


As per CBCS
For B.Com (Hons) Delhi University

(Regular Course & School of Open Learning)

MANAGEMENT
ACCOUNTING

THEORY, PROBLEMS AND SOLUTIONS

CMA M N Arora
 M.Com, FCMA
Ex-Associate Professor

Hans Raj College, Delhi University
DELHI - 110007

Visiting Faculty in Business Schools

Priyanka Katyal
 M.Com, M.Phil

Associate Professor, Maharaja Agrasen College,
Delhi University
DELHI - 110092

ISO 9001:2008 CERTIFIED

EIGHTH EDITION-2017



© CMA MN Arora
[No part of this publication should be reproduced, stored in a retrieval system, or transmitted in any
form or by any means, electronic, mechanical, photocopying, recording and/or otherwise without the
prior written permission of the author. Breach of this will be liable for legal action.]

First Edition : 2006
Second Edition : 2008
Third Edition : 2011
Fourth Edition : 2013
Fifth Edition : 2014
Sixth Edition : 2015
Seventh Edition : 2016
Eighth Edition : 2017

Published by : Mrs. Meena Pandey for Himalaya Publishing House Pvt. Ltd.,
“Ramdoot”, Dr. Bhalerao Marg, Girgaon, Mumbai - 400 004.
Phone: 022-23860170/23863863, Fax: 022-23877178
E-mail: himpub@vsnl.com; Website: www.himpub.com

Branch Offices :
New Delhi : “Pooja Apartments”, 4-B, Murari Lal Street, Ansari Road, Darya Ganj,

New Delhi - 110 002. Phone: 011-23270392, 23278631; Fax: 011-23256286
Nagpur : Kundanlal Chandak Industrial Estate, Ghat Road, Nagpur - 440 018.

Phone: 0712-2738731, 3296733; Telefax: 0712-2721216
Bengaluru : Plot No. 91-33, 2nd Main Road Seshadripuram, Behind Nataraja Theatre,

Bengaluru-560020. Phone: 08041138821, 9379847017, 9379847005
Hyderabad : No. 3-4-184, Lingampally, Besides Raghavendra Swamy Matham, Kachiguda,

Hyderabad - 500 027. Phone: 040-27560041, 27550139
Chennai : New-20, Old-59, Thirumalai Pillai Road, T. Nagar, Chennai - 600 017.

Mobile: 9380460419
Pune : First Floor, "Laksha" Apartment, No. 527, Mehunpura, Shaniwarpeth

(Near Prabhat Theatre), Pune - 411 030. Phone: 020-24496323/24496333;
Mobile: 09370579333

Lucknow : House No 731, Shekhupura Colony, Near B.D. Convent School, Aliganj,
Lucknow - 226 022. Phone: 0522-4012353; Mobile: 09307501549

Ahmedabad : 114, “SHAIL”, 1st Floor, Opp. Madhu Sudan House, C.G. Road, Navrang Pura,
Ahmedabad - 380 009. Phone: 079-26560126; Mobile: 09377088847

Ernakulam : 39/176 (New No: 60/251) 1st Floor, Karikkamuri Road, Ernakulam, Kochi – 682011.
Phone: 0484-2378012, 2378016; Mobile: 09387122121

Bhubaneswar : 5 Station Square, Bhubaneswar - 751 001 (Odisha).
Phone: 0674-2532129, Mobile: 09338746007

Kolkata : 108/4, Beliaghata Main Road, Near ID Hospital, Opp. SBI Bank,
Kolkata - 700 010, Phone: 033-32449649, Mobile: 7439040301

DTP by : Elite-Art, Ansari Road, Daryaganj, New Delhi-110 002
Printed at : Infinity Imaging System, New Delhi. On behalf of HPH.



Preface to the First Edition

Management accounting is a fast growing and high value subject and all commerce graduates must possess
knowledge of concepts, techniques and practices of this subject. It helps in planning and controlling of business
operations and also in management decision making, which in turn assists in profit maximisation for the business.
This book is an attempt to provide the students with thorough understanding of the management accounting
concepts, methods and techniques. The subject matter has been presented in a systematic and intelligible
manner with liberal use of numerical illustrations, charts and diagrams so as to make it interesting and sustain
readers’ interest.

The book has been divided into seven chapters as per the syllabus of B.Com. Hons., Delhi University.
Based on the conviction that students can really learn management accounting by solving problems, the theory
and problems approach has been adopted to fully meet all the examination needs of the students in this volume.
Thus apart from well organised theory, this book has more than 200 solved problems and illustrations and
more than 160 unsolved problems with answers and hints, apart from more than 140 objective type questions
questions and more than 100 selected theory questions. This will help students tackle examination questions
with ease. The theory questions and practical problems and illustrations have been mostly selected from B.Com,
BBA, CA, CS, ICWA and other examinations.

I am confident that with all these distinctive features, the students and teachers will find the book extremely
useful and rewarding. I invite them to send their constructive and helpful suggestions and also errors in the
book at the address given below. These will be gratefully acknowledged and used for improvement of this
book in future editions.

I am grateful to the staff of Himalya Publishing House particularly Mr. Niraj Pandey for their cooperation
and producing this book in a beautiful get up.

Hans Raj College, Delhi University  M N Arora
E-mail : aroramn59@yahoo.co.in

Preface to the Eighth Edition

I take great pleasure in presenting this revised and updated eighth edition of this book as per CBCS
syllabus. The learned professors and students have praised the excellent presentation of the subject matter in a
simple and lucid style and utility of the solved and unsolved problems from examination point of view. I thank
them for their compliments and also for their support and suggestions. In this edition, quite a few printing
errors, which could be identified and those pointed out by the readers, have been taken care of. Certain portions
of the book have been revised. Question Papers of B.Com. (Hons) Delhi University with Answers and Hints in
Appendix have been updated .

I often inter-act on the subject with the faculty in various colleges of Delhi University who are teaching
this subject and some of whom were my students. This helps me to add value and make this book more useful.
I thank all of them for their feedback, support and suggestions.

A word of thanks also for Himalaya Publishing House for taking interest in this publication.
I always welcome suggestions on how to improve continuously and add value for readers.

 M N Arora
E-mail : aroramn59@yahoo.co.in





Acknowledgements

The author thankfully acknowledges the invaluable suggestions and encouragements received from the following friends,
colleagues and well wishers.

Amrita Singh, Shri Ram College of Commerce
Anju Kahal, MLN College
Anjula Bansal, Kalindi College
Anu Malhotra, Shri Ram College of Commerce
Archana Gupta, IP College
Arun Julka, Maharaja Agrasen College
Astha Dewan, Shri Ram College of Commerce
Chhavi Mittal, Rajdhani College
Garima Gupta, PGDAV (Eve.) College
Gauri Shankar, Shri Ram College of Commerce
GP Agarwal, Shyam Lal College (Eve.)
Hemender Porwal, College of Business Studies
Hema Gupta, Aditi Mahavidyalya
Himansu Garg, Bharti College
HV Jhamb, SGTB Khalsa College
Jagmohan Gupta, MLN College
Jyoti Dhawan, Kamla Nehru College
Jasvinder Kaur, Shri Guru Gobind Singh College
Kawal Gill, Shri Guru Gobind Singh College
Keshav Gupta, Satyavati College (Eve.)
KB Gupta, Campus of Open Learning
Lata Sharma, Laxmi Bai College
MM Goyal, PGDAV College
Madhu Aggarwal, Daulat Ram College
Manisha Verma, Hans Raj College
Manju Sahai, Gargi College
Manjula Grover, SPM College
Mukesh Jain, Zakir Hussain College
Mamta Yadav, BR Ambedkar College
Mamta Bhushan, Kamla Nehru College
Meenakshi, Aurbindo College
Meenakshi Aggarwal, Vivekanand College
NK Agarwal, Campus of Open Learning
NL Sharma, Swami Shradhanand College
Padma, Keshav College
Poonam Bhatia, Bharti College
Poonam Sachdeva, Kalindi College

Prabhsharan Kaur, Mata Sundari College
PK Khurana, Bhagat Singh College
RK Arora, Shri Venketeshwara College
Raj Nangia, Laxmi Bai College
Rajiv Goel, Delhi College of Arts and Commerce
Renu Sobti, Swami Shradhanand College
Renu Chaudhry, IP College
Ravinder Gupta, Deshbandhu College (Eve.)
RD Arora, Bhagat Singh College
Ravinder Thukral, Maharaja Agrasen College
Radhika Srinivasan, Vivekanand College
RR Bari, Zakir Hussain College
R. C. Gupta, Shri Ram College of Commerce
SN Gupta, Shri Aurobindo College
SS Lamba, Shri Guru Gobind Singh College
Sangeeta Jairath, Gargi College
Sarita Jain, Daulat Ram College
Savita Gopal, Lady Shriram College
Subhash Chand, Deshbandhu College
SC Garg, Campus of Open Learning
Sneh Lata, Shri Ram College of Commerce
Sneha Suri, Hans Raj College
Sudesh, Hans Raj College
Sonal Gupta, Hans Raj College
Sukhbir Singh, SGTB, Khalsa College
Saumya Jain, Shri Ram College of Commerce
Shikha Gupta, Bhagat Singh College
Sonal Sharma, Hans Raj College
Tajinder Kaur, Mata Sundari College
Usha Jain, Janki Devi Mahavidyalya
Venugopal, SGTB College
Vipin Kr. Aggarwal, Sri Aurobindo College
VK Aggarwal, Shyam Lal College
VK Yadav, Maharaja Agrasen College
VP Bansal, Satyavati College (Eve.)
Vibha Jain, Janaki Devi Mahavidyalaya
Vibha Mathur, Jesus and Mary College
Vidhisha Garg, Shri Ram College of Commerce





Delhi University CBCS Syllabus
MANAGEMENT ACCOUNTING

B.COM (HONS) SEMESTER-V
Duration : 3 hours Max. Marks: 75

Objective: To impart the students, knowledge about the use of financial, cost and ot her data
for the purpose of ma nagerial planning, control and decision making.

