
In beginning to write this chapter, I tried to find words 
to “sugar coat” the title. Perhaps the word “budget” 
could be avoided altogether. Words like “financial 
map” or  “operational guide” might be suitable 
alternatives. After all, for those of you already in the 
workforce, you probably associate the word “budget” 
with “dread” or “drudgery” or some other less than 
flattering term. No doubt, some employees will 
question the need for a budget. The process of budget 
preparation is sometimes seen as painful, and it is not 
always clear how the effort that is required leads to 
any productive output. Furthermore, budgets can 
be seen as imposing constraints that are hard to live 
with, and establishing goals that are hard to meet!

Despite the rather dismal introductory remarks, it is imperative that organizations carefully plan 
their financial affairs to achieve financial success. These plans are generally expressed as “budgets.” A 
budget is a detailed financial plan that quantifies future expectations and actions relative to acquiring 
and using resources. Budgets don’t guarantee success, but they certainly help to avoid failure.

Budgets can take many forms and serve many functions. Budgets can provide the basis for detailed 
sales targets, staffing plans, inventory production, cash investment/borrowing, capital expenditures 
(for plant assets, etc.), and on and on. Budgets provide benchmarks against which to compare 
actual results and develop corrective measures. Budgets give managers “preapproval” for execution 
of spending plans. Budgets allow managers to provide forward looking guidance to investors and 
creditors. Budgets are necessary to convince banks and other lenders to extend credit. 

This chapter will illustrate the master budget which is a comprehensive set of documents specifying 
sales targets, production activities, and financing actions. These documents lead to forward looking 
financial statements (e.g., projected balance sheet, etc.). Other types of budgets (e.g., flexible budgets) 
are covered in subsequent chapters.
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Perhaps the most compelling case for budgeting is to try to imagine an organization without a 
budget.

In small organizations, formal budgets are actually a rarity. The individual owner/manager likely 
manages only by reference to a general mental budget. The person has a good sense of expected 
sales, costs, financing, and asset needs. Each transaction is under direct oversight of this person and 
hopefully they have the mental horsepower to keep things on a logical course. When things don’t 
go well, the owner/manager can usually take up the slack by not taking a paycheck or engaging 
in some other form of financial exigency. Of course, many small businesses ultimately fail anyway.  
Explanations for failure are many and varied, but are often pinned on “undercapitalization” or 
“insufficient resources to sustain operations.” Many of these postmortem assessments reflect a failure 
to adequately plan! Even in a small business, an authentic business plan/budget can often result in 
anticipating and avoiding disastrous outcomes.

Medium and larger organizations invariably rely on budgets. This is equally true in businesses, 
government, and not-for-profit organizations. The budget provides a formal quantitative expression 
of expectations.  It is an essential facet of the planning and control process. Without a budget, an 
organization will be highly inefficient and ineffective. Let’s consider a “case study” into the importance 
of budgeting.

Imagine that you have just been 
appointed as general manager of 
a newly constructed power plant. 
Further imagine that you have 
considerable flexibility in running 
all facets of the plant. But, your 
compensation and ultimately your job 
will depend on the financial success 
of the venture. What is one of the first 
tasks you will undertake? Think about 
this question for a few minutes . . . .

You have probably concluded that 
you need to quickly get a handle on 
the finances of the business. Your 
mind likely raced over a number of 
daunting challenges. How many 
customers will be served? What are 
the peak load electricity needs for 
these customers? What rate can be charged and will it be enough to cover expenses? How much fuel 
will be necessary to produce the electricity? How many employees must be available? Will the cash 
supply always be sufficient to meet cash outflow requirements? Furthermore, once the answers to 
these questions are in hand, how will actions be executed and controlled? In other words, once you 
decide how much fuel is needed, how will you make sure it is actually purchased (and no more!)? 
Once you conclude on the staffing plan, how do you put it in place? What will you do about expected 
periods of cash shortages?

