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7.0

LEARNING OBJECTIVES

After going through this unit, you will able to
● Explain the meaning of the term budget and budgetary control
● Describe the objectives and/or uses of budget and budgetary control
● Describe the concept of fixed, flexible and master budget and the nature or
characteristics thereof
● Explain the advantages and limitations of budget and budgetary control.
7.1

INTRODUCTION

Planning is considered to be the most important function of management. In the words
of Prof. J. P. Bose, “Planning means assessing the future and making provision for the
same”. It helps in determining the course of action to be followed for achieving the
objectives and fulfilling the targets and goals of the organization. Hence, one of the
essential features of modern business management is planning and control. There are
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a number of tools and devices, which assist management in planning, and controlling
business operations. Budgeting is considered to be the most common, useful and
widely practiced standard device of planning and control.
7.2

MEANING AND USES OF BUDGET

The word ‘budget’ is derived from a French term “Bougette” which denotes a leather
pouch in which funds are appropriated for meeting anticipated expenses. The same
meaning applies to business management. Thus, a budget is a numerical statement
expressing the plans, policies and goals of the enterprise for a definite period in future.
It is a plan laying down the targets to be achieved within a specified period. It is a final
and approved shape of a forecast. Forecasts are statements expressed in quantitative or
financial terms and indicate possible production, sales, costs, or other expenses etc.
When forecasts are approved by the management as a tentative plan for the future, they
become budgets.
The following are some important definitions of a budget:
1. “A budget is a written plan covering projected activities of a firm for a defined
time period”. Dickey.
2. “Budget is an estimate of future needs arranged according to an orderly basis,
covering some or all the activities of an enterprise for a defined period of time.”
George R Terry
3. “A budget is a predetermined statement of management policy during a given
period which provides a standard for comparison with the results actually
achieved.” J.L. Brown & L.R. Howard.
4. “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 a given
objective.” ICMA, England.
An analysis of the above definitions reveals the following essential features of a
budget:
a) A budget may be expressed in terms of money or quantity or both.
b) It should be developed prior to the period during which it is to operate.
c) It is set for a definite future period of time.
d) The objectives to be achieved and the policy to be pursued to achieve the
predetermined objective are to be clearly laid down in advance.
e) It provides yardsticks and measures for the purpose of comparison.
The following are the objectives/uses of a budget:
● A budget is a blueprint of the desired plan of action. Plans covering the entire
organization together with all its functions such as purchase, production, sales,
finance, labour and research and development etc are expressed through budgets.
The budget serves as a declaration of policies, plans and programmes for
executives at all levels of management.
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● Budget serves as a good means of coordination of the business as a whole. In the
course of budgeting, the various factors such as production capacity, sales
potentialities, procurement of materials, labour etc are balanced and coordinated
so that all activities of the organization proceed in a harmonious and systematic
way for fulfillment of the given objectives.
● Budgets also serve as a good means of communication. Complex plans laid down
by the top level management are passed on to those who are responsible for
translating them into action. Similarly, reports and feedback on the same are
passed on by them to the top level management for controlling the operations.
● Budgets facilitate centralized control with delegated authority and responsibility.
Budgets are instruments of managerial control by means of which the
management can measure performances of various departments, divisions etc for
taking corrective action in case any deviations are observed between budgeted
and actual performances
7.3

MEANING OF BUDGETARY CONTROL

Budgetary control is a means of control in which the actual state of affairs is compared
with the budgets so that appropriate action may be taken with regard to any deviations
before it is too late. Thus, budgetary control is a continuous process which helps in
planning, coordinating and controlling the operations of an undertaking. In the words
of Terry, “Budget is a means and budgetary control is the end result.” According to
Prof. Van Sickle “A budget is an integral part of the budgetary control system. The
budget is the financial plan, budgetary control results from the administration of
financial plans.”
According to Brown and Howard, “Budgetary control is a system of controlling costs
which includes the preparation of budgets, coordinating the departments and
establishing responsibilities, comparing actual performances with the budgeted and
acting upon results to achieve maximum profitability.”
J. Batty puts it as “A system which uses budgets as a means of planning and controlling
all aspects of production and/or selling commodities and services”.
The following points emerge from the definitions given above:
● Budgets are prepared for each department and then the plans and objectives are
presented before the management.
● The budgetary control coordinates the plans of various departments and then the
master budget is prepared.
● The essential features of budgetary control are to conduct continuous comparison
of actual performance with budgeted figures in order to reveal the deviations.
● Budgets are revised, whenever considered necessary according to changed
conditions.
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OBJECTIVES/USES OF BUDGETARY CONTROL
The main objectives of budgetary control are as follows:
● To ensure planning for the future by formulating various functional budgets.
● To coordinate the activities of the various departments.
● To operate various divisions, units, departments and cost centers efficiently and
economically.
● To pre-determine the capital expenditures of the business for future.
● To prevent waste, reduce expenses and to obtain the desired income.
● To centralize the control system.
● To establish divisional as well as individual responsibilities.
● To correct the deviations from the established standards.
7.4

ESSENTIALS OF AN EFFECTIVE BUDGETING

A good budgeting system requires a good organisational system with lines of authority
and responsibility clearly mentioned. There must be perfect coordination among
different functions as well as participation of responsible managers / supervisors in the
decision making process. Thus, the main essentials of effective budgeting may be as
follows:
● There should be a well-planned organisational set-up, authority and
responsibility clearly defined, a budget committee should be formed consisting
of all top executives.
● There should be a good accounting system which provides accurate and timely
information.
● Variations should be reported promptly and clearly to the appropriate levels of
management.
● Budgets have no meaning unless they lead to control action as a consequence
of feedback provided.
● The whole system should enjoy the support and cooperation of top
management.
● Staff should be strongly and properly motivated towards the systems.
● Budgets should be prepared on the basis of clearly defined business policies
after discussion held with the head of individual department so that they may
provide their suggestions in this regard.
7.5

CLASSIFICATION AND TYPES OF BUDGETS

The following are the types and classification of budgets:
(A) Classification According to Time:
1. Long –term budgets
2. Short-term budget
3. Current budget
(B) Classification on the Basis of Functions
1. Operating budget
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2. Financial budget
3. Master budget
(C) Classification on the Basis of Flexibility
1. Fixed budget
2. Flexible budget
(A) Classification according to time:
Long Term Budget: These budgets are usually prepared for the purpose of long term
business planning by the top level management and not allowed to be known to lower
level management and the budget covers certain activities like capital expenditure
projects, long term financing and research and development projects etc. The period
covered by the long term budget normally ranges from five to ten years. Long term
budgeting is mostly used by those industries where the gestation period is longer than
others.
Short Term Budget: The period covered by this type budget ranges from one to two
years only and these budgets are expressed in monetary terms. The industries
producing consumer goods use this type of budgets.
Current Budget: The period covered by this type of budget may comprise of a few
months or a few weeks only. These budgets are usually concerned with the current
activities of the organization.
(B) Classification on the basis of functions:
Operating Budget: These budgets are prepared to cover different activities or
operations of the organization and its number depends upon the nature of the business
and the volume of transactions. The most common operating budgets are Sales Budget,
Production Budget, Production Cost Budget, Purchases Budget, Raw Material
Consumption Budget, Labour Budget, Plant Utilisation Budget, Administrative
Overhead Budget and Sales Overhead Budget etc. These budgets may be expressed
either in terms of programmes or in terms of responsibility centers.
Financial Budget: The financial budgets are concerned with receipts and payments of
cash, determination of working capital requirements, evaluation of capital expenditure
proposals, projection of financial position and profit and loss etc. The most common
financial budgets are Cash Budget, Working Capital Budget, Capital Expenditure
Budget, Projected Income Statement and Balance Sheet etc.
Master Budget: Master Budget is the outcome of integration of various functional
budgets. According to ICWA, London, “The Master Budget is the summary budget
incorporating its functional budgets.” It is prepared by the Budget Officer and is kept
in the custody of the top level management as it contains matters of a confidential
nature. This budget is mainly used to coordinate and control the activities of the various
departments.
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(C) Classification on the basis of flexibility:
Fixed Budget: This budget has been designed in such a way that it remains unchanged
even when there is a change in the level of activity. This budget is prepared for a given
level of activity and is not adjusted for any change in the level of activity actually
attained. This budget has very limited use and it is not an effective tool for cost control.
This budget can be put into use under some static conditions only, but in practical life
conditions never remain static.
Flexible Budget: This is a dynamic budget which is designed to change in accordance
with change in the level of activity. The budget is prepared in such a way that it
presents the budgeted cost for different levels of activity. It is considered to be a more
realistic and practical budget because any change expected in the level of activity is
given due weightage. This budget is more useful for those concerns where the level of
activity changes from time to time and where the concern has to operate under
conditions of uncertainties. The flexible budget facilitates ascertainment of cost of
production at various levels of activity, fixation of selling price, preparation of tenders
and quotations and profits etc. at various changed levels of activity.
7.6

