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3 ACCOUNTS AND FINANCE

Ford’s budgets set back by recession
The Ford Motor Company starts its budgeting process in May each year. 
Objectives for each market it sells cars in are set based on forecasted total 
market sales and expected market share. Targets are set for each model and 
body style. Financial budgets or targets are established for costs of produc-
tion. The marketing promotion budget needed to reach the sales targets is 
determined.

Costs are budgeted in considerable detail – there are over 2000 cost centres 
in its UK operations alone. Each manager with delegated authority for a cost 
centre prepares a detailed budget for the coming year. The main costs included 
in the cost-centre budget of Ford manufacturing plant are:

direct labour costs ●

overheads including indirect labour, power, depreciation and maintenance. ●

Once this process is complete for all cost/profi t centres, the overall budgets 
are submitted to Ford’s board of directors for approval. The actual perform-
ance of each operational section is measured against its cost budget – this 
gives fi nancial control. Similarly, sales budgets are compared with actual 
performance to assess how effectively targets have been reached.

The global recession of 2008–9 resulted in Ford’s sales in the USA falling by 
20% in 12 months. This was a much worse performance than forecast and 
made the company’s cost and sales budgets for this fi nancial year very unreal-
istic. Despite this, Ford estimated that its market share in the USA increased 
in December 2008 compared to a year earlier due to demand for its newer 
fuel-effi cient models.

Source: www.competition-commission.org.uk and http://uk.biz.yahoo.com (adapted)

SETTING THE SCENE
On completing this chapter 
you should be able to:

● understand the importance of 
budgeting for organisations

● calculate and interpret 
variances

● analyse the role of budgets 
and variances in strategic 
planning.
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Introduction
The fi nancial planning process is known as budgeting. 
A budget is a detailed, fi nancial plan for a future time 
period. If no fi nancial plans are made, an organisation 
drifts without real direction and purpose. Managers 
will not be able to allocate the scarce resources of the 
business effectively without a plan to work towards. 
Employees working in an organisation without plans 
for future action are likely to feel demotivated, as they 
have no targets to work towards – and no objective to 
be praised for achieving. If no targets are set, then an 
organisation cannot review its progress because it has 
no set objective against which actual performance can 
be compared.

Benefi ts of setting budgets
Strategic planning for the future must consider the fi nancial 
needs and likely consequences of these plans. This is the 
budgeting process. Setting and agreeing fi nancial targets 
for each section of a business will have many benefi ts.

KEY TERMS

budget a detailed fi nancial plan for the future
budget holder individual responsible for the initial setting and 

achievement of a budget

Budgets are set for both sales revenue and costs and it 
is usual for each cost and profi t centre to have budgets 
set for the next 12 months, broken down on a month-by-
month basis. Setting budgets and establishing fi nancial 
plans for the future have seven main purposes:

Planning – the budgetary process makes managers  ●

consider future plans carefully so that realistic targets 
can be set.
Effective allocation of resources – budgets can be an  ●

effective way of making sure that the business does not 
spend more resources than it has access to. There will 
be priorities to discuss and to agree on since what can 
be done is always likely to be greater than resources 
will permit.
Setting targets to be achieved – most people work  ●

better if they have a realisable target at which to aim. 
This motivation will be greater if the budget holder or 
the cost- and profi t-centre manager has been given 
some delegated accountability for setting and reaching 
budget levels. These then become delegated budgets.
Co-ordination – discussion about the allocation of  ●

resources to different departments and divisions 
requires co-ordination between these departments. 
Once budgets have been agreed, people will have to work 
effectively together if targets set are to be achieved.
Monitoring and controlling – plans cannot be ignored  ●

once in place. There is a need to check regularly that 
the objective is still within reach. All kinds of condi-
tions may change and businesses cannot afford to 
assume that everything is fi ne.
Modifying – if there is evidence to suggest that the  ●

objective cannot be reached and that the budget is 
unrealistic, then either the plan or the way of working 
towards it must be changed.
Assessing performance – once the budgeted period  ●

has ended, variance analysis will be used to compare 
actual performance with the original budgets.

