Budgeting: |
Profit Planning
and Control

- FOURTH EDITION

Glenn A. Welsch, ph.D., C.P. A.

The John Arch White
Professor of Business Administration
and Professor of Accounting

The University of Texas
Austin, Texas

TECHNISCHE HOCHSCHULE DARMSTADT
Fachbereich 1
Gesamibibliothek

Betriebswirtschaftslehre
Inventar-Nr. : .24, §SS.
Abstell-Nr. /4 70 [OIOIO

Sachgebiete:
2.0

Prentice-Hall, Inc., Englewood Cliffs, New Jersey

v,



Contents

ILLUSTRATIONS xi
SCHEDULES xv
PREFACE xix

chapter one
THE MANAGEMENT PROCESS 1

Plan of the Book, 2

Comprehensive Profit Planning and Control Defined, 3

The Role of Management, 4

The Management Planning Function, 11

The Control Function Related to Profit Planning and Control, 16
Coordination, 19

A Word of Caution, 20

Summary, 22

DISCUSSION QUESTIONS, 23

CASES, 24



iv ’ CONTENTS

chapter two
THE FUNDAMENTALS OF PROFIT PLANNING AND CONTROL 28

Fundamental Distinctions, 29

Managerial Evaluation of Alternatives in Planning, 49 .
Application of Profit Planning and Control to Various Types of Firms, 50
Advantages and Disadvantages of Profit Planning and Control, 50
Establishing the Foundation for Profit Planning and Control, 53
DISCUSSION QUESTIONS, 5¢

CASES, 55

chapter three

COMPREHENSIVE PROFIT PLANNING
AND CONTROL OUTLINED 60

Components of a Comprehensive Profit Planning and Control Program, 61
Summary, 73

Frequency and Time Dimensions in Profit Planning and Control, 74
Line and Staff Responsibilities, 76

Planning Perspectives, 80

Summary, 83

DISCUSSION QUESTIONS, 84

CASES, 84

chapter four

COMPREHENSIVE PROFIT PLANNING
AND CONTROL ILLUSTRATED 92

Case Background, 92 ‘
Summary of the Profit Planning and Control Manual, 94 ’
Euvaluation of Relevant Variables and Strengths and Weaknesses Illustrated, 97
Statement of Broad Objectives Illustrated, 97

Statement of Specific Goals Illustrated, 100

Statement of Basic Strategies Illustrated, 100

Planning Premises Illustrated, 101

Project Planning Illustrated, 103

Strategic and Tactical Profit Plans Illustrated, 103

DISCUSSION QUESTIONS, 126

CASES, 126

chapter five
SALES PLANNING AND CONTROL 139

Long-Range and Short-Range Sales Planning Compared, 140
Comprehensive Sales Planning, 142



CONTENTS

Consideration of Allernatives, 146
Pricing Policy in Sales Planning, 147
Product Line Considerations, 149

_ Managing Sales Planning, 150

Considerations in Selecting Approaches for Planning Sales, 151
Steps in Planning Sales, 152

Methods of Projecting Sales, 154

The Concern’s Capabilities and Its Sales Plan, 165

Control of Sales and Related Costs, 166

The Sales Plan Illustrated, 167

DISCUSSION QUESTIONS, 170

CASES, 171

chapter six

PLANNING PRODUCTION: FINISHED GOODS
AND WORK IN PROCESS INVENTORY REQUIREMENTS 182

Responsibility for Production Planning, 183
General Considerations in Planning Production and Inventory Levels, 185
Time Dimensions of Production Planning, 186
Developing the Production Plan, 186

Setting Inventory Policies, 192

Setting Production Policies, 196

Adequacy of Manufacturing Facilities, 197
Availability of Raw Materials and Labor, 198
Length of the Production Period, 198

The Production Budget as a Planning, Coordinating,
and Control Tool, 199

The Production Plan Illustrated, 201
DISCUSSION QUESTIONS, 203

CASES, 204

chapter seven

PLANNING AND CONTROLLING MATERIALS
USAGE AND PURCHASES 211

The Materials Budget, 213

The Purchases and Materials Inventory Budgets, 217
Estimating Raw Material Unit Costs, 219

Cost of Materials Used Budget, 220

Planning, Coordination and Control Aspects

of Raw Materials Budgeting, 220

The Materials Budgets Illusirated, 224
DISCUSSION QUESTIONS, 228

CASES, 233



vi ' CONTENTS

chapter eight
PLANNING AND CONTROLLING DIRECT LABOR COSTS 240

Approaches in Planning Direct Labor Costs, 241

Planning Direct Labor Hours, 242

Planning Wage Rates, 244

Organizing the Direct Labor Budget, 246

Planning and Control Features of the Direct Labor Budget, 246
The Direct Labor Budget Illustrated, 248

DISCUSSION QUESTIONS, 249

CASES, 253

chapter nine

PLANNING EXPENSES—MANUFACTURING OVERHEAD,
DISTRIBUTION AND ADMINISTRATIVE EXPENSES 260

Some Relevant Distinctions, 261

Planning Expenses, 264

Planning Manufacturing Overhead, 265
Planning Distribution Expenses, 272

Construction of Distribution Expense Budgets, 273
Planning Administrative Expenses, 276

Expense Budgets Hlustrated, 277

DISCUSSION QUESTIONS, 290

CASES, 290

chapter ten

DEVELOPMENT AND APPLICATION
OF VARIABLE BUDGETS OF EXPENSE 302

Concepts Underlying the Variable Budget, 303
Fixed Costs Defined, 305

Variable Costs Defined, 306

Semivariable Costs Analyzed, 309

Selecting the Measure of Activity, 309
Determining the Relevant Range of Activity, 314
Methads for Determining Cost Variability, 314
Direct Estimate Methods, 316

