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BUDGETING

Basic Perspectives

General Context

In order to implement its programs and projects and to
continue its ongoing operations, an organization must util-
ize the financia and nonfinancial resources available to it.
Financial resources include, for example, cash and other
assets that can readily be converted to cash (such as securi-
ties). Some financia resources are internally generated
—e.g., by generating profits. Some can be “freed up”—
e.g., by accelerating the sale of inventory in order to gen-
erate cash. And some can be procured externaly—e.g., by
salling stock and by borrowing. Nonfinancial resources in-
clude, for example, human resources (personnel) and physi-
cal resources (such as plant and equipment). The procure-
ment of nonfinancial resources generally requires the ex-
penditure of financia resources.

Usualy, however, an organization does not have al the
resources necessary to implement al the programs, pro-
jects, and ongoing operations that it would like to imple-
ment. Organizational resources are usualy limited. In fact,
they are often scarce. Therefore, an organization must bud-
get the resources availableto it.

Definitions

Budgeting is the part of the planning process (and the
management control process) aimed at planning the effec-
tive and efficient use of resources. It involves these basic
phases and steps.

1. Determining resources requirements.

a ldentifying the resources (e.g., facilities,
equipment, materials, and personnel) that will
be needed in order to carry out programs/pro-
jects and ongoing operations.

b. Costing resources requirements for which ex-
penditures will be made—i.e, trandating
these resources requirements into monetary
(dollar) terms.

c. Trandating nonfinancial resources require-
ments into honmonetary (non-dollar/numeri-
cal) terms.
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2. Deermining funding congtraints. Determining the
total internally-generated and externally-procur-
able financial resources that will be available to
fund ongoing operations and new programs/proj-
ects.

3. Allocating resources. Determining how much of
the available resources will be allocated to and
utilized by which organizational units during the
long-term or short-term time period under consid-
eration.

Budgets are the outputs of the budgeting process. While
many people think of budgets as being financial in nature, a
number of budgets also deal with nonfinancial aspects of
operations.

Financial budgets, which have been called “the dollari-
zation of plans,” are statements of anticipated/planned
results of operationsin dollar terms —

a  anticipated/planned revenues (income); and/
or

b. anticipated/planned (resources requirements)
costs.

Nonfinancia budgets are statements of anticipated/
planned results involving nonfinancia aspects of oper-
aions. These can ded with, for example: total unit
sales volume, total units of production, total required
number of direct labor hours, total required number of
machine hours, and floor space utilization.

Relationshipsto
the Planning Process

1. As shown in Figures 7-A and 7-B (pages PP-4 and
PP-5), (initid) budgeting steps immediately follow the
formulation of plans for the implementation of pro-
gramg/projects (first a the organizationa level, and
then at each successively lower leve initsturn).

2. The budgeting process often leads to the modification
and/or the reprioritization of programs/projects. Since
it involves projecting the revenues and expenses asso-
ciated with each aternative program/project, it enables
managersto (a) further analyze each progranm/project,



Exhibit K: WXY Company (Marketing Department) 1st Quarter Sales Budget

(in 000s of units or dollars)

| January || February || March 1st Quarter Total
Bdgt |Acti | Var  Bdgt |Actl | Var  Bdgt |Actl | Var | Bdgt |Actl | Var

UNIT SALES of
Products/Services
Prod/Srvc Group A

Prod/Srvc 1 80 82 84 246

Prod/Srvc 2 70 70 71 211

Total Units A 150 152 155 457

Prod/Srvc Group B

Prod/Srvc 3 50 51 52 153
TOTL UNIT SALES 200 203 207 610
DOLLAR SALES
(# units x $ Price)
Prod/Srvc Group A

#P/S 1 (x) $10 800 820 840 2460

#P/S 2 (x) $13 910 910 923 2743

Total $s A: 1,710 1730 1763 5203

Prod/Srvc Group B

#P/S 3 (x) $18 900 918 936 2754
TOTAL $ SALES 2,610 2,648 2,699 7,957

(b) identify benefit/cost trade-offs between programs/
projects, (c) justify programs/projects, and (d) deter-
mine which programs/projects will deliver a “big
enough bang for the buck.”

3. When the planning process has been completed and
budgets have been finalized and approved, budgets
(resources) are formally allocated to units (or respon-
sibility centers—i.e., revenue centers, expense centers,
profit centers, and investment centers).

Purposes/Benefits of Budgeting

1. To means-orient (as well as goal-orient) activities.

a. To focus personnel’s attention on their utilization
of (limited) resources.
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b. To crystallize and specify the means—that is, to
specify who is to generate and/or utilize how much
of which resources over a specific period of time.

To assure the effective, efficient allocation and utili-
zation of (limited) resources.

a. To preserve an organization’s resources.

b. To promote discussions concerning how resources
will be utilized in order to implement plans and
achieve goals.

c. To provide a numerical/monetary basis for ana-
lyzing, justifying, and modifying each alternative
program/project during the planning phase of the
planning process.



B-3

Exhibit L: WXY Company (Production Department) 1st Quarter Materials/Parts Budget *

(in 000s of units or dollars)

| January || February || March Tst Quarter Total
Bdgt |Acti | Var  Bdgt |Actl | Var  Bdgt |Actl | Var § Bdgt |Actl | Var
Units Prod 1 80 82 84 246
Mt X: 2 Ib/unit 160 164 168 492
Part 1: 1/unit 80 82 84 246
Units Prod 2 70 70 71 211
Mt Y: 2 Ib/unit 140 140 142 422
Part 2: 1/unit 70 70 71 211
Units Prod 3 50 51 52 153
MtlY: 3 Ib/unit 150 153 156 459
Part 3: 1/unit 50 51 52 153
Matls/Parts Costs
(Units x Use x Cost)
Matl. X (x) $2/Ib 320 328 336 984
Matl. Y (x) $3/Ib 870 879 894 2693
Part 1 (x) $1/ea 80 82 84 246
Part 2 (x) $2/ea 140 140 142 422
Part 3 (x) $3/ea 150 153 156 459
TOTL MATL COST 1,560 1,582 1,612 4,754

* Here it has been unrealistically assumed that there are no ending inventories of

materials or finished goods.

To provide a numerical/monetary basis for com-
paring and (re)prioritizing alternative programs/
projects during the decision-making phase of the
planning process.

To place limits on the resources used by respon-
sibility centers.

To allocate resources wisely and fairly among re-
sponsibility centers.

3. To establish bases for controlling resources.

a.

To clarify managers’ responsibilities concerning
resources.

To obtain managers’ commitment to budgetary
plans.
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To establish standards against which actual finan-
cial performance (interim and/or final results in-
volving financial items such as revenues, expens-
es, assets, and liabilities) can be compared and
evaluated.

To establish standards against which actual nonfi-
nancial performance (interim and/or final results
involving nonfinancial items such as units sold,
units produced, labor hours incurred, and machine
hours incurred) can be compared and evaluated.

Characteristics of Budgets

1.

Down the left-hand column (of a columnar sheet), they
list specific budgetary items or budgetary accounts.

(See Exhibits K and L.)



A particular budget may list (a) financia items (such
as revenue items, expense items, asset items, and/or
liability items); (b) nonfinancia items (such as unit
sales volume, unit production volume, direct labor
hours, machine hours, and square foot usage); or (C)
both types of items.

What items are listed on a particular budget depends
on several factors: (a) the basic purpose of the budget
(i.e., the type of budget it is); (b) the organizational
level to which it applies; (c) the type of functional unit
to which it applies; (d) the type of responsibility center
to which it applies; (e) the items that are to be con-
trolled by the responsibility center (organization or
unit); and (f) the detail or specificity desired.

Similar or related items are often grouped together
under a heading that broadly describes them. A partic-
ular budget may contain severa broad headings.

Budgetary entries for the items listed are stated in
numerical terms. Entries for financial items are stated
in monetary (dollar) terms, while entries for nonfinan-
cid items are stated in nonmonetary (non-dollar/nu-
merical) terms.

Note in Exhibit K that revenue items (sales dollars) are
expressed in monetary (dollar) terms. So are the ex-
pense items (materials and parts costs) in Exhibit L.

Also note that the entries for unit sales volume and
units of production (both nonfinancial items) are ex-
pressed in nonmonetary (non-dollar) terms. In other
types of budgets, entries for other nonfinancia items
(such as alocated office space, labor hours, and ma-
chine hours) are expressed in the same manner.

Where similar or related items are listed together under
some broad or inclusive heading, a total for those
itemsis generaly entered directly below the last item.

Budgets cover a specified period of time. Short-term
budgets cover a (work) week, amonth, aquarter, asix-
month (semi-annual) period, or a year. Long-range
budgets can cover five, ten, fifteen, twenty, or more
years.

Budgets are formatted in (horizontal) rows and (verti-
cal) columns.

Rows. Rows extend from left to right across a budget

sheet. Exhibits K and L illustrate the following: Most
rows are labeled in the left-hand column. Some labels
may be for budgetary item groups (e.g., “Product/
Service Group A”). Some labels may be for specific
budgetary items under a group heading (e.g., “Prod-
uct/Service 1" and “Product/Service 2" in “ Group A”).
Some labels may denote a sub-total, total, or grand to-
tal for a grouping of items. Some rows may be left
blank in order to separate labeled rows visudly.

Time period columns: Columns extend from top to
bottom down a budget sheet. Figures for the budgetary
items are entered in columns from left to right (starting
with the column to the right of the one containing row
labels), with a column for each day, week, month,
quarter, or year covered. For example:

* In a weekly budget, figures for each budgetary
item are shown for each day of the work week (in
four, five, Six, or seven separate columns from left
to right). The items weekly totals are normally
shown in a fina column to the right. [We have
provided no example of a weekly budget in this
section.]

* In a monthly budget, figures for each budgetary
item are normaly shown for each of the four
weeks (in four separate columns from left to right).
The items monthly totals are usudly shown in a
fina column to the right. (Figures for items are
sometimes shown for each of the month’s work
days, with the monthly totals shown in afinal col-
umn to the right.) [We have provided no example
of amonthly budget in this section.]

* In a quarterly budget, figures for each budgetary
item are normally shown for each of the three
months (in three separate columns from left to
right). The items quarterly totals are normally
shown in a fina column to the right. Exhibits K
and L are quarterly budgets.

* In a semi-annua budget, figures for each budget-
ary item are shown in one of two ways. (a) for
each of the six months (in six separate columns
from left to right), with the six-month totals shown
inafina column to the right; or (b) for each of the
two quarters (in two separate columns from left to
right), with the six-month totals shown in a final
column to the right. [We have provided no exam-
ple of asemi-annual budget in this section.]




* In an annua budget, figures for each budgetary
item can be shown in several ways: (a) for each of
the twelve months (in twelve separate columns
from left to right), with the twelve-month totals
shown in afinal column to the right; (b) for each
of the four quarters (in four separate columns from
left to right), with the twelve-month totals shown
in afina column to the right; (c) for each of the
two semi-annual periods (in two separate columns
from left to right), with the annual totals shown in
a final column to the right; or (d) totalled for the
entire year in asingle column to the right.

In the sample annual budgets shown in Ex-
hibits N through V and Exhibit X (on pages
B- 20, 24, 26, 28, 29, 30, 34 to 36, 42, and
48), we have utilized the second format des-
cribed above (quarterly totals followed by an-
nual totalsfor the items).

In the sample annual budgets shown in Ex-
hibits W and Y (pages B-42 and B-52), we
have utilized the last format described above
(annual totalsfor theitems).

* In along-range budget, figures for each budgetary
item are normally shown for each of the five, ten,
fifteen, twenty, or more years that constitute the
long-range budgetary period. [We have provided
no example of along-range budget in this section.]

Budget, actual, and variance columns: Since budgets
are generally used as reporting and control documents
as well as planning tools, they often contain two or
three additional columns.

The first column contains budgeted (planned) fig-
ures for the items listed. These figures congtitute
the forecasted, estimated, projected, or desired
amounts or levels of results that an organization or
a unit plans to achieve with respect to the items
listed.

The second column contains actua figures for the
items listed. These figures condtitute the actual
amounts or levels of results that eventualy occur
with respect to the items listed. They are entered
on the budget document once the actual amounts/
levels of (operating) results have been determined
by the accounting department.
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The third column contains variance figures for the
items listed. These figures are calculated by sub-
tracting the figures for “actual results’ from the
figures for “budgeted/planned results” Coming
out under budget on an item yields a “ positive var-
iance.” Coming out over budget on an item yields
a “negative variance.” And coming out on budget
yieldsa“zero variance.”

Prior period (reference/comparison) columns: Budgets
frequently have even more columns that show the bud-
get, actua, and variance figures for the corresponding
weekly, monthly, quarterly, or annual period(s) during
the previous budgetary (fiscal) period. All three col-
umns—but often just the “actua” column—may bein-
cluded in order to provide reference figures that will
(a) help managers formulate the budget for the coming
year, and (b) subsequently enable them to compare re-
sults achieved during the coming period with results
achieved during the corresponding period in the recent
past.

Note: See Exhibits W and Y on pages B-42 and
B-52 for examples.

5. Budgets are approved in advance by a higher level of
authority (such as top management).

6. They represent managerial agreement to utilize re-
sources as officially allocated.

7. Once approved and agreed to, they can be modified
only under previoudy agreed circumstances.

The Responsibility Centersto Which
Budgets Are Assigned/Allocated

Once budgets have been finalized and approved by upper
management, they are officially assigned and alocated to
responsibility centers (units). Assignment of a budget to a
responsibility center makes that center responsible for
achieving the planned budgetary results. Allocation of a
budget to a responsibility center provides that center with
its share of organizational resources and makes that center
accountable for controlling its utilization of those resourc-
€s.

Although we described the types of responsibility centers
earlier in the section on goa setting (page GS-21), we will
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describe them again here for the reader’ s convenience. We
will also indicate which types of units are generally consid-
ered which types of responsibility centers.

1. Expense centers. These centers are held responsible
for controlling only the expenses (costs) that they in-
cur. They can incur expensesin severa ways.

a by making (or causing the organization to
make) expenditures for personnel, materials,
supplies, and other inputs to unit operations,

b. by utilizing services provided by another in-
ternal unit such as the data processing depart-
ment—and subsequently being charged on a
time/volume or other basis for a share of the
provider unit’s expenses, and

c. by being charged on an actual cost, output
volume, space usage, or other basis for some
portion of organizational overhead expenses
involving, for example, utilities, office rental/
lease, telephone service, and executive sal-
aries.

Although expense centers control the costs of inputs to
their operations, they do not determine the prices to be
charged for the value of their outputs. (Pricing in-
volves adding some mark-up over costs in order to
generate some amount of profit) Most expense cen-
ters transfer their products or services to other organi-
zational units at an “internal value’ that is determined
by the cost accounting department rather than free
market forces (which are operating when abuyer and a
sdller agree to a price within a competitive market en-
vironment).

Thus, expense centers do not generate revenue, and,
therefore, do not make a profit. However, by control-
ling and minimizing expenses, which are subtracted
from revenues in order to calculate profit, they do con-
tribute to profit.

The following units and sub-units are usually consid-
ered expense centers.

a the marketing department’s advertising and
market research departments;

b. the R&D department — and its research and
development departments;

c. the production, service, or operations de-
partment — and its engineering, purchasing,
maintenance, manufacturing, quality assur-

ance, and shipping departments;

d. the human resources department — and its
employment, compensation, labor relations,
and training departments, and

e. the finance department — and its accounting
and data processing departments.

Revenue centers: These centers are held responsible
for the revenue they generate. (Revenue equals the
number of units of products/services sold multiplied by
the unit prices of products/services sold.) However, in
order to be considered a true revenue center, an organi-
zationa unit must be able to control or significantly in-
fluence the prices it charges for the products or serv-
ices it sels. It need not be able to control internal
charges/prices (or outside sources' prices) for the pro-
ducts/services it sdlls (or purchases and then sells). (I
a revenue center does control both revenues and ex-
penses, it is considered a profit center.)

Since revenue centers incur operating expenses, they
aso have expense budgets. This often creates some
confusion as to whether they should be called “reve-
nue centers,” “expense centers,” both, or something
else. Thefollowing points provide basic guidelines:

In most organizations that do not have profit cen-
ter units, only the marketing or sales department
actually sdlls products or services in the market-
place. In such organizations, therefore, it is the
only unit that can be a revenue center.

In those organizations where prices are established
by top management (as in the case of many small
organizations), the marketing or sales department
is sometimes called arevenue center, but it isnot a
true revenue center. It would be more appropriate
to call it an expense center.

In those organizations where top management au-
thorizes the marketing or sales department to es-
tablish prices for products or services (as in the
cases of many larger organizations), that depart-
ment can be called a*true revenue center.”

In some organizations, units other than the marketing
or saes department sall their products or services to
outside customers. Thisis usually done in order to util-
ize excess capacity and generate additional revenue.
For example: A data processing department might sell
its excess computer time to another organization on



acontract basis. Or a production department might sell
certain unfinished or finished products direct to cer-
tain customers. Such units can be considered revenue
centers if they (a) are authorized to establish their own
prices, and (b) sdll a significant percentage of their
products or servicesto outside customers.

Profit centers. These centers are held responsible for
the profit they generate. Profit is calculated by sub-
tracting expenses from revenues. Therefore, to be a
true profit center, a unit must be able to control or sig-
nificantly influence both (@) the revenue it generates
(the prices it charges for its outputs), and (b) the ex-
penses it incurs (the costs of its inputs—including the
prices it pays for any products or servicesthat it buys).
In other words, a unit can be a true profit center if its
revenues and expenses are significantly if not entirely
determined by free market forces.

An entire organization is atrue profit center.

Certain individual units of an organization can aso be
true profit centers if they are authorized to operate
more or less autonomoudly. In genera, the units most
likely to be profit centers are the marketing division
and the production or service division.

A large, autonomous marketing division is a true
profit center if it (a) establishes the prices for the
products or services it sdlls, (b) can negotiate the
(inter-divisional) prices it pays to the production
division for the products it buys from that division,
and (c) is free to purchase significant amounts of
what it sells from sources other than the produc-
tion division.

Similarly, alarge, autonomous production division
isatrue profit center if it (a) isfree to negotiate the
(inter-divisional) prices for which it sdls its pro-
ducts to the marketing division, and (b) is free to
sall a dignificant percentage of its products—at
prices that it establishes—to customers outside the
organization.

Investment centers: These centers are held responsible
for some specified relationship between the profits
they generate and the assets they employ. (The most
commonly used relationship is “return on investment”
or “ROI,” which is calculated by dividing net profit by
total assets) Thus, investment centers must be able to
control or significantly influence anumber of factors.
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First, being profit centers, they must control or signifi-
cantly influence revenue and expenses (i.e., prices
charged for outputs and prices paid for inputs). Sec-
ond, they must also have the authority to make deci-
sions concerning the physical and financial assets that
they use in order to conduct their operations.

An entire organization is atrue investment center.

Certain profit center units can aso be investment
centers—if they have authority to make decisions re-
garding their capital investments. a profit center mar-
keting division; a profit center production division; the
trust department of a bank; the securities department of
an insurance company; and the investment department
of atrust fund.

The above discussion is summarized in Table 4 on page
B-58.

Basic Types of Budgets
and the Process of Their Preparation

In previous sections we discussed types of goals and
plans (programs/projects) in two steps: firdt, in terms of
their context; then, in terms of the organizational level or
unit to which they applied. In this section, however, we dis-
cuss types of budgets in a more integrated manner—in
terms of both (@) the types of items/accounts involved, and
(b) the organizationa level or unit(s) that are responsible
for them.

Thefollowing types of budgets are described below:

Unit/departmental program/project budgets
Operating program/project budget(s)
Facilitiess/equipment program/project budget(s)
Structural/systems program/project budget(s)
Human resources program/project budget(s)

M ar keting/sales department budgets
Sales budget

Revenue budget

Cash collections budget

Sdling (expense) budget
Advertising/promotion (expense) budget

Production department budgets
Production budget
(Direct) Materids budget
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Disbursements (for materials) budget
Direct labor (expense) budget
Factory overhead (expense) budget
Factory payroll budget

Cost of goods sold (COGS) budget
Ending inventories budgets

Other specialized departments budgets

Portfolio/investment(s) budget

Budgets common to various departments

(Other) Departmental expenses budget
(Summary) operating budget
Facilities/equipment budget

Human resources budget

Organizational/cor por ate budgets
(Summaries and/or consolidations of unit budgets)

Operating budget

Facilities/equipment budget

Capita expenditures budget

Human resources budget

Payroll budget

Procurement budget

Cash budget

Balance sheet (assetg/liabilities) budget

Preliminary Per spectives and Notes

A.

Organizational and unit/departmental budgets

Manufacturing organizations' budgets: Most manu-
facturing organizations have al or nearly al of the
budgets listed above. The mgor organizationa bud-
gets, however, are the organizational operating budget,
the organizationa cash budget, and the organizational
pro forma balance sheet budget. Most of the other bud-
gets are essentialy “ supporting budgets.” The prepara-
tion of supporting budgets is normally the responsibil-
ity of various organizational units, but is usually assist-
ed by the accounting department.

In general, manufacturing organizations' units do not
have al the above budgets. Although they may have a
(summary) operating budget, they do not normally
have organizational budgets such as a cash budget and
a balance sheet budget. Also, asindicated in the listing
above, certain types of units usually have certain types
of budgets that other units do not have.

Non-manufacturing/service and non-profit organiza-
tions budgets: Most non-manufacturing/service and
non-profit organizations do not have al the budgets
listed above. For example, they do not have budgets
associated with production—e.g., production, mate-
rias, direct labor, factory overhead, and cost-of-goods-
sold budgets. Non-profit organizations have a revenue
budget, but they may or may not have a sales budget.

Non-manufacturing organizations units aso do not
have many of the listed budgets.

Rdationships among budgets

Virtualy al budgets are in some way related to other
budgets. Some are “ supporting budgets’ or “sub-bud-
gets,” some are “summary budgets,” and some are
“consolidated budgets.”

