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UNIT STANDARD 13941 
 

Unit Standard Title  

Apply the budget function in a business unit 

 

NQF Level 

4 

 

Credits 
5 

 

Purpose  
This unit standard is intended for managers of small businesses and junior managers of business 
units in larger organisations. The term business unit in this unit standard implies a small 
business, cost centre, section or department. Junior managers include, but are not limited to 
team leaders, supervisors, first line managers and section heads. 

 

Unit standard range 
This unit standard includes the requirement to: For the purpose of this unit standard the term 
business unit is used to mean a cost centre, department or small business; Expenditure 
includes, but is not limited to payments, commissions payable, claims, management expenses 
and remuneration 

 

Specific Outcomes and Assessment Criteria 

Specific Outcome 1: Explain the concept of budgeting in a business unit  

 The concept of a budget is explained with reference to income and expenditure in 
relation to a specific business unit. 

 The items that make up gross revenue are identified for a specific business unit 

 The items that make up expenditure in a business unit budget are listed with reference 
to cost of sales and cash outflows 

 The budgeting technique appropriate to the type of budget is explained with reference 
to the purpose of the budget 

 The relationship between the selected budgeting technique and the organisation’s 
budgeting requirements is explained for a specific organisation 

 

Specific Outcome 2: Analyse the budget needs of a business unit  

 The budget needs are identified against the business plan of the business unit  

 The implications of the identified budgeting needs of a business unit are explained with 
reference to management expenses and economic viability 

 . Past budgets of a business unit are analysed to forecast budget needs 

 The concept of a zero based budget is applied in order to prepare a budget proposal 
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 A budget breakdown is prepared for a business unit with reference to planned activities 
and estimated costs 

 The estimated costs of a budget breakdown are substantiated and an indication is given 
of how the required figure was calculated 

 Project timeframes for income and expenditure are estimated for a specific business 
unit activity 

 Internal and external constraints on a budget are identified with reference to planned 
activities, available resources, market size and unpredictable changes 

 

Specific Outcome 3:  Present and justify a proposed budget for a business unit 

 Proposed activities are presented and substantiated in terms of cost benefit returns  

 The budgeted amounts for the proposed activities are justified in terms of research, 
rational projections and previous experience 

 

Specific Outcome 4:  Monitor and control actual expenses and revenue against 
projected expenses and revenue.  

 An existing system is used to ensure budget items are recorded correctly 

 A variance report is analysed and corrective measures are proposed to address the 
situation 

 Feedback on the budgetary situation of a business unit is provided with reference to 
variance, actions taken to correct any variance and notable trends 

 Past experience relating to income and costs is used to project future activities and 
make changes to a current budget 

 Control systems are proposed to monitor and control revenue and expenses 

 

Critical Cross-field Outcomes (CCFO)  
 Learners are able to make decisions in determining the budget needs of a business unit 

and in monitoring and controlling revenue and expenses.  

 Learners are able to collect, organise and evaluate information in order to forecast 
budget needs and prepare a budget for a business unit  

 Learners are able to communicate effectively in presenting and justifying a proposed 
budget for a business unit.  

 Learners are able to demonstrate an understanding of the world as a set of related 
systems when aligning a business unit’s budget needs and budget technique to an 
organisation’s budget 
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SECTION 1: THE CONCEPT OF A BUDGET 
 

OUTCOMES 
Explain the concept of budgeting in a business unit 

 

ASSESSMENT CRITERIA 

 The concept of a budget is explained with reference to income and expenditure in 
relation to a specific business unit. 

 The items that make up gross revenue are identified for a specific business unit 

 The items that make up expenditure in a business unit budget are listed with reference 
to cost of sales and cash outflows 

 The budgeting technique appropriate to the type of budget is explained with reference 
to the purpose of the budget 

 The relationship between the selected budgeting technique and the organisation’s 
budgeting requirements is explained for a specific organisation 

 

 

 

 

1.1 Budgeting 

Budgeting forms part of the planning and controlling functions of management.  When you are 
preparing a budget, you align it to the objectives set by management in their plans.  In a 
business, every plan should have a budget. So, preparing a budget is part of the planning 
function of management.  Controlling the activities and expenses of the budget, so that you do 
not spend more than is allocated in the budget, is part of the controlling function of 
management. 

 

The budget will show the money that is available and is also a statement of expected results.  

 

A budget is a written document that expresses management’s goals and forecasts in financial 
terms for a specific future.  There are various budgets in a business, like sales, production 
administration, materials, labour, capital expenditure, financial, cash, and master budgets. 

 

When you have money available you need to think about how you are going to use it, otherwise 
you may spend it and then not have any left, and you may not know what you have done with 
it.  This process of planning how to spend money is called budgeting. 

 

A budget is a plan of how you intend to spend your money.  Everything you intend to spend the 
money on is noted or itemised.  

 

It is the way in which you estimate how much it will cost you to run a business over a certain 
period of time.  This period can be short (such as monthly), or longer (annually). 
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In your private life, it will be working out in advance what you will be spending in that month.  
It will help you see if you have or will be getting in enough money for the things you need to 
buy/pay for. 

