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[bookmark: _Toc49078389]1-Introduction
This is assessment 2 on management accounting. This assignment analyses the merits and demerits of using variances in decision making in business organisations. It also analysis how using variances to evaluate the performance of the managers can have influence on their behaviour. Using variances give good outcome but sometimes it motivates the managers to take decisions which are less fruitful for the long term goal achievement of the business organisation. The process, implication and relevant factors of ‘make or buy decisions’ have been discussed in the assignment. All the discussions have been presented in line with the required variance calculation and analysis of XLG company. 

[bookmark: _Toc49078390]2-Main Body
[bookmark: _Toc49078391]2.1-Part A

[bookmark: _Toc49078392]Question 1: Sales Price Variance and Sales Volume Contribution Variance
This section will answer the first topic in the required section. The first topic requires to calculate the sales price variance and sales volume contribution variance. 
XLG being a cleaning company sells two products such as Chemical X and Chemical Y. Due to nationwide lock down during the second quarter, the company performed all the sales through online. A total of 1600 units of Chemical X and Chemical Y were sold online. 850 units of chemical X were sold and 750 units of chemical Y were sold. Budgeted sales volume was 595 for each of the product. The standard sales price per unit is £35 for chemical X and £30 for chemical Y. During the period, the actual selling price per unit was £45 for chemical X and £37 for chemical Y. Below table presents the sales price variance for both chemical X and chemical Y.
	a) Sales Price Variance = (actual price - standard price)*actual volume

	Description 
	Actual Price
	Standard Price
	Difference
	Actual Volume
	Sales Price Variance

	
	£
	£
	£
	
	

	Chemical X
	                           45 
	                                                             35 
	            10 
	                        850 
	                          8,500 F

	Chemical Y
	                           37 
	                                                             30 
	              7 
	                        750 
	                          5,250 F



Price difference of chemical X multiplied by actual volume sold of 850 gives sales price variance of 8500. Price difference of chemical Y multiplied by actual volume sold of 750 gives sales price variance of 5250 (Hansen and Mowen, 2007).Sales price variance of chemical X is higher that of chemical Y because both the price difference and actual volume sold were higher for chemical X. 

The below table shows the sales volume contribution variance of both chemical X and chemical Y.
	b) Sales volume contribution variance = (actual sales volume-budgeted sales volume)*standard margin

	Description
	Actual Sales Volume
	Budgeted Sales Volume
	Difference
	Standard Margin
	Sales Volume Variance

	
	
	
	
	£
	

	Chemical X
	                         850 
	                                                           595 
	          255 
	                          25 
	                          6,375 F

	Chemical Y
	                         750 
	                                                           595 
	          155 
	                          20 
	                          3,100 F



Sales volume contribution variance of chemical X is 6375 and that of chemical Y is 3100. Sales volume contribution of chemical X is higher because both sales volume difference and standard margin are higher for chemical X. 


[bookmark: _GoBack][bookmark: _Toc49078393]Question 2: Material Price Planning Variance and Material Price Operational Variance
This section of Part A will answer the second question. The question is to calculate material price planning variance and material price operational variance. Planning variance refers to the changes between original budget and revised budget (Weygandt, 2018). On the other hand, operational variance refers to the changes between revised budget and actual result. 
Material price planning variance is calculated by subtracting general market price at time of purchase from original target price and multiplying the price variance with the quantity of materials purchased. Original standard price of per unit of famaQ is £2.5. Due to the lockdown and restriction on international travel, general market price increased to £4.5 per unit. Considering 1 unit of famaQ requirement for each unit of chemical Y and chemical Y, quantity purchased of famaQ is 1600 units (Crosson and Needles, 2014). 

a) Material price planning variance = (original target price-general market price at time of purchase)*quantity purchased
= (£2.5-£4.5)*1,600
= £3,200 U
Material price planning variance is unfavourable 3200 because the general market price increased due to uncertain conditions. 
Material price operational variance is calculated by subtracting actual price paid from general market price at time of purchase and multiplying the price difference with quantity purchased. Though general market price was £4.5 per unit of famaQ, XLG actually paid £3.7 per unit. 
b) Material price operational variance = (general market price at time of purchase-actual price paid)*quantity purchased
= (£4.5-£3.7)*1600
= £1,280 F
As XLG has paid lower price than the prevailing market price, the material price operational variance is favourable 1280. 


