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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 illustrationdth s where appropriate. 

	1.What is the main difference between fixed and flexible budget ? Why fixed budgets are preferred in government departments ? Discuss the benefits of both types of budgets.

Budget can either be fixed or flexible. A budget, which is restricted or fixed by a fixed volume of activity, is called a fixed budget. Such a budget may not be effective tool for planning and control if the actual volume of activity is different from the planned capacity for any time period i.e a month or a quarter. A flexible budget on the other hand is more effective for changing levels of activity as it considers fixed and variable costs separately. Fixed costs refer to the costs that remain unchanged with changing levels of output, whereas, variable costs are those that change in proportion to the level of output.

Fixed costs change only when there is a change in the capacity of production. According to the flexible budget approach, the budge controller is able to analyze the difference between actual and budgeted costs, depending on the actual level of activity. This concept will be explained in further detail later on.

Fixed Budget:

A Fixed Budget does not change with the level of activity and is based on the standard or fixed level of activity. It can be an unrealistic estimate of future figures, in case the volume of sales or productions are not actually the same as the expected or budgeted level. The management will not be able to assess the requirement of the organization based in the fixed budget if the actual level of activity is different from the budget one.

That 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 estimates accurately beforehand do not prepare a fixed budget.

Flexible Budget:

The Flexible Budget contains a budget 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. A Flexible Budget is the most useful budget form in the following situations:

When the nature of business is such that it has unpredictable sales, e.g., companies dealing with luxury or semi-luxury items;

When a new business can not foresee future demand accurately, e.g., novelties and fashion products;

When a business is vulnerable to natural events;

When a business, which is dependent on a steady supply of labour, faces a labour shortage.

2.What is zero based budgeting ? Explain the process of zero based budgeting.
Zero-based Budget entails that the organization must review the efficiency of on-going project from time to time, in addition to making decisions for future projects. 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.

Zero-based Budgeting reviews programs from a scratch. Managers, who are proposing the approval of certain projects and programs, must justify their proposal and support their fund requirement with logical evidence. No funds or projects are approved based on precedence or past practices. In other words, each program is reviewed based on its merits and the amount of output it is going to produce, keeping in view the input that it requires. Every time a new budget is prepared, all projects, new and existing, have to be justified based on their efficiency and usefulness at that point in time. 

Zero based budgeting is conducted in the following steps:

Determining the objectives of budgeting: There can be various objectives for budget preparation, for example, reducing costs, conducting thorough analysis of on-going projects and dropping the ones that are not efficient etc.

Deciding the scope of application: The extent of the application of zero-based budgeting has to be determined. In other words, it has to be decided whether the budget will apply to selected areas of the organization or across the board.

Developing decision units: Decision units , on which a cost-benefit analysis is to be conducted, are determined and then it is decided whether the programs in question will carry on or be dropped. These units are independent of each other so that they can be discontinued without having any effect on other units.

Developing decision packages: A decision package is developed along the following line of questioning:

Is a particular activity necessary?If not, then it is discontinued.

What was the actual cost of undertaking an activity and what were its actual tangible and intangible benefits?

What were the estimated costs and benefits of that activity?

Should the organization continue to perform that activity, and what should be the cost of continuing it?

If the activity is going to continue, then should it performed in the same way as it has been in the past?

After decision packages are prepared for each unit, they are ranked in accordance with their cost-benefit analysis. Projects that are most beneficial and important are given a higher priority. Lastly, projects having a positive cost-benefit analysis and the ability to meet the organization`s objectives are chosen and implemented.

Zero-based budgeting is basically, cost-benefit analysis applied for the purpose of corporate budgeting.

How variance in budgets can be used as tools of controls in an organization. Explain this using illustrations.
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Long-term care administrators are familiar with monitoring their budgets, and they soon learn from experience that some sources of undesired budget variance (such as cost overruns or revenue shortfalls) can be controlled and others can't. In general, external sources of budget variance are usually less controllable than internal sources. For example, a government policy that cuts reimbursement for skilled nursing care is beyond the control of the long-term care administrator, but reducing unnecessary overtime expenses is not. Making a clear distinction between the controllables and the uncontrollables in the budget is critical to administrators.

