Milena Petrova Valeva
Student Number: 1817469
LCBB5002 MANAGEMENT ACCOUNTING
Assessment 2 – XLG Company
Module Lecturer’s Name: Dr  Rexon Nting







































CONTENT


1. PART A
1.1 Sales variance report 2nd quarter 2020
1.2 Material price planning variance and material price operational variance report 2nd quarter 2020
1.3 Merits and demerits of basic manager performance on variances 
2. PART B
2.1 Make FamaQ  inhouse or import/buy decision
2.2 Additional recommendations 
      3. REFERENCES

































PART A
i) Sales Variance Report 2ND Quarter 2020
	Sales Price Variance

	Product
	(Actual Price – Budgeted Price ) x Actual Sales
	=
	Variance

	X
	(£45– £35 ) x 850 units 
	=
	£8,500
	Favourable

	Y
	(£37– £30 ) x 750 units
	=
	£5,250
	Favourable




During the second quarter of 2020, XLG registered higher prices compared to forecasted values leading to a favourable variance for both Product X and Product Y. Product X saw a 29% price increase while Product Y’s sales were higher by 23%. 

The increase in price is partly due to the increase in the purchase price of raw materials and the unexpected increase in demand for cleaning products due to the pandemic.  


	Sales Volume Contribution Variance

	Product
	(Actual Sales Volume – Budgeted Sales Volume) 
x Budgeted Contribution Margin/Unit
	=
	Variance

	X
	(850 units– 595 units ) x £25
	=
	£6,375
	Favourable

	Y
	(750 units– 595 units ) x £20
	=
	£3,100
	Favourable




As infections related to the COVID virus increased the country, more consumers focused on purchasing cleaning products. This is the main reason for the increase in sales of both of the company’s products. Product X sales increased by 43% while sales for Product Y were higher by 26%. 

While both products returned a favourable variance, Product X which has a higher contribution also registered better sales between the two products. 




ii) Material Price Planning Variance and Material Price Operational Variance Report 2ND Quarter 2020

	
	Material Price Planning Variance

	Product
	Materials Used on Units Produced 
(Units Produced x famaQ required)* 
	
(Standard Price – Revised Selling Price ) 
x Materials Used on Units Produced
	
=
	
Variance

	X
	850 units x 1 famaQ
	(£2.50 – £4.50 ) x 850 units 
	=
	(£1,700)
	Adverse

	Y
	750 units x 1 famaQ
	(£2.50 – £4.50 ) x 750 units
	=
	(£1,500)
	Adverse

	Total (X+Y)
	1,600 units x 1 famaQ
	(£2.50 – £4.50 ) x 1,600 units
	=
	(£3,200)
	Adverse


                              *Assumption: Total Sales is Equal to Total Units Produced


The original price of materials for the year is lower than the actual cost of the main component of XLG’s products. The adverse variance indicates that current prices are higher than the price of this material during the budgeting phase. 


	
	Material Price Operational Variance

	Product
	Materials Used on Units Produced 
(Units Produced x famaQ required)*
	
(Standard Price – Revised Price ) 
x Materials Used on Units Produced
	
=
	
Variance

	X
	850 units x 1 famaQ
	(£3.70 – £4.50 ) x 850 units 
	=
	(£680)
	Favourable

	Y
	750 units x 1 famaQ
	(£3.70 – £4.50 ) x 750 units
	=
	(£600)
	Favourable

	Total (X+Y)
	1,600 units x 1 famaQ
	(£3.70  – £4.50 ) x 1,600 units
	=
	(£1,280)
	Favourable




Latest variance reports reveal that despite the expected price increase in famaQ, the company was able to purchase this material at a lower cost compared to the revised prices. 





iii) Merits and Demerits of Basing Manager Performance on Variances

Variances use standard costs as a benchmark for quality expectations and performance. In the pre-COVID world, these indicators would be a reliable and useful way to identify areas for improvement and areas of success (Graybeal, Franklin and Cooper, N.A) and assess manager performance. 

With too many unexpected situations due to the pandemic, using the same criteria as prior years may not be the best option. 

Developing reliable standards may not be the main priority
Production delays, stock-outs, and other issues brought by lockdowns during the pandemic lead to higher procurement costs for raw materials. This had a significant effect on any company’s budgeted expenses.  

Original standard costs are no longer relevant and reliable. But developing standard costs is expensive and would require extensive investment in time and effort. Having a reliable revised standard cost could be an issue especially when the company has limited funds. 