UNIT 1: INTRODUCTION
Meaning, Objectives, Nature and Scope of management accounting, Difference between cost
accounting and management accounting, Cost control and Cost reduction, Cost management.

UNIT II: Budgetary Control
Concept of budget, budgeting and budgetary control, objectives, merits, and limitations.
Budget administration. Functional budgets. Fixed and flexible budgets. Zero base budgeting.
Programme and performance budgeting.

UNIT III: STANDARD COSTING
Meaning of standard cost and standard costing, advantages, limitations and applications.
Variance Analysis - material, labour, overheads and sales variances. Disposition of Variances,
Control Ratios.

UNIT IV: MARGINAL COSTING
Absorption versus Variable Costing, Distinctive features and income determination. Cost-Volume-
Profit Analysis, Profit Volume ratio. Break-even analysis-algebraic and graphic methods. Angle
of incidence, margin of safety, Key factor, determination of cost indifference point.

UNIT V: DECISION MAKING
Steps in Decision Making Process, Concept of Relevant Costs and Benefits, Various short-term
decision making situations - profitable product mix, Acceptance or Rejection of special/export
offers, Make or buy, Addition or Elimination of a product line, sell or process further, operate
or shut down. Pricing Decisions: Major factors influencing pricing decisions, various methods of
pricing.

UNIT VI: CONTEMPORARY ISSUES
Responsibility Accounting: Concept, Significance, Different Responsibility Centres, Divisional
Performance Measurement: Financial and Non-Financial measures. Transfer Pricing.
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“The most exciting and innovative work in management today is found in accounting”
Peter F. Drucker

Introduction
Accounting is a part of information system of an enterprise. Such information is provided to people

who have an interest in the organisation, such as shareholders, managers, creditors, debentureholders,
bankers, tax authorities and others. Broadly speaking, on the basis of type of accounting information
and the purpose for which such information is used, accounting may be divided into three categories:

Accounting

Financial or General Cost Management
Accounting Accounting Accounting

FINANCIAL ACCOUNTING
Financial accounting is mainly concerned with recording business transactions in the books of

account for the purpose of presenting final accounts. It is defined as “the art of recording, classifying
and summarising in a significant manner and in terms of money, transactions and events, which are in
part at least, of a financial character and interpreting the results thereof.”* The information supplied by
financial accounting is summarised in the following two statements at the end of the accounting
period, generally one year.

(a) Profit and Loss Account showing the net profit or loss during the period.

*American Institute of Certified Public Accountants (AICPA)

NATURE AND SCOPE OF
MANAGEMENT ACCOUNTINGC
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Introduction; Meaning and definition of management accounting; Nature of
management accounting; Scope of management accounting; Ojectives or functions;
Tools and techniques used in management accounting; Comparison with cost
accounting; Limitations; Cost control and Cost reduction; Cost management; Key
terms; Examination questions.

CHAPTER OUTLINE
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(b) Balance Sheet showing the financial position of the firm at a point of time.
The objective of financial accounting is to provide information to external parties such as

shareholders, creditors, employees, potential investors, government agencies, etc.

COST ACCOUNTING
Cost accounting is a branch of accounting which specialises in providing information about the

detailed cost of products or services being supplied by the undertaking. Compared with financial
accounting, cost accounting is relatively a recent development. It has primarily developed to meet the
needs of management. Profit and Loss Account and Balance Sheet are presented to management by the
financial accountant. But modern management needs much more detailed information than supplied by
these financial statements. Cost accounting provides detailed cost information to various levels of
management for efficient performance of their functions. The information supplied by cost accounting
acts as a tool of management for making optimum use of scarce resources and ultimately add to the
profitability of business.

MANAGEMENT  ACCOUNTING

Meaning and Definition
The term ‘management accounting’ is the modern concept of accounts as a tool of management. It

is a broad term and is concerned with all such accounting information that is useful to management. In
simple words, the term management accounting is applied to the provision of accounting information
for management activities such as planning, controlling and decision-making, etc.

According to the Institute of Chartered Accountants of England, “any form of accounting which
enables a business to be conducted more efficiently” may be regarded as management accounting.
Management accounting information can help managers identify problems, solve problems and evaluate
performance.

In the words of Robert Anthony, “Management accounting is concerned with accounting information
that is useful to management.”

The Institute of Cost and Works Accountants of India (ICWAI) has defined management
accounting as “a system of collection and presentation of relevant economic information relating to an
enterprise for planning, controlling and decision making.”

The Chartered Institute of Management Accountants (CIMA) of UK has given a very authoritative
and comprehensive definition as follows:

“Management accounting is an integral part of management concerned with identifying, presenting
and interpreting information used for —

(i) formulating strategy;
(ii) planning and controlling activities;
(iii) decision-making:
(iv) optimising the use of resources;
(v) disclosure to shareholders and others external to the entity:
(vi) disclosure to employees; and
(vii) safeguarding assets.”
According to National Association of Accountants (USA), management accounting is “the

process of identification, measurement, accumulation, analysis, preparation and communication of
financial information used by management to plan, evaluate and control within the organisation and to
assure appropriate use and accountability for its resources.

These definitions make it clear that management accounting plays a vital role in providing the
necessary information to managers in performing their functions of planning, controlling, organising and
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decision-making. Management accounting should serve as a decision support system to all levels of
management.

Relationship of Management Accounting to Cost Accounting and Financial Accounting
The three types of accounting, i.e., financial accounting, cost accounting and management

accounting are closely linked. The management accounting uses the principles and practices not only
of cost accounting but also of financial accounting. Information provided by financial accounting
proves extermely useful for management accounting. For example, Profit and Loss account and
Balance Sheet become the basis of ratio analysis and comparative financial statements, etc, which are
used by the management accounting as important tools of planning and control. Financial accounting
records also become basis of preparing detailed cost computation and reports. Cost accounting is a
more detailed application of financial accounting and provides detailed cost information about
products, services, departments, etc. This information is used by management accounting for planning,
controlling and decision making purposes. Fig. 1.1 shows the evolution of management accounting
and its relationship to cost accounting and financial accounting.

Fig. 1.1. Relationship of Financial, Cost and Management Accounting.

Management Accountant is The Controller
In USA, the management accountant is called ‘Controller’ or ‘Financial Controller’ and is a part of the

top management team.
Management accountant plays a very important role in an organisation. He analyses and interprets

accounting information and meets the informational needs of management at different levels. In an
organisation, a management accountant generally performs a staff function i.e. advisory role. But if he
is permitted to participate in planning and decission making, he is a part of the management team and
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thus becomes a part of the line function. It is very important that status of the management
accountant in the organisation is clearly defined so that the scope of his work and responsibilities are
accordingly determined.

CHARACTERISTICS  OR  NATURE  OF  MANAGEMENT  ACCOUNTING

It is clear from the definitions of management accounting that it is concerned with accounting
data that is useful in decision making. The main characteristics of management accounting are as
follows :

1. Useful in decision making. The essential aim of management accounting is to assist management
in decision making and control. It is concerned with all such information which can prove useful to
management in decision making.

2. Financial and cost accounting information. Basic accounting information useful for management
accounting s derived from financial and cost accounting records.

3. Internal use. Information provided by management accounting is exclusively for use by
management for internal use. Such information is not to be given to parties external to the business
like shareholders, creditors, banks, etc.

4. Purely optional. Management accounting is a purely voluntary technique and there is no
statutory obligation. Its adoption by any firm depends upon its utility and desireability.

5. Concerned with future. As management accounting is concerned with decision making, it is
related with future because decisions are taken for future course of action and not the past.

6. Flexibility in presentation of information. Unlike financial accounting, in management
accounting there are no prescribed formats for presentation of information to management. The form of
presentation of information is left to the wisdom of the management accountant who decides which is
the most useful format of providing the relevent information, depending upon the utility of each type
of form and information.

