
 

 

Answer on Question #54480, Economics / Other 

1. What are the two types of information available to complete the budget? Describe the benefits 

and disadvantages of them and give an example of each. 

2. Identify four factors of management intention in regard to the cash flow budget. 

Explanation: 

Budgeting requires a great deal of information that can be drawn from many sources. The 

main sources of information for budgeting purposes are: 

 previous year's actual results; 

 other internal sources which may include manager's knowledge concerning the 

state of repair of fixed assets, training needs of staff, long-term requirements of 

individual customers, etc.; 

 estimates of costs of new products using methods such as work study techniques 

and technical estimates; 

 statistical techniques such as linear regression may help to forecast sales; 

 models, such as the EOQ model, may be used to forecast optimal inventory levels; 

 external sources of information may include suppliers' price lists, estimates of 

inflation and exchange rate movements, strategic analysis of the economic 

environment. 

Budgets are open to uncertainty. For example, non-controllable factors such as a 

recession or a change in prices charged by suppliers will contribute to uncertainty in the budget 

setting process. 

Incremental budgeting" means that next year's budget is established based upon the 

current budget plus an "increment" added to cover the increasing costs of services generally each 

year (inflation). This approach is not recommended as it fails to take into account changing 

circumstances. Moreover, it encourages “spending up to the budget” to ensure a reasonable 

allocation in the next period. It leads to a “spend it or lose it” mentality. Incremental budgets are 

based on aggregate data. They might not match company’s targets. Incremental budgets can 

potentially cause over or underfunding of certain areas. 

Advantages of incremental budgeting include the following characteristics:  

1. The budget is stable and change is gradual. 

2. Managers can operate their departments on a consistent basis. 

3. The system is relatively simple to operate and easy to understand. 

4. Conflicts are avoided when departments appear to be treated similarly. 

5. Co-ordination between budgets is easier to achieve. 



 

 

6. The impact of change can be seen quickly. 

Disadvantages of incremental budgeting are the following: 

1. Assumes activities and methods of working will continue in the same way. 

2. No incentive for developing new ideas. 

3. No incentive to reduce costs. 

4. Encourages spending up to the budget so that the budget is maintained next year. 

5. The budget may become out-of-date and no longer relate to the level of activity or type 

of work being carried out. 

6. The priority for resources may have changed since the budgets were originally set. 

7. There may be budgetary slack built into the budget, which is never reviewed. Managers 

might have overestimated their requirements in the past in order to obtain a budget which is 

easier to work within, and which will allow them to achieve favourable results. 

Incremental methods are used when the external and internal business environments are 

relatively stable and are applied for items that are business driven – which, in fact, represent the 

majority. Such a scenario happens in most of the situations and the past evolutions are highly 

relevant (the past real figures, together with assumptions about the future, are used as the 

ground for estimating the future evolutions of the budget items within the budget plan). Like all 

budgeting processes for business, incremental budgeting can be used in conjunction with other 

budgeting and spending control techniques, and can be modified to suit the needs of its users. 

Let’s say our business has been very stable and growing at a rate of about 8% each year. 

If we were to apply this technique to create a new budget for the next year, we would start with 

last year’s budget and then add somewhere around 8% to all of the necessary company budgets 

that are not fixed. For example, we wouldn’t have to add 8% in costs to any fixed costs like debt 

or fixed overhead costs, but we probably want to make incremental changes to such things as 

sales costs (needed to drive the growth), as well as product and cost of goods budgets. 

Zero-based budgeting is a technique of planning and decision-making which reverses the 

working process of traditional budgeting. In traditional incremental budgeting, departmental 

managers justify only increases over the previous year budget and what has been already spent 

is automatically sanctioned. No reference is made to the previous level of expenditure. By 

contrast, in zero-based budgeting, every department function is reviewed comprehensively and 

all expenditures must be approved, rather than only increase. Zero-based budgeting requires the 

budget request be justified in complete detail by each division manager starting from the zero-

base. The zero-base is indifferent to whether the total budget is increasing or decreasing. 

Advantages of zero-based budgeting 

1. Efficient allocation of resources, as it is based on needs and benefits. 



 

 

2. Drives managers to find cost effective ways to improve operations. 

3. Detects inflated budgets. 

4. Useful for service departments where the output is difficult to identify. 

5. Increases staff motivation by providing greater initiative and responsibility in decision-

making. 

6. Increases communication and coordination within the organization. 

7. Identifies and eliminates wasteful and obsolete operations. 

8. Identifies opportunities for outsourcing. 

9. Forces cost centres to identify their mission and their relationship to overall goals. 

Main benefit of ZBB is for Not-Profit organisation, Govt. sector and public sector. If there 

are more expenses for social welfare, they will not cut it. They will generate more financial 

resources by donation or tax or equity issue or new issue of currency. 