In a few months, circumstances may change once again, and the company’s current standard costs may be outdated. Without a sound basis for comparing actual results, variances would be less reliable and they may not be indicative of manager performance.

Adapting agile leadership trends may lead to unfavourable variances in the current period
A survey conducted by Mckinsey & Company on consumer and retail executive revealed that top management is now focusing on employees. There is also a greater emphasis on a caring and supportive environment. Leaders also had to adapt to making rapid decisions and be more comfortable with ambiguity. Meanwhile, making fully informed decisions and promoting internal competition had lower importance. (Ansari, Brown, Ratner and Weaver, 2020)

With this shift in leadership priorities, it’s easier for managers to make judgment calls since many companies are on survival mode. 

Unilever, for instance, was quick to respond to the sudden surge in demand for hygiene products and the decrease in sales from hair styling, shaving, and grooming products. As reported in Financial Times, the company responded by converting 30 manufacturing facilities around the globe (Evans, 2020) to increase the production of hand sanitizers. 

XLG, in this case, had no other choice than to pay expensive raw materials to keep the manufacturing plant running. While there were variances due to the higher cost of the materials, this gamble paid off since consumers were also willing to pay a higher price for their products. Moreover, total sales also increased which increased the company’s profitability during the period.

If managers opted to use cheaper options with a longer waiting time to transport raw materials, it may not be able to reach its current sales volume due to insufficient supply. 

With this in mind, it would be unfair to judge the manager’s performance as poor based on this decision. The challenge now is to determine how the company should evaluate results made under these extenuating circumstances.

Variances may have to be compared to standards within and outside the organization
How well a company performs despite the odds will be the ultimate goal to measure success. Shareholders judge businesses based on how they perform against their peers (Morlidge, 2016). With limited availability of resources to revise standard costs, the average return in the industry could be a means to judge manager performance. 

Using variances in this kind of system in place could be a fairer way to assess manager performance during this period. This could also be helpful to assess whether a negative variance is a trend among industry or an issue that only exists in the company. However, this method for assessing performance could be problematic if there are no reliable benchmarks in the industry. 

An adverse variance may detract managers from focusing on long term goals

Instead of challenging and pushing employees to achieve team targets, it’s better to emphasize the common goal. Hence, performance appraisals based on variances should focus on the whole company’s efforts to remain stable. 

The practice of focusing on the common goal could potentially curb issues with managers who are short-term oriented. This could also drive innovation since managers would not be focusing on staying within the variance threshold limits. 

Even if implementing a strategy is costly, managers are more likely to implement it if it will lead to high payoffs in later periods. By pushing sustainability, top management could adapt and innovate and those who can’t. 

Put greater emphasis on variances within the manager’s control

It’s not an easy task to classify costs as controllable and uncontrollable but this approach could be relevant for evaluating a manager's performance. 

By distinguishing between these two costs, top management would only make managers accountable for differences between actual and budgeted outcomes within their control. The lack of ambiguity when it comes to targets could make managers focus on the goal they need to achieve. 

Motivation is also more likely to increase with a clear and achievable target.

Variance reports have a bigger role in the organization

Judging a manager’s performance based on variances may not be ideal because of the COVID-19 crisis, but it is indispensable for organizations. Making variances part of the performance appraisal has its merits. At the same time, it is an essential tool for internal control especially during the current time since fraud levels tend to increase in times of economic crisis (Dorris, 2020). Within the organization, employees are also more likely to resort to theft due to financial pressures.  

Without tracking variances and investigating the causes behind it, employees including managers would have the opportunity to exploit weaknesses in internal control and commit fraud. 

Most organizations lose around 5% of its revenues to fraud. However, in an environment where managers have to be accountable for significant variances, it’s easier to detect red flags before the company suffers from significant losses. 

Companies have to revise performance guidelines to reflect organizational changes

With no end date in sight for how long or how worse the pandemic could affect the economy, it’s harder to determine the best measure for good performance. 

It’s still important to account for financial factors like variances in management performance evaluations. However, top management should put more weight in non-financials factors and the current market during the process. 

Nevertheless, management should also take caution in putting too much weight on non-financial measures. Qualitative metrics may be subjective and as pointed out by Drury and EL-Shishini (2005) there is a negative relationship between non-financial measures and the satisfaction with performance evaluation systems. 

With different factors at play, top management needs to adopt new performance evaluation standards that can keep up with the changes in the organization. At the same time, new Key Performance Indicators should provide a reliable measure of how well a manager performed during the period.































