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[FL] In last few sessions, we have discussed CVP, marginal costing. We have also done 

several cases involving different types of decisions like product mix then we have also 

seen many cases involving projections. Today, we will go to next very interesting topic 

that is on Budgeting, sometimes called as Budgetary Control.

(Refer Slide Time: 00:55)

This  is  the  brief  index  of  the  topic  we  will  talk  about  introduction,  objectives,

advantages,  components and different types of budgets and this then about zero base

budgeting system. I think most of you would have heard about budgets either about the

union budget which is presented by the finance minister or those who are working you

would have heard about budgets made in your own company.

So, this budget is one of the techniques of cost and management accounting which has a

vast applicability and today it has become very popular technique and used in almost all

walks of life. It is used by corporations, by NGOs, by government organizations on a

extensive scale and it has become useful as a planning tool as a control tool and as also



the decision making tool that is a very interesting part. We have seen techniques like

BEP or CVP then PV ratio most of them are useful for decision making.

There are some techniques  like standard costing which are mostly useful  for control

purposes, but budgetary control is a very unique technique. It is useful both in control

mainly it is meant for control, but it is also useful in decision making and as I have told

earlier it is useful in several walks of life. Let us talk a little more about budget.

(Refer Slide Time: 02:45)

First of all you all know that budget is an estimated statement. Budget is always prepared

for the next period. So, it sets a kind of goal for you the intention of budget is to achieve

certain goal and you can make variety of budgets since we are talking about cost you

may  feel  that  budgets  are  mainly  for  cost,  but  they  can  also  be  for  income  or  for

employment of capital that is investment purposes and they are mainly used for control,

for setting up a standard and then we can record the actual and compare it with the given

budget or a preset budget.



(Refer Slide Time: 03:36)

Now, this is a definition of budget that it  can be define as a financial  or quantitative

statement prepared and approved prior to a defined period of time of policy to be pursued

during that purpose for attending a given objective.

So, if I say that tomorrow it is likely to rain, is it a budget? It can be considered as an

estimate, but it is not a budget for several reasons because there is no particular task we

are doing to make that rain happen, neither it is a quantitative measure. But, if I say that

it  is  likely  to  rain  20  centimeters,  will  it  be  a  budget?  Still  not.  Yes,  now  it  is  a

quantitative statement. It is a made prior to the happening, but it is not related to any

particular purpose. Suppose, you as students decide that we want to get 95 percent score

in a particular course, will it be a budget? It can be provided it is your goal and there is a

policy to achieve it like that for a corporate, for a business, for a government everybody

uses this technique for achieving certain targets.

Suppose, a sales manager says that now we are working very hard and the sales are likely

to increase substantially in the next month, will it be a budget? There is a policy, there is

a effort to increase the sales still it is not budget because it is not a quantitative statement.

Just by saying it will increase substantially does not make it a budget suppose the person

says that our sales will increase by 80 percent then you can qualify it as a budget, but just

if you say the sales will increase by 80 percent still it is not a budget. One has to say that



the sales will increase by 80 percent in coming month in comparison to last because there

has to be a define period of time and a policy persuaded to achieve that code.

(Refer Slide Time: 06:15)

Now, budgetary control because only setting up of budget is not enough. You have to

record the actual, compare the actuals with budget, arrive at variances and take corrective

action. All this together is considered as budgetary control.

(Refer Slide Time: 06:25)

So, budgetary control is a mean it what it means is there is a establishment of budget

wherein  you fix  the  responsibilities  of  certain  executives  because  if  a  goal  is  to  be



achieved it needs to be broken down one should know what an individual department

should do within that department what responsible person or a leader is to be is supposed

to do, all this would be broken down.

So, budgeted results are either to be secured by individual action or there should be at

least a base for its revision, then a proper process of budgetary control will be achieved.

