CHAPTER 7

FLEXIBLE BUDGETS, DIRECT COST VARIANCES, 

AND MANAGEMENT CONTROL

I.  LEARNING OBJECTIVES

1. Distinguish a static budget from a flexible budget

2. Develop flexible budgets and compute flexible-budget variances and sales-volume variances

3. Explain why standard costs are often used in variance analysis

4. Compute price variances and efficiency variances for direct-cost categories

5. Understand how managers use variances

6. Perform variance analysis in activity-based costing systems

7. Describe benchmarking and how it is used in cost management

II. CHAPTER SYNOPSIS

Budgets represent an estimate of expected revenues, costs, and income for a period of time, so it should not be surprising that actual net income for the budget period is usually different than the budgeted net income for that same period.  Companies perform variance analysis to help understand why there are differences (variances) between actual and budgeted figures. Chapter 7 discusses specific techniques that can be used by managers to gain a better understanding of why these variances occurred and to assist in future planning and decision making. In the previous chapter the emphasis was on preparation of the budget, in this chapter the emphasis is on using the information gathered through variance analysis to evaluate performance and provide feedback that will help in future decision making.

TEACHING TIP

Students consistently find this chapter to be the most difficult in the text. Use of a handout that illustrates the relationship between flexible and static budget variances improves comprehension and retention.  A sample handout that can be used for Chapter 7 and Chapter 14 is included at the end of the chapter notes.
III.  CHAPTER OUTLINE

A static budget is the budget prepared by a business prior to the start of the budget period.  A flexible budget is a budget prepared by a business after the budget period has ended, as part of the variance analysis process.  A flexible budget uses the same underlying fixed cost and per-unit cost and revenue assumptions as the original static budget.  The only difference between a static budget and a flexible budget is that the flexible budget uses actual output levels instead of budgeted output levels.  The difference between the actual results and the original budget is called the static budget variance.  The difference between the actual results and the flexible budget is called the flexible budget variance.  A favorable variance is any difference that results in increased operating income compared to the budgeted amount; an unfavorable variance is any difference that results in less operating income compared to the budgeted amount.
(Exhibit 7-1 illustrates the static-budget variance analysis for the Webb Company.)

Do Chapter Quiz # 1.

Assign Exercise 7-16.

A flexible budget recalculates budgeted revenues and costs using the actual output during the budget period. The three-step process for developing the flexible budget is as follows:

1. Identify the actual output quantity.

2. Calculate flexible budget revenues (budgeted selling price x actual quantity).

3. Calculate flexible budget costs (budgeted per-unit cost x actual quantity plus fixed costs.)

The sales-volume variance is strictly the difference resulting from actual output being different from the original static budget output.  The flexible-budget variance is the difference between actual revenues or costs and the comparable flexible budget amounts.

(Exhibits 7-2 and 7-3 display flexible-budget variance analysis for the Webb Company.)

(Exhibit 7-4 illustrates the relationship between static and flexible budget variances.)

Do Chapter Quizzes #2 and #3.

Assign Exercises 7-17, 7-23 PHGA, and 7-24.

Companies often set standards for use in preparation of budgets and subsequent variance analysis.  A standard is a pre-determined price, cost, or quantity usually expressed on a per-unit basis.  For example, a company may set standards for the amount of material to be used in producing one unit of product, or the number of labor hours required to produce one unit of product.  Although the “budgeted” amount is not always the “standard” amount (a budget could be prepared using last year’s average amounts instead of standard amounts, for example), when budgets are prepared using standard amounts the terms “standard” and “budget” can be used interchangeably.

Do Chapter Quiz #4.




A price variance occurs when the actual price for a production input is different than the budgeted price for that input. Examples of this would be when the cost of materials per square foot is higher/lower than budgeted, or when the worker cost per labor hour is higher/lower than budgeted amounts.  An efficiency variance occurs when the units of production input is different than the budgeted amount of input for the actual output.  Examples of this would be when the amount of materials used for each unit of production is higher/lower than the budgeted amount of materials per unit, or when the number of worker labor hours required to produce a unit is higher/lower than the budgeted amount of hours per unit. The formulas for calculating price and efficiency variances are as follows:

Price Variance
= (Actual Price/Unit – Budgeted Price/Unit) x Actual Quantity of Output

Efficiency Variance = (Actual Qty of Input – Budgeted Qty of Input) x Budgeted Price of Input

Students should note that the total of the price and efficiency variances equals the total flexible budget variance for the item being analyzed.  
(Exhibit 7-6 displays a variance analysis of direct materials and direct labor costs.)


