ABSORPTION AND VARIABLE COSTING 
Absorption and variable costing have different purposes and uses. Both are used to determine inventory values and cost of goods sold.
Absorption costing, which uses a traditional, functional income statement format, is required for external financial statements. It separates costs by their function: product costs or period costs. Product costs (COGS) are subtracted from sales to show gross margin (gross profit). All period costs (selling, general, and administrative) are then subtracted to show operating income. Product costs include direct materials, direct labor, variable overhead, and fixed overhead.
Variable costing, which uses the contribution margin income statement format, is preferable for internal, management purposes. It separates costs by their behavior: variable costs or fixed costs. It also works very well with CVP analysis. Product costs include direct materials, direct labor, and variable overhead. Fixed overhead is treated as if  it were a period cost and is subtracted in total from contribution margin regardless of how many are produced or sold. All variable costs, both product and period, are subtracted from sales to show contribution margin. All fixed costs, both fixed overhead (a product cost) and fixed period costs, are then subtracted to show operating income.

Let’s see how the statements are put together from the following data for year 1:

	Production
	60,000 units
	Assume no beg. inv.

	Sales
	60,000 units
	$12/unit

	Costs:
	
	

	Direct material
	$180,000
	$3 per unit produced

	Direct labor
	$120,000
	$2 per unit produced

	Variable overhead
	$  60,000
	$1 per unit produced

	Fixed overhead
	$150,000
	

	Variable selling/administrative
	$  60,000
	$1 per unit sold

	Fixed selling/administrative
	$  30,000
	


First let’s calculate the product cost per unit under the two methods:

	Product costs:
	Absorption Costing
	Variable Costing

	  Direct materials
	$3.00
	$3

	  Direct labor
	2.00
	2

	  Variable overhead
	1.00
	1

	  Fixed overhead ($150,000/60,000)
	2.50
	

	Cost per unit
	$8.50
	$6


Next, calculate cost of goods sold:

	
	Absorption Costing
	Variable Costing

	Beginning FG inventory
	$0
	$0

	Plus Cost of goods manufactured
	
	

	  Absorption, 60,000 x $8.50
	510,000
	

	  Variable, 60,000 x $6
	
	360,000

	Cost of goods available
	510,000
	360,000

	Less ending FG inventory
	0
	0

	Cost of goods sold
	$510,000
	$360,000


Now the income statements:
	Absorption Income Statement
	
	

	Sales (60,000 x $12)
	
	$720,000

	Less COGS (product costs)
	
	  510,000

	Gross margin
	
	  210,000

	Less operating expenses (period costs)
	
	

	   Variable selling & administrative (60,000 x $1)
	$  60,000
	

	   Fixed selling & administrative
	    30,000
	    90,000

	Net operating income
	
	$120,000

	
	
	

	Variable Costing Income Statement
	
	

	Sales (60,000 x $12)
	
	$720,000

	Less variable costs
	
	

	   Variable COGS
	$360,000
	

	   Variable selling & administrative (60,000 x $1)
	    60,000
	  420,000

	Contribution margin
	
	  300,000

	Less fixed costs
	
	

	   Fixed overhead
	$150,000
	

	   Fixed selling & administrative
	    30,000
	  180,000

	Net operating income
	
	$120,000


On the contribution margin income statement, note that everything, including sales, above the fixed costs will vary with the number of units sold. The fixed costs remain the same whether we sell 1 unit or any number of units. We’ll find this concept very helpful when we analyze the relationships among costs, volume, and profit.

In the example above, all units produced were sold and the operating income was the same on both income statements. But what happens if we don’t sell everything that we produce? In year 2, we again produced 60,000 units, but we only sold 55,000 units.

