
13 Budgets and Budgetary 
Control 

   
Basic Concepts 

Budget CIMA official terminology has defined the term budget as 
“quantitative expression of a plan for a defined period of time. It 
may include planned sales volumes and revenues; resource 
quantities, costs and expenses; assets, liabilities and cash flows.” 

Budget Centre A section of an organization for which separate budget can be 
prepared and control exercised.  

Budgetary Control Guiding and regulating activities with a view to attaining 
predetermined objectives, effectively and efficiently. 

Budget Manual The Budget manual is a schedule, document or booklet which 
shows, in written forms the budgeting organisation and 
procedures. 

Budget Period The period of time for which a budget is prepared and used. It 
may be a year, quarter or a month. 

 Components of Budgetary Control System 

Physical Budgets Those budgets which contain information in terms of physical 
units about sales, production etc. for example, quantity of sales, 
quantity of production, inventories, and manpower budgets are 
physical budgets. 

Cost Budgets Budgets which provide cost information in respect of 
manufacturing, selling, administration etc. for example, 
manufacturing costs, selling costs, administration cost, and 
research and development cost budgets are cost budgets. 

Profit Budgets A budget which enables in the ascertainment of profit, for 
example, sales budget, profit and loss budget, etc. 

Financial Budgets A budget which facilitates in ascertaining the financial position 
of a concern, for example, cash budgets, capital expenditure 
budget, budgeted balance sheet etc. 
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Functional 
Budgets 

Budgets which relate to the individual functions in an 
organisation are known as Functional Budgets. For example, 
purchase budget; sales budget; production budget; plant-
utilisation budget and cash budget. 

Master Budget It is a consolidated summary of the various functional budgets. 
It serves as the basis upon which budgeted P & L A/c and 
forecasted Balance Sheet are built up. 

Long-term 
Budgets 

The budgets which are prepared for periods longer than a year 
are called long-term budgets. Such budgets are helpful in 
business forecasting and forward planning. Capital expenditure 
budget and Research and Development budget are examples of 
long-term budgets. 

Short-term 
Budgets 

Budgets which are prepared for periods less than a year are 
known as short-term budgets. Cash budget is an example of 
short-term budget. Such types of budgets are prepared in cases 
where a specific action has to be immediately taken to bring any 
variation under control, as in cash budgets. 

Basic Budgets A budget which remains unaltered over a long period of time is 
called basic budget. 

Current Budgets A budget which is established for use over a short period of 
time and is related to the current conditions is called current 
budget. 

Fixed Budget According to CIMA official terminology, “a fixed budget, is a 
budget designed to remain unchanged irrespective of the level of 
activity actually attained”. 

Flexible Budget According to CIMA official terminology, “a flexible budget is 
defined as a budget which, by recognizing the difference 
between fixed, semi-variable and variable costs is designed to 
change in relation to the level of activity attained.” 

SECTION-A 
Question-1 

Explain briefly the concept of ‘flexible budget’.  

Solution: 

Flexible Budget: A flexible budget is defined as “a budget which, by recognizing the 
difference between fixed, semi-variable and variable cost is designed to change in relation to 
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the level of activity attained”. In flexibility budgetary control system, a series of budgets are 
prepared one for the each of a number of alternative production levels or volumes.  Flexible 
budgets represent the amount of expense that is reasonably necessary to achieve each level 
of output specified. In other words, the allowances given under flexibility budgetary control 
system serve as standards of what costs should be at each level of output. 

Question-2 

Discuss the components of budgetary control system. 
Solution: 
Components of budgetary control system 

The policy of a business for a defined period is represented by the master budget the details 
of which are given in a number of individual budgets called functional budgets. The functional 
budgets are broadly grouped under the following heads: 

(a) Physical Budgets – Sales Quantity, Product Quantity., Inventory, Manpower budget. 

(b) Cost Budgets – Manufacturing Cost, Administration Cost, Sales & Distribution cost, R & D 
Cost. 

(c) Profit Budget. 

Question-3 

List the eight functional budgets prepared by a business. 

Solution: 

The various commonly used Functional budgets are: 

 Sales Budget 

 Production Budget 

 Plant Utilisation Budget  

 Direct Material Usage Budget  

 Direct Material Purchase Budget 

 Direct Labour (Personnel) Budget 

 Factory Overhead Budget 

 Production Cost Budget. 

Question-4 
Distinguish between Fixed and flexible budget. 
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Solution: 
Difference between Fixed and Flexible Budgets 

 Fixed Budget  Flexible Budget 
1. It does not change with actual volume of 

activity achieved.  Thus it is rigid 
It can be re-casted on the basis of 
activity level to be achieved.  Thus it 
is not rigid. 

2. It operates on one level of activity and under 
one set of conditions 

It consists of various budgets for 
different level of activity. 

3. If the budgeted and actual activity levels differ 
significantly, then cost ascertainment and 
price fixation do not give a correct picture. 

It facilitates the cost ascertainment 
and price fixation at different levels of 
activity. 

4. Comparisons of actual and budgeted targets 
are meaningless particularly when there is 
difference between two levels. 

It provided meaningful basis of 
comparison of actual and budgeted 
targets. 

 

Question-5 
Explain the Essentials of budget. 
Solution: 

Essentials of budget 

 It is prepared in advance and is based on a future plan of actions  

 It relates to a future period and is based on objectives to be attained.  

It is a statement expressed in monetary and/ or physical units prepared for the implementation 
of policy formulated by management. 

Question-6 

State the considerations on which capital expenditure budget is prepared. 

