
THE EVOLUTION OF BUDGETING METHODS


Executive Summary
This report digs into the real-world usefulness of key cost management tools. The bottom line? The best choice always depends on the company's specific situation. So ultimately there is no single "best" method.
When we examine techniques like Activity-Based Costing (ABC) and Earned Value Management (EVM), we will find they are brilliant for stable, predictable environments. However, in today's hectic business world, they can be too slow, expensive, and rigid. The good news is they are adapting. Newer, more flexible versions are being developed to stay relevant.
Looking at basic costing, the choice between Marginal and Absorption costing is a classic trade-off. Absorption costing is the official method for external reports, but it has a quirk, profit can be made to look better by simply producing more, even if you don't sell it. Marginal costing, while not for official reports, gives managers a much cleaner picture for making smart affective decisions. The most successful companies don't choose one, they will use both to get a full insight to make a more informed decision.
Ultimately, smart cost management today is about having a full picture and the tools and knowing which tool to use for the job. It is about being able to change when needed and using the right method to stay in control of your finances.
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Introduction:

Let's talk about managing costs. It's not just about making sure you manage every penny, it's the strategic process of planning, tracking, and controlling a business's spending to hit its financial targets and not blow the budget. This isn't just a job for the finance team, it's a crucial practice that affects the entire company, from top-level strategy down to individual projects (Drury, 2021).
Businesses usually follow a straightforward cycle, they plan what they will need, then estimate the costs, then set a budget, and finally they then keep a close eye on spending to make sure they stay on track (PMI, 2021). To pull this off, they use different tools. Two of the more advanced tools are Activity-Based Costing (ABC), which helps them get a better handle on difficult indirect costs, and Earned Value Management (EVM), a method for keeping complex projects on budget and on schedule.
At the same time, every company has to make a basic choice between two different ways of calculating product costs: Marginal and Absorption costing. This choice might sound technical, but it has a huge impact on how profitable a business appears and the decisions its managers make (Horngren et al., 2021).
This report will talk about these topics with a practical focus. First, we will put ABC and EVM under the scope to see what comes up. Are they still useful when a business is changing fast? We will look at their strengths and their very real weaknesses. Then, we will break down the big differences between Marginal and Absorption costing, showing how each one tells a different story about profit and influence guides the choices a company makes.













Main Findings

2.1 Can ABC and EVM Keep Up? A Look at Modern Business
Today's business environment is often described as VUCA – Volatile, Uncertain, Complex, and Ambiguous (Bennett & Lemoine, 2014). Broken down that translates to, things change fast and without warning. This can be a real problem for management tools that were built for a more stable, predictable business sectors unlike the current field. 
2.1.1 Activity-Based Costing (ABC): A Detailed Map in a Shifting Landscape
ABC became popular because it solves a big problem, which was that traditional costing often gets overhead costs wrong, making simple, high-volume products look more expensive than they are and complex, custom products look cheaper due to overlooks of the method. ABC fixes this by linking costs to the specific activities that drive them, like quality checks or customer service (Cooper & Kaplan, 1988).
When does it Shine? (When Things are Calm): If your company makes the same things in the same way for a long time, ABC is incredibly powerful. It gives you a very clear picture of which products and customers are truly profitable (Kaplan & Cooper, 1998). This helps with setting accurate prices, cutting waste, and making smart strategic choices (Gosselin, 2007).

Where It Struggles (When Things are Chaotic):
It's a Beast to Set Up and Maintain: Implementing ABC is a huge project. It requires interviewing staff, mapping out every process, and often buying expensive software (Innes & Mitchell, 1990). For many companies, this is just too much effort and cost to be worthwhile (Bjørnenak & Mitchell, 2002).
It's Always Looking Backwards: ABC is built on historical data. But if your company is innovating quickly, the ABC data can be out of date before you even finish the report (Kaplan & Anderson, 2004). It's like trying to navigate with last year's map.
It Can Cause Office Politics: Because ABC reveals the true cost of activities, it can point fingers at inefficient departments or unprofitable products. This can lead to internal resistance from managers who aren't happy about what the data shows (Shields, 1995).
2.1.2 Earned Value Management (EVM): The Project Guru That Hates Surprises
EVM is a favourite for managing big, complex projects. It's more than just tracking spending; it combines scope, schedule, and cost into one dashboard to show if a project is truly on track in a convenient matter.
Its Sweet Spot: (The Predictable Project): For long-term, well-defined projects like constructing a building, EVM is a superstar. It gives project managers early warnings if things are starting to go over budget or behind schedule, allowing them to fix problems early (Fleming & Koppelman, 2016).

