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Variance analysis involves the separation of individual cost variances into compo-
nent parts. The benefit that may be derived from variance analysis depends on the
interpretation and investigation of the component variances. A company has
recently been carrying out a study on its use of variance analysis.

Requirement:
Explain, with the aid of simple numeric examples, for each of the following vari-
ance analysis exercises,
• their logic, purpose and limitation; and
• how the management accountant should go about investigating the component

variances disclosed.
(a) The separation of the fixed overhead volume variance into capacity utilisation

and efficiency components. (9 marks)
(b) The separation of the materials usage variance into materials mixture and

materials yield components. (8 marks)
(c) The separation of the labour rate variance into planning and operational

components. (8 marks)
(Total 25 marks)

CIMA Stage 3 Management Accounting Applications

In the new industrial environment, the usefulness of standard costing is being chal-
lenged, and new approaches sought.

One approach, pioneered by the Japanese, is to replace standard costs by target
costs.
You are required
(a) to describe the problems associated with standard costing in the new industrial

environment; (6 marks)
(b) to explain what target costs are, and how they are developed and used;

(6 marks)
(c) to contrast standard and target costs. (5 marks)

(Total 17 marks)
CIMA Management Accounting Techniques

Variance investigation decisions are normally explained in textbooks by simple
models, which assume the availability of a significant amount of information.

An example of this approach is:

The managers estimate the probability of any variance being due to a
controllable, and therefore correctable, cause at 25%. They estimate the cost of
investigating a variance at £1400, and the cost of correcting the cause of a
correctable variance at £400. The investigation process is regarded as 100%,
reliable in that a correctable cause of the variance will be found if it exists.
Managers estimate the loss due to not investigating, and hence not
discovering, a correctable cause of the variance, averages 75% of the size of the
variance. For example, the loss from the failure to discover a correctable £4000
variance would be £3000.

Question IM 19.1
Advanced

Question IM 19.2
Advanced

Question IM19.3
Advanced
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Requirement:
(a) Calculate the minimum size of variance that would justify investigation.

(8 marks)
In addition to the approach described above, alternative approaches exist to
decide whether to investigate variances by using criteria related to the absolute
size of the variance, and criteria based on the percentage from standard.

Requirement:
(b) (i) Explain why these approaches are taken rather than the approach

described in (a) above.
(ii) Comment on the appropriateness of the alternative approaches described

above. (12 marks)
(Total 20 marks)

CIMA Stage 4 Management Accounting Control Systems

(a) Specify and explain the factors to be considered in determining whether to
investigate a variance which has been routinely reported as part of a standard
costing system. (12 marks)

(b) Describe how accumulated production variances should be treated at the end
of an accounting period. (8 marks)

(Total 20 marks)
ACCA P2 Management Accounting

B Ltd manufactures a single product in one of its factories. Information relating to
the month just ended is as follows:

(i) Standard cost per hundred units:
(£)

Raw materials: 15 kilos at £7 per kilo 105
Direct labour: 10 hours at £6 per hour 60
Variable production overhead: 10 hours at £5 per hour 050

215

(ii) 226 000 units of the product were completed and transferred to finished
goods stock.

(iii) 34 900 kilos of raw material were purchased in the month at a cost of £245 900.
(iv) Direct wages were £138 545 representing 22 900 hours’ work.
(v) Variable production overheads of £113 800 were incurred.

(vi) Fixed production overheads of £196 800 were incurred.
(vii) Stocks at the beginning and end of the month were:

Opening Stock Closing Stock

Raw materials 16 200 kilos 16 800 kilos
Work in progress — 4000 units (complete as to raw

materials but only 50%
complete as to direct labour
and overhead)

Finished goods 278 000 units 286 000 units

Raw materials, work in progress, and finished goods stocks are maintained at
standard cost. You should assume that no stock discrepancies or losses
occurred during the month just ended.