Solution: 

The preparation of Capital Expenditure Budget is based on the following 
considerations: 

1. Overhead on production facilities of certain departments as indicated by the plant 
utilisation budget. 

2. Future development plans to increase output by expansion of plant facilities. 

3. Replacement requests from the concerned departments 

4. Factors like sales potential to absorb the increased output, possibility of price reductions, 
increased costs of advertising and sales promotion to absorb increased output, etc. 
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Question-7 

Describe the steps involved in the budgetary control technique. 
Solution: 

There are certain steps involved in the budgetary control technique. They are as follows: 

(i) Definition of objectives: A budget being a plan for the achievement of certain 
operational objectives, it is desirable that the same are defined precisely. The objectives 
should be written out; the areas of control demarcated; and items of revenue and 
expenditure to be covered by the budget stated.  

(ii) Location of the key (or budget) factor: There is usually one factor (sometimes there 
may be more than one) which sets a limit to the total activity. Such a factor is known as 
key factor. For proper budgeting, it must be located and estimated properly. 

(iii) Appointment of controller: Formulation of a budget usually required whole time 
services of a senior executive known as budget controller; he must be assisted in this 
work by a Budget Committee, consisting of all the heads of department along with the 
Managing Director as the Chairman.  

(iv) Budget Manual: Effective budgetary planning relies on the provision of adequate 
information which are contained in the budget manual. A budget manual is a collection of 
documents that contains key information for those involved in the planning process. 

(v) Budget period: The period covered by a budget is known as budget period. The Budget 
Committee determines the length of the budget period suitable for the business. It may 
be months or quarters or such periods as coincide with period of trading activity. 

(vi) Standard of activity or output: For preparing budgets for the future, past statistics 
cannot be completely relied upon, for the past usually represents a combination of good 
and bad factors. Therefore, though results of the past should be studied but these should 
only be applied when there is a likelihood of similar conditions repeating in the future. 

Question-8 

Describe the salient features of budget manual. 
Solution: 

Salient features of Budget Manual 

 Budget manual contains many information which are required for effective budgetary 
planning. 

 A budget manual is a collection of documents that contains key information for those 
involved in the planning process. 

 An introductory explanation of the budgetary planning and control process,     including a 
statement of the budgetary objective and desired results is included in Budget Manual 
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 Budget Manual contains a form of organisation chart to show who is responsible for the 
preparation of each functional budget and the way in which the budgets are interrelated. 

 In contains a timetable for the preparation of each budget.  

 Copies of all forms to be completed by those responsible for preparing budgets, with 
explanations concerning their completion is included in Budget Manual. 

SECTION-B 
Question 1 

TQM Ltd. has furnished the following information for the month ending 30th June, 2014: 

 Master Budget Actual Variance 

Units produced and sold     80,000    72,000  

Sales (`) 3,20,000 2,80,000 40,000 (A) 

Direct material (`) 80,000 73,600 6,400 (F) 

Direct wages (`) 1,20,000 1,04,800 15,200 (F) 

Variable overheads (`) 40,000 37,600 2,400 (F) 

Fixed overhead (`)    40,000     39,200 800 (F) 

Total Cost 2,80,000 2,55,200  

The Standard costs of the products are as follows:  

 Per unit (`) 

Direct materials (1 kg. at the rate of ` 1 per kg.) 1.00 
Direct wages (1 hour at the rate of ` 1.50) 1.50 
Variable overheads (1 hour at the rate of ` 0.50) 0.50 

Actual results for the month showed that 78,400 kg. of material were used and 70,400 labour 
hours were recorded. 

Required: 

(i) Prepare Flexible budget for the month and compare with actual results. 

(ii) Calculate Material, Labour, Sales Price, Variable Overhead and Fixed Overhead 
Expenditure variances and Sales Volume (Profit) variance.  
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Solution: 

(i) Statement showing Flexible Budget and its comparison with actual 

 

Master 
Budget 
80,000 
units 

Flexible Budget (at 
standard cost) Actual for 

72,000 units 
Variance 

Per 
unit 

72,000 
units 

A. Sales 3,20,000 4.00 2,88,000 2,80,000 8,000 (A) 
B. Direct material 80,000 1.00 72,000 73,600 1,600 (A) 
C. Direct wages 1,20,000 1.50 1,08,000 1,04,800 3,200 (F) 
D. Variable 

overhead 
40,000 0.50 36,000 37,600 1,600 (A) 

E. Total variable 
cost 

2,40,000 3.00 2,16,000 2,16,000  

F. Contribution 80,000 1.00 72,000 64,000  
G. Fixed overhead 40,000 0.50 40,000 39,200 800 (F) 
H. Net profit 40,000 0.50 32,000 24,800 7,200 (A) 

(ii) Variances: 

 Sales Price Variance  = Actual Quantity (Standard Rate – Actual Rate) 

  = 72,000 units (` 4.00 – ` 3.89) = ` 8,000 (A) 

 Direct Material Cost Variance  = Standard Cost for Actual output – Actual cost 

  = ` 72,000 – ` 73,600 = ` 1,600 (A) 

 Direct Material Price Variance  = Actual Quantity (Standard rate – Actual Rate) 

  =
73,600

 78,400units 1.00  
78,400units

 
 

 

`
`

  
  = ` 4,800 (F) 

 Direct Material Usage Variance  = Standard Rate (Std. Qty. – Actual Quantity)                         

   = `1 (72,000 units  – 78,400 units) = ` 6,400 (A) 

 Direct Labour Cost Variance   =  Standard Cost for actual output – Actual cost 

   =  ` 1,08,000 – ` 1,04,800 = ` 3,200 (F) 

 Direct Labour Rate Variance  =  Actual Hour (Standard Rate – Actual Rate) 

 =
1,04,800

 70,400hours 1.5  
70,400hours

 
 

 

