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Question 1
A business main objective is to make a profit and maximise wealth. In order to achieve this objective and grow a business must have strategies regarding the two elements that have a direct impact on profit, that is., the cost and sales. A business must strive to minimise the costs and maximise sales to reach an optimum level of profit and maximise the business wealth in the long run. Variance analysis is an important tool for exercising Budgetary Control as it aids the management in the following functions:
· Making comparisons of the firm’s actual performance with its budgeted performance; 
· Planning activities to execute in the future;
·  Identifying the correct variances to use in order to get the required information; and 
· Taking corrective action in time.

According to Brentwood Open College Lecture notes and Accounting Tools variance measures the difference between the budgeted level of activity and the actual level of activity of a firm. Profitability is linked with cost and sales therefore, variances can be categorised into:

1) Cost  Variance 		2) Sales Variance

Cost Variance refers to the difference between standard costs, or what should have been the cost, and the actual cost that the firm has incurred. If the actual cost is less than the standard cost, then, the variance is said to be favourable. On the other hand, if actual cost is more than standard cost, then the variance is adverse or unfavourable.

Similarly, sales variance measures the difference between budgeted sales, or what should have been the level of sales, and the actual sales that the firm has managed to achieve. If actual sales exceed budgeted sales, then, the firm has a favourable variance, but if the budgeted sales are more than actual sales then the firm ends up with an adverse or unfavourable variance. Cost and sales variances are explained in greater detail below:



Cost Variances are further categorised as shown in the figure below: 

Cost Variances

Direct Material 		Direct Labour 			 Overhead 
Cost Variance 		Cost Variance 			Cost variance 
(DMCV) 			(DLCV) 			     	    (OCV)

The direct expense is only a very insignificant portion of the total costs of production; therefore, a separate variance is not calculated for them. If, however, a firm decides to compute this variance then it is calculated the same way as the variable overhead variance because direct expenses are usually categorised as a variable expense.

Direct Material Cost Variance
Accounting Tools indicates that there are three types of Direct Material Variances. The first being Direct Material Cost Variance (DMCV), which measures the difference between the standard cost of direct material for a given level of output and the actual cost of direct material used. The standard cost is calculated by taking a product of standard price and standard quantity for actual output and the actual cost is a product of actual price and actual quantity.

An example of Direct Material Cost is where the business Mark International produces 1,000 green computer mouses and records an unfavourable direct material variance of £700. Further investigation reveals that the cost to purchase the various components was £3.50 per unit, versus a budgeted amount of £4.00 per unit. This represents a favourable purchase price variance of £500, which is calculated as:

(£3.50 actual cost - £4.00 standard cost) x 1,000 standard units

In addition, Mark International finds that the purchase price was so low because the raw materials were of unusually low quality, resulting in a great deal of scrap during the manufacturing process. As a result, the company used 1,300 units of raw material to produce 1,000 finished units. This represents an unfavourable material yield variance of £1,200, which is calculated as:

(1,300 actual units - 1,000 standard units) x £4.00 standard cost

Thus, by delving into the two types of variances, it is apparent that the purchasing manager of Mark International is at fault; he saved money by purchasing raw materials of excessively low quality, and it resulted in a large unfavourable variance when units were scrapped during production.

The second being: Direct Material Price Variance (DMPV) is the difference between the actual price paid to acquire a direct materials item and its budgeted price, multiplied by the actual number of units acquired. This information is needed to monitor the costs incurred to produce goods. The formula follows:

(Actual price - Budgeted price) x Actual quantity = Direct material price variance

The direct material price variance is one of two variances used to monitor direct materials. The other variance is the direct material yield or usage variance. Thus, the price variance tracks differences in raw material prices, and yield variance tracks differences in the amount of raw materials used.

The budgeted price is the price that the company's purchasing staff believes it should pay for a direct materials item, given a predetermined level of quality, speed of delivery, and standard purchasing quantity. Thus, the presence of a direct material price variance may indicate that one of the underlying assumptions used to construct the budgeted price is no longer valid.