(Refer Slide Time: 07:23)

Now, the  objectives  of  budget  first  objective  and  the  primary  objective  is  planning

because budget is essentially a plan it is a set of targets or goal which is often essential to

lead and focus individual and group actions because as long as the goals are not set

correctly our actions are not focused in that direction. What budget ensures is a period is

define and the goal is define and is put down in the quantitative terms.

So, planning not only motivates the employees, it also improves overall decision making.

So, the whole planning process is substantially improved if it is a part of budgeting. So,

that is the primary objective of budgeting, but budgeting does not stop there.



(Refer Slide Time: 08:22)

The next is directing. Now, business is very complex and it requires a formal direction

and coordination. So, if the formal final goal is to be achieved what is required is the

resources  are  properly  channelized.  We are  having different  departments  or  different

function.  So,  in  the  budgeting  exercise  coordination  is  done  for  each  function  and

accordingly  the  directions  are  given  to  that  respective  function  so  that  individual

departments goals are also achieved and the final goal is also achieved.

(Refer Slide Time: 09:07)



The third one is controlling. So, we have done planning, we have done directing. Now,

the actual performance will be recorded and that will be continuously compared with the

budgeted performance so that a feedback mechanism is  developed. If  we are able  to

achieve our goals good, we will try to continue our efforts or increase our efforts to

achieve further; if we are not able to achieve goals we need to do some corrective action.

So, our efforts will be accordingly revised and in an emergency situation where we feel

that it is impossible to achieve the results, we will revise the budget. All this will be a

part of control mechanism. So, these three are the major objectives planning directing

and controlling.

(Refer Slide Time: 10:06)

Now, the advantages of budgetary control system. The first one is better planning. We

already seen that planning is the essential and a most important component of budget. A

good  plan  means  50  percent  of  the  work  is  achieved.  Budget  ensure  that  it  is  in

quantitative terms, it is well coordinated. 

So,  much  better  planning  happens  in  budget.  Then,  there  is  improved  allocation  of

resources because each department or each part of the business or each function needs to

coordinate  their  efforts,  they  should  get  enough  resources.  Some  of  them  may  be

blocking  more  resources  unnecessarily.  Budgeting  ensure  that  a  proper  and  a  fair

allocation happens so that all resources can be channelize for the achievement of final

goal.



The third one is proper communication of goals. In absence of budget there will be lack

of clarity amongst the departments employees or functions as to what exactly they are

suppose to  achieve.  If  everybody just  say that  achieve  the best,  achieve  as much as

possible it does not give a proper communication of the goals and targets. In budgeting

whatever is to be finally, achieved gets broken down and every person in the system

knows the target or the deliverables properly. So, it serves as a proper communication.

The next one is it  enables  the managers to conduct the activities  in efficient  manner

because now they know what is to be achieved. So, their activities can be channelize to

achieve that. There will not be any half heartedness whether it is more efforts being put

or less efforts being put because now the now the efforts being put would be in a efficient

manner.

Next one will be it provides the yardstick because having done the good planning you

will record the actuals. Now, always there will be feeling amongst the employees that

they have achieved their best, whether it is good enough or not remains subjective as

long as you have got well defined goals. In budget what happens the deliverables are

well  defined.  So, one can measure and evaluate  the performance in a very objective

manner. It serves as a very good yardstick for objective evaluation of performance.

(Refer Slide Time: 13:00)

Then  it  reveals  the  deviations.  So,  as  soon as  the  actual  data  is  available  it  can  be

compared. One can know whether you are achieving or not achieving and that helps in



prompt review process because if the goals are being achieved you can continue your

efforts, if the goals are not being achieved corrective measures can be taken without too

much of delay. And, the last point is it creates suitable conditions for implementation of

standard costing system because with the help of budget you can create standards which

can serve as objective targets for employees and the departments.

(Refer Slide Time: 13:50)

The next point is budget acts as a systematic base for framing future policies and targets

because current year budget usually becomes base for next year budget. It inculcates a

feeling of cost consciousness because now the targets of costs are known. So, employees

will be able to cut down on cost or control their cost and at the same time there will be a

goal orientation. 

