Flexible Budgets

What is a flexible budget?
A flexible budget adjusts and/or changes in the volume of activity.  In other words, the flexible budget is based on cost behavior patterns.  A budget is a financial plan for the future of a business, project and/or task.  A budget can operate as either a planning or evaluation tool.  The flexible acts as an evaluation tool because it recognizes actual as of the end of the period rather than the beginning.  In other words the budget is compared to the actual production at the end of the period.  If 5,000 units were produced, then comparison of the actual cost to produce the 5,000 units is analyzed—what the organization should have actually spent.
What are the steps to developing a flexible budget?

1. Determine the budgeted variable cost per unit of output. Also determine the budgeted sales price per unit of output, if the entity to which the budget applies generates revenue (e.g., the retailer or the hospital). 

2. Determine the budgeted level of fixed costs.

3. Determine the actual volume of output achieved (e.g., units produced for a factory, units sold for a retailer, patient days for a hospital).

4. Build the flexible budget based on the budgeted cost information from steps 1 and 2, and the actual volume of output from step 3.
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What information is found on a flexible budget report?

In a flexible budget report, you would normally find the following items:

· Unit of Sales 
· Variable costs (direct material, direct labor, transport, idle time, cleanup), indirect cost, miscellaneous supplies, manufacturing, shipping
· Fixed Cost:  rent, depreciation, administrative cost,

Operating Income/Loss

How is that information used to evaluate performance?

This information is used by managers to evaluate the price variances and efficiency variances of the output.  It is used to assess the effectiveness of the accomplishments versus the goals.  The efficiency of inputs to outputs is also reviewed—it is said that the less input used to produce the product, the more efficient the operation is.  It can be concluded that flexible budgeting and its reporting helps to determine whether or not the company is properly aligning its budget to the output based on past performance.