 

Costs that are budgeted do not always stay the same.  Sometimes you spend more on some 
things and less on others.  For example:  electricity and water can be more expensive in the 
winter than in the summer if you use a heater.  Groceries can be more expensive and if you 
have family staying with you and if you have to provide for their meals.  If you have a car, and 
it goes to the garage for repairs and/or a service, your transportation costs will be higher for 
that month. 

 

It is the same in business.  If you are in the matches business you may have to buy more raw 
materials in winter because people need to stay warm.  So they are going to buy more matches 
to make more fires.  But this also means that your income will be more because people will buy 
more matches. 

 

On the other hand, you may spend more on raw materials in summer if you are in the business 
of making ice-cream.  However, your income as a business should increase because people are 
likely to buy more ice-cream. 

 

When you draw up your budget, you must take an average of what things will cost you to cater 
for the ups and downs in cost.  In the months when you have few expenses you must keep the 
money left over to cover the costs in months when the expenses are heavy. 

 

a. The need for budgets 
Budgets don’t win friends but they do influence people. They can be painful to create and 
agonising to manage. But they do translate policy into financial terms and, whether we like it 
or not, that is the way in which plans must be expressed and, ultimately, performance 
controlled. 

Budgets are needed for three reasons: 

 To show the financial implications of plans 

 To define the resources required to achieve the plans 

 To provide a means of measuring, monitoring and controlling results against the plans. 

 

The budget is management’s most important control technique.  Without a budget, the 
purchasing manager will not know how many materials and parts to purchase, the financial 
manager will not know how much capital is require, the personnel manager will not know how 
many employees are needed and the production manager will not know how mangy products 
have to be manufactured. 

 

b. Limitations of budgets 

The main problems in budgeting are: 

 An inadequate basic budgeting procedure: imprecise guidelines, unsatisfactory 
background data, cumbersome systems, lack of technical advice and assistance to 
managers, arbitrary cuts by top management. 
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 An unskilled or cynical approach by managers to budgeting, resulting from inadequate 
basic procedures, lack of guidance, training or encouragement or a feeling that budgets 
are simply weapons to be deployed against them, rather tools for them to use 

 Lack of accurate forecasts of future activity levels 

 Difficulty in amending the budget in response to changing circumstances. 

 The fundamental weakness of basing budgets on past levels of expenditure which are 
simply ‘pulsed up’ rather than subjecting the whole of the budget to a critical 
examination 

 Weaknesses in responding or controlling procedures which prevent the budget being 
used to monitor performance. 

 

c. Reasons for Budgeting 

The main reason for budgeting is to solution long term plans as monetary plans.  

 

The following are some of the key objectives of the budget:- 

 To provide detailed plans to aid the planning of annual operations. 

 To guide managers in an effort to co-ordinate actions which are part of the common 
plan. 

 To communicate the policies and constraints to which departments and individuals are 
expected to conform. 

 To provide a measurement tool by which managers are motivated to achieve 

 To serve as a control measure against actual results to manage the exceptions. 

 Managers’ performances are often measured by their ability to meet budgeted 
objectives. 

 

 

 

 

1.2 Budgets Found In Organisations 
All the different departments and sections in an organisation are interrelated: they depend 
on each other in order to deliver the product or service as required by the organisation.  The 
outputs of one department become the inputs of another department, and so on. 

 

This is why most businesses and other organisations have integrated budgeting systems. 

a. Sales budget 
The sales budget is the key budget.  The other budgets can only be done once the sales 
budget has been done.  This is because the sales budget shows the projected amount of 
revenue (income) that the business will generate.  It stands to reason that the other budgets 
can only be done once we know how much money will be available, how many products or 
services will be sold, etc. 

 

b. Production budget 
To prepare a production budget, the production manager will first calculate the initial and 
final stock of finished products.  Once s/he knows how many products were manufactured 
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during the previous period (usually a year, but it can also be monthly, quarterly or weekly, 
depending on the organisation) s/he can work out from the sales budget how many units 
must be manufactured for the year and how it will be spread over the 12 months. 

c. Materials budget 
Once the production budget has been done, the materials budget can be drawn up.   

 

The manager will use the production budget units, the quantity of the stock on hand as well 
as how much stock should be available at the end of the budget period.   

 

Using these figures, s/he will draw up the materials budget, so that the purchasing of the 
materials is spread over the 12 months in such a way that there is always a minimum level 
of stock available. 

 

d. Labour 
Labour is an important part of the total cost of manufacturing the product, called the 
product cost.  In the labour budget, the standard hours per unit product will help the 
manager to calculate how many man-hours will be needed for the annual production. 

 

It is logical that the business has to know what the labour to manufacture the product or 
deliver the service will cost.  This is the purpose of the labour budget. 

 

e. General factory overhead costs 
The projected overhead costs will be detailed in this budget. 

 

f. Administrative costs 

This budget details the costs involved in the collecting, processing, storage and providing of 
information for the whole organisation.  The administration department is involved with all 
the other departments. 

 

g. Capital budget 

Is about new office or factory buildings, installing new machinery and equipment as well as 
vehicles.  The capital budget also affects all sections in the business and its costs will 
eventually form part of the general factory costs. 

