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In the world of managerial accounting, analyzing budget performance is
essential for effective decision-making and strategic planning. Lewis Company
has recently provided its fixed budget and actual results for the month of
May, prompting the need to prepare a flexible budget. This article provides a
comprehensive guide to understanding fixed budgets, actual results, and how
to develop a flexible budget to better analyze variances, improve operational
efficiency, and enhance financial control.

---

Understanding Fixed Budgets and Actual Results

What Is a Fixed Budget?

A fixed budget, also known as a static budget, is a financial plan prepared
based on a specific level of activity or output. It remains unchanged
regardless of actual activity levels during the period. Fixed budgets are
typically used for planning and control purposes, especially when activity
levels are predictable.

Key features of a fixed budget include:
- Prepared before the period begins
- Based on estimated sales, production, and costs
- Does not adjust for actual changes in activity levels
- Useful for evaluating performance against predetermined standards

Advantages of fixed budgets:
- Simplicity and ease of preparation
- Facilitates comparison with actual results
- Useful for fixed costs and resource allocation

Limitations:
- Less flexible when actual activity deviates significantly
- May lead to misleading variance analysis if activity levels differ

What Are Actual Results?

Actual results refer to the real financial and operational data recorded
during the period. This includes actual sales revenue, expenses, production
volumes, and other relevant metrics. Comparing actual results with the fixed
budget provides insight into performance and highlights areas of efficiency
or concern.



Common actual results analyzed include:
- Sales revenue
- Cost of goods sold (COGS)
- Operating expenses
- Net income
- Production volumes

---

Analyzing Variances: Fixed Budget vs. Actual
Results

Variance analysis is a vital managerial tool that compares budgeted figures
with actual outcomes to identify differences and understand their causes.

Types of variances:
- Favorable Variance (F): When actual results are better than budgeted (e.g.,
higher sales or lower costs).
- Unfavorable Variance (U): When actual results are worse than budgeted.

Common variances include:
- Sales Variance
- Cost Variance
- Profit Variance

Limitations of fixed budget variance analysis:
- Does not account for changes in activity levels
- Can be misleading if activity significantly varies from assumptions

This is where flexible budgets come into play, offering a more accurate tool
for performance evaluation.

---

Preparing a Flexible Budget for Lewis Company

What Is a Flexible Budget?

A flexible budget adjusts the original fixed budget based on actual activity
levels. It allows managers to compare actual results with budgeted figures
that are scaled to the actual level of output or sales, providing a more
meaningful performance analysis.

Benefits of a flexible budget:
- Adjusts for variations in activity
- Facilitates more accurate variance analysis
- Helps identify operational inefficiencies
- Supports better decision-making



Steps to Prepare a Flexible Budget

1. Determine the relevant activity measure: Usually, sales volume, units
produced, or machine hours.
2. Identify variable and fixed costs: Variable costs change with activity
levels; fixed costs remain constant.
3. Compute variable cost per unit: Divide total variable costs in the fixed
budget by the activity level.
4. Calculate flexible budget figures: Multiply variable cost per unit by
actual activity level; add fixed costs.

---

Step-by-Step Example: Developing a Flexible
Budget for Lewis Company

Suppose Lewis Company provided the following data for May:

| Item | Fixed Budget | Actual Results |
|---|---|---|
| Sales Volume (units) | 10,000 | 12,000 |
| Sales Revenue | $200,000 | $240,000 |
| Variable Costs | $100,000 | $120,000 |
| Fixed Costs | $50,000 | $50,000 |

Step 1: Determine the variable cost per unit

- Fixed budget variable costs: $100,000
- Budgeted activity level: 10,000 units

Variable cost per unit = $100,000 / 10,000 units = $10 per unit

Step 2: Calculate the flexible budget for actual activity level

- Actual units sold: 12,000 units

Flexible budgeted sales revenue = Selling price per unit × actual units

- Selling price per unit = $200,000 / 10,000 units = $20 per unit

Flexible budgeted sales revenue = $20 × 12,000 units = $240,000

Flexible budgeted variable costs = $10 × 12,000 units = $120,000

Fixed costs remain unchanged at $50,000.

Step 3: Prepare the flexible budget

| Item | Flexible Budget (for 12,000 units) | Actual Results | Variance |
|---|---|---|---|
| Sales Revenue | $240,000 | $240,000 | $0 |
| Variable Costs | $120,000 | $120,000 | $0 |
| Fixed Costs | $50,000 | $50,000 | $0 |
| Total Costs | $170,000 | $170,000 | $0 |
| Net Income | $70,000 | $70,000 | $0 |



In this scenario, actual results match the flexible budget, indicating
operating performance aligns with expectations at the actual activity level.

---

Benefits of Using a Flexible Budget for Lewis
Company

Implementing a flexible budget provides numerous advantages:

- Enhanced Variance Analysis: By adjusting for actual activity levels,
managers can identify true operational variances rather than misleading
differences caused by activity fluctuations.
- Better Performance Evaluation: Managers can assess whether cost control
efforts are effective independent of sales volume or production levels.
- Improved Planning and Control: Flexible budgets assist in setting realistic
targets and adjusting plans based on actual performance.
- Informed Decision-Making: By understanding how costs and revenues behave at
different activity levels, management can make proactive decisions.