Required:
(a) Prepare the cost ledger accounts relating to the above information in B Ltd’s

interlocking accounting system. Marginal costing principles are employed in
the cost ledger. (17 marks)

Question IM 19.4
Advanced

Question IM 19.5
Intermediate:
Calculation of
variances and
accounting
entries for an
interlocking
standard costing
system
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(b) Explain and contrast the different types of standards that may be set as a
benchmark for performance measurement. (8 marks)

(Total 25 marks)
ACCA Cost and Management Accounting 1

Fischer Ltd manufactures a range of chess sets, and operates a standard costing sys-
tem. Information relating to the Spassky design for the month of March is as follows:

(1) Standard costs per 100 sets

(£)

Raw materials:
Plaster of Paris, 20kg at £8 per kg 160
Paint, ½ litre at £30 per litre 15

Direct wages, 2½ hours at £10 per hour 25
Fixed production overheads, 400% of direct wages 100

300
(2) Standard selling price per set £3.80
(3) Raw materials, work in progress and finished goods stock records are

maintained at standard cost.
(4) Stock levels at the beginning and end of March were as follows:

1 March 31 March

Plaster of Paris 2800 kg 2780 kg
Paint 140 litres 170 litres
Finished sets 900 sets 1100 sets

There was no work in progress at either date.

(5) Budgeted production and sales during the month were 30 000 sets. Actual
sales, all made at standard selling price, and actual production were 28 400 and
28 600 sets respectively.

(6) Raw materials purchased during the month were 5400kg of plaster of Paris at a
cost of £43 200 and 173 litres of paint at a cost of £5800.

(7) Direct wages were 730 hours at an average rate of £11 per hour.
(8) Fixed production overheads amounted to £34 120.

Requirement:
Prepare for the month of March:
(a) the cost ledger accounts for raw materials, work in progress and finished

goods; (10 marks)
(b) (i) budget trading statement,

(ii) standard cost trading statement,
(iii) financial trading statement, and
(iv) a reconciliation between these statements identifying all relevant variances.

(14 marks)
(Total 24 marks)

ICAEW Accounting Techniques

Question IM 19.6
Intermediate:
Accounting
entries for a
standard costing
system
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A firm produces a plastic feedstock using a process form of manufacture. The firm
operates in an industry where the market price fluctuates and the firm adjusts out-
put levels, period by period, in an attempt to maximise profit which is its objective.
Standard costing is used in the factory and the following information is available.

Process 2 receives input from process 1 and, after processing, transfers the output
to finished goods. For a given period, the opening work-in-process for process 2
was 600 barrels which had the following values:

Value Percentage
(£) complete

Input material (from process 1) 3 000 100
Process 2 material introduced 6 000 50
Process 2 labour 1 800 30
Process 2 overhead 002 700 30

£13 500

During the period, 3700 barrels were received from process 1 and at the end of the
period, the closing work-in-progress was at the following stages of completion:

Percentage
completion

Input material 100
Process 2 material introduced 50
Process 2 labour 40
Process 2 overhead 40

The following standard variable costs have been established for process 2:

Standard variable
cost per barrel (£)

Input material (standard cost process 1) 5
Process 2 material 20
Labour 10
Overhead 015

£50

During the period, actual costs for process 2 were

(£)

Material 79 500
Labour 39 150
Overhead 0060 200

£178 850

In addition you are advised that the following theoretical functions have been
derived:

Total cost (£) = 100 000 + 20Q + 0.005Q2

Price per barrel (£) = 76 – 0.002Q

where Q represents the number of barrels.

You are required to
(a) determine the theoretical production level which will maximize profit;

(6 marks)

Question IM 19.7
Intermediate:
Accounting
entries for a
standard process
costing system
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(b) prepare the process 2 account assuming that the calculated production level is
achieved; (7 marks)

(c) prepare the accounts for process 2 material, labour and overhead showing
clearly the variance in each account. (7 marks)

(Total 20 marks)
CIMA Stage 3 Management Accounting Techniques

A company operates a number of hairdressing establishments which are managed
on a franchise arrangement. The franchisor offers support using a PC package
which deals with profit budgeting and control information.

Budget extracts of one franchisee for November are shown below analysed by
male and female clients. For the purposes of budget projections average revenue
rates are used. At the month end these are compared with the average monthly
rates actually achieved using variance analysis. Sales price, sales quantity, sales mix
and cost variances are routinely produced in order to compare the budget and
actual results.

Staff working in this business are paid on a commission basis in order to act as an
incentive to attract and retain clients. The labour rate variance is based on the com-
mission payments, any basic pay is part of the monthly fixed cost.