The following reasons may result in price variance:
i) The market price fluctuation owing to upbeat market trends or to an agreement with various suppliers or to governmental intervention 
ii) Buying efficiency or inefficiency 
iii) Fluctuating cost of transportation or carriage of goods. 
iv) Rough or careless purchase policy such as the following: 
a) Purchase of non-standard (superior or inferior) material; 
b) Purchase might have been made in a bulk or in very small quantities; and 
c) Cheap materials might have been used. 
v) Making emergency purchases and paying prevalent prices for immediate delivery
vi) Fraudulent purchases and loss of discounts
vii) Using incorrect standards.

Management through proper planning can control some of the factors mentioned above, however, others are out of the management’s control. In case of controllable factors, the purchase department can be directly held accountable for adverse variances.

The direct material price variance can be meaningless or even harmful in some circumstances. For example, the purchasing manager might have engaged in heavy political manoeuvring to have the standard price set unusually high, which makes it easier to generate a favourable variance by purchasing at prices below the standard. Also, the variance can cause incorrect behaviour by creating an incentive to purchase in bulk in order to obtain the lowest price, even though this means burdening the company with an inordinate amount of inventory that it does not immediately need. Consequently, the variance should only be used when there is evidence of a clear price increase that management should be made aware of.

The purchasing staff of Mark International estimates that the budgeted cost of a plastic component should be set at £10.00 per pound which is based on an estimated purchasing volume of 50,000 pounds per year. During the year that follows, Mark only buys 25,000 pounds, which drives up the price to £12.50 per pound? This creates a direct material price variance of £2.50 per pound, and a variance of £62,500 for all of the 25,000 pounds that Mark purchases.

The third being: Direct Material Usage or Quantity Variance (DMUV) measures the difference between the actual and expected unit quantity needed to manufacture a product. The variance is used in a standard costing system, usually in conjunction with the purchase price variance. These variances are useful for identifying and correcting anomalies in the production and procurement systems, especially when there is a rapid feedback loop.

The direct material usage variance is most commonly used in a production environment, but can also be used in a services business where hours worked can be compared to a budgeted level.

The calculation of this variance is:

(Actual usage - Standard usage) x Standard cost per unit

For example, Mark International expects to use five yards of thread in its production of a tent, but actually uses seven yards. This results in an unfavourable direct material usage variance of two yards of thread.

The following are some reasons leading to direct material usage variance:
i) Wastage of material due to lack of proper upkeep of machinery, plant, and equipment, and the resulting breakdown of the production process;
ii) Disregard for standard methods of processing and product design; 
iii) Wastages resulting from the incorrect processing of materials; 
iv) Careless handling and processing of material due to the lack of inspection and supervision;
v) When specified material is substituted with the cheaper unspecified material, resulting in a positive price variance;
vi) Setting a non-uniform and incorrect standards; and
vii) An adverse usage variance resulting from wastage, scrap, spoilage, and leakage, etc.

In a larger manufacturing operation, the best way to calculate this variance is at the individual product level, since it reveals little actionable information at an aggregate level. The resulting information is used by the production manager and purchasing manager to investigate and correct problems.

Labour Costs
According to Lumen Managerial Accounting the standard labour cost of any product is equal to the standard quantity of labour time allowed multiplied by the wage rate that should be paid for this time. Here again, it follows that the actual labour cost may differ from standard labour cost because of the wages paid for labour, the quantity of labour used, or both. Thus, two labour variances exist—a rate variance and efficiency variance.

Labor rate variance occurs when the average rate of pay is higher or lower than the standard cost to produce a product or complete a process. The labor rate variance is similar to the materials price variance.

