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BUDGET AND BUDGETARY CONTROL 
 

Budgets. A budget is a financial and/or quantitative statement, prepared prior to a defined period 
of time, of the policy to be pursued during that period for the purpose of attaining a given 
objective & must be approved.  
 

An analysis of this definition will reveal the essential features of a budget namely that  
 
(I) a budget may be expressed in terms of money or quantity, or both  
(II) it should be developed prior to the period during which it is to operate,  
(III)    it is set for a definite period, and 
(IV)   before its preparation, the objective to be attained and the policy to be pursued to achieve 

that objective and required to be laid down.  
 
Budgeting lays emphasis on the necessity for advance decision on future course of action to be 
followed and points out the result which would accrue by following that course of action. 

  
 The objective of setting budgets may be summarised as follows :- 
  
 (a) A budget is a blue print of the desired plan of action or operation. Plans covering the entire 

organisation and   all its functions like purchase, production, sales, financial management, 
research and development are expressed through budgets. The budget serves as a 
declaration of policies and also defines the objective for executives at all levels of 
management. 

  
 (b) Budgets provide a means of co-ordination of the business as a whole . In the process of 

establishing budgets, the various factors like production capacity, sales possibilities, and 
procurement of material, labour, etc. are balanced and co-ordinates so that all the activities 
proceed according to the objective. Budgets inculcate team and are like putting so many 
heads together to solve a common problem. 

  
 (c) Budgets are means of communication. Complex plans laid down by the top management 

are passed on to those who are responsible for putting them into action. 
  
 (d) Budgets facilitate centralised control with delegated authority and responsibility. Grouped 

according to the responsibilities of different executive levels, they facilitate decentralisation of 
work. Budgets are instruments of managerial control by means of which the management can 
measure performances in every part of the concern and take corrective action as soon as any 
deviations from the budgets come to light. 

 
Budgetary control is defined as  
  
 a.  the establishment of budgets relating the responsibilities of executives to the 

requirements of a policy and 
 
 b.  the continuous comparison of actual with budgeted results, either to secure by 

individual action the objective of that policy or to provide a basis for its revision..  
 
It follows that a budgetary control system secures control over performances and related costs in 
different parts of a business by  

(I) establishing budgets, 
(II) comparing actual attainments against the budgets, and  
(III) taking corrective action and remedial measures or revision of the budgets, if 
necessary.  
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Problems on Fixed & Flexible Budget 
 
1. A factory is currently working at 50% capacity and produces 10,000 units product P, the unit cost 

of which is Rs. 180 comprised as follows :- 
        Rs. 
  Direct Material    100 
  Direct Labour      30 
  Factory Overhead     30 (40% Fixed) 
  Administration Overhead    20 (50% Fixed) 

The selling price per unit is   200. 
 
If the capacity is increased to 60%, the raw material cost will increase by 2% and selling price 
falls by 2%. At 80% capacity, raw material cost increases by 5% and selling price falls by 5%. 
You are required to work out the total costs and profit for the three capacity levels and prepare a 
brief note for the management on the profitability at these levels of performance with your 
recommendation. 

 
2. The budgeted level of activity of a production department of a manufacturing company is 5,000 

hours in a period. But a technical study assumes overhead behaviour mentioned below :- 
  
        Rs(00) Per hr.  Total in Rs(000). 

 
Indirect wages, variable cost,     0.40  
 
Rent and Tax, fixed cost         320   

   
 Consumable supplies, variable    0.24     
 
 Repairs : up to 2,000 hours        100 
   additional each extra 500 hrs up to 4,000 hrs.      35 
   additional 4,001 to 5,000 hrs         60 
   additional, above 5,000 hrs         70 
 
 Supervision up to 2,500 hrs        400 
   additional each extra 600 hrs up to 4,900 hrs    100 
  additional, above 4,900 hrs       150 
 
 Power variable up to 3,600 hrs     0.25 
  for hrs above 3,600 hrs,     0.20 
 
 Depreciation up to 5,000 hrs        650 
  above 5,000 hrs.        820 
 
 Clearing up to 4,000 hrs          60 
  above 4,000 hrs          80 
 
 Lighting 2,100 to 3,500 hrs       120 
   3,501 hrs to 5,000 hrs       150 
   above 5,000 hrs       175 

 
(a)  Prepare fixed budget and a flexible budget at 70%, 85% and 110% of budgeted level of 
activity in one statement. 

