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Understanding overhead variances is crucial for managerial accounting, as it
provides insights into a company's manufacturing efficiency and cost control.
In this detailed guide, we will explore the process of calculating overhead
variances through the example of Crystal Glassware Company, illustrating how
to perform straightforward computations for these variances. This article
aims to clarify the concepts involved, walk through step-by-step procedures,
and highlight best practices for analyzing manufacturing overhead variances
effectively.

Introduction to Overhead Variances

Manufacturing overhead includes all indirect manufacturing costs such as
factory rent, utilities, depreciation, and indirect labor. Since these costs
are not directly traceable to a specific product, they are allocated to
products based on a predetermined overhead rate. Variances occur when actual
overhead costs differ from the applied overhead, and analyzing these
variances helps management identify areas of cost control or inefficiency.

Types of Overhead Variances

Overhead variances are primarily classified into two categories:

1. Spending (or Price) Variance
- Represents the difference between actual overhead costs incurred and the
actual amount of allocation base (e.g., direct labor hours, machine hours)
used, multiplied by the predetermined overhead rate.
- Indicates whether overhead costs were over- or under-spent relative to
expectations.

2. Efficiency (or Usage) Variance
- Measures the difference between the actual quantity of the allocation base
used and the standard quantity allowed for the actual output, multiplied by



the predetermined overhead rate.
- Reflects whether resources were used more or less efficiently than planned.

Understanding Crystal Glassware Company's
Scenario

Let's consider a hypothetical scenario involving Crystal Glassware Company,
which produces high-quality glassware. To analyze their overhead variances,
we need specific data, including:

- Predetermined overhead rate
- Actual overhead incurred
- Actual direct labor hours (or other base)
- Standard (or budgeted) direct labor hours
- Actual and standard costs

Suppose the following data is available:

Predetermined Overhead Rate: \$5.00 per direct labor hour

Actual Overhead Incurred: \$25,000

Actual Direct Labor Hours Used: 4,800 hours

Standard Direct Labor Hours for Actual Production: 4,700 hours

Using this data, we will demonstrate how to compute the overhead variances
step by step.

Step-by-Step Computation of Overhead Variances

1. Calculate Applied Overhead
Applied overhead is the amount of overhead assigned to products based on the
predetermined rate and actual activity:

Formula: Applied Overhead = Predetermined Overhead Rate x Actual Direct1.
Labor Hours

Calculation: \$5.00 x 4,800 hours = \$24,0002.



2. Compute Overhead Variances

There are two primary variances to compute:

a) Spending (or Budget) Variance
- Measures whether actual overhead costs differ from what was expected based
on actual activity.

Formula: Actual Overhead - Applied Overhead1.

Calculation: \$25,000 - \$24,000 = \$1,000 Unfavorable2.

- Interpretation: The company spent \$1,000 more on overhead than the
applied amount, indicating overspending.

b) Efficiency Variance
- Measures how efficiently the company used its direct labor hours relative
to standard expectations.

Standard Overhead for Actual Production = Predetermined Rate x Standard1.
Hours

Calculation: \$5.00 x 4,700 hours = \$23,5002.

Efficiency Variance = (Actual Hours - Standard Hours) x Predetermined3.
Rate

Calculation: (4,800 - 4,700) hours x \$5.00 = 100 hours x \$5.00 = \$5004.
Unfavorable

- Interpretation: More hours were used than the standard, indicating
inefficiency.

3. Summarize the Variances
- Overhead Spending Variance: \$1,000 Unfavorable
- Overhead Efficiency Variance: \$500 Unfavorable

Understanding these variances helps managers pinpoint whether cost overruns
are due to higher costs per hour or inefficiency in labor utilization.



Interpreting Overhead Variances

Analyzing the variances provides valuable insights:

Unfavorable Spending Variance: Indicates actual overhead costs exceeded1.
expectations. Causes may include increased utility rates, higher
indirect materials costs, or unexpected expenses.

