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1. Introduction

The purpose of this report is to assess the managers’ decision for producing the ingredient famaQ in house or keep delivering it from Brazil. Assessment is done with the help of the variance analysis tool. The report also includes a critical analysis of the merits and demerits of using variances in assessing the managers’ performance.
 
Variance analysis is a tool for estimation of organizational performance. It investigates the difference between planned and actual behaviour. It also includes an examination of the reasons for the variances. 
The process begins with the determination of standards to which the actual results to be compared afterward. 

2. Main Body

2.1. Calculation of key variances and managers performance assessment

2.1.1. Calculation of sales variances

Calculation of Sales Price Variance

	Description
	Actual Price
	Standard Price
	Difference
	Actual Volume
	Sales Price Variance

	 
	£
	£
	£
	 
	 

	Chemical X
	45
	35
	10
	850
	8500

	Chemical Y
	37
	30
	7
	750
	5250

	 
	 
	 
	 
	 
	 



Sales price variance is the difference between the standard sales price and the sales price achieved. In the case of company XLG the actual sales prices of the two products in question have risen significantly. The price of product X has risen to £45 against £35. The price of product Y has risen to £37 against £30. The sales price variance is obtained when the differences in sales prices are multiplied by the actual sales volume achieved for each of the two positions. For the second quarter of year starting March 2020, company XLG achieved favourable sales price variance for the two products X and Y of £13,750. The variance is favourable since the achieved price is higher than the standard price.


Calculation of Sales Volume Variance

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

	 
	£
	£
	£
	 
	 

	Chemical X
	850
	595
	255
	25
	6375

	Chemical Y
	750
	595
	155
	20
	3100

	 
	 
	 
	 
	 
	 



Sales volume variance is the difference between the sales volume planned and the sales volume achieved. The actual sales volumes for both products of XLG are higher than the budgeted ones. In this case it is said that a favourable sales volume variance is obtained.  

2.1.2. Calculation of Material Price Variances 

Material price planning variance (MPV)

Material price planning variance is presented by the difference between the original target price of material and the general market price at the time of purchase, multiplied by the quantity purchased.  In the case of company XLG the MPV of famaQ is calculated as follows:
MVP = (original target price of famaQ – general market price of famaQ at the time of purchase)*purchased quantity 
MVP = (2.5-4.5)*1600 = 3200 GBP, Unfavourable
The MVP of famaQ for the second quarter of 2020 is £3200 unfavourable since the general market price of famaQ is higher than the target price.

Material price operational variance (MOV)

Material price operational variance could be explained by the difference between the general market price at the time of purchase and the actual price paid, multiplied by the quantity purchased.
MOV = (general market price of famaQ at the time of purchase-actual price paid for famaQ)*purchased quantity
MOV = (4.5-3.7)*1600=0.8*1600=1280 GBP, Favourable
The MOV for famaQ is favourable since the price paid is lower than the standard market price at the time of purchase. It shows good bargain position of the XLG’s purchasing manager.  

2.1.3. Analysis of merits and demerits of using variances in assessing XLG’s management performance 
Companies use variance analysis for the evaluation of management performance. Some of them require an explanation for the unfavourable variances only; others require an explanation for both favourable and unfavourable variances. The process of explanation helps the manager to identify potentially problematic areas when an unfavourable variance is in place, and also to assess whether a favourable variance is sustainable.(1)
One of the benefits of using variance analysis for managers’ evaluation is that variances facilitate assigning responsibility to a relevant manager. For example, in the case of XLG’s material price variance, it is the purchasing manager who has to be asked for an explanation. In most of the cases, any particular variance can be related to a particular manager or a group of managers. 
Another merit is that the managers are assessed only on the event under their control. For example, the unfavourable material price planning variance can be explained by two events. The first one is the increased purchased quantity which in turn is due to the increased sales volume. The actual sales volume has gone up due to the increased demand for the two products in the light of the Covid19 pandemic and customers’ increased awareness of hygiene. This event is out of the purchasing manager’s control. He or she needs to buy more material in order to cover the needs of the increased demand.  The second event for the unfavourable material price planning variance is the increased price of famaQ at the time of purchasing. This event is not under the purchasing manager’s control, as well. The price is increased because of the pandemic and the changed means of transport. See transport from Brazil to the UK has been replaced by air transport which is much more expensive.
However, in the case of the favourable MOV the main event is under the manager’s control. For the calculation of this variance the price paid is compared to the general price at the time of purchase. The XLG purchasing manager has obtained a better price than the general one. The process of obtaining a better purchasing price is under his/her control. 
Another advantage of the use of variances is the fact that the analysis can work as a control mechanism and can help in making efficient and forward-thinking decisions. In the case of XLG, the unfavourable MPV is an indication of a problem with the price of their main component – famaQ. What is more, the event can work as a base for considering different course of action.
The negative aspects of using the variance analysis for the evaluation of managers’ performance are connected with difficulties for tracing the reasons for variances and dysfunctional behaviour of the managers. 
Variances are only indicating deviations from standards but are not giving the clues for these deviations. When XLG managers have registered a sales volume variance or a sales price variance, it is not clear what has lead to these variances. A further investigation is needed to reveal the reasons for variances, such as the increased need for personal and social hygiene and sanitation due to the Covid19 pandemic.
When managers are evaluated with the help of variance analysis they might be pushed to behave in a way that suits their own performance indicators but not the interests of the organization as a whole. Managers may try to achieve smaller deviations from standards, which in a long-run perspective could have a negative effect on the company’s performance.(2) This would be the case if the XLG purchasing manager decides to buy another cheaper ingredient instead of famaQ at its increased price. Thus he or she will achieve less variance from the standard price but will risk the organizational performance since it will lose its competitive advantage, the patented famaQ. 