SCOPE  OF MANAGEMENT ACCOUNTING

Management accounting has a very wide scope. It includes not only financial accounting and cost
accounting but also all types of internal financial controls, internal audit, tax accounting, office
services, cost control and other methods and control procedures. Thus scope of management accounting,
inter alia includes the following:

1. Financial accounting. Financial accounting provides basic historical data which helps management
to forecast and plan its financial activities for the future period. Thus for an effective and successful
management accounting, there should be a proper and well designed financial accounting system.

2. Cost accounting. Many of the techniques of cost control like standard costing and budgetary
control and techniques of profit planning and decision-making like marginal costing, CVP analysis and
differential cost analysis are used by the management accounting.

3. Budgeting and forecasting. In order to plan business activities for the future, forecasting and
budgeting play a very significant role. Forecasting helps in the preparation of budgets and budgeting
helps management accountant in exercising budgetary control.

4. Tax planning. In order to take advantage of various provisions of tax laws, management
accountant has to depend upon tax accounting and planning to minimise its tax liabilities and save
more funds for the business.

5. Reporting to management. For effective and timely decisions, there should be a system of
prompt and intelligent reporting to management. Both routine and special reports are prepared for
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submission to top management, middle order management and operating level management depending
on their requirements.

6. Cost control procedures. Any system of management accounting is incomplete without
effective cost control procedures like inventory control, labour control, overhead control, budgetary
control, etc.

7. Statistical tools. Various tools of analysing and presenting statistical data like graphs, tables,
charts, etc., are used in preparing reports for use by the management.

8. Internal control and internal audit. Management accountant heavily depends on internal
financial controls like internal audit and internal check to plug loop holes in the financial system of
the concern.

9. Financial analysis and interpretation. Management accountant employs various techniques to
analyse and interpret financial data to make it understandable and useable to the management. Such
analysis helps management to achieve objectives of management in a more efficient manner.

10. Office services. Management accountant is expected to maintain and control office routines and
procedures like filing, copying, communicating, electronic data processing and other allied services.

FUNCTIONS  (OR  OBJECTIVES) OF  MANAGEMENT  ACCOUNTING

Main functions of management accounting are as follows:
1. Planning. Information and data provided by management accounting helps management to

forecast and prepare short-term and long-term plans for the future activities of the business and
formulate corporate strategy. For this purpose management accounting techniques like budgeting,
standard costing, marginal costing, probability, correlation and regression, etc., are used.

2. Coordinating. Management accounting techniques of planning also help in coordinating various
business activities. For example, while preparing budgets for various departments like production, sales,
purchases, etc., there should be full coordination so that there is no contradiction. By proper financial
reporting, management accounting helps in achieving coordination in various business activities and
accomplishing the set goals.

3. Controlling. Controlling is a very important function of management and management accounting
helps in controlling performance by control techniques such as standard costing, budgetary control,
control ratios, internal audit, etc.

4. Communication. Management accounting system prepares reports for presentation to various
levels of management which show the performance of various sections of the business. Such
communication in the form of reports to various levels of management helps to exercise effective
control on various business activities and successfully running the business.

5. Financial analysis and interpretation. In order to make accounting data easily understandable,
the management accounting offers various techniques of analysing, interpreting and presenting this
data in non-accounting language so that every one in the organisation understands it. Ratio analysis,
cash flow and funds flow statements, trend analysis, etc., are some of the management accounting
techniques which may be used for financial analysis and interpretation.

6. Qualitative information. Apart from monetary and quantitative data, management accounting
provides qualitative information which helps in taking better decisions. Quality of goods, customers
and employees, legal judgements, opinion polls, logic, etc., are some of the examples of qualitative
information supplied and used by the management accounting system for better management.

7. Tax policies. Management accounting system is responsible for tax policies and procedures and
supervises and coordinates the reports prepared by various authorities.

8. Decision-making. Correct decision-making is crucial to the success of a business. Management
accounting has certain special techniques which help management in short-term and long-term decisions.
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For example, techniques like marginal costing, differential costing, discounted cash flow, etc., help in
decisions such as pricing of products, make or buy, discontinuance of a product line, capital
expenditure, etc.

Tools and Techniques used in Management Accounting
Management accounting uses a number of tools and techniques to help management in achieving

business goals. Some of the important tools and techniques are as follows:
1. Budgeting
2. Standard costing and variance analysis.
3. Marginal costing and cost volume profit analysis.
4. Ratio analysis.
5. Comparative financial statements.
6. Differential cost analysis.
7. Funds flow statement.
8. Cash flow statement.
9. Responsibility accounting.

10. Accounting for price level changes.
11. Statistical and graphical techniques.
12. Discounted cash flow.
13. Risk analysis.
14. Learning curve.
15. Value analysis.
16. Work study, etc.

COST  ACCOUNTING  AND MANAGEMENT  ACCOUNTING  —  COMPARISON

An examination of the meaning and definitions of cost accounting and management accounting
indicates that the distinction between the two is quite vague. Many eminent writers even consider
these two areas as synonymous while others distinguish between the two. Horngren, a renowned author
on the subject, has gone to the extent of saying, “Modern cost accounting is often called management
accounting. Why ? Because cost accountants look at their organisation through manager’s eyes.” Thus
managerial aspects of cost accounting are inseparable from management accounting. One point on
which all agree is that these two types of accounting do not have clear cut territorial boundaries.
However, distinction between cost accounting and management accounting may be made on the
following points:

1. Scope

2. Emphasis

Scope of cost accounting is limited to
providing cost information for
managerial uses.

Main emphasis is on cost ascertainment
and cost control to ensure maximum
profit.

Scope of management accounting
is broader than that of cost
accounting as it provides all types
of information, i.e.. cost accounting
as well as financial accounting
information for managerial uses.

Main emphasis is on planning,
controlling and decision-making to
maximise profit.

Basis Cost Accounting Management Accounting
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3. Techniques
employed

4. Evolution

5. Statutory
requirements

6. Data base

7. Status in
organisation

8. Installation

Various techniques used by cost
accounting include standard costing and
variance analysis, marginal costing and
cost volume profit analysis, budgetary
control, uniform costing and inter-firm
comparison, etc.

Evolution of cost accounting is mainly
due to the limitations of financial
accounting.

Maintenance of cost records has been
made compulsory in selected industries
as notified by the Govt. from time to
time.

It is based on data derived from
financial accounts.

In the organisational set up, cost
account-ant is placed at a lower level
in hierarchy than the management
accountant.

Cost accounting system can be installed
without management accounting.

Management accounting also uses
all these techniques used in cost
accounting but in addition it also
uses techniques like ratio analysis,
funds flow statement, statistical
analysis, operations research and
certain techniques from various
branches of knowledge like
mathematics, economics, etc.,
whichsoever can help management
in its tasks.

Evolution of management
accounting is due to the limitations
of cost accounting. In fact,
management accounting is an
extension of the managerial aspects
of cost accounting.

Management accounting is purely
voluntary and its use depends upon
its utility to management.

It is based on data derived from
cost accounting, financial accoun-
ting and other sources.

Management accountant is generally
placed at a higher level of hierarchy
than the cost accountant.

Management accounting cannot be
installed without a proper system
of cost accounting.

Basis Cost Accounting Management Accounting

LIMITATIONS  OF  MANAGEMENT  ACCOUNTING

Management accounting is a very useful tool of management. However, it suffers from certain
limitations as stated below :

1. Based on historical data. Management accounting helps management in making decisions for
the future but it is mainly based on the historical data supplied by financial accounting and cost
accounting. This  implies that historical data is used for making future decisions. The accuracy and
dependability of such data will leave their mark on the quility of managerial decisions. In other
words, if past data is not accurate, management decisions may not be correct.

2. Lack of wide knowledge. The management accountant should have knowledge of not only
financial and cost accounting but also many allied subjects like economics, management, taxation,
statistical and mathematical techniques etc. Lack of knowledge of these subjects on the part of
management accountant limits the quality of management accounting.
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3. Complicated approach. Management accounting provides mass of data using various acounting
and non-accounting subjects for decision making purpose. But sometimes management avoids this
complicated and lengthy course of decision making and makes decisions based on intuition. This leads
to unscientific approach to decision making.

4. Not a substitute of management. Management accounting only provides information to
management for decision making but it is not a substitute of management and administration.

5. Costly system. The installation of management accounting system in an organisation is a costly
affair as it requires a wide net-work of management information system, rules and regulations. All this
requires heavy investment and small concerns may not be able to afford it.

6. Developing stage. Management accounting is a relatively recent development and it has not
fully developed as yet. This limits the utility of this system to management in making perfect and
correct decisions.

7. Lack of objectivity. The interpretation of information provided by management accounting
may be influenced by personal bias of the interpreter of data. This tells upon the quality of
managerial decisions.

8. Resistance from staff. The existing accounting and management staff may not welcome the
introduction of management accounting system. This may be because they look at the system with
suspicion that it will add to their work and responsibilities.

COST  REDUCTION AND COST CONTROL

Now-a-days businesses are operating in a globally competitive environment, where in order to
increase profits, increase in selling prices of products/services may not be possible because of fears of
shrinkage in volumes. Thus in order to improve profit performance, businesses have to be extremely
cost conscious and improve their performance in cost. In other words, in this age of competition, in
order to survive and improve profitability, managers have to make continuous efforts to find out ways
and means to control and reduce costs.