Unfavorable Efficiency Variance: Suggests that labor hours exceeded2.
standard expectations, possibly due to machine breakdowns, worker
inefficiency, or poor scheduling.

Favorable Variances: Would indicate cost savings or improved efficiency,3.
but in this case, both variances are unfavorable, signaling areas for
improvement.

Strategies for Managing Overhead Variances

Effective management of overhead variances involves proactive steps,
including:

1. Regular Monitoring and Analysis
- Establish routine variance analysis to detect issues early.
- Use variance reports to identify trends over time.

2. Investigate Root Causes
- For spending variances, review supplier contracts, utility rates, and
process costs.
- For efficiency variances, analyze production processes, worker performance,
and equipment maintenance.

3. Implement Cost Control Measures
- Negotiate better rates with suppliers.
- Invest in employee training to improve efficiency.
- Schedule preventive maintenance to reduce downtime.



4. Adjust Budgeting and Forecasting
- Use variance data to refine standard costs and activity levels.
- Incorporate insights into future budgets for better accuracy.

Advanced Techniques in Overhead Variance
Analysis

While straightforward calculations are valuable, more sophisticated
techniques can further enhance understanding:

1. Variance Segregation
- Break down variances into smaller components for more precise diagnosis.

2. Variance Attribution
- Determine which departments or processes contribute most to variances.

3. Use of Variance Reports
- Develop detailed reports for management decision-making.

Conclusion: The Value of Overhead Variance
Analysis

In summary, the straightforward computation of overhead variances, as
demonstrated with Crystal Glassware Company, is an essential aspect of
managerial accounting. It provides clear insights into manufacturing costs,
efficiency, and cost control effectiveness. By calculating and analyzing both
spending and efficiency variances, managers can identify areas needing
attention, take corrective actions, and improve overall operational
performance. Consistent variance analysis supports strategic decision-making,
cost management, and ultimately enhances profitability.

Implementing a disciplined approach to overhead variance analysis ensures
that companies like Crystal Glassware can maintain competitive advantage
through efficient resource utilization and cost control. As organizations
grow and production processes become more complex, integrating these basic
variance computations into a broader management control system becomes even
more vital for sustained success.



Frequently Asked Questions

What is the primary purpose of calculating overhead
variances in Exercise 11-22 for Crystal Glassware
Company?
The primary purpose is to analyze the differences between actual and standard
overhead costs to identify areas of efficiency or inefficiency in production.

Which overhead variances are typically computed in
Exercise 11-22 for Crystal Glassware Company?
The standard overhead variance, budget variance, and spending or rate
variance are typically computed to evaluate overhead cost control.

How do you determine the standard overhead rate used
in Exercise 11-22?
The standard overhead rate is calculated by dividing the estimated total
overhead costs by the estimated total activity level (e.g., machine hours or
labor hours).

What is the significance of a favorable versus
unfavorable overhead variance in Crystal Glassware
Company?
A favorable variance indicates costs were lower than expected, suggesting
efficiency, while an unfavorable variance indicates higher costs, pointing to
potential inefficiencies or cost overruns.

In Exercise 11-22, how is the actual overhead cost
compared to the applied overhead to determine
variances?
Actual overhead costs are compared to the overhead applied based on standard
rates and actual activity levels; differences are analyzed to compute
variances.

What role does activity level play in the
computation of overhead variances in Crystal
Glassware Company’s exercise?
The activity level (such as machine hours) is crucial because standard and
actual overhead costs are often linked to activity; discrepancies in activity



levels can affect variances.

Why is it important for Crystal Glassware Company to
analyze overhead variances regularly as shown in
Exercise 11-22?
Regular analysis helps the company identify cost control issues, improve
budgeting accuracy, and enhance overall operational efficiency.