PREPARATION OF BUDGETS

The sales budget is usually the keystone in planning and control of operation of a
business. Sales forecast serves as a base for the sales budget. The sales budget is
prepared in quantitative terms of units expected to be sold and the value expected to
be realised. The Sales Manager should be made directly responsible for the preparation
and execution of the sales budget. This is prepared according to the requirements of
the business while preparing the sales budget. The useful classification may beproducts, territories, customers, salesmen, etc. More than one classification may be
employed. However, at the time of preparing sales budget the following factors should
be kept in mind: (a) Salesmen’s estimates (b) orders in hand (c) Past behaviour (d)
Management policies for future (e) seasonal fluctuations (f) availability of materials
(g) plant capacity (h) availability of finance (i) potential market (j) level of competition
(k) position of competitors, etc.
Illustration 01:
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Market studies reveal that toy Raja is popular as it is underpriced. It is observed that if
its price is increased by Rs.1 it will find a ready market. On the other hand, Rani is
overpriced and market could absorb more sales if its selling price is reduced to Rs. 20.
The management has agreed to give effect to the above price changes. On the above
basis, the following estimates have been prepared by Sales Manager:

With the help of an intensive advertisement campaign, the following additional sales
above the estimated sale are possible:

You are required to prepare a budget for sales incorporating the above estimates.
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Thus a preliminary sales budget is prepared product wise, territory-wise and also
customer-wise and then a detailed budget is also prepared on the basis of salesman’s
estimates. Both the budgets are to be compared and necessary adjustments are made to
the final sales budget after taking into account the policy of the management. Then the
sales budget will be submitted to the budget committee for approval and incorporation
in the master budget.
7.7

PRODUCTION BUDGET

The Production Budget is a forecast of the production for the budget period. It provides
an estimate of the total volume of production product-wise with the scheduling of
operations by days, weeks and month and also a forecast of the closing finished product
inventory. It is based on the sales budget. The Factory Manager is the person generally
made responsible for its preparation, administration and execution. This budget can
also be prepared department-wise. This budget is prepared in quantity terms only. The
main factors, which are useful in preparing production budgets are:
(a) Inventory Policies (b) Sales Requirements (c) Uniformity of Production (d) Plant
Capacity (e) Availability of inputs (f) Duration of Production.
Production may be computed as follows:
Units to be produced = Budgeted Sales + Desired Closing Stock of finished goods –
Opening Stock of finished goods.
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Illustration 02

You are required to prepare the Sales and Production Budgets for the 1st quarter of
2003.
Solution:
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Closing stock as on 31st March, 2003 is given in the problem. Opening and closing
stock for January and February months have been calculated as per the percentages
given in the problem. Students should be noted that the previous months closing stock
will become the opening stock of the subsequent month.
10

7.8

PRODUCTION COST BUDGET

This budget is a forecast of the cost of production which has been planned in the
production budget. The production budget is prepared in terms of quantity to be
produced. The amount is shown in this budget. The total cost of production is arrived
at by adding the cost of materials, labour and manufacturing overheads. The quantity
of material, the time taken by labour and the estimated costs of material, labour and
expenses- all can be shown as part of the production cost budget also.
Illustration 03
The following information is abstracted from the books of ABC Co. Ltd., for the six
months of 2005 in respect of product X: The following units are to be sold in different
months of the year 2005:

There will be work in progress at the end of the month. Finished units are equal to half
the sales of the next month’s stock at the end of every month (including December,
2004). Budgeted production and production cost for the half-year ending 30th June,
2005 are as follows:

Factory Overheads apportioned to production Rs.1, 60,000 you are required to prepare
Product Budget and Production Cost Budget for the six months of year 2005.
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7.9

MATERIALS BUDGET

Materials are either direct or indirect. The Material budget generally deals only with
the direct materials. Indirect materials are generally included in the overhead budget.
The material requirements are estimated on the basis of the quantity of each class of
products to be produced by multiplying the exact material requirement for each class
of product by the number of units of that class. Material budget can be prepared on the
basis of standards or, historical data regarding percentage of raw materials to total cost,
adjusted for current price and normal wastage of material.
The factors to be considered while preparing the Material Budget are: the quantity of
material required for the production budget, tentative dates by which required material
must be available, the availability of storage facilities as well as credit facilities, price
trends in the market, nature of the materials required etc. Only direct materials are to
be taken into account and indirect materials are not taken into account as they are
considered under overheads budget. The material budget helps the management for
proper planning of purchases. The object of the budget is to ensure the availability of
adequate quantities of materials as and when required. It will be included in the Master
Budget after the approval of the Budget Committee.
Illustration 04
The following information relates to a manufacturing company:
Targeted sales of product X 1, 00,000 units. Each unit of product X requires 3 units of
material A and 4 units of material B. Estimated opening balances at the commencement
of the next year:
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7.10

PURCHASE BUDGET

Purchase Budget gives the details of material purchases to be made in the budget
period. It correlates with sales forecast and production planning. It deals with
purchases that are required for planned production. Purchases would include both
direct and indirect materials and goods. While placing the purchase orders material
manager has to see the orders on hand and unfulfilled orders at the beginning of the
budget period and adjust the purchases accordingly. Purchase budget enables the
budget officer to provide funds in the cash budget according to delivery schedules,
terms of payment and credit period. While preparing the purchase budget the factors
like the opening and closing stock to be maintained, maximum and minimum stock
quantities to be maintained, economic order quantity level, the resources available, the
policy of management etc., should also be taken into account. Budgeted Purchase
Quantity = Budgeted Consumption Quantity + Required Closing Stock – Opening
Stock.

13

7.11

DIRECT LABOUR BUDGET

The direct labour budget tells about the estimates of direct labour requirements
essential for carrying out the budgeted output. The quantity of labour, e.g. skilled,
unskilled, semi-skilled etc are estimated first. The time taken by them can be measured
in terms of man hours. Thereafter, the total cost of labour is estimated by multiplying
the rates of pay with the labour hours. The purpose of this budget is to ensure optimum
utilization of the labour force.
7.12

OVERHEADS BUDGET

The overheads budget should be prepared in three parts as follows:
1) Manufacturing Overhead Budget
2) Administration Overhead Budget, and
3) Selling and Distribution Overhead Budget.
Manufacturing Overhead Budget
The budget is an estimate of the manufacturing overhead costs to be incurred in the
budget period to achieve the targeted production. Manufacturing overheads include
indirect material, indirect labour, and indirect expenses related to the factory. The cost
of each and every item of these three components of manufacturing overhead is
separately estimated as per the requirements of production.
Administration Overhead Budget
Administration overhead includes the costs of framing policies, directing the
organisation and controlling the business operations. Most of the administration
expenses are normally unconnected with the volume of activity, therefore, experience
and anticipated changes in conditions are the guides for the preparation of this budget.
Selling and Distribution Overhead Budget
The budget includes all expenses relating to selling, advertising, delivery of goods to
customers, etc. The overheads may be determined on the basis of sales targets being
allocated to different territories or salesmen etc. Those expenses which generally vary
with the sales quantity are estimated on a sales basis, others which are of a fixed nature,
are estimated on the basis of past experience and anticipated changes. The
responsibility for the preparation of this budget lies with the executives of the sales
departments.
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Illustration 05

Solution
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7.13

CAPITAL EXPENDITURE BUDGET

The budget is the plan of the proposed outlay on fixed assets such as land, buildings,
plant and machinery. The budget is prepared after taking into account the available
productive capacities, probable reallocation of existing assets and possible
improvement in production techniques etc.
Capital expenditure budget serves the following purposes:
i)
It facilitates long-term planning and policy-making.
ii)
It facilitates old machinery by latest machinery or to change the methods
of production for reducing costs.
iii)
It helps in the estimates of capital requirement after taking into account the
disposable value of old assets.
iv)
It helps in the preparation of cash budget and also assessing the capital cost
of improving working conditions or adopting safety measures, etc.
7.14

