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Budgeting: The Basics and Beyond

Kathy Prochaska-Cue, Extension Family Economics and Management Specialist

Budgeting is a word which usually gets negative reactions from people. But, a budget can help you use the
money you have more effectively. A budget is a financial plan for spending; not a bookkeeping chore of
keeping track of every penny.

The Budgeting Process
Budgeting, a management process, follows these steps:

Communicating among family members.
Considering personal or family situation.
Setting goals.

Estimating income.

Estimating expenses.

Balancing the budget.

Putting budget into action.

Adjusting budget as necessary.

Use for future planning.
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Communication

The first step is communication with all family members. If single, this involves honest thinking and
communicating with yourself. Studies have shown there is considerably less argument in marriages where
both spouses share in making financial decisions and where they openly communicate with the children about
the financial situation. Money is a common problem for people. When family members have different values
and attitudes about spending and saving money, or when people strive for unrealistic goals, there is potential
conflict. When people don't "talk things out," even the most workable spending plan may not work.

Communication isn't always easy, but it is important. Generally, the more open the communication about
finances, the better the quality of the financial decisions.

Overcoming money problems takes honest and candid communication, time and effort. Arrange a time when
all people involved can talk about money. Meet on a regular basis. Choose a location where you won't be
interrupted. Recognize that whoever earns the money doesn't also earn the right to dictate how it should be
spent. Family members, including children old enough to understand, need to make decisions about money as
a team. They'll be more satisfied with the decisions if they helped make them. Clearly identify the issue at



hand; stick to the subject. Let each person freely state his or her wants, needs, and personal feelings. Avoid
judging or criticizing others. Encourage statements beginning "1 think" or "I feel," avoid "You always" and
"You never." Listen carefully. Finally, be willing to negotiate--compromise is the key to successful
communication about money.

Your Situation

Situations differ from person to person and from family to family. No two people or families are exactly alike
in size, ages, tastes, talents, occupations, lifestyles, expenses, income, and past history. These characteristics
make a difference in the way a particular person views money and makes money decisions. Family economics
experts favor tailoring each plan for the particular situation involved.

Family size. Whether single or married makes a difference in your budgeting plan. And whether you're
married or single, you may have one or more children or other dependents. Not even all married families with
children are similar. You may have a family where it is the first marriage for each spouse and all of the
children belong to both of you, or you may have a step-family where one or both spouses were married
previously and have a child or children from that previous marriage. The exact number of people in the family
will make a difference.

Ages. As a young single person, your expenses and income will be different from those of a retired, single
person. Likewise, a family with younger children will have different financial circumstances than a family
with children near college age. People need to provide for various expenses, including savings and
investments, depending on their ages. You can't begin to plan for retirement income, for example, when you
reach age 60.

Lifestyles. Each person's tastes, talents, values and attitudes will also make a difference in the total financial
budget. Whether you have a taste for prime rib or hot dogs, or whether you consider it important to set aside
money for retirement or believe in spending it to day while you have it will make your particular budget very
special for you. Each person's occupation and talents will affect the budget. By using a certain talent you may
be able to cut expenses for home decorating, but you may also find you have a larger cash outlay for tools and
supplies so that person can practice his or her talent.

Income and expenses. Whether income is regular, such as a paycheck every two weeks, or irregular, such as
that received by a farmer or other person in business for him or herself, will determine how a budget is set up
and followed. Whether expenses are regular or irregular also makes a difference in the budget.

Potential changes. Are you planning a major change during the coming year such as a move, changing jobs,
buying a house, getting married, having a child, entering the job market or buying a new roomful of furniture?
Every major change will affect the budget.

A workable budget will not tell what is a good way to spend your money, since what is good for one person
or family may not necessarily be good for the next person. But a budget can help you be sure you are
spending your financial resources in ways which are the most beneficial and satisfying to you.

Setting Goals

Short-term goals are what you want to have or do within one year, while long-term goals are to be achieved
during the years to follow. People who set goals for themselves are often more successful than those who
don't--they know where they're going and what they want to achieve.

Write down your goals. Then, estimate how much the goal will cost. Determine when you want to achieve
your goal. Finally, estimate how much money you need to set aside each year, or even each month, to reach
your goal. Then, set aside that amount before you begin to use your income to meet current expenses.



Examples of long-term goals include saving for a down payment for a house, providing for retirement
income, and developing an investment plan. Short-term goals include braces for children's teeth, replacing a
living room sofa, turning the basement into a family room, or taking a family vacation.

