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Preparing the Master Budget 4Ll 4 ) gall dlas)

A budget is (a) the quantitative expression of a proposed plan of action
by management for a specified period and (b) an aid to coordinate what
needs to be done to implement that plan.

A budget generally includes both financial and nonfinancial aspects of the
plan, and it serves as a blueprint for the company to follow in an
upcoming period.

Advantages of Budgets <l ) gall L) ja

Budgets are an integral part of management control systems. When
administered thoughtfully by managers, budgets do the following:

1- Promote coordination and communication among subunits within
the company.

2- Provide a framework for judging performance and facilitating
learning.

3- Motivate managers and other employees.

Developing an Operating Budget 4ladil) 4 ) sall lac)

Budgets are typically developed for a set period, such as a month,
quarter, year, and so on. The set period can itself be broken into sub
periods. For example, a 12-month cash budget may be broken into 12
monthly periods so that cash inflows and outflows can be better
coordinated.

Steps in Preparing an Operating Budget 4uladill 43 gal) dlas) < ghad

1
2
3
4- Make decisions by choosing among alternatives.

Identify the problem and uncertainties.
Obtain information.

Make predictions about the future.

5- Implement the decision, evaluate performance, and learn.
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Overview of the Master Budget 4lalil) 43 ) sal) JSigd 3 ki
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The following data are available for the 2012 budget:

Direct materials

Red Oak S7 perboard foot (b.f.) (same as in 2011)
Granite $10 persquare foot (sqg. ft.) (same as in 2011)
Direct manufacturing labor  $20 per hour

Comtent of Each Prodwct Unit

Product
Casual Granite Table Deluxe Granite Table
Red Dak 12 board feat 12 board feat
Granite b sguare feat B square feat
Diract manufacturing lahor 4 hiours & hiours
Product
Casual Granite Table Deluxe Granite Takle
Expecied sales in units 50,000 10,000
Selling price £ BD0 5 Bl
Target ending imventory in units 11,000 0
Baginning imventory in wnits 1,000 =Ll
Baginning imventory in dollars S334.000 252 000
Direct Materials
Red Dak Gramite
Baginning imventory 0,000 b £ B0, 000 sq. fi.
Target ending imventany B0, () b £ 20,000 =q. ft.

Stylistic bases its budgeted cost information on the costs it predicts it will incur to
support its revenue budget, taking into account the efficiency improvements it
expects to make in 2012. Recall from Step 3 in the decision-making process (p. 188)
that efficiency improvements are critical to offset anticipated increases in the cost
of inputs and to maintain Stylistics 12% operating margin. Some companies rely
heavily on past results when developing budgeted amounts; others rely on detailed
engineering studies. Companies differ in how they compute their budgeted
amounts.

Most companies have a budget manual that contains a company's particular
instructions and relevant information for preparing its budgets. Although the details
differ among companies, the following basic steps are common for developing the
operating budget for a manufacturing company. Beginning with the revenues
budget, each of the other budgets follows step-by-step in logical fashion.

Step 1: Prepare the Revenues Budget. A revenues budget, calculated in Schedule 1,
is the usual starting point for the operating budget. That's because the production
level and the inventory level-and therefore manufacturing costs—as well as
nonmanufacturing costs,



Lodaall acad [ dag) ) Al pal) [ ALalid) 45 3) gal) Slas)

generally depend on the forecasted level of unit sales or revenues. Many factors
influence the sales forecast, including the sales volume in recent periods, general
economic and industry conditions, market research studies, pricing policies,
advertising and sales promotions, competition, and regulatory policies. In Stylistics
case, the revenues budget for 2012 reflects Stylistic's strategy to grow revenues by
increasing sales of Deluxe tables from 8,000 tables in 2011 to 10,000 tables in 2012.

Schedule 1: Revenues Budget
For the Year Ending December 31, 2012
Units Sellimg Price Total Revenues

Casual 50,000 B0 530,000,000
Deluxe 10,000 00 8,000,000
Total 36,000,000

The $38,000,000 is the amount of revenues in the budgeted income statement. The
revenues budget is often the result of elaborate information gathering and
discussions among sales managers and sales representatives who have a detailed
understanding of customer needs, market potential, and competitors’ products.
This information is often gathered through a customer response management
(CRM) or sales management system. Statistical approaches such as regression and
trend analysis can also help in sales forecasting. These techniques use indicators of
economic activity and past sales data to forecast future sales. Managers should use
statistical analysis only as one input to forecast sales. In the final analysis, the sales
forecast should represent the collective experience and judgment of managers.