Points to think about:

● What are the likely benefi ts to any 
business of making fi nancial plans?

● Do you think managers of each 
department or cost centre should 
have some responsibility for 
setting these budgets or plans? 
Explain your answer.

● Does the impact of an economic 
recession mean that fi nancial 
budgeting/planning is a waste of 
time? Explain your answer.
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Key features of budgeting
A budget is not a forecast, although much of the data on 
which it is based will come from forecasts, since we are 
looking into the future. Budgets are plans that organisa-
tions aim to fulfi l. A forecast is a prediction of what could 
occur in the future.

Budgets may be established for any part of an organ-
isation as long as the outcome of its operation is quanti-
fi able. There may be sales budgets, capital expenditure 
budgets, labour cost budgets and so on.

Co-ordination between departments when establishing 
budgets is essential. This should avoid departments making 
confl icting plans. For example, the marketing department 
may be planning to increase sales by lowering prices, yet 
the production department may be planning to reduce 
output and the direct-labour cost budget. These targets 
will confl ict and need to be reconciled.

Decisions regarding budgets should be made with the 
subordinate managers who will be involved in putting 
them into effect. Those who are to be held responsible 
for fulfi lling a budget should be involved in setting it. 
This sense of ‘ownership’ not only helps to motivate the 
department concerned to achieve the targets but also 
leads to the establishment of more realistic targets. This 
approach to budgeting is called delegated budgets.

KEY TERM

delegated budgets control over budgets is given to less senior 
management

The budget will be used to review the performance of a 
department and the managers of that department will 
be appraised on their effectiveness in reaching targets. 
Successful and unsuccessful managers can therefore be 
identifi ed.

These stages of involvement in constructing the 
budget, taking responsibility for its operation and being 
appraised in terms of success are the human aspects of 
the process. They have a very important role to play in 
the motivation of staff.

EXAM TIP

When discussing  delegated budgeting try to link this in your 
answer with the motivational approach of Herzberg – making 
work more challenging and rewarding.

Preparation of budgets
STAGES IN SETTING BUDGETS
Figure 21.1 shows how budgets are commonly prepared. 
This involves seven stages:

Stage 1 The most important organisational objectives for 
the coming year are established – these will be based 
on:

the previous performance of the business ●

external changes likely to affect the organisation ●

sales forecasts based on research and past sales  ●

data.

Figure 21.1 How budgets are commonly prepared
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Stage 2 The key or limiting factor that is most likely to 
infl uence the growth or success of the organisation 
must be identifi ed – usually sales. The sales budget 
will be the fi rst to be prepared. Accuracy is essential 
at this stage, because an error in the key-factor budget 
will distort all other budgets as well. For example, if 
the sales budget proves to be inaccurate, e.g. set at a 
level that proves to be too high, then cash, production, 
labour budgets and so on will become inaccurate too.

Stage 3 The sales budget is prepared after discussion with 
sales managers in all branches and divisions of the 
business.

Stage 4 Subsidiary budgets are prepared, which will now 
be based on the plans contained in the sales budget. 
These will include cash budget, administration budget, 
labour cost budget, materials cost budget, selling and 
distribution budget. The budget holders, e.g. cost- 
and profi t-centre managers, should be involved in 
this process if the aim of delegated responsibility for 
budgets is to be achieved.

Stage 5 These budgets are co-ordinated to ensure 
consistency. This may be undertaken by a budgetary 
committee with special responsibility for ensuring 
that budgets do not confl ict with each other and 
that the spending level planned does not exceed the 
resources of the business.

Stage 6 A master budget is prepared that contains the 
main details of all other budgets and concludes with a 
budgeted profi t and loss account and balance sheet.

Stage 7 The master budget is then presented to the board 
of directors for its approval.