PART B
Make famaQ inhouse or Import/Buy Decision

With the COVID outbreak, importing goods from Brazil has proved to be impractical due to the cost of transporting the raw materials from the country to the UK. There were also delays in receiving raw materials due to lockdowns and limited transportation. 

Pre-COVID prices for the imported raw material was £2.50/unit but due to the difficulty in transporting famaQ to the UK prices have gone up to £4.50/unit. 

The main cost driver the unavailability of sea transport which was the preferred method. Since the only available means to transport the material was through air cargo, the company had to revise the per unit cost of famaQ to £4.50. 

Due to these issues, XLG’s management proposed to manufacture famaQ in-house instead of importing it from Brazil. 

By moving in-house, the company can cut delivery times by 15 working days. Based on initial assessments, XLG can produce famaQ in-house at £3. 

Using the available information from the relevant departments, making the products in-house generates more profit for the company (see table below) compared to importing famaQ.
	
	Make
	Import/Buy

	
	Product X
	Product Y
	Product X
	Product Y

	Contribution Margin if XLG continues to import famaQ (per unit)
	£25
	
	
	£20
	
	
	
	

	Add: Cost/unit of imported 
	£25  + £4.50
	=
	£29.50
	£20 + £4.50
	=
	£24.50
	£4.50
	£4.50

	Less: Cost/unit of famaQ made in-house
	£29.50 - £3
	=
	£26.50
	£24.50 - £3
	=
	£21.50
	
	

	Contribution Margin if XLG makes famaQ in-house
	
£26.50
	
	
	
	
	
£21.50
	
£25
	
£20




Based on the table above, the contribution margin will be higher if the company decides to produce famaQ in-house. 

There are several merits in this decision since it will cut the delivery time and ensure the availability of raw materials required for manufacturing Product X and Product Y. 

With the projected 45% increase in sales, XLG needs to have more control of its raw materials to supply adequate stocks to its market. Delays in delivering raw materials to the UK facility could mean lost sales. 

At the moment Brazil is also struggling with the COVID-19 crisis. The situation in Brazil is starting to stabilize but there is no telling how events will unfold and if it will affect famaQ production in the country. Reduced production and delivery delays due to lockdowns in Brazil are among the biggest risks that XLG can avoid by producing famaQ in-house. 

With a famaQ supplier in the country, even if the plant is not on the same location, it would still be faster to procure required materials. 

Land transport which was not an option before is viable if the raw material supplier is in the UK. When governments impose lockdowns, land transport saw the least disruption. 

Additional Recommendations 
Extensive Study on Producing FamaQ In-House

Based on XLG’s more recent reports, producing famaQ in-house is a viable option. However, an in-depth proposal on establishing the famaQ plant in the country is highly recommended to assess the following:
· Budget for converting/constructing the manufacturing facility
· Estimated completion date of the production line
· Local sources of raw materials to product famaQ
· Regulatory requirements for the production of famaQ
· Plant capacity 
· Requirements to product famaQ while maintaining quality standards

Sourcing FamaQ

Availability and access to famaQ is a critical function for XLG. Hence, scenario planning for disruptions caused by COVID-19 and other threats (Developing a business continuity plan, 2020) is crucial before making a final decision on the best sourcing strategy for the company. 

Consider a Dual Source Strategy

As reported by Fortune, about 94% of Fortune 1000 companies suffered from issues with their supply chain due to the pandemic (Sherman, 2020). Since XLG is not the only company facing issues with the supply chain, using the successful strategies implemented by other companies may help solve future disruptions in the supply chain. 

Among the top approaches to improving the supply chain include the adoption of a dual-source strategy. 

While the numbers suggest that making the products in the UK is more cost-effective, the management should also look at this suggestion as an opportunity to have a supply chain with greater flexibility. 

As reported in Barron’s, absenteeism, reduced production speeds, and selected idling of plants was one issue for Tyson Foods (Root, 2020) and scenarios like this could reoccur in the UK as long as there is no vaccine against the COVID-19 virus. 

As a precaution, it may be prudent to consider dual-sourcing by retaining the services of the plant in Brazil and at the same time producing famaQ in-house. Should the UK plant suffer from unexpected issues, the plant in Brazil can pick up the slack. 

With a dual-sourcing strategy, it would be easier to procure materials at a lower cost. Given that famaQ is patented and there is no alternative supply chain, this strategy could help XLG maintain production levels. 

Since famaQ is the secret behind XLG’s ability to maintain its market share, it is in the best interests of the company to have access to this raw material when needed. As XLG’s greatest competitive advantage, it’s essential to determine the best approach to have access to enough famaQ required to meet current demand.
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