---

Common Challenges in Preparing Flexible Budgets

While flexible budgets are valuable, they come with challenges:

- Accurate Cost Behavior Analysis: Correctly classifying costs as fixed or
variable is crucial. Misclassification can lead to incorrect flexible
budgets.
- Data Collection and Analysis: Requires detailed data on costs and activity
levels, which can be resource-intensive.
- Dynamic Business Environment: Rapid changes in market conditions may
necessitate frequent budget adjustments, complicating the process.

---

Best Practices for Developing Effective
Flexible Budgets at Lewis Company

To maximize the benefits of flexible budgeting, Lewis Company should
consider:

- Regular Data Monitoring: Continuously gather accurate data on costs and
activity levels.
- Cost Behavior Analysis: Conduct thorough analyses to accurately classify
costs as fixed or variable.
- Use of Technology: Implement budgeting software to streamline calculations
and adjustments.
- Training and Development: Ensure the finance and managerial staff are
proficient in flexible budgeting techniques.
- Periodic Review: Regularly review and update flexible budgets to reflect



changing business conditions.

---

Conclusion

The process of preparing a flexible budget is essential for Lewis Company to
conduct meaningful variance analysis and enhance financial management. By
adjusting the fixed budget to reflect actual activity levels, managers gain
clearer insights into operational efficiency, cost control, and
profitability. In an environment where business conditions fluctuate,
flexible budgets serve as a vital tool for strategic planning, performance
evaluation, and informed decision-making. Embracing this approach enables
Lewis Company to stay agile, competitive, and financially sound in the
dynamic marketplace.

---
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Frequently Asked Questions

What is the purpose of preparing a flexible budget
for Lewis Company based on May's results?

A flexible budget allows Lewis Company to adjust budgeted figures according
to actual activity levels, providing a more accurate comparison between
expected and actual performance for May.

How do fixed budgets differ from flexible budgets in
analyzing Lewis Company's May results?

A fixed budget remains unchanged regardless of activity levels, while a
flexible budget adjusts for actual activity, making it more useful for
analyzing variances in Lewis Company's May performance.

What are the key steps in preparing a flexible budget
for Lewis Company using May's data?

The key steps include identifying the relevant cost and revenue formulas,
determining the actual activity level for May, and recalculating budgeted
figures based on this activity to create the flexible budget.



How can Lewis Company use the flexible budget to
analyze variances in May?

By comparing actual results with the flexible budget figures, Lewis Company
can identify favorable or unfavorable variances in revenues and expenses,
aiding in performance evaluation.

What information is needed from Lewis Company's May
reports to prepare a flexible budget?

Necessary information includes actual activity level, fixed and variable cost
details, and actual revenue figures for May.

Why is it important for Lewis Company to prepare a
flexible budget rather than relying solely on the
fixed budget?

Preparing a flexible budget provides more relevant and accurate performance
insights by accounting for actual activity levels, helping Lewis Company
identify the true causes of variances.

What challenges might Lewis Company face when
preparing a flexible budget for May, and how can they
overcome them?

Challenges include accurately estimating variable costs and activity levels.
They can overcome this by analyzing historical data, ensuring precise
activity measurement, and updating cost behavior assumptions.

Additional Resources
Lewis Company Reports The Following Fixed Budget And Actual Results For May.
Prepare A Flexible Budget — this scenario presents an excellent opportunity
to understand the importance of flexible budgeting in managerial accounting.
Flexible budgets are essential tools that allow managers to analyze financial
performance more accurately by adjusting budgeted figures based on actual
activity levels. In this guide, we'll explore what a flexible budget entails,
how to prepare one from fixed budgets and actual results, and what insights
it can provide to Lewis Company.

---

Understanding Fixed Budget vs. Flexible Budget

Before diving into the preparation process, it’s crucial to differentiate
between a fixed budget and a flexible budget.

Fixed Budget
- Developed at the beginning of the period.
- Based on a predetermined level of activity (e.g., units produced or sales
volume).
- Remains unchanged regardless of actual activity levels.
- Useful for planning and establishing benchmarks.



Flexible Budget
- Adjusts the static budget figures based on actual activity levels.
- Provides a more accurate comparison between expected and actual
performance.
- Helps identify variances attributable to activity level changes versus
efficiency or cost control issues.

---

Why is a Flexible Budget Important?

In dynamic business environments, actual activity levels often differ from
initial estimates. Relying solely on a fixed budget can lead to misleading
conclusions about performance because it doesn’t account for these activity
fluctuations. Here’s why flexible budgets are invaluable:

- Performance Evaluation: They enable managers to compare actual results with
what should have happened at the actual activity level.
- Variance Analysis: They help isolate variances caused by activity level
differences from those caused by cost management.
- Decision Making: Provide more accurate data for making operational
decisions.

