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Understanding the reasons behind material price variances is essential for effective cost management

and financial planning in manufacturing and production settings. When analyzing why actual material

costs deviate from the standard or budgeted costs, two common factors often emerge: substandard

material quality and labor rate increases. Recognizing these causes can help businesses identify areas

for improvement, negotiate better procurement terms, and adjust their budgeting strategies accordingly.

Understanding Material Price Variance

Material price variance occurs when the actual cost of materials purchased differs from the standard

cost set during the budgeting process. This variance can be favorable (costs less than expected) or

unfavorable (costs more than expected). Several factors influence this variance, but two prominent

reasons are the quality and sourcing of materials, and fluctuating labor costs associated with

procurement and handling.

A. Substandard Material

One significant reason for a material price variance is the purchase or use of substandard materials.

Substandard materials are those that do not meet the company's specifications or quality standards,

often resulting in higher costs due to inefficiencies or the need for rework.



1. Lower Quality Leading to Increased Waste

Using substandard materials can lead to increased waste during the manufacturing process. For

instance, inferior raw materials might break or deteriorate more quickly, leading to scrap or

reprocessing, which increases overall costs. This waste effectively raises the cost per unit of finished

goods, contributing to an unfavorable material price variance.

2. Rework and Replacements

Substandard materials may require rework or replacement, adding labor and material costs that were

not initially anticipated. These additional steps extend production time and consume extra resources,

inflating the actual costs beyond the standard estimates.

3. Hidden Costs and Quality Issues

Poor-quality materials can also cause quality issues in the final product, leading to customer returns,

warranty claims, or reputational damage. While these may not directly impact the material cost, they

reflect the hidden costs associated with substandard materials, further skewing the true cost picture.

4. Procurement Challenges

Sometimes, the procurement of substandard or lower-cost materials may seem advantageous initially,

but it can lead to higher overall costs due to increased supervision, inspection, and testing to ensure

that the materials meet minimum requirements. These additional activities add to the procurement

expenses, affecting overall material costs.

B. Labor Rate Increases

Another common cause of material price variance is labor rate increases, which can influence the

overall cost structure even if material prices themselves remain stable.



1. Increased Wages and Benefits

Labor rate increases often result from wage hikes, improved employee benefits, or changes in labor

laws. When workers involved in procurement, handling, or quality inspection are paid higher wages,

the associated costs of material processing and management increase, indirectly impacting material

costs.

2. Overtime and Staffing Adjustments

In response to increased material costs or production demands, companies may need to pay overtime

wages or hire temporary staff, which generally involves higher labor rates. These adjustments can lead

to increased handling and procurement costs, influencing the overall material expense.

3. Impact on Procurement and Inspection Processes

Higher labor rates can also raise the costs associated with procurement activities, such as

negotiations, supplier evaluations, and inspections. More skilled or specialized labor might be required

to manage more complex sourcing or quality assurance processes, adding to the overall material cost

variance.

4. External Factors Influencing Labor Rates

External factors such as inflation, labor shortages, or regional wage changes can cause labor rate

increases. These factors might not be directly controllable but must be accounted for when forecasting

material costs and managing variances.

Other Contributing Factors to Material Price Variance

While substandard materials and labor rate increases are primary reasons, several other factors can

also contribute to material price variance:



Market Fluctuations: Changes in raw material prices due to supply and demand dynamics can

cause variances.

Supplier Pricing Strategies: Suppliers may adjust prices based on their costs, negotiations, or

market conditions.

Logistics and Transportation Costs: Increases in shipping or freight charges can raise the overall

material costs.

Currency Exchange Rates: For imported materials, fluctuations in exchange rates can

significantly impact prices.

Contractual Terms and Bulk Purchasing: Variations in contracts, discounts, and order quantities

can influence costs.

Strategies to Manage Material Price Variance

To mitigate the impact of material price variances caused by substandard materials or labor rate

increases, companies can adopt several strategies:

1. Strengthen Supplier Relationships

Building strong relationships with reliable suppliers can lead to better pricing, consistent quality, and

priority during shortages or price hikes.



2. Implement Rigorous Quality Control

Ensuring that only high-quality, compliant materials are purchased reduces waste, rework, and

associated costs, thereby controlling variance.

3. Monitor Market Trends

Keeping abreast of market conditions and raw material price trends enables better forecasting and

procurement planning.

4. Negotiate Contracts Effectively

Long-term contracts or bulk purchasing agreements can lock in prices and reduce exposure to price

fluctuations.

5. Optimize Labor Management

Controlling labor costs through efficient scheduling, training, and automation can help manage

associated variances.

Conclusion

Material price variance is an important metric for assessing manufacturing efficiency and cost control.

