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Unit 420: Manage budgets 
Handout 2: Types of budget systems 

 
 
Different organisations use different budgetary systems. It is important to identify 
which system is currently being used in your organisation and also to be aware of the 
alternatives for effective budget management.  
 
Some budgetary systems may not be appropriate for all business sectors, especially 
in those organisations, such as public services, that set the budget at the beginning 
of the year, after which it is non-negotiable.  
 
Incremental budgeting 

 
This method takes the previous accounting period as a base figure and incrementally 
adds a percentage increase or decrease, based on assumptions from the historical 
data. 
 
Any required increase in the budget must be justified, as the perception is that 
historical data should be a strict guideline for future spending. If a decrease is 
indicated, then the following period’s budget will also be decreased accordingly. 
 
This is perhaps the simplest form of budgetary system. It is clear from historical data 
what the current budget should be and it is easy to implement. This system is also 
very flexible. This form could readily be used to budget from one month to the next. It 
also allows you to observe and monitor change promptly. 
 
The disadvantage of this system is that is relies on the assumption that the previous 
period’s budget will reflect the organisational and social climate in the following 
period, which is rarely the case in any business. 
 
This may also be taken as a ‘use it or lose it’ budgetary system – if the current 
budget is not spent in this period, the subsequent budget will be decreased to reflect 
the change. 
 
This budgetary system can also be perceived as not giving an incentive for 
innovation and creativity within a department. Using a budget based on historical 
working methods and expenditure encourages the adoption of the same methods 
during each period.  
 
Zero-based budgeting 
 
This budgetary system starts with a zero base, then every cost has to be fully 
justified. Every activity is fully analysed in terms of need and cost. Budgets are then 
built around these decisions, regardless of whether the cost is more or less than in 
the previous budget. 
 
The system was originally developed by Peter Pyhrr, a manager at Texas 
Instruments (TI) in Dallas, in 1970 who created a brand new budget for every 
reporting period. 
 
This budgetary system can help employees and managers to become more efficient 
and search for ways to improve their operating procedures, instead of relying on 
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funding based on previous performance. This system also helps to improve 
corporate communication and employee motivation by providing incentive-based 
financing. In addition, it can help to find areas of the business that are not cost-
effective and encourage implementation of more sustainable ways of dealing with 
them. 
 
A zero-base budgetary system also forces managers to decide which activities are 
most crucial to the company. By doing so, they can target non-key activities for 
elimination or outsourcing. 
 
This method is often seen as more time-consuming than incremental budgeting, as 
all the data is new and all activities have to be examined and analysed. It can also be 
challenging to justify clearly every business expense, especially those activities that 
do not have a tangibly measurable outcome. How do you actually justify the amount 
allocated to the marketing budget as – fundamentally – you cannot know how much 
revenue this has created. 
 
Additional time may also be required to train managers in this type of budgetary 
system. 
 
Static budget 
 
A static budget is achieved when an organisation creates a model of expected 
results over the coming period and its expenditure is forced to align with this plan. 
The budget is therefore fixed over the entire period. This budgetary system allows no 
changes based on actual activity. Variances are analysed at the end of the period. 
 
This type of budget is effective for organisations that have highly predictable 
expenditure, with low expectation of variance. For organisations that experience a 
high degree of variance in performance, expenditure and results, this budgetary 
system can be ineffective as the analysis will often show unfavourable variances 
from the budget, despite the variance being necessary. 
 
This system is simple to implement and analyse and is less time-consuming than 
other systems. It can, however, be difficult to create accurate estimates of activity. 
 
A static budget is effective if: 

 seasonal or other types of trends do not affect the organisation 

 the demand of the business is certain and stable 

 supply of production is regular 

 price stability is visible. 

 
Flexible budget 

 
This budgetary system is in direct contrast to the static budgetary system, as it is 
based on actual revenue or activity. Flexible budgeting distinguishes between fixed 
and variable costs, thereby allowing for a budget that can be automatically adjusted 
to the level of activity actually attained. 
 
This allows resources to be allocated to different areas, depending on results, 
shortfall or other variance. This system provides a correct basis for comparison 
between actual and expected costs for an actual activity. 
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For the purpose of this system, costs are often categorised as one of three types: 

 fixed 

 variable 

 semi-variable. 

 

A flexible budget tries to adapt to changing resource levels and thus offers a more 
precise level of control over business processes than other systems do. Flexible 
budgets can also be better at predicting future demands for the organisation and 
adjusting for unexpected external factors that can affect productivity. For example, 
should sales volume suddenly drop, affecting the amount of generated revenue, the 
flexible budget makes it simple to change the amounts associated with specific 
expenditure to reflect the new set of circumstances. 

 
Flexible budgetary systems can be time-consuming and difficult to maintain, due to 
the amount of change that may occur. It is often acknowledged that a flexible 
budgetary system, as an evaluation tool, cannot be fully implemented until the end of 
a reporting period. 
 
A flexible budget is effective if: 

 forecasting demand or expenditure is difficult 

 the organisation relies heavily on labour or production 

 variables are likely to be high 

 the organisation is affected by seasonal or other trends. 

 

 
 
Rolling budget 
 
A rolling budget is one that is continually updated to add a new budget period as the 
most recent budget period is completed, for example, adding a period on a monthly 
basis rather than waiting for the end of a fiscal year. Once a month is over, a new 
month is added to the end of the current budget, based on the previous month’s 
performance. 
 
Rolling budgets always reflect the latest information available to the management 
team, such as sales costs, revenue, economic conditions and trends. They become 
working documents that managers can use to make on-going business decisions to 
improve productivity and enhance performance. This budgetary system can, 
however, become ineffective if the organisation is not subject to constant variance, 
as this activity can be time-consuming for managers. 


