8.1 Comparison of Absorption Costing and Variable Costing
Under variable costing, only direct materials, direct labour, and variable manufacturing overhead costs are considered product costs.
Fixed manufacturing overhead costs are recognized as period costs (expenses) when incurred. Illustration 8.1 shows graphically the difference between absorption costing and variable costing.

Difference between absorption costing and variable costing[image: w0211]

Selling and administrative expenses are period costs under both absorption and variable costing.

	Fix-it selling price: $20 per unit

	Units: produced 30,000; sold 20,000; beginning inventory zero

	Variable unit costs: manufacturing $9 (direct materials $5, direct labour $3, and variable overhead $1); selling and administrative expenses $2

	Fixed costs: manufacturing overhead $120,000; selling and administrative expenses $15,000



	Type of cost
	Absorption costing
	Variable costing

	Direct materials
	$ 5
	$5

	Direct labour
	  3
	 3

	Variable manufacturing overhead
	  1
	 1

	Fixed manufacturing overhead ($120,000 ÷ 30,000 units produced)
	  4
	-

	Manufacturing cost per unit
	$13
	$9



The manufacturing cost per unit is $4 ($13 − $9) higher for absorption costing. 
This is because fixed manufacturing costs are a product cost under absorption costing. Under variable costing, in contrast, they are a period cost

Notice that the ending inventory of $130,000 includes fixed manufacturing overhead costs of $40,000 (10,000 × $4). Under absorption costing, this $40,000 of the fixed manufacturing overhead costs is deferred to a future period as part of the cost of ending inventory. We will see that this is the primary difference between absorption costing and variable costing. Also, both the variable and fixed selling and administrative expenses are treated as period costs and are therefore expensed in 2020


Absorption Costing


	Sales (20,000 units × $20)
	 
	$400,000

	Cost of goods sold
	 
	 

	Inventory, January 1
	$      0
	 

	Cost of goods manufactured (30,000 units × $13)
	390,000
	 

	Cost of goods available for sale
	390,000
	 

	Inventory, January 31 (10,000 units × $13)
	130,000
	 

	Cost of goods sold (20,000 units × $13)
	 
	260,000

	Gross profit
	 
	140,000

	Variable selling and administrative expenses (20,000 units × $2)
	 
	40,000

	Fixed selling and administrative expenses
	 
	15,000

	Net income
	 
	$ 85,000


Variable Costing Illustration
	Premium Products Corporation
Income Statement
Month Ended January 31, 2020
Variable Costing

	Sales (20,000 units × $20)
	 
	$400,000

	Variable cost of goods sold
	 
	 

	Inventory, January 1
	$      0
	 

	Variable manufacturing costs (30,000 units × $9)
	270,000
	 

	Cost of goods available for sale
	270,000
	 

	Inventory, January 31 (10,000 units × $9)
	90,000
	 

	Variable cost of goods sold
	180,000
	 

	Variable selling and administrative expenses (20,000 units × $2)
	40,000
	220,000

	Contribution margin
	 
	180,000

	Fixed manufacturing overhead
	 
	120,000

	Fixed selling and administrative expenses
	 
	15,000

	Net income
	 
	$ 45,000





There is one primary difference between variable and absorption costing: under variable costing, the fixed manufacturing overhead is charged as an expense in the current period. 

As shown, when units produced exceed units sold, income under absorption costing is higher. When units produced are less than units sold, income under absorption costing is lower.

8.2 Net Income Effects
	 
	2019
	2020
	2021

	Volume information
	 
	 
	 

	Drones in beginning inventory
	0  
	 0
	 2

	Drones produced
	10  
	10
	10

	Drones sold
	10  
	 8
	12

	Drones in ending inventory
	0  
	 2
	 0

	Financial information
	 
	 
	 

	Selling price per drone
	$400,000
	 
	 

	Variable manufacturing costs per drone
	240,000
	 
	 

	Fixed manufacturing costs for the year
	600,000
	 
	 

	Fixed manufacturing costs per drone
	60,000
	($600,000 ÷ 10)

	Variable selling and administrative expenses per drone
	5,000
	 
	 

	Fixed selling and administrative expenses
	80,000
	 
	 




	Absorption Costing


	Sales (10 drones × $400,000)
	 
	$4,000,000

	Cost of goods sold (10 drones × $300,000)
	 
	3,000,000

	Gross profit
	 
	1,000,000

	Variable selling and administrative expenses (10 drones × $5,000)
	$50,000
	 

	Fixed selling and administrative expenses
	80,000
	130,000

	Net income
	 
	$  870,000



Variable-costing income statement—2019
	Sales (10 drones × $400,000)
	 
	$4,000,000

	Variable cost of goods sold (10 drones × $240,000)
	$2,400,000
	 

	Variable selling and administrative expenses (10 drones × $5,000)
	50,000
	2,450,000

	Contribution margin
	 
	1,550,000

	Fixed manufacturing overhead
	600,000
	 

	Fixed selling and administrative expenses
	80,000
	680,000

	Net income
	 
	$ 870,000




When the number of units produced and sold is the same, net income is equal under the two costing approaches.