Budget
Male Female

Clients 4000 1000
(£) (£)

Average revenue (per client) 7.5 18.0
Average commission (per client) 3.0 10.0
Total monthly fixed cost £20 000

Actual results
Male Female

Clients 2000 2000
(£) (£)

Average revenue (per client) 8.0 20.0
Average commission (per client) 3.5 11.0
Total monthly fixed cost £24 000

Required:
(a) Reconcile the budgeted and actual profit for November by calculating

appropriate price, quantity, mix and cost variances, presenting the information
in good form. You should adopt a contribution style, with mix variances based
on units (i.e. clients). (10 marks)

(b) Write a short memorandum to the manager of the business commenting on the
result in (a) above. (4 marks)

(c) Comment on the limitations associated with generating sales variances as in (a)
above. (6 marks)

(Total 20 marks)
ACCA Paper 8 Managerial Finance

Question IM 19.8
Advanced: Mix
variances and
reconciliation as
actual and
budgeted profit
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Tungach Ltd make and sell a single product. Demand for the product exceeds the
expected production capacity of Tungach Ltd. The holding of stocks of the finished
product is avoided if possible because the physical nature of the product is such
that it deteriorates quickly and stocks may become unsaleable.

A standard marginal cost system is in operation. Feedback reporting takes plan-
ning and operational variances into consideration.

The management accountant has produced the following operating statement
for period 9:

Tungach Ltd
Operating Statement – Period 9

(£) (£)

Original budgeted contribution 36 000
Revision variances:

Material usage 9 600(A)
Material price 3 600(F)
Wage rate 1 600(F) 04 400(A)

Revised budgeted contribution 31 600
Sales volume variance:

Causal factor
Extra capacity 4 740(F)
Productivity drop 987.5(A)
Idle time 592.5(A)
Stock increase 2 370(A) 000790(F)

Revised standard contribution 
for sales achieved 32 390

Other variances:
Material usage 900(F)
Material price 3 120(A)
Labour efficiency 1 075(A)
Labour idle time 645(A)
Wage rate 2 760(A)

6 700(A)
Actual contribution 25 690

(F) = favourable (A) = adverse

Other data are available as follows:
(i) The original standard contribution per product unit as determined at period 1

was:
(£) (£)

Selling price 30
Less: Direct material 1.5 kilos at £8 12
Less: Direct labour 2 hours at £4.50 09 21
Contribution 09

(ii) A permanent change in the product specification was implemented from
period 7 onwards. It was estimated that this change would require 20% addi-
tional material per product unit. The current efficient price of the material has
settled at £7.50 per kilo.

(iii) Actual direct material used during period 9 was 7800 kilos at £7.90 per kilo.
Any residual variances are due to operational problems.

(iv) The original standard wage rate overestimated the degree of trade union pres-
sure during negotiations and was £0.20 higher than the rate subsequently
agreed. Tungach Ltd made a short-term operational decision to pay the work-
force at £4.60 per hour during periods 7 to 9 in an attempt to minimise the

Question IM 19.9
Advanced:
Detailed variance
analysis
(including
revision
variances) plus an
explanation of the
meaning of
operating
statement
variances
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drop in efficiency likely because of the product specification change.
Management succeeded in extending the production capacity during period 9
and the total labour hours paid for were 9200 hours. These included 150 hours
of idle time.

(v) Budgeted production and sales quantity (period 9) 4000 units
Actual sales quantity (period 9) 4100 units
Actual production quantity (period 9) 4400 units

(vi) Stocks of finished goods are valued at the current efficient standard cost.

Required:
(a) Prepare detailed figures showing how the material and labour variances in the

operating statement have been calculated. (8 marks)
(b) Prepare detailed figures showing how the sales volume variance has been

calculated for each causal factor shown in the operating statement. (6 marks)
(c) Prepare a report to the management of Tungach Ltd explaining the meaning

and relevance of the figures given in the operating statement for period 9. The
report should contain specific comments for any two of the sales volume
variance causal factors and any two of the ‘other variances’. The comments
should suggest possible reasons for each variance, the management member
likely to be answerable for each variance and possible corrective action.

