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Chapter 9

How Are Operating Budgets Created?
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9.1 Planning and Controlling Operations
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LEARNING OBJECTIVE
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The Planning Phase
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The Control Phase
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Business in Action 9.1
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REVIEW PROBLEM 9.1
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9.2 The Budgeting Process

LEARNING OBJECTIVE
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9.3 The Master Budget

LEARNING OBJECTIVE
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Sales Budget
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Production Budget
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REVIEW PROBLEM 9.3
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Direct Materials Purchases Budget
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9.4 Budgeting in Nonmanufacturing Organizations

LEARNING OBJECTIVE
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Not-for-Profit Organizations
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REVIEW PROBLEM 9.8

Patel and CompanyD9F:CFAG 577CIBH=B; G9FJ=79G :CF =HG 7IGHCA9FG /<9
7CAD5BM <58 H<9 :C@@CK=B; BOH =B7CA9 :CF H<9 ACGH F979BH M95F

/<9 :C@@CK=B; =B:CFA5H=CB K5G ;5H<9F98 HC <9@D DF9D5F9 BOLH M95FT
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577CIBH5BH K=@@ 69 <=F98 5H H<9 69;=BB=B; C: H<9 G97CB8 EI5FHIF 5}
EISFHOF@M G5@5FM C:

O 8A=B=GHF5H=J9 GH5:: K5;9G K=@@ =B7F95G9 D9F79BH

O .IDD@=9G 5B8 F9BH K=@@ F9A5=B H<9 G5A9

O OH=@=H=9G K=@@ =B7F95G9 D9F79BH

O $BGIF5B79 K=@@ =B7F95G9 D9F79BH
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9.5 Ethical Issues in Creating Operating Budgets

LEARNING OBJECTIVE

0B89FGH5B8 9H<=75@ =GGI9G 5GGC7=5H98 K=H< 618;9H=B,;

*F6DE:@? =E9@F89 S@EE@> FA 3F586E:?8 :? H9:49 >27286>67E 6=:4:ED :?AFE
6>A=@J66D E9C@F89@FE E96 4@>A2?J :D 67764E:G6 :? 24E:G6=J 6?828:?8 E9(
249:6G6 E96 3F586E65 8@2=D E9:D EJA6 @7 3F586E:?8 :D ?@E 7C66 7C@> AC@
@7EG67? 2C:D6 :? E96 3F586E:?8 AC@46DD A2CE:4F=2C=J H967? 6>A=@J66D 2?5 >
6G2=F2E65 3J 4@>A2C:?8 E96:C 24EF2= C6DF=@HE@HR6BEF326EDDF6D 2C:D6
E96 3F586E:?8 AC@46DD

BGKIF /C 89ACBGHF5H9 <CK 9H<=75@ 8=@9AA5G A=;<H 5F=G9 5GGIA9 MCI 5
A5B5;9F 5B8 MCI <9@D IDD9F A5B5;9A9BH 9GH56 @=G< H<9 ASGHIF 6I18;9H H<=
D@5BB=B; D<5G9 !IFH<9FACF9 MCI 5F9 9J5@I5H98 65G98 CB 57<=9J=B; 618;9H
DFC:=H CB 5 EI5SFHOF@M 65G=G H<=G =G H<9 7CBHFC@ D<5G9 $B :57H MCI k

EISFHO9F@M 6CBIG =B 588=H=CB HC MCIF 65G9 G5@5FM =: MCI A99H CF 9l
618;9H98 DFC:=H /<9F9 =G 5B =B<9F9BH 7CB:@=7H 69HK99B H<9 D@5BB=B; 5B€
D<5G9G C: H<=G DFC79GG 3CI 5F9 <9@D=B; H<9 7CAD5BM D@5B 6IH MCI 5@C
GIF9 618;9H98 DFC:=H =G 5G @CK 5G DCGG=6@9 GC MCI 75B ;9H H<9 6CBIC