Once approved, the budgets will become the basis of the 
operational plans of each department and cost centre 
within the organisation. However, the overall plan is 
usually over too long a time period to be a motivating 
target and will be broken down into short periods like a 
month or even a week.

SETTING BUDGET LEVELS
Incremental budgeting and zero budgeting are the two 
methods most widely used to set budget levels.

Incremental budgeting
In many businesses that operate in highly competitive 
markets there may be plans to lower the cost budget for 
departments each year, but to raise the sales budgets. 
This puts increased pressure on many staff to achieve 
higher productivity. Incremental budgeting does not 
allow for unforeseen events. Using last year’s fi gure as 
a basis means that each department does not have to 
justify its whole budget for the coming year – only the 
change or ‘increment’.

Zero budgeting
This approach to setting budgets requires all depart-
ments and budget holders to justify their whole budget 
each year. This is time consuming, as a fundamental 
review of the work and importance of each budget-
holding section is needed each year. However, it does 
provide added incentive for managers to defend the work 
of their own section. Also, changing situations can be 
refl ected in very different budget levels each year.

KEY TERMS

incremental budgeting uses last year’s budget as a basis and 
an adjustment is made for the coming year

zero budgeting setting budgets to zero each year and budget 
holders have to argue their case to receive any fi nance

Potential limitations of budgets
Lack of fl exibility. If budgets are set with no fl exibility  ●

built into them, then sudden and unexpected changes 
in the external environment can make them very 
unrealistic – see the ‘Setting the scene’ case study on 
page 205. These external changes include unplanned 
increases in materials and energy-cost infl ation.
Focused on the short term. Budgets tend to be set  ●

for the relatively short term, e.g. the next 12 months. 
Managers may take a short-term decision to stay within 
budget that may not be in the best long-term interests 
of the business. For example, a decision to reduce the 
size of the workforce to stay within the labour budget 
may limit the fi rm’s ability to increase output if sales 
were to rise unexpectedly quickly in the future.
Result in unnecessary spending. When the end of the  ●

budgeting period approaches and managers realise 
that they have underspent their budgets, unneces-
sary spending decisions might be made so that the 
same level of budget can be justifi ed next year. If a large 
surplus exists at the end of the budget period, how could 
managers justify the same level of resources next year?
Training needs must be met. Setting and keeping to  ●

budgets is not easy and all managers with delegated 
responsibility for budgets will need extensive training 
in this role.
Setting budgets for new projects. When a major  ●

new project is being undertaken, perhaps a one-off 
building scheme such as a large bridge or tunnel, 
setting realistic budgets may be diffi cult and frequent 
revisions in the budgets might be necessary.

Budgetary control – variance analysis
During the period covered by the budget and at the end 
of it the actual performance of the organisation needs 
to be compared with the original targets and reasons 
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for differences must be investigated. This process is 
known as variance analysis. A variance is the difference 
between budgeted and actual fi gures. Variance analysis 
is an essential part of budgeting for a number of reasons:

It measures differences from the planned perform- ●

ance of each department both month by month and at 
the end of the year.
It assists in analysing the causes of deviations from  ●

budget. For example, if actual profi t is below budget, 
was this due to lower sales revenue or higher costs?
An understanding of the reasons for the deviations  ●

from the original planned levels can be used to change 
future budgets in order to make them more accurate. 
For example, if sales revenue is lower than planned 
as a result of market resistance to higher prices, then 
this knowledge could be used to help prepare future 
budgets.
The performance of each individual budget-holding  ●

section may be appraised in an accurate and objective 
way.

KEY TERM

variance analysis the process of investigating any differences 
between budgeted fi gures and actual fi gures

If the variance has had the effect of increasing profi t, for 
example sales revenue higher than budgeted for, then it is 
termed a favourable variance. If the variance has had the 
effect of reducing profi t, for example direct material costs 
are higher than budget, then it is termed an unfavourable 
or adverse variance. See the West Indian Carpets worked 
example on page 210.