Additional Resources
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In the realm of managerial accounting, understanding and analyzing variances
is vital for maintaining control over manufacturing processes and ensuring
financial efficiency. One such critical area is the computation of overhead
variances, which provides insight into how well a company is managing its
indirect costs relative to its production activities. In Exercise 11-22,
Crystal Glassware Company faces the task of straightforwardly calculating its
manufacturing overhead variances, a process that emphasizes clarity and
precision in variance analysis. This article thoroughly explores this
exercise, dissecting the concepts, methodologies, and implications involved
in overhead variance computations, with an emphasis on their role in
managerial decision-making and operational efficiency.

---

Understanding Overhead Variances: An Overview

Before delving into the specifics of Crystal Glassware Company’s exercise, it
is crucial to establish a foundational understanding of overhead variances.
These variances are analytical tools used to compare actual overhead costs
incurred during a period to the budgeted or standard overhead costs. They
help managers identify areas where costs are either higher or lower than
expected, thus facilitating better control and operational adjustments.

Types of Overhead Variances

Overhead variances are generally classified into two broad categories:

1. Price (or Rate) Variance: This measures the difference between the actual
overhead rate and the standard (or predetermined) overhead rate, multiplied
by the actual activity level. It reflects how well the company managed its
overhead costs per unit of activity.



2. Efficiency (or Volume) Variance: This assesses how efficiently the company
used its resources by comparing the actual activity level to the standard
activity level, multiplied by the standard overhead rate. It indicates
whether production was more or less efficient than planned.

Total Overhead Variance

The total overhead variance can be expressed as the sum (or difference) of
the price and efficiency variances. Alternatively, it can be measured
directly by comparing actual overhead costs to applied overhead based on
standard rates and activity levels.

---

Contextualizing Crystal Glassware Company’s
Scenario

In Exercise 11-22, Crystal Glassware Company is tasked with computing its
overhead variances using straightforward methods. While the detailed figures
are not provided in the prompt, the typical exercise involves:

- Actual overhead costs incurred during a period
- Standard or budgeted overhead rates
- Actual and standard levels of activity (such as machine hours or labor
hours)
- Overhead applied to production based on standard rates

The company's goal is to determine whether it is over- or under-spending on
overhead costs, and whether efficiencies or inefficiencies in production are
contributing to variances.

---

Step-by-Step Computation of Overhead Variances

Calculating overhead variances involves methodical steps that focus on
clarity and simplicity. The straightforward approach typically includes the
following key computations:

1. Determine Actual Overhead Costs

- Actual Overhead (AO): The total overhead costs recorded during the period,
including indirect wages, utilities, depreciation, and other indirect
expenses.

2. Calculate Standard or Budgeted Overhead



- Standard Overhead Rate (SOR): The predetermined rate set at the beginning
of the period, often expressed as a rate per machine hour, labor hour, or
unit of activity.

- Standard Overhead Applied (SOA): The overhead allocated based on actual
activity levels and the standard rate:

\[
\text{SOA} = \text{Standard Rate} \times \text{Actual Activity Level}
\]

3. Compute Overhead Variances

a. Overhead Rate (Price) Variance

\[
\text{Rate Variance} = (\text{Actual Overhead Rate} - \text{Standard Overhead
Rate}) \times \text{Actual Activity Level}
\]

Alternatively, if the actual overhead costs and actual activity are known:

\[
\text{Actual Overhead Rate} = \frac{\text{Actual Overhead}}{\text{Actual
Activity Level}}
\]

b. Overhead Efficiency (Usage) Variance

\[
\text{Efficiency Variance} = (\text{Actual Activity Level} - \text{Standard
Activity Level}) \times \text{Standard Overhead Rate}
\]

This measures whether actual activity levels were higher or lower than
planned, influencing the overhead costs.

c. Total Overhead Variance

\[
\text{Total Variance} = \text{Actual Overhead} - \text{Standard Overhead
Applied}
\]

A favorable variance indicates costs were less than expected, while an
unfavorable variance suggests excess costs.

