
Prepared BY.

Dr. Eman Fathi Attia, Ph.D, CPA. Fellowship UK

Associate professor, University of Business and 

Technology 



Course Outline:

1. Introduction to Budgeting
a. Purpose of budgeting.

b. Importance of budgeting

c. Objectives of budgeting

d. Characteristics of successful budgeting

2. Budgeting criticism 
a. Budgeting barriers.

b. Budget psychology

3. Approaches to budgeting

4. Budget cycle
a. Budgeting process.

b. Budget timeline.

5. Types of budgets.



6- Master Budget categories:

a. Rolling/operating budgets: 

• Methods of preparing:
a. Method 1: traditional / incremental budgeting

b. Method 2: activity-based budgeting

c. Method 3: zero based budgeting

• Types of operating budgets:
a. Sales budget

b. Purchases budget

c. COGS budget

b. Capital Budgets

• Methods of Capital Budgeting:

1. Payback Period (PBP)

2. Net Present Value (NPV)

3. Internal Rate of Return (IRR)

4. Profitability Index (PI)

c. Financial Budgets

1. Budgeted Income Statement

2. Budgeted Balance Sheet

3. Budgeted Cash Flow

Course Outline:



7. Companies' type and related budgets.
a. Budgets for a manufacturer
b. Budgets for a retailer
c. Budgets for a service provider

8. Worked example:
a. Sales budget:
b. Cash collection budget. 
c. Production Budget.
d. Direct Material Budget.
e. Cash Disbursements Budget.
f. Direct Labor Budget.
g. Manufacturing Overhead Budget
h. Ending Finished Goods Inventory Budget
i. Selling and Administrative Expense Budget
j. The Cash Budget
k. The Budgeted Income Statement
l. Budgeted Balance Sheet

9. Flexible Budgets and Performance Analysis

Course Outline:



1.Introduction to Budgeting

















2- Budgeting Criticism



Budgeting Barriers



Budget Psychology



The effect of budget target difficulty on performance



3. Approaches to budgeting







4. Budget cycle









Cash Flow Patterns



Budget Timeline 



5. Types of budgets.



Budget Categories



I- Rolling/Operating Budgets



I- Rolling/Operating Budgets







Method 1: Incremental/ Traditional  Budgeting









Method 2: Activity Based Budgeting











Method 3: Zero Based Budgeting











































Companies' types and related budgets:





Worked example:
1- sales budget:



Worked example:
2- Cash Collection budget:



Worked example:

3- Production budget:

Budgeted May sales 50,000    

Desired ending inventory % 20%

Desired ending inventory 10,000    
March 31

ending inventory.



Worked example:
4- Direct Material budget:





Worked example:
5- Cash Disbursements budget:

140,000 lbs. × $0.40/lb. = $56,000



Worked example:
6- Direct Labor budget:

From production budget.



Worked example:
7- Manufacturing Overhead budget:

Direct Labor Budget.

Depreciation is a noncash charge.



Worked example:
8- Ending Finished Goods Inventory Budget :

Production costs per unit Quantity Cost Total

   Direct materials 5.00      lbs. 0.40$   2.00$     

   Direct labor 0.05      hrs. 10.00$ 0.50      

   Manufacturing overhead 0.05      hrs. 49.70$ 2.49      

4.99$     

Budgeted finished goods inventory

   Ending inventory in units 5,000     

   Unit product cost 4.99$     

   Ending finished goods inventory 24,950$ 

Production Budget.

Total mfg. OH for quarter  $251,000

Total labor hours required    5,050
=  $49.70 per hour

Direct labor budget.



Worked example:
9- Selling and Administrative Expense Budget:



Worked example:
10- The Cash Budget :







Worked example:
11- The Budgeted Income Statement :



Worked example:
11- The Budgeted Balance Sheet :



9-Flexible Budgets and Performance Analysis



F = Favorable variance that occurs when actual 
revenue is greater than budgeted revenue.

F = Favorable variance that occurs when actual 
costs are less than budgeted costs.

U = Unfavorable variance that occurs when actual 
costs are greater than budgeted costs.

U = Unfavorable variance that occurs when actual 
revenues are less than budgeted revenues.



At this point, we cannot answer the question

“ what is the reason for the variance?”

because the actual level of activity is greater than the planned 
level of activity. 

Therefore, actual variable costs are likely to be higher than 
planned variable costs regardless of managerial efficiency. 



The relevant question is . . .

“How much of the cost variances are due to higher activity 
and how much are due to cost control?”