`
`

 
 = ` 800 (F) 
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 Direct Labour Efficiency = Standard Rate (Standard Hour – Actual Hour) 

                                                       = ` 1.5 (72,000 – 70,400) = ` 2,400 (F) 

 Variable Overhead   = Recovered variable overhead – Actual variable  
   overhead 

              = (72,000 units  ` 0.50) – ` 37,600 = ` 1,600 (A) 

 Fixed Overhead Expenditure  = Budgeted fixed overhead – Actual fixed  
    overhead  

                    = ` 40,000 – ` 39,200 = ` 800 (F) 

 Sales Volume (Profit) Variance  = Std. Profit  (Budgeted Quantity – Actual Quantity) 

                        = ` 0.50 (80,000 – 72,000) = `4,000 (A) 

Question 2 

Following is the sales budget for the first six months of the year 2014 in respect of PQR Ltd. :  

Month : Jan. Feb. March April May June 

Sales (units) : 10,000 12,000 14,000 15,000 15,000 16,000 

Finished goods inventory at the end of each month is expected to be 20% of budgeted sales 
quantity for the following month. Finished goods inventory was 2,700 units on January 1, 
2014. There would be no work-in-progress at the end of any month. 

Each unit of finished product requires two types of materials as detailed below: 

Material X : 4 kg. @ ` 10/kg 

Material Y : 6 kg. @ ` 15/kg 

Material on hand on January 1, 2014 was 19,000 kg. of material X and 29,000 kg. of material 
Y. Monthly closing stock of material is budgeted to be equal to half of the requirements of next 
month’s production. 

Budgeted direct labour hour per unit of finished product is ¾ hour. 

Budgeted direct labour cost for the first quarter of the year 2014 is ` 10,89,000. 

Actual data for the quarter one, ended on March 31, 2014 is as under:  

Actual production quantity : 40,000 units 

Direct material cost 

(Purchase cost based on materials actually issued to production) 

Material X : 1,65,000 kg. @ ` 10.20 / kg. 

Material Y : 2,38,000 kg. @ ` 15.10/ kg. 
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Actual direct labour hours worked : 32,000 hours 

Actual direct labour cost :  ` 13,12,000 

Required : 

(a) Prepare the following budgets: 

(i) Monthly production quantity for the quarter one. 

(ii) Monthly raw material consumption quantity budget from January, 2014 to April, 
2014. 

(iii) Materials purchase quantity budget for the quarter one. 

(b) Compute the following variances : 

(i) Material cost variance  

(ii) Material price variance 

(iii) Material usage variance 

(iv) Direct labour cost variance 

(v) Direct labour rate variance 

(vi) Direct labour efficiency variance  

Solution: 

(a) (i)     Production Budget for January to March 2014 
(Quantitative) 

 Jan Feb Mar April 

Budgeted Sales 10,000 12,000 14,000 15,000 
Add:  Budgeted Closing Stock 
(20% of sales of next month) 

 
2,400 

 
2,800 

 
3,000 

 
3,000 

  12,400 14,800 17,000 18,000 
Less:  Opening Stock  2,700   2,400   2,800   3,000 
Budgeted Output 9,700 12,400 14,200 15,000 

 Total Budgeted Output for the Quarter ended March 31, 2014   

 = (9,700 + 12,400 + 14,200)= 36,300 units.   

(ii)    Raw Material Consumption Budget (in quantity) 

Month Budgeted Output 
(Units) 

Material ‘X’ @ 4 kg 
per unit (Kg) 

Material ‘Y’ @ 6 kg 
per unit (Kg) 

January   9,700 38,800 58,200 
February 12,400 49,600 74,400 
March 14,200 56,800 85,200 
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April 15,000 60,000 90,000 
Total  2,05,200 3,07,800 

(iii)  Raw Materials Purchase Budget for the Quarter ended March 31, 2014  
(in quantity) 

  Material X (kg) Material Y (kg) 

Raw material required for production 1,45,200 2,17,800 

Add: Closing Stock of raw material     30,000     45,000 

 1,75,200 2,62,800 

Less: Opening Stock of raw material     19,000     29,000 

Material to be purchased  1,56,200 2,33,800 

(b)     Calculation of Material Cost Variance 

(a) (b) 
Std Price × Std Mix × Std Qty for actual output Std. Price × Std. Mix × Actual Qty. 

X – 10 × 4 × 40,000 = 16,00,000 X – 10 ×
10

4
 × 4, 03,000 = 16,12,000 

Y – 15 × 6 × 40,000 = 36,00,000 Y – 15 × 
10
6

× 4,03,000 = 36,27,000 

 52,00,000  52,39,000 
 

(c) (d) 
Std Price × Actual Mix × Actual Qty Actual Price × Actual Mix × Actual Qty. 

X – 10 × 1,65,000 = 16,50,000 X – 10.20 × 1,65,000 =  16,83,000 
Y – 15 × 2,38,000 = 35,70,000 Y – 15.10 × 2,38,000 35,93,800 
 52,20,000  52,76,800 

Direct Material Usage Variance = (a – c) 

X –  16,00,000 – 16,50,000  = 50,000 (A) 

Y –  36,00,000 – 35,70,000  = 30,000 (F) 

  52,00,000 – 52,20,000  = 20,000 (A)   

Direct Material Price Variance = (c – d) 

X –  16,50,000 – 16,83,000  = 33,000 (A) 

Y –  35,70,000 – 35,93,800  = 23,800 (A) 

52,20,000 – 52,76,800  = 56,800 (A)   

Direct Material Cost Variance = (a – d) 

X –  16,00,000 – 16,83,000  = 83,000 (A) 
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Y –  36,00,000 – 35,93,800  =   6,200 (F) 

52,00,000 – 52,76,800  = 76,800 (A)   

Verification:  

Direct Material Cost Variance = Direct Material Usage Variance + Direct Material Price 
              Variance 

       = 20,000 (A) + 56,800 (A) 

       = 76,800 (A) 

Alternative Solution (Total basis) 

Direct Material Cost Variance  = 52, 00,000 – 52, 76,800 =76,800 (A) 

Direct Material Price Variance  = 52, 20,000 – 52, 76,800 = 56,800 (A) 

Direct Material Usage Variance = 52, 20,000 -52, 00,000 = 20,000 (A)   

Calculation of Labour Cost Variances: 

Budgeted output for the quarter = 36,300 units 

Budgeted direct labour hours  = 36,300 × ¾ hrs. 

