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Chapter overview

the meaning and purpose of budgets and the benefits and 
drawbacks of their use

the meaning, calculation and interpretation of variances.



The meaning and 
purpose of BUDGET

• Budgets are

• Budgets should be set for sales, revenue and costs.

• It is usual for each cost centre and profit centre to have budgets set for the 
next 12 months, broken down on a month-by-month basis.

• If no plans:

• be without a or purpose

• be unable to of the business effectively

• have demotivated employees with no plans or targets to work towards

• be unable to by measuring the plans against actual 
performance.



Benefits and Drawbacks of using BUDGETS

1. Monitoring and controlling - not overspend, spend only the budgeted amount -
budget-holder

2. Effective allocation of resources – which area more important...
3. Motivate employees – delegated budget
4. Setting targets to be achieved – sales revenue target is motivation
5. Coordination – between departments
6. Measuring and assessing performance – variance analysis

Budgeting is NOT a forecast!!!, it's more likely target

1. Training on budgets - Setting and keeping to budgets is not easy /delegated budget/
2. Focus on the short term – long-term vs short term consequences/causes
3. Lack of flexibility - unrealistic=>demotivate the budget holder and other employees
4. Unnecessary spending - If underspent => unnecessarily spend
5. Budgets for new projects - Setting budgets for big new projects is very difficult and 

often inaccurate.







Delegated budgeting

• The managers who are to be held responsible 
for fulfilling the budget should be involved in 
setting the budget.

• This will create more motivated, more 
accountable managers

See the graph for common 
Budgeting process!



Methods of setting the budget

• Incremental budgeting – adjust the budget, based on previous year’s budget

• Overspending, 'massage' the data, not encourage risk-taking...

• Zero budgeting – start the budgeting process from zero, each year

• Accurately, avoid creeping up, effectively allocating /manager negotiating skills/, 
time consuming, but sales budget!!!

• Flexible budgeting - if there is variance in the output for example, adjust the direct 
cost according to “budgeted” amount, and not actual amount



Methods of setting the budget level

Flexible budgeting - removes at least some of the effects of the external factors...

• Need to flex the budget
• Flexible budgeting is more motivating for managers, because if the number is in reverse 

(output, and direct material cost is more then budgeted), they get to flex the budget
• Flexed targets are more realistic



Uses of Budgeting

MEASURING 
PERFORMANCE

ALLOCATING RESOURCES CONTROLLING AND 
MONITORING BUSINESS



Budget and budgeting

Budgets and Budgeting (Introduction)
- https://www.youtube.com/watch?v=uyK_Dv9Bmb4

Variance analysis
- https://www.youtube.com/watch?v=ntSZl24-12g
- https://www.youtube.com/watch?v=3VnOhCr6FHE

https://www.youtube.com/watch?v=uyK_Dv9Bmb4
https://www.youtube.com/watch?v=ntSZl24-12g
https://www.youtube.com/watch?v=3VnOhCr6FHE


Variance analysis

A variance is the difference between 
a budget and the actual figures 
achieved at the end of the budget 
period.

• Measuring performance 
/expenditure, sales and profit/

• Finding out the reasons - set more 
realistic budgets and take better 
decisions



IF THE VARIANCE HAS HAD THE EFFECT OF INCREASING 
PROFIT ABOVE BUDGET, THEN IT IS CALLED A 
FAVOURABLE VARIANCE.

IF THE VARIANCE HAS HAD THE EFFECT OF 
REDUCING PROFIT BELOW BUDGET, THEN IT IS 
CALLED AN UNFAVOURABLE OR ADVERSE 
VARIANCE



• Managers need to pay attention to BOTH favourable and 
adverse variations!

• Budgeting might be lengthy and costy process, but it is crucial 
for company’s success!





Key words, phrases

Favourable variances Эерэг зөрүү

Adverse/ infavourable variances Сөрөг зөрүү

Identify the causes of the deviation Зөрүү гарсны учир шалтгааны 
тодруулах

Increment in the previous year’s budget Өөрчлөлт оруулах

Flex the budget to the actual output Тохируулах, 