[bookmark: _Toc49078394]Question 3: Merits and demerits of using variances in assessing managers
Business organisations use several styles of budgeting in different environmental setup. A key aspect of budgeting is to evaluate the performance by comparing the actual result with the forecast (Shim and Siegel, 2012). A standardized approach to do this is variance analysis. Variance is simply the difference between actual outcome and projected outcome. Positive or negative variance mean that there is deviation of the actual outcome from the projected outcome. 
Standards are set depending on the previous business scenario and expected profitability (Wootton, 2020). Standards may be for sales, material cost, labour cost etc. Variance in the same way can be sales variance, material variance, labour cost variance etc. Sales variance and material variance can be price variance or quantity variance. 
Variance plays the most important role in evaluating the performance of the managers. The advantage of using variance as a performance evaluation tool are discussed below.
· To evaluate performance, it is necessary to properly identify the factors that are under control of the managers.There are different managers assigned to different departments of the business organisation. Each manager has their own area of the works. Different types of variance help assess the performance of different types of managers. Sales price variance assess the performance of the sales manages. Whereas material price variance assesses the performance of the purchasing managers.
· Variance is useful for assessing managers’ performances because it allows the managers to identify the areas where they have performed poorly and find the reason for that (Aruomoaghe and Agbo, 2013). If the scenario were under the control of the manager, she would learn from the mistake and be very careful from next time. And if the scenario were not under the control of the manager, she would notify it to the senior managers and they would take proper steps to tackle the new situation.
· Using variance as performance evaluation tool allows the managers to identify the wastage areas or cost drivers where most of fund are going but necessary revenue is not generated from that.



Along with all the merits, there are some other demerits of using variance as a tool to assess the performance of the managers.
· A major drawback of using variance as performance evaluation tool is that the managers maytake steps to make the variance favourable for them which might hurt the future profitability of the company (Emsley, 2000). The managers may have myopic behaviour toward the variance number only. For example, if a sales manager increases the sales price of the product unnecessarily, it might make the variance more favourable for the manager. But very soon, customer loyalty will be affected due to higher prices which can drive the future sales away from the company. Also the purchase manager might purchase products from low price supplier which will make the variance favourable for a while but ultimately can reduce the quality of the product. This tendency of the managers is also known as dysfunctional behaviour.
· Possibility of budgetary slack is also a similar phenomenon alike dysfunctional behaviour. When lower level managers are involved into participatory budgetary method, they might be tempted to overestimate the expenditures or underestimate the revenue. This creates a breathing space for the performance evaluation of the business managersbut shows less than the optimal picture (Liu, Cao, Fang and Shang, 2009). It ultimately reduces the competitive edge of the business.
· Being a statistical tool, variance analysis is a little bit of time consuming. It involves gathering data from various time dimension and evaluating the performance of the managers. 
· Variance analysis is a part of budgeting too. That means all the information here are historic information. Taking the number only to evaluate the performance without understanding the background would give distorted picture. 

The variance analysis in question 1 and question 2 reveal some understanding regarding the performance of the managers. Due to lockdown, stores have been closed and all the sales have been made through online media. Sudden increase in the demand of cleaning products has put some pressure on supply which has resulted in increased sales price. Chemical X has more price difference than chemical Y.Due to increased demand, the sales volume has increased.The sales manager performed very well in increasing the sales price to match with the demand. Sales volume of chemical X is higher than that of chemical Y. So, increasing the sales price of chemical X more than that of chemical Y was surely an impressive decision made by the sales manager.
Supply pressure of raw material has increased the price significantly. In this scenario if the purchasing manager could anticipate the sudden increase in raw material due to international lockdown some time before, he would experience a lower unfavourable variance which would positively affect the material price planning variance (Meder, Le Lec and Osman, 2013). This would increase her performance. However when prices were increased, the purchasing manager was able to source materials from a low priced supplier. Favourable material price operational variance surely proves the operational efficiency of the purchasing manager. 