CASH BUDGET

A Cash Budget is a summary statement of the firms’ expected cash inflows and
outflows over a projected time period. In other words, a cash budget involves a
projection of future cash receipts and cash disbursements over various time intervals.
While preparing cash budget seasonal factors must be taken into account and in
practice cash budget is prepared on a monthly basis. The availability of other budgets
is tested in terms of cash availability. Cash budget is also called a cash flow statement
which indicates cash inflow and cash outflows. It is generally prepared for a maximum
period of one year.
A cash budget helps the management in (i) determining the future cash needs of the
firm, (ii) planning for financing of the needs; (iii) exercising control over cash and
liquidity of the firm.
The overall objective of a cash budget is to enable the firm to meet all its commitments
in time and at the same time prevent accumulations of unnecessary large balances.
Methods of Preparing Cash Budgets
There are basically three methods for preparing cash budgets.
1) Receipts and Payments Method
2) Adjusted Profit and Loss Account Method
3) Balance Sheet Method
Illustration 06
A company newly starting manufacturing operations on 1st January 2003 has made
adequate arrangements for funds required for fixed assets. It wants you to prepare an
estimate of funds required as working capital. It is to be remembered that:
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a) In the first month there will be no sale, in the subsequent month sale will be 25%
cash and 75% credit. Customers will be allowed one month credit.
b) Payments for purchase of raw materials will be made on a one month credit basis.
c) Wages will be paid fortnightly on the 22nd and 7th of each month.
d) Other expenses will be paid one month in arrear except that 5% of selling expenses
are to be paid immediately on sale being effected. The estimated sales and
expenses for the first six months, spread evenly over the period subject to (a) above
are as under:

The article produced is subject to excise duty equal to 10% of the selling price. The
duty is payable on March 31, June 30, September 30, and December 31 for sales upto
February 28, May 31, August 31 and November 30 respectively. Prepare Cash Budget
for each of the six months indicating the requirement of working capital.
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7.15

MASTER BUDGET

Master Budget is a combination of all other budgets prepared for a specific period. It
shows the overall budget plan. All the budgets are coordinated into one harmonious
unit. According to Rowland and William H. Harr, “Master Budget is a summary of the
budget schedules in capsule form made for the purpose of presenting in one report the
highlights of the budget forecast.” Thus, the Master Budget sets out the plan of
operations for all departments in considerable detail for the budget period. The budget
may take the form of a Profit and Loss Account and a Balance Sheet as at the end of
the budget period. The budget generally contains details regarding sales (net),
production costs, cash position, and key account balances like debtors, fixed assets,
bills payable, etc. It also shows the gross and the net profits and the important
accounting ratios. It is prepared by the Budget Officer and it requires the approval of
the Budget Committee before it is put into operation. If approved, it is submitted to the
Board of Directors for final approval. The Board may make certain alterations if
necessary before it is finally approved.
Illustration 07
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7.16

ADVANTAGES AND LIMITATIONS OF BUDGETARY CONTROL

The budgetary control helps in fixing goals for the organization as a whole and
concerted efforts are made for achieving the objectives laid down in the budget.
The following are the advantages of budgetary control:
1. MAXIMISATION OF PROFIT: The budgetary control aims at profit
maximization and in order to do this proper planning and coordination of functions of
different departments becomes necessary. Also a proper control system becomes
highly necessary in order to put the limited available resources to its best possible use.
The budgetary control system extends useful services in this regard

19

2. COORDINATION: The working of departments is properly coordinated in order
to make them work in a concerted manner with a spirit of cooperation. For achieving
this objective budget of one department has to be linked up with another department.
Here, the budgetary control system is of much help.
3. SPECIFIC AIMS: The plan, policies, objectives, targets and goals etc are decided
upon by the top management. All efforts are put together to reach the common goal of
the enterprise. Every department has some own objectives to be achieved and
accordingly the efforts are being directed to achieve the common objectives.
4. TOOLS FOR MEASURING PERFORMANCES: It is an important tool for
measuring performances. The actual performances of the departments are periodically
reviewed and compared with the budgeted standards and their deviations, if any, are
calculated for initiating remedial action.
5. ECONOMY: By means of budgets and budgetary control the planning of
expenditure is made more systematic so as to put the limited available resources to its
best possible use with a view to achieving economy in respect of various costs.
6. DETERMINING WEAKNESSES: With the application of the budgetary control
technique the weak spots can be pinpointed for taking specific measures for their
elimination.
7. CORRECTIVE ACTION: The deficiencies as observed through budgetary control
techniques may be taken up for corrective action whenever required.
8. CONSCIOUSNESS: The system of budgetary control makes everyone in the
organization conscious of their duties and responsibilities as these are already defined
in the budget. Thus everyone becomes aware as to what they actually have to do.
9. REDUCTION OF COST: The purpose of budgetary control is to enable the
management to exercise a better and more effective control over cost which ultimately
leads to reduction in cost.
10. INTRODUCTION OF INCENTIVE SCHEMES: Budgetary control enables the
introduction of various incentive remuneration schemes of wage payment by laying
down budgeted limited and standards as to time and volume of work etc.
The following are the limitations of the Budgetary Control System.
1. UNCERTAINTY: The budgets are always prepared for the future and future being
uncertain, the budgeted results may not always come to our expectation.
2. BUDGETARY REVISION REQUIRED: Budgets are always prepared in
anticipation of certain assumed conditions but such conditions may change requiring
revision in the budget. Too much of revision reduces the importance of the budget.
20

3. DISCOURAGES EFFICIENT PERSONS: Under the system of budgetary
control budgeted limits, standards and targets are well defined for everyone. The
workers have to fulfill the targets given to them. There may be efficient workers who
are capable of going beyond the targets set. Thus budgetary control limits the
capabilities and discourages the good and efficient workers.
4. PROBLEM OF COORDINATION: The success of budgetary control depends
upon the coordination of all the departments. If such coordination is lacking, the
budgetary control system will fail.
5. CONFLICT AMONG DIFFERENT DEPARTMENTS: Budgetary control
system leads to conflict of interest amongst the various departments because one
department will only think about itself and ignore the interest of the other departments.
6. IT DEPENDS ON THE SUPPORT OF TOP MANAGEMENT: The success of
budgetary control depends upon the attitude of the top level management. If they
support, the system will operate well and if they do not support the system will fail.
7.17

FLEXIBLE BUDGET

We have already discussed above the concept of Flexible Budget. Let us remember
again:
● This is a dynamic budget which is designed to change in accordance with change
in the level of activity.
● The budget is prepared in such a way that it presents the budgeted cost for different
levels of activity.
● It is considered to be a more realistic and practical budget because any change
expected in the level of activity is given due weightage.
● This budget is more useful for those concerns where the level of activity changes
from time to time, and
● Where the concern has to operate under conditions of uncertainties.
● The flexible budget facilitates ascertainment of cost of production at various levels
of activity, fixation of selling price, preparation of tenders and quotations and
profits etc at various changed levels of activity
Illustration 08. The following are budgeted expenses for production of 10,000 units
of a product:
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Prepare a budget for production of 6,000, 7,000 and 8,000 units having distinctly
marginal cost and total cost.
Solution:
Flexible Budget

7.18

ZERO BASE BUDGETING

Earlier we have explained the formulation of different types of budgets. If the approach
adopted in the formulation and preparation of budgets is based on current level of
operations or activities, including current level of expenditure and revenue, such
budgeting is known as traditional budgeting .This type of budgeting process generally
22

assumes that the allocation of financial resources in the past were correct and will
continue to hold good for the future as well. In most cases, an addition is made to the
current figures of cost to allow for expected (or even unexpected) increases.
Consequently, the budget generally takes an upward direction year after year, in spite
of generally declining efficiency. Such a system of budgeting cannot be expected to
promote operational efficiency. It may, on the other hand, create several problems for
top management. Some of these problems are:
● Programmes and activities involving wasteful expenditure are not identified,
resulting in avoidable financial and other costs.
● Inefficiencies of a prior year are carried forward in determining subsequent years'
levels of performance.
● Managers are not encouraged to identify and evaluate alternative means of
accomplishing the same objective.
● Decision-making is irrational in the absence of rigorous analysis of all proposed
costs and benefits.
● Managers tend to inflate their budget requests resulting in more demand for funds
than their availability. This results in recycling the entire budgeting process.
Thus, the traditional budgeting technique may be quite meaningless in the present
context when management must review or re-evaluate every task with a view to utilize
the scarce resources in a better manner or to improve performance. The technique of
zero base budgeting provides a solution for overcoming the limitations of traditional
budgeting by enabling top management to focus on priorities, key areas and
alternatives of action throughout the organisation.
The technique of zero base budgeting suggests that an organisation should not only
make decisions about the proposed new programmes, but should also review the
appropriateness of the existing programmes from time to time. Such a review should
particularly be done of such responsibility centers where there is relatively high
proportion of discretionary costs. Costs of this type depend on the discretion or policies
of the responsibility center or top managers. These costs have no direct relation to
volume of activity. Hence, management discretion typically determines the amount
budgeted. Some examples are: expenditure on research and development, personnel
administration, legal advisory services.
Zero base budgeting, as the term suggests, examines or reviews a programme or
function or responsibility from ‘scratch’. The reviewer proceeds on the assumption
that nothing is to be allowed. The manager proposing the activity has, therefore, to
justify that the activity is essential and the various amounts asked for are reasonable
taking into account the outputs or results or volume of activity envisaged.. No activity
or expense is allowed simply because it was being allowed or done in the past. Thus
according to this technique each programme, whether new or existing, must be justified
in its entirety each time a new budget is formulated. It involves:
● Dealing with particularly all elements of managers' budget requests
23

