
Chapter 11
Profit Planning and the role of budgeting
Solutions to QuestionsPRIVATE 


11-1
A budget is a detailed plan outlining the acquisition and use of financial and other resources over some given time period. As such, it represents a plan for the future expressed in formal quantitative terms. Budgetary control involves the use of budgets to control the actual activities of a firm.

11-2

1. Budgets provide a means of communicating management’s plans throughout the organisation.

2. Budgets force managers to think about and plan for the future.

3. The budgeting process provides a means of allocating resources to those parts of the organisation where they can be most effectively used.

4. The budgeting process can uncover potential bottlenecks before they occur.

5. Budgets coordinate the activities of the entire organisation by integrating the plans of the various parts. Budgeting helps to ensure that everyone in the organisation is pulling in the same direction.

6. Budgets define goals and objectives that can serve as benchmarks for evaluating subsequent performance.

11-3
Responsibility accounting is a system in which a manager is held responsible for those items of revenues and costs—and only those items—that the manager can control to a significant extent. Each line item in the budget is made the responsibility of a manager, who is then held responsible for differences between budgeted and actual results.
11-4
A master budget represents a summary of all of management’s plans and goals for the future, and outlines the way in which these plans are to be accomplished. The master budget is composed of a number of smaller, specific budgets encompassing sales, production, raw materials, direct labour, manufacturing overhead, selling and administrative expenses, and inventories. The master budget generally also contains a budgeted statement of profit or loss, balance sheet, and cash flow data.

11-5
The level of sales impacts virtually every other aspect of the firm’s activities. It determines the production budgets, cash collections, cash disbursements, and selling and administrative budgets which in turn determine the cash budget and budgeted statement of profit or loss and balance sheet.

11-6
No. Planning and control are different, although related concepts. Planning involves developing objectives and formulating steps to achieve those objectives. Control, by contrast, involves the means by which management assures that the objectives set down at the planning stage are attained.


11-7
The flow of information moves in two directions—upward and downward. The initial flow should be from the bottom of the organisation upward. Each person having responsibility over revenues or costs should prepare the budget data against which his or her subsequent performance will be measured. As the budget data are communicated upward, higher-level managers review the budgets for consistency with the overall goals of the organisation and the plans of other units in the organisation. Any issues should be resolved in discussions between the individuals who prepared the budgets and their managers.


All levels of an organisation should participate in the budgeting process—not just top management or the accounting department. Each level participates in the way it best can. Generally, the lower levels will be more familiar with detailed, day-to-day operating data, and for this reason will have primary responsibility for developing the specifics in the budget. Top levels of management will have a better perspective concerning the company’s strategy.

11-8
A self-imposed budget is one in which persons with responsibility over cost control prepare their own budgets, i.e., the budget is not imposed from above. The major advantages are: (1) the views and judgments of persons from all levels of an organisation are represented in the final budget document; (2) budget estimates generally are more accurate and reliable, since they are prepared by those who are closest to the problems; (3) managers generally are more motivated to meet budgets which they have participated in setting; (4) self-imposed budgets reduce the amount of upward ‘blaming’ resulting from inability to meet budget goals. One caution that must be exercised in the use of self-imposed budgets is to have a system of formal review of the budgets which the various managers have established for themselves, to prevent these managers from building too much slack.

11-9
Budgeting can assist a firm in its employment policies by providing information on probable future staffing needs. Budgeting can also assist in stabilising a company’s work force. By careful planning through the budget process, a company can often ‘smooth out’ its activities, thereby avoiding hiring and laying off employees.

11-10
Top – down budgeting refers to a budgeting method where senior management prepare a high-level budget for the company. It’s prepared based on the company’s objectives and then passes it on to department managers for implementation. 

Bottom – up budgeting can be described as when departmental heads/managers prepare their budget based on present information and past experiences and present it to top management for approval. They consider margin pressures and external market conditions to make budget more realistic and attainable.
11-11
Zero-base budgeting requires that managers start at zero levels every year and justify all costs as if all programs were being proposed for the first time. In traditional budgeting, by contrast, budget data are usually generated on an incremental basis, with last year’s budget being the starting point.

Exercise 11-1 (20 minutes) – Silver Company
	
1.
	