Since the goal is known the efforts we get channelized for the goal and the last point is

there is efficient utilization of various resources because planning has been done properly

and execution and corrective actions are being taken in a timely manner. So, there is

effective utilization of various resources.



(Refer Slide Time: 14:51)

So, we have seen various advantages of budgetary control system. Now, let us look at the

components. Now, policy of the business for a particular period is a master budget that is

a budget for the whole company or suppose it is a government budget; it is a budget for

the  whole  government.  Then that  the  master  budget  is  divided or  broken down into

functional budgets which are budgets for a particular function.

(Refer Slide Time: 15:32)



These are the various types of budgets. It can be segregated as fixed verses flexible;

functional  versus  master;  long term versus  short  term and the last  type is  zero  base

budget.

So, the first type is fixed versus flexible budget. Now, what do you understand by fixed

budget? I think the name is self explanatory by name itself you will be able to imagine

what  would be fixed.  Here the assumptions  are  fixed and there is  a certain  level  of

possibility of something is happening. 

Based on that  you will  work out on a budget and there will  not be much chance of

deviation from it whereas, in a flexible budget you are assuming a dynamic scenario

where  the  assumptions  are  likely  to  change,  the  markets  are  likely  to  substantially

change, the level of activity is likely to change accordingly the budget is so designed that

you can have a budget for various levels ok.

(Refer Slide Time: 16:44)

So, fixed budget it is designed to be unchanged. It does not give much importance to

level of activity. Now, this is more useful for fixed cost.



(Refer Slide Time: 16:55)

Now, it is not useful for a dynamic scenario because if your labour material cost are your

major cost as per the level of change of sales units those costs are likely to change. So,

there the fixed budget does not become very much suitable.

(Refer Slide Time: 17:15)

Now, the solution  to  this  problem is  flexible  budget.  Now, flexible  budget  show the

expected  result  of  responsibility  center  for several  levels  of  activities.  So,  instead of

saying that you will achieve 1000 unit; so, these are the cost, you will say that if 1000

units is a sales these are the cost. If 1100 these are the cost, if 1200 these are the cost. So,



you will make various possible columns and that is of the flexible budget is structured. It

is a series of static budgets.

(Refer Slide Time: 17:54)

Now, for making flexible budget it is necessary to classify the cost into fixed, variable

and same variable because now you are looking for different possible levels of activities

and the costs are going to change as per different levels of activities.  Now, normally

there will be change in the number of units from period to period.

(Refer Slide Time: 18:28)



So, flexible budgets are more useful in various commercial organizations. However, for

certain industries or for government organizations as per the need of the scenario the

targets will change. So, there also the flexible budgets are quite useful.

Now, the second type of classification that is with respect to functions. Now, the master

budget  is  broken down as  per  each function  and we will  prepare  a  budget  for  each

function  that  will  be  known  as  a  functional  budget.  For  example,  you  will  have  a

purchase budget for purchase department that will specify how many units of which item

and at what rate, what will be the total cost. So, such types of purchase budgets will be

developed for each week or for each month and so on.

Then there will be a sales budget. So, marketing team will estimate the likely sales, they

will break it down into product lines sale units the likely prices which will be received or

recovered. So, there will be a sales budget, similarly there can be a production budget,

plant utilization budget, cash budget and so on. Do you think of any other budget than

what is specified in the slide?.

(Refer Slide Time: 19:49)

For example, if you are in a manufacturing industry there will be a factory cost budget or

you can have a advertise advertisement expense budget, you can have a R and D budget.

There is low limit. For each function in which an organization is operating you will make

a separate budget for the function. When I said separate budget it is a part of the whole



budget, but for that particular department a particular portion is given that is known as a

functional budget.

(Refer Slide Time: 20:33)

Now, these budgets can in turn be grouped as physical budgets, cost budgets and profit

budgets.

(Refer Slide Time: 20:38)

Now, this is a physical budget. As the name suggest it is about the quantities. So, whether

it is sales or production or inventories it gives the units of sales, units of production and

so on. When it comes to manpower it talks about how many employees are required with



what types of skills, how many works how many hours of work will be done that will be

a physical budget.