A supporting budget is a detailed, specidized budget
that contains figures for a number of items or accounts
associated with one particular area. It is prepared in
order to:

a  edablish a format for filling in planned/pro-
jected figures for the itemg/accounts in that
one particular areg;

b. establish bases for subsegquently managing/
controlling the items/accounts in that partic-
ular area;

c. provide inputs for the preparation of other
budgets; and

d. provide detailed substantiation for figures
that are carried forward to other budgets.

Supporting budgets are essentidly the building
blocks on which summary and consolidated bud-
gets are based. In genera, most unit/departmental
budgets are supporting budgets. For example, al
of the budgets listed below the word “Budgets’ on
page B-10 of Figure 14 are supporting budgets.
They support the preparation of (a) severd unit/
departmental summary budgets (on the left side of
page B-11), and (b) various organizational sum-
mary and consolidated budgets (on the right side
of page B-11).

A summary budget provides a less detailed view of
planned results. For example, rather than indicating
both (a) figures for specific items in a group of similar



or related items, and (b) total figures for that group di-
rectly underneath (as does a more detailed supporting
budget), it only indicates the total figures for the
group. A summary budget often contains figures de-
rived from several areas supporting budgets.

Two good examples are a unit operating budget
and an organizational operating budget. A particu-
lar unit’ s operating budget summarizes various fig-
ures contained in its supporting budgets (many of
which can be summaries of its speciaized sub-
units budgets). An organization’s operating bud-
get summarizes various figures contained in the
operating budgets and other accounting budgets of
major units. [See page B-11 of Figure 14.]

A consolidated budget contains totalled (aggragated/
consolidated) figures for specified items appearing in
similarly-titled supporting budgets prepared by units
and sub-units.

Units' consolidated budgets contain total figures
for gspecified items in their sub-units similarly-
titled budgets. For example, the production depart-
ment's consolidated facilities/equipment budget
indicates the totals for specified items in its engin-
eering, purchasing, maintenance, manufacturing,
quality assurance, and shipping (sub-)departments
separate facilities/equipment budgets.

Basically, organizational (consolidated) budgets
contain total figures for specified items in major
units similarly-titted budgets. In addition, how-
ever, the totals often include figures for the re-
sources used and expenses incurred by the top
management or corporate level. For example, the
total figures for items on the organizational human
resources budget generaly include (a) the totals
for those items in the mgjor units separate human
resources budgets, and (b) figures for those same
human resources requirements and expenses that
are atributable to top executives and their office
personnel.

It should be noted that, as indicated above the
right-hand column on page B-11 of Figure 14,
many organizational budgets both summarize and
consolidate figures contained in magor units bud-
gets.
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It is because of the many building-block relationships
among unit/departmental budgets and organizationa
budgets that we will discuss various types of budgets
within the context of the budgeting process (the bud-
geting portion of the goal-setting/planning process).

Basic per spectives on budgeting within the
context of the goal-setting and planning process

Figure 14 on page B-10 illustrates how the budgeting
process fits within the context of an annual top-down/
bottom-up goal-setting and planning process. It must
be acknowledged that this approach is an “ideal” and
is only sometimes used in the real world.

In the many organizations that till plan in the tradition
manner, there is no forma process for formulating
goas and plans and then trandating them into budgets.
Instead, planning simply amounts to updating the prior
period’'s budgets to take account of factors such as
inflation and anticipated/planned changes in levels of
operations.

In the numerous organizations that still use traditional,
authoritarian management practices, organizationa
and unit (goadgplans and) budgets are formulated and
then promulgated by top management, which may or
may not solicit budgetary proposals from major units.
Unlike the top-down/bottom-up (participative) process
described in Part 1V (Planning), the traditional ap-
proach does not directly involve unit and sub-unit per-
sonnel in the goal-setting/planning/budgeting process.

Because the figure illustrates so much about budgets,
their interrelationships, and their relationships to the
goal-setting/planning/budgeting process, we will walk
the reader through it step by step. We begin doing so
by relating it to Figures 7-A and 7-B (pages PP-4 and
PP-5) and Figure 8 (page PP-6).

1. Firgt, note the three high, shaded rectangles on the
left side of page B-10 (under the top heading * Or-
ganizational Level”). Also note the Organizational
Process Step (“OPS’) designations above them.
[Organizationa process steps areillustrated in Fig-
ure 8 (page PP-6) and are described on pages PP-7
to PP-11]

OPS “X”: Earlier we mentioned that, prior to or-
ganizational process Step 1, many organizations
have their major units submit the following inputs
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Figure 14: Basic Types of Budgets Prepared During An Annual Top-Down/Bottom-Up
Goal-Setting, Planning, and Budgeting Process (in a Manufacturing Enterprise)
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to the top management level: (a) preliminary/pro-
posed godls, plans, and budgets; and (b) the pre-
vious period’ s budgetary figures (budgeted, actual,
and variance figures).

OPS 1: Based on units' initia inputs, top manage-
ment formulates broad/tentative goals, plans (pro-
grams/projects), and budgets for (a) the organ-
ization as awhole, (b) functional areas, and (c) re-
sources/structural aress. [See Figure 7-A on page
PP-4]

OPS 2: Based on broad/tentative organizational
gods, plans, and budgets, top management formu-
lates unit-applicable guideline goals, plans (pro-
grams/projects), and budgets for mgor units/'de-
partments. [See the top note on the left side of
Figure 7-B on page PP-5.]

OPS 3. Top management passes the guideline in-
putsto the mgjor unit level.

Next, note the long, shaded rectangle that extends
across the top of both pages. This represents the ac-
tivities indicated in Figure 7-B on page PP-5. It dso
represents organizationa process Steps 4 through 32,
which areillustrated in Figure 8 on page PP-6.

OP Steps 4 through 28: The major unitsdepart-
ments (and their sub-units) trandate their unit/
(sub-unit)-applicable guiddine inputs into unit/
(sub-unit)-specific goals, plans, and budgets. The
upward- and downward-pointing bold arrows in
the shaded rectangle represent the arrows in each
of the panelsin Figure 7-B. They signify that each
unit’ s/(sub-unit’s) goals, plans, and budgets can
significantly influence other units/(sub-units’)
gods, plans, and budgets—and that, therefore, al
units/(sub-units) should coordinate their efforts as
they formulate their unit/(sub-unit)-specific goals,
plans, and budgets.

OPS 29: Magjor units/departments finalize their
unit-specific goals, plans, and budgets—pending
top management review, possible modification,
and approval.

OPS 30: Major unitsdepartments pass their “fi-
nalized” outputs up to top management.

OPS 31: Top management reviews, perhaps mod-

ifies, finalizes, and approves units /departments
respective sets of (goals, plans, and accompany-
ing) budgets.

OPS 32: Top management incorporates major
units /departments goals and plans into organiza-
tional goals and plans. It summarizes and consoli-
dates their budgets on organizational budgets.

3. Now note the area that is below the long, shaded
rectangle and to the right of the three high, shaded
rectangles. It illustrates the budgets and budgeting
process discussed below.

Note that al the various types of budgets are
shown in bold characters.

Also note the three areas that are [bracketed] by
very bold lines and extend from page B-10 into
page B-11. These areas group various budgets ac-
cording to the units having them—i.e., market-
ing/sales department budgets; production depart-
ment budgets; and other departments’ budgets. To-
gether, the three areas provide a much more de-
tailed illustration of the unit/departmental budgets
and budgeting process illustrated in the fourth
panel of Figure 7-B on page PP-5.

The right side of page B-11 provides a more de-
tailed illustration of the organizational budgets and
top management budgeting process illustrated in
the fourth panel in Figure 7-A on page PP-4.

D. Exhibits

The exhibits in this section illustrate common, but not
necessarily universal, budget formats. There are as
many different budget formats as there are different in-
dustries and different organizations within them.

The ratios and percentages existing among the figures
for various budgetary items/accounts differ from in-
dustry to industry and from organization to organiza-
tion within an industry.

In general, when budgets are prepared for the coming
year, they are formatted with one column for each
month and a last column for the year-end total. At
some point, the figures for the twelve months may be
summarized into quarterly figures. Here we will show
figures for each of the four quartersand a total figure
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for the year. We will not include columns for “actual”
and “variance” figuresin most exhibits.

Although Exhibit K on page B-2 deds with a multi-
product organization, the following exhibits deal with
asingle-product company for the sake of simplicity.

All the following exhibits contain fairly redlistic fig-
ures for the various items/accounts listed. Exhibits in-
volving summary and consolidated budgets indicate
the sources (supporting budgets) from which certain
figures have been derived.

Assumptions

Although socid responsibility (goas/plans and) bud-
gets are shown in Figures 7-A and 7-B, they are not
discussed below. We have assumed that, as in many
organizations, they have been incorporated into organ-
izational and unit/departmental human resources
(goals/plans and) budgets.

Although innovation (goag/plans and) budgets are
shown in Fgures 7-A and 7-B, they, too, are not dis-
cussed below. We have assumed that, as in many or-
ganizations, they have been incorporated into organi-
zationa and unit/departmental operating, facilities/
equipment, structural/systems, and human resources
(goals/plans and) budgets.

Other Matters

Level of detail: Since we advocate utilizing the par-
ticipative, top-down/bottom-up approach described in
this section, we discuss budgets, relationships among
budgets, and budgeting steps at a level of detail that
should enable a reader to (a) prepare better budgets,
and (b) coordinate budgeting efforts more effectively
with other units and personnel.

Accounting principles and practices. Since budgeting
involves the application of various accounting prin-
ciples and practices, we will discuss them when appro-
priate, but not in the detail found in accounting text-
books and references.

Generdlizations: Because budgets can be formatted
and prepared in many different ways, our discussons
regarding the many types of budgets and their prepar-
aion will be somewhat generalized. For more detailed
information regarding budgets and budgeting prac-
tices, we recommend that you consult the references
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listed in the bibliography.

For specifics regarding your own organization’s bud-
gets, budgeting steps, and accounting practices, we
recommend that you consult with your finance or ac-
counting department.

Program/Project Budgetsin General

A. Description

B.

We discuss these budgets first because they are the
basic links or “bridges’ between departmental plans
(programs and projects) and virtually al other depart-
mental budgets shown in Figure 14. They trandate de-
partmental programs/projects (and associated action
plans) into financia terms. As indicated by the arrows
following them, the figures they contain are inputs to
the development of the departmental “accounting and
resources management budgets’ listed down the right
side of page B-10.

Therefore, at the beginning of the budgeting process, a
specific program/project budget should be prepared for
each departmental program/project under serious con-
Sideration.

Note that departments program/project budgets fall
into four main areas that correspond to the types of
programs/projects. Operating; structural/systems; facil-
ities/equipment; and human resources. (Remember our
assumption that socia responsibility and innovation
programs/projects have been incorporated into other
programs/projects.)

Since a department can have more than one program/
project in each of these four aress, it can have more
than one program/project budget in each area.

Format(s)

Program/project bcan contain nonfinancial as well as
financid items. Although different types of program/
project budgets have different formats, many contain
items such as those below. Many of these items are
shown in the Sample Capital Project Budget in Exhibit
M (next page).

1. Capital expenditures (net cash outflows) for any
capital facilities/’equipment required [See the in-
vestment cost section of Exhibit M.]
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C.

2. Any non-financia benefits of the program/project
(in monthly or yearly columns)

a  Any increase in production volume (units of
output)

b. Anyincreasein salesvolume (unit sales)

c. Any other type of increase in productivity or
performance

d. Any other type of non-financia benefit

3. Any financial benefits of the program/project (in
monthly or yearly columns) [See lines 11 and 12
of the (annual) income/earnings portion of the in-
vestment benefits section of Exhibit M.]

a  Anyincreased saesrevenue generated
b. Any cost savingsredized

4. Any new or additiona costs incurred (in monthly
or yearly columns)

a Any dgnificant instalation or implementa
tion costs

b. Any significant start-up costs (R&D, produc-
tion, selling, administrative)

c. Any new/additional operating/usage costs in-
curred — for (1) personne; (2) materias
supplies; (3) depreciation on new facilities/
equipment; and (4) other expense items.

5. Any related cash flows (in monthly or yearly col-
umns) [See lines 6 through 9 of the investment
cost section, and lines 20 through 23 of the (an-
nual) cash flow portion of the investment benefits
section.]

a  funds borrowed (to finance capita expendi-
tures)
b. principal repayments and interest payments

6. Financia results — such as (&) net (discounted)
present value; (b) benefit/cost ratio; (c) payback
period; and/or (d) return on investment

Inputs — Inputs to the preparation of various depart-
mental program/project budgets include the following,
some of which areindicated on page B-10:

a Guideine unit-gpplicable program/project
budgets formulated by top management
b.  Unit-specific programg/projects formulated

D.
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a the unit/departmental level

c. Fgures from the previous period’ g/periods
program/projects budgets

d. Ratios/percentages among figures contained
in the previous period s/periods budgets

e. Forecasts of results

f. Margina analyses (of incrementa costs and/
or revenues)

g. Other financial analyses

Outputs — Asindicated by the arrows to the right of
these budgets in Figure 14, the figures they contain
(their outputs) are inputs to the preparation of the vari-
ous departmental “accounting and resources manage-
ment budgets’ listed to the right. We give examples
below as we discuss the four basic types of program/
project budgets.

Program/Project Budgets That Are
Common to All Departments

The four basic types of program/project budgets are: op-
erating program/project budgets; structural/systems pro-
gram/project budgets;, facilitiesequipment (physical re-
sources) program/project budgets; and human resources

program/project budgets. All

major units/departments

should have at least one of al four types.

1

Operating program/project budgets — The most
important of all four types of program/project budgets,
these trandate various operating programs/projects in-
to financia (dollar) and other numerical terms. A par-
ticular operating program/project budget essentially
contains figures for the benefits and costs associated
with a particular operating program/project.

As shown on page B-10, each major unit has its own
unit-applicable set of operating program/project bud-
gets. Examples: The marketing department has pro-
gram/project budgets that correspond to various types
of marketing programs/projects—e.g.: pricing; adver-
tising/promotion; selling; and distribution. The produc-
tion department has program/project budgets that
correspond to various types of production programs/
projects—e.g.: productivity; quality assurance; cost re-
duction; purchasing; engineering; maintenance; inven-
tories; and shipping. [We discuss the marketing and
production departments operating program/project
budgets under “marketing department budgets’ and
“production department budgets’ (respectively).]



B-16

A. Format — An operating program/project budget
can contain figures for any applicable or appropri-
ate itemslisted at the top of page B-15.

B. Inputs — These can include items “@ through
“g” beginning at the bottom of page B-15.

C. Outputs — Asshown on page B-10 of Figure 14,
the figures contained in units operating program/
project budgets are used as inputs to the formula
tion of the following:

1. Structural/systems, facilities/equipment, and
human resources program/project budgets be-
cause these budgets involve the resources
necessary to support operating programs/pro-
jects); and

2. various departmenta accounting and re-
sources management budgets.

Structural/systems program/project budgets —
These trandate structural/systems programs/projects
into dollar and other numerical terms. A particular
structural program/project budget essentially contains
figures for benefits and costs associated with a particu-
lar program/project involving either (a) aunit’s modifi-
cation of its structure, or (b) an organizational structure
modification that affects a unit. A particular systems
program/project budget essentially contains figures for
benefits and costs associated with either (a) a unit's
modification of an interna system, or (b) an organiza
tional system modification that affects a unit.

A unit may have only one such progranm/project budget
(if it has only one structural/systems program/project),
or it may have severa (if it has severa programs/
projects).

A. Format — A structural/systems program/project
budget can contain figures for any applicable or
appropriate items listed at the top of page B-15.

B. Inputs — These can include the items listed in
“a’ through “g” on page B-15.

C. Outputs:

1. Costs (figures for expense items) are gener-
dly carried forward to appropriate items/ac-
counts in a unit's (other) departmental ex-
penses budget.

2. FHagures for any facilities/equipment require-
ments, expenses, and capital expenditures in-
volved may be recapped/summarized on a
unit’ s facilities’equipment budget.

3. Fgures for any human resources require-
ments or expenses involved may be summar-
ized on a unit’s human resources budget.

4. Asshown in Figure 14, any aspects of these
budgets that affect operationa efficiencies
and costs should be reflected in the appropri-
ate accounting budgets.

3. Facilitieslequipment program/project budgets —

These budgets trandate facilities/equipment programs/
projects into dollar and other numerical terms. A par-
ticular facilities'equipment program/project budget es-
sentialy contains figures for benefits, expenditures,
and costs associated with a particular facilities/equip-
ment program/project, which can involve one (or pos-
sibly more) of the following: (a) land procurement or
improvement; (b) plant construction or expansion; (c)
major equipment procurement and installation; (d) ma-
jor equipment modification; (€) major reengineering/
relocation of equipment; or (f) installation or major
modification of utilities hardware.

A unit may have only one such progranm/project budget
(if it has only one facilities/equipment program/ pro-
ject), or it may have several (if it has severa facili-
ties/equipment programg/projects). In general, a unit is
more likely to have such program/project budgetsif (a)
its operations are capital-intensive, (b) its facilities and
equipment are costly, and (c) it uses a substantial por-
tion of the company’ s physical assets.

A. Format — A facilitieslequipment program/pro-
ject budget often contains figures for all of the
itemslisted at the top of page B-15.

B. Inputs — These canincludeal of theitemslisted
in“a through “g” on page B-15.

C. Outputs:

1. Fgures for benefits, costs, and capital ex-
penditures in al of a unit's facilitiesequip-
ment program/project budgets are usually re-
capped/summarized and then consolidated
(totdlled) in the unit's facilities/equipment
budget.



2. Any human resources requirements or ex-
penses involved may be recapped/summar-
ized on a unit’s human resources budget.

3. Asshown in Fgure 14, any aspects of these
budgets that affect operationa efficiencies
and costs should be reflected in the appro-
priate departmental accounting budgets.

Human resources program/project budgets —
These budgets trandate human resources programs/
projects into dollar and other numerical terms. A par-
ticular human resources program/project budget essen-
tially contains figures for benefits and costs associated
with a particular human resources program/project,
which can involve one (or possibly more) of these and
other areas. (a) restructuring the unit; (b) staffing the
unit; (c) compensating personnel; (d) improving per-
sonnel’s technical/ professiona skills; (€) improving
managerial and supervisory skills; (f) improving work-
ing conditions; (g) modifying managerial/supervisory
practices, and/or (h) modifying or improving working
relationships.

A unit may have only one such budget (if it has only
one human resources program/project), or it may have
several (if it has several human resources programs/
projects). In general, a unit is more likely to have such
program/project budgets if (a) its operations are per-
sonnel-intensive, and (b) it utilizes a substantial por-
tion of the organization’ s human resources.

A. Format — A human resources program/project
budget can contain figures for any applicable or
appropriate items listed at the top of page B-15.

B. Inputs — These canincludeal of theitemslisted
in“a through “g” on page B-15.

C. Outputs:

1. Thefiguresin al of aunit’s human resources
program/project budgets are normally recap-
ped/summarized and totalled in the unit’s hu-
man resources budget.

2. Any facilitiesequipment requirements, ex-
penses, and capital expenditures involved
may be recapped or summarized on a unit's
facilities'equipment budget.

3. Asshown in Fgure 14, any aspects of these
budgets that affect operationa efficiencies
and costs should be reflected in the appropri-
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ate departmental accounting budgets. For ex-
ample: Personnel cost figures are inputs to
the following: a marketing department’s sell-
ing budget and other departmental expenses
budget; a production department’s direct la-
bor budget, indirect labor budget, factory
overhead budget, and factory payroll budget;
and other departments’ departmental expens-
es budgets.

Severa process-related perspectives pertaining to al
program/project budgets

The rather complicated process of preparing program/
project budgets and then using the figures they contain
to formulate departmental accounting and resources
management budgets is usually further complicated by
several other budgeting phenomena:

1. As areault of trandating programs/projects into
“dollarized” requirements, benefits, and costs, a
department will often determine that certain pro-
grams/projects—and even goals—need revising in
order to take account of tradeoffs and/or incom-
patibilities among the requirements, benefits, and
costs of various programg/projects. In turn, the
revison of goals and programs/projects usualy
requires the revision of program/project budgets.
This cycle of revisions may be repeated severd
times before a department’ s program/project bud-
gets are fine-tuned and mutually compatible.

2. In the process of formulating departmental ac-
counting and resources management budgets
based (partly) on figures contained in program/
project budgets, a department will often determine
that program/project budgets (and perhaps even
goas and programs/projects) need (further) revi-
sion. Thisinitiates additiona cycles of revisions.

3. Most units programs/projects, associated pro-
gram/project budgets, and departmental account-
ing and resources management budgets are highly
interrelated. Those being developed in one unit
can significantly affect those being developed in
other units. For example:

A marketing/sales department’s unit sales
and sales revenue budgets are largely influ-
enced by its pricing program(s) and associ-
ated pricing program budget(s)—which, in
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turn, are largely influenced by the production
department’s “per unit product costs’ at vari-
ous levels of production. On the other
hand, a production department’'s “per unit
cost” (which is calculated based on severd
production expense budgets) is largely influ-
enced by its production volume budget—
which, in turn, is largely influenced by the
marketing/sales department’s unit sales bud-
Qet.

Other departments’ expenses, facilities/equip-
ment, and human resources budgets are large-
ly influenced by the levels of operations re-
flected in the marketing department’s sales
budget and the production department’s pro-
duction budget.

Therefore, in order to minimize intradepartmen-
tal revisions and the “rippling” of interdepartmen-
tal revisions caused by relationships among depart-
ments' budgets, dl unitsshould . ..

1. very carefully prepare their own program/
project budgets and accounting/resources
budgets; and

2. closdly coordinate their budgeting efforts
with other departments, taking organiza
tional process Steps such as 5 and 28 in
Figure 8, page PP-6.