GH56@=G<=B; 5 G5@9G 5B8 DFC:=H 6I8;9H H<5H =G 7CBG=89F56 @M @CK9F H
@=?9@M <5DD9B 75IG9G DFC6@9AG :CF H<9 9BH=F9 CF;5B=N5H=CB +FC8I7H-
C: ASHI9F=5@G 5B8 @56CF 751G=B; =B9::=7=9B7=9G =B H<9 DFC8I7H=CB DFC79
58A=B=GHF5H=J9 GIDDCFH A5M 69 @57?=B; 819 HC IB89F9GH=A5H=B; G5@9G
BCH 69 G5H=G:=98 =: H<9M AIGH K5=H :CF H<9 DFC8I7H /<9 8=@9AA5 MCI :579¢
A5B5;9F =B H<=G G=HI5H=CB =G K<9H<9F HC 8C K<5H =G 69GH :CF MCI G9H 5 (
9GH=A5H9 HC 95FB H<9 6CBIG CF 8C K<5H =G 69GH :CF H<9 7CAD5BM 9GH=AE
GC H<9 618;9H F9:@97HG HFI9 G5@9G 5B8 DFC8I7H=CB B998G

*F;5B=N5H=CBG AIGH F97C;B=N9 H<=G 7CB:@=7H 5B8 <5J9 DFC79GG9G =B D@
6CH< H<9 =BH9F9GHG C: =B8=J=8I5@ 9AD@CM99G 5B8 H<9 =BHIF9GHG C: H<9
K<C@9 5F9 G9FJ98 ICF 9L5AD@9 9AD@CM99G 75B 69 FOK5F898 BCH >IGH :CF
;C5@G 6IH 5@GC :CF DFCJ=8=B; 577IF5H9 9GH=A5H9G +9F<5DG 5 @CB; HIFA (
=B79BH=J9 GMGH9A KCI@8 DFCJ=89 ACH=J5H=CB HC 8C K<5H =G 69GH :CF H<



<5DH9F #CK F9 *D9F5H=B; 18;9HG F95H98

H<9F96M =B7F95G=B; G<5F9<C@89F J5@I9 2<5H9J9F =B79BH=J9 GMGH9A =G -
CF;5B=N5H=CBG AIGH DFCACH9 <CB9GH 9AD@CM99 =BDIH 5B8 69K5F9 C: :F5I¢
FODCFH=B; HC 57<=9J9 :=B5B7=5@ H5F;9HG

KEY TAKEAWAY

O B =B<9F9BH 7CB:@=7H C:H9B 9L=GHG 69HK99B H<9 D@5BB=B; 5B8 7CB}
D<5G9G C: 618;9H=B; IF=B; H<9 D@5BB=B; D<5G9 CF;5B=N5H=CBG 5F9 A
7CB79FB98 56CIH ;9HH=B; 577IF5H9 9GH=A5H9G H<5H @958 HC DCG=H=.
/<9 7TCBHFC@ D<5G9 F9EI=F9G 9J5@I5H=B; D9F:CFA5B79 C: 9AD@CM99G
7CAD5F=B; 57HI5@ F9GI@HG HC H<9 CD9F5H=B; 6I18;9H AD@CM99G C:H
897=89 69HK99B 8C=B; K<5H =G 69GH :CF H<9 =B8=J=8I5@ 9AD@CM99 5B
=G 69GH :CF H<9 CF;5B=N5H=CB

REVIEW PROBLEM 9.9

GGIA9 MCI 5F9 H<9 A5B5;9F C: H<9 7CADIHIF 8=J=G=CB C: #=;</97< -9H5=@
$B7 3CI 5F9 5G?98 HC <9@D H<9 7CAD5BM DF9D5F9 5 618;9H98 =B7CA9
GH5H9A9BH :CF H<9 7CADIHIF 8=J=G=CB 69:CF9 H<9 GH5FH C: 957< :=G75@
H<9 7CAD@9H=CB C: 957< :=G75@ M95F 8=J=G=CB A5B5;9FG F979=J9 5 6CB
HC D9F79BH C: 57HI5@ B9H =B7CA9 =B 9L79GG C: 618;9H98 BO9H =B7CA9

9G7F=69 H<9 9H<=75@ 7CB:@=7H :57=B; MCI 5G 8=J=G=CB A5B5;9F K<9B 5G
<9@D 7F95H9 H<9 618;9H98 =B7CA9 GH5H9A9BH :CF MCIF 8=J=G=CB