 (b)  Calculate a departmental hourly rate of overhead absorption. 
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3. The following are the details of the Budgeted and the actual cost in a factory for six months from                                                                                   

January to June, 2004.From the figures given below you are required to prepare the production 
cost budget for the period from January to June, 2005. 

       
         January - June, 2004 

          Budget                   Actual 
 
 Production (units)       20,000       18,000 
             Rs.           Rs. 
 Material cost     40,00,000    39,90,000 
     (2,000 MT @ Rs. 2,000)     (*1,900 MT  @ Rs. 2,100) 

 
Labour cost   8,00,000(@Rs.20 per hour)  7,99,920 (@ Rs.22 per hour) 

  
Variable overheads     2,40,000    2,16,000 

  
Fixed overheads     4,00,000      4,20,000 
 
In the first half of 2005, production is budgeted for 25,000 units. Material cost per tonne will 
increase from last year’s actually by Rs.100 but is proposed to maintain the consumption 
efficiency of 2004 as budgeted. 

 Labour efficiency will be lower by another 1% and labour rates will be Rs. 22 per hour. 
 Variable and Fixed overheads will go up by 20% over 2004 actual. 

 
You are required to prepare the production cost budget for the period January-June, 2005 giving 
all the workings. 

 
Functional Budgets 
 
4. The following details apply to an annual budget for a manufacturing company : 
 
 Quarter     1st  2nd  3rd  4th 
 
 Working days       65    60    55    60 
 Production (units per working day)  100  110  120  105 
 Raw Material purchases(% by     
    weight of annual total)   30%  50%  20%    -- 
 Budgeted purchase price(per kg)  Rs.1  1.05  1.125    -- 

 
Quantity of raw material per unit of production : 2 kg. Budgeted opening stock of raw material --
4,000 kg (cost Rs. 4,000). 

  
Budgeted closing stock of raw material : 2,000 kg. Issues are priced on FIFO basis. 

  
Calculate the following budgeted figures : 

  (a)  Quarterly and annual purchases of raw material by weight and value. 
 (b)  Closing quarterly stocks by weight and value. 

 
5.. A single product company estimated its sales for the next year quarter wise as under : 
 
  Quarter            Sales Units 
 
      I      30,000 
      II      37,500 
      III      41,250 
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      IV      45,000 
The opening stock of finished goods is 10,000 units and the company expects to maintain the 
closing stock of finished goods at 16,250 units at the end of the year.  The production pattern in 
each quarter is based on 80% of the sales of the current quarter and 20% of the sales of the next 
quarter. 

 
The opening stock of raw materials in the beginning of the year is 10,000 Kg. And the closing 
stock at the end of the year is required to be maintained of 5,000 kg.  Each unit of finished output 
requires 2 Kg. of raw materials. 
 
The company proposes to purchase the entire annual requirement of raw materials in the first 
three quarters in the proportion and at the price given below : 
              
Quarter  Purchase of raw materials % to total  Price per kg. 
   Annual requirement in equity          Rs.    
 
I    30%      2 
II    50%      3 
III    20%      4    
 
The value of the opening stock of raw materials in the beginning of the year is Rs.20,000. 
You are required to present the following for the next year, quarter-wise : 
(.i) Production budget in units. 
(ii) Raw material consumption budget in quantity. 
(iii) Raw material purchase budget in quantity and value. 
(iv) Priced stores ledger card of the raw material using First out method.      

