Table of Contents

Chapter 1 - Introduction to Budgeting .......cccoveeerrcsrirscnsesscssesscnncserencssrensnennenes .1
The Advantages of BUAZEIING.........cccooveiirieeiiee et 1
The Disadvantages of BUAGETING. ...........c..ccociiiiiiiiiiiiii it 2
Capital Budgeting ProbIIms ...............cocooiiiiieiieeeeee et 4
The Command and CORtrol SYSIEM ........ccoiveeirieiie e esies s snre e res e sre e snreesneass b]

Behavioral: Impacts:..c.cmmassmsnnsmnidiibadaiinibnadrnndvhelanbll st 6
BUTEAUCTALIC SUPPOTL -.eeeiiiiieieieiet ettt e eae et re et e ree e eeesseeseeseaneesesnessenseneeseensanenan 7
INTOTMBHION SHATINE iv-va vveisivissnsssassansseaissvsssaissssseassssansass wassatssssssassssssaassisaisrinsesisssusseases 7

Chapter 2 - Cost-Volume-Profit Analysis.....cccveriimimsniinennnniimisisissmmmssssss. 9
CORIFIOUTION: VGRS oo it s v b oy s oo a0 33 o e e Sttt sk e ciaantn. 9
Contribution Margin InCome SIAIEMENL ...............ccocevuiiirieiiiiie et 10
Breakeven POIRL ...ttt ree sttt et sttt b b ieeae e 12
Margin Of SAFELY.......c.cooeiiiiie e s 15
Cost-Volume-Profit ARGIVSTS............ccccvoviviiiiiiiiai it 16
SAIES MIX ..ottt n e e eeean 18

Chapter 3 - The System of Budgets.........ccceecvrersnrsncssnsssaessens S — 21
The SYSTEm Of BUAZEIS............coooereeeieieciieseieeie s ese st se st snasss e sse et eseassssessensesnesees 21
Operating Decisions Impacting the System of BUdZelS...........cooovvvverrvvnieirnsiseresnenens 27
The Reasons [or Buagel JICHGHONS s ssvsivms v s cis e in S e e i s e s e was 28
The Number.of BUAGEl SCONITION. < s ussnscssessssssemssss st i s s ariuaany 30

Chapter 4 - The Revenue Budget TN e R PR P D ST 33
Overview of the ReVenue BUAZEL..............cccoccvuviviieiirenieerieereieesee et 33
The Detailed Revenuue BUAGEL ................cccccvuiiiiiiiiieiiiteeieeiee ettt 34
Responsibility for Revenue INfOFMATION .................ooeiveiiviiiiieiiee et 37
Sources of Revenuie INfOrMALION .............cccoooiiiiiiiniiiiiiieacei et 38
The Impact of Pacing on the ReVenue BUAZEL............c.cccocevvvvvaveeerisesieeeinssiseeeieessesinne s 40
The Inherent Variability of the Revenue BUdger ...............cccoovuiiviniiieniioniieieieieneeeens 41

Chapter 5 - The Ending Finished Goods Inventory Budget .....c..cocvveierunienrerninssnsesnssnnns 43
EAding InVeniory ASSUBTDIONS: i v vceioy s ies oo s S i s en s, Codh couie e it ey 43
Impact of Changes in ERding INVERIOTY...........cccocoooiiiiioiaiieiieeee ettt 45



Table of Contents

The Ending Finished Goods Inventory Budget ...................

Chapter 6 - The Production Budget

The Production Budget ...............cccccocevniiiniiniiiniieinens
Other Production Budget Issues ............ccoooevivnneininnen
Budgeting for Multiple Products............cccccooovicievnnnnanens.

Chapter 7 - The Direct Materials Budget

45

49
49
50
52

54

The Direct Materials Budget (Roll up Method) ..................
The Direct Materials Budget (Historical Method)..............
The Direct Materials Budget (80/20 Method).....................
Anomalies in the Direct Materials Budget..........................
The Role of the Direct Materials Budget.............................

Chapter 8 - The Direct Labor Budget

The Direct Labor Budget (Traditional Method)..................
The Direct Labor Budget (Crewing Method)......................
The Direct Labor Budget for Manufacturing Cells..............
The Cost of Direct Labor ............ccccovveeiiiciiiniiie,

Anomalies in the Direct Labor Budget.....................c..........

Chapter 9 - The Manufacturing Overhead Budget

The Manufacturing Overhead Budget..................c...co.....
Overhead Allocation between Periods...............cccc.c.......

