
WHAT IS A BUDGET ?



 Simply put, a budget is an itemized summary of 

likely income and expenses for a given 

period. It’s an invaluable tool to help you 

prioritize your spending and manage your 

money—no matter how much or how little you 

have.

 Planning and monitoring your budget will help you 

identify wasteful expenditures, adapt quickly as 

your financial situation changes, and achieve 

your financial goals.



THE CHARTERED INSTITUTE OF MANAGEMENT 
ACCOUNTANTS, ENGLAND, DEFINES A BUDGET 
AS:

“A plan quantified in monetary terms prepared and 

approved prior to a defined period of time usually 

showing planned income to be generated and/or 

expenditure to be incurred during that period and the 

capital to be employed to attain a give objective.”



ESSENTIALS OF A BUDGET

• PLAN EXPRESSED IN MONETARY TERMS



• PREPARED PRIOR TO A DEFINED PERIOD OF TIME



• RELATED TO A DEFINITE FUTURE PERIOD



BENEFITS OF BUDGETING

 Gives you control over your money – A budget is a way of being 

intentional about the way you spend and save your money. It is said that 

with budgeting, you control your money and not your money controls 

you. Budgeting saves you the stress of suddenly having to adjust to lack of 

funds because you did not initially plan how to spend them. It also helps 

you decide if you want to sacrifice short term spending like buying coffee 

everyday in exchange for a long term benefit like a cruise vacation or a 

new HDTV.



 Keeps you focused on your money goals – You avoid spending 

unnecessarily on items and services that do not contribute to attaining your 

financial goals. If you are working with limited resources, budgeting makes 

it easier to make ends meet.



 Makes you aware what is going on with your money – With budgeting, you 

are clear on what money is coming in, how fast it goes out, and where it is 

going to. Budgeting saves you from wondering every end of the month 

where your money went. A budget enables you to know what you can 

afford, take advantage of buying and investing opportunities, and plan 

how to lower your debt. It also tells you what is important to you based on 

how you allocate your funds, how your money is working for you, and how 

far you are towards reaching your financial goals.



 Helps you organize your spending and savings – By dividing your money 

into categories of expenditures and savings, a budget makes you aware 

which category of expenditure takes which portion of your money. That 

way, it is easy for you to make adjustments. Budget also serves as a 

reference for organizing your bills, receipts, and financial statements. When 

all of your financial transactions are organized for tax time or creditor 

questions, you save time and effort.



 Enables you to communicate with your significant others about money – If 

you share your money with your spouse, family, or anyone, a budget can 

communicate how you use money as a group. This promotes teamwork on 

working for common financial goals and prevents conflict on how money is 

used. Creating a budget in tandem with your spouse will avoid conflicts 

and resolve personal differences on how your money is spent. Budgeting 

teaches family members spending responsibility and accountability.



 Provides you with an early warning for potential problems – When you 

budget and take a “big picture” view, you will see potential money 

problems in advance, and be able to make adjustments before the 

problem appears.



 Helps you determine if you can take debt and how much – Taking debt is 

not necessarily a bad thing if the debt is necessary or you can afford 

it. Budgeting shows you how much a debt load you can realistically take 

without being stressed or if taking the debt load is worth it.



 Enables you to produce extra money – In budgeting, you get to identify 

and eliminate unnecessary spending like late fees, penalties and 

interests. These seemingly small saving can add up over time.



MEANING OF FORECAST

• A planning tool that helps management in its attempts to cope with the uncertainty of the 
future, relying mainly on data from the past and present and analysis of trends.

• Forecasting starts with certain assumptions based on the 
management's experience, knowledge, and judgment. These estimates are projected into the 
coming months or years using one or more techniques such as Box-Jenkins models, Delphi 
method, exponential smoothing, moving averages, regression analysis, and trend projection. 
Since any error in the assumptions will result in a similar or magnified error in forecasting, 
the technique of sensitivity analysis is used which assigns a range of values to the 
uncertain factors (variables). 
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DIFFERENCE BETWEEN BUDGET AND 

FORECAST

BASIS BUDGET FORECAST

EVENTS It relates to planned events It is concerned with probable events 

PERIOD Planned separately for each accounting 
period

May cover a long period or years

COVERAGE Comprises the whole business unit It may cover a limited function

CONTROL It is a tool of control It does not connote any sense of 
control 

PROCESS It starts where forecast ends It ends with the forecast of likely events



•

•



THE CHARTERED INSTITUTE OF 
MANAGEMENT ACCOUNTANTS, ENGLAND, 
DEFINES IT AS:

• The establishment of the budgets relating to the 

responsibilities of executives to the requirements of a policy 

and the continuous comparison of actual with budgeted 

result either to secure by individual action the objectives of 

that policy or to provide a firm basis for its revision.



Essentials of a budgetary control

 Establishment of budgets for each function and section of the organization.

