CMA1  - ACCT2160  -  SUPPLEMENTARY NOTES RE CHAPTER 10
Investigation of Variances
The most important tasks in variance analysis are to understand why the variances arise and then use this knowledge to  make improvements ----not to fix blame.    Variances should be investigated  when the  benefits of following up the variance exceeds the cost of follow-up.     A variance may result from either a random occurrence (which is not subject to management’s control), or a controllable  occurrence.   No follow up is required for the non- controllable random occurrence but is for the controllable type of occurrence.
Statistical methods can be used to help distinguish between the two types of occurrences  (e.g.,   all variances greater than 1 std. deviation may be regarded as controllable).    The higher the statistical limit for follow up (in terms of std. deviations from the mean), the  lower  the number of occurrences that will be  followed up,  but the higher the probability that a controllable problem will be overlooked.     
Sometimes rules of thumb are also used.   For example, follow up all  unfavourable variances that are more than 4% from the standard cost allowed, or, follow up all variances greater than $5,000 .     The nature of the underlying cost item should also be considered.   For example,  all favourable variances for machine maintenance would be investigated because it might indicate that proper maintenance procedures are not being followed. 
Preparation of a Standard Cost Card
[bookmark: _GoBack]A standard cost card summarizes all the quantity and price standards for all direct materials used in making a product and all activities involving direct labour that relate to the product. 
For Direct Materials,  the delivered cost will include normal cash discounts, and shipping and handling fees.     Allowances may also  be added to the quantity standard to allow for  “wastage”  (losses of material while in storage or during the production process due to evaporation, minor spillage, etc.), or due to finished units that are rejected at the inspection point.    Losses due to wastage affect only the direct material quantity standards, but rejected units affect both direct material and direct labour quantity standards .
These two types of allowances are built into the quantity standards by grossing up the basic quantity standard by a factor > 1.0.    For example, if  5.0% of the material was lost either in storage or during production, then the basic standard would be grossed up by  multiplying it by a factor of 1.0/ .95 .   This would create a quantity std.  that was 5.26% higher.    Likewise, if it was normal to have number of rejected units,  the quantity std. would be grossed up by a fraction greater than 1.0 to account for the cost of units that are rejected at inspection.    For example, if you needed to make 26 units to get 25 good units (i.e., one rejected unit for every 25 good units) , then the gross up factor would be 26/25 times the qty. standard.    Both gross up  factors are multiplied together times the basic quantity standard.   For example  if the basic quantity std. was 80 gms., then we would adjust it as follows:    80 gm. X 1/.95 x 26/25  =  87.6 gms.     Note,  the gross up for rejected units applies to both direct material and direct labour quantity standards since both DM and DL would be used to make the rejected units. 
