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FLEXIBLE BUDGETING

A. Definition:--A flexible budget is a budget that is a function of one or more levels of activity.  Thus, the budget depends on one or more measures of activity volume rather than being fixed in amount.

B. Purpose:--The purpose of a flexible budget is to develop an estimate or estimates of cost for one or more levels of activity.  Activity levels are typically measured in terms of activity inputs, levels, or outputs.  Such a budget is flexible in the sense that it depends upon a specified level of activity volume.  Acquisition budgets focus on the costs to be incurred to acquire actual or planned levels of resources.  Labor budgets, purchasing plans, and similar budgets are resource acquisition oriented.  Activity budgets focus on the resources that should be required to maintain activities at specified levels based on expected or desired levels of efficiency.  Production budgets focus on the resources that would be required to produce a specified set of products and services. Like activity budgets, production budgets are necessarily based on assumed levels of efficiency. The idea of a flexible budget is applicable to all three types of budgets.

C. Temporal issues:--Flexible budgets can be used as ex-ante forecasts of total cost for various levels of activity volume. Or they can be used as ex-post standards of the costs that should have been incurred for various levels of activity volume (measured in terms of input, activity, or output levels).

D. Context:--Flexible budgets are used in a wide variety of circumstances.  Such budgets are utilized in not-for-profit organizations as well as business firms, for a variety of activities including administrative and service tasks as well as production activities.  Flexible budgets can be used even when there is no functional relationship between activity inputs and outputs.  In such cases activity volume is measured in terms of input levels or other proxy measures of activity.

E.
Approach:--A flexible budget requires an estimate of the relationship between total cost and activity volume.  The form of that relationship depends on the structure of the process for which costs are being estimated.  Some criteria for choosing a measure of volume include:

1.
Causality -- an individual type of cost should be related whenever possible to that activity which causes the cost to vary.  

2.
Independence of activity measure -- to the extent possible, the activity measure should be independent of other influences.  For example, labor or machine hours are independent of changes in prices.

3.
Ease of understanding -- Activity measure units should be easily understandable and obtainable at reasonable expense. Complicated indices of activity volume are best avoided.

4.
Functionality - Activity measures should be functional and thus contribute to organizational goals.  For example, poor performance should not result in a more generous budget for performance evaluation and control purposes.

Practice: the cost behavior assumption that underlies much of current accounting practice is that cost is a simple linear function of volume.  Specifically, it is assumed that 

Total cost C = F + vQ, where F represents total fixed cost, v represents the variable cost per unit of activity, and Q represents the level of activity for which the budget is to be constructed.  When there are multiple cost drivers for an activity, then the linear equation is of the form 


Total cost  C = F + v1Q1 + v2Q2  + ( + vnQn
(1)

In matrix form, we would write this as 


Total cost C = F + vQ
(2)

Flexible budgeting can be implemented whenever a reasonably strong relationship exists between total cost and some measure of activity volume.  The relationship can be curvilinear or linear.  The important concept is that the budget flexes, in a predetermined manner, with changes in volume.

F.
Measures of Activity
1. Flexible budgets are sometimes based on measures of activity inputs (e.g., direct labor hours) that indicate the budgeted costs necessary to acquire a given level of resources at specified prices.  These are acquisition budgets, such as might be used to budget for the purchase of raw materials for a specified period.

2. Flexible budgets are sometimes based on measures of activity (e.g., hours a production line is in operation) to forecast the cost of operating an activity, usually for a given level of input or output (e.g., standard hours allowed for the output achieved).  In constructing such budgets, one must specify the rate at which resources will be consumed to maintain the activity.

3. Flexible budgets are sometimes based on measures of activity output (e.g., number of units produced during a period). In constructing such budgets, one must specify both the rate at which resources will be consumed to maintain the activity and the rate at which the activity will produce units of output.  Thus, a flexible budget based on output must be based on specified input/output ratios.

G.
Common uses of flexible budgets include:

1.
to estimate total indirect factory costs at different levels of activity to compute budgeted activity cost rates,

2. to budget total indirect factory costs at different levels of activity to compute standard activity cost rates,

3. to estimate total activity costs at different levels of activity to compute budgeted or standard activity cost rates.

4. to estimate total activity cost for the level of activity achieved for control and performance evaluation purposes,

5. to forecast total activity costs for cash budgeting purposes,

6.
to forecast activity costs for expense budgeting purposes, and

7.
to forecast total activity costs to forecast earnings under different scenarios.
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