Substandard materials can inflate costs through waste, rework, and quality issues, while labor rate

increases can indirectly raise procurement and handling expenses. By understanding these factors and

implementing strategic measures, businesses can better manage their material costs, improve

profitability, and maintain competitive pricing. Continuous monitoring and proactive management of

procurement practices, quality standards, and labor costs are vital for minimizing unfavorable variances

and ensuring smooth operational performance.



Frequently Asked Questions

What is a common reason for a material price variance related to

substandard material?

Using substandard materials can lead to higher costs due to the need for additional processing,

wastage, or rework, resulting in a material price variance.

How do labor rate increases contribute to material price variances?

Labor rate increases can indirectly affect material costs by increasing overall production expenses,

which may lead to adjustments in material pricing or purchasing strategies.

Can supplier price fluctuations cause material price variances?

Yes, fluctuations in supplier prices due to market conditions or supplier issues can lead to material

price variances from the standard costs.

In what ways can poor material quality lead to a material price

variance?

Poor quality materials may require additional handling, testing, or rework, increasing overall costs and

causing a variance from the standard material price.

How does inefficient procurement impact material price variance?

Inefficient procurement practices, such as last-minute purchases or lack of negotiation, can result in

paying higher prices, leading to unfavorable material price variances.

What role do market demand and supply play in material price



variances?

Changes in market demand and supply can cause material prices to fluctuate, leading to variances

when actual costs differ from standard estimates.

How can technological or process changes influence material price

variances?

Technological upgrades or process improvements can alter material requirements or costs, potentially

causing deviations from standard material prices.

Additional Resources

Material Price Variance is a crucial concept in cost accounting and managerial finance, serving as a

key indicator of how well a company manages its procurement costs relative to its standard or

expected prices. Variances in material prices can significantly impact overall profitability, and

understanding the underlying reasons behind these variances helps managers implement corrective

actions efficiently. Two prominent reasons for material price variance include Substandard Material and

Labor Rate Increases. This comprehensive review explores these causes in detail, dissecting how they

influence material price variance and offering insights into their implications for organizations.

---

Understanding Material Price Variance

Before delving into specific reasons, it’s essential to grasp what material price variance entails. It

arises when the actual cost paid for materials differs from the standard cost estimated during

budgeting. The formula typically looks like:



Material Price Variance = (Actual Price per Unit – Standard Price per Unit) × Actual Quantity

Purchased

- Positive Variance (Unfavorable): When actual price exceeds standard price, increasing costs.

- Negative Variance (Favorable): When actual price is less than standard price, reducing costs.

A favorable variance indicates cost savings, whereas an unfavorable variance signals overspending.

The causes of these variances are multifaceted, but for this discussion, we focus on two significant

factors: Substandard Material and Labor Rate Increases.

---

What Are Some Possible Reasons for Material Price Variance?

Understanding why material prices fluctuate is vital for effective cost control. These reasons can be

broadly classified into internal and external factors, but our focus will be on two specific causes:

1. Substandard Material

Definition and Overview

Substandard material refers to raw materials or components that do not meet the quality standards

specified during procurement. These materials might be defective, inferior in quality, or not conforming

to contractual specifications. As a result, their purchase price may differ from the standard cost,

leading to material price variance.

How Substandard Material Contributes to Price Variance

- Higher Costs Due to Rework or Scrap: Substandard materials often require additional processing,

rework, or disposal, which can increase overall costs despite possibly having a lower initial purchase

price.

- Purchasing at Lower Prices to Compensate for Quality Issues: Sometimes, suppliers offer discounts



for inferior quality to clear stock, resulting in lower purchase prices but increased indirect costs.

- Impact on Standard Costing: The standard cost may be based on high-quality materials. If cheaper,

substandard materials are procured, the actual material cost per unit might appear favorable initially

but could lead to higher total costs due to quality issues.

Causes of Substandard Material Procurement

- Supplier Misrepresentation: Suppliers may falsely advertise material quality or mislabel products.

- Cost-Cutting Strategies: Purchasing managers may opt for cheaper materials to reduce costs,

inadvertently selecting substandard options.

- Lack of Proper Inspection: Inadequate quality control during procurement can allow substandard

materials to be accepted.

- Emergency Purchases: Urgent procurement might lead to less scrutiny, increasing the risk of buying

inferior materials.

Implications for Material Price Variance

- Favorable Variance, But Hidden Costs: While the initial purchase price might be lower, the overall

cost impact could be unfavorable due to increased scrap, rework, or warranty claims.

- Customer Dissatisfaction and Reputational Damage: Use of substandard materials can result in

defective products, returns, or brand damage.

- Long-term Cost Impact: The true cost of substandard materials often outweighs short-term savings,

leading to unfavorable total cost variances.

Strategies to Mitigate Substandard Material Issues

- Implement rigorous supplier evaluations and quality audits.