        = 27,225 hours 

Standard or Budgeted labour rate per hour 

      = 
hourslabourdirectBudgeted

tcoslabourdirectBudgeted
 

      =
10,89,000

 
27,225hours
`

= `40 

Standard labour hours for actual output: 

   = 40,000 units × ¾ hour 

   = 30,000 hours 

Actual labour hour rate = 
`

 

13,12,000
32,000 hrs

=  `41 

Direct Labour Efficiency Variance = Standard Rate × (Std. hrs – Actual hrs.) 

     = ` 40 × (30,000 – 32,000) 

     = ` 80,000 (A)       

Direct Labour Rate Variance = Actual hrs. × (Std. Rate – Actual Rate) 

     = 32,000 × (40 – 41) 

     = `32,000 (A)   
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Direct Labour Cost Variance = (Std. rate × Std. hrs.) – (Actual rate × Actual hrs.) 

           = (40 × 30,000) – (41 × 32,000) 

                  = 12,00,000 – 13,12,000 

           = 1,12,000 (A)   

Verification:  

Direct Labour Cost Variance = Direct Labour Efficiency Variance + Direct Labour Rate Variance 

              = `80,000 (A) + `32,000 (A)  

              = 1,12,000 (A) 

Question 3 

Calculate efficiency and activity ratio from the following data: 

Capacity ratio = 75% 

Budgeted output = 6,000 units 

Actual output = 5,000 units 

Standard Time per unit = 4 hours  

Solution: 

Capacity Ratio   = 100
HoursBudgeted

HoursActual
  

75%     = 
AH

6,000 Units 4 hour per unit
 

0.75     = 
AH

24,000 Hours
 

AH     = 18,000 Hours 

Efficiency Ratio  = 100
HoursWorkingActual

HoursdardtanSofterminOutputActual
    

    = 
5,000 units 4 hours per unit

100
18,000 Hours


  

    = 
20,000 Hours

100
18,000 Hours

 = 111.11% 

Activity Ratio  = 
Actual Output in term of S tandard Hours

100
Budgeted Output in term of S tandard Hours
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    = 
20,000 Units

100
6,000 Units 4 hour per unit




 

    = 
20,000 Units

100
24,000 Units

   

    = 83.33%     

Question 4 

AK Limited produces and sells a single product.  Sales budget for calendar year 2013 by a 
quarters is as under: 

Quarters I II III IV 
No. of units to be sold 18,000 22,000 25,000 27,000 

The year is expected to open with an inventory of 6,000 units of finished products and close with 
inventory of 8,000 units.  Production is customarily scheduled to provide for 70% of the current 
quarter’s sales demand plus 30% of the following quarter demand.  The budgeted selling price per 
unit is ` 40.  The standard cost details for one unit of the product are as follows: 

Variable Cost ` 34.50 per unit  

Fixed Overheads 2 hours 30 minutes @` 2 per hour based on a budgeted production volume 
of 1,10,000 direct labour hours for the year.  Fixed overheads are evenly distributed through-
out the year. 

You are required to: 

(i)  Prepare Quarterly Production Budget for the year. 

(ii) In which quarter of the year, company expected to achieve bread-even point. 

Solution: 

(i)    Production Budget for the year 2013 by Quarters 

 I II III IV Total 

 Sales demand(Unit) 18,000 22,000 25,000 27,000 92,000 
I Opening Stock 6,000 7,200 8,100 8,700 30,000 
II 70% of Current Quarter ‘s 

Demand 
12,600 15,400 17,500 18,900 64,400 

III 30% of Following Quarter’s 
Demand 

6,600 7,500 8,100 7,400* 29,600 

IV Total Production(II &III) 19,200 22,900 25,600 26,300 94,000 
V Closing Stock (I+IV-Sales) 7,200 8,100 8,700 8,000 32,000 

*Balancing Figure 
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(ii) Break Even Point  = Fixed Cost ÷ PV Ratio  

     = ` 2,20,000 ÷ 13.75% = `16,00,000 or  40,000 units. 

P/V Ratio    = (`40 - `34.50 = ` 5.50) ÷ 40 × 100 =13.75%     

(Or, Break Even Point = Fixed Cost ÷ Contribution = ` 2,20,000  ÷ ` 5.50 = 40,000 Units) 

Total sales in the quarter II is 40,000 equal to BEP means BEP achieved in II quarter. 

Question 5 

Pentax Limited has prepared its expense budget for 20,000 units in its factory for the year 
2013 as detailed below: 

 (` per unit) 

Direct Materials 50 
Direct Labour 20 
Variable Overhead 15 
Direct Expenses 6 
Selling Expenses (20% fixed) 15 
Factory Expenses (100% fixed) 7 
Administration expenses (100% fixed) 4 
Distribution expenses (85% variable) 12 
Total 129 

Prepare an expense budget for the production of 15,000 units and 18,000 units. 

Solution: 

     Expense Budget of M/s Pentax Ltd. 