● Critical examination of ongoing activities along with the newly proposed activities
● Providing each manager a range of choice in setting priorities in respect of
different activities and in allocating resources.
Process of Zero Base Budgeting
The following steps are involved in Zero base budgeting:
Determining the objectives of budgeting: The objective may be to affect cost
reduction in staff overheads or it may be to drop, after careful analysis, projects which
do not fit into achievement of the organisations objectives etc.
Deciding on scope of application: The extent to which zero base budgeting is to be
introduced has to be decided, i.e. whether it will be introduced in all areas of the
organization’s activities or only in a few selected areas on a trial basis.
Developing decision units: Decision units for which cost-benefit analysis is proposed
have to be developed so as to arrive at decisions whether they should be allowed to
continue or to be dropped. Each decision unit, as far as possible, should be independent
of other units so that it can be dropped if the cost analysis proves to be unfavorable for
it.
Developing decision packages: A decision package for each unit should be
developed. While developing a decision package, answers to the following questions
would be desirable:
● Is it necessary to perform a particular activity at all? If the answer is in the
negative, there is no need to proceed further.
● How much has been the actual cost of the activity and what has been the actual
benefit both in tangible as well as intangible forms?
● What should be the estimated cost of the level of activity and the estimated
benefit from such activity?
● Should the activity be performed in the way in which it is being performed, and
what should be the cost?
● If the project or activity is dropped, can the unit be replaced by an outside
agency?
After completing decision packages for each unit, the units are ranked according to the
findings of cost-benefit analysis. Essential projects are identified and given the highest
ranks. The last stage is that of implementing the decision taken in the light of the study
made. It involves the selection and acceptance of those projects which have a positive
cost-benefit analysis or which are capable of meeting the objectives of the
organisation.
The above analysis shows that zero base budgeting is in a way an extension of the
method of cost-benefit analysis to the area of the corporate budgeting.
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Advantages of Zero Base Budgeting
Let us summaries the advantages of zero base budgeting:
● It provides the organisation with a systematic way to evaluate different
operations and programmes undertaken. It enables management to allocate
resources according to priority of the programmes.
● It ensures that each and every programme undertaken by managers is really
essential for the organisation, and is being performed in the best possible way.
● It enables the management to approve departmental budgets on the basis of
cost-benefit analysis. No arbitrary cuts or increase in budget estimates are
made.
● It links budgets with the corporate objectives. Nothing will be allowed simply
because it was being done in the past. An activity may be shelved if it does not
help in achieving the goals of the enterprises.
● It helps in identifying areas of wasteful expenditure and, if desired, it can also
be used for suggesting alternative courses of action.
● It facilitates the introduction and implementation of the system of `management
by objectives'. Thus it can be used not only for fulfillment of the objectives of
traditional budgeting, but also for a variety of other purposes.
It is contended that zero base budgeting is time consuming. Of course, it is true, but it
happens only in the initial stages when decision units have to be identified and decision
packages have to be developed or completed. Once this is done, and the methodology
is clear, zero base budgeting is likely to take less time than the traditional budgeting.
In any case, till such time the organisation is properly acclimatized to the technique of
zero base budgeting, it may be done in a way that all responsibility centers are covered
at least once in three or four years.
Zero base budgeting as a concept has become quite popular these days. The technique
was first used by the U.S. Department of Agriculture in 1962. Texas Instruments, a
multinational company, pioneered its use in the private sector. Today, a number of
major companies such as Xerox, BASF, International Harvester and Easter Airlines in
the United State are using the system.
Some departments of the Government of India have recently introduced zero base
budgeting with a view to making the system of budgetary control more effective.
7.19

LET US SUM UP

A budget is in the nature of an estimate and is a quantified plan for future activities to
coordinate and control the use of resources for a specified period. Budget is used as a
standard with which actual performance is measured. Budgeting is a process which
includes both budget and budgetary control. Budget is a planning function and
budgetary control is a system and technique which uses budgets as a means of
controlling all aspects of the business and is designed to assist management in the
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measurement of actual performance, in the analysis of deviations from the budgeted
targets and to evaluate performance and efficiency of the operations. A good budgeting
system requires a good organisational system with the lines of authority and
responsibility clearly mentioned. The important essentials required for the
establishment of a sound system of budgeting includes budget centers, budget
committee, budget officer, budget manual, budget period, budget key factor,
forecasting, determining level of activity and preparation of budget.
Budget may be classified on the basis of time, function and flexibility. On the basis of
time, budget may be classified as long term budget, short-term budget and current
budget. The classification of budget according to functions generally include : Sales
budget, production budget, cost of production budget, purchase budget, personnel
budget, research budget, capital expenditure budget, cash budget and master budget.
Budget can also be classified according to flexibility as a fixed and flexible budget.
7.20

KEY WORDS

● Budget: A comprehensive and coordinated plan, expressed in financial terms, for
the operations and resources of an enterprise for some specific period in the future.
● Budgeting: The process of preparing plans for future activities of a business
enterprise for attaining the objectives of an organisation.
● Budgetary Control: The establishment of budgets relating to the responsibilities
of executives to the requirement of a policy and the continuous comparison of
actual with budgeted results either to secure by individual action the objectives of
that policy or to provide a basis for its revision.
● Budget Centers: Different sections of an undertaking or an organisation, where
budgetary control measures to be applied and for the purpose, separate budgets
are to be prepared.
● Budget Committee : A group of representatives of various functions in an
organisation
● Budget Officer: A person who links up or coordinates the various functions, to
bring them together and coordinate their efforts in the matter of preparation of
target figures.
● Budget Manual : A document which sets out standing instructions, the
responsibility of the persons engaged in, and the procedures, forms and records
relating to the preparation and use of budgets.
● Budget Period: The period for which forecasts can reasonably be made and
budgets can be formulated.
● Budget Key Factor: The factor which at a particular time or over a period will
limit the activities of an undertaking.
● Forecasting : A statement of events likely to occur
● Fixed Budget : A budget prepared on the basis of a standard or a fixed level of
activity
● Flexible Budget: A budget designed in a manner so as to give the budgeted cost
at any level of activity.
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● Master Budget: A summary budget incorporating all functional budgets which is
finally approved, adopted and employed.
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TERMINAL QUESTIONS

Q 1:

What do you mean by budget and budgetary control? Discuss the
objectives/uses of budgetary control.
Discuss the concept of fixed, flexible and functional budgets.
Briefly state the advantages and limitations of budgets and budgetary control.
Write notes on fixed budget and flexible budget.
What do you mean by operating budgets? Briefly state various operating
budgets prepared by an organization.
ABC Co. wishes to arrange overdraft facilities with its bankers during the
period April to June when it will be manufacturing mostly for stock. Prepare a
Cash Budget including the extent of bank facilities the company will require at
the end of each month for the above period from the following data

Q 2:
Q 3:
Q 4:
Q 5:
Q6:

Q7:

Jammu Manufacturing Company Ltd. is to start production on 1st January
2004. The Prime cost of a unit is expected to be Rs. 400 out of which Rs. 160
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is for materials and Rs.240 for labour. In addition, variable expenses per unit
are expected to be Rs. 80 and fixed expenses per month Rs.3, 00,000. Payment
for materials is to be made in the month following the purchase. One third of
sales will be for cash and the rest on credit for settlement in the following
month. Expenses are payable in the month in which they are incurred. The
selling price is fixed at Rs.800 per unit. The number of units manufactured and
sold are expected to be as under:

Draw a cash budget showing requirements of cash from month to month.
Q8: Draw a Material Procurement Budget (Quantitative) from the following
information: Estimated sale of a product is 20,000 units. Each unit of the product
requires 3 units of material X and 5 units of Material Y.