(Refer Slide Time: 21:08)

Then there are cost budgets. Here the total cost is specified. It can be manufacturing cost,

admin cost, R and D cost. Those are called as cost budgets.

(Refer Slide Time: 21:15)

You also have profit budgets. When you compared the revenue with cost you will get

various types of profit budgets.



(Refer Slide Time: 21:25)

Then  there  is  a  master  budget.  Now, this  is  a  consolidated  budget  of  all  functional

budgets because each functional budget is intended to be coordinated with each other, so

you can make a summary of it.  Normally will be presented like a budgeted P and L

account and forecasted balance sheet for that particular division department or for the

whole company.

(Refer Slide Time: 22:10)

 You can also classify the budgets as per the timeline that will be called as a long term

budget.  Typically, any budget which is for more than one year is long term. So, the



management at a higher level will do some strategic thinking like what new projects they

want to start; what capital expenditure is proposed; what R and D they want to do such

types of budgets are normally made for 3 years, 5 years, 10 years for a country it can be

even 20 years, 50 years that is called as a long term budget.

(Refer Slide Time: 22:50)

Then the long term budget will be divided into short term targets that will be considered

as a short term budget. Typically it is prepared for one year or less than one year.

So, budgets like cash budget or production budget or purchase budgets they are typically

for much shorter period it can be a 1 year or 3 months and so on.



(Refer Slide Time: 23:04)

You can also make a current budget which is even for a shorter time say for a month or

for a week that can be called as a current budget.

(Refer Slide Time: 23:18)

Now, coming to the next important concept in budgeting,  that is known as zero base

budgeting. Now, as you know most of the budgets are based on the last years or last

periods budget. So, when you want to make budget for the current period you will take

the last periods budget and then compare that with the current budget ok. So, last periods

budget you may add 5 percent, 10 percent, 15 percent as per the change scenario and



make  the  current  budget,  but  in  zero  base  budget  what  happens  is  you start  with  a

scratch. So, you assume that this is the first budget. So, any prior budget will not be

accepted unless you are able to justified for the current period that type of system is

known as zero base budgeting.

(Refer Slide Time: 24:20)

So,  this  is  the  formal  definition.  So,  this  is  a  method of  budgeting  where  each cost

element or each activity has to justified a fresh. You cannot justified by saying that last

year we have done this, so, this year also sanction this money. It will be sanctioned if and

only if it is required, it is necessary, it is useful for the current period without considering

whether it was sanctioned in the last period or no.



(Refer Slide Time: 24:58)

So, to receive funding in the current budget process each activity needs to justify itself a

fresh. So, every activity has to virtually start from the beginning to justify itself.

(Refer Slide Time: 25:11)

Now, there are lot of advantages of zero base budget because this is a very systematic

approach where all the activities make their presentations, their rank and as per the order

of preference scarce resources are allocated. So, it serves on much better allocation of

resources than a traditional budget.



(Refer Slide Time: 25:41)

Now, only the critical activities are taken because of the justification every year.

(Refer Slide Time: 25:45)

There is an opportunity to reallocate the resource because now the cost benefit analysis

will be done every time the resource of the budget will be done. And, lot of wasteful

expenditure gets identified. There might be lot of bad would over long period of time you

might be incurring certain expenses which are unwanted today, but they just continue

because of the traditional budgeting method. In zero base budgeting such expenses are

identified and then they can be eliminated.



There are also some problems in zero base budgeting because it is a very much time

consuming process. It takes a long time to approve the budget and there maybe lot of

people having wasted interest. So, they typically oppose zero budgeting system that is

why governments or even organizations find it very difficult to implement ZBB system,

but considering the advantages it continues to be a very much useful concept and it can

be applied wherever there is a opportunity to have enough time and there is a possibility

of proper evaluation. So, we have discussed various concepts of budgets.

With this we will stop here [FL]. 