Particulars 20,000 Units 
(`) 

15,000 Units 
(`) 

18,000 Units 
(`) 

Direct Material 10,00,000 
(20,000 x 50) 

7,50,000 
(15,000 x 50) 

9,00,000 
(18,000 x 50) 

Direct Labour 4,00,000 
(20,000 x 20) 

3,00,000 
(15,000 x 20) 

3,60,000 
(18,000 x 20) 

Variable Overhead 3,00,000 
(20,000 x 15) 

2,25,000 
(15,000 x 15) 

2,70,000 
(18,000 x 15) 

Direct Expenses 1,20,000 
(20,000 x 6) 

90,000 
(15,000 x 6) 

1,08,000 
(18,000 x 6) 

Selling Expenses (Variable)* 2,40,000 
(20,000 x 12) 

1,80,000 
(15,000 x 12) 

2,16,000 
(18,000 x 12) 

Selling Expenses (Fixed)* 
(3 x 20,000) 

60,000 60,000 60,000 
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Factory Expenses (Fixed) 
(7 x 20,000) 

1,40,000 1,40,000 1,40,000 

Administration Expenses (Fixed) 
(4 x 20,000) 

80,000 80,000 80,000 

Distribution Expenses (Variable)** 2,04,000 
(10.20 x 20,000) 

1,53,000 
(10.20 x 15,000) 

1,83,600 
(10.20 x 18,000) 

Distribution Expenses (Fixed)** 
(1.80 x 20,000) 

36,000 36,000 36,000 

 25,80,000 20,14,000 23,53,600 

 *Selling Expenses: Fixed cost per unit = `15 x 20% = `3 

 Fixed Cost = `3 x 20,000 units = `60,000 

Variable Cost Per unit = `15 – `3 = `12 

 **Distribution Expenses: Fixed cost per unit = `12 x 15% = `1.80 

 Fixed Cost = `1.80 x 20,000 units = `36,000 

 Variable cost per unit = `12 – `1.80 = `10.20 

Question 6 

Jigyasa Ltd. is drawing a production plan for its two products Minimax (MM) and Heavyhigh 
(HH) for the year 2013-14. The company’s policy is to hold closing stock of finished goods at 
25% of the anticipated volume of sales of the succeeding month. The following are the 
estimated data for two products: 

 Minimax (MM) Heavyhigh (HH) 

Budgeted Production units 1,80,000 1,20,000 
 (`) (`) 
Direct material cost per unit 220 280 
Direct labour cost per unit 130 120 
Manufacturing overhead  4,00,000 5,00,000 

The estimated units to be sold in the first four months of the year 2013-14 are as under 

 April May June July 

Minimax  8,000 10,000 12,000 16,000 
Heavyhigh 6,000 8,000 9,000 14,000 

Prepare production budget for the first quarter in monthwise. 
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Solution: 

Production Budget of Product Minimax and Heavyhigh (in units) 
 April May June Total 

MM HH MM HH MM HH MM HH 

Sales 8,000 6,000 10,000 8,000 12,000 9,000 30,000 23,000 

Add: Closing Stock 
(25% of next month’s sale) 

2,500 2,000 3,000 2,250 4,000 3,500 9,500 7,750 

Less: Opening Stock 2,000* 1,500* 2,500 2,000 3,000 2,250 7,500 5,750 

Production units 8,500 6,500 10,500 8,250 13,000 10,250 32,000 25,000 

* Opening stock of April is the closing stock of March, which is as per company’s policy 25% of 
next month’’ sale. 

Production Cost Budget 

Element of cost 
Rate (`) Amount (`) 

MM 
(32,000 units) 

HH 
(25,000 units) 

MM 
 

HH 

Direct Material 220 280 70,40,000 70,00,000 
Direct Labour 130 120 41,60,000 30,00,000 
Manufacturing Overhead     
(4,00,000 ÷ 1,80,000 × 32,000)   71,111  
(5,00,000 ÷ 1,20,000 × 25,000)    1,04,167 
   1,12,71,111 1,01,04,167 

 

Question 7 

M/s NNSG Ltd, specialized in manufacturing of piston rings for motor vehicle. It has prepared 
budget for 8,000 units per annum at budgeted cost of ` 21,64,400 as detailed below: 

 (`) (`) 

Fixed cost (Manufacturing)  2,28,000 
Variable costs:   
 Power   18,000  
 Repairs, etc.   16,000  
 Other variable cost     6,400  
 Direct material 6,16,000  
 Direct labour 12,80,000 19,36,400 
   21,64,400 

© The Institute of Chartered Accountants of India



13.17  Cost Accounting 

Considering the possible impact on sales turnover by market trends, the company decides to 
prepare flexible budget with a production target of 4,000 and 6,000 units.  On behalf of the 
company you are required to prepare a flexible budget for production levels at 50% and 75%. 

Assuming the selling price per unit is maintained at ` 400 as at present, indicate the effect on 
net profit.  Administration, selling and distribution overheads continue at ` 72,000. 

