Answer 3 - Budgeting  
(a) The stock budget for the six months to 30 November is:
	
	June
	July
	Aug
	Sept
	Oct
	Nov

	
	£000
	£000
	£000
	£000
	£000
	£000

	Opening balance
	112	Comment by Marie Pitson: From the question. Note one tells us that the opening stock balance is 112,000
	154
	104
	48
	39
	33

	Stock purchased
	180	Comment by Marie Pitson: Directly from the question.  In the stock budget we record stock as it is received.  So, stock received in June is recorded in June, stock received in July is recorded in July etc. 	Comment by Marie Pitson: We then add the opening balance and stock purchased figures together to get our total.  The next step is to deduct the cost of stock sold. 
	142
	94
	75
	66
	57

	
	292
	296
	198
	123
	105
	90

	Cost of Stock sold
	
	
	
	
	
	

	(60% of sales)	Comment by Marie Pitson: Gross profit margin is 40%, so to determine the % of cost of stock sold we subtract the gross profit percentage from 100%.  i.e. 100 - 40% gives us 60%.  When undertaking a question, check the gross profit figure to determine this figure.  Then, using the June sales income of 230 x 60% which will give you the cost of stock sold figure of 138.  	Comment by Marie Pitson: We deduct the cost of stock sold from the previous total to determine our closing stock. 	Comment by Marie Pitson: Our closing stock for June will then become the opening stock for July.  Stock purchased for july will then be input and we add the figures together to obtain our total.  Then, as we did for June, we calculate the cost of stock sold.  We know the percentage is 60% because we calculated that earlier.  So for July, sales income is 320 x 60% = 192.   

August sales  250 x 60%
Sept sales  140 x 60%
Oct sales  120 x 60%
Nov sales 110 x 60%
	(138)
	(192)
	(150)
	(84)
	(72)
	(66)

	Therefore Closing stock
	  154
	  104
	    48
	  39
	  33
	  24



(b) The cash budget for the period to 30 November is:
	
	June
	July
	Aug
	Sept
	Oct
	Nov

	
	£000
	£000
	£000
	£000
	£000
	£000

	Cash receipts 
Sales net of 0.5 x  3% (Note 4)
	
227	Comment by Marie Pitson: To calculate the cash receipts, you need to firstly deduct the credit card charges.  To do this we use the sales income figure then multiply by the percentage of customers who purchase via credit card, then multiply that answer by the interest % charge. One important point to remember is that this relates to cash coming in, so we need to use the figures for the specific month.  So for example, in June the sales income is 230, so we multiply 230 x 0.5 x 3% = 3.45, we then deduct the solution from the sales figure i.e. 230 - 3.45 = 226.55 and you can either put that figure into the table, or because it is over five, round it up.  I would recommend in this instance to round up as it fits into the table better, but in reality, a company would use the exact figure.  At this point, I would advise you to calculate the cash receipts for each month before you move onto the payments.	Comment by Marie Pitson: July 320 x 0.5 x 3% = 4.80 = 315.2
August 250 x 0.5 x 3% = 3.75 = 246.25
Sept  140 x 0.5 x 3% = 2.10 = 137.9
Oct 120 x 0.5 x 3% = 1.80 = 118.2
Nov 110 x 0.5 x 3% = 1.65 = 108.35
	
315
	
246
	
138
	
118
	
108

	Cash payments
Administration (Note 6)	Comment by Marie Pitson: When inputting the admin charges in the cash budget, we only need to account for actual cash that will be spent, so as depreciation isn't cash, we need to deduct that from the figure before inputting the admin charges into the table.  The question tells us that depreciation is charged in respect of 15,000 per month, so for June the admin charge is 55,000 - 15,000 depreciation which equals 40.  
	(40)
	(41)
	(38)
	(33)
	(31)
	(30)

	Stock purchased (Note 2)	Comment by Marie Pitson: We are told in the question that suppliers of stock offer one months credit, so we include the previous months figures here, as we pay for stock a month after we receive it.  So the stock we received in May will be paid for in June, the stock we received in June will be paid for in July and so on. 
	(135)
	(180)
	(142)
	(94)
	(75)
	(66)

	Repayments of loan (Note 5)	Comment by Marie Pitson: We are told in the question that the loan payments each month are 5,000 so we bring that figure directly in from the question. 
	(5)
	(5)
	(5)
	(5)
	(5)
	(5)

	Selling expenses (Note 7)	Comment by Marie Pitson: Selling expenses are payable in the following month, so the selling expenses for May are paid in June, the selling expenses in June are paid in July and so on. 
	(22)
	(24)
	(28)
	(26)
	(21)
	(19)

	Taxation paid	Comment by Marie Pitson: We are told in the question that the company will pay Tax in August.  
	-
	-
	(22)
	-
	-
	-

	Interest payments	Comment by Marie Pitson: We are told in the question that interest payments are 5,000 per month.  The question does not specify what the interest is related to, it could be bank over draft or other borrowing that the company has undertaken. 
	(5)
	(5)
	(5)
	(5)
	(5)
	(5)

	Shop refurbishment	Comment by Marie Pitson: The company has plans to refurbish the shops and we were told in the question that the payments for this refurbishment will be in July, August and September. 
	       -
	  (14)
	 (18)
	    (6)
	       -
	       -