To answer the question, we need to flex the planning budget to 
accommodate the actual level of activity.





An activity variance arises solely due to the difference in 
the actual level of activity and the level of activity 

included in the planning budget.









Financial statement analysis 

Learning objectives :

1.Explain the purpose and importance of financial analysis.

2.Calculate and use a comprehensive set of measurements to evaluate a 

company’s performance.

3.Describe the limitations of financial ratio analysis.



The Purpose of Financial Analysis 
(1 of 2)



The Purpose of Financial Analysis (2 of 2)

• Financial analysis using ratios

– A popular way to analyze the financial statements is by 
computing ratios. A ratio is a relationship between two 
numbers, e.g., a given ratio of A:B = 30:10 means A is 3 
times B.

• A ratio by itself may have no meaning. Hence, a given ratio is 
compared to

– ratios from previous years

– ratios of other firms or leaders in the same industry

• See Figure 4.1 for a financial analysis example.



Figure 1
Financial Statement Data by Industry Norms for Software Publishers



Uses of Financial Ratios: Within the Firm (1 of 3)

• Identify deficiencies in a firm’s performance and take corrective 
action.

• Evaluate employee performance and determine incentive 
compensation.

• Compare the financial performance of the firm’s different divisions.



Uses of Financial Ratios: Within the Firm (2 of 3)

• Prepare, at both firm and division levels, financial projections.

• Understand the financial performance of the firm’s competitors.

• Evaluate the financial condition of a major supplier.



Uses of Financial Ratios: Within the Firm (3 of 3)

Financial ratios are used by

• Lenders in deciding whether or not to lend to a company.

• Credit-rating agencies in determining a firm’s credit worthiness.

• Investors (shareholders and bondholders) in deciding whether or not to 
invest in a company.

• Major suppliers in deciding to whether or not to  extend credit to a company 
or in designing the specific credit terms.



Measuring Key Financial Relationships



Question 1: How Liquid Is the Firm? Can It Pay Its Bills?

• A liquid asset is one that can be converted quickly and routinely into cash at the 
current market price.

• Liquidity measures the firm’s ability to pay its bills on time. It indicates the ease 
with which noncash assets can be converted to cash to meet the financial 
obligations.



How Liquid Is the Firm?

• Liquidity is measured by two approaches:

– Comparing the firm’s current assets and current liabilities

– Examining the firm’s ability to convert accounts receivables and 
inventory into cash on a timely basis



Measuring Liquidity: Perspective 1

• Compare a firm’s current assets with current liabilities using:

– Current Ratio

– Acid Test or Quick Ratio



Table 1 (1 of 2)

Walmart Income Statement for the Year Ending January 31, 2018 (expressed in 

millions, except per share data)

Particulars Jan. 31, 2018

Sales $ 500,343

Cost of goods sold (373,396)

Gross profit $ 126,947

Operating expenses:
Blank

Selling, general and administrative expenses $ (95,981)

Depreciation expenses (10,529)

Total operating expenses $(106,510)

Operating income (earning before interest and taxes) $ 20,437

Interest expense (2,178)

Non-operating losses (3,136)

Earnings before taxes (taxable income) $ 15,123

Income taxes (5,261)

Net income (earnings available to common shareholders) $  9,862



Table 2 (2 of 2)

Walmart Income Statement for the Year Ending January 31, 2018 (expressed in 

millions, except per share data)

Particulars Jan. 31, 2018

Additional information:
Blank

Number of shares outstanding (millions) 3,007

Earnings per share left parenthesis net income over number of shares right parenthesis $ 3.28

Dividends paid to stockholders $ 6,124

Dividends per share $  2.04

net income

number of shares

 
 
 



Table 3 (1 of 2)

Walmart’s Balance Sheet for the Year Ending January 31, 2018 (expressed 

in millions)

Particulars Jan. 31, 2018

Cash and cash equivalents $ 6,756

Accounts receivable 5,614

Inventories 43,783

Prepaid expenses and other current assets 3,511

Total current assets $ 59,664

Gross plant and equipment $202,298

Less accumulated depreciation (87,480)

Net plant and equipment $114,818

Goodwill and other intangible assets 30,040

Total assets $ 204,522



Table 4 (2 of 2)
Walmart’s Balance Sheet for the Year Ending January 31, 2018 (expressed in 

millions)
Particulars Jan. 31, 2018

Liabilities and Equity
Blank

Accounts payable $ 46,510

Accrued liabilities 24,031

Short-term notes 9,662

Total current liabilities $ 80,203

Long-term debt 45,179

Total debt $125,382

Stockholders' equity
Blank

Common stock (par value) $   295

Paid-in capital 2,648

Retained earnings 76,197

Total equity $ 79,140

Total liabilities and equity $ 204,522



Current Ratio

• Current ratio compares a firm’s current assets to its current liabilities.

current assets 59,664
Current ratio = = = .74

current liabilities 80,203

M

M

• Walmart has $0.74 in current assets for every $1 in current liabilities. 
Walmart’s liquidity is slightly less than that of Target, which has a current 
ratio of 0.95.