.C@IH=CB HC -9J=9K +FC6@9A

AD@CM99G K<C 5F9 9J5@I15H98 =B H<9 7CBHFC@ D<5G9 6M 7CAD5F=B; 57+
FOGI@HG HC 618;9H98 =B:CFA5H=CB <5J9 5B =B79BH=J9 HC 7F95H9 5 618;9H |
95GM HC 57<=9J9 5B8 DIF<5DG IBF95@=GH=7 /<=G 75B 7F95H9 DFC6@9AG
CF;5B=N5H=CB 5G 5 K<C@9 G=B79 =BJ9BHCFM DIF7<5G9G 5F9 A589 65G98 C
618;9H98 G5@9G $: 957< C: H<9 8=J=G=CB A5B5;9FG GI6A=HG 5 G5@9G 618;9
G=;B=:=75BH@M IB89F9GH=A5H9G G5@9G H<9 7CAD5BM K=@@ @=?9@M <
C: =BJ9BHCFM 5B8 @CG9 CIH CB G5@9G 5G 7IGHCA9FG ;C 9@G9K<9F9 HC :;
DFC8I7H @H<CI;< H<9 A5B5;9FG K=@ @ <5J9 5B 95G=9F H=A9 57<=9J=B; G5¢(
DFC:=H ;C5@G H<9 7CAD5BM 5G 5 K<C@9 K=@@ GI::9F /<9 9H<=75@ 8=@9!
7<CCG=B; 69HK99B 8C=B; K<5H =G 69GH :CF H<9 8=J=G=CB A5B5;9F 5B8 K<5
69GH :CF H<9 CF;5B=N5H=CB 75B |I@H=A5H9@M @958 HC @CK9F G5@9G 5B
7IGHCA9FG
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END-OF-CHAPTER EXERCISES
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9G7F=69 <CR?:ED E@ 36 AC@GH4&®7|@5H98 =B H<9 DFC8I7H=CB 618;9H
#CK 8C9G 5 DFC8I7H=CB 618;9H <9@D H<9 DFC8I7H=CB A5B5;9F D@5B :C
IHIF9
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$BHF5B9H 18;9H=B; S 2<5H 5F9 H<9 58J5BH5;9G C: IG=B; =BHF5B9H
618;9H=B; 2<5H 5F9 GCA9 DCGG=6@9 8=G58J5BH5;9G

#CK 8C9G H<9 A5GH9F 618;9H :CF 5 A9F7<5B8=G=B; CF;5B=N5H=CB 8=::9F
:FCA H<9 AGGH9F 618;9H :CF 5 A5BI:.57HIF=B; CF;5B=N5H=CB

9G7F=69 H<9 8=::9F9B79 69HK99B G9FJ=79 CF;5B=N5H=CB 618;9HG 5B8
A5BI:.57HIF=B; CF;5B=N5H=CB 618;9HG

-9:9F HQCH9 IG=B9GG =B 7H=CB 9G7F=69 H<9 HKC DFC798IF9G
H<5H H<9 GMAD<CBM IG9G =B H<9 7CBHFC@ D<5G9 C: 618;9H=B;
9G7F=69 H<9 9H<=75@ 7CB:@=7H H<5H 75B C77IF 69HK99B H<9 D@5BB=
7CBHFC@ D<5G9G C: H<9 6I8;9H=B; DFC79GG
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Budgeting at JerryOs Ice Cream:9:9F HC H<9 8=5@C;|9 :CF %9FFMTG
$79 F95A DF9G9BH98 5H H<9 69;=BB=B; C: H<9 7<5DH9F 5B8 H<9
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+6BF:C65

5 $B H<9 CD9B=B; 8=5@C;|9 K<M =G %9FFM I9@HN 7CB79FB98 56CIt
H<9 G5@9G ;FCKH< 9LD97H98 :CF H<9 7CA=B; M95F

6 $BH<9:C@@CKID 8=5@C;|9 K<M =G H<9 7CAD5BMTG HF95GIF9F
5B8 7CBHFC@@9F 7CB79FB98 56CIH H<9 H<=F8 EISFHIF

Budget Sequence $B8=75H9 H<9 CF89F =B K<=7< H<9 :C@@CK=B;
618;9H G7<98I@9G 5F9 DF9D5F98