Budgeted High and Low Point Method, 318
Correlation Methods, 319

Negative Values in Cost Analysis, 327
Participation by Supervisors in Developing Variable Budgets, 327
Cost-Volume Considerations, 328

Methods of Expressing Variable Budgets, 329



CONTENTS

Utilization of Variable Budgets, 331

Use of the Concept of Cost Variability, 336

Comprehensive Illustration of the Development and Utilization
of Variable Budgets, 336

DISCUSSION QUESTIONS, 341

CASES, 341

chapter eleven
PLANNING AND CONTROLLING CAPITAL EXPENDITURES 355

Management Planning for Capital Expenditures, 357
Responsibility for Budgeting Capital Expenditures, 360

Control of Capital Expenditures, 361

Management Evaluation of Proposed Capital Expenditures, 363
Discounted Cash Flow Methods, 367

Capital Expenditures Budget Illustrated, 377

DISCUSSION QUESTIONS, 380

CASES, 380

chapter twelve
PLANNING AND CONTROLLING CASH 385

Time Horizons in Cash Planning and Control, 386
Methods of Developing the Cash Budget, 387

Cash Receipts and Disbursements Method of Estimating Cash Receipts, 388
Estimating Cash Receipts Illustrated, 388
Estimating Cash Payments, 391

Estimating Cash Payments Illustrated, 392
Determination of Financing Needs, 398

Income Statement Cash Flow Method, 400

Control of the Cash Position, 403

DISCUSSION QUESTIONS, 405

CASES, 408

chapter thirteen
COMPLETION AND APPLICATION OF THE PROFIT PLAN 416

Completion of the Annual Profit Plan, 417

Consideration of Alternatives in Developing the Profit Plan, 418
Implementing of the Profit Plan, 424

Development of the Budgeted Financial Statements Illustrated, 426
DISCUSSION QUESTIONS, 443

CASES, 443

vii



viii ‘ CONTENTS

chapter fourteen

TECHNIQUES AND MANAGERIAL APPLICATION
OF COST-VOLUME-PROFIT ANALYSIS (BREAKEVEN ANALYSIS) 449

The Concept of Cost-Volume-Profit Analysis, 450

Basic Assumptions Underlying Cost-Volume-Profit Analysis, 454
The Principle of Cost Variability As Applied to
Cost-Volume-Profit Analysis, 455

Identification of Fixed and Variable Cost Components, 455
Straightline Variability, 456

Sales Price and Sales Mix Considerations, 457

Management Policies, 460

Euvaluation of Assumptions, 460

Special Problems in Breakeven Analysis, 461

Breakeven Analysis and Inventory Change, 463

Use and Application of Cost-Volume-Profit Analysis, 467
Evaluating the Effect of Changing Variables, 469
Cost-Volume-Profit Analysis by Organizational Subdivision or Product, 471
Margin of Safety, 474

Cost-Volume-Profit Analysis Illustrated for Superior
Manufacturing Company, 474

DISCUSSION QUESTIONS, 479

CASES, 479

chapter fifteen
PERFORMANCE REPORTS FOR MANAGEMENT CONTROL 487

Performance Reports as a Communication Tool, 489

Essential Features of Performance Reports, 490

The Basic Format of Performance Reports, 491

Adapt Performance Reports to Requirements of User, 494

Keep Reports Simple and Essential, 497

Minimize the Time Gap Between the Decision and the Reporting, 500
Management Follow-Up Procedures, 501

Technical Aspects of Control Reports, 501

The Integrated Performance Report, 503

January Performance Report for Superior Manufacturing Company, 506
DISCUSSION QUESTIONS, 508

CASES, 508

chapter sixteen
ANALYSIS OF BUDGET VARIANCES 513

Analysis of Sales Variances, 515

Analysis of Raw Malerial Variances, 517

Analysis of Direct Labor Variances, 520

Analysis of Manufacturing Overhead Variances, 522



CONTENTS ix

Use of Variance Analysis, 527
DISCUSSION QUESTIONS, 528
CASES, 528

chapter seventeen

PROFIT PLANNING AND CONTROL
RELATED TO THE ACCOUNTING SYSTEM 535

Variable Costing Related to Profit Planning and Control, 536

The Distinctive Features of Variable Costing, 537

Standard Costs Related to Profit Planning and Control, 5¢1

The Standard Cost Specification, 541

Standard Costs for Material—Accounting and Budgeting Procedures, 543
Standard Costs for Direct Labor—Accounting and Budgeting Procedures, 546
Standard Costs for Overhead—Accounting and Budgeting Procedures, 547
The Standard Cost Income Statement, 550

Variable Expense Budgels Related to Standard Costs, 551

Integration of Standard Costs and Budgeting, 551

DISCUSSION QUESTIONS, 553

CASES, 553

chapter eighteen

BUDGET PLANNING AND CONTROL
FOR NONMANUFACTURING CONCERNS 565

General Considerations, 566

The Merchandise Budget, 567
Markup Considerations, 573
Open-to-Buy Planning, 575
Budgeting Expenses, 577
Budgeting Capital Additions, 578
Budgeting Cash, 578

Budget Summaries, 578

Budget Control, 579
DISCUSSION QUESTIONS, 579
CASES, 579

chapter nineteen

AN OVERVIEW 583

Budget Adaptation, 583

System Installation, 585

Management Flexibility in Using Profit Plans, 586

Some Behavioral Implications, 589

Impact of Mathematical Models and Data Processing Systems, 593

INDEX 595