AGAIIONA] ISSUBE o i covoimer s sames o sovnsess e siss s assss iss s

Chapter 10 - The Cost of Goods Sold Budget

54
56
58
59
60

62
62
64
65
66
66

69
69
71
72

74

The Cost of Goods Sold Budget ................cc.occcoveeienneenn.

74

Chapter 11 - The Sales and Marketing Budget

Types and Timing of Sales and Marketing Expenses ..........
Structure of the Sales and Marketing Budget.....................
Sources of Sales and Marketing Expense Information........
Analysis of the Sales and Marketing Budget .......................
Diminishing Returns Analysis............ccc.ococovveiiiininninnns
Sales and Marketing Pacing ..............cccovvvvvicinnncnninns
The Impact of Bottlenecks on the Sales and Marketing Budget

Table of Contents

Sales and Marketing Metrics ..........omsesvivsceneeann L LA GLRIG L L L IAL

Chapter 12 - The Research and Development Budget

General Funding for Research and Development ..o
Research and Development Funding DeciSions..................cccoceeiviiiiiininnineicens
‘Expected COMMERCIAL VRIUE oitc srssmisisess iusissssss s 56 dessaiss sossss s v srini Soess i s Tes oussiaes
o] e T
Project.Selection ISsues.....cusiisicsssivivinisssissinnaison it a0 b AL g
The Project Failure Rate.......ocovisiisisiviveinmssssisessmns b Sad Bl inmatanttl s
Structure of the Research and Development Budget .................c.cccococoivionioaninnanns
ONEOING ProJCet ARGIVSIS ...e.oooorunhsedsos i sies it s E s H 00 R SRS (U ER SN s S b AT e
Research and Development Measurements.................cccocveirivincinniniinins

Treatment of Cancelled Projects................cccocvviiiiiiininnen s

Chapter 13 - The Administration Budget

The AdMIRISIFALION BUCZEE .........c.cooveviieeiieee e et e
Cost Variability in the Administration Budget ....................ccccoiiiiiiiciiic
Allocation. of Administration EXPEnSes..............uussvsssvessisassss b il i bvdvnnitidaiis

Service-Based CoSURG. . .ss v sk iblith ke Bl INEL L raslnm ot ®

Chapter 14 - The Capital Budget

Overview of Capital BUAZELING..............cc.ccoiviiiniiiiiii s
Capacity Expansion Strategy ... s
Capacity Reduction Strategy............ccouviviiiiiiiiiiiinise e
RISI LEVEIS i ncivivsrndviviaiisvivnssssmsmnssssssmunsmmsossenssssusnessusnssnesnsanesasbibbiskve hodosthiisthesfosbovutbi s b
Additional Risk Factors for International INVeSIMENLES ...........cccoceviiiniinenivniincniieens
BottleBeck ANGIYSIS .......ouecvcciicincnincnies s SR E R i sl evsdennn AT
Net Present Value ANQIVSIS ........ccooveiiiiiiieeicceees e s
The Payback Method................ccccccoviiiiiiiiiniiiiiiiii s
Capital Budget Proposal Analysis ..

e CHILSOUTCING DBCISTON 513 w5855 e s 53 VSV {60 0S T 38U s RSO 0 4 deh a6 o
The Capital Budgeting Application FOTM...........covrivmmsisninississnesinsespasssssssssssesssasns
e L oSt InSIGllation REVIEW: o vuicsseus i svussissistine s s ot isei st susesis oe [evestissus csiandonssnsanianast
The Lease versus Buy DeciSiON............ccccocvivveiiiicicniininie e

Capital Budgeting with Minimal Cash..............ccccvvevniniinininnii e

il

.95

103
103
105
106
107

118



Table of Contents

Chapter 15 - The Compensation Budget

The COmpensation BUAZE! ...............cccoouviiiiiiiiis et
The Treatment of Hourly Pay and OVEFtime...............ccoovvcuiiciiiniscnesee e
The BeNefits BUCZET ...........ccvioeuieeiieiiieet ettt
The Heateount BUCEEE . s i st i msssis s s s aasessass s sistors siugissssoisssssns

The Link between Budgets and Bonus COMPERSALION............c.coeverriviervrsieriierennennisnns

Chapter 16 - The Master Budget

The Budgeted Income StQtement ...........ccoinaniiiasnimsimes i S anh i

Components of the Budgeted Balance Sheet ..................cccoeveiviicinniiiinniniincn
ACCOUNTS RECEIVADIC v eiiiionitivssiins fasie st sws et don s i8S A e Ao Ea g
IRVentory viish e i e il e i e s et e
Fixed ASselse vassnnmmmmnmnannnnpenrssssddinnsannalannmonran

