[bookmark: _GoBack]Chapter 9 –Flexible Budgets 

The budgets we just went over are static budgets.
· A static budget is prepared only for the planned or budgeted level of activity.
· These budgets are suitable for planning; however they can be inadequate for control if the actual level of activity during the period differs significantly from the budgeted level.
· Therefore an alternative approach is needed to restore the usefulness of budgets as a control tool.

Flexible Budgets 
· May be prepared for any activity level within the relevant range.
· Show costs that should have been incurred at the actual level of activity, enabling “apples to apples” cost comparisons.
· Reveal variances related to cost control. 
· Improve performance evaluation. 
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U=Unfavorable variance (unable to achieve the budgeted level of activity, and the costs were higher than expected.)
F= Favorable Variance (When costs are lower than expected) 

Since Cost variances are favorable, have we done a good job controlling costs?
· This question can’t be answered using a static budget.
· The relevant question should be…
· “How much of the favourable cost variance is due to lower activity, and how much is due to good cost control?
· To answer the question, we must flex the budget to the actual level of activity.
· To flex a budget we need to know that:
· Total variable costs change in direct proportion to changes in activity. (expressed as a constant amount per hour)
· Total fixed costs remain unchanged within the relevant range. (expressed as a total amount)

[image: ]
[image: ]






image1.tmp
2

File

B.

Paste

-

Clipboard s

']

Home

Inset  Design  Transitions

Animations  Slide Show

Review  View

Paragraph

coR

Shapes Arrange

Drawing

#

Editing

SEx
86 ) ~
o7 =)
88 (=]
=
[s0=]
o1 (=)
2=
9=
94 ]
95 &
96 @]
o7 o]
95 @]
(5]
005
o1
w2
1037
10471
o
10601
107/
108
1095 +

=4

Performance Reports

Machine hours

Variable costs
Indirect labour
Indirect materials
Power

Fixed costs

Depreciation
Insurance

Total overhead costs

Static
Budget

Actual
Results

Variances

10,000

8,000

2,000 U

$ 40,000
30,000
5,000

12,000
2,000

$ 34,000
25,500
3,800

12,000
2,050

$6,000 F
4,500 F
1,200 F

0
50 U

$ 89,000

$ 77,350

$11,650 F
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Cost Total Flexible Budgets
Formula Fixed 8,000 10,000
per Hour  Cost Hours Hours
Machine hours 8,000 10,000 12,000
Variable costs
Indirect labour $ 4.00 $ 32,000 $ 40,000 § 48,000
Indirect material 3.00 24,000 30,000 36,000
Power 0.50 4,000 5,000 6,000
Total variable cost $ 750 $ 60,000 § 75,000 _§ 90,000
Fixed costs
Depreciation $12,000 $ 12,000 $ 12,000 $ 12,000
Insurance 2,000 2,000 2,000 2,000
Total fixed cost $ 14,000 _$ 14,000 _§$ 14,000
Total overhead costs $ 74,000 § 89,000 $ 104,000
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Flexible Budget
Performance Report

Cost Total
Formula Fixed Flexible Actual
per Hour  Cost Budget Results  Variances

Machine hours 8,000 8,000 0
Variable costs
Indirect labour $ 4.00 $ 32,000 $ 34,000 $2,000U
Indirect material 3.00 24,000 25,500 1,500 U
Power 0.50 4,000 3,800 200F
Total variable cost $ 750 $ 60,000 $ 63,300 $3,300U
Fixed costs
Depreciation $12,000 $ 12,000 §$ 12,000 $
Insurance 2,000 2,000 2,050
Total fixed cost $ 14,000 $ 14,050
Total overhead costs $ 74,000 § 77,350 _§
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