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Marking Criteria:
 We expect the learners to write minimum one well expressed point in three lines against each allocated mark. This means one needs to write 15 lines with 5 well expressed points to get high grades for a 5 marks question.
For high grades use examples and illustrations where appropriate. 
	Question 1:
Variance analysis is the difference between actual and planned behaviour in a company’s budget and normally includes an investigation of this difference. This means that management will investigate why the variance occurred to better understand the fluctuations within the company or department, and what can be done to change the situation going forward. This is an important aspect of Budgetary Control as it assists management to effectively plan for the future and to take corrective action overtime.
Variance analysis can be used in all business departments and because all businesses have a main objective to make a profit, variance analysis can be split into two categories namely cost variance and sales variance. This is because it is impossible to calculate profit without using costs and sales.
Cost variance is the difference between predicted cost and actual cost. A favourable cost variance would be that the actual cost works out lower than the predicted cost, whereas an unfavourable cost variance would mean that the predicted cost works out to be higher than the actual cost.
A production department for a manufacturing company that specialises in selling spare car parts would be more interested in cost variances. Below is a list and a brief description of the cost variances that the production department would use:
Direct Material Variances
These cost variances are used to calculate all variances between actual and predicted material costs.
1. Direct Material Cost Variance: This measures the difference between the predicted cost of direct materials and the actual cost of direct material that was used during the financial period. The total predicted cost is calculated by multiplying the predicted price by the predicted output, and the actual cost is calculated by multiplying the actual price by the actual output, and the two are then subtracted from one another to find the variance. The calculation would be as follows:
Direct Material Cost Variance = (Predicted Price X Predicted Output) – (Actual Price – Actual Output)
2. Direct Material Price Variance: This measures the difference between the predicted price and the actual price for the direct materials, based on the actual output. It is calculated by subtracting the actual price from the predicted price, and then multiplying the difference by the actual output. Below is the calculation:
Direct Material Price Variance = Actual Quantity X (Predicted Price – Actual Price)
3. Direct Material Usage or Quantity Variance: This measures the difference between the predicted output and actual output using the predicted price. It is calculated by subtracting the predicted output from the actual output, and then multiplying the difference by the predicted price. Below is the calculation:
Direct Material Usage Variance = Predicted Price X (Predicted Output – Actual Output)
Direct Labour Variances
These cost variances identify the differences between actual and predicted labour costs.
1. Direct Labour Cost Variance: This calculates the difference between the actual wages for the actual level of activity for a period, and the predicted wages for the predicted activity level. Below is an example of how the calculation would look:
Direct Labour Cost Variance = (Predicted wage rate X Predicted Activity Level) – (Actual wage rate X Actual Time)
2. Direct Labour Rate Variance: This measures the difference between the actual labour rate paid and the predicted labour rate to pay for a period. Below is the calculation:
Direct Labour Rate Variance = Actual Time X (Predicted Labour Rate – Actual Rate)
3. Direct Labour Efficiency Variance: This variance measures the difference between the predicted labour hours to achieve a certain level of activity and the actual hours that were worked during a period. The calculation will look as follows:
Labour Efficiency = Predicted Wage Rate X (Predicted Time – Actual Time)
Overhead Variances
These cost variances are related to the difference between actual and predicted overhead costs.
1. Overhead Cost Variance: This variance measures the difference between the predicted overhead costs for the actual level of output, and the actual overhead cost for the same period. Predicted overheads can also be called recovered overheads in this instance. Below is the calculation:
Overhead Cost Variance = Predicted Overheads – Actual Overheads
2. Variable Overheads Cost Variance: This measures the difference between predicted variable overheads specified for actual output and the actual variable overheads that occurred for the same period. Below is the calculation: 
Variable Overheads Cost Variance = Predicted Variable Overheads – Actual Variable Overheads 
3. Fixed Overhead Cost Variance: This variance calculated the difference between predicted fixed overheads specified for actual output and the actual fixed overheads incurred for the same period. Below is the calculation:
Fixed Overhead Cost Variance = Predicted Fixed Overheads – Actual Fixed Overheads

Question 2:
Above there are three cost variance analysis tools identified, direct material variances, direct labour variances and overhead variances. The production department’s main objective would be to maximise its output and at the same time, keep their costs as low as possible in order to maximise the company’s profits as much as possible.
Using direct material variances, the department can easily see how they are performing in line with their main objective. By studying the results in good time, the production department will be able to see if their buying has been efficient or inefficient over a period of time, and allow them to plan accordingly to make the necessary amendments to their buying strategy.
