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In the world of managerial accounting, budgeting serves as a foundational tool for planning,
controlling, and decision-making. When Archer’s cost accountant prepared the static budget based on
an expected activity of 4,000 units, it set the stage for evaluating performance, managing costs, and
making strategic adjustments. A static budget provides a fixed financial plan that does not change
with actual activity levels, making it essential for understanding expected expenses and revenues
under planned operational conditions. This article explores the significance of static budgets, their

components, how they are prepared, and their role in performance evaluation, using Archer’s
scenario as a case example.

Understanding Static Budgeting

What Is a Static Budget?

A static budget is a financial plan prepared for a specific level of activity or output, remaining
unchanged regardless of actual performance. It is based on projected sales, production, or service
levels, and it helps management anticipate revenues and costs in advance.
Key features of a static budget include:

e Fixed figures, not adjusted for actual activity levels

e Used primarily for planning and control purposes

e Useful in evaluating performance by comparing actual results against the budgeted figures

Advantages of Static Budgeting

Static budgets are particularly advantageous because they:
1. Provide a clear financial target for a specific period
2. Facilitate variance analysis to identify areas of efficiency or concern

3. Support strategic decision-making based on expected performance



Limitations of Static Budgeting

Despite their usefulness, static budgets have inherent limitations:

1. They do not adjust for changes in activity levels, which can lead to misleading comparisons if
actual activity deviates significantly

2. Less effective in dynamic environments where operations fluctuate frequently

3. May cause management to overlook operational inefficiencies or cost overruns if not analyzed
carefully

Components of Archer’s Static Budget

When Archer's cost accountant prepared the static budget for 4,000 units, several components were
considered to estimate expected revenues and costs:

1. Revenue Projections
The budget included:

e Expected sales price per unit

e Total projected revenue = units sold x unit price

2. Variable Costs

These costs vary directly with activity level:
e Raw materials
e Direct labor
¢ Variable manufacturing overheads

¢ Sales commissions

Expected total variable costs are calculated based on per-unit variable costs multiplied by 4,000 units.



3. Fixed Costs

These are costs that remain constant regardless of activity volume within the relevant range:
e Rent and lease expenses
» Salaries of administrative staff
e Depreciation

e |[nsurance

Fixed costs are budgeted at a total amount for the period, unaffected by changes in production levels.

4. Contribution Margin

The difference between total sales revenue and total variable costs:
¢ Helps assess the profitability of the expected activity

e Serves as a basis for analyzing breakeven points and profit margins

Preparing the Static Budget for 4,000 Units

The process involves systematic steps to estimate expected financial outcomes:

Step 1: Determine Selling Price Per Unit

Management sets a standard selling price based on market analysis, competitive positioning, and
historical data. For example:

e Assumed selling price: $50 per unit

Step 2: Calculate Total Revenue
Total revenue = 4,000 units x $50 = $200,000

Step 3: Estimate Variable Costs

Variable costs per unit are established based on historical cost data:

e Raw materials: $15 per unit



e Direct labor: $10 per unit

e Variable overhead: $5 per unit

Total variable costs = (15 + 10 + 5) x 4,000 = $120,000

Step 4: Determine Fixed Costs

Fixed costs are projected based on organizational expenses:

Rent: $20,000

Salaries: $30,000

Depreciation: $10,000

Insurance: $5,000

Total fixed costs = $65,000

Step 5: Compute Contribution Margin
Contribution margin = Total revenue - Total variable costs = $200,000 - $120,000 = $80,000

Step 6: Calculate Operating Income
Operating income = Contribution margin - Fixed costs = $80,000 - $65,000 = $15,000

This static budget provides Archer’'s management with a benchmark to evaluate actual performance
once the period concludes.

