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ABSTRACT

This review aimed at examining the importance of variance analysis for cost
control in organizations. The study x-rayed the concept of variance analysis,
types, sources, objectives and its significance. The study reported that variance
analysis has significant influence in evaluating individual performance in
organizations, assignment of responsibilities to individuals and assisting
management to rely on the principle of management by exception and
recommended among others, variances analysis should be based upon
scientifically established standards.
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INTRODUCTION

Anaysisof variancesisthemost important jobin the proper implementation of astandard
cost system. Cost variancesarejust meaninglessfigures unless adequately anayzed and
intelligently interpreted. It isonly through the medium of thisanalytical devicethat the
figurescantell thestory of what ishappening and point theway toimprovement procedures.
Hereiswherethe standard cost system leavesthe realm of technical accounting and dull
debitsand credits and entersthe atmosphere of interpretive and creative analysisfor
management guidance. Varianceisaterm used for the difference between actua cost and
standard cost. A favourable variance occursif actual costsarelessthan standard cost.
Ordinarily, favourablevarianceisassumed toimply efficient performance. Anunfavourable
variancearisesif actua cost exceedsstandard cost. An unfavourablevarianceissupposed
toindicateinefficient performance. However, whether performanceisreally efficient or
inefficient will beknown only when variancesareandyzedin detail by their causes.
Arora(2006) statesthat variance anaysisisthe process of analyzing variancesby
sub-dividing thetotal variancein such away that management can assign responsbility for
any off standard performance. According to | CMA London, terminology, varianceandysis
istheresolution into congtituent partsand the explanation of variances. Animportant aspect
of variance anaysisisthe need to separate controllable from uncontrollable variances. A
detailed analysisof controllablevarianceswill help the management toidentify the persons
responsiblefor its occurrence so that corrective action can be taken. Idornigie (2005)
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viewsvariance asthedeviationsof actual performancefrom standard performance. They
areindicatorsof sub standard performance or super-standard performance. When the
cogtsof actual activity arehigher than the standard cost we have adversevariance. Onthe
contrary, when the actual costs are lower than the standard (expected) cost we have
favourablevariance. Favourablevariances point to efficiency whileunfavourableor adverse
variances point to inefficiency. According to Pandey (2005), there are two types of
variances, namdly:

Favourableand Unfavourable Variances. Wherethe actual cost islessthan standard
cog, itisknown as"favourable’ or "credit” variance. Onthe other hand, wheretheactua
costismorethan standard cogts, the differenceisreferred to as"unfavourable” or "adverse”
or "debit" variance. In other words, any variancethat hasafavourable effect on profitis
favourable variance and any variance which has an adverse or unfavourabl e effect on
profitisunfavourable variance. Assuming that standard costs have been correctly set,
favourablevarianceisareflection of efficiency and unfavourable varianceindicates
inefficiency.

Controllable and Uncontrollable Variances: If a variance can be regarded as the
responsibility of aparticular person with theresult that hisdegree of efficiency can be
reflectedinitssize, thenitissaid to beacontrollablevariance. For example, excessusage
of materia isusudly, theresponsbility of theforeman concerned. However, if theexcessive
usageisdueto material being defective, the responsibility may rest with the Inspection
Department for non-detection of the defects. If avariance arisesdueto certain factors
beyond the control of management, it isknown asuncontrollablevariance. For example,
changeinthe market pricesof materials, general increasein thelabour rates, increasein
theratesof power or insurance premium, etc. arenot within the control of the management
of thecompany. Responghility for uncontrollablevariance cannot beassigned to any person
or department. Thedivision of varianceinto controllable and uncontrollableisextremely
important. The management should place moreemphasison controllablevarianceasitis
thesevarianceswhichrequireinvestigation and possibly correctiveaction. Thecontrollable
variances, on the other hand, may beignored. Thisfollowsthewell known principle of
exception whereby those matterswhich are going right are not given attention and any
deviationsfrom efficient performance areinvestigated.

CAUSESOR SOURCESOFVARIANCES

According to Jhingan (2004), varianceswill arisefrom thefollowing sources:
Materials Variances

1 PriceVariances

[ Paying higher or lower pricethan planned.

i Gaining quantity discountshby buying larger order quantitiesthan planned.
Y Buying higher or lower grade/quality of material sthan planned.

% Buying substitute material swhose priceisdifferent from the planned.

\ Panicbuying

International Journal of Economic Development Research and Investment Vol. 3, No 2, August 2012 22



Usage Variance

i Qudity of materids

i Subgtitutematerias

i Technicd efficiency

v Human efficiency or il
Y Filferage

Y Differenceinyield fromthat planned.

Labour Variances

1. RateVariance

i Labour unionismand higher rates.

i Different grades of labour used.

i Changein labour remuneration method.

v Changein method of productionwhich may require different grades of labour
input.

Efficiency Variance

i Changein operation method facility used by |abour which affectsefficiency.

i Gradeof labour used.

i Workshop organization.

Y Adequacy of supervison.

Y Grade of material s used.

v Working condition.
Outsidethe specific causeslisted above, variances can generally arisefromthe

ingppropriateor incorrectly set standards, wrong implementation of standard set aswhen

moreor lessisinput than standard, and mis-measurement of actual results.

OBJECTIVESAND SIGNIFICANCE OF VARIANCEANALYSIS
Arora(2006) liststhree objectives of variance anaysisas. performance eva uation, cost
control and management by exception. A firm operating astandard cost system calculates
variancesfor each e ement of cost for which standards have been set. Oncevariances
have been calculated, they areanalyzed to determine:

1 Wherethevariance occur?

2. Which cost e ementswereinvolved and by what amount?

3. What werethe causes of the variances?

4, Who wereresponsiblefor the causes of thevariances?

Suchan analyssthusbringsout thesignificance of variancesintermsof their source, cause
andrespongihility.

i Vaianceandysssysem he psinevduatingindividud performancesby highlighting
the difference in terms of costs between attained performance and desired
performance.

i Varianceandysshelpsinassgningrespongbilitiestoindividuas. Redligtically set
standards provide challenge to individual s and motivate them to achieve the
performancetargets.
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i A varianceanaysis system, combined with an appropriate reporting mechanism
hel ps management to rely on the principle of management by exception. Suitably
prepared variance reports call top management attention only to exceptional
variances. Variancesranging between certainlimitsaredigposed off at lower levels
of management. The variance reports are also condensed in such away that
management isableto understand itsimplicationsthrough adetailed and time
consuming study of anumber of factsand figures.

CONCLUDING REMARKS

Thisreview examined theimportanceof varianceanaysisfor cost control in organizations.
Thestudy notesthe concept of varianceandysis, types, sources, objectivesand sgnificance
of varianceanayss. It observed that variance andysishassignificant influencein eva uating
individua performancein organizationsassignment of responsbilitiestoindividualsand
ass sting management to rely on the princi ple of management by exception. Consequently,
Variances must be based up scientifically established standards. If the standard of
performanceisnot meaningful, variance can beameaningful measure of performance.
Objectivecriteriashould betheyardstick for measuring inputsand outputs. Thisimplies
that costsshould be classified and recorded in an unbiased and systematic manner. Variance
anadysissystem should be designed to pinpoint therespons bility centre. Standards should
be set and variances should be analyzed for each responsibility centre. The quantity of
output should be clearly defined and the quantitative measurement of output should beas
accurateaspossible.
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