When fewer drones are produced (10) than sold (12), net income under absorption costing ($1,060,000) is less than net income under variable costing ($1,180,000). This difference of $120,000 ($1,180,000 − $1,060,000) occurs because $120,000 of fixed manufacturing overhead costs in the beginning inventory is charged to 2021 under absorption costing. Under variable costing, there is no fixed manufacturing overhead cost in the beginning inventory. Illustration 8.13 summarizes the results for the three years.


8.3 Decision-Making Concerns
When production exceeds sales, absorption costing reports a higher net income than variable costing. As noted earlier, the reason is that some fixed manufacturing costs are not expensed in the current period, but are deferred to future periods as part of the inventory. As a result, management may be tempted to overproduce in a period in order to increase net income. Although net income will increase, this decision to overproduce may not be in the company's best interest.
Suppose, for example, that a division manager's compensation is based on the division's net income. In such a case, the manager may decide to meet the net income targets by increasing production. While this overproduction may increase the manager's compensation, the buildup of inventories will lead to additional costs to the company. The company avoids this situation under variable costing, because net income under variable costing is not affected by changes in production levels. The example that follows shows this point.

Potential Advantages of Variable Costing
Variable costing has the following potential advantages compared with absorption costing:
· 1.The use of variable costing is consistent with the cost-volume-profit material presented in Chapter 6 and the incremental analysis material presented in Chapter 7 (see Decision Tools).
Decision Tools
The variable-costing income statement provides information about variable and fixed costs that is needed for CVP analysis and incremental analysis.
· 2.Net income calculated under variable costing is not affected by changes in production levels. As a result, it is much easier to understand the impact of fixed and variable costs on the calculation of net income when using variable costing.
· 3.Net income calculated under variable costing is greatly affected by changes in sales levels (not production levels), and it therefore provides a more realistic assessment of the company's success or failure during a period.
· 4.Because the fixed and variable cost components are shown in the variable-costing income statement, it is easier to identify these costs and understand their effect on the business. Under absorption costing, the allocation of fixed costs to inventory makes it difficult to evaluate the impact of fixed costs on the company's results.
	
Facts on lighting division—2020
	Beginning inventory
	0
	 

	Expected sales in units
	20,000
	 

	Selling price per unit
	$15
	 

	Variable manufacturing costs per unit
	$6
	 

	Fixed manufacturing costs (total)
	$60,000
	 

	Fixed manufacturing costs per unit
	 
	 

	Based on 20,000 units produced
	$3
	per unit ($60,000 ÷ 20,000)

	Based on 30,000 units produced
	$2
	per unit ($60,000 ÷ 30,000)

	Manufacturing costs per unit
	 
	 

	Based on 20,000 units produced
	$9
	per unit ($6 variable + $3 fixed)

	Based on 30,000 units produced
	$8
	per unit ($6 variable + $2 fixed)

	Variable selling and administrative expenses per unit
	$1
	 

	Fixed selling and administrative expenses
	$15,000
	 


Lighting Division
Income Statement
Absorption Costing
Year Ended January 31, 2020
Absorption Costing

	 
	20,000
	 
	30,000
	 

	 
	Produced
	 
	Produced
	 

	Sales (20,000 units × $15)
	$300,000
	 
	$300,000
	 

	Cost of goods sold
	 180,000
	(20,000 × $9)
	 160,000
	(20,000 × $8)

	Gross profit
	120,000
	 
	140,000
	 

	Variable selling and administrative expenses (20,000 × $1)
	20,000
	 
	20,000
	 

	Fixed selling and administrative expenses
	  15,000
	 
	  15,000
	 

	Net income
	$ 85,000
	 
	$105,000
	 





	 Variable-costing income statement—2020
[bookmark: _GoBack]
	20,000
	30,000

	 
	Produced
	Produced

	Sales (20,000 × $15)
	$300,000
	$300,000

	Less: Variable cost of goods sold (20,000 × $6)
	120,000
	120,000

	Variable selling and administrative expenses (20,000 × $1)
	  20,000
	  20,000

	Contribution margin
	160,000
	160,000

	Less: Fixed manufacturing overhead
	60,000
	60,000

	Fixed selling and administrative expenses
	  15,000
	  15,000

	Net income
	$ 85,000
	$ 85,000






Practice Question 01
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	Your answer is incorrect.  Try again.

	 
	 


Accounting for fixed manufacturing overhead is the only difference between variable and absorption costing.
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	True



	
	False
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