To compute the labor rate variance, we use the actual direct labor-hour rate paid Actual Rate (AR), the standard direct labor-hour rate allowed Standard Rate (SR) and the actual hours of direct labor services worked Actual Hours (AH).  It can be calculated in either of the following ways:

Labor rate variance= (Actual rate – Standard rate) x Actual hours worked
or
Labor rate variance = (Actual rate x actual hours worked) – (Standard rate x actual hours worked)

Let’s assume that the direct labor payroll of the company consisted of 22,200 hours at a total cost of £233,100 (an average actual hourly rate of   £10.50). Because management has set a standard direct labor-hour rate of £10 per hour, the labor rate variance is:

Labor rate variance = (Actual rate – Standard rate) x Actual hours worked
= (£10.50 actual rate – £10 per hour standard) x 22,200 actual hours
= £ 0.50 x 22,200
= £11,100 or £11,100 unfavorable variance
or
Labor rate variance = (Actual rate x actual hours worked) – (Standard rate x actual hours worked)
= (£10.50 actual rate x 22,200 hours) – (£10 per hour standard x 22,200 actual hours)
= £233,100 – £ 222,000
= £ 11,100 or £11,100 unfavorable variance

The variance is unfavorable because the actual rate paid exceeded the standard rate allowed. If the reverse were true, the variance would be favorable.

Labor efficiency variance the company’s engineering department sets the standard amount of direct labor-hours needed to complete a product. Engineers may base the direct labor-hours standard on time and motion studies or on bargaining with the employees’ union. The labor efficiency variance occurs when employees use more or less than the standard amount of direct labor-hours to produce a product or complete a process. The labor efficiency variance is similar to the materials usage variance.

To compute the labor efficiency variance, use the actual direct labor-hours worked (AH), the standard direct labor-hours allowed (SH), and the standard direct labor-hour rate per hour (SR) in either of the following ways:

Labor efficiency variance= (Actual DL hours – Standard DL hours) x Standard DL rate per hour
Or

Labor efficiency variance = (Actual DL hours x Std Rate) – (Std DL hours x Std Rate)

To illustrate this let’s, assume that the 22,200 hours of direct labor-hours worked by Mark International employees resulted in 11,000 units of production. Assume these units have standard direct labor-hours of 22,000 hours (11,000 units at 2 hour unit). Since the standard direct labor rate is £ 10 per hour, the labor efficiency variance is £2,000, computed as follows:

Labor efficiency variance= (Actual hours worked – Standard hours allowed) x Standard rate
= (22,200 actual DL hours x 22,000 standard DL hours) x £10 per hour
= 200 hours x £10
= £ 2,000 unfavorable variance

Or

Labor efficiency variance = (Actual DL hours x Std Rate) – (Std DL hours x Std Rate)
= (22,200 actual DL hours x £10 per hour) – x (22,000 standard DL hours x £10 per hour)
= £222,000 – 220,000
= £ 2,000 unfavorable variance

The variance is unfavorable since more hours than the standard number of hours were required to complete the period’s production. If the reverse were true, then the variance would be favorable.

The unfavorable labor rate variance is not necessarily caused by paying employees more wages than they are entitled to receive. The most likely reasons is that employees are highly skilled with higher wage rates worked on production than originally anticipated, or that employee wage rates increased after the standard was developed and the standard was not revised. Favorable rate variances, on the other hand, could be caused by using less-skilled, cheaper labor in the production process. Typically, the hours of labor employed are more likely to be under management’s control than the rates that are paid. For this reason, labor efficiency variances are generally watched more closely than labor rate variances.

Overhead Cost Variances
 According to Accounting tools (April 2 2019) and Chartered Institute of Management Accountants variable overheads vary with activities; a standard variable overhead rate is used.  However, several different activity measures exist and it is important for the organisation to identify which measure influences overhead cost the most. For example, volume related variable overheads could vary with direct labour, machine hours, material quantities or number of units. In practice, the most frequently used are direct labour hours or machine hours.  

The variable overhead rate per unit is applied to the standard labour or machine usage to calculate a standard variable cost per unit. The two variances calculated for variable overheads are: 

1. The variable overhead expenditure variance, which is equal to the difference between the budgeted flexed variable overheads for the actual direct labour or machine hours of input, and the actual variable overheads incurred.  