 

h. Cash budget 
This shows the monthly income and payments made to and by the business and will show 
how much money is available in the business for trading purposes as well as capital 
investment. 
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i. Budgeted income statement and balance sheet 
Once all the budgets for each department have been compiled, a budgeted income 
statement and balance sheet will be done.  These budgets will show the projected gross 
profit, net profit and yields on investments. 

 

Sales Budget

Production Budget

Labour

Material

General costs

Marketing costs 

budget

Administrative 

costs budget

Budgeted Income Statement

Cash and Capital Budgets

Budgeted Balance Sheet

 

The information contained in these budgets are used for the organisation’s planning and 
controlling functions. 

 

Controlling is usually done on a monthly basis and the budget and actual figures are 
compared with each other, variations are identified and corrective action is taken if 
necessary. 

 

 

1.3 Preparing budgets 
Most of the problems concerning the preparation of budgets mentioned in the previous section 
can be reduced, if not eliminated, if the following steps are taken: 
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 Prepare budget guidelines which set out policies on where you want to go and, broadly, 
how you want to get there. These could be expressed as targets, for sales production or 
activity levels, and as an outline of the major marketing and production plans. In 
addition, the assumptions to be used in budgeting should be given. These could include 
rates of inflation and increases in costs and prices. 

 Ensure that those responsible for preparing budgets are given advice and 
encouragement by management accounts. These experts should be there to help, not to 
prod or threaten. 

 Get people to think hard about their budgets. They should not be allowed just to 
update last year’s actual. Wherever there is any choice on how much is spent, they 
should be asked to go back to first principles and justify what they are doing (zero-base 
budgeting). 

 Do not accept any significant increase or even decrease or even from last year’s budget 
without an explanation. 

 Probe to ensure that budgets submitted to you are realistic and do not include a ‘fudge 
factor’ 

 Do not slash budgets arbitrarily. Give reasons. If you don’t, you will get ‘fudge factors’ 
or a couldn’t-care-less attitude. 

 Update or ‘flex’ budgets regularly, especially when activity levels and costs are subject 
to large variations. 

 

a. Stages in the budgeting process 

 The Long Range Plan 
Management must communicate the long term plan to those involved in the budgeting process. 
These include growth rate, inflation rate salary and wage increases, the exchange rate 
expected for imports or exports and other main indicators on policy and constraints. 

 

 Defining constraints of the Budget 

Examples are sales growth or the availability of resources such as capital or expert knowledge. 

 

 Preparing the sales Budget 
This includes new products, discontinuing current products and growth and pricing of the 
product range. This part of the budget is normally the most important part of the budget. 
Methods may vary, but will normally include the opinions of executives and sales personnel. 

 

 Preparation of Detailed Budgets 
A budget can be prepared by adopting a “bottom up” approach whereby the lowest level of 
management prepares detailed budgets for their department or cost centre. 

 

Past actual figures may be used, but there is no guarantee that what happened in the past will 
repeat itself in the future. Zero based budgets are often used, with a starting point of “what 
are the absolute essentials” to achieve pre-set objectives.  
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A well constructed budget based on expected standards may be used for setting costing 
standards. This is particularly relevant in reporting variances from budgets and standard costs 
if using the same performance standard. 

 Consolidation of Budget 
Managers will normally present their detailed budgets to their superiors.  

Top management will finally approve the budget in this consolidated form, provided that it 
meets their expectations and includes the assumptions arrived at by the long term strategic 
plan. 

 

 Budget Review 

The final budget will be expressed in terms of an income statement, balance sheet and cash 
flow statement. This will be compared to past years’ actual results. 

 

b. The sales budget 
Revenue or income is all the money coming into the business: sales, income from services 
rendered, rent income, interests from investments, etc. 

 

The first budget or forecast that must be done is the sales budget (forecast).  I must work out 
(estimate) what sales I will expect in the future (preferably for twelve months) 

 

I must remember to take into account things like school and public holidays or anything else 
that will affect my sales 

 

NO MONTH   SALES 

 

1. 

2. 

3. 

4. 

5. 

6. 

7. 

8. 

9. 

10. 

11. 

12. 

 

 

March 

April 

May 

June 

July 

August 

September 

October 

November 

December 

January 

February 

 

 

2003 

2003 

2003 

2003 

2003 

2003 

2003 

2003 

2003 

2003 

2003 

2003 

 

R 

R 

R 

R 

R 

R 

R 

R 

R 

R 

R 

R 

 

 

R 4000 

R 8000 

R 9000 

R 9 000 

R 8 000 

R 10 000 

R 10 000 

R 11 000 

R 11 000 

R 6000 

R 8 000 

R 9 000 

     

 TOTAL  R 103 000 
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c. How do I work out sales? 

The normal practice is to start with the previous year’s sales and then add a percentage.  If we 
look at the example above, if you feel you can increase sales by 10%, you would increase the 
sales for each month by 10% 

 

 

 

 

 

 

 

 

 

 

 

 

d. Expenses Budget 
Before you can work out true costs, you must know what your expenses and loan repayments 
are going to be. 

 

Expenses are what the money is spent on, e.g. insurance, tax, loans, salaries, etc. 

