STATIC AND FLEXIBLE BUDGETS

A static budget is prepared for one level of activity. It is prepared ahead of time as part of the planning process. The Master Budget is an example of a static budget. Flexible budgets can be prepared so that managers can have an estimate of how a range of activities might affect results. Flexible budgets can be prepared for any level of activity. Using a flexible budget can help  managers see what should have happened when the actual activity level is not what the expected (budgeted) level was. It can help managers control costs and make better performance evaluations.

Let's assume the original budget was for 10,000 units, but we only produced 8,000 units. Here’s a comparison between the original budget and our actual results. A variance is a difference between budget and actual. U means unfavorable—cost was more than planned. F means favorable—cost was less than planned.

	Master Budget
	
	Planning Budget
	Actual Amounts
	Variances
	

	Units of activity
	
	10,000
	8,000
	2,000
	U

	Variable costs
	Per unit
	
	
	
	

	  Indirect labor
	$4.00
	$40,000
	$34,000
	 $   6,000 
	F

	  Indirect material
	$3.00
	$30,000
	25,500
	     4,500 
	F

	  Power
	$0.50
	$5,000
	3,800
	     1,200 
	F

	Total variable costs
	
	$75,000
	$63,300
	 $ 11,700 
	F

	Fixed costs
	Per year
	
	
	
	

	  Depreciation
	$12,000
	$12,000
	$12,150
	 $    (150)
	U

	  Insurance
	2,000
	2,000
	1,980
	          20 
	F

	Total fixed costs
	
	$14,000
	$14,130
	 $    (130)
	U

	Total overhead costs
	
	$89,000
	$77,430
	 $ 11,570 
	F


How much of the cost variances is due to a different activity level and how much is due to cost control? We need to flex the budget to the actual level of activity. The total variable costs should change in proportion to the change in activity level. The total fixed costs should remain the same as in our original budget. 

Activity variances are the difference between the master planning budget and the flexible budget. Here’s an Activity Variance report:
	
	
	Planning Budget
	Flexible Budget
	Activity Variances
	

	Units of activity
	
	10,000
	8,000
	2,000
	U

	Variable costs
	Per unit
	
	
	
	

	  Indirect labor
	$4.00
	$40,000
	$32,000
	 $  (8,000)
	F

	  Indirect material
	$3.00
	$30,000
	24,000
	     (6,000)
	F

	  Power
	$0.50
	$5,000
	4,000
	       1,000 
	F

	Total variable costs
	
	$75,000
	$60,000
	 $(15,000)
	F

	Fixed costs
	Per year
	
	
	
	

	  Depreciation
	$12,000
	$12,000
	$12,000
	 $    0
	

	  Insurance
	2,000
	2,000
	2,000
	       0
	

	Total fixed costs
	
	$14,000
	$14,000
	 $    0
	

	Total overhead costs
	
	$89,000
	$74,000
	 $(15,000)
	U


The difference between the flexible budget revenue and the actual revenue is a revenue variance. The difference between the flexible budget cost and the actual cost is a spending variance.
	
	
	Flexible Budget
	Actual Amounts
	Revenue & Spending Variances
	

	Units of activity
	
	8,000
	8,000
	0
	

	Variable costs
	Per unit
	
	
	
	

	  Indirect labor
	$4.00
	$32,000
	$34,000
	 $  (2,000)
	U

	  Indirect material
	$3.00
	24,000
	25,500
	    (1,500)
	U

	  Power
	$0.50
	4,000
	3,800
	        200 
	F

	Total variable costs
	
	$60,000
	$63,300
	 $  (3,300)
	U

	Fixed costs
	Per year
	
	
	
	

	  Depreciation
	$12,000
	$12,000
	$12,150
	 $    (150)
	U

	  Insurance
	2,000
	2,000
	1,980
	          20 
	F

	Total fixed costs
	
	$14,000
	$14,130
	 $    (130)
	U

	Total overhead costs
	
	$74,000
	$77,430
	 $  (3,430)
	U


Now we can see that we spent more than we planned on indirect labor and indirect material, but we spent less on power than expected.
A performance report can be prepared showing a combination of the activity variances and the revenue/spending variances. 
	
	
	Planning Budget
	Activity Variances
	Flexible Budget
	Revenue & Spending Variances
	Actual Amounts

	Units of activity
	
	10,000
	2,000
	U
	8,000
	0
	
	8,000

	Variable costs
	Per unit
	
	
	
	
	
	
	

	  Indirect labor
	$4.00
	$40,000
	 $  (8,000)
	F
	$32,000
	 $  (2,000)
	U
	$34,000

	  Indirect material
	$3.00
	$30,000
	     (6,000)
	F
	24,000
	    (1,500)
	U
	25,500

	  Power
	$0.50
	$5,000
	       1,000 
	F
	4,000
	        200 
	F
	3,800

	Total variable costs
	
	$75,000
	 $(15,000)
	F
	$60,000
	 $  (3,300)
	U
	$63,300

	Fixed costs
	Per year
	
	
	
	
	
	
	

	  Depreciation
	$12,000
	$12,000
	 $    0
	
	$12,000
	 $    (150)
	U
	$12,150

	  Insurance
	2,000
	2,000
	       0
	
	2,000
	          20 
	F
	1,980

	Total fixed costs
	
	$14,000
	 $    0
	
	$14,000
	 $    (130)
	U
	$14,130

	Total overhead costs
	
	$89,000
	 $(15,000)
	U
	$74,000
	 $  (3,430)
	U
	$77,430


Performance reports can be prepared for cost centers (segments of a company that are only responsible for controlling costs) or for non-profit organizations such as universities or charities, 
The most common errors in preparing performance reports are assuming that all costs are fixed or that all costs are variable. In a flexible budget, we’ll flex (change) the total variable costs to reflect the actual activity level while leaving the total fixed costs as originally planned. 