---

Step-by-Step Guide to Preparing a Flexible Budget for Lewis Company

Step 1: Gather All Necessary Data
To prepare a flexible budget, you need:

- The fixed budget figures for May.
- The actual results for May.
- The budgeted activity level (e.g., units, hours) used for the fixed budget.
- The actual activity level for May.

Note: The problem statement mentions fixed budget and actual results but may
not specify activity levels. If not provided, you’ll need to infer or
estimate the activity level for the fixed budget and actual period.

---

Step 2: Analyze the Fixed Budget
Identify the:

- Budgeted activity level (e.g., units produced or sold).
- Budgeted revenues and costs at that activity level.

For example, suppose Lewis Company’s fixed budget for May was based on
producing 10,000 units, with expected revenues and costs associated with that
volume.

---

Step 3: Determine the Actual Activity Level
Compare actual results to the fixed budget to find the actual activity level.

- If actual units produced/sold are known, use that for the flexible budget
calculations.
- If not directly given, deduce it from actual revenue or costs, considering



per-unit data.

---

Step 4: Calculate the Variable Components
Identify which costs and revenues are variable and which are fixed.

- Variable costs/revenues change proportionally with activity.
- Fixed costs remain constant regardless of activity level.

For example:
- Variable manufacturing costs per unit.
- Variable selling expenses per unit.
- Fixed manufacturing and administrative costs.

---

Step 5: Prepare the Flexible Budget
Using the actual activity level, adjust the variable components of the fixed
budget:

Flexible Budget Formula:

- Revenues = (Budgeted Revenue per unit) × (Actual activity level)
- Variable Costs = (Budgeted Variable Cost per unit) × (Actual activity
level)
- Fixed Costs = Same as in the fixed budget (since fixed costs don't change
with activity level)

Construct a budgeted income statement based on these adjusted figures:

| Item | Amount |
|---------|---------|
| Revenues | Calculated based on actual activity level |
| Less: Variable Costs | Calculated based on actual activity level |
| Contribution Margin | Revenues – Variable Costs |
| Less: Fixed Costs | Fixed budget amounts |
| Operating Income | Contribution Margin – Fixed Costs |

This flexible budget provides a more accurate forecast of expected results at
the actual activity level.

---

Practical Example (Hypothetical Data)

Suppose Lewis Company’s fixed budget for May was:

- Activity Level: 10,000 units
- Sales Revenue: $200,000 ($20 per unit)
- Variable Costs: $120,000 ($12 per unit)
- Fixed Costs: $50,000

Actual results for May:

- Units Sold: 12,000 units
- Sales Revenue: $240,000
- Variable Costs: $144,000
- Fixed Costs: $50,000 (assumed unchanged)



Step 1: Determine the flexible budget at actual activity level:

- Revenues: $20 × 12,000 = $240,000
- Variable Costs: $12 × 12,000 = $144,000
- Fixed Costs: $50,000

Step 2: Construct the flexible budget income statement:

| Item | Amount |
|---------|---------|
| Sales Revenue | $240,000 |
| Less: Variable Costs | $144,000 |
| Contribution Margin | $96,000 |
| Less: Fixed Costs | $50,000 |
| Operating Income | $46,000 |

---

Analyzing Variances Using the Flexible Budget

With the flexible budget prepared, Lewis Company can now perform a thorough
variance analysis:

- Sales Variance: Difference between actual sales and flexible budget sales.
- Cost Variances: Differences in variable and fixed costs.
- Profit Variance: Overall difference in operating income.

Types of Variances:
1. Sales Variance:
- Price Variance: Impact of change in selling price.
- Volume Variance: Impact of actual units sold versus budgeted units.

2. Cost Variance:
- Variable Cost Variance: Difference due to efficiency or price.
- Fixed Cost Variance: Usually minimal if fixed costs are unchanged.

---

Benefits of Preparing a Flexible Budget for Lewis Company

By preparing a flexible budget, Lewis Company gains:

- A clearer understanding of how much of the variance is due to activity
level differences.
- Insights into cost control effectiveness.
- The ability to adjust plans for future periods based on actual activity
levels.
- Enhanced performance evaluation by comparing actual results with a more
realistic expectation.

---

Final Thoughts

Lewis Company reports the following fixed budget and actual results for May
provide a foundation for preparing a flexible budget, which is a vital
management tool. Flexible budgets bridge the gap between static planning and
the realities of operational variability, enabling more meaningful
performance analysis. Whether for internal control, strategic planning, or



operational adjustments, mastering flexible budgeting helps managers make
better-informed decisions, ultimately leading to improved financial
performance.

---

Summary Checklist for Preparing a Flexible Budget:
- Gather fixed budget and actual results.
- Determine actual activity level.
- Identify variable and fixed costs.
- Adjust variable components based on actual activity.
- Construct the flexible budget income statement.
- Use the flexible budget for variance analysis.

By following these steps, Lewis Company can enhance its financial control and
decision-making processes, ensuring that performance evaluations reflect true
operational conditions.

---

Note: For actual calculations, always use precise data provided in the
company's reports. The hypothetical example above illustrates the process but
should be adapted with real figures for accurate analysis.
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