 

 

 

 

 

 

 

e. Profit 

Profit = Income from sales less all costs or expenses.  The portion of money which is left 
over in the business after all costs have been covered. 

 

Mr Trader has budgeted R20 000 sales for the month of June. 

 

His expenses for the same month are R9 000.  He will have to pay R8 000 for the goods he 
wants to sell. 

 

He wants R3 000 profit for the month. 

Sales   R20 000.00 

Less Purchases  R  8 000.00 

Difference   R12 000.00 

 

 

The difference is made up as follows: 

Expenses   R  9 000.00 

Expected Profit  R  3 000.00 

Formative Assessment 1 

Formative Assessment 2 

Formative Assessment 3 
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Total    R12 000.00 

 

The difference is called the mark-up and is made up of budgeted expenses plus expected 
profit. 

 

This amount is also called the gross profit. 

 

 Service Industries 

People providing a service are not making any product or buying goods to sell. 

 

They will calculate what their expenses are and add the profit they want.  If they repair things, 
they will have to add spares to the total. 

 

Example 1 

Mr Washer is a laundrette operator.  He estimates that he will have 300 customers a month.  
His expenses are R3 000 per month.  He wants R1 500 per month profit. 

 

 Budgeted expenses   R3 000 

 Expected profit   R1 500 

 Budgeted sales   R4 500 

 

Example 2 

Mr Rod is a radio repairman.  He estimates his expense at R2 500 per month, spares at R500 per 
month.  He wants R2 000 per month profit. 

 

 Budgeted spares   R500 

 Budgeted expenses   R2 500 

 Expected profit   R2 000 

 Budgeted Sales   R5 000 

 

 
 

 

 

 

 

  

 

 
 

 

 

 

Formative Assessment 4 
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SECTION 2: ANALYSE BUDGET NEEDS 
 

OUTCOMES 
Analyse the budget needs of a business unit 

 

ASSESSMENT CRITERIA 

 The budget needs are identified against the business plan of the business unit  

 The implications of the identified budgeting needs of a business unit are explained with 
reference to management expenses and economic viability 

 Past budgets of a business unit are analysed to forecast budget needs 

 The concept of a zero based budget is applied in order to prepare a budget proposal 

 A budget breakdown is prepared for a business unit with reference to planned activities 
and estimated costs 

 The estimated costs of a budget breakdown are substantiated and an indication is given 
of how the required figure was calculated 

 Project timeframes for income and expenditure are estimated for a specific business 
unit activity 

 Internal and external constraints on a budget are identified with reference to planned 
activities, available resources, market size and unpredictable changes 

 

 

a. Zero-base budgeting 

The traditional approach to budgeting tends to perpetuate the commitments of previous years. 
For instance, past levels of expenditure are used as a base from which to project increases or 
decreases. Only part of the budget is analysed, and managers concentrate on justifying 
increases, rather than challenging the need for any function or activity in its present form. 

 

Zero-based or priority-based budgeting requires budget managers systematically to re-evaluate 
all their activities and programmes in order to establish their relative priority and decide 
whether they should be eliminated or funded at a reduced, similar or increased level. 
Appropriate funding levels will be determined by the priorities established by top management 
and the overall availability of funds. 

 

Each activity is broken down into defined decision units, and each unit is analysed to establish: 

 Its objectives 

 The activities carried out 

 The present costs of these activities 

 The benefits resulting from each activity 

 The standards and other performance measures that exist 

 Alternative ways of achieving objectives 

 Priorities among the objectives 

 The advantages and disadvantages of incurring different levels of expenditure. 

 

This is a fairly exhaustive list, and the amount of detail you want to pursue will depend on the 
importance you attach to a rigorous examination of expenditure. Zero-base budgeting is no 
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panacea and it has often failed because companies have introduced over-elaborate procedures 
which have sunk almost without trace in sea of paperwork. But the approach is right: cost 
control is about challenging and justifying proposed expenditures as well as monitoring what 
has actually been spent.  

 

The most elaborate control system in world is useless if its foundation is unsound. Zero-
attitude of mind they examine and control all their activities and threatening way. The 
emphasis should be on their value in getting priorities right and ensuring that costs and 
benefits are thoroughly reviewed to the advantage of all concerned. 

 

b. Flexible budgets 
If it is possible, with a reasonable degree of accuracy, to relate changes in income and costs to 
levels of activity, the use of flexible budgets is worth while. Budgets are ‘flexed’ by 
recalculating income and costs which vary with activity levels by reference to actual activity 
level, thus giving an ‘expected’ level of income and costs.  

 

The difference between the original and expected levels is termed an ‘activity variance’ and 
the difference between expected levels and actual levels is a ‘controllable variance’. It is on 
the latter figure that you must concentrate if you want a realistic picture of how costs are 
performing. 

 

Budgets should be set up in such a way that the information can be used to regularly review 
results. It should be amended for forecasting purposes as the year progresses. 

 

2.1 Steps involved in successful budgeting 
Initially you may wish to draw up an estimate of the budget you will need.  Drawing up an 
estimate is a logical exercise that is based on the available information about:- 

 the department’s outcome: objectives 

 the department’s activities 

 information about the costs of identical or similar activities 

 

you can use the budgets for previous years budget but beware of just taking previous figures 
and adding a small percentage for inflation as you may discover that you have under costed. 