 Continuous comparison of the actual performance with that of the budget so as 

to know the variations from budget and placing the responsibility of executives 

for failure to achieve the desires results as given in the budget.

 Taking suitable remedial action to achieve the desires objective if there is a 

variation of the actual of the actual performance from the budgeted 

performance.

 Revision of budgets in the light of changed circumstances.



Objectives of Budgetary Control

• Planning: A budget provides a detailed plan of action for a 
business over a definite period of time. Detailed plans relating to 
production, sales, raw material requirements, labor needs, 
advertising and sales promotion performance, research and 
development activities, capital additions etc. are drawn up. By 
planning many problems are anticipated long before they arise 
and solutions can be sought through careful study. Thus most 
business emergencies can be avoided by planning. In brief, 
budgeting forces the management to think ahead, to anticipate 
and prepare for the anticipated conditions.



Coordination

• Budgeting aids managers in co-coordinating their efforts so that 
objectives of the organization as a whole harmonize with the 
objectives of its divisions. Effective planning and organization 
contributes a lot in achieving coordination. There should be co-
ordination in the budgets of various departments. For example, 
the budget of sales should be in coordination with the budget of 
production. Similarly, production budget should be prepared in co-
ordination with the purchase budget, and so on.



Communication

• A budget is actually a communication device. The accepted budget 
copies are distributed to every management personnel which gives 
not only adequate understanding and knowledge of the policies 
and programmes to be followed however also gives understanding 
about the restrictions to be followed to. It is not the budget by 
itself that facilitates communication; however the vital 
information will be communicated in the work of preparing 
budgets and participation of most responsible men and women in 
this act.



Motivation

• A budget is a helpful device for encouraging managers to carry out 
in line with the organization objectives. If men and women have 
actively participated in the planning of budgets, it acts like a 
strong motivating force in order to achieve the targets.



Control

• Control is necessary to ensure that plans and objectives as laid 
down in the budgets are being achieved. Control, as applied to 
budgeting, is a, systematized effort to keep the management 
informed of whether planned performance is being achieved or 
not. For this purpose, a comparison is made between plans and 
actual performance. The difference between the two is reported 
toï¿½ the rr1anagement for taking corrective action.



Performance evaluation

• A budget offers a useful means of telling managers how nicely 
they are performing in conference targets they have formerly 
helped to set. In numerous companies there is an exercise of 
rewarding workers on the basis of their reaching the budget 
targets or promotion of a manager might be linked to his budget 
accomplishment record.



TYPES OF BUDGETS

 1. Sales Budget.

 2. Production Budget.

 3. Production Cost Budget.

 4. Raw Materials Budget.

 5. Purchases Budget.

 6. Labor Budget.

 7. Production Overhead Budget.

 8. Selling and Distribution Cost Budget.

 9. Administration Cost Budget

 10. Capital Expenditure Budget.

 11. Cash Budget.



Sales Budget

 The importance of this budget arises from the fact that if the sales figure is incorrect, then 
practically all other budgets will be affected. The difficulties in the preparation of this 
budget arise because it is not easy to estimate consumer demand, particularly when a 
new produce is introduced. The sates budget is a statement of planned sales in terms of 
quantity and value. It forecasts what the company can reasonably expect to sell to its 
customers during the budget period. The sales budget can be prepared to show sales 
classified according to products, salesmen, customers and periods, etc.

 Factors: The factors to be considered in forecasting sales are the following:

 1. Analysis of Past sates to determine trends in the market.

 2. Reports by statesmen of various markets of company products.

 3. Any changes in companies policies and methods and their effect on sales.

 4. Any changes in economic conditions and in business related-conditions and policies.

 5. Market research to measure potential demand for company products.



Production Budget

 The production budget is actually an estimate of production for that budget period. It is very first drawn up 
in amounts of each product and when the leftover budgets have been ready and cost of production 
calculated, next the quantities of manufacturing cost are translated into cash terms, what in impact 
becomes a production cost budget. The production budget is actually the initial step in budgeting 
production operations. Additionally to production budget, you can find three other budgets associated 
with manufacturing activities of an organization. These are labor budget, raw materials budget and 
production overhead budget.

 Factors: The principal considerations involved in budgeting production are:

 1. Sales budget. When sales is the principal budget factor, the production budget will be based on the 
volume of sales forecast by the sales budget.

 2. Inventory policy. The management decision regarding quantities needed is stock at all times to meet 
customer requirements is an important factor.

 3. Production capacity. The production capacity of every department needs to be worked out and 
budget figures must be within these limits.

 4. Management policy. Production policy from the management plays a significant role in budgeting 
production. For instance, management might decide to purchase a particular component part through 
outside instead of manufacturing it. This can influence production budget.