Expense Budgetsin General

We discuss expense budgets at this point for two reasons.
Firgt, many of the departmental accounting budgets dis-
cussed below are expense budgets. They are named ac-
cording to the types of department-related expense items
they contain—e.g., selling (expense) budget, advertising/
promation (expense) budget, direct materials (expense)
budget, direct labor (expense) budget, factory overhead
(expense) budget, and (other) departmental expenses bud-
get. Second, operating budgets and resources management
budgets usually contain expense sections.

A. Basicdescription and related definitions

Expense budgets contain figures for the planned/esti-
mated expenses (costs) to be incurred with respect to
various expense items/accounts.

Expenses — costs that are incurred as a result of
operations or activities conducted during a period, and,
therefore, are “expensed” (“charged againt” or sub-
tracted from the revenue generated during that period)
in order to calculate profit (and taxes) for that period.
[Revenue - Expenses = Profit or a(L0ss).]

Expense itemg/accounts — particular cost items or
accounts, each of which is named according to a par-
ticular type of resource or input that is consumed,
employed, or used up during operations. Examples of
expense items are: direct labor costs, indirect labor
costs, materialg/parts costs, rental/lease expenses, util-
ities expenses, travel and entertainment expenses, pro-
duction/shop supplies costs, office supplies costs, non-
depreciable equipment costs, advertisng expenses,
salesforce expenses, telephone charges, professiond
service charges, training costs, executive salaries, and
office personnel expense.

Depreciation is aso an expense item. When ama-
jor physical asset (capital asset) such as a plant
facility or major piece of equipment is purchased,
its cost is not fully expensed during the year in
which it was purchased (because the asset will be
used over a number of years rather than being
“consumed” in just one year). Instead, the asset’s
purchase cost is (1) “capitalized” (added to a bal-
ance sheet asset account), and then (2) “depre-
ciated” (expensed or “written off”) over the num-
ber of years of the asset’ s usable (or at least legally
depreciable) life. If the draight-line method of
depreciation is used, the asset’s annua deprecia-
tion is calculated by simply dividing the purchase
cost by the number of years of the asset’s depre-
ciable life. If one of several accelerated depre-
ciation methods is used, more depreciation is ex-
pensed during the early years of the asset’slife.

Variable cost — a cost that varies (increases or
decreases) with the level of operations or activi-
ties. A good example is materia cost. As an in-
creasing number of product units is produced, an
increasing material cost isincurred. Conversdly, as
a decreasing number of product units is produced,
adecreasing material cost isincurred.

Fixed cost — acost that tends to remain constant
regardiess of the level of operations or activities.
Organizationa overhead costs (such as corporate
office rent, top executives sdaries, and other ex-



penses associated with corporate offices) are con-
sidered fixed costs—as are factory overhead costs
(such as plant and machinery depreciation and the
sdaries of production department professiond
staff and middle management personnel). (These
costs are considered “fixed” even though they may
change or be changed over time.)

Direct (or variable) costing method: In those few
organizations where this cost accounting method is
till used, only (directly incurred) variable costs
are charged to either (a) a unit's expense budget,
or (b) aproduct’s cost.

Absorption (or full) costing method: In the in-
creasing number of enterprises that use this cost
accounting method, all variable costs and all (indi-
rectly incurred) fixed (overhead) costs are charged
to either (@) a unit’s expense budget, or (b) a pro-
duct’s cost.

Corporate overhead expenses (fixed costs incurred
a the corporate level) are “dlocated” (prorated
and charged or “distributed”) to units and products
based on, for example, (a) number of personne,
(b) space utilization, or () output volume. Pro-
rated portions of corporate overhead expenses are
included on a production department’s factory
overhead expense budget (along with departmental
fixed costs) so that the computation of any pro-
duct’s unit cost will reflect @l cogts that can be
properly associated with the production of each
unit of that product. Prorated portions of corporate
overhead expenses are often included on other de-
partment’s expense budgets so that they will re-
flect a (fair) share of those expenses.

Units expense budgets can aso contain “user
charges’—i.e., those expenses of a department
(such as data processing) that are charged to user
departments based on, for example, (a) usagetime,
(b) percentage of total reports received, or (C)
workhours per report received. User charges are
often included on units expense budgets so that
unit managers and their personngl will be more
aware of, and will better manage their use of, the
resources being made available to them.

Inputs — Figures contained in these budgets are de-
rived from several sources:
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1. Unit-applicable guideline expense budgets formu-
lated by top management

2. Expense item figures on relevant program/project
budgets

3. the corporate general & administrative expense
budget

4. Fgures from the previous period’ g/periods bud-
gets

5. Ratiog/percentages among figures contained in the
previous period’ s/periods budgets

6. Other financial analyses

Outputs — Asshown in Figure 14, figures contained
in expense budgets are outputs to summary departmen-
tal budgets (such as departments summary operating
budgets)—which, in turn, provide inputs to the
preparation of summary and consolidated organiza
tional budgets.

M arketing/Sales Department Budgets

1

M ar keting/sales department program/project bud-
gets

The general description of program/project budgets
(on pages B-13 and B-15) applies to this department’s
program/project budgets.

A. Marketing/sdles department operating program/
project budgets: This department has severa types
of operating program/project budgets that other
departments do not have:

Pricing program(s)/project(s) budget(s), which
contain(s) figures for benefits and costs associated
with, for example, pricing programs and discounts/
allowances programs.

Sdling  program(s)/project(s) budget(s), which
contain(s) figures for benefits and costs associated
with, for example, increasing/decreasing the size
of the salesforce, altering salary and commission
formulas, increasing/decreasing the number of
sdes offices, and increasing/decreasing the num-
ber or cost of selling aids.

Advertising/promotional program(s)/project(s)
budget(s), which contain(s) figures for benefits
and costs associated with, for example, changing
the promotiona approaches used in various media,
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Exhibit N: XYZ Company (Marketing Department) Sales Budget (2011)

Row | 1stQrtr ILan Qrtr |f 3rd Qrtr || 4th Qrtr Jf Year Total

#

1 Projected sales (units) 36,500 37,500 37,500 38,500 150,000

2 (x) Unit sales price (3200 ea.)  (x) $200  (x) $200 (x) $200  (x) $200 (x) $200

3 (=) Gross sales revenue ($s) 7,300,000 7,500,000 | 7,500,000 | 7,700,000 § 30,000,000
4(-)  Sales discounts® ($s) (146,000)  (150,000)  (150,000)  (154,000)f (600,000)
5(-)  Freight allowances® ($s) (73,000) (75,0000 _ (75,000) (77,000)§  (300,000)
6 (=) Net sales revenue ($s) 7,081,000 | 7,275,000 | 7,275,000 7,469,000 § 29,100,000

Assumptions based on historical data:
& 2% of gross sales revenue
® 1% of gross sales revenue

Exhibit O: XYZ Company (Marketing Department) Cash Collections (from Sales) Budget (2011)

Row | 1stQrir " 2nd Qrtr ][ 3rd Qrtr ]| 4th Qrtr W[ Year Total
#
7 Accounts receivable 1,979,250 1,979,250
(12/31/2011)
8 (+) 1stQrtr collections 4,956,700 2,053,490 7,010,190
9 (+) 2nd Qrtr collections 5,092,500 2,109,750 kk 7,202,250
10(+) 3rd Qrir collections 5,092,500 2,109,750 § 7,202,250
11(+) 4th Qrtr collections ’ ! 5,228,300 § 5,228,300
12(=) Total cash collections 6,935,950 «:E 7,145,990 7,202,250 = 7,338,050 § 28,662,240

Assumptions based on historical collection data:
70% of a quarter's sales are collected during the quarter of sale.
29% of a quarter's sales are collected in the quarter following the quarter of sale.
1% of a quarter's sales are uncollectible.

29% of a quarter's sales constitute "accounts receivable" at the beginning of the
the next quarter. Thus, 29% of the 4th quarter's sales constitute "accounts receivable"
at the beginning of the next budgetary year.




improving the production of commercials or ad-
vertisements, and increasing/decreasing advertis-
ing expendituresin various types of media.

Didribution  program(s)/project(s)  budget(s),
which contain(s) figures for benefits and costs as-
sociated with, for example, modifying warehous-
ing and shipping practices, using new channels of
distribution, increasing/decreasing the use of cer-
tain channels, and increasing/decreasing the costs
associated with certain channels.

The preparation of the above program/project bud-
gets should take account of trade-offs among the
benefits and costs of the various types of pro-
grams/projects. In other words, ask, for example,
How much more sales would be generated by a
dollar-per-unit decrease in price—versus a dollar-
per-unit increase in advertisng—versus a dollar-
per-unit increase in saes effort—versus a dollar-
per-unit increase in channel of distribution costs?

. Resourceg/structural program/project budgets —
See pages B-16 and B-17 for general descriptions
of structural/systems, facilities/equipment, and hu-
man resources program/project budgets, which are
common to al departments.

. Format — A marketing/sales department program/
project budget can contain any items at the top of
page B-15 that are applicable/appropriate.

. Inputs — Seethe list “a through “g” on page
B-15.

. Outputs — As indicated by the arrows on page
B-10 of Figure 14, the output figures contained in
these budgets are inputs to the preparation of the
departmental accounting and resources manage-
ment budgets discussed below.
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budget contains unit sales figures, which indicate
the projected/planned number of units of products
or services to be sold. These figures are based on
forecasts of unit sales. In a more detailed sales
budget than the example in Exhibit N, unit sales
figures (Row 1) can be shown by month or quarter
under various possible combinations of these and
other headings. (a) product/service groups (and
specific products/services under each group); (b)
geographic areas; and (c) types of customers. A
sub-total is usualy shown beneath each heading
(grouping). A total or grand total is usually shown
at the bottom. [Also see Exhibit K on page B-2.]
Unit sales figures are used to calculate sales dol-
lars.

Sales revenue — The bottom portion of a sales
budget contains revenue figures, which are trans-
lations of unit sales into dollar sdles. In a single-
product/service enterprise, the monthly or quar-
terly gross sales revenue figures (Row 3 in Exhibit
L) are cdculated by multiplying the monthly or
guarterly number of units (Row 1) by the unit
price (Row 2). In a multi-product/service enter-
prise, monthly or quarterly gross sales revenue
figures are calculated by multiplying each pro-
duct’ g/service's unit sales by its unit price, and
then adding the results for al products/services.
[Also see Exhibit K on page B-2.]

. Inputs — A unit sales budget should contain fig-

ures that reflect the results of an over-all or total
marketing effort. In other words, the figures
should take into account (&) the projected sales
resulting from existing (normal/standard/on-going)
marketing efforts (which include previously imple-
mented programs/projects); and (b) the projected
additional sales resulting from the implementation
of any new marketing programs/projects.

As shown in Figure 14, these are important inputs

Sales budget — This type of budget normally con-
tains both nonfinancial (# unit sales) figures and finan-
cial ($ sales revenue) figures. [See the example of a
single-product/service sales budget in Exhibit L. For
an example of a multi-product/service sales budget,
see Exhibit K on page B-2]

A. Description and Format

Unit salesbudget — The top portion of asales

to the formulation of a unit sales budget:

1. the guiddline sales budget formulated by top
management

2. the last period’'s unit saes figures — and
trendsin those figures

3. forecasts of anticipated increases or decreases

in sales due to the economy, market demand,
competitive practices, and other environmen-
ta and industry factors
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C.

4. projected (additional) sales figures contained
in the pricing, selling, advertising/promotion,
distribution,  structural/systems, facilities/
equipment, and human resources program/
project budgets

Outputs

1. Asshown by the two horizontal arrows that
extend from page B-10 into page B-11 of
Figure 14, unit sdes and sales revenue fig-
ures are usually summarized on a marketing
department’ s operating budget.

2. Asshown by the vertica line and arrows on
page B-10, desired/projected unit sfigures
tend to influence figuresin . . .

a thesdesrevenueb

b. the departmental/(organizational) cash
collections budget

c. thedepartmental selling (expense) budget

d. the departmental advertisng and promo-
tion (expense) budget

e. thedepartmental other expenses budget

f. the departmenta facilities/equipment bud-
get

g. thedepartmental human resources budget

h. the production department’s production
(units) budget

i. other production department budgets

j. other departments operating levels, and,
therefore, their various budgets

D. Departments having sales budgets: In most organ-

izations, the only unit to have a Sales Budget is the
marketing or sales department. However, some or-
ganizations have certain other units that sell pro-
ducts or services to outside customers, and, there-
fore, may aso have their own sales budgets. (In
general, such units are less likely to be true reve-
nue and/or profit centers.)

3. Cash collections budget — Although sales may oc-

cur during a particular month, customers may not actu-
aly pay their bills for another thirty, sixty, or more
days. In fact, a smal percentage of bills are uncol-
lectable (are “bad debts’). This budget indicates the
projected total cash collections (payments by custom-

ers) during each month (or quarter).

A. Format — See the budget in Exhibit O (page B-
20) asan example.

B. Inputs — The (projected) figures on a cash col-
lections budget are generally based on historical
collection data and an “aging of accounts analy-
S§s”  [See the assumptions at the bottom of Ex-
hibit O.] They can aso be affected by new mar-
keting department or organizationa credit policies,
payment policies, and payment terms.

C. Outputs — Asshown on page B-11 of Figure 14,
the total cash collections figures are carried for-
ward to the cash receipts section of the organi-
zation’ s cash budget.

4. Sdling (expense) budget — This budget indicates
expenses that are incurred by or associated with a
sdesforce. [In genera, selling expenses are consid-
ered fixed costs. However, certain items—such as
salesforce commissions/bonuses—are considered vari-
able cost items)]

A. Format — These and other selling expense items
may be shown: geographic managers compensa
tion, salespersons’ compensation, the costs of sell-
ing aids, saesforce training costs, expenses asso-
ciated with shows and expostions, telephone
charges attributable to salesforce personnel, and
sdespersons travel and entertainment expenses.
In a detailed selling budget, certain items may be
broken down by categories of salespersons, sales
territories, product/service groups (and specific
producty/services), types of selling aids, types of
shows/expositions, and other categories.

B. Inputs — As shown in Figure 14, the primary
sources of selling expense figures are:

1. the guiddine sdling budget formulated by
top management

2. expense figures from the previous period's/
periods selling expense budget(s)

3. expense figures in one or more selling pro-
gram(s)/project(s) b(s)

4. the calculation of selling cost per unit sold
(based on recent data)



C. Outputs — As shown in Figure 14, figuresfor
items in the selling budget are carried forward to
and summarized in the marketing/sales depart-
ment’s operating budget (if the department pre-
pares one). [See Exhibit P.] In turn, selling ex-
pense figures in the marketing/sales department’s
operating budget are carried forward to and fur-
ther summarized in the organizational operating
budget. [See Exhibit W on page B- 42.] (If the
department does not prepare a summary operating
budget, selling budget figures are directly carried
forward to and summarized in the organization’s
operating budget.)

5. Advertising/promotion (expense) budget — This

budget deals with expenses that are associated with ad-
vertising and promotional efforts. (Such expenses are
generaly considered fixed costs.)

A. Format — These and other advertising/promotion
expense items may be shown: catalog/brochure ex-
penses, the cost of commercials on broadcast me-
dia (TV and radio), the cost of advertisements in
print media (newspapers and magazines), ex-
penses associated with direct mail promoations,
expenses associated with the production of ads and
commercias, the cost of point of sale displays, and
postage (for direct mail and catalogs). In a detailed
budget, certain items may be broken down by geo-
graphic region, product or service groups (or spe-
cific products/services), types of media utilized,
and other categories.

B. Inputs — As shown in Figure 14, the primary
sources of these expense figures are:

1. the guiddine advertising/promotion budget
formulated by top management

2. expense figures from the previous period's/
periods ad/promo budget(s)

3. expensefiguresin one or more ad/promo pro-
gram(s)/project(s) budget(s)

4. the cdculation of ad/promo cost per unit sold
(based on recent data)

C. Outputs — As shown in Figure 14, items in the
ad/promo budget are carried forward to and sum-
marized in the marketing/sales department’ s oper-
ating budget (if the department prepares one).
[See Exhibit P on page B-24.] In turn, operating
budget advertising/promation expense figures are
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carried forward to and further summarized in the
organizationa operating budget. [See Exhibit W
on page B-42] (If the department does not pre-
pare a summary operating budget, advertisng/
promation budget figures are directly carried for-
ward to and summarized in the organization’s op-
erating budget.)

Other departmental expenses budget — This con-
tains figures for expenses associated with “depart-
mental overhead” items involving (&) the internal ad-
ministration of the department, and (b) other (non-sell-
ing and non-promotional) aspects of the department’s
operations. [Most of these expenses are considered
fixed costs. However, certain items (such as employ-
ment taxes and employee benefits) are normally con-
sidered variable costs]

A. Format — These and other expenses may be
shown: sub-unit managers compensation, profes-
sona saff members compensation, secretarial/
clerical personnel’s compensation, office supplies
and equipment expenses, office rent (if office
gpace is rented), main sales office telephone and
postage expenses, distribution and warehousing
expenses, and departmental employment taxes and
employee benefits.

B. Inputs — As shown in Figure 14, sources of
other expenses figuresinclude:

1. the guideliine other departmental expenses
budget formulated by top management

2. expense figures from the previous period' s/
periods other expenses budget(s)

3. expense figures from structural/systems pro-
gram(s)/project(s) budget(s)

4. expense figures from distribution/warehous-
ing program(s)/project(s) budget(s)

5. the calculation of other costs per unit sold
(based on recent data)

C. Outputs — As shown in Figure 14, figures for
expense items in this budget are carried forward
to and summarized in the marketing/sales depart-
ment’s (summary) operating budget (if the depart-
ment prepares one). [See Exhibit P.] In turn,
other expenses figures in the department’s oper-
ating budget are carried forward to, and further
summarized in, the organization's operating bud-
get. [See Exhibit W on page B-42.) (If the depart-
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Exhibit P: Marketing Department (of XYZ Company) Operating Budget (2011)

4th Qrir J[Year Total
Row (All figures in 000s Units/$s)
#

1 UNIT SALES 38.5 150.0
2 GROSS SALES REVENUE 7,700 30,000
3 Sales discounts (154) (600)
4 Freight allowances (77) (300)
5(-) TOTAL DISC/ALLOW: (231) (900)
6 (=) NET SALES REVENUE 7,469 29,100

EXPENSES

Advertising/Promotion Expenses
7 Catalogs/brochures/postage 20 200
8 Point of purchase displays 50 300
9 Broadcast media advert'g (co-op) { 30 100
10 Print media advertising (co-op) - 150 500
11(+) TOTAL ADV/PRO EXPENSE 250 1,100

Selling Expenses
12 Reg'l managers' compensation 59 233
13 Salespersons' compensation 337 1,332
14 Samples & other selling aids 15 100
15 Telephone 21 70
16 Travel/entertainment 250 800
17 Shows/exhibitions 60 200
18 Salesforce training/conferences 10 65
19(+) TOTAL SELLING EXPENSE 752 2,800

L

Other Marketing Dept. Expenses
20 Mid-mgm't & staff compensation % 62 62 62 248
21 Office personnel compensation ?g 75 75 ¢ 75 300
22 Employment taxes (all pers.) 58 58 59 233
23 Employee benefits (all pers.) 31 31 - 31 124
24 Office supplies & equipment 6 6 6 24
25 Telephone & postage (hdgrtrs) 8 9 11 38
26 Warehousing contracts 80 80 80 320
27 Miscellaneous 6 6 6 24
28(+) TOTAL OTHER EXPENSES 326 - 327 330 1,311
29(=) TOTAL DIRECT EXPENSES 1,413 1,225 | 1,332 5,211

Charged (Corp. G&A) Expenses
30 Executive/admin compensation 60 60 62 242
31 Information system usage 9 9 9 36
32 Rent/utilities/deprec. & other 39 o 39 41 158
33(+) TOTL CHARGED EXPENSES 108 ;@ 108 112 436
34(=) TOTAL EXPENSES 1,521 % 1,333 1,444 5,647




ment does not prepare an operating budget, other
expenses figures are directly carried forward to
and summarized in the organization's operating
budget.)

Marketing/sales department operating budget —
This budget reviews a marketing/sales department’s
operations on a single document. It summarizes items
and associated figures contained in the more detailed
(supporting) sales and expenses budgets. Since the
supporting budgets are the ones actually used to man-
age operations and resources, and since they can be
used to provide inputs to the organization’s operating
budget, it is not absolutely necessary to prepare this
summary budget. Thus, while it is prepared in many
organizations, it is not prepared in al organizations.

A. Format — Exhibit Pisan example.

Sales section:  Thisindicates totd figures for unit
sales and sales revenue (rather than breaking these
items down by, for example, territories or product/
service groups).

Direct expenses section: Likewise, this indicates
total figures for advertising/promotion, sdlling, and
other expenses (rather than breaking them down
by, for example, territories or product/service

groups).

Charged expenses section: This contains figures
3for prorated portions of corporate general and ad-
min expenses (overhead expenses) that are being
alocated to the marketing/sales department. In
Exhibit P, the department is being charged for its
(prorated) share of corporate-level executive and
office personnel salaries, information system utili-
zation, and various other G&A items (one of
which is depreciation on the department’ s share of
office space owned by the company). (These fig-
ures can be calculated and entered once organiza
tional G& A expenses have been calculated.)

If a marketing/sdles unit is a subsidiary profit-
making and tax-paying corporation, it also indi-
catesa“bottomline” after-tax profit or (10ss).

B. Inputs — The departmental operating budget
should contain figures that reflect overall results.
In other words, the figures should account for (a)
the projected resultsof on-going operations, and
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(b) the projected results of any new programs/pro-
jects. (If the sdles and expense budgets reflect
these results, then their summarization on the op-
erating budget should automatically reflect them.)