The Financing BUGGEL. .. ......c.seveviessssioniss s s ssssassessn il U A gionsinnineposh o mas bkt fumsii
The Budgeted Balance SHeet.............ccccuivviiivviiiiiiiiesieisssiesssssssssssss s

Accompanying DOCUMERTALION ...............c.coovviiiiiiiiiiiiii s

Chapter 17 - Nonprofit Budgeting

The Revenue BUAZEL. ...ttt sttt saesesenene
The Management and AdmiRISIFAION BUAZGEL ...............cccouriveerioiriiniineeeieseeese s
The Fundraising BUlBer. . uc: s issssasss isienons o 55 st out coss sy vons sotsostaisssasy
PrOgTan cd Grant-DUGOCIS: v s v i s s T3 45 S e o i SHds s Rt

Chapter 18 - Flexible Budgeting

The Flexible BUAGEL ......c.cvvesiinsivmsisnssissinisssssssmmsssaiosnssnsonssssss Sranh st ovole b et
The Flexible Budget VAriQnee. ..ottt
Advantages of Flexible BUAGEIING.................cooouvrioiviniiiiieecestree s
Disadvantages of Flexible BUAZEIING ............cccccoooviiiieieiieee e

Chapter 19 - Cost Variability

MIXEA COSIS ...ttt
Labor-BaSed Fixed COSIST it sismssseiss s o s 6o s aass s e § s ST asesussusitasis
Costs Based on Purchase QUARNTITIES ...............coccveueiieiieeeeieeseeaneeeee e
Costs Based on Production Batch SiZING .........ceueeevvsecosinssesossssesisssssssssassssasssssomsassnssns
COST BaSed On S1eD COSIS & st iviiun o iouetisss s sty osi et sl s s dss it S50k o S TN b s 0E

TIe-BaSCICOSIS - et iass e s e s S e S e oA s ey b Ao 53

130
130
133
134
135
136

139
139

141
141
144
146

151
154
155

157
157
159
160
162

163
163
165
165

168
168
170
171
173
173
174

Table of Contents
EXPErience-Based COSIS........c..uvviveeievieieeiiisssiiessesessissisessssssssessenessssssesesssesssnssasessssssons 175
Incorporating Cost Variability into REPOFLS ............cccoouveveiiinieeeneesseee e 177
Chapter 20 - The Zero-Base Budget 180
Incremenial BUABEHIRD . v i st s ot tsiesisyis ok sis s s e o e fo¥i sk sheossdSasilhs 180
Overview.of Zero-Base Budgeting .........ccuuscemsviarsnanssevivistisssbbinnsssssbontion fatih sl s 3 181
The Zero-Base Budgeting PrOCESS ...........oovvceveeeerieeeiviisiesesssessessessiessessssssssssssssssesssans 182
Step 1 - Develop Decision Packages ........ccoooocvvviiiiiiiiniiiniicccecee 182
Step 2 - Rank DIecision Packapes:: ua il minlomei i v s . 187
Advaritages of Zera-Base BUdoeling wvvis s s e e s s 189
Problems with Zero-Base BUAZEING.............ccccooveiiiiiiiiininiiceeetienteeeenae e 190
Conditional BUAGEHING .............ccocviiiiiiiiiiiiieite et 191
Chapter 21 - Operating without a Budget 193
Alternatives 10 the BUGZEL ...............cccocveuevieiieeiiieieeieeseeeeeeeee e 193
Florecasting Without Q-BUAZel c.ciiuriisvissssississnsnssss ssssosaesssssusins sessastys sssvs s sousessass 195
C APl BUAGEIING . isx i3 uve5vsassevonesisnssons iée siussnssansas sesshwodsasussdass s susmsshans soasshsssusases siamsmevind 196
Goal Setting WithOut @ BUAZEL ..............ccccooovveveeirieieieeeeeeiee e ssee e 198
SIrAIeTy WItHOUE @ BRAGET . iii..xiee i sisseissansss ssossensssiss s st eseisses s st o Te s oses sus 199
Management GUIARTINES....................ccccoviriviiiiriiiieerees s 200
The Role of Senior Management ................c..covovveninisienieieiessienrseese s 200
Corporate Staff Roles ... isissimmeiid il it Lashed, 202
Board APProvals..........corneeveevrivsesnsibisdit el i b i Bt SN S e nais siae e g e srmenia 23 4 202
Compensation Without @ BUAZEL ...............ccceeiiciiiniioiiiiies s 203
Controls Without @ BUAZEL ................cccocuvevemeriineriireiseee e sassss s s seneseeeens 205
Behavioral NOTIIS .............c.coociioiiiiiiiiiiiiee sttt 206
PrOfit KROWICAZE ...t 207
INfOrmation EXCRANZE..............ccoovivnneieeise sttt e 207
Hiring, Promotions, and CORBIAUILY...............cccovvureieniieeie e ens 207
CUSIOMEr OWRHEISHID. ... .ccovciieconivsinsvisinsssmnseimesssnansarisatesstb A SRR D Rt s S 208
Service:Center LrICING i i is i s pas i s St s b Sl bl 208
Aceounting REPOFLS: v iimn st G G e s e 209
Transier PRICING iusins vt s ner i st i 211
THVESIOP - REIOIONS siiisssvessisssnssis Sims issiios daesstinss s i saa s s fo8 e vk B e e e e AR 211
Implementation of the No-Budget ERVIFONMERL ..............ccoccccoiiiiiniiiiiiieiiesc 211
v