Production Cost Budget

 This budget shows the estimated cost of production. The production 

budget (explained above) shows the quantities of production. These 

quantities of production are expressed in terms of cost in production cost 

budget. The cost of production is shown in detail in respect of material 

cost, labor cost and factory overhead. Thus Production Cost Budget is 

based upon Production Budget, Material Cost Budget, labor Cost Budget 

and Factory Overhead Budget.



Raw Material Budget

 This budget exhibits the estimated quantities of most the raw materials and 

components required for production demanded through the production 

budget. Raw material budget serves the following purposes:

 1. It assists the purchasing department in planning the purchases.

 2. It helps in the preparation of purchase budget.

 3. It provides data for raw material control.

 It should be noted that raw material budget generally deals with only the 

direct materials whereas indirect materials and supplies are included in the 

overhead cost budget.



Purchase Budget

 Careful planning of purchases offers one of the most significant areas of cost 
saving in many concerns. The purchase manager should be assigned the 
direct responsibility for preparing a detailed of purchases for the budget period 
and for submitting the plan in the form of a purchase budget.

 The purchases budget provides details of the purchases which are planned to 
be made during the period to meet the needs of the business. It indicates:

 1. The quantities of each type of raw material and other items to be 
purchased;

 2. The timing of purchases and

 3. The estimated cost of material purchases.



Labor Budget

 Labor cost is classified into indirect and direct. A few concerns prepare a labor budget that contains both 
indirect and direct labor, while some include only direct labor cost and contain indirect labor within the 
overhead cost budget

 The labor budget represents the forecast of labor requirements to meet the demands of the company for the 
budget period. This budget must be linked with production budget and production cost budget. The method 
of preparing the labor budget is like this. The standard direct labor hours of each grade of labor required for 
each unit of output and standard wage rate for each grade of labor are ascertained. Multiplication of units 
of finished goods to be produced by the labor cost per unit gives the direct labor cost. The indirect labor is 
normally a fixed amount, so should be easy to calculate in total for the period.

 Purposes: The labor budget serves the following purposes:

 1. To estimate the labor cost of production. h

 2. To determine the direct labor required in terms of labor hours and hence the number and grade of workers 
required to meet the production requirements.

 3. To provide the personnel department with personnel requirements so that it may plan recruitment 
activities.

 4. To provide data for determination of cash requirements for payment of wages.

 5. To provide data for managerial control of labor cost.



Production Overhead Budget

 The production overhead budget involves the preparation of overheads 
budgets for each department of the factory as it is desirable to have estimates 
of manufacturing overheads prepared by those individuals who have the 
responsibility for incurring them. The budget expenses for each sub-period

 During the budget period should be indicated and the classification of 
expenses should be the same as used by the accounting department. The 

budgeted overhead costs of service departments are totaled and 
apportioned to production departments according to the services received by 
each such production department. The budgeted overhead costs of service 
departments are totaled and apportioned to production departments 
according to the services received by each such production department.



Selling and Distribution Cost Budget

 his is closely related with the sales budget and represents the forecast of 

all costs incurred in selling and distributing the companyâ€™s products 

during the budget period. As a general rule, the sales budget and the 

setting and distribution cost budgets are prepared simultaneously, since 

each has a

 Definite impact on the other

 The sales manager is responsible for setting and distribution cost budget. 

He prepares this budget with the help of heads of sub-divisions of the sales 

department. Some companies prepare a separate advertising budget, 

particularly when spending on advertising are quite heavy.



Administration Cost Budget

 This budget represents forecast of all administration expenses like directors 

fees, managing director’s salary, office lighting, heating and air conditioning, 

etc. Most of these expenses are fixed, so they should not be too difficult to 

forecast.



Capital Expenditure Budget

 This budget symbolizes the expenditure on every fixed assets throughout the budget 
period. It provides such items as new buildings, land, machinery and intangible items such 
as patents, etc.

 Special Features: The capital expenditure budget provides certain characteristic features 
that distinguish it through other functional budgets. These are:

 1. Capital expenditure budget handles items not directly linked to profit and loss account. 
Expenses associated with capital expenditure for example repairs, maintenance and 
depreciation, and so on. are, however, related to this budget and these are a part of 
overhead budgets.

 2. Capital expenditure is frequently planned a number of years in advance, perhaps five to 
ten years, in which case it is broken down into convenient periods like years or months. As 
compared to this, other functional budgets are normally prepared for a shorter period, say, 
one year.

 3. This budget involves huge amount of expenditure that needs leading management 
approval. The capital expenditure budget is, as a result, subject to some strict 
management control.



Cash Budget

 The cash budget is probably the most important and among the last to be 

prepared. It is actually a detailed estimate of money receipts from all 

sources and cash payments for many purposes and the resultant cash 

balance throughout the budget period. It makes certain how the business 

has enough cash available to meet its wants as and when these come up. 

