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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.
Fixed Budget refers to an estimate of pre-determined incomes and expenditures, which once prepared, does not change with the variations in the activity levels achieved. It is also known as Static Budget. Fixed Budgets are best suited for organisations where there are fewer chances of fluctuations in the prevailing conditions or if the organisations are not influenced by the change in the external factors and the forecasting can be done easily to give close results. It also works as a yardstick to control costs.
Fixed Budgets help the management to set the revenues and expenses for the period, but it lacks accuracy because it is not always possible to correctly determine future needs and requirements. Further, it operates only on a single activity level under only one condition. While framing the fixed budget, it is assumed that the existing conditions are not going to be changed shortly, which proves untrue. So in this way, it’s difficult to measure the performance, efficiency or capacity.
Flexible budget is a financial plan created for different activity levels. It can be freely adjusted or re-casted on the basis of output produced. It is logical and practical because the cost can be easily determined at various activity levels. While preparing a flexible budget, first of all, the costs are divided into three major segments, namely: fixed, variable and semi-variable where semi- variable costs are further classified into fixed and variable cost, and then the budget is designed accordingly. Some budgets are prepared for alternative output levels to show the amount of expense to be reached at each level of activity. Flexible Budget is best suited for the organisation where there is a high degree of variability in sales and productions, or the industries which can be easily affected by the external factors or fluctuations in the market conditions are relatively high etc.
Fixed Budget is mainly based on assumptions which are unrealistic and so this is not applicable to business concerns, but if we talk about Flexible Budget, it is more practicable. The former is does not help to make a comparison if the actual and budgeted outputs differ, but the latter proves to helpful to judge the performance by comparing actual output with the budgeted targets. Cost Ascertainment is also not possible in case of fixed budget if the actual and budgeted levels of activity vary and the same can be easily determined in the case of a flexible budget.
Traditionally government budget estimates government expenditure, usually classified by type and quantity for a specific period. Expenditure is classified by object, and personnel by type of position. The budget is divided into sections based on organisational unit and department, and expenditure is listed based on the category. The main objective of a traditional government budget, is abiding by legal regulations and to obtain accountability. The budget indicates if input can be matched with output, if necessary sanctions were obtained before spending money and the appropriation of funds. It is necessary that the input be linked with the expected outcome of the expenditure. 
The advantages of a fixed budget are to let you know exactly where money goes or knowing whether or not expenditures and investments pay off in the long run. This makes budgeting one of the cornerstones of any successful small business. A fixed budget acts as an essential tool to measure the success of your small business both in short-term and long-term periods. Further, a fixed budget helps keep the entire business financially responsible when making small and large expenditures. A fixed budget allows a business to measure both short-term and long-term budgets. The fixed budget allocates a set amount of money towards essentials such as overhead costs. Any money left over at the end of the month (or any other period you review your budget) is your profit. Further, the fixed budget makes profit measurement easier, since you allocate the same amount of money towards necessities on a regular basis. Profit measurement becomes more difficult if the budget constantly fluctuates. Since a fixed budget allots the same amount of money each month on necessities, you can compare each monthly budget to measure success. You can also measure yearly budgets to measure long-term success. This comparison gives you immediate insight into which months have better cash flow and the reason for that. One month's increased expenditure in one area and decrease in another may have produced a stronger financial result than expected. The regular, fixed budgeting allows small business owners to keep track of such changes and change the business model accordingly to take advantage of positive financial changes. The fixed budget inevitably keeps costs down so long as the business abides by the strict financial limits placed upon the entire business. This forces the business to make savvier spending decisions as opposed to more expensive and possibly riskier investments if no cap on expenditures exists. It forces financial discipline at almost every level in the business. A fixed budget only works if a business can survive on it. For example, unexpected expenses such as broken equipment can cause a small business to go over the allotted money allowed by the fixed budget. A fixed budget allows a small business to keep track of such unexpected expenditures by putting money aside specifically for these situations. Further, readjustment of how money is spent within the fixed budget can also cover costs of unexpected expenses while reducing spending in other, less urgent areas. In short, the fixed budget creates financial discipline but does give a small business some room to change budgetary items within the confines of the budget to maximize the efficiency of each pound spent.