2. The variable overhead efficiency variance, which is the difference between the standard hours of input and the actual hours of input for the period, multiplied by the standard variable overhead rate. Overhead standards – fixed overheads These overheads are largely independent of changes in activity and remain unchanged in the short term over wide ranges of activity. The budgeted annual fixed overhead is divided by the budgeted level of activity to determine the standard fixed overhead rate per unit of activity. 

Machine hours are normally used for machine-related overheads and direct labour hours are used for more labour-related overheads. This standard rate is applied to the standard labour or machine usage per unit to calculate the standard fixed overhead cost for a product.

The total fixed overhead variance is the difference between the standard fixed overhead charged to production and the actual fixed overhead incurred. An under- or over-recovery of overheads may occur because the fixed overhead rate is calculated by dividing budgeted fixed overheads by budgeted output. If actual output or fixed overhead expenditure differs from budget, then an under or over recovery will occur. 
Therefore under- or over-recovery may be due to a fixed overhead expenditure variance arising from actual expenditure differing from budgeted expenditure. Alternatively, a fixed overhead volume variance may arise from actual production differing from budgeted production. 

According to Kenton (Investopedia) sales price variance is the difference between the amount of money a business expects to sell its products or services for and the amount of money it actually sells them for. Sales price variances are said to be either "favorable," or sold for a higher-than-targeted price, or "unfavorable" when they sell for less than the targeted or standard price.

The Formula for Sales Price Variance 
Sales price variance = (Actual selling price−Standard price) × Units sold

The sales price variance can reveal which products contribute the most to total sales revenue and shed insight on other products that may need to be reduced in price. If a product sells extremely well at its standard price, a company may even consider slightly raising the price, especially if other sellers are charging a higher unit price.

Large and small businesses alike prepare monthly budgets that show forecasted sales and expenses for upcoming periods. These budgets integrate historical experience, anticipated economic conditions with respect to demand, anticipated competitive dynamics with respect to supply, new marketing initiatives undertaken by the firms, and new product or service launches to take place.

A comprehensive budget will use a set of standardized prices and break out expected sales for each individual product or service offering, with a further breakdown of expected sales quantity and then roll those figures into a top-line sales revenue number. After the sales results come in for a month, the business will enter the actual sales figures next to the budgeted sales figures and line up results for each product or service.

It is unlikely that a business will have sales results that exactly match budgeted sales, so either favorable or unfavorable variances will appear in another column. These variances are important to keep track of because they provide information for the business owner or manager where the business is successful and where it is not.
A poor selling product line, for example, must be addressed by management, or it could be dropped altogether. A brisk selling product line, on the other hand, could induce the manager to increase its selling price, manufacture more of it, or both.

Let's say a manufacturing company has 50 oil filters that it expects to sell for £20 each, which would bring in £1,000. The oil filters are sitting on the shelves and not selling very quickly, so the company chooses to discount them to £15 each. The company ends up selling all 50 oil filters at the £15 price, bringing in a gross sales total of £750. The company’s sales price variance is the £1,000 standard or expected sales revenue minus £750 actual revenue received, for a difference of £250. This means the company will have less profit than it expected to earn.

Question 2
According to Brentwood Open College Lecture notes management or the accountant is expected to prepare reports based on the calculation of variances. These reports are meant indicate the individuals or departments who are responsible for variances. The management is able to monitor controllable factors and hold the people/ departments accountable for adverse variances. The accountant must ensure that the reports clearly indicate the action that needs to taken. However, as mentioned earlier, there are certain factors that are beyond the control of management such as market changes.

	Variance
	Department to be held responsible

	
	

	Materials
	

	Price
	Purchasing Department

	Quantity or Grade
	Process Department

	Waste, Scrap or spoilage
	Production Department

	
	

	Wages
	

	Rate
	Personnel Department

	Time
	Production Department

	
	

	Overheads
	

	Volume
	Sales Department

	Efficiency
	Production Department

	
	

	Expenditure: 
	

	Higher rates for indirect workers
	Personnel Department

	Higher prices of indirect material
	Purchasing Department

	Higher consumption of indirect materials
	Production Department

	Excessive expenditure in workshop
	Production Department

	Excessive expenditure for selling and distribution
	Selling Department

	Sales Price and Volume
	Selling Department



Conducting the variance analysis and preparing reports do not minimise the costs and achieve other objectives of the firm. Timely and correct managerial responses, based on the variance analysis are imperative in order to address adverse variances, control costs and reduce inefficiencies. However, the variance analysis does indicate the direction in which management should make a decision. The objectives of standard costing can only be achieved with the right combination of variance analysis and managerial action.

