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1. Learning Outcomes:  
 
 After you have read this lesson you should be able to:  
¶ understand the concept of variance and variance analysis,  

¶ identify the existence of variance and the type of variances,  
¶ explain the imp lication s of various variances,  

¶ appreciate the role of variance analysis in the managerial process,  
¶ apply the knowledge to find the variances and deal with it,  

¶ comprehend  the inter - relationship among various variances,  
¶ explain how standards are established,  

¶ compute  and interpret the variances.  
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2. Introduction:  
 

Analysis of variance is one of the important techniques of control. And c ontrol is the most 

significant  function of management. This function assists the management to measure and 

ascertain the performance of the organisatio n as a whole. The presence and s uccessful 

implementation of control ensures the achievement of pre -determined  target s and required 

effi ciency . Under planning, the organisation decides on what, how and when the actions 

have to be implemented. But under control one evaluates if the planning has been 

executed. If it is executed whether it is implement ed in the manner it was planned . One 

needs to identify the difference(s) in the planned and achieved targets  for evaluating the 

managerial efficiencies and be more cost effective. This calls for  analysis and measurement 

of differences betw een the planned and achieved  target s. The anal ysis hel ps to determine 

the unplanned effects on the achieved results. The managers can correct effects if they are 

detrimental for the organisation or to enhance it if effects are beneficial.  

 

3. Concept of Variance and Variance Analysis:  
 

The variance is th e quantified difference between the actual  results achieved and expected  

performance . 

 

 Variance(s) = Expected or Estimated -  Actual   

  

An illustration  

Suppose you are travelling and expect to reach your destination in normal traffic and 

normal conditions around in an hour. The time estimations and time keeping are done with 

all the considerations of the prevalence of normal conditions. But it took one an d a half hour 

to reach the destination.  

 

The difference of half an hour that exist s between the expected time frame of one hour and 

the  actual time taken is called ñvarianceò. In our example variance is adverse because 

actual time taken was more than expe cted. This boils  down to the fact that there can be a 

favourable variance too. If the actual time taken would have been less than the expected, 

the difference would be favourable and enjoyed by everyone.  

 

Figure  1: Nature of Variance  
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The favourable variance is positive and adverse variance is negative. The expected input, if 

is greater than the actual achievement, that suggests that the efforts were expected to be 

more but the target is achieved in the lesser effort therefore, it is a matter of favour and if 

the effort put in for achieving the target is more than the expected or estimated amount, it 

is an adverse condition. Hence , this situation is referred to as the adverse variance.  

 

But, simply the identification of the quantum of variance is meaningless, if it is not 

analyzed. If one does not strive for knowing the reasons behind favourable or adverse 

variances the whole exercise of determining the variances is futile.  

 
Variance Analysis  
 

The exercise of analyzing the variances is referred to as Variance Analysis. Variance analysis 

is part of control process that involves calculation of variance  and interpretation of results 

so as to find out various factors that are responsible for the variances. Variance analysis is a 

tool that helps the organizations to look into the causes of the discrepancies that arise or 

occur during the working of an orga nization. Besides identifying the differences between the 

desired or planned objectives or targets set for the particular period and the targets actually 

achieved, the variance analysis assists in identifying the causes for such discrepancies.  

 

Illustrati on  Continuedé.. 

 

It is a known fact that there is bound to be a difference between the expected time and the 

actual time taken for reaching a particular destination, continuing with the same example of 

reaching a destination in a specified time.  

This diffe rence may be due to several factors  

    i)  differences in the assumptions made while estimating the expected time to reach the  

destination with regard to the traffic, weather etc. and the actual conditions and  

assumptions;  

    ii ) the process of determining and comparing actual time taken with the expected time;  

   iii)  speed  maintained to reach the destination , and  

   iv) the  mode of travelling etc.  

 

The variance analysis tends to help in locating the reasons for such variances. The variances 

can exist in any field; wherever the estimation is done the variance analysis can be applied. 

The parameters of measurement can be time, cost, profit, yield, sales , revenue or any  other 

thing.  The discussion, here in this chapter is limited to variance analysis of cost. Cost has 

different components like material, labour and overhead. But, again this chapter is  

restricted to discuss only two major components of cost  i.e. labour and material. In 
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management accounting the variances are computed on the basis of the benchmarks known 

as standards . 

Letôs understand the concept of variance analysis in terms of cost.  

 

The figure given below shows the basic concept of variance analysis that variance (s)  can be 

favorable as well as unfavourable. It is clear that any inefficiency in production process 

leads to higher actual cost because of which unfavourable variance arises and amount of 

profit decreases.  This occurs becau se pre -determined standards or benchmarks were too 

high and not viable  or feasible  to achieve in the present situation.  

Convers ely, efficiencies in production lead to lower actual costs and that results in 

favourable variance and highe r profits. This situa tion arise s when benchmark s are  either  too 

low or under stated and the present environment or scenario is more favourable . 

