
 

 

12. Budget Planning 

 

Every project boils down to money. If you had a bigger budget, you could probably 

get more people to do your project more quickly and deliver more. That’s why no 

project plan is complete until you come up with a budget. But no matter whether 

your project is big or small, and no matter how many resources and activities are in 

it, the process for figuring out the bottom line is always the same. 

It is important to come up with detailed estimates for all the project costs. Once this 

is compiled, you add up the cost estimates into a budget plan. It is now possible to 

track the project according to that budget while the work is ongoing. 

Often, when you come into a project, there is already an expectation of how much it 

will cost or how much time it will take. When you make an estimate early in the 

project without knowing much about it, that estimate is called a rough order-of-

magnitude estimate (or a ballpark estimate). This estimate will become more refined 

as time goes on and you learn more about the project. Here are some tools and 

techniques for estimating cost: 

• Determination of resource cost rates: People who will be working on the 

project all work at a specific rate. Any materials you use to build the project 

(e.g., wood or wiring) will be charged at a rate too. Determining resource 

costs means figuring out what the rate for labour and materials will be. 

• Vendor bid analysis: Sometimes you will need to work with an external 

contractor to get your project done. You might even have more than one 

contractor bid on the job. This tool is about evaluating those bids and 

choosing the one you will accept. 

• Reserve analysis: You need to set aside some money for cost overruns. If 

you know that your project has a risk of something expensive happening, it 

is better to have some cash available to deal with it. Reserve analysis means 

putting some cash away in case of overruns. 

• Cost of quality: You will need to figure the cost of all your quality-related 

activities into the overall budget. Since it’s cheaper to find bugs earlier in the 

project than later, there are always quality costs associated with everything 



 

your project produces. Cost of quality is just a way of tracking the cost of 

those activities. It is the amount of money it takes to do the project right. 

Once you apply all the tools in this process, you will arrive at an estimate for how 

much your project will cost. It’s important to keep all of your supporting estimate 

information. That way, you know the assumptions made when you were coming up 

with the numbers. Now you are ready to build your budget plan. 

Estimating Costs to Compare and Select Projects 

During the conceptual phase when project selection occurs, economic factors are an 

important consideration in choosing between competing projects. To compare the 

simple paybacks or internal rates of return between projects, an estimate of the cost 

of each project is made. The estimates must be accurate enough so that the 

comparisons are meaningful, but the amount of time and resources used to make the 

estimates should be appropriate to the size and complexity of the project. The 

methods used to estimate the cost of the project during the selection phase are 

generally faster and consume fewer resources than those used to create detailed 

estimates in later phases. They rely more on the expert judgment of experienced 

managers who can make accurate estimates with less detailed information. Estimates 

in the earliest stages of project selection are usually based on information from 

previous projects that can be adjusted—scaled—to match the size and complexity of 

the current project or developed using standardized formulas. 

Analogous Estimate 

An estimate that is based on other project estimates is an analogous estimate. If a 

similar project cost a certain amount, then it is reasonable to assume that the current 

project will cost about the same. Few projects are exactly the same size and 

complexity, so the estimate must be adjusted upward or downward to account for 

the differences. The selection of projects that are similar and the amount of 

adjustment needed is up to the judgment of the person who makes the estimate. 

Normally, this judgment is based on many years of experience estimating projects, 

including incorrect estimates that were learning experiences for the expert. 

Less-experienced managers who are required to make analogous estimates can look 

through the documentation that is available from previous projects. If projects were 

evaluated using the Darnall-Preston Complexity Index (DPCI), the manager can 



 

quickly identify projects that have profiles similar to the project under consideration, 

even if those projects were managed by other people. 

The DPCI assesses project attributes, enabling better-informed decisions in creating 

the project profile. This index assesses the complexity level of key components of a 

project and produces a unique project profile. The profile indicates the project 

complexity level, which provides a benchmark for comparing projects and 

information about the characteristics of a project that can then be addressed in the 

project execution plan. It achieves this objective by grouping 11 attributes into four 

broad categories: 

• internal, external,  

• technological  

• complexity, and  

• environmental. 

Comparing the original estimates with the final project costs on several previous 

projects with the same DPCI ratings gives a less-experienced manager the 

perspective that it would take many years to acquire by trial and error. It also 

provides references the manager can use to justify the estimate. 

Parametric Estimate 

If the project consists of activities that are common to many other projects, average 

costs are available per unit. For example, if you ask a construction company how 

much it would cost to build a standard office building, the estimator will ask for the 

size of the building in square feet and the city in which the building will be built. 