Every business owner must have a budget which lays out the company’s future course of activities. A budget helps to showcase from where the sales would come and how the funds would be spent to achieve those sales, with the key objective of generating a profit. While budgeting is a good planning tool, it is also a useful management tool for keeping the business on track for meeting its objectives. For accomplishing this goal, budgeting and variance analysis provides key insights in helping management take prompt and feasible decisions.
Preparing a budget at the commencement of the year is a critical exercise for a business. It helps in gathering the input from various departments and brings every stakeholder on the same page. It also works as an excellent medium of communication conveying to everyone where the organization wishes to go and how it plans to get there.
After the year gets going and the actual results start coming, management starts comparing the actuals with the budgets. At this time variances from the budget are identified, and the management has to dig deep to find out the reasons for such variances. This analysis is used for maintaining a control over the business. For instance, if the budget for sales is £ 100,000 and the actual sales are £80,000, variance analysis produces a difference of £ 20,000. This analysis is effective when management reviews the variance on a particular item line. Sudden changes in a month to month variance are clearly visible. This analysis also requires investigation of these variances which helps management to interpret as to why such variance or differences occurred.

By comparing budget with actual variance analysis helps in managing the annual budgets by monitoring the budgeted figures and comparing it with the actual revenue/cost. In case of companies which are project or program driven, the financial data are evaluated at key intervals such as month close, quarter end, etc.
 For example, the month end reports can just provide quantitative data with respect to revenue and expenses. However, variance analysis would help to understand the reasons behind the variances between planned and actual revenue/cost which could lead to adjustments in the business strategies and end objectives.

Identifying relationships between items could also be identified with the help of variance analysis. Correlations (both positive and negative) are critical in business planning. For instance, variance analysis could reveal that when the sale for Product A rises there’s a correlated rise in the sales for Product B. Thereby, revealing a positive correlation between 2 products.

Forecasting uses patterns of the past data for developing a theory about the future business performance. Variances are placed into the context which helps analysts in identifying factors. 

Question 3
According to Fazal (2013) favourable variance means that actual results are different from what was planned or expected but this deviation is in favour of business. For example the difference has resulted in increased profits as the difference have arisen either because actual revenue is more than anticipated revenue or actual cost is less than anticipated cost.
Unfavourable variance means that actual outcomes are not as planned or established standards and this deviation proved unfavourable for the business. For example the deviation has resulted in decreased profits. The decreased profit has resulted either because actual revenue are less than expected revenues or actual costs incurred are found to be more than expected costs.

According to Accounting Simplified sales volume variance quantifies the effect of a change in the level of sales on the profit or contribution over the period. Sales volume variance differs from other volume based variances such as material usage variance and labour efficiency variance in that it calculates not just the variance in sales revenue as a result of the change in activity but it quantifies the overall change in the profit or contribution.
Sales volume variance should be calculated using the standard profit per unit in case of absorption costing whereas in case of marginal costing system, standard contribution per unit is to be applied.

Favorable sales volume variance suggests a higher standard profit or contribution than the budgeted profit or contribution.  Reasons for favorable sales volume variance include:
· Favorable sales quantity variance e. g higher total number of items sold than budgeted
· Favorable sales mix variance e.g. higher proportion of the more profitable fashion items sold than planned in the budget

Adverse sales volume variance suggests a lower standard profit or contribution than the budgeted profit or contribution. Causes for an adverse sales volume variance include:
· Adverse sales quantity variance e.g. lower total number of fashion items sold than budgeted
· Adverse sales mix variance e.g. higher proportion of the less profitable fashion items sold than anticipated in the budget

Favorable sales volume variance can be achieved by a favorable sales mix variance even if the total number of units of all fashion itms sold during the period is lower than the total budgeted units and vice versa.

