	Welcome to the guided example for the self-study problems from Chapter 10 – Strategy and the Master Budget

The requirements in this self-study problem will be asking to prepare a sales budget, a production budget in units, a direct materials purchases budget in physical quantities and dollars, a direct manufacturing labor budget, a cash budget, and budgeted income statement.

	The requirements relate to the learning objectives of 

· Describing the role of budgets in the overall management process
· Outlining the budgeting process, and 
· Preparing a master budget and explaining the interrelationships among its supporting schedules

With this information in mind, let’s look at the facts in the case.

	Hansell Company’s management wants to prepare budgets for one of its products, duraflex, for July 2013. The firm sells the product for $80 per unit and has the presented information with respect to expected sales (in units) for six months in 2013. 

	The firm’s policy is to maintain an ending inventory each month equal to 10 percent of the following month’s budgeted sales, but in no case less than 500 units. The production process requires 4 pounds of dura-1000 and 2 pounds of flexplas. All materials inventories are to be maintained at 5 percent of the production needs for the next month, but not to exceed 1,000 pounds. The firm expects all inventories at the end of June to be within the guidelines. The purchase department expects the materials to cost $1.25 per pound for dura-1000 and $5.00 per pound of flexplas.

	The production process requires direct labor at two skill levels. The rate for labor at the K102 level is $50 per hour and for the K175 level is $20 per hour. The K102 level can process one batch of duraflex per hour; each batch consists of 100 units. The manufacturing of duraflex also requires one-tenth of an hour of K175 workers’ time for each unit manufactured. 

Variable manufacturing overhead is $1,200 per batch plus $80 per direct labor-hour. The company uses an actual cost system with a LIFO cost-flow assumption.

	On the basis of the preceding data and projections, you are to prepare the following budgets:
a Sales budget for July (in dollars).
a Production budget for July (in units).
a Production budget for August (in units).
a Direct materials purchases budget for July (in pounds).
a Direct materials purchases budget for July (in dollars), and finally,
a Direct manufacturing labor budget for July (in dollars).

	The sales budget is fairly straightforward.  You start off with budgeted sales in units, which is 6000.  Of course, there is a lot of work being done behind the scenes to get that number, which would include discussions with sales and marketing, but we will simply accept the fact that this is the projected sales for the month.

	The budgeted sales are multiplied by the expected selling price to come up with the budgeted or expected revenue for the month.

	The production budget takes into consideration the amount of desired ending inventory plus the amount of inventory needed to meet the current sales projection.  The rule for coming up with desired ending inventory is going to be the higher of 500 or 10% of the following month projected sales in units, which in this case is 700 units.  

	To that you add the budgeted sales of 6000, and so 6700 units are needed, but that does not mean they all have to be produced because there might be the beginning inventory.  

	The beginning inventory on July 1 would have been the ending inventory on June 30, and, following the rule of the higher of 500 or 10% of the next month sales, which is budgeted to be 6000 for July, means 600 units.  So there should be six hundred units on hand at the beginning of July, meaning only 6100 units need to be produced in July.

	The production budget for August follows a similar approach.  Starting with the desired ending inventory which would end up being 800 units, which is 10% of projected sales for September.  The budgeted sales for August were 7000 units so the total needed in August is 7800, 

	but again, the expectation is that the ending inventory for July would be 700 units, meaning the beginning inventory for August would be 700 units, and so 7100 units need to be manufactured in August.

	To prepare the direct materials purchases budget you start out by determining the quantity of materials needed for production in the current period.  6100 units are expected to be produced and each unit should have 4 pounds of the first raw material, which total 24,400.  Two pounds of the second raw material are also needed, which equals 12,200 pounds.  

	Like the finished products, there is a target inventory for this direct material, which in this case has a rule of the lower of 1000 or 5% of the next month production needs.  Remember that the production budget for August was 7100 units, so 5% of the August production needs are 1040 pounds of the first raw material, and so, following are rule, go with 1000 pounds.  However, for the second raw material, 5% of the August production needs are 710 units and so that will be the target inventory.  The result is the total material requirement.

