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Chapter 13
Budgeting and Standard Costs
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Learning Objectives

• Describe budgeting, its objectives, its impact on human behavior, and types 
of budget systems

• Describe and prepare a master budget for a manufacturing company
• Describe the types of standard costs and how they are established
• Describe and illustrate performance reporting for manufacturing operations
• Compute and interpret direct materials and direct labor variances
• Describe and illustrate process yield and utilization rate metrics
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Learning Objective 1

Describe budgeting, its objectives, its impact on human behavior, 
and types of budget systems
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Budgeting

• Budgets are used in managing the operations of many organizations
• Objectives of budgeting

• Establishing specific goals
• Executing plans to achieve those goals
• Periodically comparing actual results with the goals
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Exhibit 1: Planning, Directing, and Controlling
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Human Behavior and Budgeting

• Unrealistic or unachievable budget goals may have a negative effect on the 
ability of a company to achieve its goals

• Loosely set budget goals can lead to budgetary slack
• Employees may develop a “spend it or lose it” mentality

• Goal conflict occurs when the self-interest of employees or managers 
differs from the company’s objectives or goals
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Budgeting Systems

• Vary among companies and industries
• Budgetary period for operating activities includes the fiscal year of a 

company
• Annual budgets are subdivided into shorter time periods

• Continuous budgeting: Maintains a 12-month projection into the future
• Budget is continually revised by replacing the data for the month just ended with the 

budget data for the same month in the next year
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Exhibit 3: Continuous Budgeting
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Developing Budget Estimates

• Begins several months prior to the end of the current year
• Zero-based budgeting 

• Requires managers to estimate sales, production, and other operating data as though 
operations are being started for the first time

• Budgets that use this approach
• Static budget
• Flexible budget



Warren, Survey of Accounting, Ninth Edition. © 2021 Cengage. All Rights Reserved. May not be scanned, copied 
or duplicated, or posted to a publicly accessible website, in whole or in part.

Exhibit 4: Static Budget
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Exhibit 5: Flexible Budget
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Exhibit 6: Static and Flexible Budgets
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Computerized Budgeting Systems

• Computerized approaches used for developing budgets
• Spreadsheet software
• Integrated budget and planning (B&P) software systems
• Simulation models
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Learning Objective 2

Describe and prepare a master budget for a manufacturing 
company
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Master Budget

• Integrated set of operating, investing, and financing budgets for a period of 
time

• Prepared by companies on a yearly basis
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Integrated Budgets in a Master Budget
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Exhibit 7: Income Statement Budgets
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Sales Budget

• Begins by estimating the quantity of sales
• Prior year’s sales quantities are revised for the following:

• Backlog of unfilled sales orders from the prior period
• Planned advertising and promotion
• Productive capacity
• Projected pricing changes
• Findings of market research studies
• Expected industry and general economic conditions
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Exhibit 8: Sales Budget
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Production Budget

• Estimates the number of units to be manufactured to meet budgeted sales 
and desired inventory levels

• Budgeted units to be produced are determined as follows:
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Production Budget for Cobbler Inc.

• Estimated inventories of Cobbler Inc.

• Production budget
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Direct Materials Purchases Budget

• Estimates the quantities of direct materials to be purchased to support 
budgeted production and desired inventory levels

• Computation of direct materials to be purchased
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Direct Materials Purchases Budget: Cobbler Inc. 

• Quantity of direct materials expected to be used for each unit of product

• Expected direct materials inventories 

• Estimated price per square yard of leather is $4.50 and that of lining is $1.20
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Exhibit 10: Direct Materials Purchases Budget
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Direct Labor Cost Budget: Cobbler Inc. 

• Estimates of direct labor hours required to produce shoes and boots are as 
follows:

• Estimated direct labor hourly rates for the Cutting and Sewing departments
• Cutting Department: $12.00 
• Sewing Department: $15.00
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Exhibit 11: Direct Labor Cost Budget
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Exhibit 12: Factory Overhead Cost Budget



Warren, Survey of Accounting, Ninth Edition. © 2021 Cengage. All Rights Reserved. May not be scanned, copied 
or duplicated, or posted to a publicly accessible website, in whole or in part.

Cost of Goods Sold Budget

• Prepared by integrating:
• Direct materials purchases budget
• Direct labor cost budget
• Factory overhead cost budget
• Estimated and desired inventories for direct materials, work in process, and finished 

goods
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Exhibit 13: Cost of Goods Sold Budget
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Exhibit 14: Selling and Administrative Expenses Budget
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Exhibit 15: Budgeted Income Statement
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Balance Sheet Budgets

• Reflect financing and investing activities
• Cash budget: Estimates the expected receipts (inflows) and payments (outflows) of 

cash for a period of time
• Capital expenditures budget: Summarizes plans for acquiring fixed assets
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Estimated Cash Receipts

• Sources
• Cash sales and collections on account 
• Issue of equity or debt financing as well as other sources such as interest revenue

• For Cobbler Inc., data used to prepare the schedule of collections from 
sales
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Exhibit 16: Schedule of Collections from Sales
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Estimated Cash Payments

• Budgeted for operating costs and expenses such as manufacturing costs, 
selling expenses, and administrative expenses

• For Cobbler Inc., data used to prepare the schedule of payments for 
manufacturing costs are as follows:
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Exhibit 17: Schedule of Payments for Manufacturing Costs
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Completing the Cash Budget

• Assume the following data for Cobbler Inc. for the preparation of the cash 
budget: 
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Exhibit 18: Cash Budget
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Exhibit 19: Capital Expenditures Budget
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Budgeted Balance Sheet

