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Marking Criteria:
We expect the learners to write minimum one well expressed point in three lines against each allocated mark. This means one needs to write 15 lines with 5 well expressed points to get high grades for a 5 marks question.

For high grades use examples and illustrations where appropriate.
	Budgeting And Budgetary Control  Analysis

Assessment 9                                                                          Total Marks: 30 

Q: 1: What is fixed and flexible budget? Why fixed budgets are preferred in government departments? Discuss the benefits of both types of budgets.              10  

Answer:
Fixed or static budget is a budget designed for only one level of activity.  Differences from the budget can be misleading when an organization actually operates at a different level of activity. 
A fixed budget does not change with the level of activity and is based on the standard or fixed level of activity. It is usually unrealistic estimate of future figures in case the volume of sales or production turns out not to actually be  the same as the expected or budgeted level. The management will not be able to assess the requirements of the organization based on the fixed budget if the actual level of activity is different from the budgeted one. since in reality the business environment is dynamic, and the consumers themselves are dynamic. Dynamism would defeat the whole purpose of preparing a budget in the first place. Therefore, based on these limitations and inability of making adjustments, organizations whose sales and production cannot be estimated accurately beforehand do not prepare a fixed budget. 

Here below a an example of static or fixed budget
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For flexible budget means a  budget designed to cover a range of activity.  Flexible budget can be used to compare actual costs incurred to budgeted costs around that level of activity. The Flexible Budget contains a budgeted cost for any level of activity i.e. it is designed in such a way that it changes with the changing level of production. It considers both the fixed and variable aspects of cost and estimates the changes that will occur in them at different levels of operation

Here is an example of flexible budget
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The diagram below compares fixed budged from flexible budgets
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Government departments prefers static budgets because their expenses are prior projected, there is no production of goods, except services rendered to the public.
 The following points summarizes benefits of flexible budgets and fixed budgets:
· Static budget: prepared for one level of planned activity.

· Flexible budget: covers a range of activity within a business.

· Fixed costs: in total remain constant in the short run within a given range of activity.

· Variable costs: in total vary as the level of activity changes. 
· Static budget variance: Difference between actual results and master budget figures.

· Activity volume variance: Difference between master budget figures and budgeted figures recalculated for actual volume achieved.

· Flexible budget variance: Difference between actual results and budgeted figures recalculated for actual volume achieved

Q: 2: What is zero based budgeting? Explain the process of zero based budgeting.      10 

Answer:
The Objective of Zero Based Budgeting is to “reset the clock” each year. The Traditional incremental budgeting assumes that there is a guaranteed budgetary base-the previous year’ level of appropriations -and the only question is how much of an increment will be given. Zero Based Budgeting  implies that managers need to build a budget from the ground up, building a case for their spending as if no baseline existed- to start at zero. Resources are not necessarily allocated in accordance with previous patterns and consequently each existing item of expenditure has to be annually re-justified.
In Zero based budgeting, budgets are often adjusted up or down on the basis of a previous period adjusted for current conditions.  Zero base budgeting requires that all budget amounts be currently justified even if they were supported in prior budgets.  Due to the cost of the process, this zero base budgeting is often not used in business.

Zero-based budgeting entails that the organization must review the efficiency of on-going Firms from time to time, in addition to making decisions for future Firms. Ideally, top managers, who can take responsibility and have discretionary costs, should carry out this review. These costs are not linked with the volume of operational activity and hence, the management decides the amount to be budgeted. Examples of such costs include expenditure on research and development, legal advisory services and personnel administration.    
The practical application of zero based budgeting involves the use of the “Decision Package”. All budgetary procedures involve an identification of organizational objectives. In the context of these objectives, ZBB involves three stages:



1. Identification of decision units.



2. Development of decision package.



3. Review and ranking of decision packages
Identification of decision units

The existing organization structure identifies the units in the hierarchy for which budgets are prepared. These could responsibility centers, cost centers, profit centers, investment centers, program categories or program elements. This is the starting point for identifying decision units for ZBB. Decision units should have the following characteristics:

· A specific manager should be clearly responsible for the operation of the program

· It must have well defined & measurable impacts 

· It must have well defined & measurable objectives
After the identification of appropriate decision units, the next step is to prepare for each of these a document describes the objectives or purposes of the decision unit and the actions that could be taken to achieve them. Such document is called “Decision Package”

Development of decision packages
There are two types of decision package:
i. The mutually exclusive decision package; the purpose here is to identify for each decision unit the alternative ways of performing its functions so as to enable management to choose the best alternative. One such alternative will be to abolish the decision unit and not to perform it functions at all.
ii. The incremental decision package; Here, each manager identifies different levels of effort ( and associated costs ) and their impact on the function. i.e. there will be a Minimum Level, below which it would be impossible to perform the function; a Base Level, which reflects the current level of activity; and Improvement Level, which shows the effect of increases over the current level.
Review and Rank Decision packages