 

a. Obtain as much information as you can 

Also look at trends which may give you an indication of possible escalations of costs e.g.  if you 
have to do a lot of travelling, be sensitive to possible petrol price increases. 

 

If you are involved in a building project and may have to use equipment or parts which have to 
be sourced from overseas, be sensitive to the Rand / Dollar exchange rate. 
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b. Discuss with management 
Once you have an initial estimate, this will be discussed with management. When initial 
approval has been received then a more detailed budget will need to be put in place. 

 

c. Provide for contingencies 
Provision must be made for costs such as: 

 insurance 

 tax charges 

 

Provision must also be made for contingencies, as things are bound to go wrong.  A useful rule 
of thumb is 5% - 15 % of the projected expenditure. 

 

d. Remember:- 

 The department budget is the financial foundation of the department.  It tells you what 
is to be spent and when it is to be spent. 

 It is essential that the budget is a true reflection of what has to be expected. 

 You will have to monitor the budget closely, and provide accurate information to your 
manager and the team about the cash flow situation. 

 

e. Components Defined 
 Labour: The wages paid to all staff directly working in the department.  This would 

include both permanent and outsourced contract staff.  

 Overhead: The cost of payroll taxes and fringe benefits for everyone directly working in 
the department.  This is usually calculated as a percentage of direct labour cost. 

 Materials: The cost of items purchased for use in the department. It could include raw 
materials such as lumber, cement, steel, nails, screws, rivets, bolts, and paint (if your 
organisation builds houses). Could also be items such as paper, manuals etc.  These 
could be described as consumables. 

 Supplies: The cost of tools, equipment, furniture, computers, office supplies, etc., 
needed for the project. If something has a useful life beyond the project, a proportion 
of the costs should be allocated to the project.  These can also be described as 
establishment costs. 

 Equipment: The cost of purchasing or renting equipment such as scaffolding, 
compressors, cranes, bulldozers, trucks, etc., for use on the project. 

 General and Administrative: The cost of management and support services such as purchasing, 
accounting, secretarial, etc., for time dedicated to the department. Usually calculated as a 
percentage of department cost. 

 Profit: In a for-profit project, the reward to the organisation for successfully completing the 
project is usually calculated as a percentage of project cost. 

f. The Accuracy of Estimates 
Your estimates need to be as accurate as possible.  
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g. Potential Budgeting Problems 
 The impact of inflation on long-term projects. 

 The impact of currency exchange rates on international projects 

 Failure to obtain firm price commitments from suppliers and sub-contractors. 

 Poorly prepared Work Breakdown Structures that lead to incomplete budgets 

 Estimates based on different methods of costing, i.e. hours versus Rand. 

 Inaccurate contingency provision. 

 

h. Format of a budget 
Income cash receipts 

 

less   Expenses 

equals   Net cash flow 

add   Beginning cash balance 

equals   Ending balance 

 

i. Drawing Up A Budget 
A budget is a living and working document, as well as a continuous learning experience. To 
make it work, it must keep a record of real income and real expenses. This will help you 
budget more realistically in future. 

 

A budget should always be one year ahead (so you budget each month for next month and for a 
period up to the next year).   

 

A planned budget is completed at the beginning of the year, this will vary from month to 
month, due to expenses not always being the same.   

 

We will first look at a personal budget:  

 Fixed expenses are your bond, school fees, insurances, amounts that remain the same 
every month.   

 Groceries, transport, water and electricity, cell phone, entertainment and sundries are 
all expenses that you have every month, but they will differ from month to month.  
These are called variable expenses. 

 

Once you have completed a personal budget the same principles and methods can be applied 
to companies, provinces and nations. 

 

j. Basic terminology 

Gross salary Salary before tax, PAYE, UIF, medical aid on your payslip 
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Net salary Salary that gets paid into your bank account 

Sundries 
Various expenses, not consistent every month e.g. clothes, 
medicine, birthday presents, repairs etc. 

 

k. Example of a personal budget 
Sipho earns a net (after deductions) salary of R5 475.00 per month.  He has the following 
monthly expenses in October: 

 

Bond on his house  R1 450.00 

Transport  R1 350.00 

Groceries  R800.00 

School fees  R240.00 

Cell phone  R196.00 

Clothing account R250.00 

Entertainment  R300.00 

Other/Sundries  R150.00 

Savings R100.00 

 

Sipho’s October budget 

 

Income    R5 475.00 

 

Bond on his house  R1 450.00 

Water and electricity R   300.00 

Transport   R1 350.00 

Groceries   R   800.00 

School fees   R   240.00 

Cell phone   R   196.00 

Clothing account  R   250.00 

Entertainment   R   300.00 

Sundries   R   150.00 

Total    R 5136.00 

 

Less  Expenses   R5 136.00 

 

Net Cash Flow   R   339.00 

 

Beginning Cash Balance  R   315.00 (money remaining from September) 

 

Ending balance   R   654.00 

From Sipho’s budget we can make the following deductions: 
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 He is living within his means i.e. he is not spending more than he is earning. This is 
what we need to maintain in order to ensure financial discipline. 

