ACCT 102 - Professor Farina

Lecture Notes – Chapter 21:  FLEXIBLE BUDGETS AND STANDARD COSTING

Flexible Budgeting

The Budgetary Control Process – Actual results are seldom equal to budgeted goals. The difference between actual results and budgeted goals are called variances. Variances need to be identified, investigated, and corrective actions taken. There are four major steps involved in the budgetary control process:

1. Develop the budget based on planned objective (last chapter)

2. Compare actual results to budgeted amounts and analyze the differences

3. Take corrective and strategic actions if necessary

4. Establish new objectives and start the budgeting cycle over with new budgets

Fixed Budgets – Fixed budgets are known as “static” budgets, because the budget remains at the same levels used when the budget was created. It does not change, even though considerations that went into developing the budget might change.  If actual production is different than budgeted production, it is difficult to analyze budgetary variances when fixed budgets are used. 
Flexible Budgets – These are budgets that “flex” or change with varying levels of activity.  For example, if the original budget called for producing 1,000 units, but a company actually produced 1,200 units, a revised budget would be created for 1,200 units. Flexible budgets assist management in evaluating performance.  We will work on creating flexible budgets in class, but the strategy is to identify costs as either variable or fixed.  Variable costs will change as the output changes, but fixed costs will remain the same.   There is a good example of such a budget in Exhibit 21.3 of our text. You will notice that the budget takes the form of a contribution margin income statement.
Here is a guided example on how to prepare a flexible budget:
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The flexible budget performance report:  The differences between the Budgeted Amounts and the Actual results are calculated on the flexible budget performance report. These differences will either be favorable or unfavorable.  We will be using abbreviations as we work through the variances as follows:

· F = Favorable: When compared to budgeted amounts, the actual cost is lower than budgeted. Or, actual revenues are higher than budgeted. 
· U = Unfavorable: When compared to budgeted amounts, the actual cost is higher than budgeted. Or, actual revenues are lower than budgeted. 
A guided example on preparing a flexible budget performance report follows.
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Standard Costs

Standard Costs are preset costs for delivering a product or service under normal conditions.  They are used by management in evaluating performance. There are many people involved in developing standard costs. 

For example, there are standard costs for direct materials purchases. The purchasing department would be involved in setting these standards. There are standard costs for direct material usage; the production manager would set such standards based on historical experience or time-and-motion studies. 
There are also standards for direct labor pay rates and labor efficiency. The human resources and/or payroll departments would provide the accountant the data for the pay rate standards. The production manager will work with the accountant in setting standards for labor efficiency.
Once standards are developed, it is important to analyze differences between actual and standard costs to assess performance. These differences are calculated using cost variance formulas. 
The formulas we will use are summarized in the table on the next page.
Summary of Cost Variance Formulas

	Variance name
	Formula
	Purpose of the variance

	Materials Price Variance
	(Actual price – Standard price) * Actual qty. 

(ASA)
	Computes the difference between actual cost paid per unit for direct materials and the standard cost per unit for direct materials.

	Materials Quantity Variance
	(Actual quantity used – Standard quantity allowed) * Standard price

(ASS)
	Computes the difference between the actual number of direct materials units used and the standard number of direct materials allowed, based on units made.  

	Labor Rate Variance
	(Actual pay rate – Standard pay rate) * Actual hours worked 

(ASA)
	Calculates the difference between the actual hourly labor rate paid and the standard labor rate per hour. 

	Labor Efficiency Variance
	(Actual hours worked – Standard hours allowed) * Standard pay rate/hour

(ASS)
	Calculates the difference between the actual number of hours worked and the standard number of hours allowed. The standard direct labor hours allowed is based on actual production.

	Controllable Variance (Factory Overhead)
	Actual total overhead costs, less
Applied total overhead from the flexible budget
	Computes overhead variance for costs usually under management control. It is the difference between actual overhead costs and the budgeted overhead computed at standard hours for units actually produced.

	Volume Variance (Factory Overhead)
	Budgeted fixed overhead costs, less
Applied fixed overhead
	This variance measures the difference between operating at the standard level for units produced and production capacity. It is the difference between budgeted fixed overhead and overhead applied. When unfavorable, it calculates fixed costs wasted by not producing up to capacity. A favorable variance indicates more units were produced than expected.


Guided examples illustrating variance calculations follow.

Calculating direct materials variances:
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Calculating direct labor variances:
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Calculating direct materials and direct labor variances:
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Calculating overhead variances:
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Extensions of Standard Costs
Standard costs for control

Management personnel have two basic duties: those revolving around planning, such as budget creation, and control. Using reports that detail differences between actual results and budgeted amounts, or reports that detail standard cost variances, assist management in controlling operations. Significant variances should be investigated and corrective actions taken quickly. This is an example of management by exception. 

Standard costs for services

Companies providing services may also use standard costing. For example, banks often have standards on how much time tellers should take to process customer transactions. The computer used by the tellers tracks the time on each transaction, and a report is produced summarizing the teller’s actual time taken against the standard. 
Standard cost accounting systems

Many accounting systems incorporate variance accounts in their general ledger, and are programmed to record variances in the accounts. 
For example, assume that a company has standard direct materials of 5 pounds per unit. The standard cost per pound is $1.00. During the month, 1,000 units were produced. The actual quantity of material used was 5,100 pounds. The actual price paid per pound was $.90.
The direct material variances would be calculated as follows:

Price: ($.90 - $1) * 5,100 pounds = 


$510 F

Quantity: (5,100 pounds – 5,000** pounds) * $1 = 
$100 U

** 1,000 units produced * 5 pounds per unit = 5,000 pounds

A standard cost accounting system would record the direct materials usage as follows:







Debit


Credit
Goods in Process Inventory (5,000 * $1)
5,000

Direct Materials Quantity Variance 

   100


Direct Materials Price Variance



   510


Raw Materials Inventory (5,100 pounds * $.90)     

4,590

This practice simplifies recordkeeping, saves accountants’ time, and helps in preparing reports. 
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