As shown in Figure 7-B (page PP-5) and in Figure
14, a marketing/sales dOperating budget is pre-
pared based on the following inputs (to Exhibit P):

1. the guiddine departmental operating budget
formulated by top management

2. Projected unit sales (Row 1) — from the
sales budget (Row 1, Exhibit N)

3. Gross sales revenue (Row 2) — from the
sales budget (Row 3, Ex. N)

4.  Discounts/allowances (Rows 3 & 4) — from
the sdlesbudget (Rows 4 & 5, Ex. N)

5. Net sales revenue (Row 6) — from the sales
budget (Row 6, Ex. N)

6. Advertising/promotion expenses (Rows 7-
10) — from the advertising/promotion budget

7. Selling expenses (Rows 12-18) — from the
sdlling budget

8.  Other departmental expenses (Rows 20-27)
— from the other expenses budget

9. Charged (Corp. G&A) expenses (Rows 30-
32) — from the organizational G& A budget

C. Outputs — Asindicated on page B-11 of Figure
14, al marketing/sales department operating bud-
get figures are used to prepare the organizational
operating budget. Figures for fotal unit sales and
total sales revenue are directly carried forward.
Selling expense, advertising/promotion expense,
and other departmental expense items (and asso-
ciated figures) are normally carried forward in a
summarized format.

The facilities/equipment and human resources budgets
of al departments are discussed in a separate section
below.



B-26

Exhibit Q: XYZ Company (Production Department) Production Budget (2011)

Row | 1stQrtr || 2nd Qrtr }| 3rd Qrtr || 4th Qrtr W Year Total

#
1 Projected unit sales 36,500 37,500 37,500 38,500 150,000
2 (+) Desired ending inventory® 3,750 3,750 3,850 3,900° 3,900
3 (-) Beginning inventory® (3,650) (3,750) (3,750) (3,850) (3,650)
4 (=) Production volume (units) 36,600 37,500 37,600 38,550 150,250
Assumptions:

#10% of the next quarter's sales

® Estimated Copyright © 1989, 1995, 2012 by R.D. Cecil & Co.

¢ Same as the previous quarter's ending inventory

Note the rather slight differences between the unit sales and production volume
figures so as not to confuse these figures when examining subsequent exhibits.

Production Department Budgets

1.

Production department program/project budgets

The general description of program/project budgets
(on pages B-13 and B-15) applies to a production de-
partment’s program/project budgets.

A. Operating program/project budgets: A production
department can have various types of operating
program/project budgets, many of which are not
common to other departments.

Productivity  program(s)/project(s)  budget(s),
which contain(s) figures for benefits and costs as-
sociated with, for example, changes in perform-
ance standards, work schedules, and work proce-
dures. It should be noted that other program/pro-
ject budgets mentioned in this section can also
reflect attempts to improve productive efficiency.

Quality assurance program(s)/project(s) bud-
gets(s), which contain(s) figures for benefits and
costs associated with programs/projects aimed at
improving product/service quality. It should be
noted that there may be trade-offs between quality
and both productivity and cost reduction.

Cost _reduction program(s)/project(s) budgets(s),
which contain(s) figures for benefits and costs as-
sociated with, for example, waste reduction and
performance improvement programs. It should be
noted that other program/project budgets men-
tioned in this section can also reflect attempts to
reduce costs.

Engineering  program(s)/project(s)  budget(s),
which contain(s) figures for benefits and costs as-
sociated with, for example, improvements in ma-
chine design, process design, work area layout,
machine placement, machine utilization, and mate-
rials handling practices.

Purchasing program(s)/project(s) budget(s), which
contain(s) figures for benefits and costs associated
with, for example, changes in sources and in pur-
chasing practices.

Maintenance  program(s)/project(s) budgets(s),
which contain(s) figures for benefits and costs as-
sociated with, for example, preventive mainten-
ance and spare parts programs.

Warehousing/inventory program(s)/project(s) bud-
get(s), which contain(s) figures for benefits and




costs associated with, for example, improvements
in warehousing, materias handling, and inven-
tory control practices.

Shipping program(s)/project(s) budget(s), which
contain(s) figures for benefits and costs associated
with, for example, improvements in sales-produc-
tion-customer coordination, carrier selection, and
packaging, scheduling, and routing practices.

. Resourceg/structural program/project budgets —
See pages B-16 and B-17 for general descriptions
of structural/systems, facilities/equipment, and hu-
man resources program/project budgets, which are
common to all departments.

. Format — Production department program/pro-
ject budgets can contain any items on the left of
page B-15 that are applicable or appropriate.

. Inputs — Seeitems*“a’ through “g” on page B-
15.

. Outputs — Asindicated by arrows on page B-10
of Figure 14, the figures contained in these bud-
gets are used to prepare the departmental account-
ing and resources management budgets discussed
below.
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3. Desired ending inventory of finished goods
(Row 2) — the leve of the ending inventory
of finished goods desired by the sales and/or
production departments (See Assumption
“a”)

4.  Beginning inventory of finished goods (Row
3) — for the 1t quarter, from the previous
budgetary period’'s organizationa balance
sheet (and/or physical inventory of finished
goods); for other quarters, from the previous
quarter’sending inventory figure

5. the effects of departmenta programs/projects
on production capabilities and costs

6. organizationa funds, which influence facili-
tiesequipment decisions that affect produc-
tion capacity and costs

7. the effects of production costs on prices and
unit sales

8. the organization’s profit goal, the attainment
of which is largely affected by production
costs

C. Outputs — Once the production budget has been
prepared, the next eight budgets can be prepared
based on production volume igures. the direct
materias budget, the cash disbursements for mate-
rials budget, the direct labor budget, the factory
overhead budget, the departmental operating bud-
get (if any), the factory payroll budget, the cost of

Production budget — This nonfinancial budget con-
tains figures for the planned number of units to be pro-
duced—or number of units or volume of production.

A. Format — Exhibit Q isasmplified example, be-

goods sold budget, and the ending inventories
budgets.

Because of the significant relationships between
the sales budget and the production and produc-

cause it deals with only one product. A multi-pro-
duct production budget would be broken down by
product groups and would indicate the same four
rows of figuresfor each individual product.

. Inputs — As shown in Exhibit Q and Figure 14,
this budget’s preparation is mostly based on pro-
jected figures for unit sales and beginning and
ending (levels of) finished goods inventories, but
the figures are dso influenced either directly or in-
directly by other factors included among the fol-
lowing inputs (to Exhibit Q):

1. the guideline production budget formulated
by top management

2. Projected unit sales (Row 1) — from the
sales budget (Row 1, Exhibit N)

tion costs budgets, the formulation of these bud-
gets should be inter-departmentally coordinated.

3. Direct materials budget — This budget contains
both dollar and non-dollar figures associated with ma-
terials (raw materials and/or parts) inputs to the pro-
duction process.

A. Format — Exhibit R (next page) is a smplified
example, because it deals with only one product
and only one materia input required to make that
product. The following steps apply to this Exhibit:
First, Rows 1 through 3 are used to calculate the
figures for (total) materias requirements. Second,
Rows 3 through 6 are used to calculate the figures
for purchasing requirements (taking into account
beginning and ending inventories of materials).
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Exhibit R: XYZ Company (Production Department) Direct Materials Budget (2011)

Row istQrtr  2nd Qrir . 3rd Qrir _ 4th Qrir || Year Total
#

1 Projected production (units) 36,600 37,500 37,600 38,550 150,250

2 (x) Materials input per unit (Ibs) _ (x)30 @ (x)30 = (x) 30 (x) 30 (x) 30

3 (=) Materials requirements (Ibs) 1,098,000 1,125,000 1,128,000 1,156,500 § 4,507,500

L

4 (+) Desired ending inventory 112,500 112,8001
of materials®

.

.
115,650  117,450° 117,450

o

5(-) Beginning materials inventory®  (109,800) (112,500) (112,800) (115,650)f (109,800)

6 (=) Materials to be purch'd (units) 1,100,700 1,125,300 1,130,850 1,158,300 4,515,150

7 (x)  Price per unit of material(s) - (x) $2.00 (x) $2.00 (x) $2.00 (x) $2.00f (x) $2.00
8 (=) Materials purchase cost 2,201,400 2,250,600 2,261,700 2,316,600 § 9,030,300
Assumptions:

2 10% of the next quarter's materials requirements

® Estimated

¢ Same as the previous quarter's ending inventory

Exhibit S: XYZ Company (Production Dept.) Schedule of Cash Disbursements for Materials (2011)

Row | 1stQrtr || 2nd Qrir || 3rd Qrir || 4th Qrir | Year Total
#
9 Accounts payable (12/31/20__) 1,017,022 _ , 1,017,022
10(+) 1st Quarter purchases 1,100,700 1,100,700 2,201,400
11(+) 2nd Quarter purchases 1,125,300 1,125,300 2,250,600
12(+) 3rd Quarter purchases . - 1,130,850 1,130,850 f 2,261,700
13(+) 4th Quarter purchases “ : 1,158,300 1,158,300
14(+) Total disbursements for 2,117,722 2,226,000 52,256,150 - 2,289,150 | 8,880,022
materials
Assumptions:

50% of a quarter's materials bill is paid during that quarter; the other 50% is
paid during the following quarter.




B-29

Exhibit T: XYZ Company (Production Department) Direct Labor Budget (2011)

Row [AstQrtr |[2nd Qrtr |[ 3rd Qrtr |[ 4th Qrtr | Year Total
#

1 Production volume (units) 36,600 37,500 37,600 38,550 150,250

2 (x) Direct labor hours per unit (x) 5.0 (x) 5.0 (x) 5.0 (x) 5.0 (x) 5.0

3 (=) Total direct labor hours 183,000 187,500 188,000 192,750 751,250

4 (x) Direct labor cost/hour

(x)$9.00  (x)$9.00  (x)$9.00 § (x) $9.00

5 (=) Total direct labor cost

Third, Rows 6 through 8 are used to calculate the
figures for the cost of purchased materials.

Note: A multi-product materials budget—espe-
cially one in which each product required a num-
ber of materials or parts—would be much more
elaborate. [See Exhibit L on page B-3, which does
not account for inventories (but would if it were
constructed as it should be).]

Inputs — Inputs to this budget include:

1. the guideline direct materials budget prepared
by top management (if any)

2. Production volume (Row 1) — from the pro-
duction budget (Row 4, Exhibit Q)

3. Materials requirements per unit (Row 2) —
from. ..

a. historical materials usage data

b. usage improvements indicated on relevant
engineering, cost/waste reduction, and
other programs/projects budgets

4.  (Desired) Ending materials inventory (Row
4) — See the production department’s as-
sumption “a.”

5. Beginning materials inventory (Row 5) —
for the 1st quarter, from the previous bud-
getary period’s ending inventory of materials
item on the organizational balance sheet (or
physical inventory document); for other quar-
ters, from the previous quarter’s ending in-
ventory figure.

1,647,000 1,687,500 1,692,000 1,734,750 f§ 6,761,250

Copyright © 1989, 1995, 2012 by R.D. Cecil & Co.

6. Materials (unit) prices (Row 7) — from . .
a. suppliers’ price lists
b. projections regarding economic (e.g., in-
flationary) influences on prices

C. Outputs — As shown on page B-10 of Figure 14,
Materials Purchase Cost figures are inputs to the
next budget (schedule).

Cash disbursements for materials budget — This
budget (or schedule) indicates when payments for
materials purchases will be made. A common assump-
tion: 50% of a quarter’s materials purchase bill will be
paid during that quarter, and 50% will be paid during
the next quarter. (In general, purchases made in the last
thirty to forty-five days of a quarter are paid for during
the next quarter.)

A. Format — See the bottom section of Exhibit S
for an example. (Note that it is formatted in the
same manner as the cash collections budget in Ex-
hibit O on page B-20, but indicates “accounts
payable” instead of “accounts receivable™ at the

top.)

B. Inputs — Materials purchase cost figures —
from the direct materials budget (Row 8, Ex. R)

C. Outputs — Total disbursements for materials fig-
ures are carried forward to the organizational
procurement budget and to the cash disbursements
section of the organizational cash budget (Exhibit
X on page B-48).
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Exhibit U: XYZ Company (Production Department) FactoryOverhead Budget (2011)

Row
# | 1stQrtr || 2nd Qrtr }| 3rd Qrtr || 4th Qrtr B Year Total
Variable Factory Overhd Costs
1 Production volume (units) 36,600 37,500 37,600 38,550 150,250
2 (x) Indirect labor hours per unit (x) 1.0 (x) 1.0 (x) 1.0 (x) 1.0 (x) 1.0
3 (=) Total indirect labor hours 36,600 37,500 37,600 38,550 150,250
4 (x) Indirect labor cost/hour (x) $8.00 (x) $8.00 (x) $8.00 (x) $8.00 § (x) $8.00
5 (=) Total indirect labor cost 292,800 300,000 300,800 308,400 § 1,202,000
6 Other variable costs per unit $16.00 $16.00 $16.00 $16.00 $16.00
(utilities, supplies, employ-
ment taxes, employee benefits,
and other variable costs)
7 (x) Production volume (Row 1) (x) 36,600 (x) 37,500 (x) 37,600 (x) 38,550 f#(x) 150,250
8 (=) Total other variable overhead 585,600 600,000 601,600 616,800 § 2,404,000
costs
9 Total variable overhead cost 878,400 900,000 902,400 925,200 § 3,606,000
(Sum of Rows 5 and 8)
Fixed Factory Overhead Costs
10  Staff & ofc. pers. compensat'n 150,000 150,000 150,000 150,000 600,000
11 (+) Office supplies/equipment 5,000 5,000 5,000 5,000 20,000
12 (+) Rental/lease expenses 5,000 5,000 5,000 5,000 20,000
13 (+) Depreciation expense (on F/E) 77,000 77,000 77,000 77,000 308,000
14 (+) Other fixed overhead costs 5,000 5,000 5,000 5,000 20,000
15 (=) Total fixed overhead cost 242,000 242,000 242,000 242,000 968,000
16 Total factory overhead cost 1,120,400 1,142,000 1,144,400 1,167,200 § 4,574,000

(Sum of Rows 9 and 15)
Copyright © 1989, 1995, 2012 by R. D. Cecil & Co.

account for variable production rates and other factors,

Direct labor budget — This budget indicates items
and associated figures used to calculate each month’s/
quarter’s total direct labor cost. Direct labor includes
all personnel who are directly involved in production
—such as machine operators and assembly line work-
ers. Direct labor cost includes only the wages of these
personnel. (Employment taxes and employee benefits
are included in variable factory overhead costs.)

The direct labor budget would be fairly easy to prepare
if (a) the production rate were steady, (b) employment
were constant, and (c) workers’ hours and wage rates
were constant. In such a case, workers’ monthly/
quarterly wages could simply be totalled. However,
especially in large, multi-product enterprises, the oppo-
site conditions usually exist. Consequently, in order to

total direct labor costs are generally calculated as
shown in Exhibit T. [In multi-product enterprises, it is
common practice to calculate the direct labor cost for
each product (or each group of very similar products),
and then calculate a grand total.]

A. Format — First, Rows 1 through 3 are used to
calculate the figures for (translate production vol-
ume into) total direct labor hours. Then, Rows 3
through 5 are used to calculate the figures for
(translate total direct labor hours into) total direct
labor cost.

B. Inputs — Major inputs (to Exhibit T) include:

1. Guideline direct labor budget formulated by



top management

2. Production volume (Row 1) — from the pro-
duction budget (Row 4, Exhibit Q)

3. Direct labor hours per unit (Row 2) — from

a recent production data

b. labor hour (job time) improvements indi-
cated in relevant productivity, engineer-
ing, cost reduction, facilities/equipment,
and human resources program/project
budgets

4.  Direct labor cost per hour (Row 4) — from
wage rate schedules and cost accounting de-
partment data

C. Outputs — This budget contains figures used to
calculate severa other budgets:

1. the cost of goods sold budget (Exhibit V on
pages B-34 through B-36)

2. the factory payroll budget (of which tota
direct labor cost is one element)

Factory overhead budget — This budget contains
figures for al other cost items that can be properly
atributed to overal factory operations. Some of these
costs are “variable” (and are covered in one section),
and some are “fixed” (and are covered in another sec-
tion).

A. Format — Seethe examplein Exhibit U.

Variable factory overhead codts section — This
section is usualy divided into two variable cost
sub-sections. In both, it is common practice to use
per unit costs (calculated by the cost accounting
department) to calculate total costs.

Indirect labor cost: This first sub-section is
used to calculate (factory-wide) total indirect
labor cost. Indirect labor consists of person-
nel not directly involved in production— e.g.,
supervisors, machine maintenance and repair
personnel, eectricians, pipefitters, welders,
tool and die makers, tool room personnel, and
janitors. Only their wages are included in the
per unit cost. (Employment taxes and em-
ployee benefits are included in the other var-
iable overhead costs sub-section.)

B.
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Other variable overhead costs: This second
sub-section usually deals with the (per unit)
costs of items such as these:

a utilities (such as gas and electricity);

b. supplies (such as shop supplies, small
tools, and other ancillary consumables);

c. employment taxes and employee benefits
associated with direct and indirect labor;
and

d. employment taxes and employee benefits
associated with the salaries and wages of
departmental administrative, professional/
staff, and secretaria/clerical personnel
(who are included under the fixed factory
overhead costs section below).

Fixed factory overhead costs section — This sec-
tion contains figures for (a) factory overhead items
that are considered fixed cogts, and (b) (fixed cost)
items that are associated with administrative and
staff activities at the departmental level. (In effect,
therefore, it is equivalent to the marketing/sales
department’ s other departmental expenses budget.)
More specificdly, it can include items such as
these:

a sdaieswages of the production depart-
ment's middle managers, professional staff
(e.g., engineers, quality control staff, and pur-
chasing staff), and secretarid/clerical person-
nel;

b. office supplies and (non-depreciable) equip-
ment;

c. rental/lease expenses associated with any fac-
tory and/or office facilities and equipment
rented or leased by the production depart-
ment;

d. depreciation (on any company-owned plant
and/or office facilities and equipment used by
the production department); and

e. other fixed overhead costs (including prop-
erty taxes on factory buildings and land).

Inputs to the factory overhead budget (in Exhibit
U) include:

1. the guideline factory overhead budget formu-
lated by top management

2. Production volume (Rows 1 and 7) — from
the production budget (Row 4, Exhibit Q)
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3. Indirect labor hours per unit (Row 2) —
from cost accounting department data

4.  Other variable costs per unit (Row 6) —
from cost accounting department data

5. Fixed factory overhead costs (Rows 10
through 14) — from salary and wage sched-
ules, rental/lease agreements, depreciation
schedules, and accounting department data

C. Outputs — This budget contains figures used to
construct several other budgets:

1. the cost of goods sold budget (Exhibit V on
pages B-34 through B-36)

2. the factory payroll budget (of which total in-
direct labor cost is one element)

3. theorganizational procurement budget

4. the organizational cash budget (Exhibit X on
page B-48)

Production department (summary) operating bud-
get — Like the marketing/sdes department’s oper-
aing budget, this reviews both nonfinancial and fi-
nancia aspects of the production department’s oper-
aions on a single document. It summarizes items and
associated figures in the more detailed (supporting)
production, direct materias, direct labor, and factory
overhead budgets. Since the supporting budgets are the
ones actualy used to manage operations and re-
sources, and since the cost of goods sold budget (dis-
cussed below) is the budget actually used to construct
the organization’ s operating budget, it is not absolutely
necessary to prepare this summary budget. Thus, while
it is prepared in many organizations, it is not prepared
in al organizations.

A. Format — The top portion usualy contains a
summary of the (nonfinancial) production budget
(often, just the budgeted production volume fig-
ures). The bottom portion is essentially the depart-
ment’s expense budget. It usualy shows expense
items broken down into materials expense, direct
labor expense, factory overhead expenses, and any
prorated organizational or corporate general and
administrative expenses being charged to the pro-
duction department.

B. Inputs:

1. Production figures — from the production
volume figures on the producion budget

2. Materials expense figures — calculated
based on materials purchase cost figures from
the direct materials budget (Row 8, Ex. R),
adjusted in order to account for the cost of
the beginning inventory of materials

3. Direct labor expense figures — from the di-
rect labor budget (Row 5, Ex. T)

4.  Factory overhead expense figures — from the
factory overhead budget (Ex. U)

5. Charged (corporate G&A) expenses figures
— from the organizational G& A budget

C. Outputs — Organizational budgets and certain
other departmental budgets are not normally pre-
pared based on figures contained in this budget.

8. Factory payroll budget — Thisbudget contains fac-

tory wage figures. Although it is generally the re-
sponsibility of the production department, it is usually
prepared by the payroll section of the finance/ac-
counting department based on direct and indirect labor
expense figures provided by the production depart-
ment. (On page B-11 of Figure 14, therefore, it is
shown in abox with dashed lines.)

A. Format — The factory payroll budget contains
direct and indirect labor expense (total wages) fig-
ures (perhaps broken down by various possible
categories of personnd). It may aso indicate em-
ployment tax figures calculated by the payroll de-
partment. [A payroll budget differs from a payroll
schedule, which lists each employee by name and
isactualy used to pay personnel.]

B. Inputs:

1. Total Direct Labor Cost — from the Direct
Labor Budget (Row 5, Exhibit T)

2. Total Indirect Labor Cost — from the Fac-
tory Overhead Budget (Row 5, Exhibit U)

C. Outputs — Along with figures contained in other
departments  budgets, the figures in this budget
are used to prepare the organizationa payroll bud-
get and the cash expenditures section of the or-
ganizational cash budget (Exhibit X on page
B-48).

Cost of goods sold budget — Often called the “ cost
of salesbudget,” this indicates the actual total pro-




duction cost of the budgeted units to be sold during the
coming period, which, in most manufacturing enter-
prises, is not the total production cost of the unitsto be
produced during the coming period. Although this
budget may be the responsibility of the production de-
partment, it, too, is normally prepared by the cost ac-
counting section of the finance/accounting department.
(Thus, on page B-10 of Figure 14, it is shown in abox
with dashed lines, also.)

