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Flexible Budgets and Overhead Analysis

· Static budget – is prepared for only the planned level of activity

· Flexible budget – provides estimates of what costs should be for any level of activity within a special range.

· In performance evaluation, actual costs are compared to what the costs should have been for the actual level of activity during the period rather than to the budgeted costs from the original budget.

· Selecting an activity base for flexible budgeting:

· There should be a causal relationship between the activity base and variable overhead costs.

· It is often best to use physical rather than financial measure of activity in flexible budget. (Direct labor hours not direct labor cost).

· The activity base should be simple and easily understood.

· Variable OH variances:

· Variable OH Spending Variance = AH(AR-SR).

· Variable OH efficiency Variance = SR(AH-SH)

· For activity based costing, the cost formula for variable overhead costs will be stated in terms of different kinds of activities instead of all being stated in terms of units or a common measure of activity such as direct labor or machine-hours.

· Overhead Rate:

· If single (combined variable and fixed) overhead rate is calculated the rate should be determined based on denominator level of activity:

· Predetermined OH rate = OH from flexible budget at the denominator level of activity / Denominator level of activity.

· Firms can break their predetermined OH rate down into variable and fixed elements rather than using a single combined figure.

· Fixed Overhead Variances:

· Budget Variance = Actual fixed OH cost – Flexible budget fixed OH cost

· Volume Variance = Fixed portion of predetermined OH rate (Denominator hours – standard hours allowed)

In a sense, the volume variance is the error that occurs as a result of treating fixed costs as variable costs in the costing system.