- Establish clear specifications and standards for materials.

- Conduct thorough incoming inspections.

- Develop relationships with reputable suppliers known for quality.

---



Example Scenario: Substandard Material and Its Effect on Variance

Suppose a manufacturing firm budgets $50 per unit for a specific raw material. Due to supplier

pressure, the company procures materials at $45 per unit, resulting in a favorable price variance.

However, these materials are substandard, leading to higher rejection rates and rework costs,

ultimately increasing total production costs and negating the initial savings.

---

2. Labor Rate Increases

Definition and Overview

Labor rate increases refer to the situation where the actual wages or wages-related costs paid to

workers are higher than the standard wages incorporated into the cost estimates. Although this may

seem more related to labor cost variance, it can influence material price variance indirectly through

procurement processes and supplier negotiations.

How Labor Rate Increases Affect Material Price Variance

While primarily linked to labor cost variance, labor rate increases can impact material price variance in

the following ways:

- Increased Overheads and Indirect Costs: Higher labor wages often lead to increased overheads,

which can cause adjustments in standard costs, influencing variance calculations.

- Negotiation Leverage and Supplier Pricing: When labor costs rise, companies might seek to offset

increased expenses by negotiating better material prices, or conversely, suppliers may raise their

prices in response to increased labor wages within their supply chain.

- Shift in Procurement Strategies: Elevated labor costs may incentivize procurement departments to

source cheaper raw materials or switch suppliers, affecting material prices.

Direct Impact on Material Prices

- Cost-Push Inflation: If labor rate increases are widespread (e.g., due to wage hikes, inflation, or labor

shortages), suppliers may pass these costs onto buyers, resulting in higher actual material prices.



- Changes in Supplier Pricing Structures: Suppliers facing higher labor wages might increase their

material prices to maintain profit margins, leading to unfavorable material price variances.

External Factors Contributing to Labor Rate Increases

- Minimum Wage Laws: Legislative changes to minimum wage levels can force companies and

suppliers to increase wages.

- Union Negotiations: Collective bargaining agreements may result in scheduled wage hikes.

- Market Conditions: Labor shortages or increased demand for skilled labor can drive wages upward.

- Inflation: Overall economic inflation can push wages higher, impacting material procurement costs

indirectly.

Impact on Cost Management

- Rising labor wages necessitate revision of standard costs and budgets.

- Companies might experience unfavorable material price variances if suppliers pass on increased

labor costs.

- Proper forecasting and negotiation strategies can mitigate some adverse effects.

Strategies to Address Labor Rate Increases

- Establish long-term contracts with suppliers to lock in prices.

- Invest in automation or technology to reduce dependence on costly labor.

- Negotiate better terms with suppliers based on volume commitments.

- Monitor labor market trends to anticipate and plan for wage hikes.

---

Interrelationship Between Substandard Material and Labor

Rate Increases

While substandard material and labor rate increases are distinct causes, they often interact in complex



ways:

- Quality and Efficiency: Use of substandard materials can increase labor time due to rework, which,

combined with rising labor wages, amplifies total production costs.

- Supplier Dynamics: Suppliers facing higher labor costs may cut corners by providing inferior materials

to compensate, leading to substandard procurement.

- Cost Management Challenges: Both factors can lead to unfavorable total costs, requiring stringent

control measures and proactive planning.

---

Conclusion and Strategic Recommendations

Understanding the causes behind material price variances is vital for effective cost control and

operational efficiency. Both substandard material and labor rate increases play significant roles in

influencing material costs. Organizations should adopt a multi-faceted approach to mitigate these

issues:

- For Substandard Material:

- Strengthen supplier selection and evaluation processes.

- Implement comprehensive quality assurance protocols.

- Foster partnerships with reputable suppliers committed to quality.

- Conduct regular inspections and audits of incoming materials.

- For Labor Rate Increases:

- Keep abreast of labor market trends and legislative changes.

- Optimize workforce productivity through training and technology.

- Negotiate strategic supplier contracts to buffer against wage inflation.

- Incorporate flexibility into standard costs to accommodate wage fluctuations.



By recognizing these root causes and implementing targeted strategies, companies can better manage

material price variances, leading to more accurate budgeting, improved cost control, and enhanced

profitability. Ultimately, a proactive stance on quality management and labor cost monitoring enables

organizations to navigate fluctuating market conditions effectively and sustain competitive advantage.

---

In summary, material price variance can stem from various internal and external factors, with

substandard material and labor rate increases being prominent causes. Each presents unique

challenges and opportunities for management intervention. A thorough understanding of these causes

enables organizations to develop robust procurement policies, quality assurance measures, and cost

control strategies—ensuring that material costs contribute positively to overall financial performance.
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