(8 marks)
(Total 22 marks)

ACCA Level 2 Management Accounting

Casement Ltd makes windows with two types of frame: plastic and mahogany.
Products using the two types of materials are made in separate premises under the
supervision of separate production managers.

Data for the three months ended 30 November are shown below.

Plastic Mahogany Totals

Budget Actual Budget Actual Budget Actual
Sales units 3000 2500 1000 1250 4000 3750

(£000) (£000) (£000) (000) (£000) (£000)

Sales revenue 660 520 340 460 1000 980
Materials (147) (120) (131) (160) (278) (280)
Labour (108) (105) (84) (85) (192) (190)
Fixed production 

overheads (162) (166) (79) (83) (241) (249)
Sales commissions (33) (26) (17) (23) (50) (49)
Other selling and 

administration 
costs (128) (133)

Net profit 111 079

Casement Ltd sells to a wide variety of users, so that window sizes and shapes vary
widely; consequently a square metre of window is adopted as the standard unit for
pricing and costing.

Sales budgets were based on the expectation that the company’s share of the
regional market in windows would be 12%. The Window Federation’s quarterly
report reveals that sales in the regional market totalled 25 000 units in the three
months ended 30 November. The managing director of Casement Ltd is concerned
that the company’s sales and profit are below budget; she wants a full analysis of
sales variances as well as an analysis of the cost variances which can be obtained
from the data.

Labour costs comprise the wages of shop-floor employees who receive a fixed
wage for a 40-hour week; no overtime is worked. Production managers receive a

Question IM 19.10
Advanced:
Reconciliation of
budgeted and
actual profit
including
operating and
planning
variances plus an
interpretation of
the reconciliation
statement
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fixed monthly salary which is included in production overheads, plus an annual
personal performance bonus (excluded from the above data) which is decided by
the board of directors at the end of each year. Sales representatives are paid a
monthly retainer plus commission of 5% on all sales.

The management of Casement Ltd is keen to improve performance and is
reviewing the company’s reward structure. One possibility which is under consid-
eration is that the company should adopt a profit-related pay scheme. The scheme
would replace all the existing arrangements and would give every employee a
basic remuneration equal to 90% of his or her earnings last year. In addition every
employee would receive a share in the company’s profit; on the basis of the past
year’s trading this payment would amount to about 17% of basic remuneration for
each employee.

Requirements
(a) Prepare a variance report for the managing director on the results for the

quarter ended 30 November, providing market share and market volume (or
size) variances, sales mix variance and basic cost variances, from the available
information. (10 marks)

(b) Interpret your results in part (a) for the benefit of the managing director.
(7 marks)

(c) Examine the issues (excluding taxation) which should be considered by the
management of Casement Ltd in relation to the company’s reward structure,
with particular reference to the proposal to move to a profit-related pay
scheme. (8 marks)

(Total 25 marks)
ICAEW P2 Management Accounting

A standard costing and budgetary control system which provides management
with a range of planning and operational variances for each four week accounting
period should facilitate improved feedback control information which may then be
used for improved feedforward control.
(a) Explain the meaning of the terms planning and operational variances,

feedback control and feedforward control. (6 marks)
(b) Explain and illustrate with reference to direct labour cost variances, ways in

which a planning and operational variance analysis could provide
management with
(i) additional feedback control information

(ii) additional feedforward control information. (14 marks)

Use the following direct labour cost information for any illustrative content of your
answer.

Original standard per product unit: 0.4 hours
Original wage rate per hour: £4
Budget output per month: 1000 units
Actual results for January:
Output: 1000 units; direct labour hours incurred: 420 hours at £4.50 per hour.

At the end of January it has been established that the original standard time
allowance per unit was understated by 10%. In addition, the completion of negotia-
tions with the trade union has resulted in a wage rate of £4.25 being agreed from
1 January. (20 marks)

ACCA Level 2 Cost Accounting II

Question IM 19.11
Advanced: Labour
planning and
operating
variances
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Blue Ltd manufactures a single product, the standards of which are as follows:

(£) (£)

Standards per unit:
Standard selling price 268

Less Standard cost:
Materials (16 units at £4) 64
Labour (4 hours at £3) 12
*Overheads (4 hours at £24) 96 172

Standard profit 096
*Total overhead costs are allocated on the basis of budgeted direct labour hours. The following
information relates to last month’s activities:

Budgeted Actual

Production and sales 600 units 500 units
Direct labour 2400 hours at £3 2300 hours at £3
Fixed overheads £19 200 £20 000
Variable 38 400 £40 400
Materials 9600 units at £4 per unit 9600 units at £4 per unit

The actual selling price was identical to the budgeted selling price and there was no
opening or closing stocks during the period.
(a) You are required to calculate the variances and reconcile the budgeted and

actual profit for each of the following methods:
(i) The traditional method.