	
	April
	
	May
	
	June
	
	Total

	
	February sales:
	
	
	
	
	
	
	
	

	
	   £230,000 × 10%

	
	£ 23,000
	
	
	
	
	
	£ 23,000

	
	March sales:
	
	
	
	
	
	
	
	

	
	   £260,000 × 70%, 

     10%

	
	182,000
	
	£ 26,000
	
	
	
	208,000

	
	April sales:
	
	
	
	
	
	
	
	

	
	   £300,000 × 20%, 

     70%, 10%

	
	60,000
	
	210,000
	
	£ 30,000
	
	300,000

	
	May sales:
	
	
	
	
	
	
	
	

	
	   £500,000 × 20%, 

     70%

	
	
	
	100,000
	
	350,000
	
	450,000

	
	June sales:
	
	
	
	
	
	
	
	

	
	   £200,000 × 20%

	
	 
	
	 
	
	40,000
	
	40,000

	
	Total cash 

  collections

	
	£265,000
	
	£336,000
	
	£420,000
	
	£1,021,000




Observe that even though sales peak in May, cash collections peak in June. This occurs because the bulk of the company’s customers pay in the month following sale. The lag in collections which this creates is even more pronounced in some companies. Indeed, it is not unusual for a company to have the least cash available in the months when sales are greatest.

2.
Accounts receivable at June 30:

	From May sales: £500,000 ×10%

	
	£ 50,000

	From June sales: £200,000 × (70% + 10%)

	
	160,000

	 Total accounts receivable

	
	£210,000


Exercise 11-2 (10 minutes) - Down Under Products Ltd
	
	
	 April
	
	 May
	
	     June
	
	Quarter

	Budgeted sales in units

	
	50,000
	
	75,000
	
	90,000
	
	215,000

	Add desired ending 

 inventory*

	
	7,500
	
	9,000
	
	8,000
	
	8,000

	   Total needs

	
	57,500
	
	84,000
	
	98,000
	
	223,000

	Less beginning inventory

	
	5,000
	
	7,500
	
	9,000
	
	5,000

	Required production

	
	52,500
	
	76,500
	
	89,000
	
	218,000


*10 percent of the following month’s sales in units.

Exercise 11-3 (15 minutes) - Musk Oil
	
	
	Year 2 quarter
	
	    Year 3 quarter

	
	
	First
	
	Second
	
	   Third
	
	Fourth
	
	First

	Required production in bottles

	
	60,000
	
	90,000
	
	150,000
	
	100,000
	
	70,000

	Number of grams per bottle

	
	× 3
	
	× 3
	
	× 3
	
	× 3
	
	× 3

	Total production needs - grams

	
	180,000
	
	270,000
	
	450,000
	
	300,000
	
	210,000

	
	
	
	
	
	
	
	
	
	
	

	
	
	Year 2 quarter

	
	
	First
	
	Second
	
	Third
	
	Fourth
	
	Year 2-Total

	Production needs - grams (above)

	
	180,000
	
	270,000
	
	450,000
	
	300,000
	
	1,200,000

	Add desired ending inventory - grams

	
	54,000
	
	90,000
	
	60,000
	
	42,000
	
	42,000

	Total needs - grams

	
	234,000
	
	360,000
	
	510,000
	
	342,000
	
	1,242,000

	Less beginning inventory - grams

	
	36,000
	
	54,000
	
	90,000
	
	60,000
	
	36,000

	Raw materials to be purchased -
 grams

	
	198,000
	
	306,000
	
	420,000
	
	282,000
	
	1,206,000

	Cost of raw materials to be purchased
  at 150 roubles per gram

	
	29,700,000
	
	45,900,000
	
	63,000,000
	
	42,300,000
	
	180,900,000



Exercise 11-5 (20 minutes)

	
1.
	Krispin Corporation

Manufacturing Overhead Budget

	
	
	
	
	
	
	

	
	
	1st 
Quarter
	2nd 
Quarter
	3rd 
Quarter
	4th 
Quarter
	Year

	
	Budgeted direct labour-hours

	5,000
	4,800
	5,200
	5,400
	20,400

	
	Variable overhead rate

	× £1.75
	× £1.75
	× £1.75
	× £1.75
	× £1.75

	
	Variable manufacturing overhead

	£ 8,750
	£ 8,400
	£ 9,100
	£ 9,450
	£ 35,700

	
	Fixed manufacturing overhead

	 35,000
	 35,000
	 35,000
	 35,000
	 140,000

	
	Total manufacturing overhead

	43,750
	43,400
	44,100
	44,450
	175,700

	
	Less depreciation

	 15,000
	 15,000
	 15,000
	 15,000
	   60,000

	
	Cash disbursements for manufacturing overhead

	£28,750
	£28,400
	£29,100
	£29,450
	£115,700

	
	