 Sipho could open a savings or investment account of R150.00 per month, or take out a 
life insurance policy or funeral cover insurance for R150.00 per month and still remain 
within his budget. 

 

l. Annual income/expenses 
To calculate annual income/expenses, we take the monthly income/expenses and multiply it 
by 12, because there are 12 months in the year. 

 

Annual income = R5 475.00 x 12 

   = R65 700.00 

 

Annual expenses = R5 036.00 x 12 

   = R60 432.00 

 

m. Savings 
If Sipho were to save R150.00 per month, after 1 year (12 months) he would have R1 800.00 
extra to spend on a holiday, or buy something for his home like a TV, radio etc. 

 

n. Cash balance 

In September Sipho had a cash balance of R315.00, this was the money remaining in his 
account after all his expenses had been paid, and it is money that he has not spent.   

 

This amount may vary from month to month, due to sundry expenses, such as birthdays, repairs 
to their home, clothes that need to be bought, medical accounts etc.  So Sipho’s actual budget 
varies from his planned budget. 

 

2.2 Budget Management 
 Budgeting concerns the future 

 How can I use my actual figures and my budgeted figures to manage properly and 
improve my business? 

a. How to use Budgets 

 Budgets 

 Budgets are the estimates we make for the future 

 They help us estimate how much cash to expect and how much we will have to spend 

 They help us forecast how much profit we will make 
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 Actual Results 

 Budgets help us measure actual results 

 Are the actual results the same as the budget?  Are they more than the budget?  Are 
they less than the budget? 

 If they are the same, then we have done our research well and there have been no 
unexpected changes 

 If they are not the same, then something has gone wrong 

 

b. Operating Budgets 

For an enterprise to operate effectively it must be managed effectively.  Part of the 
management process is planning and control.  Forward planning sets specific objectives for 
each section of the business.  Plans should be drawn up with a view to both the short and long 
term, and must based on forecasts regarding demand, supply and expected technological 
improvements. 

 

Budget periods are usually one year, however, these can be divided into shorter periods e.g. 
months in order to co-ordinate production, sales and expense budgets. 

 

With careful budgeting, production and financial problems can be overcome before they 
escalate into major disasters.  Production output can be adjusted to the expected market 
demand by increasing or decreasing production in certain seasons or if necessary additional 
equipment can be purchased timeously to cope with increased demand. 

 

Cash budgeting can avoid cash shortfalls by timeously making arrangements to meet unusual or 
seasonal cash demands. 

 

There are certain limitations to budgets as they are merely a planned estimate and unless they 
are continually adjusted to prevailing circumstances they will not be effective. 

 

Manufacturing enterprises have the added problem of budgeting for future manufacturing 
output. 

 

This type of budgeting incorporates budgets, which are divided into the following sub-budgets. 

 Sales budget 

 Production budget 

 Raw materials usage budget 

 Raw materials purchases budget 

 Labour budget (direct) 

 Manufacturing overheads budget 

 Variable budgets 

 Sales budget 

The preparation of the sales budget is probably the most important and complicated task since 
such budget constitutes the point of departure for the entire budgeting process. 

 

It is based on the following: 

 Estimated future sales 
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 Expected market conditions 

 Planned marketing strategies. 

 

The sales budget indicates the estimated volume (units) multiplied by the estimated selling 
price per unit. 

 Cash Budgets 

A cash budget shows the expected flow of cash in a business.  Cash flow is crucial to any 
business therefore the cash budget is a very important document.  It is used to manage cash 
more efficiently. 

 

The cash budget shows the opening bank balance per month, the receipts, the payments and 
ends with the closing balance.  The closing balance indicates whether additional funds would 
be needed or whether there re funds available for investing. 

 

 We would do this exercise monthly and, if needs be, change the budgets 

 We may have to improve our own efforts and skills 

 The expense budget would have to be looked at in greater detail 

 

 

 

 

 

 

 

SECTION 3: PRESENT AND JUSTIFY A BUDGET 
 

OUTCOMES 
Present and justify a proposed budget for a business unit 

 

ASSESSMENT CRITERIA 
 Proposed activities are presented and substantiated in terms of cost benefit returns  

 The budgeted amounts for the proposed activities are justified in terms of research, 
rational projections and previous experience 

 

a. Budgetary control 

A budgetary control procedure is not easy to achieve. You have to work at it. There is no 
problem in designing a system with elegant forms and lots of information. The difficulty is in 
maintaining the scheme as a useful instrument once it has been setup. The impetus can only 
come from the top. Chief Executive must insist on a rigorous approach to building budgets and 
a reporting procedure which is used to make things happen the way they want them to happen. 
They must also ensure that everyone concerns know what is expected of them and are 
accountable for any failure to perform. 

Formative Assessment 5 
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b. The cost benefit principle of value creation 
Everyone makes decisions every day. It is implicit in each one that the belief in the chosen 
course of action will be valuable..  