	From the total material requirements, subtract the expected beginning inventories.  If the rules are followed, you would expect there to be 1000 pounds of the first raw material in beginning inventory and only 610 pounds of the second raw material in beginning inventory for July and so 24,400 pounds of the first raw material and 12,300 pounds of the second raw material will need to be purchased.

	The direct materials purchases budget can now be put into dollar terms by simply multiplying the budgeted purchases of each quantity of each raw material by its respective expected cost per unit and so the total budgeted purchases is $92,000

	The direct labor budget is fairly straightforward because you do not have to worry about inventory of labor hours.  Again, the given information says that it takes one hour per batch for the K-102 class of labor and 10 hours per batch for the K-175 class of labor.  

	Since each batch contains 100 units and expected production was 6100 units, there is expected to be 61 batches, meaning 61 hours of type I labor and 610 hours of the second type of labor.  

	The labor hours are multiplied by the expected rate per hour and so the total direct labor budget is $15,250.

This completes the first set of requirements.

	Moving on
Hansell Company expects its trial balance on June 30 to be as presented in this slide

	Typically, cash sales represent 20 percent of sales while credit sales represent 80 percent. Credit sales terms are 2/10, n/30. Hansell bills customers on the first day of the month following the month of sale. Experience has shown that 60 percent of the billings will be collected within the discount period, 25 percent by the end of the month after sales, and 10 percent by the end of the second month after the sale.  Note that this totals only 95% of credit sales.  Management thinks 5 percent will ultimately be uncollectible. The firm writes off uncollectible accounts after 12 months.

	The firm makes all purchases on credit and the purchase terms for materials are 2/15, n/60. The firm makes all payments within the discount period. Experience has shown that 80 percent of the purchases are paid in the month of the purchase and the remainder is paid in the month immediately following. In June 2013, the firm budgeted purchases of $25,000 for dura-1000 and $22,000 for flexplas for a total of $47,000.

	In addition to the variable overhead already mentioned, the firm has a monthly fixed factory overhead of $50,000, of which $20,000 is depreciation expense. 

The firm pays all manufacturing labor and factory overhead when incurred.

Total budgeted marketing, distribution, customer service, and administrative costs for 2013 are $2,400,000. Of this amount, $1,200,000 is considered fixed and includes depreciation expense of $120,000. The remainder varies with sales. 

The budgeted total sales for 2013 are $4 million and all marketing and administrative costs are paid in the month incurred.

	Management desires to maintain an end-of-month minimum cash balance of $40,000. The firm has an agreement with a local bank to borrow its short-term needs in multiples of $1,000 up to $100,000 at an annual interest rate of 12 percent. Borrowings are assumed to occur at the end of the month. Bank borrowing at July 1 is $0.

	For this fact pattern you are asked to prepare the cash budget and a budgeted income statement for July 2013.

	To start off the cash budget you know there was $40,000 on hand as of the beginning of the period.  Cash inflows will come from current period cash sales and collection of prior sales on credit.  Sales for July were $480,000 and it is expected that 20% of sales will be for cash, which is $96,000.  Some of the credit sales in June will be collected in July.  Sales in June were 5500 units at a price of $80 each.  Of that amount, 80% is expected to have been sales on credit.  60% of that 80% is going to be collected within the discount period, and so those customers will take advantage of a 2% discount and only pay 98% of what they owe.  Another 25% of that 80% will not take advantage of the discount and pay their full balance.  Finally, some of the credit sales for May will be collected in July.  Sales in May were 5400 units at that price of $80 and again 80% of all sales were expected to have been on credit.  Management expects that 10% of credit sales will be collected two months after sale, which in this case would be July, and so that is $34,560 and a total cash inflows from operations is $425,536.