 

Figure 2: Concept of Variance  

 

 

 

Whenever actual cost matches with the standard cost it shows absence of any variance.  But 

this happens very rarely in the actual practice. The assumptions on which th e norms or the 

standards are based seldom go together with the actual scenario.  To comprehend the 

concept of variance analysis clearly the understanding of the standard an d stand ard costing 

is necessary that is discussed in the later section of the chapter.  

 
3.1 Rationality  of Variance Analysis:  

 
Only the planning or  set ting the  benchmarks do  not serve any purpose unless actual results 

are  matched with the standard s. It is a well -known fact that the difference or variance  

between the planned and the actual  is bound to occur. Need of v ariance analysis arises from 

this  fact that in any organization there is a  difference between the plann ed outcomes and 

the actual outcomes . So, it is necessary to check why these  difference s/ variance s arise.  It is 

Inefficiency in 
Production  
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Standard Cost  
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Reduction in Profit  
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important to understand why the difference has arisen so that the difference can be justified 

and then either the plans are  reviewed or the production process is changed or modified  

from the point of view of quality, supply, usage, pricing etc . with regard to material or 

labour,  so that any bottleneck or hindrance  in the achievement of standards can be 

removed.  

In an organization whether objectives have been achieved or not, basic need is to analyze 

the reason behind that. If objectives have been achieved then main focus should  be to 

maintain that rhythm in the organization and if objectives have not been achieved then 

emphasis sho uld  be on  eliminat ing those forces  or factors  that work as hindrance in the 

achievement of organizational objectives. So, it becomes imperative  for managers to 

analyze the variance s that exist, the reason behind their existence and how these variances 

can be handled.  

At the same time it is necessary to understand that normal ly organizations are divided in to 

different segments and the difference s may exist  between organizational objec tives and 

individual segment objectives. Managers normally strive for  the achievement of both 

organizational as well as individual segment objectives.  

 

Citing an example  will help in understanding  why anal ysis of variance is requ ired.  

 

Figure 3:  Need of Variance Analysis  

 

 

 

 

In the above illustration it looks,  on th e face of it that student  has achieved his standard or 

that  he has surpassed his own standard and as such no improvement is required, he just 

need s to maintain it. But if we take a de eper look he has achieved his overall standard but 

not the individual one. The marks obtained in each subject differ from his pre -determined 

standard.  

In the same way in an organization it is necessary to check whether individual targets are 

achieved or n ot  even if overall standards or target s of organization are  achieved . In other 

words, the standards of all individual segments and organisation as a whole should be 

Before  result  a student  
was  expecting  to  get  at  
least  94 %  in  his  board . 
On the  basis  of  his  
preparation  he made  
following  standards  for  
himself  keeping  in  mind  
his  own  strength  and  
weakness .English -99 , 
Math -95 , Science -
90 ,Hindi -94 ,Social -
cience -94  

 

 

 

Result Declared        

After  result  he was  able  
to  score  95 .4%  marks . 
His result  was  English -
95 , Math -98 , Science -
92 ,Hindi -94 ,Social  
science -98  
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achieved . For example , if the standards of sales are met , it is not necessary that all other 

standards related to price and mate rial are  also met.  

 

3.2: Variant s of Variances   

In an organization , variance s can arise due to many  reasons like efficiency or in efficiency of 

labour , difference between actual and pre -determined sales or prices or volume etc. So on 

this basis variance  can be grouped in to three categories:  

¶ Variances of Efficiency  

¶ Variances  of Price  

¶ Variances of Vo lume  

Figure 4: Variants of Variances  

 

 

Types of Variances:   

 

One of the object ives  of any organization is to maximize its profit and profit is the difference 

between sales and cost. Thus,  to analyze  the difference between actual profit a nd expected 

profit, it is important to analyze the difference between actual  sales  and expected sales;  and 

actual and expected cost. The difference between actual and expected sales may arise due 

to turnover and margin; and difference between actual and expected cost may arise due to 

material, labour or overhead etc.  

 

Thus , on the basis of this variances can be categorized into three broad categories  namely :  

¶ Sales Variance  

Variances of Efficiency  

When  variance  arises  due  to  efficiency  or  inefficiency   
while  using  the  material  or  labour,  it  is called  variance  
of  efficiency . 

Variances of Prices  

When  variance  arises  due  to  difference  between  actual  
price  and  standard  price,   it  is called  variance  of  prices . 

Variances of Volume  

When  variance  arises  due  to  a gap  between  actual  level  
of  activity  and  standard  level  of  activity,  it  is called  
variance  of   volume . 
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¶ Production Cost Variance  

¶ Non -  Production Cost Variance . 

 

Or the variances can be categorized in two categories only i.e. sales and cost which are 

further divided into sub categories. For example, Sales variance is broadly divided into two 

categories price and turnover. And the cost variances are divided on the b asis of production 

and non -production costs. The production cost variance is further divided on the basis of 

components of costs: Material, labour and overheads. We commonly understand these to be 

the only variances, which is not true. The variances have t o be analyzed from all points of 

views. The figure given below describes this categorization of variances  along with its sub 

categories.  