Solution: 

Flexible Budget 

Activity Level 50% 75% 100% 
Production (units) 4,000 6,000 8,000 
 (`) (`) (`) 

Sales @ ` 400 per unit 16,00,000 24,00,000 32,00,000 
Variable costs :    
 Direct Materials 3,08,000 4,62,000 6,16,000 
 Direct Labour 6,40,000 9,60,000 12,80,000 
 Power  9,000   13,500   18,000 
 Repairs etc.   8,000   12,000   16,000 
 Other variable cost       3,200        4,800        6,400 
Total Variable Costs:  9,68,200 14,52,300 19,36,400 
Fixed costs :    
 Manufacturing  2,28,000   2,28,000   2,28,000 
 Administration, Selling and Distribution     72,000      72,000      72,000 
Total Fixed Costs:  3,00,000 3,00,000 3,00,000 
Total Costs 12,68,200 17,52,300 22,36,400 
Profit (Sales – Variable Cost) – Fixed Cost   3,31,800   6,47,700   9,63,600 

 

Question 8 

Concorde Ltd. manufactures two products using two types of materials and one grade of 
labour. Shown below is an extract from the company’s working papers for the next month’s 
budget: 

 Product-A Product-B 

Budgeted sales (in units) 2,400 3,600 
Budgeted material consumption per unit (in kg):   

Material-X 5 3 
Material-Y 4 6 

Standard labour hours allowed per unit of product 3 5 
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Material-X and Material-Y cost ` 4 and ` 6 per kg and labours are paid ` 25 per hour. 
Overtime premium is 50% and is payable, if a worker works for more than 40 hours a week. 
There are 180 direct workers. 

The target productivity ratio (or efficiency ratio) for the productive hours worked by the direct 
workers in actually manufacturing the products is 80%. In addition the non-productive down-
time is budgeted at 20% of the productive hours worked. 

There are four 5-days weeks in the budgeted period and it is anticipated that sales and 
production will occur evenly throughout the whole period. 

It is anticipated that stock at the beginning of the period will be: 

Product-A 400 units 
Product-B 200 units 
Material-X 1,000 kg. 
Material-Y 500 kg. 

The anticipated closing stocks for budget period are as below:  

Product-A 4 days sales 

Product-B 5 days sales 

Material-X 10 days consumption 

Material-Y 6 days consumption  

Required: 

Calculate the Material Purchase Budget and the Wages Budget for the direct workers, 
showing the quantities and values, for the next month. 

Solution: 

Number of days in budget period = 4 weeks × 5 days = 20 days 

Number of units to be produced 

 Product-A (units) Product-B (units) 

Budgeted Sales  2,400 3,600 

Add: Closing stock 

2,400units
× 4days

20days

 
  
 

3,600units
× 5days

20days

 
  
 

 
480 900 

Less: Opening stock 400 200  

 2,480  4,300  

 

 

© The Institute of Chartered Accountants of India



13.19  Cost Accounting 

(i) Material Purchase Budget 

 Material-X (Kg.) Material-Y (Kg.) 

Material required :   

Product-A 12,400  
(2,480 units × 5 kg.) 

9,920  
(2,480 units × 4 kg.) 

Product-B 12,900  
(4,300 units × 3 kg.) 

25,800  
(4,300 units × 6 kg.) 

 25,300  35,720  

Add: Closing stock 

25,300kgs.× 10days
20days

 
  
 

35,720kgs.× 6days
20days

 
  
 

 
12,650  10,716  

Less: Opening stock 1,000  500  

Quantity to be purchased 36,950  45,936  

Rate per kg. of Material ` 4 ` 6 

Total Cost ` 1,47,800 ` 2,75,616 

(ii) Wages Budget 

 Product-A (Hours) Product-B (Hours) 

Units to be produced 2,480 units 4,300 units 

Standard hours allowed per unit 3  5  

Total Standard Hours allowed 7,440  21,500  

Productive hours required for 
production 

7,440hours

80%
=9,300  

21,500hours

80%
=26,875  

Add: Non-Productive down time 1,860 hours. 
(20% of  9,300 hours) 

 5,375 hours. 
(20% of  26,875 hours) 

Hours to be paid 11,160  32,250  

Total Hours to be paid =  43,410 hours (11,160 + 32,250) 

Hours to be paid at normal rate =  4 weeks × 40 hours × 180 workers = 28,800 hours 

Hours to be paid at premium rate =  43,410 hours – 28,800 hours = 14,610 hours 

Total wages to be paid =  28,800 hours × ` 25 + 14,610 hours × ` 37.5 
=  ` 7,20,000 + ` 5,47,875 
=  ` 12,67,875 
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Question 9 

RST, Limited is presently operating at 50% capacity and producing 30000 units. The entire 
output is sold at a price of ` 200 per unit. The cost structure at the 50% level of activity is as 
under: 

  (`) 

Direct Material 75 per unit 
Direct Wages 25 per unit 
Variable Overheads 25 per unit 
Direct Expenses 15 per unit 
Factory Expenses (25% fixed) 20 per unit 
Selling and Distribution Exp. (80% variable) 10 per unit 
Office and Administrative Exp. (100% fixed) 5 per unit 

The company anticipates that the variable costs will go up by 10% and fixed costs will go up 
by 15%. 

You are required to prepare an Expense budget, on the basis of marginal cost for the 
company at 50% and 60% level of activity and find out the profits at respective levels. 

Solution: 

Expense Budget of RST Ltd. for the period 

 Per unit 
(`) 

30,000 units 36,000 units 
Amount (`) Amount (`) 

Sales                                                   (A) 200.00 60,00,000 72,00,000 
Less: Variable Costs:    

- Direct Material 82.50 24,75,000 29,70,000 
- Direct Wages 27.50 8,25,000 9,90,000 

- Variable Overheads 27.50 8,25,000 9,90,000 
- Direct Expenses 16.50 4,95,000 5,94,000 
- Variable factory expenses 

(75% of ` 20 p.u.) 
16.50 4,95,000 5,94,000 

- Variable Selling & Dist. exp. 
(80% of ` 10 p.u.) 