2.2. Report assessing the decision to make famaQ in house or keep importing it from Brazil
Description of the circumstances 
Due to the lockdown most of the sales of XLG went online. At the same time the sales of the two products, chemical X and chemical Y, went up by about 45% and expectations show this will continue in the next period. XLG has a competitive advantage in face of famaQ. It is the main ingredient of their cleaning products and it is protected by a patent. 
The cost of a unit of famaQ has changed dramatically in the second quarter due to the lock down and transport restrictions applied. Now the famaQ is transported via air instead of via sea, which leads to increased transport costs and increased market price. The price of a unit increased from 2.5 to 4.5 which is an increase by 80%. The purchasing manager has succeeded to bargain a price of 3.7 per unit but the increase still constitutes 48%. Now the management needs to decide whether to keep importing the ingredient or to produce it in house. 
Relevant costing
Relevant costs are future avoidable costs that differ in accordance with the course of action that has been chosen.(3) It is an accounting tool that helps the managers to make decisions. The idea is all irrelevant costs to be eliminated so that they will not distract the managers in the process of making a decision. Irrelevant are the sunk costs that have already been made and future costs that will remain unchanged regardless of the decision made. (4)
Companies use the relevant costs tool to make strategic decisions about the future of the organization. (5) For example, relevant costs are used when they need to decide whether to buy a new more effective machine or to continue using the old one, which has a quite high remaining book value. Another case could be when managers are considering whether to add or drop a business segment. 
One of the strategic questions that are answered with the help of relevant cost analysis is the make-or-buy decision. For the XLG company, which is facing changing circumstances in its business environment during the second quarter of 2020 the make-or-buy decision is of great importance. 
Usually, companies decide to make the product internally when some of the following considerations are in place. (6)
· Cost considerations (it is cheaper to produce in-house)
· Availability of production capacity
· Unreliable suppliers
· Control of lead time and transportation
· Having a second source
· Continual supply consideration
· Political, social, or environmental considerations
Most of the above-listed considerations are valid for the XLG.
The decision and its grounds
It is recommended famaQ to be produced in house in the UK instead of importing it from Brazil. There are a couple of reasons that support this decision.
Price
In the first place is the new price. The latest price that the purchasing manager succeeded to obtain for a unit of famaQ is £3.7. This price is higher by 23% than the price of the product when it is made internally (£3.0) which constitutes a significant increase. It is also not known if the company will be able to keep the price of £3.7. Since the market price of famaQ is £4.5, then it is more likely the price of XLG to go up rather than to go down. In the case when the ingredient is produced in house the difference of at least £0.70 will be added to the XLG’s margin. 
Uncertain situation
In the second place is the uncertainty of the situation. It is not known how the corona virus crises will develop. In case, the rate of infection grows further then additional restrictions might be introduced by the governments. This could push the price even higher. It is also possible the transport from Brazil to be totally blocked for a certain period of time. Then XLG will lose its competitive advantage and will not be able to produce any of the two products, Chemical X and Chemical Y. Thus they will lose the total margin from the two products production. 
The uncertainty of the situation can be explained by political, social, and economic reasons. The governments have introduced restrictions that influenced both social life and economies. According to the World Bank the Covid19 has brought an enormous shock to the global economy and will lead to recessions in many counties. (7)
Continual supply
When the production of famaQ is in the hands of XLG, this assures its continual supply. It is a great advantage in the light of the pandemic and global uncertain situation.
Shorter delivery time
Another positive outcome that supports the decision for producing within the organization is the better delivery time. XLG will have the ingredient in a period shorter by 15 working days. This could be a great advantage in a period of a constantly increasing demand. The sales volumes of XLG’s chemical X and Y have risen by 45% for the second quarter and it is expected to continue. 

3. Conclusion
It is obvious that the decision to make famaQ in house meets the relevant costing criteria. The price of a unit, produced in house is lower than the price of a unit imported from Brazil. This favourable difference is good enough but there are more positive features. The cost of a unit produced in house includes the costs for depreciation of equipment. In case the equipment for the production of famaQ has no resale value then the depreciation costs are irrelevant and have to be excluded from the famaQ cost of £3.0.  The general factory overhead is also not avoidable and needs to be excluded from the famaQ final in house cost. 
There are some more considerations supporting the production of famaQ in the UK. Firstly, famaQ is a key ingredient for XLG. It is of great importance for the successful distribution of their cleaning products. FamaQ has also helped the company to maintain its market-leading position. It is the reason why it has been protected by a patent. Secondly, there is an increased demand for XLG products and it expected it to be the same in the future. This increased demand is a good reason for ensuring a stable supply of the key ingredient.
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