Perhaps the above is simply too much to deal with.  Let’s assume you decide instead to spend all your 
time on marketing and personnel management. You join every possible community organization to 
get the word out about your company. You engage in countless publicity efforts. You attend every 
employee event, and you get to know most every employee on a personal level. In short, you do 
a marvelous job of selling electricity and motivating the employees to pull together as a cohesive 
caring team. Let’s assume your efforts sold lots and lots of electricity! Unfortunately, the sales growth 
was such that the local natural gas pipeline could not deliver enough fuel to your plant to meet your 
demand. This caused you to truck in more expensive fuel oils to produce the electricity. In addition, 
the Transmission Department ordered a huge supply of replacement transformers just in case there 
was a bad electrical storm. Unfortunately, there was an ice storm and the Transmission Department 
did not have funds to acquire replacement wires that were destroyed. Your suppliers became 
concerned, as they sensed that your revenues might be inadequate to cover the added fuel cost and 
down-time due to the ice storm. As a result, vendors began to insist on shortened payment terms, 
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thereby crunching the company’s cash supply. To solve this problem, it was necessary to reduce the 
workforce, which generated ill will among all employees who now believe your caring attitude was 
anything but genuine. The disgruntled workforce became less responsive to the customers, and 
those customers began shifting to other electric providers.

Let’s rewind this unfortunate scenario, this time utilizing a plan. Careful studies are performed to 
determine the most efficient levels of production for the plant, in conjunction with an assessment 
of customer demand. The expected sales are translated into a schedule of expected daily electricity 
production. Based on this information, long-term supply contracts are negotiated for natural gas 
supplies. Staffing plans are developed that optimize the number of employees and their work times. 
Contingency plans are developed for a variety of storm/catastrophe scenarios. Periods during which 
cash might be tight are noted and a line of credit is set up with a local bank to cover those periods.  
All of these activities lead to a projected outcome. Once the plan is in place, your managers will be 
authorized to act consistent with the plan, without having to clear every detail with you. It will be 
your job to monitor operations and take corrective actions when you observe deviations from the 
plan. The remainder of your time can be spent on public relations, employee interaction, and so 
forth. But, you are no longer flying blind; instead, your entire team is steering toward an expected 
outcome.

As you can now see, the budget is an essential tool 
to translate abstract or general plans into specific 
action oriented goals and objectives. By adhering to 
the budgetary guidelines, the expectation is that the 
identified goals and objectives can be fulfilled.

It is crucial to remember that a large organization 
consists of many people and parts. These 
components need to be orchestrated to work 
together in a cohesive fashion. The budget is the 
tool that communicates the expected outcome, and 
provides a detailed script to coordinate all of the 
individual parts to work in concert.

When things don’t go as planned, the budget is the tool that provides a mechanism for identifying 
and focusing on departures from the plan. The budget provides the benchmarks against which to 
judge success or failure in reaching goals and objectives and facilitates timely corrective measures.

Operations and responsibilities are normally divided among different segments and managers. 
This introduces the concept of “responsibility accounting.” Under this concept, units and their 
managers are held accountable for transactions and events under their direct influence and control. 
Budgets should provide sufficient detail to reflect anticipated revenues and costs for each unit. This 
philosophy pushes the budget down to a personal level, and mitigates attempts to pass blame to 
others. Without the harsh reality of an enforced system of responsibility, an organization will quickly 
become less efficient. Now, deviations do not always suggest the need for imposition of penalties. 
Poor management and bad execution are not the only reasons things don’t always go according to 
plan. But, deviations should be examined and unit managers need to explain/justify them.

Money is a scarce resource. Within most organizations it becomes very common for managers to argue 
and compete for allocations of limited resources. Each business unit likely has employees deserving 
of compensation adjustments, projects needing to be funded, equipment needing to be replaced, 
and so forth. This naturally creates strain within an organization, as the sum of the individual resource 
requests will usually be greater than the available pool of funds. Successful managers will learn to 
make a strong case for the resources needed by their unit. But, successful managers also understand 
that their individual needs are subservient to the larger organizational goals. Once the plan for 
resource allocation is determined, a good manager will close ranks behind the overall plan and move 
ahead to maximize results for the overall entity. Personal managerial ethics demands loyalty to an 
ethical organization, and success requires team work. Here, the budget process is the device by which 
the greater goals are mutually agreed upon, and the budget reflects the specific game plan that is to 
be followed in striving to reach those goals. Without a budget, an organization can be destroyed by 
constant bickering about case-by-case resource allocation decisions.

RECAPPING 
BENEFITS  OF 
BUDGETING

RECAPPING 
BENEFITS  OF 
BUDGETING



312             |  CHAPTER  21

Another advantage of budgets is that they can be instrumental in identifying constraints and 
bottlenecks. The earlier example of the power plant well illustrated this point. Efficient operation 
of the power plant was limited by the supply of natural gas. A carefully developed budget will 
always consider capacity constraints. Managers can learn well in advance of looming production 
and distribution bottlenecks. Knowledge of these sorts of problems is the first step to resolving or 
avoiding them. 

