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Question 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.
Answer:  
The main difference between fixed and flexible budgets is that a fixed budget can be restricted or constant within levels of activity.  The fixed budget is more suitable for organisations that have fewer chances of fluctuating in their prevailing conditions and not easily influenced by external factors.  Fixed budgets are mostly used when future incomes and expenditures are more widely known and dependable and have been more predictable over previous periods.

As the fixed budget is prepared only on one output, if the output changes significantly the fixed budget will differ considerably and large variances can then arise.  A fixed budget can also be known as a static budget.

A flexible budget is a budget that changes as activity levels change.  The purpose of the flexible budget is that it can be easily adjusted depending on changing outputs.  A flexible budget is often more realistic as it can be adjusted on changing factors such a rise/fall of production, external/internal factors, increase/decrease of performance etc.  Flexible budgets are used mainly by organisations that operate in ever changing business environments and are also known as variable budgets.  They can assist the business in providing a more accurate budget depending on ever changing factors; they can also show greater accuracy of new products as they are brought into the business as well as assisting budget controllers/managers to show greater comparisons.

As the budget changes with increased/decreased volumes of sales/production it can help a business deal with any uncertainties as they can see the expected outcomes for different ranges of activities.  

Fixed budgets are preferred in government departments as they only compare budgets with actual figures at the end of a period.  The outputs for government departments do not change drastically and the activity levels remain fairly even throughout the period.  Government departments see fewer fluctuations throughout the year and tend to remain fairly stable.  They have a higher degree of certainty and as the future income and expenditure is known they do not expect much change within the period.

The benefits of the fixed budget are they are easier to prepare than flexible budgets and much less complicated.  As the fixed budget does not change it is easier to keep track as the budget doesn’t change.  It also allows you to measure short-term and long-term budgets and allows you to put a set amount of money against overheads that are unlikely to change.  A fixed budget can also offer a good insight into the business expenses and profits when a variance analysis is performed.  Therefore this can allow the business to see if they have under estimated or overestimated expenses or revenue.  

A fixed budget can also aid the business to control their costs and make smarter business decisions based on the information that is derived from it.  Fixed budgets don’t suit all business but they have proved to be beneficial when used in the correct circumstances.

The flexible budget system is more beneficial for companies that have fluctuating activity levels.  The flexible budget tends to have lower variances when used and is more accurate as it can show different and changing scenarios more accurately.  The flexible budget is a dynamic budget that deals with multiple activity levels and can be easily modified to cope with ever changing activity levels.  It provides realistic information in real time and can provide insight into future trends for analysing and providing accurate and up to date forecasting, as well as giving additional benefit of providing protection through careful planning and preparation in lesser fortunate periods.

 Question 2:  What is zero based budgeting?  Explain the process of zero    based budgeting.
Answer:  
Zero based budgeting is a method that is used that requires justification of all expenses in a new period.  This means that a budget is based on a zero base and every cost is then analysed and justified.  The new budget is then built on these determinations regardless if the previous budget showed lower or higher costs.

This type of budget, even though it is time consuming ensures that increases and decreases are avoided.  This budget can help the company to refocus costs and reduce or increase where needed once acceptable justification produced on with viable evidence as to the efficiency and requirements of the company have been approved.

There are many benefits of zero based budgeting; some of these include improved communication as corporate requirements/needs can be discussed and how best they can be achieved.  It also aids managers to think outside of the box as providing alternative analysis allows managers to identify alternative and more productive ways to carry out activities.  This budgeting method helps managers to eliminate activities which are no longer relevant or critical to the company.  Zero based budgeting also ensures that all areas of the business are scrutinised more carefully and more often.  It also helps management to make informed decisions based on evidence/rational rather than making rash decisions.

There are also some disadvantages of zero based budgeting, some of which are the amount of time and effort it takes to create these budgets as additional analysis, meetings and reports are often required.  Sometimes it can cause difficulties to try and provide solid justification for some items of the budget such as marketing.  Additional training is also often required by managers to enable them to learn this budgeting method effectively.

The process of carry out zero based budgeting is as follows:

Firstly business objectives need to be determined i.e. 