Do Chapter Quizzes #5 and #6.   
 
 Assign Exercises 7-21 and 7-22;






Problems 7-36 PHGA, EXCEL, 7-37 PHGA, and 7-39.

 

Companies use the variance analysis information as feedback to assist them in evaluating performance and in future decision making. Two common performance attributes are efficiency and effectiveness.  Efficiency refers to the relative amount of inputs used to achieve a given output; effectiveness refers to the degree to which a predetermined objective or target is met.

Managers need to be careful to ensure that they understand the cause of a variance before using it as a performance measure.  The causes of a variance in one area may be the result of decisions made in another area, so care must be taken not to interpret variances in isolation from one another.  As one example, what appears to be an unfavorable efficiency variance in the production department may be the result of the purchasing department’s decision to save money by purchasing lower quality materials. The focus of variance analysis should be to learn from the information being gathered, and to improve future performance, not as a tool for assigning blame.

Do Chapter Quiz #7.

Assign Problem 7-34.

Companies that use activity-based costing systems can also benefit from variance analysis.  The primary difference in conducting variance analysis in an activity-based costing system environment is that the variance analysis is separated by output level.  This means that variance analysis is conducted separately for output-unit level costs, batch-level costs, product-sustaining costs, and facility-sustaining costs.

Do Chapter Quiz #8.

Assign Exercise 7-30 PHGA and Problem 7-43. 

In the long run, a company cannot be successful unless it is able to meet or exceed the performance of other companies. Benchmarking is the continuous process of comparing company performance against the performance of other companies.  When conducting benchmarking analysis, managers need to be careful to ensure that the benchmark numbers are measuring comparable items and activities.  Management accountants can assist in this process by providing information about differences in costs and revenues between companies, and how these differences may be affecting the numbers being compared.

(Exhibit 7-5 displays a benchmark comparison of airline costs/revenues per seat mile.)

Do Chapter Quiz #9.

Assign  Problem 7-32 PHGA.
IV.
CHAPTER 7 QUIZ
1. [CMA Adapted]  Flexible budgets

a. accommodate changes in the inflation rate.

b. accommodate changes in activity levels.

c. are used to evaluate capacity utilization.

d. are static budgets that have been revised for changes in prices.

2. [CMA Adapted} The following information is available for the Gabriel Products Company for the month of July:


         Static Budget
 Actual 


Units





   5,000

   5,100


Sales revenue




$60,000

$58,650


Variable manufacturing costs


$15,000

$16,320


Fixed manufacturing costs


$18,000

$17,000


Variable marketing and administrative expense
$10,000

$10,500


Fixed marketing and administrative expense
$12,000

$11,000

       The total sales-volume variance for the month of July would be

       a.  $2,550 unfavorable.    b.  $1,350 unfavorable.   c.  $700 favorable.   d.  $100 favorable.

3. [CMA Adapted] Bartholomew Corporation’s master budget calls for the production of 6,000 units of product monthly.  The master budget includes indirect labor of $396,000 annually; Bartholomew considers indirect labor to be a variable cost.  During the month of September, 5,600 units of product were produced, and indirect labor costs of $30,970 were incurred.  A performance report utilizing flexible budgeting would report a flexible budget variance for indirect labor of

a.  $170 unfavorable.   b.  $170 favorable.   
c.  $2,030 unfavorable.     d.  $2,030 favorable.

4. Which of the following is not an advantage for using standard costs for variance analysis?

a. Standards simplify product costing.

b. Standards are developed using past costs and are available at a relatively low cost.

c. Standards are usually expressed on a per unit basis.

d. Standards can take into account expected changes planned to occur in the budgeted period.

5. Information on Pruitt Company’s direct-material costs for the month of July 2005 was as follows:

Actual quantity purchased



30,000 units

Actual unit purchase price



  $2.75

Materials purchase-price variance


—unfavorable (based on purchases)

$1,500

Standard quantity allowed for actual production

24,000 units

Actual quantity used




22,000 units

       [CPA Adapted]  For July 2005 there was a favorable direct-materials efficiency variance of

       a.  $7,950.

b.  $5,500.

c.  $5,400.

d.  $5,600.