	Cash surplus (deficit)	Comment by Marie Pitson: At this point, we want to determine whether there is a cash surplus or deficit, i.e. is there more money coming in to the business than is going out, or are they spending more than they receive.  So we deduct the cash payments from the cash receipts figure 
	20
	46
	(12)
	(31)
	(19)
	(17)

	Opening balance	Comment by Marie Pitson: We were given the opening balance in the question.  The question stated that the company was overdrawn by 35,000, so the cash surplus of 20 - the overdraft of 35 gives us a closing balance of a deficit of 15.  	Comment by Marie Pitson: The closing balance for june then becomes the opening balance for July and so on. 
	(35)
	(15)
	31
	19
	   (12)
	(31)

	Closing balance
	(15)
	31
	19
	(12)
	(31)
	(48)



(c) [bookmark: OLE_LINK1][bookmark: OLE_LINK2]The (accruals-based) budgeted Profit & Loss Account for the six months ending 30 November is:
	
	£000
	Calculation

	Sales 
	1,170
	230+320+250+140+120+110	Comment by Marie Pitson: Add the sales income for June, July, August, Sept, Oct Nov together. 

	Cost of goods sold
	(702)
	therefore 1,170 x 60%	Comment by Marie Pitson: We now need to calculate the cost of goods sold.   To do this we use the sales total that we just calculated and multiply it by 60% which is the percentage we used for cost of goods sold in the stock budget. 

	Gross profit
	468
	40% X 1,170 (Note 3)	Comment by Marie Pitson: To calculate the gross profit, we use the gross profit percentage given in the question which is 40% and multiply that by the total sales figure.  

	Selling expenses	Comment by Marie Pitson: As this is the P&L we use the selling expenses figures in the month they are charged, not when they were paid.  
	(136)
	24+28+26+21+19+18

	Admin Expenses	Comment by Marie Pitson: We include the full admin charges in the p&l
	(303)
	55+56+53+48+46+45

	Credit card charges	Comment by Marie Pitson: To calculate the credit card charges, we use the sales total x 50% x 3%
	 (18)
	1,170 x 50% x 3% (Note 4)

	Operating profit	Comment by Marie Pitson: To obtain the operating profit figure, we deduct the selling expenses, admin and credit card charges from the gross profit figure. 
	11
	

	Interest payable	Comment by Marie Pitson: To determine the interest payable, we use the loan figure provided in the question, and as advised in the question the interest element represents 20% of each loan instalment.  
	   (6)
	6 months x 5,000 x 20% (Note 5)

	Profit for the period
	     5
	




ii.  We are told that the business is required to eliminate the bank overdraft by the end of November, however the cash budget reveals that this will not be achieved.  There is a decline in the overdraft of nearly 50% over the period, but this is insufficient and the directors must find ways to comply with the bank’s requirements.  

Consideration should be given to delaying the refurbishment programme or to obtaining an injection of funds from the owners or other investors.  

Consideration should also be given to measures to stimulate sales.  However there has been a decline in sales since the end of July and November sales is approximately one third of the July figure. The reasons for this decline should be investigated.  

The stock levels will fall below the preferred minimum level for each of the last three months.  To rectify this situation it will be necessary to purchase more stock, which will in turn, exacerbate the cash flow problems of the business.  

The budgeted Profit & Loss Account reveals a very low profit for the period.  For every £1 of sales, the business is managing to generate only 0.4p in profit.  The business should look carefully at its pricing policies and its overhead expenses.  

The administration expenses for example, absorb more than one quarter of the total sales income. Any reduction in overhead expenses will have a beneficial effect on cash flows.

iii.  The conditions necessary for the success of a system of budgeting are as follows.
· Management must have made a plan for the future.
· The plan must be shown in financial terms.
· It must be possible to make reasonably accurate forecasts, especially of sales, upon which other forecasts are likely to depend.  Also, the organisation must not be subject to too rapid change.
· Managers responsible for each area of an organisation must be willing to co-operate with the budgeting process and with each other.
· The budgetary system must be comprehensively documented and a Budget Manual should be available to all users.
· The process should be led by a responsible person who can liaise with, and co-ordinate the input of the various areas of the organisation.  This person should be suitable senior and have the support of the senior management team.
· The organisation must be able to produce regular, timely, accurate financial information.
· There must be good communication throughout the organisation.
· The various areas of the organisation must be able to change their performance to the plan.
· The system must not pressurise those given responsibility to achieve unrealistic targets.
Some of the behavioural considerations of budgeting are as follows.
· Managers may attempt to build in some “slack” to their expenditure estimates and then try to spend all of their “allowance” to ensure that it is not reduced in future periods.
· The budgetary system may be seen as a device used by management to force staff to work harder.  Conversely, staff may believe that higher productivity and efficiency may mean the organisation requires fewer staff for the same output hence they may work more slowly.
· Operational managers may resent budgets being imposed on them by remote managers without them having been part of the budget setting process.  This could result in negative attitudes.
· Achieving the department targets may come to have paramount importance, encouraging rigidity and discouraging flexibility in decision making and innovation.  
