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Budgeting

Budgeting is a short-term planning and 

control technique that is widely used by 

industry, commerce and government

Budgets are short-term business plans 

expressed in money, covering a period of 

time
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1. Establish objectives

1. Establish objectives

2. Identify potential courses of  action 

2. Identify potential courses of  action 

(i.e. strategies)

(i.e. strategies)

3. Evaluate and select alternative courses            

3. Evaluate and select alternative courses            

of action

of action

4. Implement long

4. Implement long

-

-

term plan in the 

term plan in the 

form of the annual budget

form of the annual budget

5. Monitor actual results

5. Monitor actual results

6. Respond to divergences from plan

6. Respond to divergences from plan

-------------------

Annual 

Annual 

budgeting 

budgeting 

process

process

Long

Long

-

-

term 

term 

planning 

planning 

process

process

The planning process

The planning process
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Functions of budgets

Planning annual operations

Coordinating the activities of various parts 

of the organisation

Communicating plans to managers

Motivating managers to achieve 

organisational goals

Controlling activities

Evaluating performance of managers
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The budgeting process

1. Communicate budget policy

2. Determine factor that restricts output

3. Prepare sales budget

4. Initial preparation of operating budgets

5. Negotiate budgets with superiors

6. Coordinate and review budgets – master 

budget

7. Approval of budgets

8. Ongoing review of budgets
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Operating budgets

The departmental costs for 

supporting activities

Overhead budgets

The labour hours  to be worked, 

staffing levels and labour cost

Labour budget

The quantity and cost of raw 

materials to be bought from 

suppliers

Material purchases budget

The quantity of each product to 

be made

Production budget

The quantity of each product to 

be sold and sales revenue

Sales budget

PURPOSE

To show:

TITLE OF BUDGET
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Production budget 

- illustration

Production budget

Units of Alpha

Sales  900

Closing stock  180

Opening stock (100)

Good production 980

Faulty products (980/98 x 2) 20

Gross production              1,000
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Master budget

A forecast of the assets, liabilities 

and capital as at year end

Budgeted balance sheet

A forecast of profit or loss for the 

forthcoming year

Budgeted profit loss account

A detailed estimate of cash 

receipts and payments for the 

forthcoming year

Cash flow forecast

PURPOSE

To show:

TITLE OF BUDGET
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Budgeted profit and loss a/c -

illustration

Budgeted profit and loss account 

for the year ended 31 December 2005

£000

Sales                                    1,000

Material 100

Labour 500

Production overheads 200

Gross profit

200

Less Expenses:

Admin. Overheads 50

Marketing overheads            30

Net profit

120
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Cash flow forecast 

- illustration

8 (5) 9

Closing bank balance

(5) 9 1

Opening bank balance

13 (14) 8

Net cash flow

41 63 37 Total

8 18 4 Expenses

8 8 8 Wages

25 37 25 Purchases of materials

Payments:

54 49 45 Total

13 12 13 Cash sales

41 37 32 Credit sales

£000 £000 £000 Receipts:

Mar Feb Jan
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Budgetary control

Prepare budgets

Prepare budgets

Prepare budgets

Perform and collect 

information

on actual performance

Perform and collect 

Perform and collect 

information

information

on actual performance

on actual performance

Respond to variances 

between planned and actual

performance and exercise

control

Respond to variances 

Respond to variances 

between planned and actual

between planned and actual

performance and exercise

performance and exercise

control

control

Budgetary control

Budgetary control

Budgetary planning

Budgetary planning
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Traditional budgetary control report

Budgetary control report – March 2006

Fixed    

Budget Actual Variance

Production 1,000 1,200

£ £ £

Material (x £2) 2,000 2,200 200(A)

Labour (x £3) 3,000 3,300 300(A)

Overheads 5,000 5,000 _nil_

Total 10,000 10,500 500(A)
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Deficiencies of traditional 

reports

Report shows an overall overspend of £500

Overspends on both material and labour 

costs

Actual results compared with a fixed 

(original) budget

The variances computed are not meaningful

Unable to see cost efficiency

Some costs are variable and another is fixed

Therefore, need to prepare a flexible budget
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Contemporary budgetary control  report

To facilitate the control process, a flexible 

budget is prepared

It can only be prepared after the budget 

period has ended

A flexible budget is a redraft of the original 

budget at the actual level of activity

Meaningful variances for cost control 

purposes are then calculated
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Variances

Variances help managers control 

performance including cost control

A favourable variance indicates that a cost 

saving has been made

An adverse variance indicates that an 

overspend has occurred

Significant variances are investigated

Investigation is focused on areas not 

operating as anticipated i.e. management 

by exception
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Behavioural aspects of budgeting



The use of budgets tends to improve performance



Setting demanding, but achievable, budget tends 

to motivate managers to improve performance



Unrealistically demanding targets tend to have an 

adverse affect on manager’s performance



The participation of managers in setting budgets 

tends to improve motivation



Compatibility of individual goals with overall goals 

of the organisation is needed (goal congruence)
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The effect of budget difficulty on 

performance

Easy

Easy

Budget difficulty

Budget difficulty

Difficult

Difficult

Actual 

Actual 

performance

performance

Adverse budget 

Adverse budget 

variance

variance

Expectations 

Expectations 

budget

budget

Budget level

Budget level

Optimal 

Optimal 

performance budget

performance budget

Performance

Performance