COST CONTROL
Cost control is an essential component of any system of cost accounting. It is exercised through

comparing actual costs with pre determined standard costs so that the difference between the two can
be measured and then analyzed according to reasons for taking corrective action. CIMA, London has
defined cost control as, “the regulation by executive action of the cost of operating an undertaking
particularly where action is guided by cost accounting”. Cost control is thus simply the utilisation of the
available resources economically and prevention of the wastage within the existing environment. It is
the function of keeping costs within the prescribed limits.

Steps in Cost Control : In designing a system of cost control, the following steps are taken :
  1. Establishing norms : The first step in cost control is to set norms or standards which may

serve as yardsticks for measuring performance. These standards or norms are set on the basis of past
performance adjusted for changes in future and on the basis of studies conducted.

  2. Comparison with actual : The actual costs incurred are compared with established standard
costs to know the level of achievement. The variations are analysed so as to arrive at the causes which
are controllable and uncontrollable.

  3. Corrective action : Remedial or corrective  measures are taken to avoid the recurrence of
variations is future and for revision of standards, wherever necessary.

Amongst the techniques used for cost control, the two most popular are budgetary control and
standard costing.
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COST REDUCTION
Cost reduction is often confused with cost control. Cost reduction is much wider in scope and

consists of effecting savings in cost by continuous research for improvement in products, methods,
procedures and organisational practices. Cost reduction is defined by C.I.M.A. London as “the achievement
of real and permanent reduction in the unit cost of goods manufactured or services rendered without
impairing their suitability for use intended.” This definition reveals the following characteristics of cost
reduction:

(i) Cost reduction must be real – say, through increase in productivity, change in product
design, improvement in technology, etc.

(ii) Cost reduction must be permanent — temporary reductions in cost due to windfalls, change
in tax rates, changes in market prices, etc., do not come in the purview of cost reduction.

(iii) Cost reduction must not impair the suitability of products or services for the intended use. In
other words, cost reduction should not be at the cost of essential characteristics of the
products or services.

The cost reduction is, therefore, the term used for planned and positive approach to the improvement
of efficiency. It can be viewed in many ways, such as increasing productivity, elimination of waste,
improvement in product design, better technology and techniques, incentive schemes, new layouts and
better methods, etc. If the cost reductions are not based on sound reasons, like improved methods,
then very quickly the costs will grow back to their original size.

Cost Control and Cost Reduction — Comparison
Cost control and cost reduction are two effective tools of cost management to improve efficiency.

Cost control and cost reduction are two separate phases of cost improvement. Cost reduction begins
where cost control ends. The main points of distinction between the two are as follows:

Cost control

1. Cost control is the achievement of pre-
determined targets of costs.

2. Cost control tends to assume a static state of
affairs and that standards once set are not
challenged.

3. Cost control is concerned with predetermining
costs, comparing it with actual costs,
analyzing the variances and taking corrective
action.

4. Cost control is a preventive function as it
aims to prevent the costs from exceeding the
predetermined targets.

5. Cost control is a part of cost accounting
function.

6. Cost control lacks dynamic approach to cost
improvement.

Cost reduction

1. Cost reduction is the achievement of the
real and  permanent reduction in costs.

2. Cost reduction assumes the existence of
concealed potential savings in the standards
or pre-determined costs set for cost control
and that these standards are always subject
to challenge.

3. Cost reduction is not concerned with
maintenance of performance according to
predetermined targets. It is rather concerned
with finding out new product designs,
methods, etc.

4. Cost reduction is a corrective function
because it challenges the predetermined
targets and seeks to improve performance
by correcting the targets.

5. Cost reduction may be achieved even when
no cost accounting system is in operation.

6. Cost reduction is a more dynamic approach
to cost improvement and elimination of
waste.
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Scope and Areas of Cost Reduction
The scope of cost reduction is so wide that it is not practicable to develop fully the areas in

which cost reduction may be applied. Wherever costs are incurred, there is scope for their reduction
and the management should not feel that there is no room for cost reduction in any particular area.
Effort should, therefore, be made to reduce costs right from the top level to the shop floor level.
However, in the following areas, scope of cost reduction is the largest :

1. Product design. The design of the product provides the greatest scope for cost reduction.
Product design being the first step in production, if cost reduction can be made at design stage, then
it is likely that the benefits can be availed to the maximum.

There are two basic points that should be kept in mind while effecting cost reduction in product
design :

(a) The product should perform all the functions for which it is intended, and
(b) The product should retain its ‘esteem’ or ‘aesthetic’ value. This is in the case of many products

which have the shape or other characteristic which pleases the eye.

Improvement in product design may result in cost reduction as illustrated below :

(i) Material cost—Change in design of the product may result in saving in material cost.
Economical substitution for existing material may also be considered. For example, in
manufacturing kitchen utensils, brass  may be substituted by cheaper alloys. In curtain rings,
metal may be substituted by plastic.

(ii) Labour cost— Improvement in design may result in reduced operating time.
(iii) Factory overhead—Reduced operating time not only helps in saving in labour cost but also in

factory overhead.
(iv) Packing and transportation—Compact design of a product results in reduced cost of packing

and transportation.
(v) Cost of tools, jigs and fixtures can be reduced through design improvement.

2. Organisation. Cost reduction may also be achieved by improving factory organisation in the
form of clear-cut lines of authority and responsibility, well-defined channels of communications, co-
ordination and co-operation between various executives, etc.

3. Production. A cost reduction programme should make a study of sequence of operations to find
out the best one, to use the most suitable machines for the work, to use jigs and fixtures to reduce
operating time, to reduce idle time, to reduce scrap by the use of better quality tools, to provide better
working conditions conductive to efficiency, etc.

4. Administration. Items under this head include savings effected by modifying the range of cash
discounts to customers, introducing mechanical and electronic aids to office routine, modifying internal
and external communication system, etc.

5. Marketing. In this function, costs can be reduced by revising the methods of remuneration of
salesmen, re-arrange territorial responsibilities of sales representatives, modifying current methods of
advertising, improving product design and production quality so as to reduce after sales service,
economising channels of distribution, improving packing, etc.

6. Finance. A cost reduction programme should aim at securing capital at economical cost,
employing capital to give maximum return and eliminating over and under capitalisation and wasteful
use of capital, etc.

Cost Reduction and Value Analysis
Value analysis is a scientific approach to cost reduction. It aims at cost reduction by increasing

the value in a product. In fact, cost reduction may be effected in two ways :



Nature and Scope of Management Accounting 1.11

(a) Cost reduction by economising expenditure and increasing productivity, and
(b) Cost reduction by improving the use value and esteem value of products. Use value refers to

those qualities and characteristics which make a product useful and esteem value refers to
those properties which make it attractive and create in it an aesthetic value.

Value analysis attempts to reduce cost by operating on the latter method. Value analysis may thus
be described as a systematic analysis and evaluation of the techniques and functions in the various
spheres of an organisation with a view to exploring channels of performance improvement, so that the
value in the product or service may be bettered. It is a technique which is used to analyse all aspects
of an existing product or service to determine the minimum cost necessary for specific functional
requirement. Basically, the idea is to weigh cost against value.

Tools and Techniques of Cost Reduction and Cost Control
Various tools and technique used for cost reduction include the following :

1. Standard costing
2. Budgetary control
3. Inventory control
4. Production planning and control
5. Standardisation and simplification
6. Operational research and statistical techniques
7. Value analysis
8. Automation
9. Design improvement

10. Market research
11. Job evaluation and merit rating
12. Work study
13. Organisation and methods study
14. Quality control.

COST  MANAGEMENT

The present day business environment is significantly different from that of the yesteryears. The
rapid pace of change is because of factors such as — globalisation of markets, spectacular advances in
information and manufacturing technology, deregulation, increasing emphasis on total quality
management, etc. The emphasis on quality of products and productivity requires new measures of
control. Cost accounting information plays a very important role in determining the appropriate
strategic direction for the organisation and effective management. Of course, cost accounting methods
and techniques are important but equally important is to understand how to use them for effective
decision making. Cost management addresses these changing requirements. In the changed business
scenario, the managers have turned towards cost management to find ways and means to continuously
reduce costs to improve product/service quality and at the same time maintain profitability.

Definition
Cost management is a new entrant in the terminology of management and is widely used these

days in the business world. Somehow, no uniform definition of this term has developed so far.
In the words of Horngren, cost management is used “to describe the approaches and activities of

managers in the short term and long term planning and control decisions that increase value for
customers and lower costs of products and services."
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According to Hansen and Moven, “Cost management identifies, collects, measures, classifies and
reports information that is useful to managers in costing (determining what something costs), planning,
controlling and decision making.”

It may thus be said that cost management is the practical application and use of cost accounting
methods and techniques by the management to improve business performance. Information provided
by cost accounting system helps managers make decisions regarding the amount and kind of materials
used, changes of product designs, changes in plant processes, etc.