Role of the Static Budget in Performance Evaluation

Once operations are completed, the static budget serves as a critical comparison point for actual
results:

Variance Analysis

Variance analysis involves comparing actual figures with budgeted figures to identify deviations:
e Sales Variance: Difference between actual and budgeted sales revenue

e Cost Variance: Differences in actual and expected costs (both variable and fixed)



e Profit Variance: Overall difference in operating income

Types of Variances

Management examines two main types:

1. Favorable Variance: When actual results are better than budgeted, e.g., higher sales or lower
costs

2. Unfavorable Variance: When actual results fall short of expectations

Analyzing Variances

Effective variance analysis involves:
e Identifying causes of variances
e Determining if variances are due to operational inefficiencies, price changes, or external factors

¢ Implementing corrective actions to address unfavorable variances

Using the Static Budget for Strategic Decision-Making

Beyond performance evaluation, the static budget helps in strategic planning:
¢ Assessing the feasibility of new product launches based on projected costs and revenues
¢ Planning resource allocation and capacity requirements
e Setting performance targets for departments and teams

e Forecasting cash flows and profitability under various scenarios

Conclusion

Archer’s cost accountant’s preparation of a static budget based on an expected activity of 4,000 units
exemplifies a fundamental managerial accounting practice. While static budgets are invaluable for
setting financial expectations and facilitating variance analysis, they are most effective when



complemented with flexible budgets and ongoing performance reviews. Understanding the
components, preparation process, and application of static budgets empowers managers to make
informed decisions, control costs, and improve operational efficiency. As businesses navigate a
dynamic environment, combining static budgeting with other planning tools ensures a comprehensive
approach to financial management and strategic growth.

Frequently Asked Questions

What is the significance of preparing a static budget based on
an expected activity of 4,000 units?

A static budget provides a fixed financial plan based on projected activity levels, allowing Archer's
Cost Accountant to evaluate actual performance against planned costs and revenues at the expected
activity level of 4,000 units.

How does Archer's static budget help in cost control and
decision-making?
By establishing expected costs and revenues for 4,000 units, the static budget serves as a

benchmark, enabling management to identify variances, control expenses, and make informed
decisions to improve efficiency.

What are the limitations of using a static budget based on
4,000 units for performance evaluation?

A static budget does not adjust for actual activity levels, so if actual units differ from 4,000, variance
analysis may be misleading. It is less flexible in dynamic environments where activity levels fluctuate
significantly.

In what scenarios would Archer's Cost Accountant need to
revise the static budget prepared for 4,000 units?

The static budget should be revised if there are significant changes in production volume, costs, or
market conditions that render the original assumptions invalid, ensuring better accuracy in planning
and control.

How can Archer's Cost Accountant analyze variances between
actual costs and the static budget for 4,000 units?

The accountant can compare actual expenses and revenues to the budgeted figures for 4,000 units,
identifying variances to determine areas of efficiency or overspending, and take corrective actions
accordingly.



Why is it important for Archer's Cost Accountant to prepare a
static budget before the actual activity of 4,000 units occurs?

Preparing a static budget in advance helps in setting financial expectations, planning resource
allocation, and establishing control benchmarks, which are essential for effective management and
performance assessment.

Additional Resources

Archer's Cost Accountant Prepared The Following Static Budget Based On Expected Activity Of 4,000
Units: A Comprehensive Guide to Static Budgeting and Its Implications

In the realm of managerial accounting, the phrase "Archer's cost accountant prepared the following
static budget based on expected activity of 4,000 units" encapsulates a fundamental planning and
control tool used by organizations to predict financial performance. Static budgets serve as a
benchmark, providing a snapshot of expected revenues and expenses based on a specific level of
activity. This article delves into the intricacies of static budgeting, exploring its purpose, construction,
advantages, limitations, and practical application, all through the lens of Archer’s scenario.

Understanding Static Budgeting

What Is a Static Budget?

A static budget is a financial plan prepared at the beginning of a period that forecasts revenues,
expenses, and profit based on a fixed level of activity—in Archer's case, 4,000 units. Unlike flexible
budgets, which adjust for actual activity levels, static budgets remain unchanged regardless of
deviations in actual performance.

Why Use a Static Budget?

Organizations utilize static budgets for:

- Planning: Setting financial expectations before the period begins.

- Control: Comparing actual results to the budget to identify variances.

- Performance Evaluation: Assessing managerial efficiency based on budgeted vs. actual figures.

In Archer’s context, the static budget provides a baseline to evaluate how well the company manages
costs and revenues at the expected activity level.

Construction of Archer’s Static Budget
Step 1: Determine the Expected Activity Level

Archer's cost accountant has set the expected activity at 4,000 units. This target guides the entire
budgeting process.



Step 2: Identify Variable and Fixed Costs
- Variable Costs: Expenses that fluctuate directly with production volume (e.g., materials, direct

labor).
- Fixed Costs: Expenses that remain constant regardless of activity level (e.g., rent, salaries).

