cach ofthei route. Banks forcast the rumber and dolle moun of
‘Conumer loans and home morigages 1 be provided. E-<ommere companics orecast
e mumber o cstomen viiting hee e ad the percenage who will ke purchase.
Manafcturing and merchandising companic oreast s of thee oo
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Some companies sl b goods and srvices, and these companies must forecast
o L drive the budgeting proccss. Forcxample, 11 make 3 signfcan porio of
s e fom th sl of computing eqipment and softwar, but  makes even more

from hesale of consaling and echnology serice. I planning and bdgtng proccss
include fve et bunincss scgments’ bines servicen,tchology sevic, sl
e, syt and techmology, and financiog.

Sales Forecasting

As we willdemostrt shoty,the accurscy ofthe e badgting pocess depends on
it ening the salesbodgetrght. Saes forecasting i critical ep in he bdgeing
process. But a baschll egend and olky philosopher Yogi Berr s repored 0 have
LU0 tugh 1 make predicions,especilly abou the ftue ™
Vrious procedurs re s i als orecasting. and the il forecast uslly com-
ies information fom many dffrnt sourcs. Many frms have  op-nansgement evel
ket rescarch sl whone job b o oordinte the company's le, forcasting et
Typicaly. veryone fom key excuives o the s ales pesonnel will b sked
contribute saes projecions.
‘Mjor factors consiered when forcasting sles nclude the ollowing
1. Pas sl levlsand vends:
. Forthe i developig the forcast sy, or exampe, 1)
b Forthe i industry (for Exxon, the cnergy usies).
2. Generaleconomic rends. (s the cconomy growing? How fs? I  ecesion or
cconomic domdown expeced?)
3. Economic s n the company’s industy. 1 the encry busiss, fr exan-
. wil s of hybed and clectric vehiles contue 0 row rapidl, herchy
mplying decrased demand for gsolne”)
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