Advantages
The following are the advantages of cost management:

1. Cost management helps in cost based strategic planning. It provides critical information that
manager needs to develop and implement successful strategies. In taking a strategic emphasis,
cost management looks to long term competitive success of the firm.

2. Cost management helps in improving factoral productivity and profit margin.
3. Cost management ensures that planning and control of costs are directly linked with revenues

and profit planning. For example, the effect of additional cost incurred on sales promotion
and product modification on the increase in revenue and profit is studied.

4. Cost management methods and practices are used to help the firm in gaining success.
5. It improves understanding of processes and activities. The same cost may be analysed in

different ways to study its relationship with the activity. This helps in more effective planning.

Cost management is an integral part of the general management, planning and monitoring
mechanism and it is not practised in isolation. It can be effectively used by both production and
service organisations. Use of cost management can significantly benefit many organisations by increasing
resource productivity and margins and facilitating effective management of costs.

Cost Management, Cost Accounting and Management Accounting
Cost management has a much broader focus and encompasses both cost accounting and management

accounting. Cost accounting is concerned with ascertainment of costs of products/services. But cost
management is not only concerned with how much something costs but also with the factors that
drive costs such as quality of the product, productivity of factors, cycle time, etc. Thus cost
management needs a deeper understanding of a firm’s cost structure. The cost information provided by
cost accounting plays an important support role for management in cost planning, controlling and
decision making.

Management accounting is concerned with not only cost information but also with non-cost and
other financial information that can be used for planning, controlling and decision making. The
overall objective of management accounting to make sure that organisation makes effective use of
resources so that business objectives may be achieved.

KEY TERMS

Management Accounting: It is concerned with accounting information that is useful to
management.
Management Accountant: He is an official who analyses and interprets accounting information to
meet the informational needs of management.
Controller: In USA the management accountant is also called controller or financial controller.
Cost Control:  It is the achievement of predetermined targets of cost.
Cost Reduction: It is the achievement of real and permanent reduction in cost.
Cost Management: It is the practical application and use of cost accounting by the management to
improve business performance
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EXAMINATION QUESTIONS

Objective Type Questions

True and False ?
1. Management accounting is a branch of accounting that produces information for managers within an

organisation.
2. Management accounting is based on double entry system.
3. Management accountant is also called controller.
4. Cost accounting is a part of management accounting.
5. Management accountant must be a qualified Chartered Accountant or Management Accountant from the

Institute of Chartered Accountants of India.
6. Small firms may find it difficult to afford a system of management accounting which is quite costly.
7. Management accounting system cannot be installed without a proper system of cost accounting.
8. Management accounting is a branch of financial accounting.
9. Ratio analysis and funds flow statements are part of management accounting.

10. Main emphasis of management accounting is on cost ascertainment and cost control for maximisation of
profit.
[Ans. 1. True; 2. False; 3. True; 4. True; 5. False; 6. True; 7. True; 8. False; 9. True; 10. False.]

Essay Type Questions

1. Define management accounting and explain its objectives. (B.Com Hons Delhi)
2. What are the functions of management accounting ?
3. What is managment accounting? In what respects it is different from financial accounting?

(B.Com Hons Delhi)
4. In what respects cost accounting is different from management accounting ?
5. Discuss the role of management accountant in a modern organisation.
6. Explain the nature and scope of management accounting.
7. Discuss management accounting as an effective tool of financial control.
8. “There is an intimate relationship between management accounting and finance functions.” Elucidate.
9. “Management accounting is concerned with accounting information which is useful to management.”

Explain.
10. What is cost reduction? Give examples. (B.Com Hons., Delhi)
11. Distinguish between cost control and cost reduction. (B.Com. Hons Delhi; C.A., P.E.-II)
12. What is meant by cost control and cost reduction? (B.Com., Bangalore)
13. “Product design provides for greatest scope for cost reduction”. Discuss. (B.Com Hons Delhi)

  14. Briefly describe the importance of value analysis in cost reduction. (C.A., Inter)
  15. Write a note on cost management. (B.Com Hons Delhi)
  16. What is meant by cost management ? Discuss its advantages.
  17. Mention a few areas in which cost reduction is possible in a large manufacturing concern.
  18. In a competition market, profit can be sustained or increased mainly by cost control and cost reduction.

Discuss and state the areas of cost reduction you would like to explore. (I.C.W.A., Inter)
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CHAPTER OUTLINE

Introduction
Business budgeting is the most widely used and highest rated management tool of planning

and control. Planning is the key to good management as it involves looking systematically at the
future. Business budgets help managers in developing financial plan to guide them in allocating
their resources over a specific future period. Control is the process of measuring and correcting
actual performance to ensure that plans for implementing the chosen course of action are carried
out.

Meaning and Definition of Budget
Budget refers to a plan relating to a definite future period of time expressed in monetary and/

or quantitative terms. In relation to business, a budget is a formal expression of the expected
incomes and expenditures for a definite future period. The Chartered Institute of Management
Accountants (C.I.M.A.) London, has defined a budget as “a financial and/or quantitative statement,
prepared prior to a defined period of time, of the policy to be pursued during that period for the
purpose of attaining a given objective.” It may include income, expenditure and employment of
capital.

In this words of Gorden Shillinglaw, a business budget is “a pre-determined detailed plan of
action, developed and distributed as a guide to current operations and as a partial basis for
subsequent evaluation of performance.”

According to Brown and Howard, “A budget is a pre-determined statement of management
policy during a given period which provides a standard for comparison with the results actually
achieved.”

BUDGETING AND
BUDGETARY CONTROL
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Characteristics – Budgets have the following characteristics :
(a) A budget is primarily a planning device but it also serves as a basis for

performance evaluation and control.
(b) A budget is prepared either in money terms or in quantitative terms or in both.
(c) A budget is prepared for a definite future period.
(d) Purpose of a budget is to implement the policies formulated by management for attaining

the given objectives.

Budgeting

The act of preparing budgets is called budgeting. In the words of J. Batty, “the entire process
of preparing the budgets is known as budgeting.”

Meaning and Definition of Budgetary Control
Budgetary control is a system of controlling costs through preparation of budgets. Budgeting

is thus only a part of the budgetary control. According to C.I.M.A., London, “Budgetary control
is the establishment of budgets relating to the responsibilities of executives of a policy and the
continuous comparison of the actual with the budgeted results, either to secure by individual
action the objective of the policy or to provide a basis for its revision.”

In the words of Brown and Howard, “Budgetary control system is a system of controlling costs
which includes the preparation of budgets, co-ordinating the departments and establisting
responsibilities, comparing actual performance with the budgeted and acting upon results to
achieve maximum profitability.”

Characteristics—The main characteristics of budgetary control are :

(a) Establishment of budgets for each function/department of the organisation.
(b) Comparison of actual performance with the budgets on a continuous basis.
(c) Analysis of variations of actual performance from that the budgeted performance to

know the reasons thereof.
(d) Taking suitable remedial action, where necessary.
(e) Revision of budgets in view of changes in conditions.

The principles involved in budgeting have been likened to those followed by the captain of
a ship. Before the voyage, he will plan his route, taking into account such factors as shipping
hazards, tides and possible adverse weather forecasts. During the journey, he will record details
of progress and frequently check actual progress with that planned. Though trying to keep to
the plan, he may have to deviate from the plan if prevailing circumstances require it. On
completion of the journey, he will compare the conditions he encountered with those he expected.
The experience so gained will be used by him in planning similar voyages in the future. This
simple analogy serves to illustrate the basic practice used in budgeting and budgetary control.

The technique of budgetary control is now widely used in the business world. Many businesses
fail because of lack of efficient planning which could have revealed that the business should not
have been started or that one should have been prepared to face serious dangers ahead.

Forecast and Budget

It is important to note carefully the distinction between forecast and a budget.

A forecast is a prediction of what may happen as a result of a given set of circumstances. It
is an assessment of probable future events.
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A budget, on the other hand, is a planned exercise to achieve a target. It is based on the pros
and cons of a forecast. Forecasting thus precedes the preparation of budget.

Thus the main points of distinction between the two are thus :
1. Budgets relate to ‘planned events’, i.e., policies and programmes to be pursued. Forecast is

concerned with ‘probable events’, i.e., events expected to happen under anticipated conditions.
2. Budget, being a formal business plan, can be prepared only by the anthorised management

but forecast can be made by anybody.
3. Budget is a tool of control while the forecast is simply an anticipation of events.
4. Forecasting is a pre-requisite for budgeting while budgeting is not a pre- requisite for

forecasting.
5. Budgets relate to economic activities of business, enterprises, government or others.

Forecast may relate to economic as well as non economic activities, e.g., weather
forecast, stock market forecast, etc.

Objectives of Budgetary Control
The following are the main objectives of a budgetary control system.

1. Planning. A budget provides a detailed plan of action for a business over a definite period
of time. Detailed plans are drawn up relating to production, sales, raw material requirements,
labour needs, advertising and sales promotion performance, research and development activities,
capital additions, etc. Planning helps in anticipating many problems long before they may arise
and solutions can be sought through careful study. Thus most business emergencies can be
avoided by planning. In brief, budgeting forces managements to think ahead, to anticipate and
prepare for the situation.