Step 3: Gather Cost Data Per Unit

For each cost component, the accountant calculates the cost per unit based on historical data or
estimates:

- Variable Costs Per Unit: e.g., raw materials, direct labor, variable manufacturing overhead.
- Total Fixed Costs: e.g., rent, salaries, depreciation.

Step 4: Calculate Total Budgeted Costs
Using the per-unit costs and fixed costs:

- Total Variable Costs = Variable cost per unit x expected units (4,000 units).
- Total Fixed Costs = Fixed costs as estimated.

Step 5: Prepare the Budgeted Income Statement

Once the total expected revenues and costs are established based on the expected activity, the static
budget is formulated.

Example Components of Archer’s Static Budget
Below is a simplified illustration of what Archer’s static budget might include:

| Component | Per Unit / Fixed | Total for 4,000 Units |

| | | |

| Sales Revenue | $X per unit | $X x 4,000 |

| Variable Costs | $Y per unit | $Y x 4,000 |

| Contribution Margin | (Sales - Variable Costs) | Calculated as above |

| Fixed Costs | Fixed amounts | Sum of fixed expenses |

| Net Income | (Contribution Margin - Fixed Costs) | Calculated accordingly |

This structured approach enables managers to visualize expected profitability at the planned activity
level.

Analysis and Use of Static Budgets
Variance Analysis

Once actual results are available, managers compare them against the static budget to identify
variances:



- Favorable Variance: Actual results are better than budget.
- Unfavorable Variance: Actual results are worse than budget.

Performance Evaluation

By analyzing variances, Archer's management can identify areas where costs are exceeding
expectations or revenues are falling short, guiding corrective actions.

Advantages of Static Budgeting
- Simplicity: Easy to prepare and understand.

- Clear Benchmark: Provides a fixed target against which performance can be measured.
- Useful for Stable Environments: Best suited when activity levels are predictable and stable.

Limitations of Static Budgeting

While static budgets are valuable, they have inherent limitations:

- Inflexibility: They do not adapt to actual activity levels, which can lead to misleading variances.

- Ineffectiveness in Dynamic Environments: Not suitable when activity levels fluctuate significantly.

- Potential for Misinterpretation: Variances might be due to changes in activity rather than managerial

performance.

In Archer's scenario, if actual activity deviates from 4,000 units, the static budget may not accurately
reflect performance, emphasizing the need for supplementary flexible budgeting analyses.

Practical Implications for Archer’'s Management
Step 1: Establishing the Static Budget

Archer’s cost accountant must accurately forecast costs and revenues based on the expected 4,000
units, ensuring that all relevant costs are considered.

Step 2: Monitoring and Variance Analysis

Throughout the period, management should reqularly compare actual results to the static budget,
investigating significant variances to determine their causes.

Step 3: Adjustments and Decision-Making
If actual activity diverges from 4,000 units, Archer’s management might:
- Use flexible budgets to adjust expectations.

- Reassess cost control measures.
- Make strategic decisions based on variance insights.



Enhancing Budgeting Practices: Combining Static and Flexible Budgets

Given the limitations of static budgets, many organizations, including Archer, benefit from integrating
flexible budgeting practices. Flexible budgets adjust for actual activity levels, providing a more
accurate performance evaluation.

How to Transition from Static to Flexible Budgeting:

1. Identify Cost Behavior Patterns: Determine which costs are variable and which are fixed.
2. Create Cost Formulas: Establish relationships between costs and activity levels.
3. Develop Flexible Budgets: Adjust budgeted figures based on actual activity.

This hybrid approach offers the simplicity of static budgeting with the adaptability of flexible budgets,
enhancing managerial control.

Conclusion: The Strategic Role of Static Budgeting in Archer’s Financial Planning

The statement "Archer's cost accountant prepared the following static budget based on expected
activity of 4,000 units" underscores the importance of static budgets as foundational planning tools.
While they provide a clear benchmark and facilitate performance measurement, managers must
recognize their limitations. Effective financial management involves not only preparing static budgets
but also integrating flexible budgeting techniques and variance analysis to adapt to actual operating
conditions.

By understanding how to construct, analyze, and interpret static budgets, Archer's management can
make more informed decisions, control costs effectively, and strive toward operational excellence.
Ultimately, static budgets serve as a vital component within a comprehensive budgeting framework
that supports strategic growth and financial stability.
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