 
6. The direct labour requirements of three of the products manufactured in a factory, each involving 

more than one labour operation, are estimated as follows :- 
 
   Direct Labour hours per unit (in minutes) 
        Product   

     1  2  3  
   Operation  1 18  42  30 
     2 --  12  24 
     3  9    6   -- 

 
The factory works 8 hours per day, 6 days in a week. The budget quarter is taken as 13 weeks 
and during a quarter lost hours due to leave and holiday and other causes are estimated to be 
124 hours. 
 
The budgeted hourly rates for the workers manning the operations 1,2 and 3 are Rs. 2.00, Rs. 
2.50 and Rs. 3.00 respectively. 

  
The budgeted sales of the products during the quarter are : 

  
 Product  1    9,00 units 
    2 15,000 units 
    3 12,000 units 
 

There is a carry over of 5,000 units of product 2 and 4,000 units of product 3 and it is proposed to 
build up a stock at the end of the budget quarter as follows : 

 
 Product  1 1,000 units 
    3 2,000  units 
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Prepare a man-power budget for the quarter showing for each operation, (I) direct labour hours, 
(ii) direct labour cost and (iii) the number of workers. 

7. Soloproducts Ltd. manufactures and sells a single product and has estimated a sales revenue of 
Rs.126 lakhs this year based on a 20 per cent profit on selling price.  

 
Each unit of the product requires 3 lbs of material P and 1 ½ lbs of material Q for manufacture 
as well as a  processing time of 7 hours in the Machine shop and 2 ½ hours in the Assembly 
Section.  Overheads are absorbed at a blanket rate of 33 ½ per cent on Direct Labour. 
 
The factory works 5 days of 8 hours a week in a normal 52 weeks a year.  On an average 
statutory holidays, leave and absenteeism and idle time amount to 96 hours, 80 hours and 64 
hours respectively, in a year. 

 
 The other details are as under : 

Rs. 
 Purchase price Material P  6   per lb 
    Material Q  4    per lb 
  

Comprehensive 
 Labour Rate  Machine Shop  4   per lb 
    Assembly  3.20 per hour 
 No. of Employees  Machine Shop  600 
    Assembly  180 
   

  Finished Goods Material P Material Q 
  

Opening Stock 20,000 units  54,000 lbs 33,000 lbs 
 Closing Stock 
 (Estimated)  25,000 units  30,000 lbs 66,000 lbs 
 
 You are required to calculate : 
 

(a) The number of units of the product proposed to be sold. 
(b) Purchases to be made of Materials P and Q during the year in Rupees. 
(c) Capacity utilisation of Machine shop and Assembly Section, along with your comments. 

 
 
8. RH Ltd. is a new Company which has planned to produce two products as detailed below :--  

 
            SULOHI   UNIBLA  
       Rs. / unit                Rs. /unit  
 
Direct  materials    40  20  
Direct  wages     30  15 
Variable Overheads (excluding sales commission )  14  7 
 
Total  variable costs    84  42  

  
Selling  Price       100      50  
 
 
Fixed expenses  excluding  interest on blank overdrafts amount to Rs. 6,00,000 per annum and 
are  expected  to be  incurred in equal  amount from 1st June 2005.The financial year 
commences from  1st June 2005 and the sales for June’05 and the  first four months of the year 
05-06 are as under :---  
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  Month    Unit of Sales budgeted  
      Sulohi Unibla  
  June  05    4,400 2,100  
  July    05    4,200 2,100 
  August  05    4,600 2,300 
  September   05    3,600 1,800 
  October   05    4,000 2,000  
 
Production : 75% of each  month’s sales will be produced in the  month of sales and 25% of 
sales are produced in the  previous month.  
 
