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Assessment Unit 9
Budgeting and Budgetary Control

Q1:	

What is fixed and flexible budget?

Ans:

Fixed budget is a budget that is prepared on certain specific criteria that are not allowed to be amended at any point within the time period covered by this budget. The fixed budget is generally a combination of budgets that have been carefully made by the managers of each department (or cost center) within the same company. Therefore, each department will know exactly how much they have to spend at the start of a budgetary period and how much must be remained at any given point in time within the same period. 

Flexible budget is different from fixed budget. With flexible budget, there are alternative provisions that can be introduced to revise certain elements of the budget which are dependent on the business generated revenue within the same budgetary period. 

Why fixed budgets are preferred in government departments?

Ans:

They are preferred because their use can help to ensure that the government departments do not spend more resources than what the government has available. Each government department will be provided with a maximum amount of funds to work with for the entire budgetary period. The purpose is to allow, at the government department level, to find ways to maximize the use of income while gaining the most benefit while using least amount of fixed budget allocated. Specific criteria, which are available to the public to scrutinize, were readily available to show how the funds can be used for various expenses by keeping watch that the allocated budget is not exceeded, and it is not compulsory to spend the entire allocated amount. With this type of variance, the unspent money can be carried over to the next budget period. The government will then be able to show the public that they have managed the public’s assets well and can gain the confidence of the people.


Discuss the benefits of both types of budgets

Ans:

Fixed budget

This method will help to push the manager of the departments to work and plan their resources efficiently to meet the budget. This method of budgeting allows no room for amendment unless it has to go through a complicated approval process which can be time consuming and untimely to solve the complication on hand. The manager of the departments will have to plan and work with the allocated resources efficiently. One of the benefits of a fixed budget is that the information provided in the cost centers are collected and developed from historical data and from the current financial status of the business. Even though the fixed budget does not change during the budgetary period, the data collected within will have a strong impact on how the fixed budget would be prepared for the next budgetary period. For example, if the sales increased much more than anticipated previously, then less use of savings and more reliance on sales income would be included in the upcoming fixed budget. Similarly, if the sales did not meet the target previously, then more use of savings and less reliance on the sales income would likely be arranged. Generally, fixed budget is prepared based on the trend of the previous budgetary period and the current financial status of the company.   


Flexible Budget

The benefit of providing alternative provisions can allow the company to take quick actions in the event of some unforeseen complications in the course of business within a budgetary period. As alternative strategy can be implemented if something goes wrong, the business can continue to function normally. This is a sort of built-in contingency approach. The benefits of flexible budget is that it can help business which are susceptible to unpredictable sales, future demand, unforeseeable external business environment and shortage of labor resource to avoid unforeseen problems and take advantage of unexpected opportunities too.  It allows the business to cut or increase spending depending on business conditions. Opportunities come when the sales suddenly shot up and the business can take immediate actions to increase the advertisement so that it can generate even more sales. 


Q2:
What is zero based budgeting?
Zero based budgeting is a strategy in planning and operating budget for the upcoming budgetary period. It does not take into consideration of any input of resources from the previous budget period to fund the next budget period. It relies solely on the reasonable forecasts of revenue that will be generated and received during the current budget period. That is to say that even if there are excessive resources balanced from the last budget, they are not included in the current budget. This approach will mean that the company has ready standby resources to draw upon, but are excluded from the budget. Therefore, it is not wrong to say that the zero based budgeting is a prudent way to budget planning which can push the management to be on alert for the reviewing of the efficiency of ongoing business from time to time, while having to make decisions for securing future business opportunities. 

 
Explain the process of zero based budgeting.
The budget assumes that the manager of the business will have an expenditure baseline of zero to start with for the budget year and he would have to justify all his budgeted expenditure. The intention of the process of zero based budgeting is to provide a continual effort by the management to focus on the funding on key business objectives and to make decision to defer or reduce any activities which are not contributing positively to such objectives.
The process flow under the zero based budgeting is:
a. Identification of business objectives
Such objectives can be, for example, among others, reducing costs, reviewing of existing surviving projects and to decide on the elimination of loss-making ones.
b. Propose and evaluate the methods and scope on how to accomplish the business objectives
To select and make suggestions on which of those elements in the budget that could be substituted or amended for better efficiency or cost saving benefits.  
c. Developing decision units and  development of decision packages    
The decision units, independent from each other, are set up to determine and to decide if the proposals which are prepared in decision packages, would proceed be accepted and proceed or to be discarded. 
d. Setting the priority of accepted proposal/objective
After the decision packages are prepared for each unit, they would be ranked in term of priority in term of best cost-benefit analysis. The decision package that has a positive cost-benefit analysis and the ability to meet the business’s objectives will be chosen and implemented. 

Q3:

How variance in budgets can be used as tools of controls in an organization. Explain it with illustrations.

When there is a difference between actual and budget amount, it would mean that a variance had arises. If the variance is positive, it means the result is better than expected. It can signifies that the costs of the business were lower than expected in the budget and thus the profit achieved can be higher than expected too. In contrast, a negative variance if incurred will mean that the result is below expectation with an increased cost and the expected profit can be lower than expected.
Variances in budgets are generally a matter of concern to the business. Obviously, the bigger the amount of variance the more attention will be paid by the management on their causes and if they are just temporary or due to long term trend. The management will have to conduct an analysis of variances by focusing on those activities which are not in line with expectations that require attention and ignoring those that appear to be running smoothly.
Consider the following illustration:
	Description
	Budget
	Actual 
	Variance
	Positive or Negative

	Sales
	
	
	
	

	Orange
	USD 700
	USD 1000
	USD 300
	Positive

	Apples
	USD 200
	USD 150
	USD -50
	Negative

	Total Sales Revenue
	USD 900
	USD 950
	USD 50
	Positive

	
	
	
	
	

	Costs
	
	
	
	

	Wage
	USD300
	USD 400
	USD 100
	Positive

	Rent
	USD200
	USD 180
	USD -20
	Negative

	Transport
	USD200
	USD140
	USD -60
	Negative

	Total Costs
	USD 700
	USD 720
	USD 20
	Positive

	
	
	
	
	

	Profit
	USD 200
	USD 230
	USD 30
	Positive


Looking at Sales of the Orange, the Orange has achieved good result as the sales are higher than expectation while the apples are below the expectation. In this case, the management can decide to sell more oranges than the apples in the next budget. 
Looking at the rent and transport, since both are suffering losses, an alternative place for selling and alternative mode of transportation should be considered to eliminate the losses.
Overall, although the business is still profitable, the management can make even more profit by taking actions against those elements which are causing losses, as identified in the variance statement as above.
End.
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