Why It Fails in Fast-Moving Projects:
It Breaks When the Plan Changes: EVM's entire system is based on a fixed, agreed-upon plan. But in modern software development or marketing, the plan changes every few weeks. If the goalposts are always moving, EVM's reports become meaningless and confusing (Lipke, 2003).
It Measures the Wrong Thing Sometimes: EVM is great at telling you if you're building the thing right (efficiently), but it doesn't care if you're building the right thing. A project can be under budget and ahead of schedule but still deliver a product that no one wants or that is poor quality (Zwikael & Smyrk, 2019).
It Creates Too Much Paperwork: The reporting and data-tracking EVM requires can slow a team down. For a small, fast-moving project, this extra bureaucracy is often more trouble than it's worth (Anbari, 2003).
2.1.3 The Bottom Line: They're Evolving, Not Dying
So, are ABC and EVM useless? Not at all. But they're no longer one size fits all solutions. They're becoming specialised tools, and they are getting an upgrade for the modern era.
We now have simpler versions like Time-Driven ABC (TDABC) that are much easier and cheaper to update (Kaplan & Anderson, 2004). Project managers are also blending EVM principles with Agile methods, using the core ideas of tracking value without the rigid, unchanging plan (Pinto, 2016). The key is to use them where they fit, not force them where they don't.
2.2 Two Ways to Count Costs:
The choice between Marginal and Absorption costing is one of the most fundamental in business. It's not just an accounting method to use as a tool, it's a decision that changes the story that your financial numbers tell in the long run for best accuracy.
2.2.1 The One Big Difference
It all comes down to one thing, how you treat fixed manufacturing overheads. These are the costs like the factory manager's salary, the rent for the plant, or the depreciation on machinery-costs that stay the same no matter how many units you produce in the short term.
With Absorption Costing, you treat this fixed overhead as a product cost. You take the total fixed overhead for the period and spread it out over all the units you make. So, each unit produced gets a little piece of that fixed cost attached to it. This cost then sits in your inventory value until you sell the product. This is the official method you must use for your external financial reports.
With Marginal Costing, you treat fixed overhead as a period cost. You don't attach it to products. Instead, you take the entire amount and expense it all in the current period, just like you would with selling or administrative expenses. This method is used for internal decision-making because it makes cost behaviour much clearer.
This single difference has a domino effect. Because Absorption costing puts fixed costs into the products, the value of your unsold inventory on the balance sheet will be higher. It also means the cost to produce each unit is higher because it includes a share of the fixed overhead.
2.2.2 How Production Can Inflate Your Bottom Line
Here’s where it gets really interesting, and where the choice of method can create misleading signals.
Let's say we look at a company that has a quiet quarter and it produces more units than you sell. Your inventory goes up.
Under Absorption Costing, a chunk of the current period's fixed costs gets tucked away in that growing inventory on the balance sheet. Because those costs aren't hitting your income statement, your reported profit is higher.
Now, imagine the opposite: you have a great sales quarter and you sell more than you produced, so your inventory goes down.
Under Absorption Costing, the fixed costs that were "stored" in last period's inventory get released onto the current income statement. This means you're expensing two sets of fixed costs (this period's and some from last period), so your reported profit is lower.
This creates a strange and dangerous repour in your balance sheets. A manager using Absorption costing can make their division's profit look better in the short term simply by producing more even if the extra units just sit in a warehouse, unsold (Bhimani et al., 2015). This can lead to poor decisions and cash flow problems. Marginal costing avoids this entirely because profit is only driven by sales, not by production volume.
2.2.3 Which One Should You Use? (Spoiler: Use Both)
Each method serves a different master, and understanding this is the key to using them effectively.
Marginal Costing:
Why do managers love it, it is incredibly clear. It is perfect for figuring out your break-even point, deciding on a price for a special one-time order, or seeing which products are truly contributing to covering your fixed costs and making a profit (Noreen et al., 2011). Your profit is directly tied to your sales, which is how most of us intuitively think it should work.
What is the catch you may be thinking, you can't use it for your official annual report. It also makes your inventory look less valuable on paper.

Absorption Costing:
Why is it necessary? It's the law (or at least, the accounting rules). It ensures that the price of a product is meant to reflect its "full cost," which is important for long-term sustainability. Now you are thinking what are the dangers? It can lead to bad internal decisions. A product might look unprofitable because it's assigned a heap of fixed overhead, even if ditching the product wouldn't actually save you any of that fixed cost (Hilton & Platt, 2020). And as we saw, it can encourage overproduction.
The smartest companies don't see this as an either/or choice. They use Absorption Costing to talk to the outside world like investors, regulators, and banks. And they use Marginal Costing to talk to themselves, to make the daily operational decisions that keep the business running smoothly. It is not about which system is better, it is about using the right tool for the right environment and conversation that you are having.


Conclusion

So, what is the final verdict on all these cost management techniques, you may be thinking at this point? Well, it is all about context and flexibility.
Advanced tools like ABC and EVM are powerful, but they are like specialty tools and they work best in a controlled environment. In the messy, fast-changing reality of most businesses, they can be too clunky if used in the traditional manner that they have previously been made for. Their future lies in their ability to adapt, which they are already doing through simpler and more flexible versions that fill in this gap that previously left them behind.
The choice between Marginal and Absorption costing isn't about finding the one proper method. It's about understanding that they serve two different purposes in different environments and conversations. One creates a legally compliant story for people looking into the company, while the other provides a clear, actionable story for the people within the company. The most financially intelligent companies use both stories to guide them to cover different angles to get the best advantage.
Ultimately, successful cost management today is less about mastering a single technique and more about being a smart toolkit manager. It's knowing when to use a specialised method or when to keep it simple, and how to combine different approaches to get a complete picture of your business's financial health and what your next steps will be. In a world of constant change, this flexible, pragmatic approach is what separates the financially responsible and smart companies from the rest.
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