· What is the business trying to achieve – reduction/increase of costs in different areas?  
· What efficiencies can be realised? 
· What projects are no longer required within the organisation or efficient to the ever changing nature of the business? 
· What are the alternatives for accomplishing each objective? 
In depth analysis is carried out to ensure the company is moving in the correct direction. 
Thirdly a cost benefit is undertaken to agree on which projects are to be continued, or which projects are no longer in scope and therefore no longer a requirement.  How these decisions will affect other areas of the organisation if it decides not to continue with them or how will they benefit other projects or work in parallel with other projects if continued or added to the budget?  Alternate funding needs to be discussed and reviewed for new projects.

Fourthly a decision package needs to be developed; this process discusses and decides on risks/benefits of suggestions for new/eliminated projects.  What will be the costs for the new projects?  Will they provide a positive cost benefit analysis?  Priorities are then set and agreed to and listed in order of their cost benefit analysis with the most important, efficient and beneficial ones being listed first.

Question 3:  How variance in budgets can be used as tools of controls in an organization. Explain this using illustrations.

Answer:  
Firstly to answer this we must understand what a variance in a budget means.  A variance in a budget is the difference between what has been budgeted to occur vs what has actually happened/taken place.  An example of a positive variance could be revenue could be much higher than what was originally budgeted for.  An adverse variance could be explained as the expensed being much higher than originally budgeted.

It is the manager’s job to be able to spot the variances quickly in order to take appropriate action to keep the business on track. They need to keep control of the whole process efficiently in order to survive and re-act accordingly.  

Example 1
Watchman Limited

Sales budget as at 31-Dec-2016

Budget 2015




Budget 2016


Actual budget 2016
	
	Product
	Price $
	Qty 
	Total $
	Product
	Price $
	Qty 
	Total $
	Product
	Price $
	Qty 
	Total $

	Shop
	Books
	50
	1000
	50,000
	Books
	50
	1,500
	75,000
	Books
	50
	1,200
	60,000

	
	Magazines
	10
	500
	5,000
	Magazines
	10
	1,000
	10,000
	Magazines
	10
	800
	8,000

	
	
	
	
	
	
	
	
	
	
	
	
	

	Online sales
	Books
	50
	500
	25,000
	Books
	50
	800
	40,000
	Books
	50
	1,500
	75,000

	
	Magazines
	10
	500
	5,000
	Magazines
	10
	600
	6,000
	Magazines
	10
	1,000
	10,000

	TOTAL
	
	
	2,500
	85,000
	
	
	3,900
	131,000
	
	
	
	153,000


So from this example we can see the variance in sales for Watchman Limited in 2016 that show shop sales decreased while online sales increased from the budgeted amount in 2016 vs actual budget.  However both shop sales and online sales both increased from 2015.

Questions arising from this could be what factors occurred to decrease shop sales from budgeted amount?  What caused the online sales to increase from the budgeted amount?  Let’s look at the sales overhead budget to see if this can give any further information.

Watchman Limited

Sales Overhead budget as at 31-Dec-2016
	
	2015
	2016 budget
	2016 actual

	Online advertising
	1,000
	2,000
	2,500

	Flyers
	500
	500
	300

	Misc marketing
	500
	1,000
	700

	Salaries of sales dept
	30,000
	32,000
	32,000

	Expenses sales dept
	1,000
	2,000
	1,500

	Totals
	33,000
	37,500
	37,000


So we can see from the sales overhead budget, online advertising was increased by $1,500 from 2015.  This could have explained the increase of online sales from the original budgeted amount in 2016.

When Watchman Limited analysed reports it showed footfall had increased from the previous year, however due to environmental factors beyond control road works in the shop area between Feb-Mar 2016 had shown a decrease of sales in this period vs previous years, but sales were higher/same in remaining 10 months vs previous year.

Watchman Limited

Sales Worksheet as at 31-Dec-2016
 2015







2016

	
	Shop
	Online
	Shop
	Online

	Jan
	100
	50
	200
	100

	Feb
	150
	30
	50
	300

	Mar
	150
	70
	50
	250

	Apr
	200
	40
	200
	200

	May
	100
	60
	250
	250

	June
	50
	60
	250
	300

	July
	50
	40
	100
	200

	Aug
	100
	20
	200
	100

	Sept
	200
	130
	200
	300

	Oct
	150
	200
	150
	100

	Nov
	150
	100
	150
	200

	Dec
	100
	200
	200
	200

	TOTAL
	1,500
	1,000
	2,000
	2,500


So these 3 illustrations as shown above give us a view of how an analysis of budget variances can be used as tools of control within an organisation.  These clearly help to show how variances in the budget have arisen and why.
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