Next is the cash disbursements.  Management expects to take advantage of all discounts related to purchases, but that does not mean they have to actually pay in the month of the purchase.  In other words, some of the items purchased in June on credit will not be paid for until July.  Total purchases in June for the two raw materials was $47,000.  20% of that amount is expected to be paid in the following month, which in this case is July, and they plan to take advantage of the 2% discount so they only pay 98% of the amount owed or $9212.  July purchases amounted to $92,000 and they expected to pay 80% of that total amount and take advantage of the 2% discount for all those items.  The result is payment for purchases equaling $81,340.
Direct labor is paid in the month that is earned by the employees that is fifteen thousand two hundred fifty dollars.
Variable factory overhead is made up of two parts, first is the $1200 per batch multiplied by the 61 batches that will be produced, and to that add the other component of variable overhead which is expected to be $80 per direct labor hour for 671 direct labor hours expected for a total of 126,880.
Fixed overhead is expected to be $50,000 but of that 20,000 is depreciation which is not a cash expense and so that leaves 30,000 of cash fixed overhead.
Finally is the marketing and administrative expenses.  There are two parts, the variable and fixed parts.  The total is expected to be 2,400,000 but of that one half is expected to be fixed, leaving 1.2 million of variable.  These variable costs are assumed to move with sales and so sales is the allocation base.  Take the budgeted variable overhead and divide by the total sales to come up with a variable overhead rate per sales dollar and then multiply by the sales dollars for the period which is $480,000, meaning variable overhead is budgeted to be $144,000.
Finally is the fixed marketing and administrative costs.  The estimated total is $1,200,000 but of that 120,000 is expected to be depreciation, which again, requires no cash.  The remaining balance is divided by 12 months giving a budgeted cash fixed marketing administrative expense of $90,000 for the month and total expenditures of $487,047.  You now see that the total cash flow from operations is $-61,934.

Remember that management expects to have a minimum cash balance of $40,000 at the end of any month.  The company started with $40,000 in July but is expected to have negative cash flow of nearly $62,000.  The company therefore, must borrow funds.  Remember that they must borrow in increments of $1000.  In order to meet their target minimum of $40,000 the company will borrow $62,000 and the ending cash balance will be $40,066.

	The final requirement is the preparation of the budgeted income statement for July.  You will be working with information that was provided or that you have already generated to prepare the statement.  Start with sales; you know that was budgeted at $480,000.  From sales you subtract the cost of goods sold under the LIFO basis.  The cost per unit is $46.50 multiplied by the 6000 units for a total of $279,000 and the gross margin is $201,000.  But now some details about the cost of goods sold.  The company is using the LIFO basis and from the production report you saw that 6100 units will be produced in July but only 6000 units are being sold in July and so therefore using the LIFO cost flow assumption, all units sold in July would have been produced in July.

Looking at the details, first is the direct materials.  Remember that each unit had two different raw materials, four pounds of the Durrah and 2 pounds of the flex plass and each had expected costs the Durrah was $1.25 per pound and the flex plass was $5 dollars per pound and so the total is $15 of direct materials per unit.

[bookmark: _GoBack]The direct labor comes next and they were two classes of labor.  For the first class of labor there was one hour per batch and a batch has 100 units so .01 hours per unit at a cost of $50 per hour.  For the second class of labor there was 10 hours per batch of 100 units or .1 hours per unit at a cost of $20 per hour and so the total labor cost is $2.50 per unit.

Then there is the overhead which has three components.  The first is the batch related and there were 61 batches at a cost of $1200 per batch that total would be divided by the 6100 units to equal $12 per unit.  You could have also taken the $1200 per batch and divided by the batch size of 100 units to get $12 per unit.  Next is the direct labor related overhead which is $80 per direct labor hour for all 671 hours and again that is divided by the 6100 units to get a total of $8.80 per unit.  Finally is the fixed overhead which was $50,000 per month divided by the 6100 units equaling $8.20 and the total overhead is $29 for a total cost per unit of $46.50

To complete the income statement you now subtract the selling and administrative expenses.  There are variable expenses, and from the cash budget, that was $144,000.  There were also fixed expenses which total $1,200,000 and again assuming that occurs evenly throughout the year the total is divided by 12 to equal $100,000 per month for total selling and administrative expenses of $244,000 and the budgeted operating loss is $43,000

	Through the completion of this self-study problem you have prepared a sales budget in dollars, a production budget in units, a direct materials purchases budget in terms of both physical units and dollars, a direct materials purchases budget in dollars, a direct manufacturing labor budget in dollars, a cash budget, and finally, a budgeted income statement.