Q9:
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STANDARD COSTING

Structure
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Comparison between Standard Costing & Budgetary Control
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8.5.1 Direct Material Variance
8.5.2 Direct Labour Variance
8.5.3 Overhead Variance
Sales Variance
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Let us sum up
Key Words
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LEARNING OBJECTIVES

After going through this unit, you will able to explain
● The meaning of Standard Cost and Standard Costing
● Describe the advantages and limitations of Standard Costing
● Discuss the determination of Standard Cost
● Explain the concept of variance analysis and its various types
8.1

INTRODUCTION

Standard Costing is a technique which helps us to control costs and business
operations. It aims at elimination wastes and increasing efficiency in performance
through setting up standards or formulating cost plans. We will also discuss the
difference between estimated Costs and Standard Costs and the advantages and
limitations of Standard Costing. Again, we will get a fair idea on determination of
Standard Cost. Also, at the end of this unit we will discuss the variance analysis, its
various types and its classifications.
8.2

MEANING OF STANDARD COST AND STANDARD COSTING

Standard Cost: The word “Standard” means a “Yardstick” or “Bench Mark”. The
term “Standard Costs” refers to predetermined costs. Brown and Howard defined
Standard Cost as a predetermined Cost which determines what each product or service
should cost under given circumstances. This definition states that standard costs
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represent planned cost of a product. Standard cost as defined by the “Institute of Cost
and Management Accountant”, London “is the Predetermined Cost based on technical
estimate for materials, labour and overhead for a selected period of time and for a
prescribed set of working conditions.”
Standard Costing: Standard Costing is a concept of accounting for determination of
standard for each element of costs. These predetermined costs are compared with
actual costs to find out the deviations known as “Variances.” Identification and
analysis of causes for such variances and remedial measures should be taken in order
to overcome the reasons for variances.
‘Chartered Institute of Management Accounts England’ defines Standard Costing
as “the Preparation and use of standard costs, their comparison with actual costs and
the analysis of variances to their causes and points of Incidence.
From the above definition, Standard Costing may be summarized as follows:
● Determination of appropriate standards for each element of cost.
● Ascertainment of information about actuals and use of Standard Costs.
● Comparison of actual costs with Standard Costs, the differences is known as
Variances.
● Analysis of Variances to find out the causes of Variances.
● Reporting to the responsible authority for taking remedial measures.
Difference between Estimated Costs and Standard Costs
Although, Pre-determination is the essence of both Standard Costing and estimated
Costing, the two differ from each other in the following respects:
Standard Costing

Estimated Costing

1

It is used on the basis of Scientific.

It is used on the basis of statistical facts
and figures

2

It emphasis “What the cost should It emphasizes “ What the cost will be”
be”

3

It is used to evaluate actual It is used to cost ascertainment for fixing
performance and it serves as an sale price.
effective tool of cost.

4

It is applied to any industry engaged It is applicable to the concern engaged in
in mass production.
construction work.

5

It is a part of the accounting system It is not part of the accounting system
and standard costing variances are because it is based on statistical facts and
recorded in the books of accounts. figures.
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8.3
COMPARISON
BETWEEN
BUDGETARY CONTROL

STANDARD

COSTING

AND

Relationship: The following are certain basic principles common to both Standard
Costing and Budgetary Control:
1)
2)
3)
4)
5)

Determination of standards for each element of costs in advance.
For both of them measurement of actual performance is targeted.
Comparison of actual costs with standard cost to find out deviations.
Analysis of variances to find out the causes.
Give the periodic report to take corrective measures.

Differences: Though Standard Costing and Budgetary Controls aim at the maximum
efficiencies and Marginal Cost, yet there are some basic differences between the two
from the objectives of using the two costs.

.
8.4

ADVANTAGES AND LIMITATIONS OF STANDARD COSTING

Advantages of Standard Costing
The following are the important advantages of standard costing:
● It guides the management to evaluate the production performance.
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● It helps the management in fixing standards.
● Standard costing is useful in formulating production planning and price
policies.
● It guides as a measuring rod for determination of variances.
● It facilitates eliminating inefficiencies by taking corrective measures.
● It acts as an effective tool of cost control.
● It helps the management in taking important decisions.
● It facilitates the principle of “Management by Exception.”
● Effective cost reporting system is possible.
Limitations of Standard Costing
Besides all the benefits derived from this system, it has a number of limitations which
are given below:
● Standard costing is expensive and a small concern may not meet the cost.
● Due to lack of technical aspects, it is difficult to establish standards.
● Standard costing cannot be applied in the case of a concern where nonstandardised products are produced.
● Fixing responsibility is difficult. Responsibility cannot be fixed in the case of
uncontrollable variances.
● Frequent revision is required while insufficient staff is incapable of operating
this system.
● Adverse psychological effects and frequent technological changes will not be
suitable for standard costing systems.
Determination of Standard Costs
The following preliminary steps must be taken before determination of standard cost :
1) Establishment of Cost Centers.
2) Classification and Codification of Accounts.
3) Types of Standards to be applied.
a) Ideal Standard
b) Basic Standard
c) Current Standard
d) Expected Standard
e) Normal Standard
4) Organization for Standard Costing.
5) Setting of Standards.
1) Establishment of Cost Centers: It is the first step required before setting of
Standards. According to CIMA, London Cost center is “a location, person or item
of equipment for which costs may be ascertained and used for the purpose of cost
control.” Cost center is necessary for the determination of standard costs for each
product and comparison of actual cost with the predetermined standards to
ascertain the deviations to take corrective measures.
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2) Classification and Codification of Accounts: Classification of Accounts and
Codification of different items of expenses and incomes help quick ascertainment
and analysis of cost information.
3) Types of Standards to be applied: Determination of the type of standard to be
used is one of the important steps before setting up of standard cost. The different
types of standards are given below:
a) Ideal Standard
b) Basic Standard
c) Current Standard
d) Expected Standard
e) Normal Standard
a) Ideal Standard: The term “Ideal Standard” refers to the standard which
can be attained under the most favorable conditions possible. In other
words, the ideal standard is based on a high degree of efficiency. It assumes
that there is no wastage, no machine breakdown, no power failure, no
labour ideal time in the production process. In practice it is difficult to
attain this ideal standard.
b) Basic Standard: This standard is otherwise known as Bogey Standard.
Basic Standard which is established for use is unaltered over a long period
of time. In other words this standard is fixed in relation to a base year and
is not changed in response to changes in material costs, labour costs and
other expenses as the case may be. The application of this standard has no
practical importance from cost control and cost ascertainment point of
view.
Current Standard: The term “Current Standard” refers to a “a standard established
for use over a short period of time related to current conditions which reflects the
performance that should be attained during the period.” These standards are more
suitable and realistic for control purposes.
Expected Standard: Expected Standard may be defined as “The standard which may
be anticipated to be attained during a future specified budget period.” These standards
set targets which can be achieved in a normal situation. As such, it is more realistic
than the Ideal Standard.
Normal Standard: This standard resents an average standard in the past which, it is
anticipated, can be attained over a future period of time, preferably long enough to
cover one trade cycle. The usefulness of such standards is very limited for the purpose
of cost control.
4) Organization for Standard Costing: The success of the standard costing system
depends upon the reliability of standards. Hence, the responsibility for setting
standards is vested with the Standard Committee. It consists of
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a) Purchase Manager
b) Production Manager
c) Personal Manager
d) Time and Motion study Engineers
e) Marketing Manager and Cost Accountant
5) Setting of Standard: The Standard Committee is responsible for setting standards
for each element of costs as given below:
I. Direct Material
II. Direct Labour
III. Overheads
a) Fixed Overheads
b) Variable Overhead
8.5

VARIANCE ANALYSIS

After the standard costs have been set, the next step is to ascertain the actual cost of
each element and compare them with the standard already set. The difference of actual
from the standard is Variance. While setting a standard specific method of production
is to be kept in mind. If a different method of production is adopted, it gives rise to a
different amount of cost, thereby causing variance, known as method variance. In
standard costing, Variance means the difference between a standard cost and the
comparable actual cost incurred during a period. Variance analysis is the process of
analysing variances by subdividing the total variance in such a way that management
can assign responsibility for any off-standard performance. Thus, variance analysis
means the measurement of the deviation of actual performance from the desired
performance.
Classification of Variances may be classified into two categories viz., cost variances
and sales variances. The cost variance may again be subdivided into variances for each
element of cost as shown in the following chart:
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The sales variances may again be subdivided into sales price variance and sale volume
variance. Sub-division of variance of each element of cost gives valuable information
to the management in order to control the cost. In this unit you will study Direct
Material Cost Variance and Direct Labour Cost Variance only.
Another classification of Variance analysis is
1. Price Variance and
2. Volume Variance
Price Variance relates to the prices of materials, rates of labour, expenditure on
overheads or selling prices of products. The price variance may be classified as:
● Material Price Variance
● Labour Rate Variance
● Variable Overhead Expenditure Variance
● Fixed Overhead Expenditure Variance
● Sales Price Variance
Volume Variance relates to the quantity of units in terms of raw material consumed,
number of hours worked, number of products sold. The volume variance may be
divided as follows:
● Material Usage Variance
● Labour Efficiency Variance
● Fixed Overhead Volume Variance
● Sales Volume Variance
The total of Price Variance and Volume Variance is known as the Cost Variance.
8.5.1