 

 

 

 

This cost-benefit principle applies in all spheres of life. For example, it explains why some 
motor car drivers deliberately exceed the maximum speed limit on the roads. For these 
drivers, the benefits of speeding may include arriving at their destination earlier, and spending 
less time driving. Or it may be to show off their high performance car. However, driving above 
the speed limit has potential costs. These costs include the possibility of receiving a speeding 
ticket, paying a higher insurance premium, or possibly being involved in an accident. The 
drivers that exceed the speed limits believe that the benefits which they receive, exceed the 
costs. However, for many drivers, the expected costs of speeding are high when compared to 
the benefits, and this is the reason why many choose to obey the speed limit. 

 

The cost-benefit principle also applies to finance, for instance, a financial manager only 
proceed with a decision when the perceived benefits are greater than the associated costs. For 
example, if a motor manufacturer invests in a new factory to build a new model. then there 
must be a belief that the future benefits, which are the revenues from sales, will exceed the 
cost of building and operating the new factory. 

 

This is a simple theory, but it is very powerful. Whenever the benefits of a decision exceed its 
costs, then it can be said, that value has been created by virtue of that decision. 

 

In business terms, we will look at giving credit to creditors  (allowing people and other 
businesses to buy goods now and pay later, usually within 30 days) 

 

When a firm grants credit, it takes a risk because there is some probability that the customer 
will not pay. In setting credit standards, the problem is to grant credit to the correct 
customers, even though the firm does not have complete information about them. The initial 
tendency is to be very rigorous in applying high standards. However, if the firm restricts credit 
to those customers whom it considers to be absolutely safe, it may lose many potential 
customers. Such a severe policy may result in lost sales and lower profits. At the other 
extreme, if the standards are set too loose, the firm will grant credit to many customers who 
not pay, and losses will be incurred. 

The problem is one of balancing the benefit of the additional sales against the cost of 
increasing bad debts. In principle, the firm, must choose standards that maximise the 
difference between benefits and costs.  

 

This principle is clear, but the difficulty is in finding the right set of credit standards. A firm 
will grant credit to some and refuse it to others, basing the decision on the probability that the 
customer will or will not pay.  

 

It is not always necessary , or even convenient to be exceedingly strict in this matter, it is a 
decision for each individual firm. Some firms can afford to be more lenient than others, 
depending upon the product that they sell, their cost of money and the credit period that is 
allowed.. 

It can be said that value is created when the benefits of a decision are greater 
than the costs of implementing that decision.. 
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The cost-benefit analysis tool should be used to determine the best strategies.  The cost-
benefit analysis tool can be used in many different situations to assist the manager to select 
the best solution, options or strategies.  This tool enables a manager to evaluate tangible and 
intangible costs against benefits in order to select the best option.  This analysis ensures that 
the chosen option or strategy is practical, implementable, viable and feasible.   

 

Costs refer to the risks involved if the solution or strategy is implemented or fails.  Benefits 
refer to the positive outcomes if the solution or strategy is implemented.  Tangible refers to 
the manifestation of actual factors or outcomes as a result of the solution or strategy.  
Intangible factors refer to the ‘unobvious’ or indefinable factors as a result of the solution or 
strategy. 

 

 

 

 

 

 

 

 

 

 

 

 

Formative Assessment 6 

Formative Assessment 7 
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SECTION 4: MONITOR AND CONTROL EXPENSES 
 

OUTCOMES 
Monitor and control actual expenses and revenue against projected expenses and revenue.  

 

ASSESSMENT CRITERIA 

 An existing system is used to ensure budget items are recorded correctly 

 A variance report is analysed and corrective measures are proposed to address the 
situation 

 Feedback on the budgetary situation of a business unit is provided with reference to 
variance, actions taken to correct any variance and notable trends 

 Past experience relating to income and costs is used to project future activities and 
make changes to a current budget 

 Control systems are proposed to monitor and control revenue and expenses 

 

 

4.1 Measure actual results against the budget 
 

a. What has gone wrong when actual results do not agree with 
budget? 

 Sales Budget 
Actual results more than budget 

 We sold more than we expected.  This could be a problem because if we sell more we 
also spend more.  Sometimes a small increase in sales can cause large increases in 
expenditure 

 Perhaps we should put our selling prices up or  

 We overcharged customers 

 If we sell more than one product, perhaps our estimates of sales for each product was 
wrong.  This is called the product mix 

 Adding mistakes in our records 

 

Actual results less than budget 

 We did not sell as much as we expected.  Our research or sales ability is at fault 

 We gave too much discount or undercharged customers 

 Our product mix was not the same as budget 

 We left figures out of, or made adding mistakes in our records 

 

 Purchases budget 

 Sales are more / less than budget 

 Price increases 
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 Over / undercharges or mistakes on suppliers’ invoices 

 Mistakes in our records 

 

 Expense budget 
 Sales are more / less than budget 

 Price increases 

 Not controlling expenses 

 Over / undercharges or mistakes on suppliers’ invoices 

 Mistakes in our records 

 

 

 

 

 

 

4.2 Variance Reports 
Variance reports measure actual costs against standard costs.  Standard costs are 
predetermined target costs which should be incurred under ideal and efficient operating 
conditions. 

 

a. Establishing standard costs 

Past history can be used to establish labour and material standards. Standard costs are 
normally set for material, labour and overheads. 