In summary, the budget is a necessary and defining instrument for successful operation of most 
organizations. This observation is equally true of business, governmental, and not-for-profit entities. 
As a result, the budget should be taken seriously and great care should be given to its construction. 
Let’s next turn our attention to the processes used to prepare effective budgets.

 
A comprehensive budget usually involves all segments of a business. As a result, representatives from 
each unit are typically included throughout the process. The process is likely to be spearheaded by 
a budget committee consisting of senior level personnel. Such individuals bring valuable insights 
about all aspects of sales, production, and other phases of operations. Not only are these individuals 
ideally positioned to provide the best possible information relative to their respective units, they 
also need to be present to effectively advocate for the opportunities and resource needs within their 
unit.  

The budget committee’s work is not necessarily complete once the budget document is prepared 
and approved. A remaining responsibility for many committees is to continually monitor progress 
against the budget, and potentially recommend mid-course corrections. The budget committee’s 
decisions can greatly impact the fate of specific business units, in terms of resources made available 
as well as setting the benchmarks that will be used to assess performance. As a result, members of 
the budget committee will generally take their task very seriously.

The budget construction process will normally follow the organizational chart. Each component of 
the entity will be involved in preparing budget information relative to its unit. This information is 
successively compiled together as it is passed up through the organization until an overall budget 
plan is achieved. But, beyond the data compilation, there is critical difference in how budgets are 
actually developed among different organizations. Some entities follow a top-down, or mandated 
approach. Others utilize a bottom-up, or participative philosophy.

Some entities will follow a top-down mandated approach to budgeting.  These budgets will begin 
with upper level management establishing parameters under which the budget is to be prepared. 
These parameters can be general or specific. They can cover sales goals, expenditure levels, guidelines 
for compensation, and more. Lower-level personnel have very little input in setting the overall goals 
of the organization. The upper-level executives call the shots, and lower-level units are essentially 
reduced to doing the basic budget calculations consistent with directives. Mid-level executives may 
color the budget process by refining the leadership directives as the budget information is passed 
down through the organization.
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One disadvantage of the top-down approach is that lower-level managers may view the budget as a 
dictatorial standard. Resentment can be fostered in such an environment. Further, such budgets can 
sometimes provide ethical challenges, as lower-level managers may find themselves put in a position 
of ever-reaching to attain unrealistic targets for their units.  

On the positive side, top-down budgets can set a tone for the organization. They signal expected 
sales and production activity that the organization is supposed to reach. Some of the most efficient 
and successful organizations have a hallmark strategy of being “lean and mean.” The budget is 
a most effective communication device in getting employees to hear the message and perform 
accordingly.

The bottom-up participative approach is driven by involving lower-level employees in the budget 
development process. Top management may initiate the budget process with general budget 
guidelines, but it is the lower-level units that drive the development of budgets for their units. These 
individual budgets are then grouped and regrouped to form a divisional budget with mid-level 
executives adding their input along the way. Eventually top management and the budget committee 
will receive the overall plan. As you might suspect, the budget committee must then review the 
budget components for consistency and coordination. This may require several iterations of passing 
the budget back down the ladder for revision by lower units. Ultimately, a final budget is reached.

The participative budget approach is viewed as self-imposed. As a result, it is argued that it improves 
employee morale and job satisfaction. It fosters the “team-based” management philosophy that has 
proven to be very effective for modern organizations. Furthermore, the budget is prepared by those 
who have the best knowledge of their own specific areas of operation. This should allow for a more 
accurate budget; in any event, it certainly removes one of the primary excuses that is used to explain 
why a particular budget was not met! 

On the negative side of the equation, a bottom-up approach is generally more time consuming and 
expensive to develop and administer. This occurs because of the iterative process needed for its 
development and coordination. Another potential shortcoming has to do with the fact that some 
managers may try to “pad” their budget, giving them more room for mistakes and inefficiency. More 
will be said about this problem shortly, but it is particularly problematic with a highly participative 
approach.

Theoretically the budget process can be portrayed as top-down or bottom-up. But, the reality is that 
most budgets are prepared with a blended approach where information is passed both ways.