 

Figure 5 : Types of Variances

 

Sales Variance:  

 

Sales variance is difference between expected sales and actual sales. It can be analyzed on 

the two bases:  

¶ Sales Turnover  

¶ Sales Margin/ Profit  

Whenever actual sales are more than expected sales, it is called favourable sales variance 

and if actual sales are less than expected sales, it is called adverse sales variance.  

 

Since   sales means   profit.  

 

Production Variance:  

 

Production Variance refers to difference between expected cost of production and actual 

cost of production. Cost of production has three basic components material, labour, and 

overhead . So, therefore Produ ction variance can be further divide d in to three categories  
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¶ Direct Material Cost Variance  

¶ Direct Labour Cost Variance  

¶ Overhead Cost Variance  

Again , these variance s can be measured in terms of efficiency and expenditure. Efficiency 

referred to as usage or quantity variance and expenditure is referred to as price variance.  

These variances are  discussed in detail in th e later sections of this lesson . 

 
Non -  Production Cost Variances:  

 

Non -Production cost variances can be defined as the difference between expected cost of 

goods sold and actual cost of goods sold. Non production cost variance can arise because of 

any two or both the factors i.e. marketing cost and  adminis trative cost. So, whenever 

expected marketing or administrative cost is greater than actual marketing or 

administrative cost than respective favourable variance arises or vice versa there would be 

adverse variance.  
 

Table  1: Type s of Variances  
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Value Addition 1: Did You K now  

Causes of Variances  
The causes of variance can be grouped into two categories: special and common . Special 

causes are those causes that are not inherent in the system and are unpredictable. 

Common causes are those that are predictable and inherent in the production process.  

Visit the following URL to acquire detailed  knowledge about the se causes of var iance.  

http://www.passionatepm.com/blog/common -causes -vs-special -causes -variance -pmp -

concept -5 

 
3.3: Interr elatedness of Variances:   

 

 Types of Variance  Meaning  

1 )  Cost Variance  Whenever actual cost of a product differs 

from the pre -determined standard cost 

variance arises.  

¶ Material Cost V ariance  It arises due to difference between actual 

cost of product and standard cost of 

product.  

¶ Labour  Cost Variance  It arises due to difference between actual 

wages paid to labour and standard wages 

planned to produce a particular level of 

output.  

¶ Overhead Variance  Whenever actual overhead incurred differs 

from the overhead observed, that variance 

is called overhead variance.  

2 )  Sales Variance  There can be difference between actual 

sales occurred over a period of time and 

pre -determined standard to achieve a 

particular  turnover. Whenever there is  a 

difference between the two sales figures, 

the variance exists.  

¶ Sales Price Variance  It arises when the price received by an 

organization for a particular product is less 

than the budgeted or standard price.  

¶ Sales Volume Variance  It arises when the actual number of units 

of a particular product sold by an 

organization differs from the pre -  

determined standard.  

3 )  Non - Production Variance                                                     Whenever actual non production cost of 

good s is greater than expec ted cost the n 

adverse non -production cost variance 

would exist . 

¶ Marketing Cost Variance  It arises due to difference between actual 

and expected marketing cost of goods 

sold.  

¶ Administrative  Cost 

Variance  

It arises due to difference between actual 

and expected administrative cost of goods 

sold.  

http://www.passionatepm.com/blog/common-causes-vs-special-causes-variance-pmp-concept-5
http://www.passionatepm.com/blog/common-causes-vs-special-causes-variance-pmp-concept-5
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Variances are interrelated and dependent on each other. Favourable or unfavourable 

variance in any one component may affect the variance of another component also. Sales 

and cost are two basic component s of profit. So, any deficiency in  one component will pass 

on to other component. The interrelatedness of v ariances can be underst ood clearly  with the 

help of an example.  The figure given below also shows how variance in cost leads to the 

variance in sales. It is known that  cost and sales are basic components  of profit and to 

achieve the objective of profit maximization an organization is required to either reduce the 

cost of production or increase the level of sales.  But any variance in  cost or sales may result 

in  non -achievement of organizational objective. Any kind of f avourable cost variance that  

occur s in the beginning of production process may lead to unfavourable profit variance  by 

the end of the process .  

Following example  shows how achievement of cost objective that is favourable cost variance 

may also  lead to unfavourable profit variance.  

 
Figure  6: Relatedness of Variance  

 
It is  essential to understand that material, labour and overhead variances are not studied in 

isolation . It means that existence of one  variance may create a situation leading to the 

emergence of another variance.  

 

Letôs take an example, explained through the figure, to understand t he interrelatedness of 

variance .  

Figure  7: Interrelatedness of Labou r Variance and overhead varianc e 

 

Suppose to 
reduce 
cost of 

production  

less skilled 
labour was 

hired  

That 
resulted in 
favourable 

labour 
variance  

But because of 
that , the final 
product was of 
inferior quality  

Because of 
which adverse 

efficiency 
variance arises  

Low quality 
products 

resulted in 
less expected 

sales  

That 
resulted in 

adverse 
sales 

variance  

Due to adverse 
sale variance 
profits were 

less than 
expected  

Finally 
there will 

be adverse 
profit 

variance  