DIRECT MATERIAL VARIANCE

Materials constitute the most important element of cost. Therefore, utmost care should
be taken in purchasing and using the materials. When deviations occur between the
standards specified and the actuals the following variances could be calculated: a.
Direct Material Cost Variance, b. Direct Material Price Variance, and c. Direct
Material Usage or Quantity Variance.
Let us study the above variances in detail.
a. Direct Material Cost Variance: It is the difference between the standard cost of
materials specified for the output achieved, and the actual cost of direct materials
consumed. The standard cost of materials is computed by multiplying the standard
price with the standard quantity for actual output. The actual cost is computed by
multiplying the actual price with the actual quantity used. The Direct Material
Variance may be calculated with help of the following formula:
Direct Material Cost Variance = Standard Cost – for actual output Actual Cost
(DMCV)
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Where, Standard Cost = Standard Price per unit X Standard Quantity used for actual
output
Actual Cost = Actual Price X Actual Quantity used.
Direct material cost variance arises due to change in price of materials or change in the
quantity of material used or both. If the standard cost is more than the actual cost, the
variance will be favourable and on the other hand, if the actual cost is more than the
standard cost the variance will be unfavorable or adverse. Let us take an example:
Illustration 01
Calculate Direct Material Cost Variance with the help of the following information:

b. Direct Material Price Variance: Direct Material Price Variance is the difference
between actual price and standard price of materials consumed. Material price variance
may arise due to the following reasons:
i) Changes in the prices of materials, ii) Uneconomical size of purchase orders, iii)
Failure to purchase materials at proper time, iv) Fluctuations in the cost of
transportation and carriage of goods, v) Buying efficiency or inefficiency vi) Not
availing cash discounts when setting standards, vii) Purchase of substitute material for
non-availability of specified material viii) Changes in the duty structure which is
forming part of price, ix) Inefficiency of purchase department etc.
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Some of the above factors are controllable if proper care is exercised by the
management. Generally, the Purchase Manager will be held responsible for material
price variance. Material price variance will be calculated as follows:
Direct Material Price Variance = Actual Quantity (Standard Price – Actual Price) =
AQ (SP – AP)
If the standard price is more than the actual price, the variance would be favourable
and in case the actual price is more than the standard price, it shows adverse variance.
Adverse material price variance shows that unfavorable prices were paid for materials
consumed and the Purchase Manager would be asked to explain the position.
Illustration 02
Calculate the material price variance with the figures given in illustration 1.

As the actual price is more than the standard price, it shows unfavorable variance.
c. Material Usage (Quantity) Variance: Material Usage Variance is that portion of
material cost which arises due to the difference between the standard quantity specified
and the actual quantity used. In other words, it is the difference between standard
quantity for actual output and actual quantity, multiplied by standard price of material.
The formula for material usage variance is as follows:
Material Usage Variance = Standard Price (Standard Quantity for actual output –
Actual Quantity)
MUV = SP (SQ - AQ)
This Variance will be considered favourable when standard quantity is more than
actual quantity and vice versa. The production Manager will be held responsible for
material usage variance. Material usage variance will arise due to the following
reasons:
i) Use of substandard or defective materials, ii) Carelessness in the use of materials,
iii) Use of substitute materials, iv) Inefficient production methods, v) Change in
designs than those specified, vi) Pilferage of material, vii) Use of non-standard mix,
vii) Use of defective plant, ix) In correct processing of materials resulting in wastages,
x) Improper inspection and supervision of work men, xi) Incorrect setting of standards
etc.
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Direct Material Cost Variance is equal to the sum of Direct Material Price Variance
and Material Usage Variance. Thus, Direct Material Cost Variance = Material Price
Variance + Material Usage Variance
Illustration 03 Gemini Chemical Industries provides the following information from
their records: - For making 10 kgs. Of GEMCO, the standard material requirement is

During April, 2004, 1000 kgs of GEMCO were produced. The actual consumption of
material is as under:
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Classification of Material Usage Variance: When more than one type of material is
used in producing a product, the total usage variance will be classified into (a) Material
mix Variance and (b) Material Yield Variance. Let us study these two variances in
detail:
a) Material Mix Variance: Material Mix Variance may be defined as that portion of
the material usage variance which is due to the difference between the standard and
actual composition of material mixture. It means that the cause of variance is due to a
change in the ratio of actual material mix from the standard material mix. The variance
results from a variation in the materials mix used in production. Material mix variance
may arise in those industries where a number of raw materials are mixed in order to
produce a final product. Examples are chemical industries, rubber industries etc.
Material Mix Variance is calculated as follows
Material Mix Variance = (Revised Standard Quantity – Actual Quantity) X Standard
Price
RSQ = Total AQ X Standard Ratio
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If the actual quantity is more than the revised standard quantity, an adverse variance
will occur and vice versa.
Material mix variance may arise due to the following reasons: i) Price actually paid for
materials differs from standard prices ii) Delay in supply of raw materials iii) Nonavailability of one or more components of the mix iv) Non-purchase of materials at
proper time v) Inefficiency in production department to use proper mix vi) Actual mix
may be different from standard mix, etc.
Illustration 04
A product made from raw materials X and Y has the following Standard Mix:

Compute Material Mix Variance.
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Total Material Mix Variance = Rs. 11.2 (A) + Rs. 5.60(F) = Rs. 5.60 (A)
Illustration 05 The following figures relates to the quantity of material required for
the production of a product:
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Compute: a) Material Cost Variance b) Material Price Variance c) Material Usage
Variance d) Material Mix Variance
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b) Material Yield Variance: Material Yield Variance is calculated on the basis of
output while the other variance is calculated on the basis of input. The variance is
calculated as the difference between the standard output and the actual output. If the
actual output is more than the standard output, then the variance would be favourable
and vice versa. The formula for material yield variance is as follows:
Material Yield Variance = (Actual Yield – Standard Yield) Standard output price
Where, standard output price is the total standard material cost per unit of output,

This variance arises in the case of process industries where loss of material is inevitable
in the process of production of the final product. Therefore, in these industries normal
loss is to be taken into account while setting standards. But the actual loss may be
different from the normal loss during the process of actual production. This gives rise
to the variance in the standard yield. The material yield variance may be caused due to
the following reasons
●
●
●
●

Defective method of operation
Purchase of substandard quantity of material
Lack of proper care in handling
Lack of proper supervision etc.

It should be noted that where several types of materials are used Material Revised
Usage Variance (MRUV) and Material Yield Variance (MYV) imply the same thing,
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though both are computed using different formulae. Numerical results would give the
same figure.
Illustration 06
XY Company Ltd. a manufacturer of product P, uses standard cost system gives you
the following details for 1000 kgs of product P

Actual finished production for the month of January is 2, 00,000 kgs.
Calculate: 1) Material Cost Variance 2) Material Price Variance 3) Material Mix
Variance 4) Material Yield Variance 5) Material Usage Variance
Solution:
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4. Material Yield Variance = (Standard Yield – Actual Yield) Std. output Price
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The following formulae may be used for verification of material cost variance:
1. Material Cost Variance = Material Price Variance + Material Usage Variance
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8.5.2

DIRECT LABOUR VARIANCE

The labour directly engaged in the production of a product is known as direct labour.
The wages paid to such labour is known as direct wages. For example, the wages paid
to a machine operator is a direct labour cost. Labour variances arise when actual labour
costs are different from standard labour cost. The setting up of standard direct labour
cost will depend upon the following factors:
a) Methods of Production: Standardized methods of production will be decided by
studying motion study.
b) Labour time standards: The time taken by different categories of workers is
known as Labour time standard it will be ascertained by using past record performance,
time and motion study.
c) Labour rate standards: It refers to the expected wage rate to be paid to different
categories of workers. While deciding standard labour rate past wage rates, demand
and supply of labour, anticipated changes in wage rates etc. should be taken into
account. The methods of wage payment like time rates or piece rates and incentive
plans are also to be considered while fixing the standard labour rate.
d) Different grade of labour mix: Standard proportion of different grades of labour
mix is another important factor in setting standard labour cost.
Direct labour variance is the difference between the standard direct labour cost
specified for the activity achieved and the actual direct labour cost incurred. It is
calculated as follows:
Direct Labour Cost Variance = Standard Labour Cost – Actual Labour Cost or = (Std.
hours X Std. Rate) – (Actual hours X Actual rate) = (SH X SR) – (AH X AR)
Note: When the actual output differs from standard output, standard labour cost of
actual output is to be worked out and then the following formula is to be applied:
DLCV = Std. cost of actual production – Actual cost
Let us see the following illustration how Direct Labour Cost Variance is calculated:
Illustration 07
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The above classification may also be shown diagrammatically as follows:

Labour Rate Variance
Labour rate variance is that portion of the usage variance which is due to the difference
between standard rate specified and actual rate paid. It is calculated with the help of
the following formula: Labour Rate Variance = (Standard Rate – Actual Rate) X
Actual Hours Paid LRV = (SR – AR) X AHP
The variance will be favourable if actual rate is less than the standard rate and it will
be adverse if actual rate is more than the standard rate. The responsibility for labour
rate variance lies with the production center. Labour rate variance is generally
uncontrollable.
If the variance is due to the wrong grade of labour, the responsibility lies on the
production foreman. Labour rate variance arises due to the following reasons:
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i)
ii)
iii)
iv)
v)
vi)

Change in the basic wage rate of piece-work rate
Employment of one or more workers of different grades than the standard grade
Payment of more overtime than fixed earlier
Higher or lower wage rates paid to casual labourers
Faculty recruitment and placement of workers
New workers not being paid at full wage rates etc.

Labour efficiency variance is the responsibility of Production Manager and is similar
to materials usage variance. Both these variances measure the difference in
performance.
Labour efficiency variance can be further subdivided into:
a) Labour Idle Time Variance
b) Labour Mix Variance
c) Labour Yield Variance
a) Labour Idle Time Variance: Labour Idle time variance is a sub-variance of labour
efficiency variance. It is the standard wage payable during the idle hours due to
abnormal circumstances like strikes, lockout, break-down or machinery, power cut,
shortage or raw materials etc. The abnormal idle time should be separated from the
labour efficiency variance as it is due to the reasons beyond the control of workers.
Otherwise it will show inefficiency on the part of workers. This variance will always
be adverse. It is calculated as follows: Idle Time Variance = Idle Hours X Standard
Rate ITV = IH X SR
For example, if the idle time in the data given in Illustration 7, is 20 hours, then the
idle time variance would be
Idle Time Variance = Idle Hours X Standard Rate = 20 hours X Rs.5 = Rs.100 (A)
Illustration 08:
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b) Labour Mix Variance
It is also known as Gang composition Variance. It is similar to Material Mix variance
and is a part of labour efficiency variance. Labour mix variance arises only when two
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or more different types of workers are employed and the composition of actual grades
of workers differ from the standard composition of workers. The change in the labour
composition may be due to shortage of one grade of labour. This variance indicates
how much labour cost variance is there due to the change in labour composition. It is
calculated with the help of the following formula:
Labour Mix Variance = Standard Cost of Standard Mix – Standard Cost of Actual Mix
LMV = SCSM – SCAM, or Labour Mix Variance = (Revised Standard – Actual Hours
Worked) X Standard Rate Symbolically, LMV = (RSH – AHW) X SR
Where, RSH = Actual Total Hours Worked X Standard Ratio of Workers

Where, Actual Hours Worked = Actual hours – Idle Time
If the actual hours taken are less than the revised standard hours, the variance is
favourable, and vice versa.
Illustration 09
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Labour Revised Efficiency Variance (LREV)
This variance arises due to the difference between the total actual hours taken and the
total standard hours specified for the actual output. This variance is a sub-variance of
labour efficiency variance. It arises when there is a difference between actual hours
paid and actual hours worked, there will be revised efficiency variance and idle time
variance. The formula for Labour Revised Efficiency Variance is:
LREV = (Standard Hours for Actual output – Revised Standard Hours) X
Standard Rate
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c) Labour Yield Variance (LYV)
It is similar to Material Yield Variance. It studies the impact of actual yield on labour
cost where output varies from the standard. The formula for LYV is:
Labour Yield Variance = (Actual yield – Standard yield) X Standard labour cost per
unit of output

If the standard yield is more than the actual yield the variance will be adverse
and vice versa.
8.5.3

OVERHEAD VARIANCES

Overhead variances may be classified into fixed and variable overhead variances and
fixed overhead variance can be further analysed according to the courses. In case of
variable overheads, it is assured that variable overheads vary directly with production
so that any change in expenditure can affect costs. Some authors say that a variance
may arise through inefficiency, but as these costs are usually very small per unit of
output, it is to be ignored and any variance in variable overhead is attributed to
expenditure variance. Considering the fixed overheads cost, the difficulty arises in
determining standard overhead rates. This is so because this is dependent on the
volume or level of activity. Any change in volume or level of activity causes a change
in the overhead rate. Therefore fixing the volume or level of activity is a crucial aspect
in determining standard overhead rate. Now if the management decides to change the
normal volume or level of activity, without a corresponding change in the fixed amount
of overheads, then a change occurs in the overhead rate. Here it may be noted that in
the case of material or labour variances, the volume decision does not in any way
influence the fixation of standard rate. So to resolve this problem, normally the Budget
is used in place of the standard.
Classification of Overhead Variance: The term overhead includes indirect material,
indirect labour and indirect expenses. It may relate to factory, office and selling and
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distribution centers. Overhead variance can be classified as shown in the following
diagram:

Overhead cost variance is the difference between standard costs of overhead absorbed
in the output achieved and the actual overhead cost. Simply, it is the difference between
total standard overheads absorbed and total actual overheads incurred. Therefore, the
formula for overhead cost variance is as follows:
Overhead Cost Variance = Total Standard Overheads – Total Actual Overheads
(OHCV)
The overhead cost variance may be divided into variable overhead cost variance and
fixed overhead cost variance. Fixed cost variance may be further divided as fixed
expenditure variance and fixed volume variance. Fixed volume variance may again be
subdivided into efficiency variance, capacity variance and calendar variance. Let us
study how these variances are calculated.
1. Variable Overhead Cost Variance (V.OH.C.V): This variance is the difference
between the standard variable overhead and the actual variable overhead. The formula
is:
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It is stated earlier that there are two basic variances, price and volume. If volume does
not affect the cost per unit the only variance to be calculated is price variance known
as the variable overhead variance. But when assumed that variable overheads do not
move directly with output, the variable overhead variances are to be calculated on
similar lines as to fixed overhead variances which you will study later. In this unit, we
are assuming that variable overheads do change directly with the output and in fact it
is the practice that many firms follow and by a number of writers on the subject.
Variable overhead cost variances arise due to the following reasons: i) Advance
payment of overheads ii) Outstanding overheads during the current period iii) Payment
of past outstanding overheads during the current period iv) Incurring of abnormal
overheads like repairs to machinery due to break down, expenses due to spoilage,
defective workmanship or excessive overtime work, etc.
Illustration 10

Solution
Variable Overhead Variance = Standard Variable overhead for actual output – Actual
Overhead
Where,
Standard Variable Overheads = Standard hours allowed for actual output X Standard
Variable Overhead Rate
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= Rs.2250 – Rs.200 = Rs.250 (F)
Illustration 11

Calculate variable overhead variance.
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Fixed Overhead Variances
The treatment of these variances differ from that of variable overhead variables
because of the fact that the fixed overheads are incurred anyway and do not vary with
change in production levels. These have to be apportioned to production on a basis.
Now the standard recovery rate is fixed by considering the budgeted fixed overhead
by budgeted or normal volume, regardless of actual activity. It also can be on the basis
of management's idea of normal volume, which may considerably differ from actual
volume or even actual time taken. So when overheads are actually incurred, they may
be over recovered or under-recovered. This over or under recovery is known as the
variance. Now this variance can be on the basis of output (in units) or standard time.
Fixed Overhead Variance It is also called fixed overhead cost variance by some
writers, and represents the total fixed overhead variance. Actually it is the difference
between the Standard fixed overhead charged on the basis of actual fixed overhead.
Symbolically we can express it as:

8.6

SALES VARIANCE

The Variances so far we learnt relate to cost of goods manufactured viz material, labour
and overheads. The purpose of variance analysis is complete unless sales variance is
included in the presentation of information to management. Sales Variances are
calculated by two methods viz., sales value method (or Turnover Method) and sales
margin or profit method. Sales variances arise due to the changes in price and changes
in sales volume. A change in value may be due to the change in quantity or a change
in sales mix.
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Sales variance may be studied under two heads, namely Sales Value Variance and
Sales Mix or Profit variances. Again Sales Value Variance is subdivided into Sales
Price Variance and Sales Volume Variances. Sales Volume Variance may again be
subdivided into Sales Quantity Variance and Sales Mix Variance. Similarly, Sales
Margin Variances may be divided into Sales Price Variance and Sales Volume
Variance. Sales volume Variance is subdivided into Sales Mix Variance and Sales
Quantity Variance. Now, let us study their Sales Variances in detail.
Sales Value Variance
This Variance is also called Sales revenue variance. This is the net variance of sales as
a whole. It is the difference between budgeted sales and actual sales. The formula for
computing this variance is:
Sales Value Variance = Actual Sales – Budgeted Sales
If actual sales are more than the budgeted sales a favourable variance would be
reported and vice versa. This variance is on account of difference in price or volume
of sales. It is further subdivided into two variances as – (i) Sales price variance and (ii)
Sales volume variance

(i) Sales Price Variance
This variance measures the impact of change in selling price on the turnover as a
whole. It is measured by the difference between Standard sales and Actual sales.
The formula is:
Sales Price Variance = Actual Quantity Sold X (Actual Selling Price – Standard Selling
Price)
Or Sales Price Variance = Actual Sales – Standard Sales
(ii) Sales Volume Variance
This variance measures the impact of changes in the quantum of products sold. Sales
volume variance is the difference between the standard sales and budgeted sales. If the
standard sales are more than the budgeted sales, it gives rise to favourable variance and
vice versa. The formula is:

Where, Standard Sales = Standard Price X Actual Sales
This variance may arise due to unexpected competition, ineffective advertising, lack
of proper supervision, etc. In the case of multi product situations, Sales Volume
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Variance can be further subdivided into (i) Sales Quantity Variance and (ii) Sales Mix
Variance. These two sub-variance can be calculated as follows:
(i) Sales Quantity Variance
It is the difference between the Budgeted Sales and Revised standard sales. The
formula is: Sales Quantity Variance = Revised Standard Sales – Budgeted Sales or =
(Revised Standard Quantity – Budgeted Quantity) X Std. Price Where, RSQ = Total
actual Quantity X Standard Ratio of Units.
(ii) Sales Mix Variance
This variance arises when the proportion of actual sales mix. It is the difference
between Revised Standard Sales and Standard Sales. The formula is: Sales Mix
Variance = Actual Sales – Revised Sales or = (Actual Quantity – Revised Standard
Quantity) Std. price of each product
Where, RSQ = Total Actual Quantity X Standard Ratio of units
Illustration 12
You are given the following data. Compute Sales Variance based on Turnover.
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1) Sales Value Variance = Actual Sales – Budgeted Sales
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Sales Margins or Profit Variances Method
These can also be called profit variances, as sales margin is nothing but profit. Now,
this variance is very essential as management takes key decisions based on
profitability. Individually the cost variances or revenue variance (sales variances as
based on turnover) cannot convey any clear meaning. But profit variances do so
Sales Margin Variance
This can also be called as ‘Overall profit variance’. This represents the difference
between the Budgeted Sales margin or Budgeted Profit and Actual Sales Margin or
Actual Profit. The formula is:
Sales Margin Variance = Budgeted Sales Margin – Actual Sales Margin
Sales Margin Variance can be subdivided into:
● Sales Price Variance and
● Sales Volume Variance
1. Sales Price Variance (Based as Margins)
This variance arises due to the difference between the Standard Price of quantity of
sales and actual price of sales. In other words, it is the difference between Standard
Profit and Actual Profit.
Sales Price Variance = Standard Profit – Actual profit or = Actual Quantity
(Standard Profit per unit – Actual Profit per unit)
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Where, Std. profit = A.Q X Std. profit per unit
If the actual profit is greater than the standard profit, the variance is favourable and
vice versa. This variance can arise due to the following reasons:
(i)
(ii)
(iii)

Rise in price levels net anticipated earlier
Fall in price due to availing discounts and bulk buying
Intense competition not foreseen earlier

2. Sales volume Variance (based on Margins)
This variance arises due to quantity of goods being sold differing from quantity of
goods Budgeted to be sold. Now this can arise due to - Intense competition unforeseen
earlier or inefficiency of sales personnel symbolically this can be represented as:
Sales Volume Variance = Standard profit per unit (Standard Quantity – Actual
Quantity) If the actual quantity is greater than standard quantity, the variance is
favourable and vice versa. This variance can be further subdivided in case of multiproduct selling units into:(i)
(ii)

Sales Quantity variance
Sales Mix Variances

(i) Sales Quantity Variance
This is the difference between budgeted profit and revised standard profit.
Symbolically: Sales Quantity Variance = Standard profit per unit X (Standard quantity
– Revised Standard Quantity)
RSQ = Total AQ X Standard ratio
If RSQ is greater than SQ, the variance is favourable and vice versa.

(ii) Sales Mix Variance
This arises due to the proportion of these items constituting the standard mix different
from the actual proportion. It is the difference between Revised Standard Profit and
Standard Profit. Symbolically; Sales Mix Variance = Standard Profit per unit X
(Revised Standard quantity – Actual quantity) If the actual quantity is more than RSQ,
the variance is favourable and vice versa.
Illustration 13
A toy company gives you the following data for a month. You are required to calculate
the variance based on profit.
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Solution:
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8.7

CONTROL RATIOS

Now standard costing is used by the management of an organisation as a control
technique – variance computed would be given ideal to the management to study the
extent of variation from the standards as are set by them. These variances are expressed
in monetary terms and do not per se give any idea of trends over a period of time.
Therefore, in order to study trends, Control Ratios are used, which are computed using
data used for variance analysis and give an idea to the management of an organisation
about the trends over a period at a time or from period to period.
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8.8

LET US SUM UP

Standard costing is a technique which uses standard costs and revenues for the purpose
of control through variance analysis. Here, standards are performance expectations.
Standard costing aims at eliminating waste and increasing efficiency in operation
through setting up standards for production costs and production performance. In short,
standard costing is a control device and not a separate method of product costing. It
can be used with any method of product costing, job costing or process costing.
Standard costing requires the historical costing for a comparative analysis which helps
set the goals of standard costs. Standard costing is one of the most important tools to
control costs. In this method, all costs are predetermined. Such predetermined costs
are then compared with the actual costs and the difference between these costs known
as variances.
The essence of standard costing is to set objectives and targets to achieve them, to
compare the actual costs with these targets. Standard Costing is used to ascertain the
standard cost under each element of cost, i.e., materials, labors, overhead. It can
eliminate all kinds of waste. Through the application of this costing it can be
ascertained whether or not the activities of production are going on according to the
pre‐determined plan.
8.9

KEYWORDS

● Standard Cost: The estimated cost of a process, resource, or item used in a
manufacturing enterprise, entered in an account and compared with the actual cost
so that anomalies are readily detectable.
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● Variance: A variance is the difference between a budgeted, planned, or standard
cost and the actual amount incurred/sold. Variances can be computed for both
costs and revenues.
● Marginal Cost: Marginal costing technique differentiate the variable cost from
the fixed cost and only variable costs are charged to cost units. Under the marginal
costing technique, the fixed overheads are entirely excluded from. The cost of
production and provide the same cost per unit up to a certain level of production.
● Sales Variance: Sales variance is the difference between actual sales and budget
sales. It is used to measure the performance of a sales function, and/or analyze
business results to better understand market conditions.
● Management by Exception: Management by exception is a style of business
management that focuses on identifying and handling cases that deviate from the
norm, recommended as best practice by the project management method.
● Ideal Standard: An ideal standard is one that could be achieved only under
perfect operating conditions. It makes no allowances for events such as normal
losses, machine breakdowns or idle time.
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MODEL QUESTIONS

Q1: Explain how the variance analysis relating to overheads differ from that relating
to material and labour.
Q 2: In what ways can we analyse sales variances. Explain in detail.
Q 3: Write short notes as the following:
i) Variable overhead expenditure variance
ii) Fixed overhead volume variance
iii) Fixed overhead calendar variance
iv) Variable overhead efficiency variance
v) Sales margin variance
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Q 4:

Q 5: In a factory the standard units of production for the year were fixed at 1, 20,000
units and estimated overhead expenditure were estimated to be:

Actual production during April of the year was 8000 units. Each month has 20 working
days. During the months in question there was one statutory holiday. Actual overhead
amounted to:

Semi-variable
192
Semi variable charges are considered to include 60% expenses of fixed nature. Find
out expenditure, volume, calendar variances.
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