It is very important for managers at all levels to understand how information is transformed as it 
passes through an organization. Review the preceding graphics, this time noting how the top-down 
arrows change from yellow to pink as they pass through the middle-level leadership. Conversely, 
the arrows in the bottom-up approach morph from green to pink as they pass through the middle-
level managers. As budget information is transferred up and down an organization, the “message” 
will inevitably be influenced by the beliefs and preferences of the communicators. There is always 
a chance that information can be so transformed as to lose its original intent. Top management can 
lose touch with information originating on the front line, and front-line employees may not always 
get a clear picture of the goals and objectives originating with senior management.
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There are staggering differences in the 
organization charts of different entities. Business 
growth is a natural incubator for expansion of 
the number of levels within an organization; as a 
result, great care must be taken to preserve the 
efficiency and effectiveness of growing entities. 
Sometimes the very attributes that contribute to 
growth can be undone by the growth itself. The 
charts of some entities consume many pages 
and involve potentially dozens of “levels.” Other 
companies may have worked to “flatten” their 
organizational chart to minimize the number 
of links in the chain of command. While these 
endeavors are often seen as attempts to reduce 

the cost of middle-level management, the overriding issue is to allow top management more clear and 
direct access to vital information originating with front-line employees (and vice versa). In addition 
to focusing on revenues and costs, the budget process should also be taken as an opportunity for 
continuous monitoring of the organizational structure of an entity.

One thing is sure, no one can see the future. And, budgets clearly involve a good deal of forward 
looking prognostication. As a result, a certain amount of error is inevitable.  Accordingly, it is easy to 
slip into a trap of becoming cavalier about the estimates that form the basis for a budget. This should 
be avoided. Budget estimates should be given careful consideration. They should have a basis in 
reason and logically be expected to occur. Haphazardness should be replaced by study and statistical 
evaluation of historical information, as this provides a good starting point for predictions.  Changing 
economic conditions and trends need to be carefully evaluated.

Because budgets frequently form an important part of performance evaluation, human behavior 
suggests that participants in the budget process are going to try to create “breathing room” for 
themselves by overestimating expenses and underestimating sales. This deliberate effort to affect 
the budget is known as creating “budget slack” or “padding the budget.” This is done in an attempt 
to create an environment where budgeted goals are met or exceeded. However, this does little to 
advance the goals of the organization.

When slack is introduced into a budget, employees may fail to maximize sales and minimize costs. For 
example, once it is clear that budgeted sales goals will be met, there may be a reduction in incentive 
to push ahead. In fact, there may be some concern about beating sales goals within a period for fear 
that a new higher benchmark will be established that must be exceeded in a subsequent period. 
This can result in a natural desire to push pending transactions to future periods. Likewise, padding 
the planned level of expenses can actually provide incentive to overspend, as managers fear losing 
money in subsequent budgets if they don’t spend all of the currently budgeted funds. This has the 
undesirable consequence of encouraging waste.

The problem of budgetary slack is particularly acute when the prior year’s budget is used as the 
starting point for preparing the current budget. This is called “incremental” budgeting. It is presumed 
that established levels from previous budgets are an acceptable baseline, and changes are made 
based on new information. This usually means that budgeted amounts are incrementally increased. 
The alternative to incremental budgeting is called “zero-based budgeting.”

With zero-based budgeting, each expenditure item must be justified for the new budget period. 
No expenditure is presumed to be acceptable simply because it is reflective of the status quo. This 
approach may have its genesis in governmental units that struggle to control costs. Governmental 
units usually do not face a market test; they rarely fail to exist if they do not perform with optimum 
efficiency. Instead, governmental entities tend to sustain their existence by passing along costs in 
the form of mandatory taxes and fees. This gives rise to considerable frustration in trying to control 
spending. Some governmental leaders push for zero-based budgeting concepts in an attempt to 
filter necessary services from those that simply evolve under the incremental budgeting process.
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Business entities may also utilize zero-based budgeting concepts to reexamine each expenditure each 
budget cycle. While this is good in theory, zero-based budgeting can become very time consuming 
and expensive to implement. In business, the opportunity for gross inefficiency is kept in check by 
market forces, and there may not be sufficient savings to offset the cost of a serious zero-based 
budgeting exercise. Nevertheless, business managers should be familiar with zero-based budgeting 
concepts as one tool to identify and weed out budgetary slack. There is nothing to suggest that every 
unit must engage in zero-based budgeting every year. Instead, a rolling schedule that thoroughly 
reexamines each unit once every few years may provide a cost effective alternative.