 

b. Material standards 

Material standards are based on product specifications and the input quantity required. Prices 
are set on information from the purchasing department. Waste percentages are added from 
output studies and are classified as normal and abnormal waste. 

 

c. Labour standards 
Activities are analysed by different operations which entails time and motion studies. Time 
allowed is calculated to perform each operation. Wage rates are then applied to each 
operation. 

d. Overhead Standards 

Normally this will be the overhead budget split into it's variable and fixed components. These 
are then applied as a percentage of direct labour i.e. 50% of direct labour, or some other 
allocation base. 

 

Formative Assessment 8 
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e. Currently attainable standards 

In order to explain the setting of standards we will refer to a case study. We are setting 
standards for two products, X and Y based on the budget year.  

 

Raw materials used per product: 

 

ProductX Quantity  Standard  Price Total Cost 

Components    

Timber 0,275m' R159.33 43.75 

Steel plate 0, 6 meter R100.00 60.00 

Nails 25 R 0, 05 1.25 

Cotton 20 metres R 0.10 2.00 

   R107.00 

Product Y    

Timber 0.75M2 R159.33 119.50 

Steel plate 0. 9 meter R100.00 90.00 

Nails 50 R 0,05 2.50 

Cotton 20 meters R 0. 10 2.00 

   R214. 00 

 

Production time product X 

 

 

 

 

 

 

 

Production time product Y 

 

Lathe 0,3 hours 

Assembly 2,0 hours 

Finishing 2,2 hours 

 4,5 hours 

 

Total labour hours available 84 650 

 

 Calculation of standard costs 
Labour 

Labour rate = budgeted cost   

Hours available all operations  

Lathe 0, 3 hours 

Assembly 0,4 hours 

Finishing 1, 0 hours 

 1, 7 hours 
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R1 246 560 

84 650 

 

Labour rate = R 14,726 per hour 

 

Product X 

Production hours 1, 7 hours x 14,726 

R25,03 

The labour cost for product X is therefore R25.03 for one product X.  

 

Product Y 

Production hours 4,5 hours x 14,726 

R66.27 

The labour cost for product X is therefore R66.27 for one product X.  

 

Raw material  

Product X  R107 

Product Y  R214 

 

Overheads 

Overheads are calculated as follows: 

Total overheads divided by total labour: 

The total projected overheads as taken from the budget R 856 000 

The total amount of labour costs as taken from the budget R 1 246 560 

 

   856 000     

1 246 560 

 

= 0.6866 

= 68.7%  

Overheads are 68.7% of labour 

 

Overheads Product X 

R25,03 x 68,7%   

R17,20 

 

Overheads Product Y 

66,27 x 68,7% 

R45,53 

 

Standard production costs: 
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Total budget manufacturing costs 

 

 Quantity  Standard cost Total cost 

ProductX 22000 R149,23 3 283 060 

Product Y 10500 R325, 80 3 420 900 

Total budgeting manufacturing costs  6 703 960 

 

In the foregoing example a set of standards were set for two products based on budgeted 
rates. 

 

If we now use these to measure actual results, management will want to know what caused 
results to be different from the set standard. 

 

If we now look ahead to the end of the next year (2005) we can analyse results.  

Actual result for 2005 

 

Sales 

Sales Product X 24 000 units x R245 R  5 880 000 

 Product Y   7 800 units X R580 R  4 524 000 

R10 404 000 

 

Raw Materials 

Raw material 
consumed 

Product X x R 108, 70 2608800 

Product Y x R 206,40 1609920 

Total Raw material consumed 4218720 

 

Labour and overhead 

Actual rate per hour R14,50 

Actual hours in production 91 100 

Overhead expense 950000 

 

Total costs 

 Quantity X Quantity Y Actual cost R  

Timber M2 6960 5460 165.00 R2 049 300 

 Product X Product Y 

Raw material R107,00 R214,00 

Labour R 25,03 R 66,27 

Overheads R 17,2 R 45.53 

Standard cost of production R149.23 R325,80 
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Steel plate 14400 7020   96.00  R2 056 320 

Nails 600000 390000 0.05  R     49 500 

Cotton 480000 156000 0.10 R     63 600 

Labour cost    R  1320950 

Overhead    R   950 000 

Total Cost    R 553 9670 

 

Gross profit actual R3 914 330 

 

f. Variance Reports 
To calculate the variances, use the under mentioned formulae: 

 

Material Price Variance: Timber 

(actual price - standard price) x actual  quantity 

 

Material Quantity Variance: Timber 

(actual quantity - standard quantity) x standard price 

 

Material Price Variance: Steelplate 

(Actual price - standard price) x actual Quantity 

 

Material Quantity Variance: Steelplate 

(actual quantity - standard quantity) x standard price 

 

Wage Rate Variance 

The variance is calculated by comparing the standard price per hour with the actual 

paid per hour 

(Standard rate - actual rate) x actual hours 

 

Overhead Variances 

Overheads are normally recovered as an "add on" cost per machine hour or labour hour and the 
over recovery or under recovery can normally be related to those variances in costing. 

 

Overhead variance: Standard overhead - actual overhead 

 

 

 

 

 

 

 

Formative Assessment 9 