Table of Contents

Chapter 22 - The Rolling Forecast 214
The Rolling: Forecast PrOCESS .......ovevssvron TG o8 N b oo it 214
TheRolling Forecast FOrmarin S 0aasibiv v iimiaisssnsssvais s s e v e e 216
CORHRYOUS BUGBCHNG - ovissssssrssnst migsris ot s R RS s e s e 219
Chapter 23 - Budgeting Procedures 220
Procedure — Formulation of the BUAZE ...t 220
Procedure — Issue Budget Variance RePOrLS ...............cccooceoveveeereeioeeeeeeeeeeeeeeeeeseenns 223
Procedure — Subsequent Account CRANGES...........................ccocovovesooreseeeeeeeeres s seseen 223
Chapter 24 - Budgeting Efficiencies 225
Budget Model EffiCIENCIES.........c.coco.ooeeieeserieeeeeeee e eeese sttt 225
Spreadsheet Error CheCKIng ..........ccooviioiiiiiieiiinieeeiceece e 225
Verification OPPOTTUNITES .......vev.evreeieeerieieseee et s 228
Simplification OPPOTtUNIIES............coveeriisiieirie e 229

SIMPLfICAtION OV TIME ..vvevviiieirrieceeiiist st er et s e s s 230
Budgeting Process Efficiencies ...............cccociviiviieiriioeoiieieees e 230
Participative BUAGELING ..................ccccoceiviiinniisinieeieieeee e e 231

Chapter 25 - Budget Reporting 233
General REPOFHING FOFMGL............cccccccovciiiieiioieeeeeeoeee oo eee e s eesenes 233
IREVEHNE R CDOTIINE 55 ciese o5 5555550 e TR a3 B A SO ES s EH 45 o e e mmcsnnsem e aman 235

Selling Price Variance . 236

Sales Volume Varance i uumsiiimsniniinins e ol Ta s p e 237
Overview of Cost of Goods Sold Variance Reporting..............ceeevvveeeeeeeeereeeseeesrenens 238
The Purchase Price Varianee. ... wmeenceeissoseesssmeen ettt B i Sbid B e o bewontiti) 239
Material Yield Varianee.......c..cwecurerisssmsonsnsssssmsssessssssessssessssilobs iivn s M vasas doso L2088
Labor Rate Variance..............coeeeeeereeveeeereresoseeeneeeen,

Labor Efficiency Variance ...............cccovven...

Variable Overhead Spending Variance

Variable Overhead EffiCiency Varianee........................ccc.c...oocovovovoverereeeeieeses e 244
Fixed Overhead Spending VariGnee ..........................cc..ccoovooeveeeveeeeeeeeeeeeeeeeeeeeeee s 245
Problems with Variance ARGIYSIS ................cco.ooovmvererieeieseeeeeeeseeeeee e e 246
Which Variances to Report ...................cccccccccvoemimrorinins i 246
How 10 Report VAFIANCES ..ot 248
Chapter 26 - Budgeting Controls 250

vi

Table of Contents

Budget Creation CORIOIS ..c.iuiiibiniimnsiiniysmssssmsesiisssnstonssssssssnss s sssnn i ds i 250
Budget Integration CONIrolS ................cccoiiiiiiiiiiiiiiiieiieee et 251
Appendix - Sample Budget 254
Glossary 260
Index 266

vii



