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	Variance Analysis

Assessment 10                                                                         Total Marks: 30 

Q: 1: A variance is the difference between a budgeted, planned or standard cost and the actual amount incurred/sold. Variances can be computed for both costs and revenues. Identify and explain types of variance analysis tools which can be used in a production department of a car spare parts manufacturing company.                                                                                                                                                                      10 

Answer:

General Approach to Variance analysis for any kind of manufacturing involves:-
1. Direct material: materials price and materials quantity variance.

2. Direct labor: labor rate (price) and labor efficiency (quantity) variance.

3. Overhead: overhead volume variance and controllable overhead variance
Here below is the elaboration on how each variance is computed:-

1.  Material variances is computed as Differences between standard and actual material costs:

a. Material price variance.

b. Material quantity variance.

Here is the steps or formulas used to computed material price variance

i. Material price variance:(AP – SP) x AQp 

ii. (AP) = actual price per unit of material.

iii. (SP) = standard price per unit of direct material.

iv. (AQp) = actual quantity of  material purchased.

v. Actual price > standard price: unfavorable.

vi. Actual price < standard price: favorable
Whereas material quantity variance is computed as follows:-

i. Material quantity variance: (AQu – SQ)SP

ii. (AQu) = actual quantity of material used.

iii. (SQ) = standard quantity of material allowed.

iv. (SP) = standard price of  material.

v. Actual quantity  >  standard quantity: unfavorable.

vi. Actual quantity < standard quantity: favorable
2. Second category of variances results from Direct labor variances. Differences between standard and actual direct labor costs:

a. Labor rate (price) variance.

b. Material efficiency (quantity) variance
Let us see how labor rate variance is computed:-

i. Labor rate (price) variance: (AR – SR)AH

ii. (AR) = actual wage rate (price).

iii. (SR) = standard wage rate (price).

iv. (AH) = actual number(quantity) labor hours.

v. Actual rate > standard rate: unfavorable.

vi. Actual rate < standard rate: favorable
Whereas labor efficiency variance is computed as :-

i. Labor efficiency (quantity) variance: (AH – SH)SR

ii. (AH) = actual number of hours worked.

iii. (SH) = standard  number of hours worked.

iv. (SR) = standard labor wage rate.

v. Actual hours > standard hours: unfavorable.

vi. Actual hours < standard hours: favorable
3. last category of variance is overhead variance, Differences between overhead applied to inventory at actual overhead costs:
a. Controllable overhead variance.

b. Overhead volume variance.

Let us start with how controllable overhead variance is computed:-

i. Actual overhead ($$) - flexible budget level of overhead ($$) for actual volume of production.

ii. Referred to as controllable because managers are expected to control costs. 

iii. Actual > budget: unfavorable.

iv. Actual < budget, then the variance is favorable.

Lastly, we observe how overhead volume variance is computed:-

i. Overhead volume variance: flexible budget level of overhead for actual level of production - overhead applied to production using standard overhead rate.

ii. This variance is solely the result of a different number of units being produced than planned in the static budget.

iii. Usefulness is limited.

Q: 2: How above identified variance analysis can help the department to meets its objectives?                                                                                                                                10 

Answer:
Standard cost variances are not a definitive sign of good or bad performance. Variances are merely indicators of potential problems which must be investigated. There are many plausible explanations for them. Investigation of standard cost variances is a costly activity. Management must decide which variances to investigate. Most managers practice management by exception. What is “exceptional?” Usually an absolute dollar amount or a percentage dollar amount. Managers should be held responsible only for costs they can control. This is also true in the area of variance analysis. A purchasing agent may be held responsible for direct material price variances, but certainly not direct material quantity (usage) variances
Q: 3: What can be major causes of unfavourable variances and favourable variances against the budget in a sales department of a fashion garments organization?                                                                               10 
Answer:
A “favorable” variance does not mean that it should not be investigated. Raw materials are good examples of this phenomenon. Consider inferior, low-priced materials. A favorable price variance may result, but there may also be substantially more scrap and rework, and thus a higher quantity variance. Process improvements frequently lead to unfavourable variances. Process improvements often lead to increased productivity. Therefore fewer hours may be required to produce a unit of output. But actual hours will remain unchanged unless the firm terminates the workers to became “more productive.”
For the case of fashion garments organization, A department in front of another (bottleneck) department should not produce more than the bottleneck department can handle.  If it cuts back, it will idle workers. If it doesn’t there will be excess work in process and a negative effect on shareholder value
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