Once the decision packages have been prepared, they are ranked on an ordinal scale i.e1st, 2nd, 3rd, etc.  in order of priority. In situation where a “bottom-up” approach and due to large number of decision packages, the ranking process would take place at a number of levels.   The next stage in the ranking process would involve the consolidation at a higher level of all the lower-level rankings. When faced with many different decision packages the ranking exercise is not straightforward. The process is inherently political and the ranking of decision at each level of consolidation to be taken by a special committee and usually is determined by a system of voting. To facilitate the ranking, criteria should be developed and enforced such as:
· Whether the activity is specifically required by law;
· Whether the organization has the resources and  technical skills to implement the activity;
· Whether the package is cost-effective;

· Whether the package will be politically acceptable.

Weights can then be attached to each criterion, and the result of the weightings will form the basis of the ranking exercise. Because each decision package would be considered at every consolidation level, this would involve an enormous administrative burden. One approach that has been proposed to reduce the burden is through the use of ‘cut – off’ points at each level of consolidation. i.e. at the first consolidation level a cut-off point of say, 75 per cent of the total budget request for that level might be applied, so that only those packages falling below this cut-off point would be reviewed and ranked at the next consolidation level.
Q: 3: How variance in budgets can be used as tools of controls in an organization. Explain it with illustrations.                                                                                                   10
Answer:

Budget deviation analysis (variance analysis) regularly compares what you expected or planned to earn and spend with what you actually spent and earned. Variation analysis can help greatly when detecting how well you’re tracking your plans, how much to accurately budget in the future, where there might be upcoming problems in spending

Here is an illustration of variance
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Account: ProductDevelopment
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The outline below summarizes the importance of variance analysis:-
· Understand the reason for the differences

· Prepare a more accurate budget in the future 

· Evaluate budget goals

· Isolate problems

· Identify weak areas

· Motivate managers

· Communicate with all levels

· Forecast 
In a nut shell Variances can be summarized as:-
· Quantity variances

· Evaluate reasonableness of the amount of resources consumed given the output achieved

· Price variances

· Evaluate the cost of the resources consumed

· Both are needed for adequate understanding of results
 On the other hand, Variance Analysis is:-
· Used to evaluate performance

· used to separate measures of effectiveness and efficiency

Effectiveness of business operation means:-
· Degree to which the goal was met

· Usually the responsibility of marketing manager 

· Measured by the Sales Activity Variance

While Efficiency refers to:-
· How well inputs were used in relation to a given level of outputs

· Reducing inputs used to produce a given level of output, increases efficiency
Variances show that something was different than expected, they are attention directors, not problem solvers. Management's responsibility is to explain why variances occurred and to say what has been done to prevent them happening again. You have to understand that  ”Favorable" variances are not necessarily good and ”Unfavorable" variances are not necessarily bad. Usually investigate variances above a certain dollar amount or greater than a specified percentage of the budgeted standard
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				PRESENTATION OUTLINE - CHAPTER 11

		I.       Static Budgets

		II.      Flexible Budgets

		III.     Fixed Overhead Variances

		STATIC BUDGETS

				A static budget is valid for only one level of activity such as the planned level of

				activity.  Sometimes actual results are compared to the static budget, but such

				a comparison has limited usefulness.

				Example:

				Lucy Company originally planned to produce and sell 10,000 units during the year,

				but actual activity was only 8,000 units.  A report based upon the static (i.e. original)

				budget from the beginning of the year is as follows:

				Lucy Company

				Comparison of Actual Overhead Costs to Budgeted Overhead Costs

												Standard

												cost per								Original

												unit				Actual				Budget				Variance

				Units produced and sold												8,000				10,000				2,000		U

				Variable Overhead Costs:

				Maintenance								$   0.60				$   4,500				$   6,000				$   1,500		F

				Indirect materials								1.40				12,000				14,000				2,000		F

				Utilities								1.00				9,500				10,000				500		F

																26,000				30,000				4,000		F

				Fixed Overhead Costs:

				Depreciation												40,000				40,000				$   - 0

				Supervision												49,000				50,000				1,000		F

				Insurance												10,000				10,000				- 0

				Total fixed overhead												99,000				100,000				1,000		F

				Total overhead costs												$   125,000				$   130,000				$   5,000		F

		FLEXIBLE BUDGETS

				A flexible budget differs considerably from a static budget.

				> A flexible budget is geared toward different levels of activity within the relevant

				range, rather than toward one level of activity.

				> A flexible budget is dynamic rather that static; it can be tailored for any level of

				activity within the relevant range.

				Example:

				Lucy Company prepared a flexible budget for manufacturing overhead for three

				different levels of activity ranging from 5,000 units to 15,000 units.