Acid Test or Quick Ratio

• Quick ratio compares cash and current assets (minus inventory) that can be converted 
into cash during the year with the liabilities that should be paid within the year.

cash + accounts receivable 12,370
Acid - test ratio = = = 0.15

current liabilities 80,203

M

M

• Walmart has 15 cents in quick assets for every $1 in current debt. Walmart is slightly 
less liquid than Target, which has 20 cents for every $1 in current debt.



Measuring Liquidity: Perspective 2

• Measures a firm’s ability to convert accounts receivable and inventory into cash:

– Days in Receivables or Average Collection Period

– Inventory Turnover



Days in Receivables (Average Collection Period)

• How long does it take to collect the firm’s receivables?

accounts receivable accounts receivable
Days in receivables = =

annual credit salesdaily credit sales

365

5,614 5,614
= = =10.24 days

500,343 ×.40 548

360

M M

M M

 
 
 

• Walmart (at 10.24 days) is slightly slower than Target (at 9.56 
days) in collecting accounts receivable.



Accounts Receivable Turnover

• How many times are the accounts receivable “rolled-over” each year?

annual credit sales
Accounts receivable turnover =

accounts receivable

$500,343 * .40
= = 35.65

$5,614

M
X

M

• The conclusion is the same — Walmart (35.65X) is slightly slower than Target 
(38X) in collecting accounts receivable.



Days in Inventory

• How long is the inventory held before being sold? 

inventory
Days in inventory =

annual cost of goods sold

365

$43,783 $43,783
42.80 days

$373,396 $1,023

365

M

M M
= = =

• Walmart carries inventory for a shorter time (42.80 days) than Target (61.81 
days). 



Inventory Turnover

• How many times are the firm’s inventories sold and replaced during the year?

cost of goods sold
Inventory turnover

inven
=

tory

373,396
Inventory turnover = = 8.53

43,783

M
X

M

• The conclusion is the same—Walmart moves inventory much quicker (8.53X) than 
Target (5.91X). 



Question 2: Are the Firm’s Managers Generating 
Adequate Operating Profits from the Company’s Assets?

• This question focuses on the profitability of the assets in which the firm has 
invested. We consider the following ratios to answer the question:

– Operating Return on Assets

– Operating Profit Margin

– Total Asset Turnover

– Fixed Assets Turnover



Figure 1

Walmart Operating Profits Resulting from Asset Investments



Operating Return on Assets (O R A)

• O R A indicates the level of operating profits relative to the firm’s total assets.

operating profits
Operating return on assets =

total assets

20,437
= = 0.10 =10%

204,522

M

M

• Thus Walmart managers are generating 10 cents of 
operating profit for every $1 of assets, which is less than Target (11.1%).



Disaggregation of Operating Return on Assets

Operating return on assets = operating profit margin × total asset turnover

Calculated as follows:

operating profits sales
Operating return on assets = ×

sales total assets



Managing Operations: Operating Profit Margin (O P M)

• O P M examines how effective the company is in managing its cost of goods 
sold and operating expenses that determine the operating profit.

operating profits $20,437
Operating profit margin = = = 0.04 = 4.1%

sales $500,343

M

M

• Target managers are better than Walmart in managing the cost of goods sold and 
operating expenses, as the Operating Profit Margin for Target is 6.0% compared to 
Walmart at 4.1%.



Managing Assets: Total Asset Turnover

• This ratio measures how efficiently a firm is using its assets in generating sales.

sales $500,343
Total asset turnover = = = 2.45X

total assets $204,522

M

M

• Walmart is generating $2.45 cents in sales for every $1 invested in assets, 
which is higher than Target (1.84X).



