CHAPTER 6

MASTER BUDGET AND RESPONSIBILITY ACCOUNTING

I.  LEARNING OBJECTIVES

1. Describe what the master budget is and explain its benefits 

2. Describe the advantages of budgets

3. Prepare the operating budget and its supporting schedules

4. Use computer-based financial planning models in sensitivity analysis

5. Explain kaizen budgeting and how it is used for cost management

6. Prepare an activity-based budget

7. Describe responsibility centers and responsibility accounting

8. Explain how controllability relates to responsibility accounting

II. CHAPTER SYNOPSIS

Chapter 6 introduces the important topic of budgets. Budgets are the primary financial planning tool used by businesses. The chapter explains how businesses use budgets and budgeting as part of the management process. The concept of responsibility centers and responsibility accounting is also discussed and related to the concept of controllability.

III. CHAPTER OUTLINE

Budgets represent in financial and nonfinancial terms the plans of a business for a specified period of time. Financial budgets are, in essence, financial statements that report expected or proposed future activity instead of what has already occurred. Supporting these financial budgets are nonfinancial budgets that report expected or proposed future activity in areas such as number of employees, new products developed, and number of units produced or sold.

(Exhibit 6-1 illustrates the link among strategy, planning, and budgets.)

Do Chapter Quizzes # 1 and 2.

Assign Problem 6-31.

Budgets are an important part of a well-designed management control system.  A well-designed and properly administered budget can motivate employees, provide feedback for evaluation of performance, and promote coordination between departments. Although companies still need to conduct a cost-benefit analysis to ensure that the expected benefits of a budget exceed the costs of implementing a budget, the benefits of a budget are significant.  

Do Chapter Quiz #3.

Assign Exercise 6-16.
TEACHING TIP 
Students sometimes find it difficult to understand the relationship among the different budgets.  Assigning an exercise that requires students to prepare all budgets and then reviewing the budgets in class helps students better understand and relate to the concepts in this chapter.

Budgets usually cover a specific period of time, such as a month, quarter, or year.  The most common budget is a one-year budget, which may then be subdivided into monthly and quarterly segments.  Preparation of a budget typically begins with an estimate of revenues and ends with the budgeted income statement. A common nine-step approach to developing an operating budget and supporting schedules is as follows:

1. Prepare the revenues budget.

2. Prepare the production budget.

3. Prepare the direct materials usage and purchases budgets.

4. Prepare the direct manufacturing labor budget.

5. Prepare the manufacturing overhead budget.

6. Prepare the ending inventories budget.

7. Prepare the cost of goods sold budget.

8. Prepare the nonmanufacturing costs budget.

9. Prepare the budgeted income statement.

(Exhibit 6-2 provides an overview of the budgeting process .)

 (Exhibits 6-5 through 6-8 display sample budget reports.)

Do Chapter Quizzes #4 and #5.

Assign Exercises 6-16 through 6-19, Problems 6-30 and 6-34.

Budgets are only an estimate of future financial and nonfinancial performance, so it is important for companies to determine in advance the likely impact on performance if actual costs or revenues differ from the original estimates. Sensitivity analysis is a “what-if” technique typically performed with computer software to determine how the financial results will change if one or more of the variables or assumptions in the original budget change.

(Exhibits 6-4 and 6-8 display sensitivity analysis results.)

Do Chapter Quiz #6.

Assign Problem 6-29 PHGA.


Companies are under increasing pressure in today’s competitive business environment to reduce costs in order to maintain or lower selling prices.  Kaizen budgeting is a budgeting technique that incorporates continual reductions in costs into the company budget. Managers are thus required to reduce costs throughout the year or they will not be able to meet their budgetary targets.

Do Chapter Quiz #7.

Assign Exercise 6-25 PHGA, EXCEL.
 

Many companies have turned from traditional costing systems to activity-based costing systems to provide them with better cost information.  For companies using activity-based costing systems, a switch to activity-based budgeting makes sense. An activity-based budget is prepared by focusing on the budgeted costs of activities needed to produce and/or sell products and service instead of using the traditional approach.

Do Chapter Quiz #8.

Assign Exercise 6-24 PHGA, EXCEL.

An organizational structure includes lines of responsibility within the organization.  Responsibility is assigned to managers who are then held accountable for their actions in planning and utilizing company resources. Four different types of responsibility centers are cost centers, revenue centers, profit centers, and investment centers. Responsibility accounting measures budgeted and actual performance by responsibility center.
Do Chapter Quiz #9.

Assign Exercise 6-26 PHGA. 

Controllability refers to the degree of influence that a manager has over the revenues, costs, and other related items for which the manager is responsible.  Controllability can be difficult to determine exactly because most items can be affected or influenced by the actions of more than one manager, and because the controllability of items depends to a certain extent on the period being measured since most items are controllable in the long run. Responsibility accounting should focus first on whom to ask for information and not on whom to blame.