Income

Add together all sources of income including take home pay, interest, dividends, bonuses, etc. If you're self-
employed, determine just how much you have available for living expenses by examining personal and family
goals, business goals, and living and business expenses. If your income fluctuates, underestimate your income
and overestimate expenses. Avoid relying heavily on bonuses or overtime pay.

If you don't have a regular income, you may find it beneficial to set up a budget, conservatively estimating
your income and overestimating your anticipated expenses. Plan your spending for minimum living expenses
each month. Then, when income does arrive, put it into the bank and draw it out following your plan. If you
get a large check, resist the temptation to buy something extra; that money might have to last for more weeks
or months than you think. If, as the year goes on, you realize your earnings are falling short of covering your
minimum living expenses, immediately adjust your budget downward. If there's extra money beyond living
expenses, put it in the bank or savings and loan or credit union. Then, the following year, use this surplus for
those "extras" such as a vacation, new refrigerator, or special investment. By taking special purchases out of
your accumulated surplus from the previous year, you'll find it easier to keep your living expenses within the
limits you expected for the year.

If you can predict when your smallest income month or months are, a second way to handle irregular income
is to develop a budget using that smallest income amount as the basic monthly income. Plan your expenses to
fall under that amount. Then, develop a supplemental plan for using income above the minimum amount.
That supplemental plan should also include a priority listing which will help you know which item will be
bought first, which second, etc. It would also be to your advantage to work with insurance companies and the
others to schedule as many of the irregular expenses as possible to fall during the higher income months.

A third way to handle irregular income would be to figure basic expenses for the months you expect to
receive little or no income. For example, suppose you expect no income for three months, and your basic
living expenses are $2,250 for those three months. During the rest of the year a proportionate share of the
amount needs to be set aside. That is, one ninth of $2,250, or $250, needs to be set aside each of the nine
months for using during the three-month period when you expect no income.

Fixed Expenses

The next step is to decide how income will be spent during the year. First, figure fixed expenses. Examples
include rent or mortgage payment, utilities, installment loans, credit card minimums, and babysitting while
both parents are employed. Savings, including savings for goals and savings for an emergency fund, should
be considered as fixed expenses.

Credit debt payments. An important part of fixed expenses are those which go for credit debt repayment,
ranging from the mortgage payment for your home to various charge accounts and credit card bills. A
guideline to remember is that credit debt payments, excluding mortgage, should take no more than 15-20
percent of your take-home pay monthly. That limit could be higher (if you are a two-income family with no
children and no home mortgage) or lower (if you have a fairly new mortgage with interest rates at 11 percent
or more, have just one income, and several young children).

Savings for goals. If you don't make goal savings a fixed expense and pay yourself first, as the saying goes,
you'll probably find it difficult, if not impossible, to accumulate savings to reach your goals. It just doesn't
work for most of us to say we'll put what's left at the end of the month into the savings account.



Emergency fund savings. You need to put aside an amount each month to help cover emergencies, both
expected and unexpected. Expected emergencies are expenses such as paying the insurance deductible when
you have an accident or paying the insurance premium or replacing the refrigerator. Some you can predict and
others you can't. Experts now recommend keeping two months' living expenses in a fairly liquid, interest-
bearing account that is readily available. An additional one to four months' living expenses might also be kept
in slightly less readily available places such as certificates of deposit, money market funds or mutual fund
shares. The exact amount you need in emergency fund reserve will depend on what insurance coverage and
other assets you have, how stable your income is, family size, and earning potential of all family members.

Flexible Expenses

These are the day-to-day expenses which change frequently and are often the hardest to account for.
Examples include food, clothing, household expenses, medical care, a part of your utilities bills, and
entertainment. This is the part of the budget where the greatest adjustments can be made when necessary. If
you have no records to help you estimate what your various monthly expenses are for flexible items, keep
track of your expenses for two or three months to help you get a better idea.

Irregular Expenses

Some major fixed expenses come up periodically throughout the year. Insurance premiums and taxes are good
examples. So are organization dues, magazine subscriptions, and holiday gifts. These and other irregular
expenses will be flexible in both amount and/or timing. You'll never be sure just when you have to pay that
insurance deductible because of an accident or just what amount you'll need for back-to-school expenses or
for replacing the furnace. Look over your past records and make "educated guesses"” as to when irregular
expenses are likely to occur. Total up the amount you'll likely need during the year. By dividing that figure by
12, you'll have the amount to set aside each month in your emergency fund for irregular expenses.