=F97H A5HIF=5@G DIF7<5G9G
(5BI:57HIF=B; CJ9F<958
$B7CA9 GH5HIA9BH

=F97H @56CF

5G<

+FC8I7H=CB

5@5B79 G<99H

5@9G

5D=H5@ 9LD9B8=HIF9G

Sales Budget..7<K5FHN 5B8 CAD5BM 9LD97HG HC G9@@ IB=HG =B H<9
:=FGH EI5FH9F IB=HG =B H<9 G97CB8 EI5SFH9F |IB=HG =B H<9 H<=F8
EISFHOF 5B8 IB=HG =B H<9 :CIFH< EI5FH9F /<9 5J9F5;9 G5@9G DF=79 L
IB=H =G 9L D97H98 HC 69 +F9D5F9 5 G5@9G 618;9H :CF 957< EISFHIOF
5B8 =B7@I189 5 7TC@IAB :CF H<9 M95F 9B8=B; 979A69F
Production Budget. .7<K5FHN 5B8 CAD5BM 9LD97HG HC G9@@ IB=HG =
H<9 :=FGH EI5FH9F 5B8 IB=HG =B H<9 G97CB8 EI5SFH9F GGIA=B; H<9
7CAD5BM DF9:9FG HC A5=BH5=B :=B=G<98 ;CC8G =BJ9BHCFM 9EI5@ HC
D9F79BH C: H<9 B9LH EI5SFHOFTG G5@9G DF9D5F9 5 DFC8I7H=CB 618;9H
:=FGH EI5FH9F IG=E9 +FC8I7H=CB 18;9H :CF %9FFMTG $79 F95A
5G 5;1=89 #=BH MCI 5F9 DF9D5F=B; 5 DFC8I7H=CB 618;9H :CF H<9 :=FGH
EISFHOF CB@M
Direct Materials Purchases Budget. /<9 DFC8I7H=CB 618;9H :CF
&5A=BG?= +FC8I7HG G<CKG H<9 7CAD5BM 9LD97HG HC DFC8I79 IB=HC
H<9 :=FGH EI5SFHOF 5B8 IB=HG =B H<9 G97CB8 EI5SFH9F 57< IB=H F9EI=
DCIB8G C: 8=F97H ASH9F=5@G 5H 5 7CGH C: D9F DCIB8 /<9 7CAD5BM
DF9:9FG HC A5=BH5=B F5K A5H9F=5@G =BJ9BHCFM 9EI5@ HC D9F79Bt
EISFHOFTG ASHI9F=5@G B99898 =B DFC8I7H=CB +F9D5F9 5 8=F97H A5H9I
DIF7<5G9G 618;9H IGiB]F9 =F97H (5H9F=5@G +IF7<5G9G [8;9H
:CF %9FFMTG $79 B95H3 ;=89 #=BH MCI 5F9 DFOD5F=B; 5 8=F97H
ASHIF=5@G DIF7<5G9G 618;9H :CF H<9 :=FGH EI5FHO9F CB@M
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Direct Labor Budget. /<9 DFC8I7H=CB 618;9H :CF &5A=BG?= +FC8I7HG
G<CKG H<9 7CAD5BM 9LD97HG HC DFC8I79 IB=HG =B H<9 :=FGH EI5FH
GGIA=B; 957< IB=H C: DFC8I7H F9EI=F9G 8=F97H @56CF <CIFG 5H 5 7CC
D9F <CIF DF9D5F9 5 8=F97H @56CF 618;9H :CF H<9 :=FGH EI5SFHOF IG=E
I=:IF9  =F97H '56CF 18;9H :CF %9FFMTG $79 B@53 ;|=89 #=BH
MCI 5F9 DF9D5F=B; 5 8=F97H @56CF 618;9H :CF H<9 :=FGH EISFHIF CB@M
Manufacturing Overhead Budget. /<9 DFC8I7H=CB 618;9H :CF &5A=BG?=
+FC8I7HG G<CKG H<9 7CAD5BM 9LD97HG HC DFCS8I79 IB=HG =B H<9 :=I
EISFHOF GGIA9 J5F=56@9 CJ9F<958 7CGH D9F IB=H =G :CF =B8=F97H
ASHIF=5@G :CF =B8=F97H @56CF 5B8 :CF CH<9F =H9AG !=1L98 CJ9F-<
7CGH D9F EISFH9F =G :CF G5@5F=9G :CF FOBH 5B8 :CF
89DF97=5H=CB +F9D5F9 5 A5BI:57HIF=B; CJ9F<958 618;9H :CF H<9 :=FGH
EISFHOF IG=B;;IF9 _ (5BI:57HIF=B; *J9F<958 18;9H :CF %9FFMTG $79
F95A 5G 5;1=89 #=BH MCI 5F9 DF9D5F=B; 5 A5BI:57HIF=B; CJ9F<958
618;9H :CF H<9 :=FGH EI5FHOF CB@M
Sales Cash Collections Budget.@ @ G5@9G :CF (5@=? 5B8 GGC7=5H9G 5F9
7F98=H 77CIBHG F979=J56@9 5H H<9 9B8 C: @5GH EI5SFH9F HCH5@98
F98=H G5@9G :CF H<9 :=FGH EI5FHI9F C: H<9 ID7CA=B; D9F=C8 5F9 9LD9
69 /<9 7CAD5BM 9LD97HG HC 7C@@97H D9F79BH C: G5@9G =B H<
EISFHIF C: H<9 G5@9 5B8 D9F79BH H<9 EI5SFHIF :C@ @CK=B; H<9 G5@
+FID5F9 5 G5@9G 75G< 7TC@@97H=CBG 618;9H :CF H<9 :=FGH EI5FH9F C
ID7CA=B; D9F=C8 IG=B; H<9 HEFS: 5G< I8;9H :CF %9FFMTG $79
F95A 5G5;I1=89 #=BH MCI 5F9 DFOD5F=B; 5 G5@9G 75G< 7C@@97H=CI
618;9H :CF H<9 :=FGH EI5FHO9F CB@M
Purchases Cash Payments Budget.@ @ 8=F97H AS5HI9F=5@ DIF7<5G9G A589
6M &99B 5B8 CAD5BM 5F9 CB 7F98=H 77CIBHG D5M56@9 5H H<9 9B8 C:
EISFH9F HCH5@98 +IF7<5G9G :CF H<9 :=FGH EI5FH9F C: H<9 ID7CA=
D9F=C8 5F9 9LD97H98 HC 69 /<9 7CAD5BM 9LD97HG HC D5M
D9F79BH C: DIF7<5G9G =B H<9 EI5FH9F C: DIF7<5G9 5B8 D9F79BH H<9
EISFHOF :C@@CK=B; H<9 DIF7<5G9 +F9D5F9 5 DIF7<5G9G 75G< D5MA9BI
618;9H :CF H<9 :=FGH EI5SFH9F C: H<9 ID7CA=B; D9F=C8 |G=B; H<9 A=88@9
I=:1F9 5G< 18;9H :CF %9FFMTG $79 F954 5;1=89 #=BH MCI 5F9
DF9D5F=B; 5 DIF7<5G9G 75G< D5MA9BHG 618;9H :CF H<9 :=FGH EI5FHIF (