At the opposite end of budgetary slack is the phenomena of unattainable budget standards. If 
employees feel that budgets are not possibly achievable, they may become frustrated or disenchanted. 
Such a condition may actually reduce employee performance and morale. Good managers should 
be as alert to this problem as they are to budgetary slack. Suffice it to say that preparing a budget 
involves more than just number crunching; there is a fair amount of organizational psychology that 
a good manager must take into account in the process.

You also need to know that many financial reporting 
frauds have their genesis in overly optimistic budgets that 
subsequently lead to an environment of “cooking the books” 
to reach unrealistic goals. These events usually start small, 
with the expectation that time will make up for a temporary 
problem. The initial seemingly harmless act is frequently 
followed by an ever escalating pattern of deception that 
ultimately leads to collapse. 

To maintain organizational integrity, senior-level managers 
need to be careful to provide realistic budget directives. 
Lower-level managers need to be truthful in reporting “bad 
news” relative to performance against a budget, even it they 
find fault with the budget guidelines. All too often, the carnage that follows a business collapse 
will be marked by management claims that they were misled by lower-level employees who hid 
the truth. And, lower-level employees will claim that they were pressured by management to hide 
the truth. Undoubtedly, someone reading these words today will find themselves facing this very 
challenge during their career. Be wise, and resolve that you will avoid the snare of this all too common 
destructive trap!

Business processes are highly complex and require considerable effort to coordinate. Managers 
frequently cite coordination as one of the greatest leadership challenges. The comprehensive 
or “master” budget is an essential part of the coordinating effort. Such budgets consist of many 
individual building blocks that are tied together in logical harmony, and reflect the financial plan for 
the entire organization. Careful articulation is essential.

The starting point for the master budget is an assessment of anticipated sales via the sales budget. 
The expected sales level drives both the production plans and the selling, general, and administrative 
budget. Production drives the need for materials and labor. Factory overhead may be applied based 
on labor, but it is ultimately driven by overall production. The upper portion of the following graphic 
is a simplified illustration of these budget building blocks. Notice that the background colors of each 
block reflect dependency on another budget (i.e., the production and SG&A budget blocks each have 
a purple background because they are derivatives of the purple sales budget).

The lower portion of the graphic illustrates that the planned business activities must be considered 
in terms of their cash flow and financial statement impacts. It is quite easy to plan production that 
can outstrip the resources of a company. In addition, a business should develop plans that have a 
successful outcome; the budgeted financial statements are key measures of that objective.
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It would be very easy to expand the illustration to reflect additional interactions and budgets (e.g., the 
coordination of a long-term capital spending budget). However, the graphic would start to resemble 
the organization chart that was steam rolled earlier in this chapter. Little educational value would 
be derived by such a complex illustration. Instead, the point is to make it clear that comprehensive 
budgeting entails coordination and interconnection of various components. Next is a detailed 
illustration showing how these budget concepts are put into operation. 

The budgeting process usually begins with a sales budget. The sales budget reflects forecasted sales 
volume and is influenced by previous sales patterns, current and expected economic conditions, 
activities of competitors, and so forth. The sales budget is complimented by an analysis of the 
resulting expected cash collections. Sales often occur on account, so there can be a delay between 
the time of a sale and the actual conversion of the transaction to cash. For the budget to be useful, 
careful consideration must also be given to the timing and pattern of cash collections.

Mezan Shehadeh recently perfected a low-cost vinyl product that was 
very durable and could be used outdoors in conjunction with rear-
screen projection equipment. This product enables movie theaters 
to replace the usual lettered signs with actual videos to promote the 
“now showing” movies. Mezan’s company, Shehadeh Movie Screens, 
is rapidly growing. The sales budget for 20X9 follows.  Review the 
sales budget closely, noting the expected pattern of sales. The fall 
and winter seasons are typically the best for the release of new 
movies, and the anticipated pattern of screen sales aligns with this 
industry-wide business cycle. The screens are sold through a network 
of dealers/installers at a very low price point of $175 per unit. 
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The lower portion of the sales budget converts the expected sales to expected collections. Dealers 
are normally given credit terms of 30 days, and the result is that roughly two-thirds of sales are 
collected in the same quarter as the sale itself. The other third is collected in the following quarter.  
Shehadeh started 20X9 with $100,000 in receivables, and they are assumed to be collected in the first 
quarter of 20X9. Shehadeh’s dealer network has been carefully screened and the company has very 
few problems with uncollectible accounts. Shehadeh will end the year with $140,000 in receivables, 
determined as one-third of the final quarter’s expected sales ($420,000 X 1/3 = $140,000).