(ii) The opportunity cost method assuming materials are the limiting factor
and materials are restricted to 9600 units for the period.

(iii) The opportunity cost method assuming labour hours are the limiting factor
and labour hours are restricted to 2400 hours for the period.

(iv) The opportunity cost method assuming there are no scarce inputs.
(b) Briefly explain and comment on any differences between your answers to (a)

(i) to (a) (iv) above.

Zits Ltd makes two models for rotary lawn mowers, the Quicut and the Powacut.
The company has a sales director and reporting to her, two product managers,
each responsible for the profitability of one of the two models. The company’s
financial year ended on 31 March. The budgeted and actual results for the two
models for the year ended on 31 March are given below:

Quicut Powacut Total

Budget Actual Budget Actual Budget Actual
Sales units 240 280 120 110 360 390
(000 units) (£000) (£000) (£000) (000) (£000) (£000)

Sales revenue 28 800 32 200 24 000 24 200 52 800 56 400
Costs:

Variable 9 600 11 480 7 200 6 820 16 800 18 300
Traceable fixed

manufacturing 8 200 7 600 6 800 6 800 15 000 14 400
Period costs:

Manufacturing 5 700 6 000
Administration 4 300 4 500

and selling
041 800 043 200

Net Profit before Tax £11 000 £13 200

Question IM 19.12
Advanced:
Relevant cost
approach to
variance analysis

Question IM 19.13
Advanced:
Performance
reports for sales
and product
managers
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The accountant had drawn up a series of flexed budgets at the beginning of the
year should the actual volume differ from budget. The variable costs were
unchanged, but the budgeted fixed costs, assuming a constant sales mix, for the dif-
ferent output ranges were as given below:

Output range 300–360 361–420
(000 units) (£000) (£000)

Traceable fixed manufacturing costs 15 000 16 000
Period cost – manufacturing 5 700 6 000
Period cost – administration and selling 004 300 004 500

£25 000 £26 500

The sales director has just received information from the trade association that
industry rotary lawn mower sales for the twelve months ended on 31 March were
1.3 million units as against a forecast of 1.0 million.
Requirements:
(a) Prepare a schedule of variances which will be helpful to the sales director, and

a schedule of more detailed variances which will be appropriate to the two
product managers who are treated as profit centres. (16 marks)

(b) Discuss the results scheduled in (a) above identifying which of the variances
are planning and which are operating variances. (9 marks)

(Total 25 marks)
ICAEW Management Accounting

(a) Describe and comment briefly on the basis and limitations of the control chart
approach to variance investigation decisions. (6 marks)

(b) The following analysis is available for the month of April for Department A:

(£)

Standard direct material 72 000
Material usage variance 4 500 unfavourable
Material mix variance 2 500 unfavourable

The following estimates have also been made for Department A:
(£)

Estimated cost of investigating the total material variance 1 000
Estimated cost of correcting the total variance if investigated and

found to be out of control 2 000
Estimated cost of permitting out-of-control material variances to

continue 10 000

Maximum Probability of a given total variance:
Probability 0.99 0.98 0.96 0.93 0.89 0.85 0.8 0.75
Total 

Variance £000 1 2 3 4 5 6 7 8

You are required to determine, using a payoff table, whether the variance
should be investigated. (6 marks)

(c) You are uncertain of the estimated probability in (b). Calculate the probability
estimate at which you would be indifferent between investigating and not
investigating the variance. (6 marks)

(d) Discuss the use of mathematical models for the variance investigation decision.
(7 marks)

(Total 25 marks)
CIMA Stage 4 Management Accounting Control and Audit

Question IM 19.14
Advanced:
Investigation of
variances
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