6. Information for Garner Company’s direct-labor costs for the month of September 2005 is as follows:

Actual direct-labor hours



34,500 hours

Standard direct-labor hours



35,000 hours

Total direct-labor payroll



$241,500

Direct-labor efficiency variance—favorable 

$    3,200

      [CPA Adapted]  What is Garner’s direct-labor price (or rate) variance?

      a.  $21,000 favorable    b.  $21,000 unfavorable   c.  $17,250 unfavorable   d.  $20,700 unfavorable

7. Performance evaluation using variance analysis should guard against

a. emphasis on a single performance measure.

b. emphasis on total company objectives.

c. basing effect of a manager’s action on total costs of the company as a whole. 

d. highlighting individual aspects of performance.

8. The basic principles and concepts of variance analysis can be applied to activity-based costing 

a. by application as to the levels of cost hierarchy.

b. through careful classification of costs as direct and indirect as applied to the product or job.

c. with use of standard costing systems only.

d. only through those activities related to individual units of product or service.

9. Benchmarking is

a. relatively easy to do with the amount of available financial information about companies.

b. best done with the best in their field regardless of type of company.

c. simply reporting the magnitude of differences in costs or revenues across companies.

d. making comparisons to direct attention to why differences in costs exist across companies.

CHAPTER 7 QUIZ SOLUTIONS:
1. B   2. C    3. A  4. B   5. C    

6. D   7. A   8. A  9. D

FLEXIBLE-BUDGET AND SALES-VOLUME VARIANCE ANALYSIS

Actual Results:

Flexible Budget:


Static Budget:

Actual Units Sold

Actual Units Sold


Budgeted Units Sold

X Actual Sales Mix
X Actual Sales Mix

X Budgeted Sales Mix

X Actual CM/unit
X Budgeted CM/unit

X Budgeted CM/unit

  | - - - - Flexible budget variance - - - - | - - - - Sales-volume variance - - - - |

  | - - - - - - - - - - - - - - - - - - - Static budget variance - - - - - -- - - - - - - - - - |

SALES-MIX AND SALES-QUANTITY VARIANCE ANALYSIS

Flexible Budget:





Static Budget:

Actual Units Sold

Actual Units Sold


Budgeted Units Sold

X Actual Sales Mix
X Budgeted Sales Mix

X Budgeted Sales Mix

X Budgeted CM/unit
X Budgeted CM/unit

X Budgeted CM/unit

  | - - - - - - Sales mix variance  - - - - - | - - - - Sales-quantity variance - - - - |

  | - - - - - - - - - - - - - - - - - - - Sales-volume variance - - - - - - - - - - - - - - - |

MARKET-SHARE AND MARKET-SIZE VARIANCE ANALYSIS

Flexible Budget:






Static Budget:

Actual Market Size

Actual Market Size

Budgeted Market Size

X Actual Market Share

X Budgeted  Market Share

X Budgeted Market Share

X Budgeted CM/unit

X Budgeted CM/unit

X Budgeted CM/unit

  | - - - - - - Market share variance  - - - - - | - - - - Market size variance - - - - |

  | - - - - - - - - - - - - - - - - - - - Sales-quantity variance - - - - - - - - - - - - - - - |

INPUT PRICE AND EFFICIENCY VARIANCES

Actual Costs:






Flexible Budget:


Actual Input


Actual Input


Budgeted Input (for actual output)

X Actual Price


X Budgeted Price


X Budgeted Price

  | - - - - - - - Price variance - - - - - - - | - - - - - - - Efficiency variance - - - - - - - |

  | - - - - - - - - - - - - - - - - - - - Flexible budget variance - - - - - -- - - - - - ----- - - - |

INPUT YIELD AND MIX VARIANCES

Actual Input/Actual Mix
:




Flexible Budget:
Actual Inputs Used

Actual Input Used

Budgeted Input (for actual output)

X Actual Input Mix

X Budgeted Input Mix

X Budgeted Input Mix

X Budgeted Price


X Budgeted Price


X Budgeted Price

  | - - - - - - - - Mix variance - - - - - - - - | - - - - - - - - - Yield variance - - - - - - - |

  | - - - - - - - - - - - - - - - - - - - Efficiency variance - - - - - - - - - - - - - - - - - - - - |
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