Budget Variances in LTC Settings 

Besides increasing management efficiency, the administrator can also use variance information in making budget reports. For example, a performance evaluation could include progress made in addressing controllable sources of variance. A budget justification report might review the impact on the facility of uncontrollable sources of variance.

The table illustrates three of the most common categories of budget variance, which I'll elaborate on below.

1. Profit variance is the difference between actual profit and projected profit (or, for nonprofit institutions, net income or net surplus). Three categories of budget variance contribute to profit variance, affecting either the expense or the revenue side:

Volume variance is the difference between actual and budgeted service units-typically, in long-term care settings, measured using patient days as the "service unit," with the actual patient days above or below budget representing volume variance. Sources of volume variance are often external and difficult to control, such as demographics or third-party reimbursement policies that limit length of stay. Negotiating contracts for skilled nursing care referrals with healthcare systems is an example of an internal source of volume variance that is controllable.

Utilization variance is the difference between the number of actual and budgeted services provided. Insurers' reimbursement restrictions for ancillary services such as physical therapy represent an external source of utilization variance that may be uncontrollable. Implementation of clinical guidelines and quality management is an internal, controllable source of utilization variance that may reduce average length of stay and associated complication rates.

Enrollment variance (in managed care settings) refers to the unexpected changes in the enrollment in managed care health plans. This is an external source of enrollment variance that is often uncontrollable. It may be possible to control this enrollment variance to some extent if the population size, characteristics (such as including Medicare beneficiaries), or volume of services are negotiated as part of a managed care contract.

2. Rate or price variance is the difference between the budgeted cost and actual cost of personnel or nonpersonnel line items in an expense budget report. Sources of fixed-rate variance may be difficult to control; for example, if utility costs increase during the budget year, the administrator usually cannot change utility providers. In other cases, the administrator may be able to control fixed-rate variance, such as contracting for pharmacy services at a lower cost rather than maintaining an in-house pharmacy department.

A change in the price of supplies per service unit is categorized as supplies variance. A shortage of raw materials, such as the global shortage of latex that occurred several years ago, is an example of an external source of supplies variance that is uncontrollable. Sources of supplies variance may be controllable if it is possible to obtain supplies at a lower price by negotiating discounts or switching to another vendor.

A change in hourly personnel wages is known as staffing-rate variance. For example, the use of overtime or registry personnel for nursing care to augment or replace the budgeted nursing staff will likely increase hourly personnel wages and, especially with chronic staff shortages, may be uncontrollable. Staffing-rate variance is controllable to the extent that scheduling and staffing can be managed, keeping overtime and registry costs within budget limits.
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Rate variance also represents the difference between the budgeted and actual revenue. Increases or reductions in the per-diem bed rate paid by third-party payers is a source of revenue-rate variance, as are changes in reimbursement denials by third-party payers. Generally caused by factors external to the long-term care setting, these variances can be difficult, if not impossible, to control. Negotiating reimbursement rates may be possible in some cases, thus allowing some degree of control.

3. Quantity or efficiency variance is the difference between the budgeted and actual number of nonpersonnel or personnel inputs used per time period or service unit. Change in the number of fixed budget supplies, or the number of supplies used per service unit, is a source of quantity variance, as is change in the number of direct care hours provided per patient day. In many cases, such sources of quantity variance are controllable. For example, staff training and supervision can reduce waste or other excessive use of supplies (including damage or theft). Adjusting staff hours and the mix of professional and nonprofessional staff helps control staffing efficiency variance.

Quantity variance occurs in revenues as well as expenses. The use of review and denial mechanisms by third-party payers is an external source of revenue quantity variance that is difficult to control, at least without considerable effort, although staff training in understanding health plan provisions and documentation may improve control. Late payments (which tend to render a portion of reimbursement as eventually uncollectible) and bad debt are additional external sources of revenue quantity variance over which control may be limited. However, an internal source of revenue quantity variance is the facility's efficiency in billing and collections, and improvement here is, of course, controllable. 

Investigating and Controlling Variance 

The long-term care administrator may find it helpful to review the budget from the perspective of these types and sources of budget variance, incorporating experience in and knowledge about the external environment, as well as the long-term care facility, in formulating budget strategy. Unit managers should be involved as part of a team investigating sources of budget variances and focusing attention on those specific variances that can be controlled. Engaging all levels of management to identify and, when possible, control sources of budget variance is a key role for the long-term care administrator.
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