
Direct labour rate variance is the difference between 
actual labour hours at standard hourly rate and the 
actual labour cost.

Direct labour effi ciency variance is the difference between 
standard labour hours for actual production and the actual 
labour hours at the standard labour rate.

This will depend on the type of standard that’s used. 
Attainable standards that are challenging but achievable 
will motivate staff. However, if ideal standards are used this 
is likely to de-motivate staff as, generally, any variance from 
an ideal standard will be adverse.

Marginal costing values inventory at variable cost only and 
treats fi xed costs as a cost for the period. Absorption costing 
absorbs fi xed costs for a period into the inventory produced. 
If the inventory level varies from one period to the next the 
fi xed costs charged to cost of sales will differ and will cause 
a different profi t fi gure.

Direct material price variance is the difference between 
standard price for the actual quantity of material used and 
the actual price for the actual quantity of material used.

Direct material usage variance is calculated as the 
difference between the standard quantity of material 
for actual production and the actual quantity of material 
used, both valued at standard cost.
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Standard costing
Does it motivate or demotivate staff?

Total direct material variance
What are the two key sub-variances 

and how are they calculated?

Total direct labour variance
What are the two key sub-variances 

and how are they calculated?

Profit using marginal vs 
profit using absorption costing

What causes a difference?



In addition to calculating the breakeven level a business 
can calculate the sales needed to achieve a predetermined 
‘target’ profi t. This is done by adding the target profi t to the 
fi xed costs before dividing by the contribution per unit.

Sales to achieve target profi t 
= (Fixed costs + Target profi t) ÷ Contribution per unit

Margin of safety is the difference between budgeted sales 
and break-even sales. It can be expressed as a fi gure or, 
more commonly, as a percentage of the budgeted sales. 
It shows the percentage drop in expected sales that 
would result in the business breaking even rather 
than making a profi t.

Contribution is the difference between sales revenue and 
variable costs and can be calculated for the period or on 
a per unit basis. 

Profi t is calculated as sales less variable and fi xed costs 
for the period or on a per unit basis.

• Standards

• Budgets

• Previous period’s results

• Other organisations’ results in the same sector

Target profit
How is it used in decision-making?

Margin of safety
What is it and how is it calculated?

Performance indicators
What should they be compared with to 

make them useful to the business?

Contribution vs Profit
What is the difference?