Mezan uses an electronic spreadsheet to compile the budget. This tool is extremely useful in 
budgeting applications.  If care is used in constructing the embedded formulas, it becomes very easy 
to amend the budget to examine the impact of different assumptions about sales, sales price, etc. If 
you look closely at the very bottom of this illustration, you will note that a unique sheet is created for 
each budget building block; here, the Sales sheet is the active sheet:

Sales drive the level of production. Production is also a function of the beginning finished goods 
inventory and the desired ending finished goods inventory. The budgeted units of production can be 
calculated as the number of units sold, plus the desired ending finished goods inventory, minus the 
beginning finished goods inventory. In planning production, one must give careful consideration to 
the productive capacity, availability of raw materials, and similar considerations.

Following is the production budget of Shehadeh Movie Screens. Shehadeh plans to end each quarter 
with sufficient inventory to cover 25% of the following quarter’s planned sales. Shehadeh started the 
new year with 525 units in stock, and planned to end the year with 700 units in stock. Below is a 
quarter-by-quarter determination of the necessary production. Carefully examine this information, 
paying very close attention to how each quarter’s desired ending finished goods can be tied to the 
following quarter’s planned sales. In case it is not obvious, the estimated units sold information was 
taken from the sales budget; utilizing the power of the spreadsheet, the values in the cells on row 7 of 
this “production” sheet were simply taken from the corresponding values in row 7 of the “Sales” sheet 
(“=Sales!C7”, “=Sales!C8”, etc.).
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Each movie screen requires 35 square feet of raw material. For example, the scheduled production of 
1,875 units for the second quarter will require 65,625 square feet of raw material. Shehadeh maintains 
raw material inventory equal to 20% of the following quarter’s production needs. Thus, Shehadeh 
plans to start the second quarter with 13,125 square feet (65,625 X 20%) and end the quarter with 
19,950 square feet (99,750 X 20%). Budgeted purchases can be calculated as direct materials needed 
in planned production, plus the desired ending direct material inventory, minus the beginning direct 
materials inventory (65,625 + 19,950 - 13,125 = 72,450). This fundamental calculation is repeated for 
each quarter. The upper portion of the following “Materials” spreadsheet illustrates these calculations. 
Once again, the electronic spreadsheet draws data from preceeding sheets via embedded links.
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The direct material purchases budget provides the necessary framework to plan cash payments for 
materials. The lower portion of the above spreadsheet shows that the raw material is slated to cost 
$1.40 per square foot. Shehadeh pays for 80% of each quarter’s purchases in the quarter of purchase. 
The remaining 20% is paid in the following period.

The direct materials budget also reveals a planned end of year inventory of 19,600 square feet, which 
has a cost of $27,440 (19,600 X $1.40). As you will later see, this value will be needed to prepare the 
budgeted ending balance sheet.

The direct labor budget provides the framework for planning staffing needs and costs. Each of 
Shehadeh’s screens requires three direct labor hours to produce. As revealed by the “labor” sheet, 
the scheduled production is multiplied by the number of hours necessary to produce each unit. 
The resulting total direct labor hours are multiplied by the expected hourly cost of labor to produce 
the total direct labor cost. As is usually the case, there is very little lag time between incurring and 
paying labor costs. Thus, Shehadeh assumes that the cost of direct labor will be funded in the quarter 
incurred.

Like many companies, Shehadeh applies overhead based on direct labor hours. Based on extensive 
analysis, the annual factory overhead is anticipated to include a fixed amount of $220,200, plus $5 
per direct labor hour. The fixed portion includes depreciation of $3,000 per quarter for the first half of 
the year and $7,000 per quarter for the last half of the year (the increase is due to a planned purchase 
of factory equipment occurring at the end of the second quarter). Following is the factory overhead 
budget. Notice that the bottom portion of the budget reconciles the total factory overhead with the 
cash paid for overhead (depreciation is subtracted because it is a noncash expense). Both of these 
amounts will be needed to complete subsequent budget calculations.