If it were not for these and other circumstances, the
COGS budget could be constructed directly from fig-
ures in the direct materias, direct labor, and factory
overhead budgets:

a The goods produced during a particular period are not
necessarily the goods sold during that period. Most
enterprises ship products from inventory rather than
directly from the production line. Normaly, therefore,
the beginning inventory of finished goods (the ending
inventory for the previous budgetary period) is (&) sold
before newly produced units are sold, and (b) produced
at costs different from those that will be incurred during
the coming period. [Thisreflectsthe FIFO (first-in-first-
out) inventory policy, rather than the LIFO (last-in-first-
out) policy.]

b.  The cost of materials used during a particular period is
not necessarily the same as the cost of materias pur-
chased during that period. Most manufacturing enter-
prises maintain an inventory of materials. Normally,
therefore, the beginning inventory of materials (the
ending inventory for the previous budgetary period) is
(& consumed before newly purchased materias, and (b)
purchased at costs different from those that will be
incurred during the coming period. [This, too, reflects
the FIFO rather than LIFO inventory policy.]

C. Materials prices, materials usage rates, labor hours, and
wage rates do not necessarily remain constant during a
twelve-month period. Thus, the cost of each unit pro-
duced can vary from month to month or quarter to quar-
ter.

A. Format — Theformat shown in Exhibit V (pages
B-34 through B-36) is not a standard format. Dif-
ferent types of manufacturing organizations utilize
different formats.

Calculating the COGS is usually much more com-
plicated than indicated in Exhibit V. Thisis espe-
cialy true in multi-product enterprises. We have
constructed Exhibit V in a manner that demon-
strates the logic underlying various calculations.
We have greatly smplified it by making the con-
venient but unrealistic assumption that, after the
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beginning finished goods inventory has been sold
and the beginning materials inventory has been
consumed, per unit production costs, purchased
materias prices, wage rates, and other variables at
the beginning of 2011 will remain the same
throughout the rest of the year.

Note the following in Exhibit V:

* At the top, sales from the beginning inventory of fin-
ished goods are subtracted from total unit sales in order
to determine how many of the units sold must be
produced (aales from production). Figures for (unit)
sales from the beginning inventory of finished goods are
used to calculate the total (material, direct labor, and
factory overhead) cost of the goods sold from beginning
inventory. Figures for (unit) sales from production are
used to calculate the total (material, direct labor, and
factory overhead) cost of the goods sold from pro-
duction.

* Below, the budget has been divided into three major sec-
tions: a materials section, a direct labor section, and a
factory overhead section. Under each major section,
costs are divided into two sub-sections: (@) the costs
associated with the goods sold from the beginning
inventory of finished goods, and (b) the costs associated
with the goods sold from production (during the coming
period).

* In the materials section — First, the cost of materidsin
the beginning inventory of finished products is ca-
culated. Second, the cost of materials in the goods sold
from production is calculated. The second step requires
(1) determining total materials requirements, (2) sub-
tracting the beginning inventory of materials (so as not
to double count its cost), and (3) calculating the cost of
materials purchased during the period in order to pro-
duce for sales. Third, the costs of materialsin the begin-
ning inventory of finished goods and of the materials in
goods produced are totalled.

An additional point: Although the cost of goods
sold from the beginning inventory of finished
goods can be calculated using only afew lines, we
have not used this formatting short-cut in Exhibit
V. The format we have used (@) illustrates the
logic in COGS calculations, and (b) makes calcu-
lating total materials cost, total direct labor cogt,
and total factory overhead cost somewhat essier.

B. Inputsto the COGS budget (in Exhibit V) include:

1. Total unit sales (Row 1) — as in the sdes
budget (Row 1, Exhibit N)
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Exhibit V: XYZ Company (Production Department) Cost of Goods Sold (COGS) Budget (2011)

Row
# [Cistarir J[2nd Qrir J[3rd Qrir ][ 4th Qrir_J[ Year Total
1 Total unit sales . 36500 37,500 37,500 38500 f 150,000
2 (-) Sales from beginning inventory (3,650) - ‘ (3,650)
of finished goods?
3 (=) Sales from production 32,850 37,500 37,500 38,500 146,350
MATERIALS .
Cost of materials in goods sold ‘ l
from beg'g inv. of finishd goods®
4 Units of matl. per product (2010 data) 30.5
5 (x) Cost per unit of material (2010 data) (x) $1.90
6 (=) Materials cost per unit of product 57.95 |
in beg'g inventory of finished goods
7 (x) Beginning inv. of finished goods 3,650
8 (=) Totl cost of matls in goods sold 211,518 | 211,518
from beg. inv. of finished goods .
Cost of materials in goods sold ‘:;
from production
9  Beginning inventory of materials® 109,800
10(x) Cost per unit of material (2010 data) ~ (x) $1.90
11(=) Total cost of beginning inventory 208,620
of materials
12 Units of budgeted sales to be produced 32,850 37,500 37,500 38,500
13(x) Units of materials per finished . (x) 30.0 (x) 30.0 (x) 30.0  (x) 30.0
product (2011 est'd)° . . |
14(=) Production materials required 985,500 1,125,000 1,125,000 1,155,000
15(-) Beginning inventory of materials (109,800)
16(=) Units of materials to be pur- 875,700 1,125,000 1,125,000 1,155,000
chased to produce for sales
17(x) Cost per unit of purchased  (x)$2.00  (x) $2.00  (x) $2.00  (x) $2.00
materials (2011 est'd)® ,
18(=) Total cost of materials purchased 1,751,400 - 2,250,000 2,250,000 2,310,000 8§ 8,561,400
for production for sales
19 Total cost of materials in 1,960,020 f‘ 2,250,000 2,250,000 2,310,000 § 8,770,020
goods sold from production ‘ z '
(Row 11 + Row 18)
20 Total cost of materials in COGS 2,171,538 2,250,000 2,250,000 2,310,000 § 8,981,538
(Row 8 + Row 19) ' “ »z '
J

Assumptions (in lines 1through 20)

 Beginning inventory of finished goods is sold before goods produced during period are sold.

® Beginning inventory of materials is consumed before newly purchased materials are consumed.

° (Net) result of (a) lower usage or costs than previous year (due to programs/projects), and/or

(b) higher costs (due to inflation). Remains constant during the rest of the year (a convenient

but unrealistic assumption made here for the sake of simplicity).
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Exhibit V continued (Part 2)

1st Qrtr [ﬁ! 2nd Qrtr ﬂ 3rd Qrtr Ij 4th Qrtr | Year Total

Cost of direct labor in goods sold
frm beg'g inv. of finishd goods?

DIRECT LABOR §
.
|

L

21  Direct labor hours/unit (2010 data) . 5.2

22(x) Direct labor cost/hour (2010 data) _ (x)$8.75 L. [ | |
23(=) Direct labor cost/unit (2010 data) fiii $45.00 . | | |
24(x) Beginning inventory of finished goods - (x) 3,650 - |
25(=) Total cost of direct labor in goods - 166,075 x% . 3% 166,075
sold frm beg'g inv. of fin'd goods . iﬁﬁ ,q %
Cost of direct labor in goods sold . x .
from production | l@i . |
26  Direct labor hours/unit (2011 est'd)® 50 50 - 50 - 5.0
27(x) Direct labor cost/hour (2011 est'd)®  (x)$9.00  (x) $9.00  (x) $9.00 : (x) $9.00
28(=)Direct labor cost/unit (2011 est'd) . $45.00 @ $45.00 @ $45.00 @ $45.00
29(x) Units of budgeted sales to be (x) 32,850 (x) 37,500 (x) 37,500 (x) 38,500
produced . .
30(=) Total direct labor cost in units 1,478,250 71,687,500 1,687,500 1,732,500 § 6,585,750
produced for sales
31 Total direct labor cost in COGS 1,644,325 ;;;1,687,500 1,687,500 1,732,500 6,751,825

(Row 25 + Row 30)

FACTORY OVERHEAD . .

Indirect Labor - , .
Indirect labor cost in goods sold %
from beg'g inv. of finishd goods?® .

32 Indirect labor hours/unit (2010 data) |§j¢ 1.0 @

33(x) Indirect labor cost/hour (2010 data) . : :

34(=) Indirect labor cost/unit (2010 data) i

35(x) Beg'g inventory of finished goods

36(=) Total Indirect labor cost in COGS ,, . 28,288
from beg'g inventory of fin'd goods ’! |
Indirect labor cost in goods sold : .
from production = - 0 .

37  Indirect labor hours/unit (2011 estd)® = 1.0 10 10 10

.

38(x) Indirect labor cost/our (2011 estd)c (x) $8.00 _(x)$8.00  (x) $8.00 _ (x) $8.00

39(=) Indiorect labor cost/unit (2011 est'd) ﬁi $8.00 @ $8.00 = $8.00 @ $8.00

40(x) Units of budgeted sales produced f?(x) 32,850 i(x) 37,500 :(x) 37,500 ;(x) 38,500

41(=) Total indirect labor cost in units gl 262,800 | 300,000 300,000 308,000 1,170,800
produced for sales i % .

42  Total indirect labor cost in COGS %iil; 291,088 gl 300,000 300,000 % 308,000 § 1,199,088
(Row 36 + Row 41) . i » :
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Exhibit V (continued) Part 3

Othr Variable Factory Overhead Costs

Othr var. fact. ovrhd costs in goods

l 1st Qrtr—“ 2nd Qrir lr 3rd Qrtr || 4th Qrtr W Year Total

sold from beg'g inv. of fin'd goods®
.
43  Othr var. ovrhd costs/unit (2010 data) $15.50
44(x) Beginning inventory of finished goods (x) 3,650 '
45(=) Total other variable fact. ovrhd cost 56,575 - 56,575

in goods sold from beg'g inventory

Other var. factory ovrhd costs in
goods sold from production

46  Othr var. ovrhd costs/unit (2011 est'd)®
47(x) Units of budgeted sales produced

i

‘ $16.00 ~ $16.00
() _(x) 37,500 _ (x) 37,500 _ (x) 38,500

48(=) Total othr variable factory ovrhd cost
in goods sold from production

49 Total othr variable factory overhead
cost in COGS
(Row 45 + Row 48)

Fixed Factory Overhead Costs

Fixed factory ovrhd costs in goods

525,600 600,000 600,000  616,000f 2,341,600

525,600 - 600,000 600,000 616,000 § 2,398,175

sold from beg'g inv. of fin'd goods ‘
50 Fixed fact. ovrhd cost/unit (2010 data) $6.87 .
51(x) Beginning inventory of finished goods (x) 3,650
52(=) Total fixed factory overhead cost in 25,076 25,076
goods sold from beg'g inventory
Fixed factory ovrhd costs in
goods sold from production . :
53  Fixed fact. ovrhd cost/unit (2010 data)® $6.44 = $6.44 $6.44  $6.44

54(x) Units of budgeted sales produced

55(=) Total fixed factory ovrhead cost
in goods sold from production

56 Total fixed factory ovrhead cost
in COGS
(Row 52 + Row 55)

57 Total factory overhead in COGS
(Sum of Rows 42, 49, and 56)

SUMMARY

Totl Cost of Matls in COGS (Row 20)
Totl Dir. Labor Cost in COGS (Row 31)
Totl Fact. Ovrhd Cost in COGS (Row 57)

TOTAL COST OF GOODS SOLD

(x) 32,850  (x) 37,500 _(x) 37,500 _ (x) 38,500
" 247,940 942,494

236,630 7 241,500 241,500 247,940 967,570

1,109,893 1,141,500 1,141,500 1,171,940 § 4,564,833

o L .

2,171,538 2,250,000 2,250,000 2,310,008 8,981,538
| 1,644,325 1,687,500 1,687,500 1,732,500§ 6,751,825
1,109,893 1,141,500 1,141,500 1,171,940 4,564,833

4,925,756 5,079,000 5,079,000 5,214,440 f 20,298,196




10.

11

12.

13.

14.

15.

16.

17.

18.

19.

20.

Sales from beginning inventory (Row 2) —
from the previous budgetary period's ending
inventory of finished goods

Units of material per product in 2011 (Row
4) — from cost accounting dept. 2010 data
Cost per unit of material in 2011 (Row 5) —
from cost accounting dept. 2010 data (or ma:
terials hills a the end of the previous bud-
getary period)

Beginning inventory of finished goods (Row
7) — asin Row 2 (1st quarter column)
Beginning inventory of materials (Row 9) —
from the previous budgetary period's ending
inventory of materials (or Row 5 of Ex. R)
Cost per unit of material in 2011 (Row 10)
— from cost accounting dept. 2010 data
Units of budgeted sales to be produced (Row
12) — fromRow 3

Units of material per finished product in
2011 (Row 13) — from engineering dept.
and cost acct’ g dept. projected 2011 data (or
Row 2 of Exhibit R)

Beginning inventory of materials (Row 15)
— asin Row 9 (1t quarter column)

Cost per unit of purchased materials in 2011
(Row 17) — from purchasing dept. data
Direct labor hours/unit in 2011 (Row 21) —
from cost accounting dept. 2010 data

Direct labor cost/hour in 2011 (Row 22) —
from cost accounting dept. 2010 data
Beginning inventory of finished goods (Row
24) — asin Row 7 (1st quarter column)
Direct labor hours per unit in 2011 (Row 26)
— from engineering dept. and cost account-
ing dept. projections for 2011 (or Row 2 in
Exhibit T)

Direct labor cost/hour in 2011 (Row 27) —
from payroll dept. and cost acct’g dept. 2011
projections (or Row 4 of Exhibit T)

Units of budgeted sales to Be produced (Row
29) — asin Row 3 (1st quarter column)
Indirect labor hours/unit in 2011 (Row 32)
— from cost acct’ g dept. 2010 data

Indirect labor cost/hour in 2011 (Row 33) —
from cost acct’ g dept. 2010 data

Beginning inventory of finished goods
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(Row 35) — asin Row 2 (1st quarter col-
umn)

21. Indirect labor hours/unit in 2011 (Row 37)
— from cost acct’'g dept. 2011 estimates (or
Row 2 in Exhibit U)

22.  Indirect labor cost/hour in 2011 (Row 38) —
from payroll dept. and cost acct’g dept. 2011
projections (or Row 4 in Exhibit U)

23. Units of budgeted sales to be produced (Row
40) — asin Row 3 (1st quarter column)

24. Other variable factory overhead costs/unit in
2011 (Row 43) — from cost accounting dept.
2010 data

25. Beginning inventory of finished goods (Row
44) — asin Row 2

26. Other variable factory overhead costs/unit in
2011 (Row 46) — from cost accounting dept.
projections for 2011 (or Row 6 in Exhibit U)

27. Units of budgeted sales to be produced (Row
47) — asinRow 3

28. Fixed factory overhead costs/unit in 2011
(Row 50) — from cost acct’ g dept. 2010 data

29. Beginning inventory of finished goods (Row
51) — asin Rows 7 and 2

30. Fixed factory overhead costs/unit in 2011
(Row 53) — from cost acct’ g dept. 2010 data
(or Row 16 of Exhibit U, divided by the
number of unitsto be produced during 2011)

31. Units of budgeted sales to be produced (Row
54) — asin Row 3

C. Outputs — Asshown in Figure 14, cost of goods

sold figures are carried forward to the organiza-
tion’s operating budget (Exhibit W on page B-42).
Sometimes all four rows of figures at the bottom
of page B-36 of Exhibit V are carried forward; and
sometimes only the total cost of goods sold figures
are carried forward. [Remember that profit or
(loss) is calculated by subtracting the total cost of
products sold from the total revenue generated
from the products sold. It is not calculated by sub-
tracting the period’s production expenses (in the
direct materids, direct labor, and factory overhead
budgets) from sales revenue.]
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10. Ending inventory budgets — Basically, an ending

inventory budget is a calculation of the value of an in-
ventory at the end of a given period (normaly, the end
of ayear).

Most manufacturers maintain three basic types of in-
ventories. a materials inventory, a work-in-process
inventory (of partialy finished or semi-finished
goods), and a finished goods inventory. [To simplify
our discussions and exhibits, we have assumed that
XY Z Company does not have any semi-finished goods
a the end of any given period (year)—even though
most manufacturers ordinarily do.]

Calculaing the projected year-end values of XYZ
Company’s two inventories is easy, because we have
assumed that the company (&) uses only one material,
(b) produces only one product, and (¢) has usage rates
and production costs that do not vary throughout the
year. Thus, . . .

*  The vaue of the projected year-end materials
inventory can be calculated by smply multi-
plying the estimated number of pounds of
materiad in inventory by the purchase price
per pound (which assumedly has remained
congtant throughout the year).

*  The vaue of the projected year-end finished
goods inventory can be calculated by simply
multiplying the estimated number of finished
units in inventory by the total (average) per
unit production cost for the current year. (See
the example below.)

Calculaing inventory values is much more time-con-
suming and complicated when these circumstances
exist: (@) many different materials or parts are being
used; (b) the inventory of any particular material or
part contains units that were purchased at different
times and at different prices; (c) a number of different
products are being made; and (d) the inventory of any
particular product contains units that were produced at
different times and at different per unit costs during the
year. Furthermore, unless a company has a fairly so-
phisticated cost accounting system, per unit costs can
be difficult to determine. This is especidly true of the
per unit costs of semi-finished (in-process) goods.

A. Format and Inputs — In the smplified example
below, we have assumed that all units in this in-
ventory will be produced during the fourth

guarter of the current budgetary year.

Finished goods ending inventory budget

Direct Materials Cost Per Unit
(30 Ibs/unit x $2/1b) — from Rows 2 &
7 of direct materials budget (Ex. R)

60.00

Direct Labor Cost Per Unit
(5 hours/unit x $9/hr) — from Rows 2 &
4 of the direct labor budget (Ex. T)

Factory Overhead Cost Per Unit
($8 of ind. labor cost/unit plus $16 of
othr var. ovrhd cost/unit plus $6.44 of
fxd ovrhd cost/unit) - asin Rows 39,
46, and 53 of the COGS budget (Ex. V)

30.44

135.44
(x) 3,900

(=) Total Cost Per Unit
(X) Projected unitsin inventory
[from 4th Q, Row 2 of production
budget (Ex. Q)]
(=) Ending Inventory Value 528,216
C. Outputs — The vaues of ending inventories of
materias, semi-finished goods, and finished goods
are shown either separately or totalled in the in-
ventory section on the organization’ s bal ance sheet
budget. [See Row 5 of Exhibit Y on page B-52.]

Other Departmental Budgets
That Are Common to All Departments

1

Unit expense budget — As shown on page B-10 of
Figure 14, other units (the R&D, Finance, and Human
Resources Departments) also have Expense Budgets.
These units expense budgets, however, generally
condtitute their Operating Budgets. Such budgets are
often broken down into the following groups of items:

a  unit-related operating expense items;

b. itemsinvolving the department’s interna ad-
ministration (such as those in the marketing
department’s other departmental expenses
budget, and in the fixed factory overhead cost
section of the production department’s fac-
tory overhead budget); and

c. prorated alocations/charges for organization-
a/corporate general and administrative ex-
penses.



With a few possible exceptions, these ex-
penses are generally considered fixed costs.

A. Format — For basic examples, see the other de-
partmental expenses section of the marketing de-
partment’s operating budget (Exhibit P on page
B-24), and the G& A expense section of the organ-
izational operating budget (Exhibit W on page
B-42).

B. Inputs to the expense/operating budget of the
R&D, finance, or human resources department can
include:

1. the guideline departmental expense/operating
budget formulated by top management

2. the operating levels and requirements of the
marketing/sales and production departments
—from the pertinent marketing/sales and pro-
duction department budgets

3. figures associated with applicable expense
items on departmental operating, structural/
systems, facilities'equipment, and human re-
sources program/project budgets

4. figures from the previous period’ g/periods
expense budgets

5. relevant ratiog/percentages in previous pe-

riod’ g/periods’ expense budgets

various financial/cost analyses

corporate alocations of corporate-level G& A

expenses (which do not congtitute direct de-

partmental expenses)

N o

C. Outputs — In genera, direct departmental ex-
penses (of the R& D, human resources, and finance
departments) are included in the genera and ad-
ministrative expense section of the organizational/
corporate operating or profit/(loss) budget (along
with expenses incurred at the corporate/executive
leve).

The next two budgets—resources management bud-
gets—are common to al departments.

Unit/department facilities’equipment budget —
This budget is primarily used by a unit/department to
summarize and consolidate figures for the benefits,
capital expenditures, and costs associated with pro-
posed/planned physical resources programs/projects.
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A. Format — First, this budget generally summar-

B.

B.

izes any revenue increases, cost savings, capita
expenditures, and additional costs associated with
each facilitieslequipment program/project (in its
turn). Then, a the bottom, it normaly indicates
total revenue increases, cost savings, capital ex-
penditures, and additional costs associated with all
the department’s facilities’equipment programs/
projects.

This budget can aso be used as atool for manag-
ing existing physical resources. When used for this
purpose, it can contain figures such as those listed
below. (It should be pointed out, however, that
such information is more often recorded on an at-
tached or completely separate facilities/equipment
inventory.)

a for each exiging non-depreciable (but
significant) piece of property or equip-
ment: (d) purchase date; (b) purchase
cost; and () replacement value

b. for each existing capital (depreciable) as-
set: (a) purchase date; (b) purchase cost;
(c) annual depreciation; (d) accumulated
depreciation (as of the end of the current
year); () net (book) value; and (f) market
(resale) and/or salvage value

Facility/equipment items are generaly listed down
the left side of a columnar sheet, and the associ-
ated figures are generadly indicated in columns to
the right under the appropriate date/cost/value
headings.

Inputs can include:

1. the unit-agpplicable guideline facilities/equip-
ment budget formulated by top management

2. figures (for appropriate items) on dl the de-
partment’s facilities/equipment program/pro-
ject budgets

3. figuresfor any facilities'equipment aspects of
other types of departmental progranmv/project
budgets

Outputs — As shown on page B-11 of Figure 14,
al departments facilities’equipment budgets are
summarized and consolidated on the organiza-



tional facilities/equipment budget (which is not the
same as the organizational capita expenditures
budget).

3. Unit/department human resources budget — This
generaly contains both financia and non-financia
items. In its most basic form, it smply trandates
planned personnel requirements (such as required
manhours or the required number of personnd) into
personnel costs.