KEY TERMS

adverse variance exists when the difference between the 
budgeted and actual fi gure leads to a lower than expected 
profi t

favourable variance exists when the difference between the 
budgeted and actual fi gure leads to a higher than expected 
profi t

RESPONDING TO VARIANCE ANALYSIS RESULTS
Managers may need to respond quickly to both adverse and 
favourable variances. Clearly, adverse variances will need 
to be looked at in some detail to see if cheaper supplies or 
working methods could be adopted. However, an adverse 
variance caused by an increase in output leading to higher 
raw material costs is of much less concern.

Favourable variances cannot be ignored either. They 
may refl ect a poor and inaccurate budgeting process where 
cost budgets were set too high. A favourable direct cost 

variance caused by output being much less than planned 
for is not very promising – why were sales and output lower 
than planned for?

Budgetary control and strategic 
planning
Setting, agreeing and controlling budgets is time con-
suming. Budgets can fail to refl ect changing circum-
stances and become infl exible. Budget holders can look 
upon a budget as a limit up to which they can spend, 
whether their department needs all of the resources or 
not. Therefore, is the budgetary process worthwhile?

Try to think of the alternative:

Without a detailed and co-ordinated set of plans for  ●

allocating money and resources of the business, who 
would decide ‘who gets what’?
Without a clear sales budget as the cornerstone of the  ●

budgetary process, how would departments know 
how much to produce or to spend on sales promotion 
or how many people to employ?
Would it be possible to assess how the business had done  ●

or how well individual departments had performed 
without a clear series of targets with which to compare 
performance?
Without fi gures to monitor progress during the budgetary  ●

period, how would it be possible to know where the busi-
ness is or to suggest changes that might be made?
Budgets have to be agreed and controlled. This gives  ●

responsibility and a sense of direction to those dele-
gated to work with them. These human advantages 
are diffi cult to ensure without planned money values 
to work with.

Based on these arguments in favour of budget setting 
and budgetary control, all businesses are likely to under-
take some form of fi nancial planning.

 THEORY OF KNOWLEDGE

Sereena Mushtaq is a meticulous planner. As a fi nance 
specialist, she believes in detail and accuracy and never leaves 
things to chance. As a maths graduate, she likes the idea of 
certainty and control. As the fi nance director of Aztec Ltd, one 
of Pakistan’s leading software businesses, she prides herself 
on the accuracy of her forecasts and budgets.

Examine the ways Sereena, as a fi nance specialist, can make 
the future fi nancial outcomes more certain. To what extent is 
certainty attainable when Sereena is setting her budgets?
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VARIANCE ANALYSIS – WORKED EXAMPLE FOR WEST INDIAN CARPETS LTD

The variance calculations for West Indian Carpets Ltd, 
shown in Table 21.1, can be verifi ed by checking the 
net profi t variance ($2500 adverse) against the net 
sum of the other variances ($3500 adverse – $1,000 
favourable = $2500 adverse). The benefi ts to be gained 
from regular variance analysis include:

1 Identifying potential problems early so that remedial 
action can be taken. Perhaps, in this case, a new 
competing carpet retailer has opened up and West 
Indian Carpets will have to quickly introduce strategies 
to combat this competition.

Financial variable Budget ($) Actual result ($) Variance ($) Favourable or adverse

Sales revenue 15 000 12 000 3 000 Adverse – this reduces profi t

Direct costs 5 000 4 000 1 000 Favourable – this increases profi t

Overhead costs 3 000 3 500 500 Adverse – this reduces profi t

Net profi t 7 000 4 500 2 500 Adverse – profi t is below forecast

Table 21.1 West Indian Carpets Ltd

Adverse variances Favourable variances

1  Sales revenue is below budget either because units sold were 
fewer than planned for or the selling price had to be lowered due 
to competition.

2  Actual raw material costs are higher than planned for either 
because output was higher than budgeted or the cost per unit of 
materials increased.