Disadvantages of zero-based budgeting: 

1. Difficult to define decision units and decision packages, as it is time-consuming and 

exhaustive. 

2. Forced to justify every detail related to expenditure. The R&D department is threatened 

whereas the production department benefits. 

3. Necessary to train managers. Zero-based budgeting must be clearly understood by 

managers at various levels to be successfully implemented.  

4. In a large organization, the volume of forms may be so large that no one person could 

read it all. Compressing the information down to a usable size might remove critically important 

details. 

5. Honesty of the managers must be reliable and uniform. Any manager that exaggerates 

skews the results. 

For example, we have estimated our current yearly income as $ 90000. We have to 

estimate all the expenditure which will be of a revenue or capital nature. We will keep the past 

as zero. It means we will not estimate $ 70,000 as our expenditure because pervious year 

estimated expenditure is $ 75000. With this, we will spend $ 20,000 in useless projects. Thus, it 

would be left nothing out of $ 90000. For example, if our revenue expenditure estimation is $ 

80,000. We can estimate the investment of $ 10,000 in SBI Mutual Fund (80% Debt Sources 

Projects). It can be only possible if we will work on zero based budgeting. 

2. Identify four factors of management intention in regard to the cash flow budget. 



 

 

One of the areas of corporate financial management is the effective management of cash 

flow. A full assessment of the financial condition of the enterprise is impossible without an 

analysis of cash flows. One of the objectives of the management of these flows is to identify the 

relationship between them and a profit or what necessary to know, whether the received profit 

result of effective cash flow or is it the result of any other factors. 

In order to understand this question, we need to understand what is meant by the terms 

"cash flow". Cash flow is the transfer of money to anyone both in cash and cashless. Cash flow is 

a fundamental principle, whereby there are finance, financial ratios, cash funds, cash flows. 

In theory, everything is quite simple: consist of accrual of income and expenses; in fact it 

is a promise to pay. On the one hand, our promise to pay - this is our spending, on the other, the 

payments promised to us - our revenues. When income is spent on new arrivals, receivables arise. 

If a consumer repays it, there are additions to the form of cash, if not, the period of receivables 

grows until it turns into unrealized receivables. It follows the first rule: we need to control the 

duration of receivables for each counterparty. 

When the costs and payments are varying in duration, payables arise. Accounts payable - 

a resource (trade credit), which gives the counterparty. Cash is not transferred, but the resulting 

resource is already in circulation in commerce or in the production. However, debt recovery, it is 

important to comply strictly with contractual obligations to maintain long-term relationships, as 

the success of a supplier depends on the prosperity of the company. 

Generate cash flow budget is impossible without movement budget income and 

expenditure budget and accounts receivable and payable, (unpaid fixed charges).  

The financial movement budgets of income and expenditure developed the first and it 

can not be realized without the structure of the budget cash flow, as the structure of income and 

revenue, as well as the costs and benefits are identical. To do this: 

At first, the revenues should be structured. First, a structured list of products should be 

drawn up, which the company produces, we will need to adhere to the principle of materiality 

(level of detail should be such that the costs of planning, accounting and plan vs. actual analysis 

were acceptable and did not exceed the benefits of granularity). For example, a trading network 

structure of income is as follows: groceries (a member of the categories of cereals, sugar, tea, 

coffee, etc.), non-food items, beverages, fresh food. For a plant to produce galvanized rolled 

products can be structured according to the coating thickness, the width of the rolled the length 

of the roll, etc. 

Secondly, the costs need to be structured. The main elements of costs in the cost 

structure are material costs, third party services, wages, taxes and fees. For the purposes of this 

article we are not going to divide the costs into variables and constants; this separation is 

necessary for the marginal analysis, and thus to determine the effectiveness of products. 

Meanwhile, we must not forget that the budget management system allows companies 

to plan their calculation, and hence the receipt for payment and debt, that it will allow to 



 

 

understand, in what month we can expect the cash gap that borrow money, or vice versa, when 

we planned major income and in connection with this plan for the transfer of money to deposit. 

Information for control arises when there are plans and evidence that on the basis of analysis the 

fact, that deviations from the plan, and most importantly, it is clear why these deviations 

occurred. Planned and actual data exist within certain periods, often a month. Thus, in addition 

to the structure of income - income and expenditure - payments to cash management through 

CFB need to plan and gather evidence month, track deviation, to understand why the rejection 

occurred on the basis of this information to make decisions.  

Finally, it should be noted, the cash flow budget connects the income, expenses, 

receivables and cash. He is the main organization for the operational management of the treasury 

and allows us to plan activities without cash gaps, implement algorithms for borrowing money 

and placing available funds on deposit. BCF provides a measure of liquidity and solvency of the 

company is required to manage receivables and payables. Note that the cash flow budget allows 

managers to obtain data not only about the current financial situation and on the 

implementation of the company's objectives, but also it takes into account the fact that no one 

company could not functioning without cash. 
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