2. Co-ordination. Budgeting aids managers in co-ordinating their efforts so that objectives of
the organisation as a whole harmonise with the objectives of its divisions. Effective planning and
organising contribute a lot in achieving co-ordination. There should be co-ordination in the
budgets of various departments. For example, the budget of sales should be in co-ordination with
the budget of production. Similarly, the production budget should be prepared in co-ordination
with the purchase budget, and so on.

3. Communication. A budget is a communication device. The approved budget copies are
distributed to all management personnel which provides not only adequate understanding and
knowledge of the programmes and policies to be followed but also alerts about the restrictions
to be adhered to.

It is not the budget itself that facilitates communication, but the vital information is
communicated in the act of preparing budgets and participation of all responsible individuals in
this act.

4. Motivation. A budget is a useful device for motivating managers to perform in line with
the company objectives. If individuals have actively participated in the preparation of budgets,
it acts as a strong motivating force to achieve the targets.

5. Control. Control is necessary to ensure that plans and objectives as laid down in the
budgets are being achieved. Control, as applied to budgeting, is a systematised effort to keep the
management informed of whether the planned performance is being achieved or not. For this
purpose, a comparison is made between plans and actual performance. The difference between the
two is reported to the management for taking corrective action.
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6. Performance evaluation. A budget provides a useful means of informing managers how well
they are performing in meeting targets they have previously helped to set. In many companies
there is a practice of rewarding employees on the basis of their achieving the budget targets or
promotion of a manager may be linked to his budget achievement record.

Advantages of Budgetary Control
Budgetary control provides the following advantages :

1. Budgeting compels managers to think ahead—to anticipate and prepare for changing conditions.
2. Budgeting co-ordinates the activities of various departments and functions of the business.
3. It increases production efficiency, eliminates waste and controls the costs.
4. It pinpoints efficiency or lack of it.
5. Budgetary control aims at maximisation of profits through careful planning and control
6. It provides a yardstick against which actual results can be compared.
7. It shows management where action is needed to remedy a situation.
8. It ensures that working capital is available for the efficient operation of the business.
9. It directs capital expenditure in the most profitable direction.

10. It instills into all levels of management a timely, careful and adequate consideration of
all factors before reaching important decisions.

11. A budget motivates executives to attain the given goals.
12. Budgetary control system creates necessary conditions for the introduction of standard

costing technique.
13. Budgeting also aids in obtaining bank credit.
14. A budgetary control system assists in delegation of authority and assignment of

responsibility.
15. Budgeting creates cost consciousness and introduces an attitude of mind in which waste

and efficiency cannot thrive.

Limitations of Budgetary Control
The list of advantages given above is impressive, but a budget is not a cure all for organisation

ills. Budgetary control system suffers from certain limitations and those using the system should
be fully aware of them.

The main limitations are :
1. The budget plan is based on estimates. Budgets are based on forecasts and forecasting

cannot be an exact science. Absolute accuracy, therefore, is not possible in forecasting and
budgeting. The strength or weakness of the budgetary control system depends to a large extent,
on the accuracy with which estimates are made. Thus, while using the system, the fact that
budget is based on estimates must be kept in view.

2. Danger of rigidity. A budget programme must be dynamic and continuously deal with the
changing business conditions. Budgets will lose much of their usefulness if they acquire rigidity
and are not revised with the changing circumstances.

3. Budgeting is only a tool of management. Budgeting cannot take the place of management
but is only a tool of management. “The budget should be regarded not as a master, but as a
servant.” Sometimes it is believed that introduction of a budget programme is alone sufficient
to ensure its success. Execution of a budget will not occur automatically. It is necessary that the
entire organisation must participate enthusiastically in the programme for the realisation of the
budgetary goals.

4. Opposition from staff. Employees may not like to be evaluated and thus oppose introduction
of budgetary control system. As such, inefficient managers may try to create difficulties in the
way of introducing and operating this system.
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Essentials of Budgeting
1. Support of top management.
2. Participation by responsible

executives.
3. Reasonable goals.
4. Clearly defined organisation.
5. Continuous budget education.
6. Adequate accounting system.
7. Constant vigilance.
8. Maximum profits.
9. Cost of the system.

10. Integration with standard costs.

5. Expensive technique. The installation and operation of a budgetary control system is a
costly affair as it requires the employment of specialised
staff and involves other expenditure which small concerns
may find difficult to incur. However, it is essential that the
cost of introducing and operating a budgetary control system
should not exceed the benefits derived therefrom.

ESSENTIALS  OF  EFFECTIVE  BUDGETING
A budgetary control system can prove successful only

when certain conditions and attitudes exist, absence of
which will negate to a large extent the value of a budget
system is any business. Such conditions and attitudes which
are essential for effective budgeting are as follows :

1. Support of top management. If the budget system
is to be successful, it must be fully supported by every member of management and the impetus
and direction must come from the very top management. No control system can be effective
unless the organisation is convinced that the top management considers the system to be
important. Thus the top management must be committed to the budget idea as well as to the
principles, policies and philosophy underlying the system.

2. Participation by responsible executives. Those entrusted with the performance of the
budgets should participate in the process of setting the budget figures. This will ensure proper
implementation of budget programmes.

3. Reasonable goals. The budget figures should be realistic and represent reasonably attainable
goals. The responsible executives should agree that the budget goals are reasonable and attainable.

4. Clearly defined organisation. In order to derive maximum benefits from the budget
system, well defined responsibility centres should be built up within the organisation. The
controllable costs for each responsibility centres should be separately shown.

5. Continuous budget education. The best way to ensure the active interest of the responsible
supervisors is continuous budget education in respect of objectives, potentials and techniques of
budgeting. This may be accomplished through written manuals, meetings, etc. whereby preparation
of budgets, actual results achieved etc., may be discussed.

6. Adequate accounting system. There is close relationship between budgeting and accounting.
For the preparation of budgets, one has to depend on accounting department for reliable historical
data which primarily forms the basis for many estimates. The accounting system should be so
designed so as to set up accounts in terms of areas of managerial responsibility. In other words,
responsibility accounting is essential for successful budgetary control.

7. Constant vigilance. Reports comparing budget and actual results should be promptly
prepared and special attention focussed on significant exceptions—figures that are significantly
different from those expected.

8. Maximum profits. The ultimate object of realising the maximum profit should always be
kept uppermost.

9. Cost of the system. The budget system should not cost more than it is worth. Since, it
is not practicable to calculate exactly what a budget system is worth, it only implies a caution
against adding expensive refinements unless their value clearly justifies them.

10. Integration with standard costing system. Where standard costing system is also used,
it should be completely integrated with the budget programme, in respect of both budget
preparation and variance analysis.
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BUDGET ADMINISTRATION
Pre-requisites for the successful implementation of a budgetary control system are as follows:
1. Creation of budget centres. A budget centre is a section of the organisation of an

undertaking for which a separate budget is prepared. A budget centre may be a department or
a part thereof. Budget centre must be clearly defined because a separate budget has to be set
for each such centre with the help of the head of the department concerned. For example, in the
preparation of purchase budget, the purchase manager has to be consulted. Similarly, while
preparing labour cost budget, the personnel manager will be of great help.

2. Introduction of adequate accounting records. The accounting system should be so designed
as to be able to record and analyse the information required. The budget procedures must also
employ the same classification of revenues and expenses as the accounting department. Comparisons
cannot be made if the classifications do not coincide. A chart of accounts corresponding with the
budget centres should be maintained.

3. Preparation of an organisation chart. Proper organisation is essential for a successful
budget system. An organisation chart should be prepared which clearly shows the plan of the
organisation. Each member of management should know the exact scope of his authority and
responsibility and his relationship to other members. For this purpose, copies of the organisation
chart and written supplements should be distributed to all concerned.

The organisation chart will depend upon the nature and size of the company. A specimen of
the organisation chart is given in Fig 2.1

Managing Director

Budget Committee

Budget Director

Sales Purchase Production Personnel Chief Research &
Manager Manager Manager Manager Accountant Development

Manager

● Sales Purchases ● Production Labour ● Cash Research &
Budget Budget Budget Cost Budget Development

● Selling ● Plant Budget ● Capital Budget
Cost Utilization Exp.
Budget Budget Budget

● Distribution ● Master
Cost Budget Budget

● Advertising
Budget

Fig 2.1 Organisation Chart for Budgetary Control.

4. Establishment of budget committee. In large concerns, the direction and execution of the
budget is delegated to a budget committee which reports directly to the top management. The
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financial controller is usually appointed to serve as the budget director. He is incharge of
preparing budget manual of instructions and accumulates the budget and actual figures for
reporting. Other members of the budget committee usually comprise various heads of functional
departments, like sales manager, purchase manager, production manager, chief accountant, etc.
as shown in the above organisation chart. Each member prepares his own departmental budget(s)
which are then considered by the committee for coordination.

