UDHNA CITIZEN COMMERCE COLLEGE

TYBCOM SEM-6
ADVANCED ACCOUNTING AND AUDITING -8
CH: FLEXIBLE BUDGET
THEORY READING MATERIAL

Introduction

A flexible budget is a financial plan that adjusts or flexes with changes in the volume of activity
or other relevant cost drivers. Unlike a fixed budget, which remains static regardless of changes in
activity levels, a flexible budget is dynamic and can accommodate variations in business
operations. This adaptability makes the flexible budget a valuable tool for performance evaluation

and cost control in fluctuating business environments.

Definition

A flexible budget is defined as a budget that is designed to change in response to varying levels of
activity. It adjusts the budgeted revenues and expenses based on the actual level of output, sales,
or other activities that influence costs and revenues. By doing so, it provides a more accurate and

realistic assessment of financial performance.

Objectives of Flexible Budget
1. Accuracy in Financial Planning: To provide a more accurate and adaptable financial plan

that can respond to changes in business activity.

2. Performance Evaluation: To facilitate the evaluation of performance by comparing actual

results with budgeted figures adjusted for the actual level of activity.

3. Cost Control: To help identify and control costs that vary with activity levels.



4. Resource Allocation: To ensure efficient allocation of resources based on current

operational needs.

5. Decision Making: To assist management in making informed decisions by providing a

realistic financial framework.

Components of Flexible Budget

1. Variable Costs:

o Costs that change in direct proportion to changes in activity levels. Examples

include raw materials, direct labor, and sales commissions.

2. Fixed Costs:

o Costs that remain constant regardless of changes in activity levels. Examples

include rent, salaries, and insurance.

3. Semi-variable Costs:

o Costs that have both fixed and variable components. Examples include utility costs

and maintenance expenses.

Steps in Preparing a Flexible Budget
1. Identify Variable and Fixed Costs: Determine which costs are variable, fixed, or semi-

variable.

2. Determine Cost Behavior: Analyze how variable costs change with different levels of

activity and establish a cost behavior pattern.



3. Select Activity Levels: Choose a range of activity levels (e.g., low, medium, high) that are

relevant to the business.

4. Prepare Budget for Each Activity Level: Calculate the budgeted revenues and expenses

for each selected activity level by applying the cost behavior pattern.

5. Analyze and Compare: Compare the actual performance with the budgeted figures

adjusted for the actual level of activity.

Situations in Which Flexible Budget is Used

1. Seasonal Businesses:

o Detail: Flexible budgets are ideal for businesses that experience seasonal
fluctuations in demand. By adjusting the budget based on the seasonal activity

levels, businesses can better manage their finances.

o Example: A retail store can use a flexible budget to plan for higher sales during the

festive season and lower sales during oft-peak periods.

2. New Product Launches:

o Detail: When launching a new product, businesses may face unpredictable changes
in sales volumes. A flexible budget allows them to adapt to these changes and

manage costs effectively.

o Example: A tech company launching a new gadget can use a flexible budget to

adjust marketing and production costs based on the initial sales response.

3. Project-Based Industries:



Detail: Industries that operate on a project basis, such as construction or consulting,

can benefit from flexible budgets to manage varying project timelines and costs.

Example: A construction company can use a flexible budget to adjust labor and

material costs based on the progress and requirements of different projects.

4. Service Industries:

o

o

Detail: Service industries with fluctuating demand, such as hospitality or
healthcare, can use flexible budgets to align their expenses with the level of service

provided.

Example: A hotel can use a flexible budget to manage staffing and operational costs

based on the occupancy rates.

5. Startups and Growing Businesses:

@)

Detail: Startups and rapidly growing businesses often face uncertain and
fluctuating revenue streams. A flexible budget helps them adapt to changing

financial conditions and growth patterns.

Example: A startup can use a flexible budget to adjust expenses related to

marketing, hiring, and product development based on actual revenue growth.

6. Economic Uncertainty:

Detail: During periods of economic uncertainty or market volatility, a flexible

budget allows businesses to make quick adjustments to their financial plans.

Example: A manufacturing company can use a flexible budget to manage costs

during an economic downturn by adjusting production levels and related expenses.



Example of Flexible Budget
Let's consider a hypothetical manufacturing company that produces widgets. The company's costs
can be divided into variable costs (raw materials and direct labor) and fixed costs (rent and

salaries). Here's an example of how a flexible budget might look for different levels of production:

Activity Level (Units) Variable Costs () Fixed Costs (%) Total Costs (%)

10,000 50,000 20,000 70,000
15,000 75,000 20,000 95,000
20,000 100,000 20,000 120,000
25,000 125,000 20,000 145,000

Advantages of Flexible Budget
1. Adaptability: Adjusts to changing business conditions and provides a more accurate

picture of financial performance.

2. Better Control: Helps in controlling costs by highlighting variations in expenses that are

related to changes in activity levels.

3. Enhanced Performance Evaluation: Facilitates performance evaluation by comparing

actual results with budgeted figures adjusted for actual activity levels.

4. Improved Decision Making: Provides management with relevant financial data to make

informed decisions.

5. Resource Allocation: Ensures efficient allocation of resources by aligning budgeted

figures with current operational needs.



Limitations of Flexible Budget

1.

Complexity: Preparation can be complex and time-consuming, especially in businesses

with numerous cost drivers and activity levels.

Data Dependency: Relies on accurate data and cost behavior analysis, which can be

challenging to obtain.

Frequent Revisions: Requires regular updates and revisions to reflect changes in business

conditions, which can be resource-intensive.

Limited Accuracy for Long-Term Planning: May not be as effective for long-term

financial planning due to its focus on short-term adaptability.

Potential for Misuse: Can be misused if not properly understood and implemented,

leading to inaccurate financial assessments.

Differences Between Fixed and Flexible Budget

Aspect Fixed Budget Flexible Budget

A budget that remains unchanged
A budget that adjusts based on changes in

Definition regardless of changes in activity

activity levels.
levels.

Static and does not adapt to changes Dynamic and adapts to changes in

Adaptability

in business conditions. business conditions.



Aspect

Accuracy

Planning

Performance

Evaluation

Cost Control

Complexity

Fixed Budget Flexible Budget

May not provide an accurate picture

Provides a more accurate picture by
of financial performance in varying

adjusting for actual activity levels.
conditions.

Limited effectiveness in Facilitates better performance evaluation
performance evaluation due to static by comparing actual results with adjusted

nature. budgeted figures.

More effective in controlling costs by
Less effective in controlling costs

highlighting variations due to activity
related to changes in activity levels.

level changes.

More complex to prepare and requires
Simpler to prepare and maintain.
regular updates and revisions.