• Prepared based on the operating, financing, and investing budgets of the 
master budget

• Dated as of the end of a budget period 
• Similar to a normal balance sheet except that estimated amounts are used
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Learning Objective 3

Describe the types of standard costs and how they are established
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Standards

• Performance goals
• Standard cost systems: Accounting systems that use standards for product 

costs
• Enable management to determine:

• How much a product should cost (standard cost)
• How much it does cost (actual cost)

• Setting standards begins with analyzing past operations
• Caution must be used when relying on past cost data
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Types of Standards

• Ideal: Standards that can be achieved only under perfect operating 
conditions
• Known as theoretical standards

• Currently attainable: Standards that can be attained with reasonable effort
• Known as normal standards
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Reviewing and Revising Standards and Criticisms of 
Standards

• Standards should be: 
• Periodically reviewed to ensure that they reflect current operating conditions
• Revised when prices, product designs, labor rates, or manufacturing methods change

• Criticisms of standards
• Limit operating improvements beyond the standard
• May result in stale standards
• Cause employees to unduly focus on their own operations to the possible harm of other 

operations that rely on them
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Learning Objective 4

Describe and illustrate performance reporting for manufacturing 
operations
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Budgetary Performance Reporting

• Compares a company’s actual performance against the budget
• Standards are separated into:

• Standard price 
• Standard quantity

• Computation of standard cost per unit for direct materials, direct labor, and factory 
overhead
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Exhibit 20: Standard Costs for XL Jeans
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Budget Performance Report

• Report that summarizes actual costs, standard costs, and the differences for 
the units produced

• Data required for the preparation of the budget performance report for 
Cowpoke Inc.
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Exhibit 21: Budget Performance Report
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Manufacturing Cost Variances

• Total direct materials variance: Separated into price and quantity variance
• Standard and actual direct materials costs are computed as follows:
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Manufacturing Cost Variances (continued)

• Total direct labor variance: Separated into a rate and time variance
• Standard and actual direct labor costs are computed as follows:

• Total factory overhead variance: Separated into a controllable and volume 
variance
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Exhibit 22: Manufacturing Cost Variances



Warren, Survey of Accounting, Ninth Edition. © 2021 Cengage. All Rights Reserved. May not be scanned, copied 
or duplicated, or posted to a publicly accessible website, in whole or in part.

Learning Objective 5

Compute and interpret direct materials and direct labor variances
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Direct Materials Variances: Illustration

• Cowpoke Inc. reported an unfavorable total direct materials cost variance of 
$2,650 for the production of 5,000 XL style jeans
• The variation was based on the following costs:

• Actual direct material costs: $40,150
• Standard direct material costs: $37,500

• Total direct materials unfavorable cost variance of $2,650 is caused by the 
following:
• Price per square yard (sq. yd.) of $0.50 ($5.50 − $5.00) more than standard
• Quantity usage of 200 sq. yds. (7,300 sq. yds. − 7,500 sq. yds.) less than standard
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Direct Materials Variances: Illustration (continued)

• Computation of direct materials price variance

= ($5.50 − $5.00) × 7,300 sq. yds. = $3,650 Unfavorable Variance
• Computation of direct materials quantity variance 

= (7,300 sq. yds. − 7,500 sq. yds.) × $5.00 = ($1,000) Favorable Variance
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Exhibit 23: Direct Materials Variance Relationships
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Reporting Direct Materials Variances

• Direct materials quantity variances should be reported to the manager 
responsible for the variance

• Unfavorable quantity variance might be caused by either of the following:
• Equipment that has not been properly maintained
• Low-quality (inferior) direct materials

• Not all variances are controllable
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Direct Labor Variances: Illustration

• Cowpoke Inc. reported an unfavorable total direct labor cost variance of 
$2,500 for the production of 5,000 XL style jeans
• The variation was based on the following costs:

• Actual direct labor cost: $38,500
• Standard direct labor cost: $36,000

• Total direct labor unfavorable cost variance of $2,500 is caused by the 
following:
• Rate of $1.00 per hour ($10.00 − $9.00) more than standard
• Quantity of 150 hours (3,850 hours − 4,000 hours) less than standard
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Direct Labor Variances: Illustration (continued)

• Direct labor rate variance is computed as follows:

• Direct labor time variance is computed as follows:
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Exhibit 24: Direct Labor Variance Relationships
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Reporting Direct Labor Variances

• Production supervisors are responsible for controlling direct labor costs
• Unfavorable rate variance may be caused by the improper scheduling and 

use of employees
• Skilled, highly paid employees may be used in jobs that are normally performed by 

unskilled, lower-paid employees

• Unfavorable time variance may be caused by a shortage of skilled 
employees
• May lead to an abnormally high turnover rate among skilled employees
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Direct Labor Standards for Nonmanufacturing Activities

• Direct labor standards can be used when an activity involves a repetitive 
task that produces a common output
• Developed for use in administrative, selling, and service activities
• Direct labor time standards are less commonly used when labor-related activities are not 

repetitive
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Learning Objective 6

Describe and illustrate process yield and utilization rate metrics
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Metric-Based Analysis: Process Yield

• Measures the efficiency of a process

• Assume that during August, 12,000 units were entered into a machining 
process
• 10,800 units coming out of the process pass inspection
• Process yield is computed as follows:
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Metric-Based Analysis: Utilization Rate

• Used for assessing performance and the efficient use of assets
• Computed as follows:

• Computation is adapted to each specific industry
• Occupation rate for a hotel is computed as follows:
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End of Chapter 13