Functions: The main functions of a budget committee are as follows :

(a) To provide historical data to all departmental heads to help them in estimating.
(b) To issue instructions to departments regarding requirements, dates of submission of

estimates, etc.
(c) To define the general policies of the management in relation to the budget system.
(d) To receive budget estimates from various departments for consideration and review.
(e) To discuss difficulties with departmental heads and suggest possible revisions.
(f) To evaluate and revise the estimates before preparing the final budget.
(g) To make recommendations on budget matters where there is conflict between departments.
(h) To prepare budget summaries.
(i) To prepare a master budget after functional budgets have been approved.
(j) To inform departmental heads of any revisions made in their budgets by the committee.
(k) To coordinate all budget work.
(l) To analyse variances and recommend corrective action, where necessary.

5. Preparation of budget manual. A budget manual has been defined by C.I.M.A., London
as “a document which sets out the responsibilities for the persons engaged in the routine of and
the forms and records required for budgetary control.” A budget manual is thus a statement of
budget policies. It lays down the details of the organisational set up with duties and responsibilities
of executives including the budget committee and budget director and the procedures and
programmes to be followed for developing budgets for various activities.

Contents: The contents of a budget manual are summarised as follows :

(a) Description of the budget system and its objectives.
(b) Procedure and forms to be used in budget preparation.
(c) Responsibilities of operational executives, budget committee and budget director.
(d) Budget calendar, specifying definite dates for the completion of each part of the budget and

submission of the reports.
(e) Method of accounting and account codes in use.
(f ) Procedure to be adopted in operating the system.
(g) Follow-up procedures.

6. Budget period. Budget period is a length of time for which a budget is prepared and
operated. Budget periods vary between short term and long term and no specific period can be
laid down for all budgets. It varies among concerns and industries for several factors.

A budget is usually prepared for one year which corresponds to the accounting year. It is then
sub-divided into quarters and in turn each quarter is broken down into three separate months.
When a business experiences seasonal fluctuations, the budget period may be fixed to cover one
seasonal cycle. If the seasonal cycle covers say two or three years, a long term budget should
be prepared to cover that period. The long period may then be broken down into smaller periods
by preparing short term budgets.

Budgets for capital expenditure are usually prepared on a long term basis. For example, in



Management Accounting2.8

electricity companies which incur very heavy capital expenditure, the need for new power stations
is forecast possibly five to ten years in advance. Such long term budgets are supplemented by
short term ones.

7. Determination of the principal budget factor or key factor. Also known as limiting
factor or governing factor, the key factor means the factor which limits the size of output. It
is defined as “the factor the extent of whose influence must first be assessed in order to ensure
that functional budgets are capable of fulfilment” Such a factor is of vital importance and affects
all budgets to a large extent.

The key factor serves as the starting point for the preparation of budgets. For instance, when
sales potential is limited, sales is the key factor. Therefore, sales budget should be prepared first.
Production and other budgets will follow the sales budget. Thus a key factor determines priorities
in functional budgets. Among the various key factors which affect budgeting are the following
:

(a) Sales
(i) Low market demand
(ii) Shortage of experienced salesman.

(b) Materials
(i) General shortage and seasonal shortage
(ii) Restrictions imposed by licences, quota, etc.

(c) Labour
(i) General shortage
(ii) Shortage of specialised labour in a particular process.

(d) Plant
(i) Limited plant capacity
(ii) Bottlenecks in certain key processes.

(e) Management
(i) Shortage of experienced executives
(ii) Paucity of know-how.

In this age of competition, most often, sales is the key factor in industry.
It is possible that more than one key factor is operating at the same time. Under such

conditions, the relative impact of such factors is considered in budget preparation. Moreover, key
factor is not necessarily a permanent factor. The management may be provided with opportunities
to overcome the limitations imposed by key factors. For example, plant capacity can be increased
by the installation of new and improved plant and machinery which may be financed by the issue
of new shares.

FUNCTIONAL  BUDGETS

A functional budget is one which relates to a particular function of the business, e.g., Sales
Budget, Production Budget, Purchase Budget, etc. These are components of master budget. Specific
functional budgets to be prepared in a business vary from organisation to organisation. The
common types of functional budgets for a manufacturing concern are discussed here in brief.

Sales Budget
In most companies, the sales budget is not only the most important but also the most difficult

budget to prepare. The importance of this budget arises from the fact that if sales figure is



Budgeting and Budgetary Control 2.9

incorrect, then practically all other budgets will be
affected. The difficulties in the preparation of this
budget arise because it is not easy to estimate
consumer demand, particularly when a new product is
introduced.

The sales budget is a statement of planned sales in
terms of quantity and value. It forecasts what the
company can reasonably expect to sell to its customers
during the budget period. The sales budget can be
prepared to show sales classified according to products,
salesmen, customers, territories and periods, etc.

Factors: The factors to be considered in forecasting
sales are the following:

1. Past sales. Analysis of the past sales shows the
trends to date and any seasonal or cyclical fluctuations. It is, therefore, not difficult to suggest
future trends from the analysis of the past sales.

2. Reports by salesmen. The salesman are in close touch with the market and thus, they may
be required to prepare detailed estimates of sales that they are likely to make in their respective
areas during the budget period. The report of each salesman should be studied in the light of
his past assessment and actual sales.

3. Company conditions. Any change in policies and methods of the company and their effects
on sales should be considered. For example, additional spending on advertising, introduction of
new channels of distributions, introduction of new products, etc. should all have some effect of
a sales budget.

4. Business conditions. Any changes in economic conditions and that in related business
activities and their effect on company sales should be considered. Information should be obtained
about competing industries to assess the strength of competition and about the customer
requirement to determine their demand.

5. Special conditions. In the preparation of sales forecast, any new external developments
taking place should also be considered. For example, when an industry manufactures products for
another industry, it will be necessary to analyse the trend of sales in that industry. A tyre
manufacturer would estimate the sales of cars or scooters on which tyres are used.

6. Market analysis. Some companies depend upon market analysis and research to measure
the potential demand for their products. Such an analysis reports on the state of the market,
fashion trends, the type of products design required, activities of the competitors and other
factors which may have a bearing on the sales of the company.

Production Budget
The production budget is a plan of production for the budget period. It is first drawn up in

quantities of each product and when the remaining budgets have been compiled and cost of
production calculated, then the quantities of production cost are translated into money terms,
what in effect becomes a production cost budget.

The production budget is the initial step in budgeting manufacturing operations. In addition
to production budget, there are three other budgets relating to manufacturing activities of a
company. These are raw materials budget, labour budget and production overhead budget.

Types of Functional Budgets

1. Sales Budget.
2. Production Budget.
3. Production Cost Budget.
4. Raw Materials Budget.
5. Purchases Budget.
6. Labour Budget.
7. Production Overhead Budget.
8. Selling and Distribution Cost Budget.
9. Administration Cost Budget

10. Cash Budget.
11. Capital Expenditure Budget.
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The principal considerations involved in budgeting production are :
(a) Sales budget. When sales is the principal budget factor, the production budget will be

based on the volume of sales forecast by the sales budget.
(b) Inventory policy. The management decision regarding quantities needed in stock at all

times to meet customer requirements is an important factor. In deciding on the inventory
policy, factors like storage facilities, length of the production period, perishability of product,
risk of price changes, etc. have to be given due consideration.

(c) Production capacity. The production capacity of each department should be worked out
and budget figures should be within these limits.

However, when production capacity falls short of sales requirements, the following alternatives
may be considered :

(i) Purchase of additional plant and machinery.
(ii) Introduction of additional shift.
(iii) Introduction of overtime working.
(iv) Hiring machinery.
(v) Sub-contracting production of components.

(d) Management policy. Production policy of the management plays an important role in
budgeting production. For example, management may decide to buy a particular component part
from outside instead of manufacturing it. This will influence production budget.

Production Cost Budget

This budget shows the estimated cost of production. The production budget (explained above)
shows the quantities of production. These quantities of production are expressed in terms of cost
in production cost budget. The cost of production is shown in detail in respect of material cost,
labour cost and factory overhead. Thus Production Cost Budget is based upon Production Budget,
Material Cost Budget, Labour Cost Budget and Factory Overhead Budget.

Illustration 2.1
The following information has been made available from the records of Precision Tools Ltd. for

the six months of 2017 (and the sales of January 2018) in respect of product X;
(i) The units to be sold in different months are :

July 2017 1,100 November 2017 2,500
August 2017 1,100 December 2017 2,300
September 2017 1,700 January 2018 2,000
October 2017 1,900

(ii) There will be no work-in-progress at the end of any month.
(iii)Finished units equal to half the sales of the next month will be in stock at the end of

every month (including June 2017).
(iv) Budgeted production and production cost for the year ending 31st Dec., 2017 are thus:

Production (units) 22,000
Direct materials per unit ` 10
Direct wages per unit ` 4
Total factory overhead apportioned to production ` 88,000

You are required to prepare :
(a)  Production Budget for the six months of 2017, and
(b)  Summarised Production Cost Budget for the same period.