It is a device for controlling and coordinating the financial side from the 

business to make sure solvency and give a basis for financing and 

planning necessary to cover up any deficiency in cash. Cash budget 

therefore plays a significant role in the financial management of any 

business undertaking.



MASTER BUDGET

 A master budget is a set of interconnected budgets of sales, production costs, 
purchases, incomes, etc. and it also includes pro forma financial statements. A 
budget is a plan of future financial transactions. A master budget serves as planning 
and control tool to the management since they can plan the business activities 
during the period on the basis of master budget. At the end of each period, actual 
results can be compared with the master budget and necessary control actions can 
be taken.



FIXED BUDGET

 A fixed budget is one that is drafted on the basis of specific criteria without any provision for any 
changes at any point during the period of time covered by the budget. The budget lets those involved 
know how much they have to spend during a given time frame, regardless of any eventualities such as 
a slump in sales or increased profits.

Advantages

 One advantage to static budgeting is that it teaches you to prioritize. You create a clear distinction 
between the things you need and the things you want. By forcing yourself to remain consistent, it 
ensures that your bills will be paid on time. Static budgeting can also be beneficial if you regularly 
spend more than you bring in. It essentially allows you to start living within your means, meaning you 
spend less than you earn. This is especially helpful if you struggle with debt due to past financial 
choices.

Disadvantages

 One problem with static budgeting is that it does not account for life's unpredictable events. While 
fixed bills, such as mortgages or car payments, are easy to predict, variable expenses are 
unpredictable. As a result, exceeding your budget will cause stress. Static budgets also are not an 
accurate way to track expenses. In fact, all they do is provide a basic guideline that will be difficult to 
follow, should your income or expenses change.



FLEXIBLE BUDGET

 A flexible budget is a budget that adjusts or flexes for changes in the volume of activity. The 
flexible budget is more sophisticated and useful than a static budget, which remains at one 
amount regardless of the volume of activity.

Advantages

Flexible budgets let you tie spending to sales, allowing you to increase spending to take 
advantage of opportunities presented by better-than-expected revenues. For example, if your 
sales increase dramatically, a flexible budget that sets your marketing spending as a percentage 
of sales lets you increase your advertising or promotions to further increase sales.

Disadvantages

To prepare a flexible budget, the business owner or manager must clearly categorize expenses 
into fixed, variable and semi-variable expenses. Objective and clear categorization of these costs 
can be tricky and thus can jeopardize the entire budgeting process. Business owners and their 
staff must have the expertise and knowledge to prepare a flexible budget accurately, 
comprehend it and use it appropriately. If such expertise and understanding is missing, a flexible 
budget is definitely not an answer.



Fixed Budget Flexible Budget

Fixed budget is inflexible and does not change with 
the actual volume of output achieved.

Flexible budget can be suitably recasted quickly 
according to level of activity attained.

Fixed budget assumes that conditions would remain 
static.

Flexible budget is design to change according to 
changed conditions.

Costs are not classified according to their variability 
i.e. fixed, variable and semi variable.

Coasts are classified according to the nature of their 
variability.

Comparison of actual and budgeted performance 
cannot be done correctly if the volume of output 

differs.

Comparisons are realistic as the changed plan 
figures are placed against actual ones.

It is difficult o forecast accurately the results in it. Flexible budget clearly shows the impact of various 
expenses on the operational aspects of the business.

Only one budget at a fixed level of activity is 
prepared due to an unrealistic expectation on the 

part of the management

Series of budgets are prepared at different level of 
activities.

Fixed budget has a limited application and is 
inefficient as a tool for cost control.

Flexible budget has more application and can be 
used as a tool for cost control.

If the budgeted and actual activity levels vary, the 
correct ascertainment os coasts and fixation of 

prices becomes difficult.

Flexible budget helps in fixation of prices and 
submission of tenders due to correct ascertainment 

of coasts.
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ADVANTAGES OF BUDGETARY CONTROL

• The major strength of budgeting is that it coordinates activities across 
departments.

• Budgets translate strategic plans into action. They specify the resources, revenues, 
and activities required to carry out the strategic plan for the coming year.

• Budgets provide an excellent record of organizational activities.

• Budgets improve communication with employees.

• Budgets improve resources allocation, because all requests are clarified and 
justified.

• Budgets provide a tool for corrective action through reallocations.



DISADVANTAGES OF BUDGETARY CONTROL

• The major problem occurs when budgets are applied mechanically and 
rigidly.

• Budgets can demotivate employees because of lack of participation. If the 
budgets are arbitrarily imposed top down, employees will not understand 
the reason for budgeted expenditures, and will not be committed to them.

• Budgets can cause perceptions of unfairness.

• Budgets can create competition for resources and politics.

• A rigid budget structure reduces initiative and innovation at lower levels, 
making it impossible to obtain money for new ideas.