---



Applying the Computations: A Hypothetical
Example

To illustrate, consider a hypothetical scenario based on typical data from
Crystal Glassware Company:

- Actual Overhead Costs (AO): $50,000
- Actual Machine Hours (AH): 10,000 hours
- Standard Overhead Rate (SOR): $4 per machine hour
- Standard Machine Hours Allowed (SH): 9,500 hours

Step 1: Calculate Actual Overhead Rate

\[
\text{Actual Overhead Rate} = \frac{\$50,000}{10,000\, \text{hours}} = \$5\,
\text{per hour}
\]

Step 2: Compute Standard Overhead Applied

\[
\text{Standard Overhead Applied} = 9,500\, \text{hours} \times \$4 = \$38,000
\]

Step 3: Calculate Variances

- Rate Variance:

\[
(\$5 - \$4) \times 10,000 = \$1 \times 10,000 = \$10,000\, \text{Unfavorable}
\]

- Efficiency Variance:

\[
(10,000 - 9,500) \times \$4 = 500 \times \$4 = \$2,000\, \text{Unfavorable}
\]

- Total Overhead Variance:

\[
\$50,000 - \$38,000 = \$12,000\, \text{Unfavorable}
\]

This analysis indicates that the company spent more on overhead costs than
planned, partly due to higher per-unit costs (rate variance) and partly due
to producing more or less efficiently (efficiency variance).

---



Interpreting Variance Results: Strategic
Insights

Understanding the implications of these variances is crucial for management.
In the hypothetical case above:

- Unfavorable Rate Variance: Suggests actual overhead costs per machine hour
were higher than expected, possibly due to increased utility rates, higher
indirect wages, or inefficiencies in resource utilization.

- Unfavorable Efficiency Variance: Indicates production was less efficient,
potentially caused by machine breakdowns, increased waste, or staffing
issues.

- Overall Unfavorable Total Variance: Points to a need for cost control
measures, process improvements, or renegotiation of supplier contracts.

Proactive Steps for Management

- Investigate the causes of increased overhead rates and inefficiencies.
- Implement tighter cost controls and process improvements.
- Adjust standard rates and budgets to reflect more accurate cost estimates.
- Monitor variances continuously to catch issues early.

---

Importance of Straightforward Variance Analysis
in Business Operations

The straightforward computation of overhead variances, as exemplified in
Exercise 11-22, offers several benefits:

- Clarity and Transparency: Simple calculations allow managers to quickly
grasp cost issues without complex statistical models.
- Timely Decision-Making: Rapid identification of variances facilitates swift
managerial responses.
- Performance Evaluation: Variance analysis acts as a diagnostic tool for
assessing operational efficiency and cost management.
- Budget Control: Helps in setting more accurate budgets based on actual
performance and cost trends.

Such variance analyses are integral to a comprehensive managerial accounting
system that supports continuous improvement and strategic planning.

---



Conclusion: Mastery of Overhead Variance
Computation as an Essential Skill

The exercise involving Crystal Glassware Company’s overhead variances
underscores the importance of mastering straightforward and accurate
computation techniques. By systematically comparing actual costs and activity
levels to standard or budgeted figures, managers can identify areas of
concern, allocate resources more effectively, and refine operational
strategies. The simplicity of the approach does not diminish its
significance; instead, it enhances clarity, enabling managers at all levels
to make informed decisions grounded in solid financial analysis.

In today’s competitive manufacturing landscape, the ability to effectively
analyze overhead variances is a vital competency. It serves not only as a
measure of past performance but also as a guide for future cost control
initiatives and operational excellence. As demonstrated through the
hypothetical computations and strategic interpretations, a disciplined
approach to variance analysis empowers companies like Crystal Glassware to
maintain financial health, optimize resources, and sustain competitive
advantage in their industry.

---
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Note: The figures used in the hypothetical example are illustrative and not
from the actual exercise.
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