(B.Com. Hons., Delhi)
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Solution
Production Budget

for the six months ending Dec. 2017

July Aug. Sep. Oct. Nov. Dec. Total
Units Units Units Units Units Units

Estimated sales 1,100 1,100 1,700 1,900 2,500 2,300
Add: Closing stock 550 850 950 1,250 1,150 1,000

1,650 1,950 2,650 3,150 3,650 3,300
Less: Opening stock 550 550 850 950 1,250 1,150

Production 1,100 1,400 1,800 2,200 2,400 2,150 11,050

Production Cost Budget
for the six months ending Dec. 2017

(Production: 11,050 units)

`
Direct materials @ ` 10 for 11,050 units 1,10,500
Direct wages @ ` 4 for 11,050 units 44,200
*Factory overhead @ ` 4 for 11,050 units 44,200
Total Production Cost 1,98,900

*Factory overhead per unit = ` 88,000 ÷ 22,000 units = ` 4.

Raw Material Budget
This budget shows the estimated quantities of all the raw materials and components needed for

production demanded by the production budget. Raw material budget serves the following purposes:

(a) It assists purchasing department in planning the purchases.
(b) It helps in the preparation of purchase budget.
(c) It provides data for raw material control.

It should be noted that raw material budget generally deals with only the direct materials.
Indirect materials and supplies are included in the overhead cost budget.

Purchase Budget
Careful planning of purchases offers one of the most significant areas of cost saving in many

companies. The purchase manager should be assigned the direct responsi-bility for preparing a
detailed plan of purchases for the budget period and for submitting the plan in the form of a
purchase budget.

The purchase budget provides details of the purchases which are planned to be made during
the period to meet the needs of the business. It indicates:

(a) The quantities of each type of raw material and other items to be purchased;
(b) The timing of purchases;
(c) The estimated cost of material purchases.

Factors: In preparing a purchase budget, a number of factors must be considered, including
the following:

(a) Opening and closing stocks to be maintained as it will affect material requirements.
(b) Maximum and minimum stock quantities.
(c) Economic order quantities.
(d) Financial resources available.



Management Accounting2.12

(e) Purchase orders placed before the budget period against which supplies will be received
during the period under consideration.

(f) Policy of the management regarding materials or components to be manufactured within the
business as distinct from those purchased from outside.

Purposes: The main purposes of a purchase budget are as follows :
(a) To enable the purchasing department to plan its purchases and enter into long term contracts,

where advantageous.
(b) To record the material prices on which the plan represented by the budget is based.
(c) To facilitate the management of finance of the business by defining the cash requirements in

respect of the budget period and for shorter runs.

The purchase budget differs from the raw material budget in that purchase budget specifies
both quantities and rupee costs, whereas raw material budget is usually limited to quantities
only. Secondly, purchase budget includes direct and indirect materials, finished goods for resale,
services like electricity and gas, etc. while raw material budget includes only direct material
requirements.

Illustration 2.2
The sales manager of Mahindra & Co. Ltd reports that next year he expects to sell 50,000 units

of a certain product.
The production manager consults the storekeeper and casts his figures as follows: Two kinds

of raw materials A and B are required for manufacturing the product. Each unit of the product
requires 2 kg of A and 3 kg of B. The estimated opening balances at the commencement of the
next year are—Finished Product, 10,000 units; A, 12,000 kg; B 15,000 kg. The desirable closing
balances at the end of the next year are: Finished product, 14,000 units; A, 13,000 kg; B, 16,000 kg.

Draw up a Materials Purchases Budget for the next year. (B.Com. Hons. Delhi Adapted)

Solution
Estimated production quantity during the year is not given, it is calculated as under.

Sales during the year 50,000 units
Add: Desired stock at the end of next year 14,000 units

Total 64,000 units
Less: Expected stock at the beginning of the next year 10,000 units

Estimated production 54,000 units

Purchase Budget for the period ...........

Item Material A Material B
kg kg

Consumption during the year :
A—54,000 units @ 2 kg per unit 1,08,000 —
B—54,000 units @ 3 kg per unit — 1,62,000

Add: Desired stock at the end of next year 13,000 16,000

1,21,000 1,78,000
Less: Expected stock at the commencement

of next year 12,000 15,000

Quantities of materials to be purchased 1,09,000 1,63,000
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Labour Budget

Labour cost is classified into direct and indirect. Some companies prepare a labour budget that
includes both direct and indirect labour, while others include only direct labour cost and include
indirect labour in the overhead cost budget.

The labour budget represents the forecast of labour requirements to meet the demands of the
company during the budget period. This budget must be linked with production budget and
production cost budget. The method of preparing labour budget is like this. The standard direct
labour hours of each grade of labour required for each unit of output and standard wage rate
for each grade of labour are ascertained. Multiplication of units of finished goods to be produced
by the labour cost per unit gives the direct labour cost. The indirect labour is normally a fixed
amount, so should be easy to calculate in total for the period.

Purposes: The labour budget serves the following purposes :

(a) To estimate the labour cost of production.
(b) To determine the direct labour required in terms of labour hours and hence the number and

grade of workers required to meet the production requirements.
(c) To provide the personnel department with personnel requirements so that it may plan

recruitment activities.
(d) To provide data for determination of cash requirements for payment of wages.
(e) To provide data for managerial control of labour cost.

Production Overhead Budget
After budgeting of material and labour cost, next logical step is to prepare a budget for

production overheads. The production overhead budget represents the forecast of all the production
overhead (fixed, variable and semi-variable) to be incurred during the budget period. The fact
that overheads include many dissimilar types of expenses creates considerable problems in:

(a) The allocation of production overheads to products manufactured, and
(b) Control of production overheads.

The production overhead budget involves the preparation of overhead budgets for each department
of the factory as it is desirable to have estimates of manufacturing overheads prepared by those
individuals who have the responsibility for incurring them. The budget expenses for each sub-
period during the budget period should be indicated and the classification of expenses should
be the same as used by the accounting department. The budgeted overhead costs of service
departments are totalled and apportioned to production departments according to the services
received by each such production department. The budgeted overhead costs of service departments
are totalled and apportioned to production departments according to the services received by
each such production department.

Factors: The factors to be considered in preparing this budget are as follows:

(a) The classification of all overhead costs into fixed and variable elements. In the case of semi-
variable items, the degree of variability should be ascertained. The level of output at which
fixed costs change also be determined.

(b) The level of activity likely to be achieved during the budget period like units of output,
labour hours, etc.

(c) Policy of management regarding matters like overtime work, number of shifts to be worked,
depreciation, replacement of hand labour by machines, etc.

(d) Individual items of cost incurred in the past.
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Selling and Distribution Cost Budget

This is closely related to sales budget and represents the forecast of all costs incurred in selling
and distributing the company’s products during the budget period. As a general rule, the sales
budget and the selling and distribution cost budgets are prepared simultaneously, since each has
a definite impact on the other.

The sales manager is responsible for selling and distribution cost budget. He prepares this
budget with the help of heads of sub-divisions of the sales department. Some companies prepare
a separate advertising budget, particularly when spendings on advertising are quite heavy.

Administration Cost Budget
This budget represents forecast of all administration expenses like directors’ fees, managing

director’s salary, office lighting, heating and air conditioning, etc. Most of these expenses are
fixed, so should not be too difficult to forecast.

Capital Expenditure Budget
This budget represents the expenditure on all fixed assets during the budget period. It includes

such items as new buildings, machinery, land and intangible items like patents, etc.
Special Features: The capital expenditure budget has certain characteristic features which

distinguish it from other functional budgets. These are :
(a) Capital expenditure budget deals with items not directly related to profit and loss account.

Expenses related to capital expenditure such as depreciation, repairs and maintenance, etc. are,
however, corelated to this budget and they are included in overhead budgets.

(b) Capital expenditure is frequently planned a number of year in advance, perhaps five to ten
years, in which case it is broken down into convenient periods like years or months. As compared
to this, other functional budgets are normally prepared for a shorter period, say, one year.

(c) This budget involves large amount of expenditure which needs top management approval.
The capital expenditure budget is, therefore, subject to a strict management control.

Cash Budget
The cash budget is one of the most important and one of the last to be prepared. It is a

detailed estimate of cash receipts from all sources and cash payments for all purposes and the
resultant cash balances during the budget period. It makes certain that the business has sufficient
cash available to meet its needs as and when these arise. It is a device for coordinating and
controlling the financial side of the business to ensure solvency and provide a basis for planning
and financing required to cover up any deficiency in cash. Cash budget thus plays an important
role in the financial management of a business undertaking.

Purposes: The main purposes of cash budget are outlined below :

(a) It ensures that sufficient cash is available when required.
(b) It indicates cash excesses and shortages so that action may be taken in time to invest any

excess cash or to borrow funds to meet any shortages.
(c) It establishes a sound basis for credit.
(d) It shows whether capital expenditure may be financed internally.
(e) It establishes a sound basis for control of cash position.

Preparation of Cash Budget. There are three methods of preparing cash budget :
(a) Receipts and Payments Method.
(b) Adjusted Profit and Loss Method.
(c) Balance Sheet Method.
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