[bookmark: _Toc49078395]2.2-Part B
This segment requires analysis regarding the decision whether to make famaQ in house in the UK or to import from Brazil. Several other information given are that famaQ gives competitive advantage to XLG, demand for the products will continue to increase 45% and most importantly XLG can product famaQ in the UK for £3 per unit also reducing the delivery time. 
To assess this situation and provide a decision whether to ‘make or buy’ depend on some factors. Firstly it has to be assessed whether the cost is relevant to the business operations or not. Three conditions have to be met if a cost is considered to be relevant. 
[image: A picture containing screenshot
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Figure: Cost relevancy framework (Shim, 2012).
The cost of famaQ is directly related to the objective of the business which is maximising shareholder returns. This can be done by increasing the profitability which is a combination of optimum level of revenue and costs. Per unit of famaQ has increased to £4.5 when imported from Brazil. Each unit of chemical X is sold at £45 and each unit of chemical Y is sold at £37. 1 unit of famaQ is required to produce each unit of chemical X and chemical Y.So, increase in the cost of famaQ will put direct pressure on the selling price and ultimately profitability. From this perspective, cost of per unit of famaQ is obviously a crucial decision for the business currently due to uncertain situations (Luenendonk, 2020). 
The cost of famaQ is also directly related to future cost. With each unit increase in sale volume, demand of famaQ will increase by 1 unit. Due to changed business environment, sales of chemical X and chemical Y are expected to increase significantly. So, the demand of famaQ will increase proportionately. 
Thirdly, the decision of producing famaQ in the UK or importing from Brazil will greatly influence the material cost structure of XLG. Importing from Brazil has increased to a great extent. On the other hand, producing it in house in the UK will greatly reduce the production cost as well as reduce the delivery time thus making the overall operations of XLG more efficient. All these discussion means that material cost of famaQ is a relevant cost. 
Make of buy decision involves analysing the benefits and costs of producing material in house of outsourcing those (Kenton, 2020). Companies generally outsource raw materials because of potential cost reduction. By taking the decision to outsource materials, businesses can keep greater portion of sales revenue as profits which ultimately go the owners. 
FamaQ could be imported from Brazil at low cost. But the changes in business settings have increased that cost. And most importantly, the increased cost doesn’t seem to lower very soon as the impact of economic slowdown is observed. There will some sort of international restrictions following the pandemic situation as people have become more aware to maintain the health safety standards. In this scenario, XLG can set up production process in the UK to produce famaQ. Producing famaQ in house in the UK will save XLG a huge sum of money considering the increased import price (Johnson and Busemeyer, 2010).
Standard price of famaQ is £2.5 per unit. The market situations have increased the price to £4.5. XLG actually paid £3.7 per unit. If XLG produces famaQ in house in the UK, the production cost would be £3 per unit. This will have direct savings of £0.7 per unit and increase the contribution margin. Considering the 45% sales growth of chemical X and chemical Y, the projected cost savings due to in house production are given in the table below-



	Projected Sale Volume (45% growth)
	2320 units
	3364 units
	4878 units

	
	
	
	

	Import Cost (£3.7 per unit)
	£8584
	£12447
	£18048

	In House Production Cost (£3 per unit)
	£6960
	£10092
	£14633

	Total Savings
	£1624
	£2355
	£3414



It is assumed that combined sales volume growth of chemical X and chemical Y will increase by 45% each period. The table clearly shows that with the increased sales volume growth, total savings due to producing famaQ in house in the UK increase gradually. 

Considering the cost effectiveness, XLG should take necessary steps to product famaQ in the UK (Ali, 2020). As famaQ through its patent rights gives competitive advantage to XLG, the company can’t go for using other less costly raw materials that can be outsourced. XLG has to stick closely to using famaQ for maintaining the sustainable business growth and being the market leader (Merigó, 2014). Using famaQ is the most important strategic movement for XLG. As the company is now able to produce famaQ at less than market price in the UK, it should surely go for that. As it is a patented product, no other company would be able to use this. And XLG will continuously enjoy the benefit of the high quality famaQ. Another crucial aspect for XLG is the reduction of delivery time of famaQ. When the demand for chemical X and chemical Y is increasing gradually, XLG would find if challenging to keep the supply of famaQ consistent if imported from Brazil. Direct reduction of 15 days in delivery time if producing in house in the UK will surely give the purchasing managers of XLG a little bit of comfort zone and flexibility (Kurhade and Wankhade, 2016). Based on the decisions of the senior management, the managers can easily adjust the supply of famaQ. 



[bookmark: _Toc49078396]3-Conclusion
It can be seen that variance analysis has identified the actual sales and material purchase performance of managers of XLG company. Uncertain changes in business environment caused by lockdown and travel restrictions have profound influence over the strategic decision making of the company. The mangers were able to make a good amount of sale during the lockdown period. The purchasing managers were also able to support to increased demand pressure, but they could perform better if they would track the prices of famaQ continuously during the initiation of the pandemic. 
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