Managing Assets: Fixed Asset Turnover

• Examines efficiency in generating sales from investment in “fixed assets.”

sales $500,343
Fixed assets turnover = = = 4.36X

net fixed assets $114,818

M

M

• Walmart generates $4.36 in sales for every $1 invested in fixed assets, which is 
much higher than Target (2.87X).



Figure 3

Analysis of Walmart’s Operating Return on Assets



Question 3: How Is the Firm Financing Its Assets?

• Here we examine the question: Does the firm finance its assets by debt or 
equity or both? We use the following two ratios to answer the question:

– Debt Ratio

– Times Interest Earned



Debt Ratio

• This ratio indicates the percentage of the firm’s assets that are financed by 
debt (implying that the balance is financed by equity).

total debt $125,382
Debt ratio = = = 0.61= 61%

total assets $204,522

M

M

• Walmart finances 61% of its assets by debt and 39% by equity compared to 
Target financing 70% of its assets by debt.



Times Interest Earned (1 of 2)

• This ratio indicates the amount of operating income available to service 
interest payments.

operating profits 20,437
Times interest earned = = = 9.38X

interest expense 2,178

M

M

• Walmart’s operating income is 9 times the annual interest expense and 
higher than Target (6.47X) due to its relatively higher operating profits.



Times Interest Earned (2 of 2)

• Note

– Interest is not paid with income but with cash.

– Oftentimes, firms are required to repay part of the principal 
annually.

– Thus, times interest earned is only a crude measure of the firm’s 
capacity to service its debt.



Question 4: Are the Firm’s Managers Providing a Good 
Return on the Capital Provided by the Company’s 
Shareholders?

• This is analyzed by computing the firm’s accounting return on common 
stockholder’s investment or return on equity (R O E).

net income
Return on equity =

total common equity

• Note: Common equity includes both common stock and retained earnings.



Return On Equity (R O E)

net income $9,862
Return on equity = = = 0.125 =12.5%

total common equity $79,140

M

M

• Owners of Walmart are receiving a 12.5% return compared to Target’s 25%.

• One of the reasons for lower R O E is the lower operating return on assets (10.0% 
for Walmart v. 11.1% for Target).

– A lower return on the firm’s assets will always result in a lower return on 
equity and vice versa.

• Also, Walmart uses less debt (61% for Walmart v. 70% for Target). 

– Higher debt translates to higher R O E under favorable business conditions.



Figure 4.4

Return on Equity Relationships for the Walmart Company



Question 5: Are the Firm’s Managers Creating Shareholder 
Value?

• We can use two approaches to answer this question:

– Market value ratios (P/E)

– Economic Value Added (E V A)

• These ratios indicate what investors think of management’s past 
performance and future prospects.



Price/Earnings Ratio

• Measures how much investors are willing to pay for $1 of reported earnings.

market price per share $86.00
Price / earnings ratio = = = 26.22X

earnings per share $3.28

• Investors are willing pay more for Walmart for every dollar of earnings per 
share compared to Target ($26.22 for Walmart versus $14.07 for Target).



Price/Book Ratio

• Compares the market value of a share of stock to the book value per share of 
the reported equity on the balance sheet.

market price per share 86
Price / book ratio = = = 3.27X

equity book value per share 26.3

• A ratio greater than 1 indicates that the shares are more valuable than what 
the shareholders originally paid. The Walmart ratio of 3.27X is lower than 
Target ratio of 3.53X, suggesting that Target is perceived as having better 
growth prospects relative to its risk.



Summary of Ratios



Table 4.3
Walmart and Target: Financial Ratio Analysis



The Limitations of Financial Ratio Analysis 



The Limitations of Financial Ratio Analysis

1. It is sometimes difficult to identify industry categories or comparable peers.

2. The published peer group or industry averages are only approximations.

3. Industry averages may not provide a desirable target ratio.

4. Accounting practices differ widely among firms.

5. A high or low ratio does not automatically lead to a specific conclusion.

6. Seasons may bias the numbers in the financial statements.



Key Terms (1 of 2)

• Accounts receivable turnover ratio

• Acid-test (quick) ratio

• Asset management

• Current ratio

• Days in inventory

• Days in receivables (average collection period)

• Debt ratio

• Financial ratios

• Fixed asset turnover

• Inventory turnover



Key Terms (2 of 2)

• Liquidity

• Operating profit margin

• Operating return on assets (O R O A)

• Operations management

• Price/book ratio

• Price/earnings ratio

• Return on equity

• Times interest earned

• Total asset turnover

• Total common equity (total stockholder equity)
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Thank you for your Attention 
Any Questions?




