Transcript T6M2

Slide 1

In this slide we introduce the master budget which is a collection of separate budgets. Each budget can be viewed separately or combined in the final products:

· Cash budget

· Projected income statement

· Projected balance sheet

In this section we will focus on each budget and its culmination into the cash budget. The projected income statement and balance sheet will be discussed in the final section of this topic.

Slide 2

The first budget we will review is the sales budget with the accompanying collections budget. Often the two are combined into one budget or schedule. In our example we will show them as separate entities. In the sales budget we start with budgeted or projected sales in units. These values are multiplied by the price of each unit. This gives us an overview of projected sales per month during the second quarter of THE COMPANY.

Slide 3

Here is the collection budget. Notice that we don’t collect all the cash on our monthly sales during the month of sales. This is particularly true when we make credit sales. In THE COMPANY’s case, 50% of sales is collected in the month of sales and 50% of sales is collected during the month following sales. Now this is a simple example. In real world applications make note that you always have a portion of credit sales that becomes uncollectible. We call that bad debt. It is appropriate to make sure your cash collections reflect these uncollectible accounts.

Slide 4

Following the Sales and Collections budget we prepare the production budget. In the production budget it is determined how many units we need to produce to meet sales projections. This budget is entirely in units. Things to note on this budget:
· Ending inventory in April is beginning inventory in May

· Ending inventory in May is beginning inventory in June

· April beginning inventory is given

· June desired ending inventory is given

The production budget is the starting point for direct material, direct labor and manufacturing overhead budgets.
Slide 5

The direct materials budget can get a bit complicated when you take it straight on.  Take it in parts. First calculate the needed units of materials then calculate the cost of the materials. I’ve kept this budget simple but often purchases are made on credit which means cash disbursements for direct materials follow the month of purchase. In this example we pay cash the month of purchase.

Slide 6

The direct labor budget is one of the simplest budgets. Although it can get complicated when company policies such as guaranteed 40 hour work weeks and overtime are calculated into the mix.

Slide 7

In the manufacturing overhead budget we have both a variable AND fixed component. The variable expense component is calculated based upon direct labor hours and a variable overhead rate. The fixed component such as indirect labor and indirect materials stays constant during the period no matter the activity level. In addition, non cash items such as depreciation of the equipment and building is subtracted from the total manufacturing overhead in order to obtain a correct cash disbursement value for manufacturing overhead.

Slide 8

In this slide we use the manufacturing overhead budget to calculate the predetermined overhead rate (POHR). This was a concept that first came up in topic 3. To determine the predetermined overhead rate we take the budgeted or estimated total manufacturing overhead (including depreciation) and divide by the budgeted or estimated direct labor hours. Direct labor hours is the allocation base that THE COMPANY uses to determine the overhead rate. We will use this overhead rate to allocate overhead throughout the quarter.

Slide 9

The next budget on the list is the selling and administrative expense budget. This is the period cost budget. The last three budgets (direct material, direct labor and manufacturing overhead) were the product cost budget. This budget also has a variable and fixed component. The Variable component is based upon budgeted unit sales. The budgeted unit sales are multiplied by a variable overhead rate. The fixed portion is composed of such expenses as advertising, executive salaries, insurance, non-factory depreciation, property taxes, etc. After the budget is totaled the depreciation and other non cash items such as bad dept expense are subtracted to get true cash disbursements for selling and administrative expenses.

Slide 10

The ending inventory budget calculates unit product cost which will be utilized to calculate cost of goods sold, and also determines ending inventory that is reported on the balance sheet.
Slide 11

Now the previous budgets culminate in the final budget document the cash budget. Cash management is essential for a business to stay alive. Good businesses with great products have gone under due to poor cash management. First item of business on the cash budget is to calculate cash receipts. Second, cash disbursements are subtracted from the total cash receipts and excess or deficient cash is determined. In the case of THE COMPANY there is a policy that next months cash balance must not fall below $25,000. When cash balances fall below the $25,000 THE COMPANY accesses it line of credit with its bank. Go to the next slide where this financing is demonstrated for the quarter
Slide 12

In April $23,000 is borrowed to meet the $25,000 cash balance policy. Over the next two months THE COMPANY repays the $23,000 plus six percent annual interest. To calculate the interest you will need to take the 6% interest and divide it by 365 days of the year. Then calculate the interest expense per day for the balance. Interest is paid at the end of each quarter. In the case of THE COMPANY borrowing $23,000 incurred an interest expense of $156. Now go to the next section to see how this information is used to prepare simple projected income statements and balance sheets.