From these two factors—size and location—the company’s estimator can predict the 

cost of the building. Factors like size and location are parameters—measurable 

factors that can be used in an equation to calculate a result. The estimator knows the 

average cost per square foot of a typical office building and adjustments for local 

labour costs. Other parameters such as quality of finishes are used to further refine 

the estimate. Estimates that are calculated by multiplying measured parameters by 

cost-per-unit values are parametric estimates. 

Bottom-Up Estimating 

The most accurate and time-consuming estimating method is to identify the cost of 

each item in each activity of the schedule, including labour and materials. If you 



 

view the project schedule as a hierarchy where the general descriptions of tasks are 

at the top and the lower levels become more detailed, finding the price of each item 

at the lowest level and then summing them to determine the cost of higher levels is 

called bottom-up estimating. 

Activity-Based Estimates 

An activity can have costs from multiple vendors in addition to internal costs for 

labour and materials. Detailed estimates from all sources can be reorganized so those 

costs associated with a particular activity can be grouped by adding the activity code 

to the detailed estimate. The detailed cost estimates can be sorted and then subtotaled 

by activity to determine the cost for each activity. 

Managing the Budget 

Projects seldom go according to plan in every detail. It is necessary for the project 

manager to be able to identify when costs are varying from the budget and manage 

those variations. 

Managing Cash Flow 

If the total amount spent on a project is equal to or less than the amount budgeted, 

the project can still be in trouble if the funding for the project is not available when 

it is needed. There is a natural tension between the financial people in an 

organization, who do not want to pay for the use of money that is just sitting in a 

checking account, and the project manager, who wants to be sure that there is enough 

money available to pay for project expenses. The financial people prefer to keep the 

company’s money working in other investments until the last moment before 

transferring it to the project account. The contractors and vendors have similar 

concerns, and they want to get paid as soon as possible so they can put the money to 

work in their own organizations. The project manager would like to have as much 

cash available as possible to use if activities exceed budget expectations. 

Contingency Reserves 

Most projects have something unexpected occur that increases costs above the 

original estimates. If estimates are rarely exceeded, the estimating method should be 

reviewed because the estimates are too high. 



 

It is impossible to predict which activities will cost more than expected, but it is 

reasonable to assume that some of them will. Estimating the likelihood of such 

events is part of risk analysis, which is discussed in more detail in a later chapter. 

Instead of overestimating each cost, money is budgeted for dealing with unplanned 

but statistically predictable cost increases. Funds allocated for this purpose are called 

contingency reserves. Because it is likely that this money will be spent, it is part of 

the total budget for the project. If this fund is adequate to meet the unplanned 

expenses, then the project will complete within the budget. 

Management Reserves 

If something occurs during the project that requires a change in the project scope, 

money may be needed to deal with the situation before a change in scope can be 

negotiated with the project sponsor or client. 

It could be an opportunity as well as a challenge. For example, if a new technology 

were invented that would greatly enhance your completed project, there would be 

additional cost and a change to the scope, but it would be worth it. Money can be 

made available at the manager’s discretion to meet needs that would change the 

scope of the project. These funds are called management reserves. Unlike 

contingency reserves, they are not likely to be spent and are not part of the project’s 

budget baseline, but they can be included in the total project budget. 

Evaluating the Budget During the Project 

A project manager must regularly compare the amount of money spent with the 

budgeted amount and report this information to managers and stakeholders. It is 

necessary to establish an understanding of how this progress will be measured and 

reported. 
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Problem set #12 

 

Choose correct answer 

 

1. The process of subtotaling costs by category or activity is called 

________________________ 

a. Surplus summarization 

b. Surplus aggregation 

c. Price aggregation 

d. Cost summarization 

e. Cost aggregation 

f. None  

g. All of them 

 

2. The process of matching the schedule of transfers with the schedule of 

activity payments is called ______________________ 

a. Deconciliation 

b. Reconciliation  

c. Decomposition  

d. Recomposition 

e. None 

f. All of them. 

 

 

 



 

3. Cost performance index (CPI) is ________________________ 

a. The ratio of the earned value to the actual cost 

b. The ratio of the planned value to the actual cost 

c. The ratio of all value to the actual cost 

d. The ratio of the earned value to the planned value 

 

4. The schedule variance (SV) is _________________________ 

a. The difference between the earned value and the planned value 

b. The difference between the actual value and the planned value 

c. The difference between the earned value and the actual value 

d. The difference between all value and the planned value 

e. The difference between the earned value and all value 
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