Cost of goods sold:

	
	Absorption Costing
	Variable Costing

	Beginning FG inventory
	$0
	$0

	Plus Cost of goods manufactured
	
	

	  Absorption, 60,000 x $8.50
	510,000
	

	  Variable, 60,000 x $6
	
	360,000

	Cost of goods available
	510,000
	360,000

	Less ending FG inventory
	
	

	  Absorption, 5,000 x $8.50
	(42,500)
	

	  Variable, 5,000 x $6
	
	(30,000)

	Cost of goods sold
	$467,500
	$330,000


And now the income statements:

	Absorption Income Statement
	
	

	Sales (55,000 x $12)
	
	$660,000

	Less COGS 
	
	  467,500

	Gross margin
	
	  192,500

	Less operating expenses (period costs)
	
	

	   Variable selling & administrative (55,000 x $1)
	$  55,000
	

	   Fixed selling & administrative
	    30,000
	    85,000

	Net operating income
	
	$107,500

	
	
	

	Variable Costing Income Statement
	
	

	Sales (55,000 x $12)
	
	$660,000

	Less variable costs
	
	

	   Variable COGS
	$330,000
	

	   Variable selling & administrative (55,000 x $1)
	    55,000
	  385,000

	Contribution margin
	
	  275,000

	Less fixed costs
	
	

	   Fixed overhead
	$150,000
	

	   Fixed selling & administrative
	    30,000
	  180,000

	Net operating income
	
	$  95,000


Notice that net operating income under the absorption costing method is $12,500 more than the income under the variable costing income. Remember that the product cost for absorption includes fixed overhead. Therefore, the ending inventory includes fixed overhead in the absorption method, but doesn’t include it in variable costing. In this case, the fixed overhead is $2.50 per unit. There were 5,000 unsold units left in ending finished goods inventory. $2.50 x 5,000 = $12,500—the difference in incomes between the two methods. We deferred more costs into ending inventory under absorption than under variable costing.
In year 3, we again produced 60,000 units, but sold 65,000 units.

Cost of goods sold: 

	
	Absorption Costing
	Variable Costing

	Beginning FG inventory
	$42,500
	$30,000

	Plus Cost of goods manufactured
	
	

	  Absorption, 60,000 x $8.50
	510,000
	

	  Variable, 60,000 x $6
	
	360,000

	Cost of goods available
	552,500
	390,000

	Less ending FG inventory
	0
	0

	Cost of goods sold
	$552,500
	$390,000


And now the income statements:

	Absorption Income Statement
	
	

	Sales (65,000 x $12)
	
	$780,000

	Less COGS 
	
	  552,500

	Gross margin
	
	  227,500

	Less operating expenses (period costs)
	
	

	   Variable selling & administrative (65,000 x $1)
	$  65,000
	

	   Fixed selling & administrative
	    30,000
	    95,000

	Net operating income
	
	$132,500

	
	
	

	Variable Costing Income Statement
	
	

	Sales (65,000 x $12)
	
	$780,000

	Less variable costs
	
	

	   Variable COGS
	$390,000
	

	   Variable selling & administrative (65,000 x $1)
	    65,000
	  455,000

	Contribution margin
	
	  325,000

	Less fixed costs
	
	

	   Fixed overhead
	$150,000
	

	   Fixed selling & administrative
	    30,000
	  180,000

	Net operating income
	
	$145,000


Notice that net operating income under the absorption costing method is $12,500 less than the income under the variable costing income. Remember that the product cost for absorption includes fixed overhead. Therefore, the beginning inventory included fixed overhead in the absorption method, but didn’t include it in variable costing. In this case, the fixed overhead is $2.50 per unit. There were 5,000 unsold units left in ending finished goods inventory. $2.50 x 5,000 = $12,500—the difference in incomes between the two methods. We released more costs into cost of goods sold under absorption than under variable costing.

A quick way to remember these relations is this:

	Production = sales
	Ending inventory unchanged
	Absorption income = variable income

	Production > sakes
	Ending inventory increased
	Absorption income > variable income

	Production < sales
	Ending inventory decreased
	Absorption income < variable income


The direction of the sign in the first column (=, >, <) is the same as in the third column.


P = S, Ab = Var


P > S, Ab > Var


P < S, Ab < Var
Think alphabetical order: P comes before S and A comes before V.