Be mindful that the variable factory overhead rate shown in the spreadsheet is arrived at by very 
careful analysis. The budget process entails an assessment of  variable overhead costs to determine 
this expected rate. As such, budgeting requires a great deal of study into the actual production 
process. There is much more to budgeting than just cranking numbers through a spreadsheet.
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The direct labor hours used in the Factory Overhead sheet are drawn from the Direct Labor budget. 
Further, the sidebar notes also indicate that the average overhead rate (fixed and variable together, 
applied to the total labor hours for the year) is $13 per hour. This information is useful in assigning 
costs to ending inventory. Assuming an average-cost method, ending finished goods inventory can 
be valued as follows:
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Companies must also plan for selling, general, and administrative costs. These costs also consist of 
variable and fixed components. The expected quarterly sales are multiplied by the variable cost per 
unit.  Total variable expenses are added to the fixed items. Some fixed items (e.g., rent) may be the 
same each quarter. Other fixed costs can change over time. Below, Shehadeh is assuming  a small 
advertising campaign in the first quarter, to be followed by an advertising blitz in the second quarter, 
and then a return to a more normal level during the final two quarters. The bottom line of the SG&A 
budget is the planned level of expenditures. Most of these items are funded at about the same 
time as they are incurred. Therefore, one may assume that the expense amount is met with a similar 
amount of cash outflow.

Each of the budgets/worksheets presented thus far are important in their own right. They will guide 
numerous operating decisions about raw materials acquisition, staffing, and so forth. But, at this point, 
it is very difficult to assess the success or failure of Shehadeh’s plans!  It is essential that all of these 
individual budgets be drawn together into a set of reports that provides for outcome assessments. 
This part of the budgeting process will result in the development of a cash budget and budgeted 
financial statements.

Cash is an essential resource. Without an adequate supply of cash to meet obligations as they come 
due, a business will quickly crash. Even the most successful businesses can get caught by cash crunches 
attributable to delays in collecting receivables, capital expenditures, and so on. These types of cash 
crises can usually be avoided with a little planning. The cash budget provides the necessary tool to 
anticipate cash receipts and disbursements, along with planned borrowings and repayments.

Shehadeh’s cash budget follows. In reviewing this document, you will begin to see that the data 
in most rows are drawn from earlier budget components (the beginning of year cash is assumed 
to be $50,000). The cash received from customers is taken from the “Sales” sheet, the cash paid for 
materials is taken from the “Materials” sheet, and so on. The tax information is assumed; usually a tax 
accountant would perform some extensive analysis of the overall plan and provide this anticipated 
data. As mentioned earlier, it is also assumed that Shehadeh is planning to purchase new production 
equipment at the end of the second quarter, as shown on row 15 following.
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Look carefully at the Cash budget, and you will notice that the company is on track to end the second 
quarter with a cash deficit of $85,584 (before financing activities). To offset this problem, Shehadeh 
must plan to reduce expenditures or obtain added funding. The cash plan reveals a planned borrowing 
of $150,000 during the second quarter.

Much of this borrowing will be repaid from the positive cash flow that is anticipated during the third 
and fourth quarters, but the company will still end the year with a $25,000 debt ($150,000 - $75,000 - 
$50,000). Interest on the borrowing is calculated at 8% per year, with the interest payment coinciding 
with the repayment of principal (i.e., $75,000 X 8% X 3/12 = $1,500; $50,000 X 8% X 6/12 = $2,000). 
Take note that accrued interest at the end of the year will relate to the unpaid debt of $25,000 ($25,000 
X 8% X 9/12 = $1,500); this will be included in the subsequent income statement and balance sheet, 
but does not consume cash during 20X9.

Shehadeh can also utilize the individual budget components to develop budgeted or “pro forma” 
financial statements. Almost every item in the budgeted income statement is drawn directly from 
another element of the master budget, as identified in the “notes” column.

The following budgeted balance sheet includes columns for 20X9 and 20X8. The 20X8 data are 
assumed. The 20X9 amounts are logically deduced by reference to the beginning balances and 
information found in the details of the master budget. The notes in column H are intended to help 
you trace the resulting 20X9 balance for each account. For example, ending accounts receivable of 
$140,000 would relate to the uncollected sales during the fourth quarter ($420,000 sales - $280,000 
collected = $140,000), found on the “Sales” sheet.

Caution - Caution - Caution!  Projected financial statements are often requested by external financial 
statement users. Lenders, potential investors, and others have a keen interest in such information. 
While these documents are very common and heavily used for internal planning purposes, great care 
must be taken in allowing them to be viewed by persons outside of the entity.