The market price for certain materials can fluctuate over time for various reasons that can be out of a company’s control. Bearish or bullish market trends, contract grievances with suppliers, fluctuating transport costs and government interventions can all influence the price of materials. It is important for the company to be able to identify the necessary signs that may influence the market price. Studying the results of direct material variances over time, can help the company to identify trends in different seasons.  Using this and keeping track of the economy can effectively help the production department to obtain their objective.
There are also factors that are within the departments control that they’ll be able to identify using direct material variances. Purchasing materials in bulk can be negotiated for a discount from suppliers and this means that management will need to have an effective strategy and have done the necessary planning ahead of time, and this can help prevent ‘emergency buying’ that will bring about higher material and delivery costs. 
Direct material variances can also help the production department to identify where there are inefficiencies in their production line. If the cost of materials is being kept to a minimum but the final results are continually adverse, management would be able to extend their investigation to the production workers and will be able to identify where the inefficient or unskilled workers are. This can also help management to identify where machinery is being misused or where excess material is being wasted.
In the same way, the production department can use direct labour variances to analyse their spending in labour costs. Hiring experienced and skilled workers can result in higher labour costs, but as we’ve seen above, hiring inexperienced and unskilled workers can result in higher production costs. The management of the production department would need to use both the direct material variance and the direct labour variance to see where they will be willing to compromise for the sake of lowering costs.
Poor planning can result in workers needing to work longer shifts and increase the cost of overtime pay for the department. The production department would need to effectively plan the production schedule ahead of time to ensure that the workers won’t be required to work so much overtime.
The environment in which the labour force is working can also influence the direct labour variance analysis results. If the work environment is safe and rewarding for the labour force, it will most likely result in positive workers and efficient production. If the work environment is the opposite, the production results can be negative. Using variance analysis, management will be forced to look at all the factors they can control that influence the labour and production results.
However, some factors may be outside of management’s control. The increased influence from Labour Unions can add extra pressure on the standard wage rate. Labour Unions are outside influencers that the company has very little control over, especially the end result which normally follows labour strikes, political and economic influence and lengthy labour negotiations. Using the results from variance analysis can help the company support their case of their current wage rate and help keep Labour Unions at bay, but in the interim, this outside influence can spike the labour rate.
Other factors can be seasonal demands and emergencies which result in more work hours needed from staff. Studying the variance analysis results from direct labour variances can help the business to easily identify when seasonal demand is high and when emergency deliveries are needed. This can help the business to utilise their labour and capital resources effectively and plan efficiently for the busy seasons.    
Similarly, overhead variances can be beneficial for the production department to utilise as it will help them to see how their other costs are affecting their profits. Overhead costs can arise due to unforeseen circumstances such as emergency repairs to machinery and equipment. Using variance analysis, management can be better prepared as they will be able to see where these costs happen more frequently and they will be able to better judge their budgets overtime.
From all the examples above, it is clear to see that variance analysis acts as a vital tool to a business’s planning. Using variance analysis overtime can help the production department to better understand when certain budget periods will require more capital than others.

Question 3
A favourable sale variance occurs when the actual sales for a period are more than the budgeted sales for the same period. An unfavourable sales variance occurs when the budgeted sales for a period are more than the actual sales for the same period. 
There are two general reasons why sales variance can occur, selling price variance and sales volume variance. Selling price variance is when the standard selling price is different from the actual selling price. Sales volume variance is when the number of expected sales units is different from the actual sales units.
Using a fashion organisation’s sales department, below are some of the major causes of favourable and unfavourable sales variances.
[bookmark: _GoBack]Causes of favourable sales variances:
· Favourable market conditions which increase the demand of fashion garments that the organisation sells, resulting in higher sale volumes and higher selling prices.
· Customer brand loyalty which means that customers favour the organisations brand over other competitors, resulting in high sales volumes and sometimes regardless of the selling price.
· Low levels of supplier competition that allows the organisation to increase their selling price.
· Broadening target markets for specific products will result in a higher client base, resulting in higher sales volumes.
· Salary increases for current and existing clients which can result in them having more money to spend on fashion products.
· Increased exposure to fashion products through local advertising, social media or even celebrities can increase the demand for the organisations fashion products and increase sales volumes. This could also allow the organisation to increase their selling price.
Causes of unfavourable sales variances:
· Increased supplier competition which forces the fashion organisation to lower its selling price.
· Unexpected supply disruptions that cause the organisation to lower the sale units in stores, resulting in lower than expected sales volumes.
· Unreasonably high sales prices, causing customers to shop elsewhere. 
· Products may be flawed which can trigger a product recall, making customers sceptical of the organisations products as a whole.
· Trade restrictions that can affect the import or export of the organisations products into other countries.
· Initial sales budgets drawn up can be unrealistic if the sales department haven’t done the necessary planning.
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