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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. 
	1.

The direct material variance:
Is the difference between the standard cost of materials resulting from production activities and the actual costs incurred. The direct material variance is comprised of two other variances, which are:
· Purchase Price Variance
· Material Yield Variance

Material Yield Variance Overview

The material yield variance is the difference between the actual amount of material used and the standard amount expected to be used, multiplied by the standard cost of the materials. The formula is:

(Actual unit usage - Standard unit usage) x Standard cost per unit = Material yield variance

An unfavorable variance means that the unit usage was greater than anticipated. There are a number of possible causes of a material yield variance. For example:
· Scrap. Unusual amounts of scrap may be generated by changes in machine setups, or because changes in acceptable tolerance levels are altering the amount of scrap produced. A change in the pattern of quality inspections can also alter the amount of scrap.
· Material quality. If the material quality level changes, this can alter the amount of quality rejections. If an entirely different material is substituted, this can also alter the amount of rejections.
· Spoilage. The amount of spoilage may change in concert with alterations in inventory handling and storage.
· Freight in issues. The transport service that ships materials to the company may have damaged them in transit, rendering them unusable.

The standard unit usage is developed by the engineering staff and is based on expected scrap rates in a production process, the quality of raw materials, losses during equipment setup, and related factors.

Purchase Price Variance Overview

The purchase price variance is the difference between the actual price paid to buy an item and its standard price, multiplied by the actual number of units purchased. The formula is:

(Actual price - Standard price) x Actual quantity = Purchase price variance

A positive variance means that actual costs have increased, and a negative variance means that actual costs have declined. The standard price is the price that engineers believe the company should pay for an item, given a certain quality level, purchasing quantity, and speed of delivery. Thus, the variance is really based on a standard price that was the collective opinion of several employees based on a number of assumptions that may no longer match a company's current purchasing situation. The result can be excessively high or low variances that are really caused by incorrect assumptions. There are a number of possible causes of a purchase price variance. For example:
· Layering issue. The actual cost may have been taken from an inventory layering system, such as a first-in first-out system, where the actual cost varies from the current market price by a substantial margin.
· Materials shortage. There is an industry shortage of a commodity item, which is driving up the cost.
· New supplier. The company has changed suppliers for any number of reasons, resulting in a new cost structure that is not yet reflected in the standard.
· Rush basis. The company incurred excessive shipping charges to obtain materials on short notice from suppliers.
· Volume assumption. The standard cost of an item was derived based on a different purchasing volume than the amount at which the company now buys.

The purchase price variance may not be necessary in a "pull" manufacturing environment, where raw materials are only purchased from suppliers in small increments and delivered to the company as needed; in this situation, management tends to be more focused on keeping the investment in inventory as low as possible, and on the speed with which customer orders can be filled.

Direct Labor Rate Variance: 
Is the measure of difference between the actual cost of direct labor and the standard cost of direct labor utilized during a period.
A favorable labor rate variance suggests cost efficient employment of direct labor by the organization. Reasons for a favorable labor rate variance may include:
· Hiring of more un-skilled or semi-skilled labor (this may adversely impact labor efficiency variance)
· Decrease in the overall wage rates in the market due to an increase in the supply of labor which may be caused, for example, due to the influx of immigrants as a result of the relaxation of immigration policy
· Inappropriately high setting of the standard cost of direct labor which may, in the hindsight, be attributed to inaccurate planning

An adverse labor rate variance indicates higher labor costs incurred during a period compared with the standard. Causes for adverse labor rate variance may include:
· Increase in the national minimum wage rate
· Hiring of more skilled labor than anticipated in the standard (this should be reflected in a favorable labor efficiency variance)
· Inefficient hiring by the HR department
· Effective negotiations by labor unions

Direct Labor Efficiency Variance: 
Is the measure of difference between the standard cost of actual number of direct labor hours utilized during a period and the standard hours of direct labor for the level of output achieved.

A favorable labor efficiency variance indicates better productivity of direct labor during a period. Causes for favorable labor efficiency variance may include:
· Hiring of higher skilled labor (this may adversely impact labor rate variance)
· Training of work force in improved production techniques and methodologies
· Use of better quality raw materials which are easier to handle
· Higher learning curve than anticipated in the standard

An adverse labor efficiency variance suggests lower productivity of direct labor during a period compared with the standard. Reasons for adverse labor efficiency variances may include:
· Hiring of lower skilled labor than the standard (this should be reflected in a favorable labor rate variance)
· Lower learning curve achieved during the period than anticipated in the standard
· Decrease in staff morale and motivation
· Idle time incurred during a period caused by disruption or stoppage of activities (idle time variance may be calculated separately from the labor efficiency variance to reflect the underlying increase or decrease in labor productivity during a period)

Variable Overhead Spending Variance:
Is the difference between variable production overhead expense incurred during a period and the standard variable overhead expenditure. The variance is also referred to as variable overhead rate variance and variable overhead expenditure variance.

Variable Overhead Spending Variance is essentially the difference between what the variable production overheads did cost and what they should have cost given the level of activity during a period. Standard variable overhead rate may be expressed in terms of the number of machine hours or labor hours. So for example, in case of a labor intensive manufacturing business, standard variable overhead rate may be expressed in terms of the number of labor hours whereas in case of predominantly automated production processes, a standard rate based on the number of machine hours may be more appropriate. Very often however, companies have a combination of manual and automated business processes which may necessitate the use of both basis of variable overhead absorption.