Sales Budget for Service Organization; Ethical Issues.-5A=

5B8 GGC7=5H9G =G 5B 577CIBH=B; :=FA H<5H 9GH=A5H9G F9J9BI9G
65G98 CB 6=@@56@9 <CIFG /<9 7CAD5BM 9LD97HG HC 7<5F;9

<CIFG HC 7@=9BHG =B H<9 :=FGH EI5FH9F <CIFG =B H<9 G97CB8
EISFHOF <CIFG =B H<9 H<=F8 EI5FH9F 5B8  <CIFG =B H<9
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Direct Materials Purchases and Direct Labor Budgets.
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Budgets for Cash Collections from Sales and Cash Payments
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Service Company Budgeted Income Statement and Ethical
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Lawn Care, Inc.
Income Statement
Most Recent Year Ending December 31

Quarter

2 4

Service revenue $135,000 $ 140,000
Deduct operating expenses:
Owner salaries $ 30,000 $ 30,000
Crew wages 40,000 40,000
Administrative staff wages 8,000 8,000
Supplies 12,000 12,000
Office rent 2,000 2,000
Utilities 1,000 1,000
Insurance 19,000 19,000
Miscellaneous 5,000 5,000
Total operating expenses $117,000 $117,000
Income before taxes 18,000 23,000
Income taxes (30% rate) (5,400) (6,900)
Net income $ 12,600 $ 16,100
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Direct Materials Purchases and Direct Labor Budgets.
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Budgets for Cash Collections from Sales and Cash Payments
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Civil Engineers, LLC
Income Statement
Most Recent Year Ending December 31

Quarter

2 4

Service revenue $ 275,000 $ 330,000
Deduct operating expenses:
Engineer salaries $ 120,000 $ 120,000
Biologist salaries 50,000 50,000
Administrative staff wages 20,000 20,000
Supplies 23,000 23,000
Rent 14,000 14,000
Utilities 4,000 4,000
Insurance 28,000 28,000
Miscellaneous 13,000 13,000
Total operating expenses $ 272,000 $ 272,000
Net income (loss) $ 3,000 $ 58,000
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