The usual starting point for Step 1 is to base revenues on expected demand.
Occasionally, a factor other than demand limits budgeted revenues. For example,
when demand is greater than available production capacity or a manufacturing
input is in short supply, the revenues budget would be based on the maximum units
that could be produced. Why? Because sales would be limited by the amount
produced.

Step 2: Prepare the Production Budget (in Units). After revenues are budgeted, the
manufacturing manager prepares the production budget, which is calculated in
Schedule 2. The total finished goods units to be produced depend on budgeted unit
sales and expected changes in units of inventory levels:
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Target anding EBeginming
EL:IgE.t Budget finiched goods finizhed gqoods
production — salas + . - .
. . inwantory inventory
{units] (umits) o .
{units} (units)

Schedule Z: Production Bodget [in Units)
Far the: Year Ending December 31, 20012

Product
Cazual Oeluxe
Zudgetad unit =ales [Fchedula 1) Gi0 D00 10,00
#dd target ending finishad goods imventonyg 11,000 5D
Total reguirad wnits B1.000 10,
Diedwct beginming finishad goods imventong 1030 5D
Units of finished goods 1o be produced B0.000 10,000

Step 3: Prepare the Direct Material Usage Budget and Direct Material Purchases
Budget.

The number of units to be produced, calculated in Schedule 2, is the key to
computing the usage of direct materials in quantities and in dollars. The direct
material quantities used depend on the efficiency with which materials are
consumed to produce a table. In determining budgets, managers are constantly
anticipating ways to make process improvements that increase quality and reduce
waste, thereby reducing direct material usage and costs. Like many companies,
Stylistic has a bill of materials, stored and updated in its computer systems. This
document identifies how each product is manufactured, specifying all materials (and
components), the sequence in which the materials are used, the quantity of
materials in each finished unit, and the work centers where the operations are
performed. For example, the bill of materials would indicate that 12 board feet of
red oak and 6 square feet of granite are needed to produce each Casual coffee
table, and 12 board feet of red oak and 8 square feet of granite to produce each
Deluxe coffee table. This information is then used to calculate the amounts in
Schedule 3A.
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Schedule 3A: Direct Material Usage Budget in Quantity and Dallars
For the Year Ending December 31, 2012

Material
Red Dak Granite Total

Physical Units Budget
Direct materials raguired for Casual tables 720,000 b.f. 260,000 sq. ft.

{60,000 units > 12 b.f and & sq.ft.)
Direct materials raguired for Deluxa tablas 120,000 b.f. B0,000 =q. ft.

{10,000 unitz > 12b.f and 3 sq.ft.)
Tofal quantity of direct materials to be usad 840,000 b.f. 440,000 sq. ft.
Cost Budget
Ay ailable from beginning direct matarials invantory

{under a FIFD cost-flow assumption)

Raod Dak: 70,000 b§. » & per bif. 5 450000

Granite: 60,000 sq. ft. > $10 per sq. ft 5 600,000
To be purchased this perod

Rad Oak: (840,000 — 70,000} b.f. = §7 perbf. 5,350,000

Granite: (440,000 - 60,000} sq. f. > §10 per sq. fi. _3.800.000
Direct materials to ba used this period 55,580, 000 54400000 S10,280,000

The purchasing manager prepares the budget for direct material purchases, calculated in
Schedule 3B, based on the budgeted direct materials to be used, the beginning inventory
of direct materials, and the target ending inventory of direct materials:

Diract
Purchases .
_ materials
of direct = .
. usad in
materials .
production

Targetanding  Baeginning
inventory ) inventory

of direct of direct
matonals materials

Schedule 38: Direct Material Purchases Budget
For the Year Ending December 31, 2012

Material

Red Oak Granite Taotal

Physical Units Budgat

To be used in production (from Schadule 3A)
Add targat ending inventory

Total requiraments

Deduct baginning inventory

Purchasas to be made

Cost Budget

Red Dak: 350,000 bf. = §7 perbf.

Granite: 400,000 sq.ft. > $10 persg. ft
Purchasas

840,000 b.f. 440,000 =q. ft.
B0,000 b £. 20,000 =q. ft.
920,000 b £. 460,000 =q. fi.
70,000 b1. 60,000 sq. ft.
850,000 b.f. 400,000 5q. ft.

§5 550,000
$4.000,000
55,950,000 4,000,000 £0,950,000
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Step 4: Prepare the Direct Manufacturing Labor Costs Budget. In this step,
manufacturing managers use labor standards, the time allowed per unit of output,
to calculate the direct manufacturing labor costs budget in Schedule 4. These costs
depend on wage rates, production methods, process and efficiency improvements,
and hiring plans.