8.80 2,64,000 3,16,800 

Total Variable Cost                             (B) 179.30 53,79,000 64,54,800 
Contribution                       (C) = (A – B) 20.70 6,21,000 7,45,200 

Less: Fixed Costs:    
- Office and Admin. exp. (100%) -- 1,72,500 1,72,500 
- Fixed factory exp. (25%) -- 1,72,500 1,72,500 
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- Fixed Selling & Dist. exp. (20%) -- 69,000 69,000 
Total Fixed Costs                                (D) -- 4,14,000 4,14,000 
Profit                                             (C – D) -- 2,07,000 3,31,200 

 

Question 10 

A Light Motor Vehicle manufacturer has prepared sales budget for the next few months, and 
the following draft figures are available: 

Month No. of vehicles 

October 4,000 
November 3,500 
December 4,500 
January 6,000 
February 6,500 

To manufacture a vehicle a standard cost of ` 2,85,700 is incurred and sold through dealers 
at an uniform selling price of ` 3,95,600 to customers. Dealers are paid 12.5% commission on 
selling price on sale of a vehicle.  

Apart from other materials four units of Part-X are required to manufacture a vehicle.  It is a 
policy of the company to hold stocks of Part-X at the end of the each month to cover 40% of 
next month’s production. 4,800 units of Part-X are in stock as on 1st October.  

There are 950 nos. of completed vehicles are in stock as on 1st October and it is policy to 
have stocks at the end of each month to cover 20% of the next month’s sales. 

You are required to  

(a) Prepare Production budget (in nos.) for the month of October, November, December and 
January. 

(b) Prepare a Purchase budget for Part-X (in units) for the months of October, November and 
December. 

(c) Calculate the budgeted gross profit for the quarter October to December. 

Solution: 

(a) Preparation of Production Budget (in nos.) 
 October November December January 

Demand for the month (Nos.) 4,000 3,500 4,500 6,000 
Add: 20% of next month’s demand 700 900 1,200 1,300 
Less: Opening Stock (950) (700) (900) (1,200) 
Vehicles to be produced 3,750 3,700 4,800 6,100 
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(b)  Preparation of Purchase budget for Part-X  
 October November December 

Production for the month (Nos.) 3,750 3,700 4,800 
Add: 40% of next month’s 
production 

1,480 
(40% of 3,700) 

1,920 
(40% of 4,800) 

2,440 
(40% of 6,100) 

 5,230 5,620 7,240 
No. of units required for production 20,920 

(5,230 × 4 units) 
22,480 

(5,620 × 4 units) 
28,960 

(7,240 × 4 units) 
Less: Opening Stock (4,800) (5,920) 

(1,480 × 4 units) 
(7,680) 

(1,920 × 4 units) 
No. of units to be purchased 16,120 16,560 21,280 

(c) Budgeted Gross Profit for the Quarter October to December 
 October November December Total 

Sales in nos. 4,000 3,500 4,500 12,000 
Net Selling Price per unit*  ` 3,46,150 ` 3,46,150 ` 3,46,150  

Sales Revenue (` in lakh) 13,846 12,115.25 15,576.75 41,538 
Less: Cost of Sales (` in lakh) 
(Sales unit × Cost per unit) 

11,428 
 

9,999.50 12,856.50 34,284 

Gross Profit (` in lakh) 2,418 2,115.75 2,720.25 7,254 

 * Net Selling price unit = ` 3,95,600 – 12.5% commission on ` 3,95,600 = ` 3,46,150 

Question 11 

S Ltd. has prepared budget for the coming year for its two products A and B.  

 Product A (`) Product B (`) 

Production & Sales unit 6,000 units 9,000 units 
Raw material cost per unit 60.00 42.00 
Direct labour cost per unit 30.00 18.00 
Variable overhead per unit 12.00 6.00 
Fixed overhead per unit 8.00 4.00 
Selling price per unit 120.00 78.00 

After some marketing efforts, the sales quantity of the Product A & B can be increased by 
1,500 units and 500 units respectively but for this purpose the variable overhead and fixed 
overhead will be increased by 10% and 5% respectively for the both products. 

You are required to prepare flexible budget for both the products: 

(a) Before marketing efforts 

(b) After marketing efforts. 
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Solution: 

(a) Flexible Budget before marketing efforts: 

  Product A (`) Product B (`) 

 6,000 units 9,000 units 

 Per unit Total Per unit Total 

Sales 120.00 7,20,000 78.00 7,02,000 
Raw material cost  60.00 3,60,000 42.00 3,78,000 
Direct labour cost per unit 30.00 1,80,000 18.00 1,62,000 
Variable overhead per unit 12.00 72,000 6.00 54,000 
Fixed overhead per unit 8.00 48,000 4.00 36,000 
Total cost 110.00 6,60,000 70.00 6,30,000 
Profit 10.00 60,000 8.00 72,000 

(b) Flexible Budget after marketing efforts: 

  Product A (`) Product B (`) 

 7,500 units 9,500 units 

 Per unit Total Per unit Total 

Sales 120.00 9,00,000 78.00 7,41,000 
Raw material cost  60.00 4,50,000 42.00 3,99,000 
Direct labour cost per unit 30.00 2,25,000 18.00 1,71,000 
Variable overhead per unit 13.20 99,000 6.60 62,700 
Fixed overhead per unit 6.72 50,400 3.98 37,800 
Total cost 109.92 8,24,400 70.58 6,70,500 
Profit 10.08 75,600 7.42 70,500 

 

Question 12 

XY Co. Ltd manufactures two products viz., X and Y and sells them through two divisions, 
East and West. For the purpose of Sales Budget to the Budget Committee, following 
information has been made available for the year 2014-15: 