3  Labour costs are above budget either because wage rates had to 
be raised due to shortages of workers or the labour time taken to 
complete the work was longer than expected.

4  Overhead costs are higher than budgeted, perhaps because the 
annual rent rise was above forecast.

1  Sales revenue is above budget either due to higher than 
expected economic growth or problems with one of the 
competitor’s products.

2  Raw material costs are lower either because output was less 
than planned or the cost per unit of materials was lower than 
budget.

3  Labour costs are lower than planned for either because of 
lower wage rates or quicker completion of the work.

4  Overhead costs are lower than budgeted, perhaps because 
advertising rates from TV companies were reduced.

2 Allowing managers to concentrate their time and efforts 
on the major, or exceptional, problem areas – this is 
known as management by exception. In this case, it 
seems that managers should urgently investigate the 
likely causes of the lower than expected sales fi gures.

Table 21.2 identifi es the possible causes of adverse and 
favourable variances.

Table 21.2 Possible causes of adverse and favourable variances
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 ● OVER TO YOU

REVISION ACTIVITY
Look at the case study below and then answer the questions 
that follow.

Kinibali Timber Ltd

REVISION CHECKLIST
1 What is the difference between a forecast and a 

budget?
2 Explain three advantages to a new business of oper-

ating an extensive budgeting system.
3 What is meant by ‘master budget’?
4 Outline why a fashion clothing business might face 

problems when setting its sales revenue budget.
5 A food retailing business with many branches is plan-

ning to introduce delegated budgeting for the fi rst time.
a Explain two possible benefi ts of this to the 

business.
b Outline two possible limitations of doing this.

6 Explain why a fi rm might decide to use zero
budgeting.

7 Examine two advantages for a business of using vari-
ance analysis.

8 Distinguish, with the aid of numerical examples, 
between ‘favourable variances’ and ‘adverse variances’.

9 Discuss two ways that a sports shoe retailing business 
might use to correct an adverse sales revenue variance.

Budgeted and actual fi gures for the year ending 31 December 2010

$000 Budgeted fi gures Actual fi gures

Sales revenue
Direct labour
Direct materials
Fixed costs
Profi t

66
15
12
6
–

70
18
17
5
–

16 marks, 28 minutes
1 Calculate the budgeted profi t and actual profi t fi gures. [2]

2 Using variance analysis, discuss whether the 
management of Kinibali Timber Ltd should be 
satisfi ed with the performance of the business over 
the last 12 months. [10]

3 Outline two other pieces of information that would 
have helped you in your answer to question 2. [4]

EXAM PRACTICE QUESTION
Read the case study and then answer 
the questions that follow.

VARIANCE ANALYSIS AT OASIS 
COOKERS LTD
Oasis Cookers Ltd makes gas and electric ovens. The business has 
a good reputation for quality products. These are sold through 
a number of selected retailers who have agreed to display and 
market the ovens in ways that differentiate them from cheaper 
models. The national economy is experiencing a downturn 
with no economic growth. The government has been forced to 
increase interest rates to control cost-push infl ation and this has 
contributed to an appreciation of the currency’s exchange rate. 
Foreign oven imports are falling in price because of this. The 
management of Oasis Cookers Ltd are studying the latest vari-
ance analysis results:

25 marks, 45 minutes
1 Defi ne the following terms:

a budgeted fi gures
b variance. [4]

2 Explain how a manufacturing business 
sets budgets for sales and costs. [4]

3 Complete the table by calculating the 
variances, indicating whether they are 
adverse or favourable. [6]

4 Using the variance results, comment on 
the performance of Oasis Cookers during 
the year. [4]

5 Evaluate the usefulness of budgets to a 
business such as Oasis Cookers. [7]
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$000 Budgeted fi gures Actual fi gures Variance

Sales revenue
Cost of materials
Labour costs
Gross profi t
Overheads
Net profi t

165
80
22
63
40
23

150
70
23
57
43
14


