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Variance Analysis

Variance Analysis:

Variance analysis is a key tool used in cost accounting to compare actual costs with standard costs and
identify the reasons for any differences. It helps organizations understand the reasons behind cost
discrepancies and take corrective actions to improve performance.

Concept:

Variance analysis involves comparing the actual costs incurred during a period with the standard costs that
were expected for that period. The differences between actual costs and standard costs are known as
variances. By analyzing these variances, organizations can gain insights into their cost structure,
performance, and efficiency.

Related Terms:

- Standard Costs: Predetermined costs that are set by management based on historical data, industry
benchmarks, and other factors. These costs serve as a benchmark for evaluating performance.
- Actual Costs: The costs that are actually incurred during a period. These costs are compared with standard
costs to identify variances.
- Variance: The difference between actual costs and standard costs. Variances can be favorable (when actual
costs are lower than standard costs) or unfavorable (when actual costs are higher than standard costs).
- Cost Control: The process of managing and reducing costs to achieve organizational goals. Variance
analysis is a key tool for cost control.

Explanation:

Variance analysis is used to track and analyze the differences between actual costs and standard costs. By
breaking down variances into different categories (such as price variance, quantity variance, efficiency
variance, and volume variance), organizations can pinpoint the root causes of cost discrepancies and take
appropriate actions to address them.

For example, let's say a manufacturing company sets a standard cost of $100 for producing a unit of a
product. However, during a particular month, the actual cost of producing a unit is $110. This $10 difference
is a variance that needs to be analyzed. By conducting a variance analysis, the company may discover that
the increase in cost was due to higher material prices or inefficiencies in the production process.

Practical Applications:

Variance analysis is widely used in cost accounting to evaluate performance, control costs, and make
informed decisions. Some practical applications of variance analysis include:

Read online: https://certificates.lsba.org.uk/glossaries/3050164/
variance-analysis

London School of Business and Administration · 19 Jun 2026



G LO S S A RY

1. Budgeting: Variance analysis helps organizations compare actual costs with budgeted costs and identify
areas where costs are exceeding expectations. This information can be used to revise future budgets and
improve cost management.

2. Performance Evaluation: By analyzing variances, organizations can evaluate the performance of different
departments, products, or projects. Variances can highlight areas of strength and weakness, enabling
managers to take corrective actions.

3. Pricing Decisions: Variance analysis can help organizations determine the impact of price changes on
costs and profitability. By analyzing price variances, companies can make informed pricing decisions to
maximize revenue and profitability.

Challenges:

While variance analysis can provide valuable insights into cost discrepancies and performance, there are
some challenges to consider:

1. Overemphasis on variances: Focusing too much on variances without considering the underlying causes
can lead to misguided decisions. It's important to look beyond the numbers and understand the reasons
behind variances.

2. Unrealistic standards: Setting overly ambitious or unrealistic standard costs can distort variance analysis
results. It's essential to set standards that are achievable and reflect actual operating conditions.

3. Complexity: Variance analysis can be complex, especially in large organizations with multiple products,
departments, and cost centers. Managing and interpreting variances require careful attention to detail and
analytical skills.

In conclusion, variance analysis is a powerful tool that can help organizations improve cost management,
performance, and decision-making. By understanding the concept of variance analysis, related terms,
practical applications, and challenges, professionals can effectively use this technique to drive business
success.
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