Product 
Budgeted Sales Actual Sales 

East Division West Division East Division West Division 

X 400 units at ` 9 600 units at ` 9 500 units at ` 9 700 units at ` 9 

Y 300 units at ` 21 500 units at ` 21 200 units at `  21 400 units at `  21 
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Adequate market studies reveal that product X is popular but under priced. It is expected that 
if the price of X is increased by ` 1, it will, find a ready market. On the other hand, Y is 
overpriced and if the price of Y is reduced by ` 1 it will have more demand in the market. The 
company management has agreed for the aforesaid price changes. On the basis of these 
price changes and the reports of salesmen, following estimates have been prepared by the 
Divisional Managers: 

Percentage increase in sales over budgeted sales 

Product East Division West Division 

X + 10% + 5% 

Y + 20% + 10% 

With the help of intensive advertisement campaign, following additional sales (over and above 
the above mentioned estimated sales by Divisional Mangers) are possible: 

Product East Division West Division 

X 60 units 70 units 

Y 40 units 50 units 

You are required to prepare Sales Budget for 2015-16 after incorporating above estimates and also 
show the Budgeted Sales and Actual Sales of 2014-15. 

Solution: 

Statement Showing Sales Budget for 2015-16 

Division 
Product X Product Y Total 

Qty. Rate (`) Amt. (`) Qty. Rate (`) Amt. (`) Amt. (`) 

East 5001 10 5,000 4003 20 8,000 13,000 

West 7002 10 7,000 6004 20 12,000 19,000 

Total 1,200  12,000 1,000  20,000 32,000 

Workings 

1.  400 × 110% + 60 = 500 units 

2.  600 × 105% + 70 = 700 units 

3.  300 × 120% + 40 = 400 units 

4.  500 × 110% + 50 = 600 units 
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Statement Showing Sales Budget for 2014-15 

Division 
 

Product X Product Y Total 

Qty. Rate (`) Amt. (`) Qty. Rate (`) Amt. (`) Amt. (`) 

East 400 9 3,600 300 21 6,300 9,900 

West 600 9 5,400 500 21 10,500 15,900 

Total 1,000  9,000 800  16,800 25,800 

Statement Showing Actual Sales for 2014-15 

Division 
Product X Product Y Total 

Qty. Rate (`) Amt. (`) Qty. Rate (`) Amt. (`) Amt. (`) 

East 500 9 4,500 200 21 4,200 8,700 

West 700 9 6,300 400 21 8,400 14,700 

Total 1,200  10,800 600  12,600 23,400 

 

Question 13 

G Ltd. manufactures two products called ‘M’ and ‘N’. Both products use a common raw 
material Z. The raw material Z is purchased @ ` 36 per kg from the market. The company has 
decided to review inventory management policies for the forthcoming year. 

The following forecast information has been extracted from departmental estimates for the 
year ended 31st March 2016 (the budget period): 

 Product M Product N 

Sales (units) 28,000 13,000 
Finished goods stock increase by year-end  320  160 
Post-production rejection rate (%) 4  6 
Material Z usage (per completed unit, net of wastage)  5 kg  6 kg 
Material Z wastage (%)  10  5 

Additional information: 

- Usage of raw material Z is expected to be at a constant rate over the period. 

- Annual cost of holding one unit of raw material in stock is 11% of the material cost. 

- The cost of placing an orders is ` 320 per order. 

- The management of G Ltd. has decided that there should not be more than 40 orders in a 
year for the raw material Z. 
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Required: 

(a)  Prepare functional budgets for the year ended 31st March 2016 under the following 
headings: 

(i)   Production budget for Products M and N (in units).  

(ii)  Purchases budget for Material Z (in kgs and value).  

(b)  Calculate the Economic Order Quantity for Material Z (in kgs).  

(c)  If there is a sole supplier for the raw material Z in the market and the supplier do not sale 
more than 4,000 kg. of material Z at a time. Keeping the management purchase policy and 
production quantity mix into consideration, calculate the maximum number of units of Product 
M and N that could be produced. 

Solution: 

(a) (i)  Production Budget (in units) for the year ended 31st March 2016 

 Product M Product N 

Budgeted sales (units) 28,000 13,000 

Add: Increase in closing stock 320 160 

No. good units to be produced 28,320 13,160 

Post production rejection rate 4% 6% 

No. of units to be produced 29,500 

28,320

0.96

 
 
 

 

14,000 

13,160

0.94

 
 
 

 

(ii) Purchase budget (in kgs and value) for Material Z 

 Product M Product N 

No. of units to be produced 29,500 14,000 

Usage of Material Z per unit of production 5 kg. 6 kg. 

Material needed for production 1,47,500 kg. 84,000 kg. 

Materials to be purchased 1,63,889 kg. 

1,47,500

0.90

 
 
 

 

88,421 kg. 

84,000

0.95

 
 
 

 

Total quantity to be purchased 2,52,310 kg. 

Rate per kg. of Material Z `36 

Total purchase price `90,83,160 
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(b) Calculation of Economic Order Quantity for Material Z 

EOQ = 
2 2,52,310kg. 320

36 11%
 


`

`
 = 

16,14,78,400
3.96`

 = 6,385.72 kg. 

(c)  Since, the maximum number of order per year can not be more than 40 orders and the 
maximum quantity per order that can be purchased is 4,000 kg. Hence, the total quantity 
of Material Z that can be available for production: 

= 4,000 kg. × 40 orders = 1,60,000 kg.  

 Product M Product N 

Material needed for production 
to maintain the same 
production mix 

1,03,929 kg. 

1,63,889
1,60,000

2,52,310


 
 
 

 

56,071 kg. 

88,421
1,60,000

2,52,310


 
 
 

 

Less: Process wastage 10,393 kg. 2,804 kg. 

Net Material available for 
production 

93,536 kg. 53,267 kg. 

Units to be produced 18,707 units 

93,536kg.

5kg.

 
 
 

 

8,878 units 
53,267kg.

6kg.
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