A flexible budget is a series of budgets prepared for various levels of activities, revenues and expenses. Flexible budgets are modified during the year for actual sales levels, changes in cost of production and virtually any other change in business operating conditions. This flexibility to adapt to change is useful to owners and managers. Variable expenses in flexible budgets are defined as percentages of sales. For example, if sales were to increase dramatically, flexible budgets would get adjusted to increase spending on marketing to take even more advantage of unexpected increases in revenues. Similarly, while a static budget would limit hiring more employees, a flexible budget would adapt to the need for more staff to meet increased demand by increasing the budget for payroll expenses. With static budgets, costs of operations and product profit margins are set at the start of the year, based on historical data. Unfortunately, real life doesn't let everything stay the same. Flexible budgets can handle these changes. Suppose material costs for a product suddenly increase during the year, making this item unprofitable. A flexible budget would spot this variance, and management could take corrective actions. It might be a price increase or an effort to find cost savings in manufacturing expenses. Flexible budgets react more quickly to adverse conditions. Suppose the budget was set up with the expectation that sales would be £200,000 per month and labour cost was budgeted at £50,000 per month, or 25 percent of sales. If sales declined to £150,000 per month, then labour cost should be reduced to £37,500 (25 percent of £150,000). A static budget would not adjust to the decline in revenues and would keep labour costs at the original level. Revenues and expenses are constantly adjusted in flexible budgets for current operating conditions. New environmental regulations might increase the costs of production and could require the purchase of different types of machines. Weather conditions could increase shipping costs and result in delayed shipments to customers.
With flexible budgets, managers are constantly updating their projections and cost controls with current information. The most significant advantage of flexible budgets over static ones is the ability to adapt to changes in the real world. Nothing ever stays the same, and management has the responsibility to respond to unanticipated adverse conditions and to take advantage of unexpected opportunities.
	


2. What is zero based budgeting? Explain the process of zero based budgeting?
Zero based budgeting in management accounting involves preparing the budget from the scratch with a zero-base. It involves re-evaluating every line item of cash flow statement and justifying all the expenditure that is to be incurred by the department.
Zero-based budgeting definition goes as a method of budgeting whereby all the expenses for the new period are calculated on the basis of actual expenses that are to be incurred and not on the differential basis which involves just changing the expenses incurred taking into account change in operational activity. Under this method, every activity needs to be justified, explaining the revenue that every cost will generate for the company.
Contrary to the traditional budgeting in which past trends or past sales/expenditure are expected to continue, zero-based budgeting assumes that there are no balances to be carried forward or there are no expenses that are pre-committed. In the literal sense, it is a method for building the budget with zero prior bases. Zero-based budgeting lays emphasis on identifying a task and then funding these expenses irrespective of the current expenditure structure.
As zero-based budgeting is detail-oriented nature, it may be a rolling process done over several years, with a few functional areas reviewed at a time by managers or group leaders. Zero-based budgeting can help lower costs by avoiding blanket increases or decreases to a prior period's budget. It is, however, a time-consuming process that takes much longer than traditional, cost-based budgeting. The practice also favours areas that achieve direct revenues or production, as their contributions are more easily justifiable than in departments such as client service and research and development.
Suppose a company making construction equipment implements a zero-based budgeting process calling for closer scrutiny of the expenses in its manufacturing department. The company notices that the cost of certain parts used in its final products and outsourced to another manufacturer is increasing 5% every year. The company has the capability to make those parts in-house and with its own workers. After weighing the positives and negatives of making the parts in-house, the company finds that it can make the parts cheaper than the outside supplier.
Instead of blindly increasing the budget by a certain percentage and masking the cost increase, the company can identify a situation in which it can decide to make the part itself or buy the part from the external supplier for its end products. With traditional budgeting, cost drivers within departments may not be identified, while zero-based budgeting is a more granular process that aims to identify and justify expenditures. Zero-based budgeting is more involved, however, so the costs of the process itself must be weighed against the savings it may identify.
The process of Zero Based Budgeting:
The first and foremost step involved in the zero-based budgeting process is, identifying the decision unit. A decision unit can be a single activity or a cluster of activities which can be independently and meaningfully identified. By independent, it is an activity which is isolated and not overlapping other activities. So every decision unit will be separate from each other. An organization is divided into many decision units. Each cost centre like marketing department, production department, human resource department, research, and development department, etc. acts as a decision unit. This step plays a significant role in justifying each item of expenditure in the budget. Manager of each decision unit has to give justification for the expenses and required budget allotment for his decision unit. The justification given by the manager should not be based on prior period budget or based on his decision unit’s expenditure in the preceding year. Since zero-based budgeting is preparing the budget from the scratch, therefore the justification for the required budget should also be fresh.
Making Decision Packages
In this step, the decision units that were identified in the first step are broken down into smaller decision packages. These decision packages must be in line with the objectives of the organization. Each decision package acts as a standalone proposal which is appealing for allocation of funds. Each decision package defines the functions, activities, and operations of the proposal, the need for the proposal, economic and intangible benefits associated with the implementation of the proposal, loss of opportunity if funds are not allocated to the proposal, etc. A formal decision package must contain the following information
a. The task for which the decision package is made
b. Goals and objectives of broader decision unit of which it is part of
c. Goals and objectives of the decision package
d. Analysing the need for the task
e. Analysis of the technical and operational viability of the task
f. Analysing the alternative course of action
[image: Steps in Zero Based Budgeting (ZBB)]
Ranking Decision Packages
This is the third step involved in the zero-based budgeting process. In this step, all the decision packages within a decision unit and among various decision units are ranked in the order of their importance and priority. The logic behind prioritising decision packages is to have an efficient allocation of scarce resources. Decision packages are ranked based on the cost-benefit analysis. While doing this, all the alternatives options are evaluated so as to select all the better and cost-effective options. Top management reserves all the rights to approve or reject a decision package. Only those decision packages are approved which help the organization to achieve its predetermined objectives. Management also ensures that the costing in each decision package is accurate and realistic.