Although this budget is often used only to indicate
payroll expenses, it can also be used to manage many
other human resources matters. For example, it may
break down personnel-related requirements, data, and
costs in these and other ways. (8) by managerial,
supervisory, and work-force groups; (b) by sub-units;
(c) by sdary/wage and benefit programs; (d) by the
seniority of personnel; (e) by staffing (hiring/selection)
activities; and (f) by training/development activities.

A. Format:

A marketing/sales department’s human resources
budget might summarize/consolidate and then to-
tal the following: () salesforce requirements and
costs;, (b) administrative, professiona staff, and
office personnel requirements and costs; and ()
other human resources data and costs.

A production department’s human resources bud-
get might summarize/consolidate and then total the
following: (a) factory personnel regquirements and
costs;, (b) administrative, professiona staff, and
office personnel requirements and costs; and ()
other human resources data/costs.

Other departments generally summarize/consol-
idate and then total the following: (a) adminis-
trative, staff, and office personnel requirements
and costs; and (b) other human resources data and
cogts.

B. Inputs to a department’s human resources budget
can include;

1. the unit-applicable guideline human resourc-
es budget formulated by top management

2. figures (for appropriate items) on al the de-
partment’ s human resources program/project

budgets

3. figures for any appropriate human resources
items on other types of departmenta pro-
gram/project budgets

C. Outputs — Asshown on page B-11 of Figure 14,
the human resources budgets of al departments
are summarized and consolidated on the organiza
tion’s human resources budget, which is generally
used by the human resources department to man-
age various human resources matters.

Two reminders as we conclude this sub-section on
departmental budgets:

* In order to minimize confusion, departments bud-
gets should be referred to by the name of the de-
partment and the type of budget.

*  The preparation and eventua finaization of al
unit-specific budgets should be coordinated among
departments. (It helps if al departments have ac-
cess to a computerized operationa/financial smu-
lation modd that enables them to perform “what
if” analyses to determine how variations on their
budgets will affect other units' budgets and organi-
zational budgets.)

Organizational Budgets

Of the budgets discussed below, the three most impor-
tant are usualy the organizational operating budget, the
cash budget, and the balance sheet budget. Among the
others are: the sales and revenue budgets, the organiza-
tional facilities/equipment budget, the capital expenditures
budget; the procurement budget; the organizational human
resources budget; and the organizationa payroll budget.
[See theright side of page B-11 of Figure 14.]

Severa of these budgets are essentially “accounting bud-
gets,” while others are essentialy “resources management
budgets.”

Almost dl (finalized) organizational budgets are pre-
pared based on departments’ various budgets. Several types
of organizational budgets are either a particular depart-
ment’ s budget or a summarized version of it. Other types of
organizational budgets are consolidations of similarly-titled
budgets prepared by all departments.



For each type of budget, there are dmost as many or-
ganizational budget formats as there are organizations. Dif-
ferent organizations show different items on their various
budgets. For example: Some incur certain types of costs
that others do not incur. Some receive revenues from
sources that others do not. Some break down certain broad
items into more specific items, while others aggregate cer-
tain specific itemsinto broader items.

Again, the percentages and ratios existing among bud-
getary items differ not only from industry to industry, but
also from organization to organization within an industry.

1. Organizational sales budget — This accounting
budget contains both unit sales figures and dollar sales
(revenue) figures. In those organizations that generate
income only from sales, this budget constitutes the
(sales) revenue budget as well as the unit sales budget.

A. Format:

In most profit-making enterprises, the organiza-
tional sales budget is the marketing/sales depart-
ment’ s sales budget. However, the budget actually
used at the organizational (top management) level
is usualy asummarized (less detailed) version.

In those profit-making enterprises where other
units also sall products or services, the organiza
tional sales budget summarizes and consolidates
all such departments unit and dollar sales figures
into total unit sales and total salesrevenue.

A non-profit organization can have a sales budget
if it generates income through the sale of products
and/or services.

B. Inputsinclude:

1. theinitia organizational sales budget
2. (findlized/approved) sales budgets of the de-
partment(s) that sell(s) products or services

C. Outputs — Many enterprises carry forward the
(total) unit sales figures to the top of the organ-
izational operating budget. (We have not done so
in Exhibit W.) At or just below the top of the
organizational operating budget, most enterprises
indicate the (total) gross sales revenue, (total) sales
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discounts/allowances, and (total) net sales revenue
figures, while others indicate only the (total) net
sales revenue figures.

Organizational revenue budget or other income
budget — This financial budget indicates the esti-
mated/planned amount(s) of revenue from one or more
sources. Whether it is called the revenue budget or the
other income budget depends on factors discussed be-
low.

A. Format:

In profit-making enterprises, the revenue section
of the sales budget is the sales revenue budget, and
this particular budget is called the other income
budget. It deals with sources of revenue other than
sales generated through the organization’s major
operations. The other income budget is often bro-
ken down into specific non-operating income ac-
counts such as investments income, lease/rental
income, royalties income, and licensing income.

In those non-profit organizations that receive in-
come from sources other than sales (and therefore
do not have a sales budget), this budget is called
the revenue budget. It is usually broken down into
specific accounts such as these: revenues from
gifts and donations; revenues from grants; federal,
state, and/or local revenue allocations; and invest-
ments income,

B. I[nputs:

1. Fgures associated with revenues from rent-
agleases, royalties, licenses, gifts/donations,
grants, and alocations often come from sep-
arate, detailed supporting budgets.

2. Investments Income figures usually come
from a portfolio/investments budget. [In or-
ganizations that invest excess cash in securi-
ties, and in financia ingtitutions that actively
deal in marketable securities, the finance, se-
curities, trust, or investment department has
this type of budget. It indicates the planned/
projected revenue (and costs) to be generated
by buying, holding, selling, and otherwise
managing investments. See the bottom right
corner of page B-10 of Figure 14.]
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Exhibit W: XYZ Company (Manufacturing Enterprise) Annual Operating Budget (2011)
[Pro Forma Annual Operating, Profit/(Loss), Income, or Earnings Statement]

Row (All figures in 000s of dollars) 2010 2011 2011 2011 |
# Actual Budget Actual Variance
1 Gross sales revenue ’ 30,000
2 (-) Discounts/allowances | (900)
3 (=) Net sales revenue 29,100
Cost of goods sold
4 Materials cost 8,982
5 Direct labor cost , 6,752
6 Factory overhead cost ,, 4,565
7(-) Total cost of goods sold 20,299
8 (=) Gross profit margin (on Sales) 8,801
Selling/promotional expenses
9 Advertising/promotion expense - 1,100 .
10 Selling expense ‘ I 2800 |
11 Other marketing expenses 1,311 ,
12 (-) Total selling/promo expense 5211
General & admin. expenses
13  Executive/administrative salaries 550
14  Office personnel wages . 450
15  Employment taxes 110
16  Employee benefits 100
17  Rental(s)/lease(s) ‘z 20
18  Office supplies/equipment 40
19  Business travel/entertainment 80
20 Telephone and postage 40 ,
21  Professional fees 30 |
22  Utilities . 40 i
23  Bad debt expense 300 .
24  Depreciation expense 70
25  Amortization expense 20
26 Interest expense 290
27  Other G&A expenses 40 _
28(-) Total G&A expense ; 2,180
29(+) Other Income (Net) f 86
30(=) Profit/(loss) before taxes 1,496
31(-) Estimated state/federal taxes l (541) :
32(=) Net profit/(loss) [after taxes] 955 - |
| o |
33(-) Dividends 406

34(=) Retained earnings (for year) 549




3. Other organizational budgetsthat are basically de-

partmental budgets — The organizationa account-
ing budgets listed below are essentially departmental
budgets. They are usualy summarized for use a the
top management level.

Cash receipts (from sales) budget
Sdling budget
Advertising/promotion budget

Production budget

Direct materials budget

Cash disbursements (for materials) budget
Direct labor budget

Factory overhead budget

Factory payroll budget

Cost of goods sold budget

Organizational social (responsbility) budget —
Although organizations can have such a budget, most
do not. They generally include any socially-related ex-
penses in human resources expense figures. [There-
fore, thistype of budget is not included in Figure 14.]

Organizational structural/systems budget — The
same applies to this budget. Most organizations in-
clude any costs associated with structural or systems
changesimprovements in other (usually G&A) ex-
pense items.

Organizational/corporate operating budget (pro
forma operating, profit/(loss), income, or earnings
statement) — This mgjor financial budget, which is
congtructed by the accounting department, summarizes
and consolidates the following: (8) projected/planned
revenue and expense figures from operating and staff
units various budgets; and (b) general and administra-
tive expenses expected to be incurred at or by the cor-
porate (executive/ladministrative) level. [See Exhibit
W on the facing page.]

In a profit-making organization, the operating
budget is used to calculate the organization's
“bottom line" [net (after-tax) profit or (loss)] for
the fiscal/tax year. Exhibit W indicates how net
profit/(loss) is calculated with respect to a manu-
facturing enterprise. Basically, a profit is generated
when total revenue exceeds total expenses, and a
(loss) is generated when total expenses exceed
total revenue. (When there is no before-tax profit,
thereisnotax. Whenthereis a before-tax profit,

A.
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tax is calculated based on that figure, and then is
subtracted from it to obtain the net or after-tax
profit.)

In a non-profit organization, the operating budget
is used to caculate the organization’s operating
surplus or (deficit) for the fiscal year. Basically, an
operating surplus is generated when total revenue
exceeds total expenses, and an operating deficit is
generated when total expenses exceed total reve-
nue.

It should be noted that, in certain financia insti-
tutions, the portfolio/investments budget (which
generaly contains figures for both revenues and
expenses) can congtitute the operating budget or a
major portion of it. [See a description of this type
of budget in paragraph number B.2. on page
B-41]

Format — Exhibit W illustrates a format com-
monly used by manufacturing firms.

The revenue section generally contains figures for
gross sades revenue, total discounts/allowances,
and net sales revenue. (Remember that sales rev-
enue figures represent “ sales made or booked,” not
actual cash collections from sales.)

The cost of goods sold section may simply show a
total for COGS, or it may show the costs broken
down by specific accounts (as in Exhibit W). Only
enterprises that either make/sell or buy/sdll pro-
ducts include COGS figures on the operating bud-
get. (Remember that the COGS budget contains
the costs associated with products actually sold,
not necessarily the cash expenditures made for ma-
terials and labor during the period. Expenses/costs
and cash expenditures are normaly two different
things.)

The sdlling/promotion expenses section may sim-
ply show a total for al such expenses, or it may
show the costs broken down into severd categor-
ies (asin Exhibit W).

The genera & administrative expenses section:
Figures associated with G&A expense items are
usualy derived from either one or both of these
two sources. (a) figures for organizational/corpo-
rate (top level) G&A expenseitems; and/or (b)




consolidated figures for items on certain units
expense budgets.

with the employment and saaries or
wages of the personnel in “& and “b”

The sample G&A format in Exhibit W in-
cludes common items/accounts. However,
the discussion that follows applies only to
XYZ Company. Other organizations may
utilize certain accounts somewhat differently.

Fgures for the items listed below are derived
from the corporate G&A budget, which is
usually constructed from supporting budgets
that deal with individual G&A items.

a Professional fees — fees charged by
outside auditors, attorneys, consultants,
etc. (for their professiona services)

b. Bad debt expense — the account for
“writing off” uncollectible debts

C. Amortization expense — the account for
expensing (lega and other) costs asso-
ciated with the acquisition of “intangible
assets’ such as patents, trademarks, copy-
rights, licenses, and franchises

d. Interest expense — interest on short-
and long-term corporate debt

Fgures for the items listed below are derived
from both (a) the figures for these items on
the corporate-level G&A expense budget,
and (b) the (consolidated/totalled) figures for
these items on the expense budgets of the
R&D, finance, and human resources (staff/
non-operating) departments. Note: The mar-
keting and production department expenses
associated with these items have already been
charged/expensed in severa marketing de-
partment direct expense budgets and in the
production department’s COGS budget.

a  Executive/administrative salaries — of
the president, the vice presidents of al de-
partments, and the middle managers, su-
pervisors, and professiona staff members

above

d. Employee benefits — treated the same as
employment taxes

€. Rentals/leases — XYZ Company lease
of corporate automobiles (This item can
also include expenses associated with, for
example, office space and various types
of equipment rented/leased by the corpo-
ration and the three staff departments.)

f.  Office supplies and (minor) equipment
— the (tota) cost of office supplies and
non-depreciable office equipment con-
sumed or utilized by corporate-level per-
sonnegl and by personnel of the R&D, fi-
nance, and human resources departments

0. Business travelfentertainment — ex-
penses mostly incurred by corporate-level
personnel (especially executives), but also
incurred by other departments personnel
when they are on official company busi-
ness

h. Telephone and postage — exXpenses as-

sociated with the corporate level and the
operations of the R&D, finance, and hu-
man resources departments

i. Utlities — expenses associated with
corporate offices and the offices of the
R&D, finance, and human resources de-
partments

j.  Depreciation expense — total annual de-

preciation on company-owned capital as-
sets (office building and office furniture
and equipment) used by the corporate lev-
el and by the R&D, finance, and human
resources departments

K. Other G&A expenses — the catch-all
account in which XYZ Company dedls
with business taxes, property taxes on its
owned office building, and expenses as-
sociated with other miscellaneous G&A
items

of the R& D, finance, and human resourc-
es departments
b. Office personnel wages — of corporate-
level office personnel and of office per-
sonnel in the three departments men-
tioned above Especially when organizations have a large
. Employment taxes — taxes associated interest expense, they often remove this item

The profit/(loss) section: Figures in this section
are calculated for the organization as a whole (un-
less certain units are subsidiary corporations). [See
the calculations in Exhibit W.]




from the G& A Expense section and place it
just above the before-tax profit/(loss) item,
which is then called “EBIT” (earnings before
interest and taxes).

The dividends and retained earnings section: Al-
though this section is not always included on many
organizations operating budgets, we have includ-
ed it in Exhibit W in order to show how the re-
tained earnings figure is calculated. (A net profit
increases retained earnings—if that profit is not
entirely paid out in dividends. A net loss decreases
retained earnings.)

As indicated in Exhibit W by the left-hand
column (which we have not filled in with fig-
ures), the previous year's actua (experienced
as of end-of-year) figures are often included
as abasis for comparison.

. Inputs — A finalized organizationa operating
budget should contain figures that reflect “overal
operating results.” In other words, the figures
should account for the projected results of (a) on-
going operations, and (b) any new programs/pro-
jects. (If departmental budgets reflect these re-
sults, then their consolidation on the organization--
al operating budget should automatically reflect
them.)

Major inputsto Exhibit W include:

1. theorganizational profit goa

2. the more detailed operating or expense bud-
gets of units/departments

3. Gross sales revenue (Row 1) — from the
sales budget (Row 3, Exhibit N)

4. Discounts/allowances (Row 2) — from the
sales budget (total Rows 4 & 5, Ex. N)

5. Net sales revenue (Row 3) — from the sales
budget (Row 6, Exhibit N)

6. Materials, direct labor, factory overhead in
cost of goods sold, and total cost of goods sold
(Rows 4, 5,6, and 7) — from the four rows
a the bottom of page B-36 of the cost of
goods sold budget (Ex. V)

7. Advertising/promotion expense, selling ex-
pense, other marketing expenses, and total
selling/promotional expenses (Rows 9, 10,
11, and 12) — asin Rows 11, 19, 28, and 29
of the marketing/sales department operating
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budget (Exhibit P)

8. G&A expense items (Rows 13 through 27)
— See the discussion that begins at the mid-
dle of the right column of page B-43.

9. Other income (Row 29) — from the invest-
ments budget and the budgets for other sourc-
es of revenue that do not involve product/
service sales

10. Dividends (Row 33) — projected dividend
payout during the budgetary year

C. Outputs — If the operating budget indicates the
(fiscal year) retained earnings figure, that figure is
added to previoudy accumulated retained earnings
(shown on the prior year's balance sheet), and the
tota is entered on the balance sheet budget for the
coming year. If not, the budgeted net profit/(loss)
and dividend figures—and the prior period's
accumulated retained earnings figure—are used to
calculate the accumulated retained earnings as of
the end of the budgetary year. [See Exhibit Y,
page B-52.]

7. Organizational/cor porate human resources budget
— Many organizations construct this budget in order
to manage a number of personnel-related matters.
Many others, however, smply use it as a payroll bud-
get.

A. Format:

When this budget is used only as a payroll budget,
projected payroll figures may be broken down by
factory payroll, salesforce payroll, corporate exec-
utives payroll, and office personnel payroll. Em-
ployment tax figures are also projected.

When it is used to budget and manage various per-
sonnel-related matters, it consolidates depart-ment-
a and corporate-level personnel requirements,
costs, and data, often summarizing them in these
and other ways. (a) by manageria, supervisory,
and work-force groups; (b) by units/departments;
(c) by location; (d) by saary/wage and benefit
programs; (€) by the seniority of personnel; (f) by
staffing (hiring/selection) activities; and (g) by
training/development activities. The Payroll ex-
penses section may be formatted as described in
the previous paragraph.



B. Inputs:

1.  Organizational human resources (and rele-
vant socia responsibility) goals

2. the initid organizational human resources
budget

3. the human resources budgets of all unity de-
partments

4. the figures for personne-related expense
items in (a) the selling and other expenses
budgets of the marketing department; (b) the
factory payroll and fixed overhead budgets of
the production department; and (c) the ex-
pense budgets of other departments

5. figures for the salaries’compensation items
on the corporate-level G& A budget

C. Outputs — If the organizational human resources
budget is used as the organizationa payroll bud-
get, (summarized) payroll figures and employment
tax figures are carried forward to the organiza-
tional cash budget (Exhibit X on page B-48).

8. Oroganizational payroll budget — As mentioned

above, this budget contains projected payroll figures
and employment tax figures that are generaly broken
down by categories of personnel. [The payroll budget
differs from a payroll schedule, which (a) is used as
the basis for writing paychecks; (b) is based on work-
hours actually recorded (by factory and office person-
nel); and (c) lists each employee by name (and socia
security number).]

A. Format — Projected monthly/quarterly Payroll
figures and employment tax figures are usualy
shown for various categories of personnel, with
thetotal for all categories shown at the bottom.

B. Inputs — Seeinputs 4 and 5 at the bottom of
page B-45. Employment taxes are calcul ated.

C. Outputs — Projected payroll figures and employ-
ment tax figures are usually totalled and then
carried forward to the cash disbursements section
of the organizational cash budget (Exhibit X on
page B-48).

Or ganizational/cor por ate facilities'equipment bud-
get — Many organizations—especialy those having
capital-intensive operations and high-costcapital facil-

ities and equipment—use this type of budget to (a)
review the financial implications of programs/projects,
(b) alocate physical resources efficiently among units,
and (c) manage the procurement of physical resources
during the coming period.

A. Format — This resources management budget
summarizes and consolidates the facilities/equip-
ment budgets of unitsdepartments. It can contain
figures for the following items. (a) the cost sav-
ings, procurement expenditures, and new/addition-
al costs associated with each (budgeted) facilities/
equipment program/project; (b) the total cost sav-
ings, procurement expenditures, and new or addi-
tional costs for al the (budgeted) facilities'equip-
ment programg/projects of each unit/department;
and (c) the total organizational cost savings, pro-
curement expenditures, and new/additiona costs
of al (budgeted) facilities'equipment programs/
projects. It often bresks down expenditures into
expenditures for minor (nondepreciable) facili-
ties’equipment and expenditures for capital (depre-
ciable) facilities/equipment.

Note: Organizations usualy prepare a separate
physical resources or facilities/equipment inven-
tory for managing al capita assets and al sig-
nificant nondepreciable property and equipment.
This generaly indicates information mentioned in
sub-paragraphs “a’ and “b” in the right-hand col-
umn of page B-39.

B. Inputs:

1. Organizational facilities/equipment goals

2. theinitid organizational facilities/equipment
budget

3. (finalized/approved) facilities and equipment
budgets of units

C. Outputs — Figures concerning expenditures for
nondepreciable physical resources are directly car-
ried forward to (and summarized on) the organi-
zational procurement budget. Figures concerning
expenditures for capital assets may be directly car-
ried forward to the procurement budget, or they
may first be carried forward to and reformatted on
an organizational capital expenditures budget.
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Organizational/corporate  capital  expenditures
budget — This budget indicates planned expendi-
tures for purchases of capital assets (physical assets
that can be capitalized and then depreciated over some
number of years). (Since nondepreciable equipment is
generaly “expensed” or “written off” during the pe-
riod in which purchased, it is not normally included.)
Such a budget is often used by larger organizations
having many high-cost capital projects to pull together
and reformat capital expenditure figures (from the or-
ganizationa facilities’equipment budget) before (a)
carrying them forward to the procurement budget, and
(b) reflecting them in the balance sheet budget. How-
ever, since the organizationa facilities/equipment bud-
get dready contains these figures, a capital expendi-
tures budget is not always used as an intermediate step
—especialy by smaler organizations. (On the other
hand, some organizations use this budget instead of a
facilities'equipment budget.)

A. Format — Expenditures for capital facilities and
equipment can be categorized in a number of
ways. The most common categories are: (a) build-
ings (e.g., plants and office buildings); (b) ma
chinery and equipment (e.g., maunufacturing ma-
chines and equipment and mgjor office furniture
and equipment); and (c) land (which is not depre-
ciated under accepted accounting principles).

B. Inputs:

1.  Organizational facilities/equipment goals

2. theinitial organizationa capital expenditures
budget

3. figures pertaining to expenditures for capital
assets — from the organizationa facilities/
equipment budget, or perhaps directly from
departments’ facilities/equipment budgets

C. Outputs — Capital expenditures figures are car-
ried forward to the organizational procurement
budget (if an organization has one). They are a-
ways carried forward (usualy in a summarized
format) to the cash budget (Exhibit X, page B-
48), and are aways reflected in the fixed assets
section of the organizational balance sheet budget
(Exhibit Y, page B-52).