				Lucy Company

				Flexible Budget for Overhead

												Standard

												cost per unit				Units

				Units produced and sold												5,000				10,000				15,000

				Variable Overhead Costs:

				Maintenance								$   0.60				$   3,000				$   6,000				$   9,000

				Indirect materials								1.40				7,000				14,000				21,000

				Utilities								1.00				5,000				10,000				15,000

												$   3.00				15,000				30,000				45,000

				Fixed Overhead Costs:

				Depreciation												40,000				40,000				40,000

				Supervision												50,000				50,000				50,000

				Insurance												10,000				10,000				10,000

				Total fixed overhead												100,000				100,000				100,000

				Total overhead costs												$   115,000				$   130,000				$   145,000

		FIXED OVERHEAD VARIANCES

				Budget Variance

				Actual Fixed						-		Flexible Budget Fixed						=		Budget Variance

				Overhead Cost								Overhead Cost

						Decision Rule:

								Actual > Budget    Unfavorable

								Actual < Budget    Favorable

				Volume Variance

												__								__

				Fixed portion of the

				predetermined        x								Denominator  -  Standard hours										=		Volume

				overhead rate								__         hours                  allowed          __												Variance

						Decision Rule:

								Denominator hours > Standard hours												Unfavorable

								Denominator hours < Standard hours												Favorable

				The volume variance is not a measure of spending; it is a measure of utilization of

				plant facilities.  It is affected only by the level of activity in the plant.
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				PRESENTATION OUTLINE - CHAPTER 11

		I.       Static Budgets

		II.      Flexible Budgets

		III.     Fixed Overhead Variances

		STATIC BUDGETS

				A static budget is valid for only one level of activity such as the planned level of

				activity.  Sometimes actual results are compared to the static budget, but such

				a comparison has limited usefulness.

				Example:

				Lucy Company originally planned to produce and sell 10,000 units during the year,

				but actual activity was only 8,000 units.  A report based upon the static (i.e. original)

				budget from the beginning of the year is as follows:

				Lucy Company

				Comparison of Actual Overhead Costs to Budgeted Overhead Costs

												Standard

												cost per								Original

												unit				Actual				Budget				Variance

				Units produced and sold												8,000				10,000				2,000		U

				Variable Overhead Costs:

				Maintenance								$   0.60				$   4,500				$   6,000				$   1,500		F

				Indirect materials								1.40				12,000				14,000				2,000		F

				Utilities								1.00				9,500				10,000				500		F

																26,000				30,000				4,000		F

				Fixed Overhead Costs:

				Depreciation												40,000				40,000				$   - 0

				Supervision												49,000				50,000				1,000		F

				Insurance												10,000				10,000				- 0

				Total fixed overhead												99,000				100,000				1,000		F

				Total overhead costs												$   125,000				$   130,000				$   5,000		F

		FLEXIBLE BUDGETS

				A flexible budget differs considerably from a static budget.

				> A flexible budget is geared toward different levels of activity within the relevant

				range, rather than toward one level of activity.

				> A flexible budget is dynamic rather that static; it can be tailored for any level of

				activity within the relevant range.

				Example:

				Lucy Company prepared a flexible budget for manufacturing overhead for three

				different levels of activity ranging from 5,000 units to 15,000 units.

				Lucy Company

				Flexible Budget for Overhead

												Standard

												cost per unit				Units

				Units produced and sold												5,000				10,000				15,000

				Variable Overhead Costs:

				Maintenance								$   0.60				$   3,000				$   6,000				$   9,000

				Indirect materials								1.40				7,000				14,000				21,000

				Utilities								1.00				5,000				10,000				15,000

												$   3.00				15,000				30,000				45,000

				Fixed Overhead Costs:

				Depreciation												40,000				40,000				40,000

				Supervision												50,000				50,000				50,000

				Insurance												10,000				10,000				10,000

				Total fixed overhead												100,000				100,000				100,000

				Total overhead costs												$   115,000				$   130,000				$   145,000

		FIXED OVERHEAD VARIANCES

				Budget Variance

				Actual Fixed						-		Flexible Budget Fixed						=		Budget Variance

				Overhead Cost								Overhead Cost

						Decision Rule:

								Actual > Budget    Unfavorable

								Actual < Budget    Favorable

				Volume Variance

												__								__

				Fixed portion of the

				predetermined        x								Denominator  -  Standard hours										=		Volume

				overhead rate								__         hours                  allowed          __												Variance

						Decision Rule:

								Denominator hours > Standard hours												Unfavorable

								Denominator hours < Standard hours												Favorable

				The volume variance is not a measure of spending; it is a measure of utilization of

				plant facilities.  It is affected only by the level of activity in the plant.
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