Sales :  In the case of Sulohi  the pattern of sales realisation  will be as under : 
 

 (a)    One –third  on cash basis on which a cash discount of 2% is allowed ; 
 

(b) One –third  on document against payment through bank . Such bills are  discounted with the 
bank and credit is received in the  month of sales itself. 

 
 (c) One-third on document against acceptance and collection through bank. The cash under the 

scheme will be received in the third month. For example the  value of goods sold in 
September will be  received in November. However, cash due in the month  of July under 
this scheme  was not  received  till October. In the case of Unibla, 80% of payment is 
received in the month of sales and  the balance 20% in the next month. 
 

   Direct  Materials :  50%  of the  direct materials  required for each month’s production will be 
purchased in the  previous month and the balance 50% in the month of production itself.  
The total  requirement of direct material  in October, 2005 was estimated at Rs. 2,00,000. 
The payment for direct material  purchases will be made in the month following the 
purchase. 

 
   Direct wages :80% Direct wages will be paid in the month of use of direct labour and the 

balance of 20% in the following month. 
 

   Variable overhead :50% to be paid in the month of use and the balance 50% in the next 
month 

 
   Fixed overheads :40% of the fixed overheads will be paid in the month in which it is incurred 

and 40%  in the following month. The balance of 20%  represents depreciation on fixed 
assets. 

 
   Interest and Bank charges : 

    
   Interest  is charged at the rate of 18% per annum on the overdrafts of  each month but the 

bank debits interest at the end of each quarter namely on  the last day of March, June 
September and December. The charge for discounting bill is 0.5% which is debited in the 
same month by the  bank. 

   ] 
   Commission:A commission  of 3% on the gross sales of Sulohi  and 2% on the gross sales 

of Unibla is payable at the end of each quarter. 
   
   Cash :Cash  in bank on 1st July 2005 is Rs. 1,00,000. 
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Build  up the various  budgets as required with a view  to preparing a month-wise  cash 
budget for the months of July, August and September 2005. Show the Cash budget in a 
detailed from.                                  

 
9. P. H. Ltd. has specialised in the manufacture of three kinds of sub-assemblies required by the 

manufacturers of certain equipments. The current pattern of sales of sub-assemblies is in the 
ratio of 1 : 2 : 4 for sub-assemblies P, Q and R respectively.  

  
The sub-assemblies consist of the following components: 

  
 Sub-assembly Selling Requirement of components 
  price 
  
  Rs. Frame Part X Part Y Part Z 
  
 P 430 1 10 2 8 
 Q 500 1 2 14 10 
 R 600 1 6 10 2 
 
 Purchase Price (Rs.) 40 16 10 6 
  
 The direct labour hours required for the manufacture of each of the sub-assemblies are: 
  
 Sub-assembly Skilled Hours Un-Skilled Hours 
 P 4 4 
 Q 3 4  
 R 3 6 
 Wage rate per hour (Rs.) 6 5 
 
 The labourers work for 8 hours a day for 25 days a month. Variable overheads per sub-assembly 

are P Rs. 10, Q Rs. 8 R Rs. 7. The estimates of ‘opening stock of sub-assemblies and 
components for the month of July 2004 are as under:  

  
  Sub-assemblies Components 
  P 600 Frames 2000 
  Q 1400 Part X 800 
  R 3200 Y 20000 
    Z 8000 
 Fixed overheads budget per month is an under: 
   Rs. 
  Production 15,80,000 
  Selling & Distribution 7,28,000 
  Administration 6,76,000 
 
 All fixed overheads are incurred evenly throughout the year. The target of profit for the current 

year is Rs. 120 lakhs before tax. The company has to plan to reduce  the closing stock of sub-
assemblies and components by 100% as compared to the opening stock.  

  
 Prepare the following budgets for July 2004: 
  

(i) Sales in quantities and value   
(ii) Production in quantities 
(iii) Material usage 
(iv) Material purchase in quantities and value 

 (v) Manpower budget for both categories of labour including wages payable.     
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