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Principles of Cost Accounting

9,000 units, the actual production costs should be greater than the amount
budgeted for 9,000 units because certain manufacturing expenses, such as
direct materials, vary with the volume of units produced.

“The flexible budget is influenced by the presence of fixed and variable
costs. Recall that fixed costs are those costs that do not change in total as
production changes over a given range of activity. These expenses are a
function of time, and generally they will be incurred regardless of the
level of production. For example, such expenses as straight-line deprecia-
tion, insurance, property taxes, and supervisory salaries will remain the
same in dollar total, except in the extreme case of a major change in pro-
duction that requires more or fewer machines, facilities, and supervisory
personnel. ’

Variable costs vary in total dollar amount in proportion to any change
in production or sales volume. These costs may include such items as direct
materials, direct labor, factory overhead expenses such as supplies, the elec-
tricity t6 fun the machines, and repair costs, and selling and administrative
expenses such as sales commissions and copying charges. It is because of
these variable items that the total cost or revenue will differ from amounts
in the master budget, when the actual level of production or sales volume is
different from the master budget level. For example, if a manufacturer has
budgeted direct materials cost of $50,000 based on budgeted production of
5,000 units for the month, but the actual production is 6,000 units, there
will be litdle value in comparing the actual direct materials cost incurred
with the $50,000 in the master budget. One would expect that if the actual
units produced were greater than 5,000, then the direct materials cost
would be greater than $50,000. A flexible budget, however, would be useful
because it would indicate the budgeted direct materials cost for the 6,000
units of production achieved. This would enable management to determine |
how well direct materials costs were controlled, given the actual level of
production attained.

Preparing the Flexible Budget

Assume that Scottsdale Styles’ budgeted sales of 30,000 tables in Figure 7-3
were not met; actual sales of tables were 28,000 units and dollar sales were
$4,250,000, not the budgeted sales of $4,500,000. If Scottsdale’s manage-
ment wanted to know how good of a job it did generating revenue, given
the number of units that were actually sold, the master budget numbers
would not be helpful. For an “apples to apples” comparison of budgeted
and actual sales revenue at the same unit volume, the accountant would
need to prepare a flexible budget that would be useful within a relevant
range of activity. The flexible budget in Figure 7-12 assumes that the rele-
vant range within which the master budget cost and revenue relationships

~would hold is between 28,000 and 32,000 tables per year, and it only

includes sales revenue, direct materials, and direct labor broken out in
detail, using the budgeted selling price and unit costs for Scottsdale Styles
presented earlier in the chapter. To reduce the level of detail in the exam-
ple, the factory overhead and selling and administrative expenses in the




Chapter 7 - The Master Budget and Flexible Budgeting

Figure 7-12 Flexible Budget for Production and Sale of Tables
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30,000 units 32,000 units
$4,200,000 $4,500,000 $4,800,000 |

Lumber ($20 perunity 560,000 600,000 | 640,000
Paint ($4 per unit) 112,000 120,000 128,000
Direct abor _ ~
7| Culling ($3.75 perunity 1 105,000 112,500 120,000 !
287 Assembly ($2.40 per unif) o 67,200 72,000 76,800
ing ($1.50 per unit) . 42,000 45000 | 48,000
riable factory overnead ($6.93 per unit) 194,040 | 207800 221,760 1=
Variable selling and administrative expense 722120 773,700 825,280 1|+
. ($25.79 per unit) >
Confribution margin o $2,397,640 $2,568,900 | $2,740,160 1%
Fixedfactoryoverhead _ . 207825 ..207,825 | 207,825 1
715 Fixed selling and adminisirative expense | 773,825 773,825 773825

$1.416,990 $1,687,250 $1,758,510

Operating income

Scottsdale Styles illustration are listed in total as variable and fixed, assum-
ing that approximately half of each type of expense is variable, and half is
fixed at the 30,000-unit master budget level. (Budgeting for factory over-
head is covered in depth in the next section of this chapter.)

Note that the three levels of production and sales were chosen merely
for illustrative purposes, and that a flexible budget could be prepared for
any volurne level within the relevant range of 28,000 to 32,000 units. Also
note that the per-unit amounts for the variable costs came from the stan-
dard amounts per unit given in the master budget section of the chapter.
For example, the $20 per-unit cost for lumber was obtained by multiplying
the standard quantity of 10 board feet per table by the standard cost of §2
per board foot, and the $3.75 per-unit cost for cutting labor was deter-
mined by multiplying the 0.25 standard hours per table by the standard
labor cost of $15 per hour.

Preparing a Performance Report Based on Flexible
Budgeting

In preparing the performance report for the production and sale of tables
in Figure 7-13, the actual revenue and expense amounts are assumed.
(Note that for ease of illustration, unlike the master budget illustration, it
is assumed that the number of units produced equals the number of units
sold so that there are no complications related to inventory level changes.)
The budgeted revenue and expense amounts were taken from the flexible
budget at the 28,000-unit level in Figure 7-12.

Note that the variance for the sales revenue was $50,000 favorable.
Since the comparison of budgeted.and actual revenue is at the same
28,000-unit level, the actual selling price per unit must have been greater
than the budgeted selling price of $150 per table. In fact, the actual average
selling price was $151.80 ($4,250,000/28,000). So, given the number of
units sold, Scottsdale Styles obtained favorable selling prices. Recall that
the master budget, however, planned for the sale of 30,000 units and
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