Favorable variable manufacturing overhead spending variance indicates that the company incurred a lower expense than the standard cost. Possible reasons for favorable variance include:
· Economies of scale (e.g. increase in order size of indirect material leading to bulk discounts on purchase)
· A decrease in the general price level of indirect supplies
· More efficient cost control (e.g. optimizing electricity consumption through the installation of energy efficient equipment)
· Planning error (e.g. failing to take into account the learning curve effect which could have reasonably be expected to result in a more efficient use of indirect materials in the upcoming period)

An adverse variable manufacturing overhead spending variance suggests that the company incurred a higher cost than the standard expense. Potential causes for an adverse variance include:
· A rise in the national minimum wage rate leading to a higher cost of indirect labor
· A decrease in the level of activity not fully offset by a decrease in overheads (e.g. electricity consumption of machines during set up is usually same even if a smaller batch of output is required to be produced)
· In efficient cost control (e.g. not optimizing the batch production quantities leading to higher set up costs)
· Planning error (e.g. failing to take into account the increase in unit rates of electricity applicable for the level of activity budgeted during a period)

Sales Volume Variance
The sales volume variance is the difference between the actual and expected number of units sold, multiplied by the budgeted price per unit. The formula is:

(Actual units sold - Budgeted units sold) x Budgeted price per unit

= Sales volume variance

An unfavorable variance means that the actual number of units sold was lower than the budgeted number sold. The budgeted number of units sold is derived by the sales and marketing managers and is based on their estimation of how the company's product market share, features, price points, expected marketing activities, distribution channels, and sales in new regions will impact future sales. If the product's selling price is lower than the budgeted amount, this may spur sales to such an extent that the sales volume variance is favorable, even though the selling price variance is unfavorable.

There are a number of possible causes of a sales volume variance. For example:
· Cannibalization. The company may have released another product that competes with the product in question. Thus, sales of one product cannibalize sales of the other product.
· Competition. Competitors may have released new products that are more attractive to customers.
· Price. The company may have altered the product price, which in turn drives a change in unit sales volume.
· Product recall. Product flaws trigger a recall of the product, which causes a loss of customer confidence and a massive decline in units sold.
· Trade restrictions. A foreign country may have altered its barriers to competition.

2. 

- Scrap. Unusual amounts of scrap may be generated by changes in machine setups, or because changes in acceptable tolerance levels are altering the amount of scrap produced. A change in the pattern of quality inspections can also alter the amount of scrap.
- Material quality. If the material quality level changes, this can alter the amount of quality rejections. If an entirely different material is substituted, this can also alter the amount of rejections.
- Spoilage. The amount of spoilage may change in concert with alterations in inventory handling and storage.
- Freight in issues. The transport service that ships materials to the company may have damaged them in transit, rendering them unusable.
- Layering issue. The actual cost may have been taken from an inventory layering system, such as a first-in first-out system, where the actual cost varies from the current market price by a substantial margin.
- Materials shortage. There is an industry shortage of a commodity item, which is driving up the cost.
- New supplier. The company has changed suppliers for any number of reasons, resulting in a new cost structure that is not yet reflected in the standard.
- Rush basis. The company incurred excessive shipping charges to obtain materials on short notice from suppliers.
- Volume assumption. The standard cost of an item was derived based on a different purchasing volume than the amount at which the company now buys.
- Hiring of more un-skilled or semi-skilled labor (this may adversely impact labor efficiency variance)
- Decrease in the overall wage rates in the market due to an increase in the supply of labor which may be caused, for example, due to the influx of immigrants as a result of the relaxation of immigration policy
- Inappropriately high setting of the standard cost of direct labor which may, in the hindsight, be attributed to inaccurate planning
- Increase in the national minimum wage rate
- Hiring of more skilled labor than anticipated in the standard (this should be reflected in a favorable labor efficiency variance)
- Inefficient hiring by the HR department
- Effective negotiations by labor unions
- Hiring of lower skilled labor than the standard (this should be reflected in a favorable labor rate variance)
- Lower learning curve achieved during the period than anticipated in the standard
- Decrease in staff morale and motivation
- Idle time incurred during a period caused by disruption or stoppage of activities (idle time variance may be calculated separately from the labor efficiency variance to reflect the underlying increase or decrease in labor productivity during a period)
- Economies of scale (e.g. increase in order size of indirect material leading to bulk discounts on purchase)
- A decrease in the general price level of indirect supplies
- More efficient cost control (e.g. optimizing electricity consumption through the installation of energy efficient equipment)
- Planning error (e.g. failing to take into account the learning curve effect which could have reasonably be expected to result in a more efficient use of indirect materials in the upcoming period)
- A rise in the national minimum wage rate leading to a higher cost of indirect labor
- A decrease in the level of activity not fully offset by a decrease in overheads (e.g. electricity consumption of machines during set up is usually same even if a smaller batch of output is required to be produced)
- In efficient cost control (e.g. not optimizing the batch production quantities leading to higher set up costs)
- Planning error (e.g. failing to take into account the increase in unit rates of electricity applicable for the level of activity budgeted during a period)
- Cannibalization. The company may have released another product that competes with the product in question. Thus, sales of one product cannibalize sales of the other product.
- Competition. Competitors may have released new products that are more attractive to customers.
- Price. The company may have altered the product price, which in turn drives a change in unit sales volume.
- Product recall. Product flaws trigger a recall of the product, which causes a loss of customer confidence and a massive decline in units sold.
- Trade restrictions. A foreign country may have altered its barriers to competition.

3.

The possible causes of a favorable sales price variance include reduction in competition, better sales price realization, general inflation, sudden increase in demand for the product etc. Decrease in the number of competitors in the market. Improved product differentiation and market segmentation. Better promotion and aggressive sales campaign. 

The possible causes of unfavorable variance include a tense competition in the industry, introduction of a product by a competitor with similar or better features, reduction in demand for the product, deflation, price caps imposed by governmental regulatory authorities, product obsolescence due to a change in taste and fashion, introduction of an alternative product or solution etc.
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