Do Chapter Quiz #10.

Assign  Problem 6-32.
IV.
CHAPTER 6 QUIZ
1. Budgeting is the common accounting tool companies use for planning and controlling.  Budgets

a. provide a measure of planned financial results.

b. focus managers’ energies on exploiting opportunities.

c. help managers anticipate potential problems.

d. enable managers to control through a set of specific activities with defined corrective actions.

2. [AICPA Adapted] Dewitt Co. budgeted its activity for October 2004 from the following information:

· Sales are budgeted at $750,000.  All sales are credit sales and a provision for doubtful accounts is made monthly at the rate of 2% of sales.

· Merchandise inventory was $120,000 at September 30, 2004, and an increase of $10,000 is planned for the month.

· All merchandise is marked up to sell at invoice cost plus 50%.

· Estimated cash disbursements for selling and administrative expenses for the month are $105,000.

· Depreciation for the month is projected at $25,000.

      Dewitt is projecting operating income for October 2004 in the amount of

     a.  $105,000.

b.  $119,000.

c.   $129,000.

d.  $230,000.

3. Which of the following is not a major benefit of budgets?

a. Compels planning 

c.  Provides performance criteria

b. Eliminates innovation

d.  Promotes coordination and communication

The following data apply to questions 4 and 5.


Hester Company budgets on an annual basis for its fiscal year.  The following beginning and ending inventory levels (in units) are planned for the fiscal year of July 1, 2004, through June 30, 2005.






July 1, 2004
June 30, 2005

Raw material1
 
    40,000
       10,000


Work in process

      8,000
         8,000


Finished goods

    30,000
         5,000


1 Three (3) units of raw material are needed to produce each unit of finished product.
4.
[CMA Adapted] If Hester Company plans to sell 500,000 units during the 2004-2005 fiscal year, the number of units it would have to manufacture during the year would be


a. 505,000 units.
b. 500,000 units.
c. 480,000 units.
d. 475,000 units.

5.    [CMA Adapted] If 450,000 finished units were to be manufactured during the 2004-2005 fiscal year by Hester Company, the units of raw material needed to be purchased would be


a. 1,350,000 units.
b. 1,360,000 units.
c. 1,320,000 units.
d. 1,330,000 units.
6.  
Which of the following does not pertain to financial planning models in software form?

a. Reduces computational burden and time required to prepare budgets

b. Eliminates need to update budgets as uncertainty resolved

c. Assists managers with sensitivity analysis

d. Performs calculations that are mathematical representations of relationships in master budget

7. The major cost management concept used in kaizen budgeting is that of

a. eliminating inventories of every type but materials.

b. refinements in the indirect-cost categories for costing systems. 

c. continuous improvement.

d. sensitivity analysis using computer-based financial planning models.

8. Activity-based budgeting for a setup activity would require budgeting costs

a. separately for the setup activity.

b. for the department in which the setup activity would occur.

c. on a per unit basis for the number of units involved in the setup.

d. separately for variable and fixed categories for the setup activity.

9. Which of the following statements does not describe responsibility accounting?

a. It measures the plans and actions of each responsibility center.

b. It budgets to emphasize that for which each responsibility center is accountable.

c. It calculates variances between budgeted and actual for each responsibility center.

d. It identifies managers at fault for operating problems by reports for each responsibility center.

10. The important question to ask in explaining how controllability relates to responsibility accounting is:

a. Whom to blame?



c. Whom to hold responsible?

b. Whom to  ask?




d. Who has control?

The following data apply to questions 11 and 12 [Appendix]:

Information pertaining to Brenton Corporation's sales revenue is presented in the following table:




  
February
 March

  April



Cash sales

$160,000
$150,000
$120,000


Credit sales

  300,000
  400,000
  280,000

     Total sales

$460,000
$550,000
$400,000
Management estimates that 5% of credit sales are not collectible.  Of the credit sales that are collectible, 60%  are collected in the month of sale and the remainder in the month following the sale.  Cost of purchases of inventory each month are 70% of the next month's projected total sales. All purchases of inventory are on account; 25% are paid in the month of purchase, and the remainder is paid in the month following the purchase.

11.
[CMA Adapted] Brenton's budgeted total cash receipts in April are

      a. $448,000.


b. $437,000.

c. $431,600.

d. $328,000.

12.
[CMA Adapted] Brenton's budgeted total cash payments in March for inventory purchases are
      a.  $385,000.

b.  $358,750.

c.  $306,250.

d.  $280,000.

CHAPTER 6 QUIZ SOLUTIONS:  
1. D   2. A    3. B  4. D   5. C    6. B   

7. C   8. A   9. D   10. B   11. C   12. B
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