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Chapter preview

Budgets are fi nancial plans. Checking performance against plans assists managerial 
control. As budgets are normally identifi ed with accountable managers, budgeting is 
sometimes described as responsibility accounting. Good budgeting is especially 
important where outputs are diverse, or non-standard, as in a factory research and 
development department, an advertising agency or, within the public sector, a school, 
hospital or social services department.

This chapter explains how budgets link fi nancial accountability with the manage-
ment organisation structure, how they are constructed, and how follow-up reporting 
and corrective action is needed. Some budgets are ‘fi xed’ for the year, and some need 
to be ‘fl exible’ to allow spending to refl ect achieved activity volumes and costs. The 
budget cycle and timetable are explained, and the components of the ‘master budget’, 
which shadows the annual fi nancial accounts of the organisation, are examined. The 
behavioural problems in achieving effective budgeting are considered, together with 
some specialised applications of budgeting, including both private- and public-sector 
service organisations, budgeting for capital, and the management-by-objectives 
(MBO) approach to stimulating improvement in management performance.

The chapter then concentrates on the ways in which accounting can contribute to 
enhancing control within the enterprise, beginning with an examination of the key 
considerations that need to be taken into account if an organisation is to implement 
an effective internal control system, particularly with respect to the accounting 
aspects of that system. It then discusses a major accounting control technique known 
as standard costing or variance analysis, building on the introduction to fl exible 
budgeting provided earlier.

Within the broader framework of management control we need also to appreciate 
that not all controls are quantitative controls and that, indeed, not all quantitative 
controls are accounting controls. Variance analysis is not always appropriate, and in 
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certain instances in the public sector the budgetary control framework may be sup-
plemented by the use of performance indicators, some of which may have an eco-
nomic value but may, if necessary, include related issues such as the output, effi ciency 
or effectiveness of a particular management strategy.

 

The nature of budgeting

Budgeting is any formalised system of forecasting, planning, monitoring and control-
ling the use of resources. Budgets can be prepared in physical units of inputs, outputs 
or sales, but normally this is followed by ‘pricing’ each unit in order to express the 
fi nal budgets and budget reports in fi nancial terms.

Sometimes budgets are set in the fi rst instance in fi nancial terms, providing limits 
to spending and leaving it to managers to determine subsequently how to subdivide 
the monetary resource allocation among different physical resources, comprising 
employees, premises, equipment, etc. This latter alternative applies especially to 
budgeting in the public sector.

The term budget derives from the public sector. A bougette (OED; from the 
French) is a small leather bag or case. At least by 1733 (OED), and probably earlier, 
the Chancellor of the Exchequer would bring his proposals for collecting and spend-
ing public revenues to the British Parliament in a bougette. Opening his bag and 
revealing his proposal papers led to the expression ‘to open the budget’, a tradition 
carried on to this day with the familiar red dispatch box used in the House of 
Commons.

Given that public spending involves the allocation of fi nite funds from taxation 
(and sometimes, more controversially, from government borrowing), it is natural that 
budgets for public services are set as limits to spending. Thus ‘control’ will be exer-
cised as much by prohibition of overspending as by any later review of the wisdom 
of how funds were spent or of the results achieved. Although budgetary practice in 
the public sector is today coming closer to that in the private sector, there remain 
some distinctive problems and features, to which we return later in the chapter.

In private business the fi rm’s spending and commitments must be responsive to 
changes in the marketplace, as well as to longer-term objectives of business develop-
ment. Budgetary planning and control are typically more complex in the business 
fi rm than in government, so we shall take business budgeting as our general model 
in the chapter. Emmanuel et al. (1990) suggested fi ve main functions or roles for 
budgets:

● a system of authorization
● a means of forecasting and planning
● a channel of communication and coordination
● a motivational device
● a means of performance evaluation and control, as well as of providing a basis 

for decision making.

These functions will arise for discussion in different contexts throughout this 
chapter. First, let us clarify the meanings of certain words as they will be used in the 
discussion of budgeting. Some of these words have alternative meanings or nuances 