The accountant who is involved with external use reports has a duty to utilize appropriate care 
in preparing them; there must be a reasonable basis for the underlying assumptions. In addition, 
professional standards dictate the reporting that must accompany such reports if they are to be 
released for external use. Those reporting standards become fairly complex, and the specifics will 
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depend on the nature of external use. But, those reports will necessarily include language that makes 
it very clear that the participating accountant is not vouching for their achievability.

Managers must also be careful in external communications of forward looking information. USA 
securities laws can hold managers accountable if they fail to include appropriate cautionary language 
to accompany forward looking comments, and the comments are later shown to be faulty. In addition, 
other regulations (Reg FD) may require “full disclosure” to everyone when such information is made 
available to anyone. As a result, many managers are reticent to make any forward looking statements. 
It is no wonder that many budgetary documents are emblazoned “internal use only.”  
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This chapter has made several references to the fact that budgets will be used for performance 
evaluations. Actual results will be compared to budgeted results. These comparisons will help identify 
strengths and weaknesses, areas for improvements, and potential staffing changes. But, the process 
for performance appraisal is far more complex than simply comparing budget to actual results -- so 
much so that the next chapter is devoted exclusively to this subject.

Budgets usually relate to specific future periods of time, such as an annual reporting year or a natural 
business cycle. For example, a car producer may release the 20X8 models in the middle of 20X7.  In 
such a case, the budget cycle may be more logically geared to match the model year of the cars 
rather than the actual calendar year.

There is nothing to suggest that budgets are only for one year intervals. For purposes of monitoring 
performance, annual budgets are frequently divided into monthly and quarterly components. This is 
helpful in monitoring performance on a timely basis. Sometimes, specific amounts within a monthly/
quarterly budget are merely proportional amounts of the annual total. For instance, monthly rent 
might be 1/12 of annual rent. But, other costs do not behave as uniformly. For instance, utilities costs 
can vary considerably with changes in the weather, and businesses need sufficiently detailed budgets 
to plan accordingly. Major capital expenditure budgets may transcend many years. A manufacturer 
may have 10 facilities in need of major overhauls. It is unlikely they could all be upgraded in just one 
or two years; capital expenditure budgets may cover as much as a five to ten-year horizon.

Computer technology permits companies to employ continuous or perpetual budgets. These 
budgets may be constantly updated to relate to the next 12 months or next 4 quarters, etc. As one 
period is completed, another is added to the forward looking budgetary information. This approach 
provides for continuous monitoring and planning and allows managers more insight and reaction 
time to adapt to changing conditions. An analogy might be made to driving. A bad driver might focus 
only on getting from one intersection to the next. A good driver will constantly monitor conditions 
well beyond the upcoming intersection, anticipating the need to change lanes as soon as distant 
events first come into view.

The discussion in this chapter has largely presumed a “static budget.” A static budget is not designed 
to change with changes in activity level. Once sales and expenses are estimated, they become the 
relevant benchmarks. An alternative that has some compelling advantages is the flexible budget. 
Flexible budgets relate anticipated expenses to observed revenue. To illustrate, if a business greatly 
exceeded the sales goal, it is reasonable to expect costs to also exceed planned levels. After all, some 
items like cost of sales, sales commissions, and shipping costs are directly related to volume. How 
ridiculous would it be to fault the manager of the business for having cost overruns? Conversely, 
failing to meet sales goals should be accompanied by a reduction in variable costs. Certainly it would 
make no sense to congratulate a manager for holding costs down in this case! A flexible budget 
is one that reflects expected costs as a function of business volume; when sales rise so do certain 
budgeted costs, and vice versa. The next chapter will illustrate flexible budgets in much detail.

In working with budgets, especially budgets of governmental units, you may encounter an 
“encumbrance.” An encumbrance is a budgetary restriction occurring in advance of a related 
expenditure. The purpose of an encumbrance is to earmark funds for a designated future purpose. 
For instance, a department may have $100,000 budgeted for office supplies for the upcoming year. 
However, the department may have already entered into a $500 per month contract for copy machine 
repair services. Although $100,000 is budgeted, the remaining free balance is only $94,000 because 
$6,000 has already been committed for the repair service. At any point in time, the total budget, 
minus actual expenditures, minus remaining encumbrances, would result in the residual free budget 
balance for the period.
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