Allocating Available Resources
This zero-based budgeting step is an extension of the previous step. The decision packages that are ranked in the previous step are allocated funds in this step. So we can say that in this step funding decisions are made. The allocation of funds and other resources are based on the ranking of decision packages. So the most promising decision packages get better funding. This ensures optimum utilization of scarce resources.
Controlling and Monitoring
This is the last step in preparing zero-based budgeting. In this step, decision packages are monitored and evaluated for their performance and output. Measuring the performance of the decision packages helps the management to understand whether the allocation of resources is done accurately or not.
Conclusion: Since zero-based budgeting is a cost control technique, it is very important that the steps to implement zero-based budgeting are properly and wisely followed. There must be a detailed description of how the allocated funds would be used by each department and how the organization will benefit from it overall. Though steps involved in zero-based budgeting process are time-consuming, it provides the most systematic method of allocation of company’s funds.

3. How variance in budgets can be used as a tool of control in an organisation. Explain this using illustration.

Variance in budgets deals with an analysis of deviations in the budgeted and actual financial performance of a company. The causes of difference between the actual outcome and the budgeted numbers are analysed to showcase the areas of improvement for the company. At times, it is also a sign of unrealistic budgets and therefore in such cases budgets can be revised.
In other words, variance analysis is a process of identifying causes of variation in the income and expenditure of the current year from the budgeted values. It helps to understand why fluctuations happen and what can and should be done to reduce the adverse variance. This eventually helps in better budgeting activity.
A variance in management accounting may be favourable (costs lower than expected or revenues higher than expected) or adverse (costs higher than expected or revenues lower than expected). Either positive variance or negative variance is reflected negatively on the budgeting efficiency unless caused by extreme events.
Variance analysis aids efficient budgeting activity as management wishes to have lower deviations from the planned budgets.  Wanting a lower deviation usually leads managers to make detailed and forward-looking budgetary decisions.
Variance analysis acts as a control mechanism. Analysis of large deviation on key items helps the company in knowing the causes and it helps management look into possible ways of how such deviation can be avoided.
Variance analysis facilitates assigning responsibility and engages control mechanism on departments where it is required. For example, if labour efficiency variance is seen to be unfavourable or procurement of raw material cost variance is unfavourable, the management can enhance control of these departments to increase efficiency.
The variance analysis has been of great use to organisations; however it comes with its own set of limitations as follows:
· Variance analysis as an activity is based on financial results which are released much later after quarterly closing; there may be a time gap which may affect the remedial action taking an ability to a certain extent. Also, not all sources of variance may be available in accounting data which makes acting upon variances difficult.
· If the budgeting is not made taking into consideration the detailed analysis of each factor, the budgeting exercise may be loosely done which is bound to deviate from the actual numbers. Thereafter analysing variances may not be a useful activity.
Variance analysis involves assessing the difference between two figures. It is a tool applied to financial and operational data that aims to identify and determine the cause of the variance. In applied statistics, there are different forms of variance analysis. In project management, variance analysis helps maintain control over a project's expenses by monitoring planned versus actual costs. Effective variance analysis can help a company spot trends, issues, opportunities and threats to short-term or long-term success.
Variance analysis is important to assist with managing budgets by controlling budgeted versus actual costs. In program and project management, for example, financial data are generally assessed at key intervals or milestones. For instance, a monthly closing report might provide quantitative data about expenses, revenue and remaining inventory levels. Variances between planned and actual costs might lead to adjusting business goals, objectives or strategies.
 
[bookmark: _GoBack]Budget versus actual analysis can provide insight into what really happened in your business against what you thought was going to happen. Your budget is never going to be exact. Budgets typically use rounded and estimated numbers, where in reality, these are simply forecasts. However, investigation into the items where there is significant variance can help you understand what your business is doing well in and identify areas in which you need to improve. Negative variances can be caused by an efficiency problem, utilisation problem, or simply some type of unexpected and unavoidable occurrence. On the other hand, you may find that you are doing better than expected. Analysis of positive variances can provide insight to why you did so well and what processes are working for your business.[image: https://d.adroll.com/cm/aol/out?advertisable=I23CYQ6PIZGFDJDLQGORT2][image: https://d.adroll.com/cm/index/out?advertisable=I23CYQ6PIZGFDJDLQGORT2][image: https://d.adroll.com/cm/n/out?advertisable=I23CYQ6PIZGFDJDLQGORT2]
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