Organizational procurement budget — This re-
sources management budget consolidates projected
purchases of physical resources and various outside

12.
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services onto one document. It is often used to pull to-
gether and reformat cost/purchase figures so that they
can more easily be converted into expenditure figures
and entered onto the organizational cash budget.
(When resources are purchased, funds are obligated,
but payments may not be made until later—at which
time they become cash disbursements) However,
since these figures can be derived from certain budgets
aready mentioned above, many organizations do not
prepare this intermediate budget—unless it is to be
used by the purchasing department to schedule and
manage its purchases.

A. Format — These common categories of pur-
chases are often broken down into more specific
groups. (&) consumables (such as direct materials,
factory/shop supplies, and office supplies); (b)
contracted services;, (¢) minor/nondepreciable
equipment (such as tools and low-cost office ma
chines/equipment); (d) capita facilities and equip-
ment; and (€) land.

B. Inputs:

1. theinitia organizationa procurement budget
(if any)

2. the cash disbursements (for materials) budget
(Exhibit R, page B-28)

3. theorganizationd facilities/equipment budget
(for minor/nondepreci able equipment)

4. the organizationa capital expenditures bud-

get (for capital facilities/equipment)

units' various expense budgets

the organizationa G&A budget (for office

consumables, outside services, €etc.)

o O

C. Outputs — As mentioned above, purchasing in-
volves obligating funds. Cash disbursements only
occur when actual payments are made for pur-
chases. Consequently, before any figures from this
budget can be entered into the cash disbursements
section of the organizational cash budget, they
must be converted into a payment schedule such as
the oneillustrated in Exhibit S on page B-28.

Or ganizational/cor por ate cash budget — Most or-
ganizations are concerned about maintaining enough
cash on hand to meet payrolls and pay bills. Therefore,
their finance departments construct a cash budget for
the primary purpose of managing financial resources.
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Exhibit X: XYZ Company Cash Budget (2011)

Row
# [ 1stQrtr ][ 2nd Qrtr |[ 3rd Qrtr ][ 4th Qrtr ¥ Year Total

1 Beginning cash balance 50,000 48,688 53,348 57,268

Cash receipts
2 Collections from sales 6,935,950 7,145,990 7,202,250 7,338,050 § 28,622,240
3 Other income 21,500 21,500 21,500 21,500 86,000
4 (+) Total cash receipts 6,957,450 7,167,490 7,223,750 7,359,550 § 28,708,240
5 (=) Total cash available 7,007,450 7,216,178 7,277,098 7,416,818

Cash disbursements
6 Total payroll’ 2,863,800 2,915,500 2,920,800 2,976,150 § 11,676,250
7 Total employment taxes' 315,018 320,705 321,288 327,376 1,284,387

"Consumables"/fees/charges
Factory:
8 Direct materials? 2,117,722 2,226,000 2,256,150 2,289,150 8,889,022
9 Supplies/utilities/etc.’ 121,622 125,375 125,792 129,754 502,543
Marketing/sales:

10 Advertising/promotion’ 410,000 220,000 220,000 250,000 1,100,000
11 Selling (non-payroll)’ 290,000 287,000 302,000 356,000 1,235,000
12 Warehousing contracts’ 80,000 80,000 80,000 80,000 320,000
13 Employee benefits’ 275,000 281,000 281,600 287,300 1,125,500
14 Rentals/leases’ 10,000 10,000 10,000 10,000 40,000
15 Office supplies/equipment1 21,000 21,000 21,000 21,000 84,000
16 Bus. travel/entertainment’ 20,000 20,000 20,000 20,000 80,000
17 Services/utilities/fees’ 53,000 29,000 28,000 38,000 148,000
18 Other/miscellaneous’ 21,000 21,000 21,000 21,000 84,000
19 Capital expenditures’ 140,000 140,000
20 Income (and other) taxes® 350,000 150,000 150,000 91,000 741,000
21 Stock dividends* 187,500 218,750 406,250
22(-)  Total cash disbursements 7,088,762 6,706,580 6,945,130 7,115,480 § 27,855,952
23(=) Cash surplus/(deficit) (80,712) 509,598 331,968 301,338

Financing
24  New stock issues
25  Long-term notes®
26  Long-term principal repayment5 (125,000) (125,000) (125,000) (125,000) (500,000)
27  Long-term interest payment® (75,000) (71,250) (67,500) (63,750) (277,500)
28  Short-term notes® 330,000 330,000
29  Short-term principal repayment5 (250,000) (80,000) (330,000)
30 Short-term interest payment® (10,000) (2,200) (12,200)
31(+) Total financing 130,000 (456,250) (274,700) (188,750) (789,700)

Non-cash liquid assets
32(-) Purch. of marketable securities (60,000) (60,000)
33(+) Sale of marketable securities
34(=) Ending cash balance’ 49,288 53,348 57,268 52,588

Copyright © 1989, 1995, 2012 by R.D. Cecil & Co.
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B-49

1. Disbursements for annotated items are made during each quarter for that quarter.
2. Payment for this item is made as follows: 50% during the quarter; 50% during the next quarter.
3. The estimated income tax for a quarter is paid during the quarter; additional income tax

for the previous tax year is paid during the first quarter of budgetary year.

4. Dividends are paid during any quarter.

5. Funds are borrowed at the beginning of a quarter, and then, as finances permit, are repaid
during that quarter or a later quarter. Funds are borrowed/repaid in multiples of $1,000.

6. Interest (at 11.5%) is calculated and paid when principal is repaid.

7. Company attempts to maintain an end-of-quarter minimum cash balance of about $50,000.

The cash budget is used to “manage cash”—i.e., (a)
avoid cash shortages, (b) avoid idle cash surpluses, (c)
forecast the amount and timing of funds that must be
borrowed, and (d) determine whether borrowing
should be long-term or short-term.

A. Format — The example in Exhibit X on the next
page is one possible format. Here again, even
though the sections and items are relatively com-
mon, they apply only to XYZ Company’s ap-
proach for budgeting cash. Other organizations
may deal with these items differently. Also, many
organizations construct a monthly rather than
quarterly cash budget when budgeting for the
coming year. (During the fiscal year, organizations
that generate considerable amounts of cash often
manage their cash using weekly and even daily
cash budgets.)

The beginning cash balance figure indicates the
amount of cash (on deposit in a bank) at the begin-
ning of each month/quarter (or at the end of each
previous month/quarter).

The cash receipts section indicates monthly/quar-
terly figures for the following items: cash col-
lections from customers; and cash receipts from
other sources.

The total cash available figure for each month/
quarter is calculated by adding the month’s/quar-
ter’s total cash receipts to the month’s/quarter’s
beginning cash balance.

The cash disbursements section indicates each
month’s/quarter’s cash outlays for various items—

such as payroll, employment taxes, numerous
(itemized) consumables/fees/charges, capital ex-
penditures (for capital assets), income (and other)
taxes, and stock dividends.

Cash disbursements can be itemized and cat-
egorized in many different ways. The items,
however, normally correspond to items/ac-
counts used in supporting budgets.

All types of disbursements are included.
Note, however, that depreciation, amortiza-
tion, and bad debt items are not included—
because the expenses associated with these
items do not involve cash disbursements.

In Exhibit X (as in all organizations’ cash
disbursements sections), the monthly/quarter-
ly figure for any particular disbursement item
is usually the monthly/quarterly organization-
wide total for that item. [An exception in Ex-
hibit X is the separation of factory utilities
(Row 9) and office utilities (Row 17).]

Figures for most items come from the pro-
curement budget and various expense bud-
gets. Since these figures are expense or pur-
chase figures rather than payment figures,
they must be converted into payment sched-
ules (such as the one in Exhibit S) before
they can be entered in the cash disbursements
section. [In Exhibit X, however, we have
made the convenient but unrealistic assump-
tion that all expenses except materials ex-
penses are paid for during the quarter in




which they are incurred. In other words, we
have assumed that, except for materias, the
company operates on a “cash basis’ rather
than an “accrual basis.” (Actualy, an organ-
ization must perform al of its accounting
procedures on only one of these bases.) Most
organizations operate on an accrual basis,

The cash surplus or (deficit) item indicates wheth-
er there will be a cash surplus or a cash deficiency
(from operations) at the end of a month/quarter.
Each month’ s/quarter’ sfigure is calculated by sub-
tracting total cash disbursements from total cash
available.

The financing requirements section is one of two
sections containing items that an organization can
use to maintain some desired level of cash (end-
ing cash balance). For example: If an organization
is generating a cash surplus (and will therefore
have an undesirably high ending cash balance), it
might choose to use the surplus cash to reduce
existing debt. On the other hand, if it is generating
a cash deficit (and will therefore have an unde-
sirably low ending cash balance), it might choose
to maintain the desired ending cash balance by
either (a) salling stock, and/or (b) borrowing funds
(thereby perhaps incurring additional debt). Fig-
ures in this section indicate (a) the amount and
timing of borrowed funds and/or stock sales (cash
inflows), and (b) the amount and timing of princi-
pal repayments and interest payments on debt
(cash outflows). Each month’ g/quarter’s (net) total
financing figure is calculated by adding the posi-
tive figures (for cash inflows/receipts) and the neg-
ative figures (for cash outflows/disbursements).

The non-cash liquid assets section is the second
section containing items that an organization can
use for the same basic purpose. For example: If an
organization is generating a cash deficit, and if it
has marketable securities, it might choose to sell
securities (rather than increase debt or sell stock)
in order to obtain additional cash and maintain the
desired ending cash balance. On the other hand, if
it is generating a cash surplus, it might choose to
buy securities (rather than repay debt or buy back
stock) in order to reduce the surplus and maintain
the desired ending cash balance. (Organizations
also purchase securities with surplus cash in order
to set aside reserves for capital projects, contingen-

cies, and stock buy-backs.) The purchase of se-
curities constitutes a negative figure (a cash out-
flow/disbursement), whereas the sale of securities
congtitutes a positive figure (a cash inflow/re-
ceipt).

The ending cash baance figure for each month/
quarter is calculated by adding the total financing
figure, the purchase of securities figure, and the
sale of securities figure to the cash surplug/(deficit)
figure.

. Inputs — Some figures (in Exhibit W) can be de-

rived from departmental (original source) budgets,
some from intermediate budgets (such as the pro-
curement budget), and some from organizational
budgets (such as the organizationa operating bud-

get).

Note: Figures for starred (*) expense items and
severd other items would be adjusted for “pay-
ment lag” if an organization were not paying obli-
gations immediately and were operating on the ac-
crual basis.

1. Organizational financia goas concerning
cash balances and debt

2. theinitial organizationa cash budget

3. Beginning cash balance (Row 1) — for the
1st quarter, from the ending cash balance on
the previous year's balance sheet (See the
2010 figure in Row 2 of Exhibit Y on page
B-52.); for the 2nd, 3rd, and 4th quarters, the
previous quarter’ s ending cash balance figure

4. Collections from sales (Row 2) — from total
cash collections on the cash collections bud-
get (Row 12, Exhibit O)

5. Other income (Row 3) — from other income
budgets (such as the portfolio/investments
budget), adjusted if necessary for lags in ac-
tual receipts

6. Total payroll* for @l personnel (Row 6) —
from the total for each quarter at the bottom
of the payroll budget — or the sum of: Rows
12, 13, 20, and 21 of the marketing/sales
dept. operating budget (Ex. P); Row 5 of the
direct labor budget (Ex. T); Rows 5 and 10 of
the factory overhead budget (Ex. U); and
Rows 13 and 14 of the G&A section of the



10.

11

12.

13.

14.

15.

organizationa operating budget (Ex. W)
Employment taxes* (Row 7) — from em-
ployment tax calculations on the payroll bud-
get — or the sum of: Row 22 of the market-
ing/sales dept. operating budget (Ex. P); the
tax portion of Row 6 of the factory overhead
budget (Ex. U); and Row 15 of the organiza
tional operating budget (Ex. W)

(Factory) direct materials (Row 8) — from
total disbursements for materials on the
schedule of cash disbursements for materials
(Row 14, Exhibit §)

(Factory) supplies/utilities/etc.* (Row 9) —
calculated by multiplying units produced dur-
ing the quarter times the supplies/utilities/etc.
portion (not the employment taxes and em-
ployee benefits portions) of the quarterly fig-
ures for other variable factory overhead costs/
unit in Row 6 of Ex. U) — or by subtracting
the quarterly figures for employment taxes
and employee benefits from the quarterly
total variable overhead cost figuresin Row 8
of Exhibit U

(Marketing/sales)  advertising/promotion*
(Row 10) — from the total advertising/pro-
motion expenses item on the marketing/sales
dept. operating budget (Row 11, Exhibit P)
(Marketing/sales)  selling  (non-payroll)*
(Row 11) — the sum of Rows 14, 15, 16, 17,
and 18 on the marketing dept. operating bud-
get (Exhibit P)

(Marketing/sales) warehousing contracts*
(Row 12) — from Row 26 of the marketing/
sales dept. operating budget (Exhibit P)
Employee benefits* (Row 13) — the sum of:
Row 23 in the marketing/sales dept. operat-
ing budget (Ex. P); the employee benefits
portion of total other variable overhead costs
in Row 13 of the factory overhead budget
(Ex. P); and Row 16 of the organizationa
operating budget (Exhibit W)

Rentals/leases* (factory, sales offices, corpo-
rate offices) (Row 14) — the sum of: Row 12
of the factory overhead budget (Ex. U); any
marketing/sales dept. facilities rentals/leases
(none shown in Exhibit P); and Row 17 in
the G&A section of the organizationa oper-
ating budget (Exhibit W)

Office supplies/equipment* (Row 15) — the
sum of: Row 24 inthe marketing/sales dept.

16.

17.

18.

19.

20.

21.

22.

23.

24.

25.
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operating budget (Ex. P); Row 11 in the fac-
tory overhead budget (Ex. U); and Row 18 in
the G& A section of the organizationa oper-
ating budget (Exhibit W)

Business travel/entertainment* (Row 16) —
from Row 19 of the G&A section of the or-
ganizational operating budget (Ex. W) [Sell-
ing travel/entertainment is already in Row 11
above]

Services/utilities/fees* (Row 17) — the sum
of: Row 25 of the marketing/sales dept. oper-
aing budget (Ex. P); and Rows 20, 21, and
22 in the G&A section of the organizationa
operating budget (Ex. W)
Other/miscellaneous* (Row 18) — the sum
of: Row 27 of the marketing/sales dept. oper-
aing budget (Ex. P); Row 14 of the factory
overhead budget (Ex. U); and Row 27 in the
G&A section of the organizationa operating
budget (Exhibit W)

Capital expenditures* (Row 19) — from the
quarterly totals for capital asset purchases on
the organizational procurement budget (or fa-
cilities’equipment budget)

Income (and other) taxes (Row 20) — for the
1st quarter, additional income and property
taxes owed (by XY Z Company) at the end of
the previous year (see Rows 22 and 23 in the
2000 column of Ex. Y on page B-52), plus
the 1st quarter of 2011 estimated corporate
income tax (from Row 31 of the organiza
tional operating budget, Ex. W); for the 2nd,
3rd, and 4th quarters, the company’s 2010
estimated income taxes for those quarters
(from Row 31 of the organizational operating
budget, Ex. W)

Stock dividends (Row 21) — from corporate
projections of dividend payouts

New stock issues (Row 24) — from corpo-
rate projections of stock salesissues
Borrowed funds (Rows 25 and 28) — deter-
mined based on funding requirements
Principal repayments (Rows 26 and 29) —
determined based on pay-back ability

Interest payments (Rows 27 and 30) — cal-
culated for long- and short-term debt when a
repayment is made — by (1) multiplying the
principal balance immediately prior to the
repayment (e.g., $330,000 on Row 28, 1st
quarter) by the annual percentage rate (e.g.,
1.5%); (2) dividing theresulting figure (e.g.,
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Exhibit Y: XYZ Company Pro Forma Balance Sheet (Assets/Liabilities Budget) (2011)

Row (All figures in 000s of dollars) 2010 2011 2011
# Year-End}] Budget Actual

ASSETS
Current Assets

1 Petty cash 5 5

2 Cash in bank | 50 53

3 Marketable securities 200 260

4 Accounts receivable 1,979 2,091

5 Inventory 696 763

6 Prepaid expenses

7 Deferred charges

8 Allowance for doubtful accounts | 300 300

9 (+) Total current assets 3,230 3,472 °
Fixed Assets (Property, Plant, & Equip't)

10 Buildings 3,225 3,225

11 (-) Accumulated depreciation (405) (520)

12 (=) Net value - buildings 2,820 2,705

13 Machinery/equipment 1,701 1,841

14 (-) Accumulated depreciation (757) (1,000)

15 (=) Net value - equipment 944 841

16 Land . 500 500 -

17(+) Total net property/plant/equipment . 4264 4,046

18(+) Other/Intangible Assets (Net) 120 100

19(=) Total Assets 7,614 7,618
LIABILITIES AND STOCKHOLDERS' EQUITY j?i
Current Liabilities

20 Accounts payable 1,017 1,158 ¢

21 Employment taxes payable (federal/state) :

22 Corporate income taxes payable (federal/state) 186 .

23 Other taxes payable 14 14

24 Notes/loans/bonds payable (current) 500 500

25 Accrued expenses

26 Deferred income ,

27(+)  Total current liabilities g 1,717 1,672

28(+) Notes/Loans/Bonds Payable (Non-Current) 2,000 1,500

29(=) Total Liabilities : 3,717 3,172
Stockholders' Equity '

30 Common stock j 500 500

31 Retained earnings 3,397 3,946

32(+) Total stockholders' equity 3,897 4,446

33(=) Total Liabilities and 7,614 7,618

Stockholders' Equity .




$37,950) by the number of days in the year
(365 days); (3) multiplying that resulting
figure (e.g., $103.97) by the number of days
from the date the debt was incurred to the
date of repayment (e.g., 96 days). [These
computations yield exactly $9,981 — a few
dollars less than the rounded $10,000 figure
shown on Row 30 in the 2nd quarter.]

26. Purchase/sale of non-cash liquid assets such
as marketable securities (Rows 32 and 33)
— determined based on cash balances, fund-
ing requirements, and other financial consid-
erations

C. Outputs:

1. Theyear-end cash balance figure (4th quarter
of Row 34) is carried forward to the cash in
bank item in the organizational balance sheet
budget (Row 2 of Exhibit Y on page B-52).

2. Fgures in Rows 25 and 26 (long-term debt
and long-term debt repayments), in Rows 28
and 29 (short-term debt and short-term debt
repayments), and in Rows 32 and 33 (pur-
chases and sales of securities) usualy affect
organizationa balance sheet figures (in Rows
24, 28, and 3 of Exhibit Y on page B-52).

3. If the cash budget indicates that an organiza-
tion will need to borrow more (or less) funds
and pay more (or less) Interest than projected
on the organization'sinitial cash budget, then
the interest expense figure on the operating
budget (Row 26, Ex. W) will require adjust-
ment — which usudly requires additiona
adjustments in the operating and cash bud-
gets.

12. Organizational/cor porate balance sheet budget (pro

forma balance sheet) — This accounting budget
indicates projected end-of-year figures for asset and
liability accounts. It reflects how the coming year's
operations can be expected to increase, decrease, or
leave unchanged the assets and liahilities figures as of
the end of the previous yesr.

Assets can be considered an organization’s “finan-
cia plusses.” They are either held or owned by an
organization — subject to the payment of itsfinan-
cial obligations.
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Liahilities are an organization’s financia obliga-
tions—its “financial minuses.” They are suppli-
ers, financid ingtitutions, government entities,
stockholders', and others' claims against an organ-
ization's assets.

Assets, liabilities, and their relationships reflect an
organization’s “financial condition.”

The balance sheet budget serves several important
functions. It (a) enables management to calculate var-
ious financial ratios; (b) highlights resources and obli-
gations that will affect operations; (c) helps identify
unfavorable financial conditions requiring resolution;
and (d) provides afina check on the accuracy of many
other budgets.

A. Format and definitions — Common asset and lia-
bility accounts are shown in Exhibit Y. Tota
assets must equal total liabilities plus stockholders
equity. (Although we have not shown figures for
severa accounts, we have included them because
they are very often shown on a balance shest.)

Current assets are listed at the top:

a  Petty cash — a convenient “on-hand cash
fund” that is maintained in order to pay for
small purchases/charges requiring an imme-
diate out-of-pocket cash payment (such as
postage, inexpensive office supplies, and
similar incidentals)

b. Cash in bank — cash that ison depositina
bank account

C. Marketable securities — stocks, bonds, and
other marketable debt instruments of other
organizations or ingtitutions

d.  Accounts receivable — money that is owed
to an organization by its customers/clients/
patients/etc. (and is payable within the next
twelve months)

e Inventory — A manufacturing enterprise
usualy has severa types of inventories. a
materids inventory; a work-in-process or
semi-finished goods inventory; and afinished
goods inventory. The value of each inventory
may be shown separately, or, as is often the
case, the total value of dl inventories may be
shown.
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f.  Prepaid expenses — advance payments
made during the current period for expenses
that will actually be incurred in the following
period (e.g., a prepaid insurance premium)

0. Deferred charges — expenditures made dur-
ing the current period for benefits that will
actually be redlized (and expensed) over
some number of periods (eg., alegal fee as-
sociated with organizational restructuring)

h.  Allowance for doubtful accounts — the fund
that is set aside as a reserve to cover uncol-
lectible bills (bad debts)

Fixed assets (property, plant, and equipment) are
normally listed (in groups) below current assets.
Usually, the (total) purchase value of each group
of items is shown fird, then the (total) accumu-
lated depreciation on those items (as of the end of
the period), and then the (total) net value (which is
the purchase value minus accumulated deprecia-
tion). However, some organizations show only the
net value of each group of items.

a  Buildings — owned plant(s), warehouse(s),
and office building(s) (which are al capital-
ized and depreciated) [Since 1987, new
structures are depreciated over 31.5 years)]

b.  Machinery and equipment — those owned
manufacturing, materials handling, and office
machines/equipment that have been capitdl-
ized and are being depreciated [Since 1987,
new machinery and equipment is depreciated
over 7 years]

Cc. Land — a capital asset that is not depre-
ciated

Some industries indicate either depletion or
obsolescence, which are treated in the same
manner as depreciation. For example: Mining
and oil companies use depletion to write off
the original purchase cost of natural resources.
Airlines use obsolescence to write off the
vaue lost as an aircraft becomes obsolete
(even though it has not yet worn out and is
still useful).