	
	
	
	
	


	
2.
	Total budgeted manufacturing overhead for the year (a)

	£175,700

	
	Total budgeted direct labour-hours for the year (b)

	20,400

	
	Predetermined overhead rate for the year (a) ÷ (b)

	£8.61

	
	
	


Exercise 11-6 (25 minutes)
ASHTON COMPANY

	
1.
	December cash sales

	
	£ 83,000

	
	Collections on account:
	
	

	
	October sales: £400,000x18%
	
	72,000

	
	November sales: £525,000x60%
	
	315,000

	
	December sales: £600,000x20%
	
	120,000

	
	Total cash collections
	
	£590,000

	
	
	
	

	
2.
	Payments to suppliers:
	
	

	
	November purchases (Accounts Payable)
	
	£161,000

	
	December purchases: £280,000 x30%
	
	84,000

	
	Total cash payments
	
	£245,000


3.





ASHTON COMPANY

Cash budget

for the month ended 31 December
	Cash balance, beginning
	
	
	
	
	£  40,000

	Add cash receipts:
	
	
	
	
	

	Collections from customers
	
	
	
	
	590,000

	Total cash available before current financing
	
	
	
	
	630,000

	Less disbursements:
	
	
	
	
	

	Payments to suppliers for inventory
	
	£245,000
	
	
	

	Selling and administrative expenses
	
	370,000*
	
	

	New web server
	
	76,000
	
	
	

	Dividends paid
	
	9,000
	
	
	

	Total disbursements
	
	
	
	
	700,000

	Excess (deficiency) of cash available over

disbursements
	
	
	
	
	(70,000)

	Financing:
	
	
	
	
	

	Borrowings
	
	
	
	
	90,000

	Repayments
	
	
	
	
	—

	Interest
	
	
	
	
	—

	Total financing
	
	
	
	
	90,000

	Cash balance, ending
	
	
	
	
	£  20,000




  *£420,000 – £50,000 = £370,000.


Problem 11-7 (40 minutes)

Pearl Products Limited

	
1.
	Production budget:
	
	July
	
	August
	
	September
	
	October

	
	Budgeted sales (units)

	
	35,000
	
	40,000
	
	50,000
	
	30,000

	
	Add desired ending 

  Inventory

	
	11,000
	
	13,000
	
	9,000
	
	7,000

	
	   Total needs

	
	46,000
	
	53,000
	
	59,000
	
	37,000

	
	Less beginning inventory

	
	10,000
	
	11,000
	
	13,000
	
	9,000

	
	Required production

	
	36,000
	
	42,000
	
	46,000
	
	28,000


2.
During July and August the company is building inventories in anticipation of peak sales in September. Therefore, production exceeds sales during these months. In September and October inventories are being reduced in anticipation of a decrease in sales during the last months of the year. Therefore, production is less than sales during these months to cut back on inventory levels.

3.
Raw materials purchases budget:




   

	
	
	July
	
	August
	
	September
	
	Third Quarter

	Required production 

  (units)

	
	36,000
	
	42,000
	
	46,000
	
	
	124,000

	Material A  production 

  needs per unit

	
	 3 cc
	
	 3 cc
	
	 3 cc
	
	
	 3 cc

	Production needs (cc)

	
	108,000
	
	126,000
	
	138,000
	
	
	372,000

	Add desired ending 

  inventory (cc)

	
	63,000
	
	69,000
	
	42,000
	*
	
	42,000

	   Total material A 

     Needs (cc)

	
	171,000
	
	195,000
	
	180,000
	
	
	414,000

	Less beginning 

  inventory (cc)

	
	54,000
	
	63,000
	
	69,000
	
	
	54,000

	Material A purchases 

  (cc)

	
	117,000
	
	132,000
	
	111,000
	
	
	360,000

	* 
	 28,000 units (October production) × 3 cc = 84,000 cc; 

 84,000 cc × 1/2 = 42,000 cc.


As shown in part (1), production is greatest in September; however, as shown in the raw material purchases budget, purchases of materials are greatest a month earlier - in August. The reason for the large purchases of materials in August is that the materials must be on hand to support the heavy production scheduled for September.