Schedule 4: Diract Manufacturing Labor Costs Budget
For the Year Ending December 31, 2012

Output Units Produced  Direct Manufacturing Hourly
(Schadule 2) Labor-Hours per Unit ~ TotalHours  Wage Rate Taotal
Casual 60,000 : 2401000 20 $4.800,000
Deluxe 10,000 i _60,000 0 _1,200,000
Total 300,000 56,000,000

Step 5: Prepare the Manufacturing Overhead Costs Budget. As we described
earlier, direct manufacturing labor-hours is the cost driver for the variable portion of
manufacturing operations overhead and setup labor-hours is the cost driver for the
variable portion of machine setup overhead costs. The use of activity-based cost
drivers such as these gives rise to activity-based budgeting. Activity-based
budgeting (ABB) focuses on the budgeted cost of the activities necessary to produce
and sell products and services. For the 300,000 direct manufacturing labor-hours,
Stylistic’ s manufacturing managers estimate various line items of overhead costs
that constitute manufacturing operations overhead (that is, all costs for which direct
manufacturing labor-hours is the cost driver). Managers identify opportunities for
process improvements and determine budgeted manufacturing operations
overhead costs in the operating department. They also determine the resources that
they will need from the two support departments—kilowatt hours of energy from the
power department and hours of maintenance service from the maintenance
department. The support department managers, in turn, plan the costs of personnel
and supplies that they will need in order to provide the operating department with
the support services it requires. The costs of the support departments are then
allocated (first-stage cost allocation) as part of manufacturing operations overhead.

Chapter 15 describes how the allocation of support department costs to operating
departments is done when support departments provide services to each other and
to operating departments. The upper half of Schedule 5 shows the various line items
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of costs that constitute manufacturing operations overhead costs—that is, all
overhead costs that are caused by the 300,000 direct manufacturing labor-hours
(the cost driver).

Stylistic’ s managers determine how setups should be done for the Casual and
Deluxe line of tables, taking into account past experiences and potential
improvements in setup efficiency.

For example, managers consider the following:

- Increasing the length of the production run per batch so that fewer batches
(and therefore fewer setups) are needed for the budgeted production of
tables

- Decreasing the setup time per batch

- Reducing the supervisory time needed, for instance by increasing the skill
base of workers

Stylistic’ s managers forecast the following setup information for the Casual and
Deluxe tables:

Casual Tables Deluxe Tables Total
I. Quantity of tables to be producad 60,000 tables 10,000 tables
2 Number of tables to ba produced per batzh 50 tables/batch 40 t2bles/batch
3. Numbar of batches (1) = (2) 1,200 batches 250 batches
4 Satup time par batch 10 hours/batch 12 hours/batch
b, Total satup-hours {3) = {4) 12,000 hours 3,000 hours 15,000 hours
B. Setup-hours pertabla (5) = (1) 0.2 hour 0.3 hour

Using an approach similar to the one described for manufacturing operations
overhead costs, Stylistic’ s managers estimate various line items of costs that
comprise machine setup overhead costs—that is, all costs that are caused by the
15,000 setup labor-hours (the cost driver). Note how using activity-based cost
drivers provide additional and detailed information that improves decision making
compared with budgeting based solely on output-based cost drivers.

Of course, managers must always evaluate whether the expected benefit of adding
more cost drivers exceeds the expected cost.5 The bottom half of Schedule 5
summarizes these costs.
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Schedule 5 Manuiacturing Overhead Costs Budget
For the Year Ending December 31, 2012
Manufacturing Operations Overhead Cosis

Variable costs

Supplias £1 500,000

Indirect manufacturing labor 1,680, 000

Power (support departmant costs) 2,100,000
Maintenance (support departmant costs) _1,200,000 $6,480,000
Fxed costs (to support capacity of 200000 direct manufacturing labor-hours)

Depreciation 1,020,000

Supervision 350,000

Power (support departmant costs) 620,000

Maintenance (support departiment costs) 450,000 250,000
Total manufacturing operations ovarhead costs 9,000,000

Machine Setup Overhead Costs

Variable costs

Supplias £ 390,000

Indirect manufacturing labor 244,000

Power (support department costs| ___ 50,000 1,320,000
Fixad costs (to support capacity of 15,000 setup labor-hours)

Depreciation 603, 000

Supervision 1,050,000

Power (support department costs) 27,000 1,680,000
Totzl maching satup overhaad costs 3 3,000,000

Total manufacturing operations overheaad costs 512 000,000