Other (intangible) assets: Intangible assets —
such as patents, trademarks, copyrights, licenses,
franchises, and goodwill (a value placed on a busi-
ness's reputation with customers, and, thus, its

future earning ability) — are normally shown be-
low fixed assets. Very often, the total net value of
these assets is shown, but the net value of each
type of asset may be shown separately. The net
value is the original cost or acquisition value
minus the (accumulated) amortization as of the
end of the period. [Intangible assets are “amor-
tized” rather than “depreciated.” They are amor-
tized (written off or expensed) over a period of 60
months)

Liability and equity accounts are shown either (a)
below asset accounts, or (b) on a separate page
behind, or to theright of, asset accounts.

Current liabilities top the listings of liability and
equity accounts:

a  Accounts payable — money that is owed to
(claims of or obligations to) business cred-
itors (such as suppliers, vendors, and service
providers) at the end of the period

b.  Federal/state employment taxes payable —
e.g., corporate/femployee FICA and withhold-
ing taxes that are owed to government enti-
ties at the end of the year, but will actualy be
paid early in the following year

C.  Federal/state corporate income taxes payable
— Corporate income taxes that are owed to
government entities at the end of the year, but
will actualy be paid early in the following
year

d.  Other taxes payable — e.g., property and/or
business franchise taxes that are owed to gov-
ernment entities at the end of the year, but
will actualy be paid early in the following
year

e Notes/loans/bonds payable (current) — or-
ganizational debts for which principal repay-
ments are due during the next twelve months
(of the next budgetary year)

f.  Accrued expenses — can include salaries/
wages, certain employee benefits, interest,
and other expenses that have been charged
against the current period's (year's) profits—
even though payments will actually be made
during the following period (year)

9. Deferred income — income that has been
received but not yet earned (such as advance
payments or deposits made by customers pri-
or to the delivery of a product or service)



Notes/loans/bonds payable (non-current) — or-

ganizational debts for which principa repayments
are due after the next twelve months (after the end
of the next budgetary year)

Equity accounts are normally shown below Liabil-
ity Accounts:

a

Common stock — outstanding (sold/issued)
shares of equity that entitle stockholders to
(& (partial) business ownership, (b) voting
rights, and (c) (uncertain) dividends
Preferred stock — the outstanding (sold or
issued) shares of equity that entitle share-
holders to (a) (partiad) business ownership
(but not voting rights), and (b) a fixed divi-
dend (which must be paid prior to common
stock dividends) (XYZ Company has not
sold or issued this type of stock.)

Capital surplus — results when stock is
sold at a higher price per share than its par or
stated value (XYZ Company has not sold
stock.)

Retained earnings —  (accumulated) net
profits that have not been distributed to stock-
holders through dividend payments

. Inputs (to Exhibit Y) include:

1

2.

the initial Organizational Balance Sheet Bud-
get

Petty cash and cash in bank (Rows 1 & 2) —
from the year-end cash baance on the cash
budget [here, the 4th quarter ending cash bal-
ance of $53,000 on Row 34 of Ex. X],
perhaps broken down into these two separate
accounts

Marketable securities (Row 3) — from the
projected year-end total market value of se-
curities listed in the portfolio/investments
budget [See Rows 33 and 34 of the cash
budget and Row 3 of the previous period’s
year-end balance sheet.]

Accounts receivable (Row 4) — from projec-
tions based on the sales and cash collections
budgets [here, 29% of the 4th quarter's net
sales revenue on Row 6 of Ex. N]

Inventory (Row 5) — In Exhibit Y, inven-
tories of materials and finished goods have
been totalled. (XY Z Company has no work-
in-process at theend of the year.) The ma-
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terials inventory figure can be caculated by
multiplying the desired ending inventory of
each material input [here, the 4th quarter
figure in Row 4 of the direct materials bud-
get, EX. R] by the projected per unit price
[here, $2/pound on Row 7 of Ex. R], and
then totalling the resulting figures for al ma:
terials. The work-in-process inventory figure
can be calculated based on the cost account-
ing department’s records (if the organization
has an adequate cost accounting system). The
finished goods inventory figure can be cal-
culated by multiplying the desired ending
inventory figure for each product [here, the
4th quarter figure in Row 2 of the production
budget, Ex. Q] by the projected per unit
production cost of each product [here, $60/
unit for materials (Row 2 times Row 7 in the
direct materials budget, Ex. R), plus $45/unit
for direct labor (Row 2 times Row 4 in the
direct labor budget, Ex. T), plus $8/unit for
indirect labor (Row 2 times Row 4 in the fac-
tory overhead budget, Ex. U), plus $16/unit
for other variable overhead costs (Row 6 in
the factory overhead budget), plus $6.44/unit
for fixed factory overhead cost (Row 53 in
the cost of goods sold budget, Ex. V)], and
then totalling the resulting figures for all
products.

Prepaid expenses (Row 6) — from purchas-
ing dept. and/or accounting department pro-
jections [Organizations often have and
project such expenses.]

Deferred charges (Row 7) — from purchas-
ing department and/or accounting department
projections [Organizations sometimes project
and have such charges|]

Allowance for doubtful accounts (Row 8) —
this figure is usudly set by the finance/ac-
counting dept., and, in generdl, is only occa-
sionally changed (with IRS approval)

Fixed assets (Rows 10, 13, and 16) — from
the purchase/acquisition cost figures in the
fixed/capital assets section of the organiza
tion’s procurement budget, and from the or-
ganization's inventory/listing of (existing)
fixed/capital assets (The cost/value of any
new asset purchased/acquired during the bud-
getary year is added to the previous period’'s
year-end figure for the group of assets in
which that asset has been included.)
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10.

11

12.

13.

14.

Accumulated depreciation on fixed assets
(Rows 11 & 14) — from the annua and ac-
cumulated depreciation figures in the organ-
ization's (projected) inventory/listing of
fixed/capital assets (For each asset owned at
the beginning of the budgetary year, that
asset’s annual depreciation is added to its ac-
cumulated depreciation as of the end of the
previous year. For each new asset purchased/
acquired during the budgetary year, that as-
set’s annua depreciation is divided by 12
months, and the resulting figure is then mul-
tiplied by the number of months between the
asset’s purchase/acquisition and the end of
the budgetary year. Finaly, for buildings and
then for machinery/equipment, the year-end
accumulated depreciation figures for al as-
sets in the group are totalled, and the result-
ing sum is entered on the balance sheet bud-
get.)

Other (intangible) assets (net) (Row 18) —
calculated by subtracting each asset’s accum-
ulated amortization from its origina pur-
chase/acquisition cost, and then totalling the
resulting net values for all such assets
Accounts payable (Row 20) — projected pri-
marily based on figures in payment sched-
ules for materials and many other (expense)
items procured from external sources (sup-
pliers, vendors, service providers) [XYZ
Company has only materials payables, be-
cause we have assumed that it pays dl other
bills during the period in which those obli-
gations are incurred. Here, materids paya-
bles can be caculated by multiplying 4th
quarter purchases of materials (Row 8, Ex-
hibit R) by 50%.]

Federal/state  employment taxes payable
(Row 21) — projected based on employment
tax payment schedule figures (which are
based on employment tax figures in the or-
ganization's payroll budget) [No such paya-
bles are shown for XYZ Company, because
we have assumed that it pays these taxes
during the period in which it becomes liable
for them. However, organizations normaly
schedule such payables)]

Federal/state income taxes payable (Row 22)
— projected based on the payment schedule
for income taxes (which is based on tax fig-
ures contained in Row 31 of theoperating

15.

16.

17.

18.

19.

20.

budget, Ex. W) [During 2011, we have as-
sumed that, after paying its estimated income
taxes during the year, XYZ will have pro-
jected income and income taxes accurately
and will owe no more income tax.]

Other taxes payable (Row 23) — projected
based on payment schedules for other taxes
[Here, we have assumed that XY Z Company
has chosen to schedule payment of some
amount of property tax for early in the fol-
lowing year. Many organizations do so.]
Notes/loans/bonds payable (current) (Row
24) — debt repayment figures for the twelve
months following the end of the budgetary
period are primarily based on figures in (a)
the financing section of the cash budget, (b)
the organization’ s near-term borrowing plans,
and (c) the finance department’'s projected
debt repayment schedules

Accrued expenses (Row 25) — projected pri-
marily based on payment schedule figures for
expense items such as wages and saaries,
certain employee benefits, and interest [Here,
we have assumed that XYZ Company has
aready paid for these expenses as they have
been incurred. However, organizations nor-
mally project (and have) accrued expenses/
ligbilities]

Deferred income (Row 26) — projected pri-
marily based on sdes department estimates
[Many if not most organizations rarely pro-
ject or have deferred income.]
Notes/loans/bonds  payable  (non-current)
(Row 28) — projected figures for (unrepaid)
debts as of the beginning of the 13th month
after the end of the budgetary period are pri-
marily based on the organization’ s future bor-
rowing plans and the finance department’s
projected debt repayment schedules

Common stock (Row 30) — calculated by
multiplying the par or stated value per share
by the projected number of outstanding com-
mon shares at the end of the budgetary period
(taking into account projected stock transac-
tions since the end of the previous period,
which may have been shown on the cash
budget) [At the end of 2011, XY Z Company
will have 250,000 outstanding common
shares at a par value of $2/share]]



21. Retained earnings (Row 31) — calculated as
follows. Retained earnings on the previous
year's ending balance sheet [see the 2010
column in Row 31 of Ex. Y], plus the bud-
getary year’s net profit [Row 32 on the oper-
aing budget in Ex. W], minus any projected
dividend payments during the budgetary year
[see Row 21 of the cash budget in Ex. X, and
Row 33 of the operating budget in Ex. V]

C. Outputs — The baance sheet budget provides
figures that can be used to caculate financial indi-
cators such as these: current ratio; acid test (quick
ratio); inventory turnover rate; working capita
turnover rate; net saes to net working capital;
debt/equity ratio; coverage ratio; asset turnover;
retained earnings to net income; return on invest-
ment (ROI); return on equity (earnings per share);
price/earnings ratio; and dividend ratio. One or
more of these and other indicators may identify a
need to revise certain (goa s/plans and) budgets.

Concluding Notesto This Section

*

Budgeted figures are seldom 100% accurate. Actual
figures for revenue and expenses, which can be deter-
mined within months after the end of the budgetary
year, are very often either higher or lower than pro-
jected. As a consequence, the resulting “variances’ d-
ways alter important items such as the production cost
per unit, the year's profit or (loss), and the values of
various assets and liahilities. This fact of life, however,
should never deter managers from budgeting (plan-
ning) the utilization of organizational resources as €f-
fectively as possible.

Since many supporting budgets provide inputs to the
operating [profit/(loss)] budget, the cash budget, and
the balance sheet budget, and since the eventual con-
struction of these three budgets can indicate a need to
revise certain (goals/plans and) budgets, more and
more organizations are utilizing computerized finan-
cia models to (a) test the profit/(loss), cash, and bal-
ance sheet implications of figures being entered on
supporting budgets, and (b) modify (goas/plans and)
budgets before they reach top management for review,
final approval, and summarization/consolidation.
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Our descriptions of budgets and their preparation have
been been very generdized. Firdt, al organizations do
not use all the budgets described above. In fact, many
small organizations formally prepare just an operating
budget and a balance sheet budget. Second, while the
budget formatsillustrated here are fairly common, they
are not necessarily the formats used by particular or-
ganizations engaged in particular types of industries or
endeavors. Third, since different organizations use dif-
ferent budgets prepared in different formats, figures
found on certain budgets may be taken from or based
on figuresin different source budgets.

Although we have provided examples of annua bud-
gets broken down into four quarters and totaled for
the year, many organizations prepare annua budgets
broken down into twelve months and totalled for the
year. Some leave them broken down into months, and
some convert the monthly figures into quarterly fig-
ures.

In general, lower organizational levels use shorter-
term weekly and monthly budgets to help manage their
operations and control their utilization of resources
(on a weekly and monthly basis). They tend to use
monthly and quarterly budget formats to report their
operating results to higher organizationa levels. High-
er organizational levels tend to use monthly, quarterly,
and semi-annua budgets to review results as the year
progresses. They also tend to use quarterly, semi-
annual, and annual budget formats to report results to
stockholders and governmental/regulatory entities.

Table 4 on the next page summarizes (&) various types
of responsibility centers, and (b) which organizationa
levels and units tend to have which types of budgets.

Other Types of Budgets
(for Dealing with
Budgetary Pitfalls and Problems)

Common Budgetary Pitfallsand Problems

Budgetary processes should be both effective and effi-
cient. When they are not, the resulting budgets tend to be
inefficient and/or hide inefficiencies.
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Many organizations have a budgeting process, but not
a preceding goal-setting and planning process. As a
result, budgets are not based on well-conceived goals
and plans. In such organizations, the “planning pro-
cess’ smply consists of formulating budgets by (a)
increasing (or decreasing) the last year's budgets to
take account of changes in the costs of unusua pro-
jects, and/or (b) increasing the prior year's budgets by
a certain percentage (perhaps by the projected percent-
ageincreasesin sales and in costs).

Even when budgets are based on organizational and
unit goas and plans, many organizations place much
greater emphasis on budgets. As a result, individuals
tend to lose sight of organizational and unit goals.

Many organizations “overbudget.” This can mean (a)
utilizing an overly complete and detailed budgetary
process that is cumbersome, virtually meaningless, and
expensive to conduct; and/or (b) spelling out major
and even minor budgetary items in such great detail
that managers ability to manage their units effectively
is undermined.

In many organizations, budgets are approved by top
levels of management based only on inputs provided
by financia/planning (staff) personndl. Middle- and
lower-level managers have little if any input. This non-
participative approach (a) does not take advantage of
the knowledge and expertise available at middle and
lower levels; (b) often fails to win commitment to bud-
gets at middle and lower levels; (c) often breeds re-
sentment and antagonism toward the planning staff
and top management; and (d) creates conflicts within
and between organizational levels.

In many organizations, the budgetary process is more
political (and adversarial) than rational. Where this is
the case, managers tend to use power, influence, ma
nipulation, and covert information systems in order to
obtain the largest possible piece of the budgetary pie.
[Their motives for doing so are generaly self-serving:
e.g., to (a) increase their own performance and suc-
cess, (b) impress superiors, colleagues, and subordi-
nates; and/or (C) increase their status and reputation.]
As a result, limited resources are not allocated based
on arationa determination as to where they will best
help the organization to achieve its goas. In addition,
working relationships among managers become more
competitive and uncooperative, thereby increasing
conflicts within and between organizational levels.
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6. When many managers formulate their budgets for the
coming year, they smply increase the previous year's
budget by a certain amount or percentage—regardless
of whether or not the additional funds/resources are
warranted by the coming year' s goals and plans.

7. When many managers prepare their budget requests,
they pad them with unecessary “requirements’ so that,
even if their requests are pared and their approved allo-
cations are less than requested, they will still receive
the resources that they actually wanted.

8.  When many managers approach the end of a year and
find that they will come out under budget (will not
need to use dl the resources alocated to them for the
year), they will sill use up or spend the excess re-
sources/funds in order to justify requesting at least the
same budget alocation for the coming year.

9. In many organizations, budgets are treated as though
they were “cut in stone” —rather than being treated as
flexible guidelines. This deprives managers of the flex-
ibility to adapt their utilization of resources to chang-
ing circumstances.

“Remedial” Typesof Budgets

1. Variable budgets — These flexible budgets are de-
signed to vary with increases or decreases in certain
chosen factors (such as sales or production volume).
They deal with variable cost items such as direct labor,
materias, supplies, variable factory burden, and varia-
ble adminigtrative and selling costs. (Fixed costs, on
the other hand, remain the same regardless of changes
in volume or work load.)

It is appropriate to use variable budgets under these
circumstances. (@) a particular unit's work load, re-
sources requirements, and performance are greatly af-
fected by factors controlled by other units;, (b) the
unit’'s work load and resources requirements are likely
to vary sgnificantly from one short-term period to
another, and, therefore, cannot be estimated accurately
for a longer period of time; and (c) costs should be
analyzed regularly in order to update cost estimates
and to manage resources effectively.
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These are the main steps involved in formulating vari-
able budgets:.

1. Choose some unit of measure that reflects the
volume of work.

2. ldentify the cost items that will be affected by
variationsin volume.

3. Anayze the relationships between volume
and costs (through statistical studies and en-
gineering analyses).

4. Make a determination (or devise a formula
that describes) how the specified costs should
vary with volume.

Alternative budgets — Here, different budgets are
formulated to be used under different possible sets of
circumstances. For example: Some organizations for-
mulate budgets for several possible levels of operation
—e.g., high, medium, and low. All dternatives are ap-
proved in advance. Then, at specified times, managers
review the situation and decide which budget is the
most appropriate to use for planning and control pur-
poses.

Alternative budgets are similar to variable budgets in
that they both provide a certain degree of flexibility.
However, dternative budgets are limited to afew ater-
natives, while variable budgets are “infinitely flexi-
ble”

Supplemental budgets — Using this type of ap-
proach, an organization initialy establishes basic or
minimum budgets for the entire year. Then, each
month, additional or supplementary budgets are estab-
lished based on the level of operations recently fore-
casted for that month.

This approach enables managers to be flexible and to
exercise close control over their operations. However,
it does not encourage them to forecast more accurate-
ly or to analyze their operating costs more thoroughly
asthey plan for the coming year.

Contingency budgets — Organizations sometimes
establish special budgets and funds that will enable
them to deal with contingencies (possible problems
and opportunities). These budgets/funds are then main-
tained just in case they may be needed.

A genera contingency budget/fund can be established
to deal with unforeseen problemsand opportunities in

general. (Even the best laid plans cannot account for
all the situations that can arise.)

A specific contingency budget/fund can be established
to deal with a particular situation that has been antic-
ipated—and (&) could possibly occur (even though its
occurence might not seem very probable), (b) would
require significant resources if it were to occur, and,
therefore, (c) warrants establishing a special budget/
fund “just in case” it does occur.

Although variable, adternative, supplemental, and con-
tingency budgets provide budgetary cushions or bud-
getary insurance that may be appropriate or even nec-
essary under certain conditions, they should be used
judicioudly. Some managers have come to depend on
using them as “budgetary crutches’ to compensate for
inadequate or ineffective analysis, forecasting, and
planning.

Zero-base budgets — Zero-base budgeting (ZBB) is
an approach for dealing with overstated budget re-
quests and inefficient budgets. It was first developed
by the U.S. Department of Agriculture in the mid-
1960s. In 1969, the concept was modified and further
developed at Texas Instruments. Since then, it has
been adopted by various federal and state agencies, a
number of nonprofit organizations, and a few busi-
Nesses.

ZBB requires that managers “budget from scratch”
rather than simply adjusting their last period’ s budgets
to account for projected changes in operations or oper-
aing levels. Although it encompasses performing in-
depth analyses of proposed programs/projects and their
initial activity and funding levels, it emphasizes com-
pletely reevaluating and rgjustifying al existing pro-
gramg/projects, products or product lines, and func-
tiongactivities. In effect, a manager must annually jus-
tify not only the areas just mentioned, but also his or
her unit’s worth and very existence.

Basically, the ZBB approach involves identifying the
benefits of a program/product/function at incremental
levels of funded activity—starting at a base point of
“0.” (“Level of activity” can refer to production vol-
ume, sales volume, number of products in a product
line, workload, and so forth.) In other words, man-
agers identify any benefits resulting from a“0” level of
funding (no funds for acquiring capital resources or for
covering expenses, and, therefore, no activity), and



aso identify the benefits resulting from incrementally
higher levels of funded activity. By using ZBB proce-
dures, managers can determine what the benefits will
be when, for example, an existing program/product/
function (&) is eiminated, (b) has incrementally less
spent on it than is currently being spent, and (c) has
incrementally more spent on it than is currently being

spent.

ZBB involves these basic steps:

1

2.

Specify the objectives of the program/project,
product, or function.

Identify and evaluate alternative means for
achieving the objectives.

For each alternative, . . .

a

b.

C.

Identify al activitiesinvolved.

Develop appropriate workload and per-
formance measurement parameters.
Identify the appropriate range and number
of incrementally higher levels of activity
to be anadlyzed, starting at a base of “0
funding/activity.”

For each incrementally higher level of ac-

tivity, starting at abase of “0,” . ..

1. Identify al the inputs/resources re-
quired to operate at that level of ac-
tivity.

2. Cost the inputs required to operate
a that level (determine the funding
required for that level).

3. ldentify the benefits achieved/de-
rived at that level.
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e. Determine a which level of activity the
benefit/funding conditions are most favor-
able or desirable (by evaluating and com-
paring the benefits and funding require-
ments at each incrementaly higher level
of activity—from base “0").

4. Determine which aternative is the best (by
comparing the most favorable/desirable level
of activity associated with each aternative).

ZBB has several benefits and advantages:

It helps identify budgetary inefficiencies.

It requires managers’ involvement and participa
tion in the budgetary process.

It requires managers to measure and analyze work
load, performance, benefits, and costs.

It helps identify priorities among programs by
helping to identify (incremental) benefits and costs
of programs relative to other programs.

ZBB dso has some disadvantages:

a. Being highly program-oriented, it is most often

used in nonprofit and government organizations. It
is much less often used in manufacturing enter-
prises, where costs at various levels of production
can be broken down and analyzed quite effectively
through the use of standard costing systems.

It tends to require considerable time and paper-
work, both during the annua budgeting process
and throughout the budgetary year. Therefore, it
may be advisable to perform a ZBB process once
every few yearsinstead of every year.
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