Balance the Budget

Subtract fixed expenses, including an amount for both types of savings, from your expected income. Then,
subtract the total amount of flexible expenses from what is left of income. If you need to cut back on your
expenses, start first with the flexible expenses, then move to irregular expenses, and finally, to fixed expenses.
If you have a surplus after subtracting expenses from income, consider adding more to your goal-related
savings.

Put Your Plan Into Action

This is probably the hardest step in using a budget. Keep records of actual spending and compare them with
your budget plan at the end of the month.

Adjust Budget Plan

Adjust budget plan figures if necessary. It may take several months of adjusting and re-adjusting before your
plan works smoothly.

Use for Future Planning
The real payoff of working with a budget plan and keeping records comes when you use your past year's
budget and records to plan for the future. Budget records can help you pinpoint spending leaks or spot

potential trouble before it occurs.

Budgeting Systems



If you are single, it will be relatively easy to find and use a system. Budgeting, to be effective, needs some
record-keeping. Whether you choose to use a checking account system, a ledger system, or a combination of
the two, you'll probably also need to have a savings account for your emergency fund. Keep the system as
simple as possible, yet with enough detail to satisfy you.

In a family situation, things get more complicated. You may want to consider separate checking accounts,
either "yours and mine" or "yours, mine and ours." Separating checking accounts, at least for personal
expenses, will be beneficial in case of divorce or death, since ownership will be established. With this system
you can divide expenses so that each partner is responsible for paying certain ones. You'll also need to decide
who handles the bookkeeping. In some marriages, one partner controls the money and doles out funds to both
the spouse and children. Such a system can cause problems, particularly if the controller dies without other
family members understanding the system. Whatever system you choose to use, remember it is best when
worked out with all family members.

Why Keep Records

You need them at tax time. Complete records make filling out income tax forms easier and quicker.
You need to maintain control of your expenses. Records can help you keep track of where the money is
going.

Records can help pinpoint potential trouble spots before they occur.

Records will help you make decisions and plan future spending.

Records are valuable only to the extent you use them to help plan your financial future.
Why People Don't Keep Records
Some reasons people fail to keep records or quit once they've started:

o Failing to review their plan and records so adjustments can be made when necessary.

¢ Failing to find a budgeting system which fits their situation.

e Trying to plan for too long a time period. For most actual budgeting, plan for six or even three months
at a time.

o Failing to have the cooperation and support of all people involved.

Budgeting Tips

Keep it simple. Don't detail your plan to the penny. Keep track to the nearest dollar or even the nearest five
dollars. This works only if you set your "breaking point™ and stick to it. For example, if you prefer to keep
track to the nearest dollar, set $.50 as your "breaking point." If the amount to be recorded is $21.49, you drop
the cents and write down 21 dollars. But, if the amount is $21.50, you write 22 dollars in your records. Such a
system keeps some of the drudgery out of record-keeping.

Be realistic. Consider all expenses, including vacations, spending money, alcohol, tobacco and hobbies. To
build in a margin of safety in your plan, overestimate your expenses and underestimate your income.

Keep trying until you find a system that works for you.
Provide for personal allowances for everyone in your plan. Then, give each person total control of his or her
allowance. By providing everyone with an allowance, no matter how small, you are giving everyone money

to "blow™ when the urge comes.

Don't try to use someone else's budget and expect it to work for you. When you see a budget in the newspaper



or magazine, realize it is for a particular situation or for an "average" or "typical” family. We have to tailor-
make a spending plan to fit us.

Distinguish between wants and needs. Buy what you need first. The wants belong in the "what's left over"
category.

Borrow with care. Remember, you create a fixed expense each time you charge something or pay "on time."

Plan for and develop an emergency fund.
Using a Net Worth Statement

A net worth statement compares what you own with what you owe. As part of a regular annual financial
"checkup," a net worth statement can:

e Check progress toward goals.

o Give you a record for insurance purposes.

o Help you plan for changes in your assets, expenses, income, insurance coverage and other financial
areas.

o Help you determine your capacity for additional credit debt.

o Help you see if you have an adequate emergency fund.

o Determine if you are financially liquid.

Forms for determining net worth are part of the Nebraska Household Account Book and the Budgeting: The
Basics and Beyond study packet available for a small charge from your local Cooperative Extension office.
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