It is therefore important to investigate the sales volume variance by analyzing it further into sales quantity and sales mix variances in case where an organization sells more than one particular line of fashion.

Sales Mix Variance is one of the sub-variances of sales volume variance. Sales mix variance quantifies the effect of the variation in the proportion of different fashion items sold during a period from the standard mix determined in the budget-setting process. Sales mix variance, as with sales volume variance, should be calculated using the standard profit per item in case of absorption costing and standard contribution per item in case of marginal costing system.

Sales mix variance is only a relative measure of the variation in performance of an organization and should be interpreted with care. For instance, an adverse sales mix variance may be perfectly fine where a company is able to earn extra revenue through sale of lower margin fashion items if such sales are in addition to high sales of the fashion item with higher margins.

Favorable sales mix variance suggests that a higher proportion of more profitable fashion items were sold during the period than was anticipated in the budget. Reasons for favorable sales mix variance may include:
· Concentration of sales and marketing efforts towards selling the more profitable fashion items
· Increase in the demand for the higher margin fashion items where demand is a limiting factor
· Increase in the supply of the more profitable fashion items due to for example addition to the production capacity where supply is a limiting factor
· Decrease in the demand or supply of the less profitable fashion item

Adverse sale mix variance suggests that a higher proportion of the low margin fashion items were sold during the period than expected in the budget. Reasons for adverse sales mix variance may include:
· Demand for the more profitable fashion items being lower than anticipated
· Decrease in the production of the high margin fashion item due to supply side limiting factors e.g. shortage of raw materials or labor
· Sales team not focusing on selling fashion with higher margins due to for example lack of awareness or misaligned performance incentives e.g. uniform sales commission on the entire fashion range may not motivate sales staff to compete for high margin sales 
· Increase in demand or supply of the less profitable fashion

Sales Quantity Variance measures the change in standard profit or contribution arising from the difference between actual and anticipated number of units sold during a period.
The difference between sales volume variance and sales quantity variance is that the former is calculated using the actual sales volume whereas the latter is calculated using the sales volume of products in the proportion of standard mix 
Since sales quantity variance is calculated using the standard mix, any difference between the standard and actual mix of products is ignored since the difference is accounted for separately under the sales mix variance.

Favorable sales quantity variance suggests that the company was able to sell a higher number of fashion items in aggregate as compared to the total number of units budgeted to be sold during a period.
Favorable sales quantity variance may be achieved through:
· Improvement in demand side factors where demand is the limiting factor such as by: 
· Improved marketing of company fashion items
· Higher overall demand in industry e.g. due to increase in population, reduction in supply of substitutes, etc
· Improvement in supply side factors where excess demand exists in the market for example through: 
· Installation of a new production plant
· More efficient production this may be evident in a favorable labor efficiency variance

Adverse sales quantity variance indicates that the company sold lesser number of fashion items on aggregate basis as compared to the total number of fashion items budgeted to be sold during a period. Adverse sales quantity variance may be caused by the following:
· Decline in demand side factors where demand is the limiting factor such as by: 
· A reduction in the overall demand in the fashion industry e.g. due to the introduction of a better or cheaper substitute in the market, etc
· Decrease in the quantity and quality of supply side factors where excess demand exists in the market for example due to: 
· Unavailability of a critical manufacturing component or raw material
· Decline in the productivity of the workforce this should be evident in an adverse labour efficiency variance

Sales Price Variance is the measure of change in sales revenue as a result of variance between actual and standard selling price. Favorable sales price variance suggests higher selling price realized during the period than anticipated in the standard. Reasons for favorable sales price variance may include:
· Decrease in the number of competitors in the market
· Improved product differentiation and market segmentation
· Better promotion and aggressive sales campaign

Adverse sales price variance indicates that sales were made at a lower average price than the standard. Causes for adverse sales price variance may include:
· Increase in competition in the market
· Decrease in demand for the products
· Reduction in price enforced by regulatory authorities
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