ACCT 102 – Professor Farina
Lecture Notes, Chapter 19:  Variable Costing and Performance Reporting

Absorption costing and variable costing

The financial statements you have learned in your classes thus far use a method called “absorption costing,” or full costing, which means that product costs are fully absorbed into inventory. These costs consist of direct materials, direct materials, and factory overhead.  While this method is required for external reporting, and mandated by GAAP, it is sometimes not useful for internal reporting.  It may cause us to make incorrect managerial decisions.  In this chapter we will learn about an alternative method called variable costing.

Absorption Costing 

GAAP requires companies to use absorption costing for external reporting. The IRS also requires it for tax filing purposes.
Premise:  All product costs are absorbed into the final cost of the product and eventually into COGS

The production cost per unit is calculated as:

DM + DL+ All FOH

---------------------------------             =               Cost per Unit in finished goods

Number of Units Produced

Absorption Costing uses the traditional income statement format:
Sales

-  Cost of Goods Sold
= Gross Profit

- Operating Expenses

= Net Income

Variable Costing (also called Direct Costing)
Variable costing is not allowed by GAAP but may be helpful to management in assessing operational performance.
Premise:  Product costs are made up of direct materials, direct labor, and only variable factory overhead. Fixed factory overhead costs are treated as period costs and are reported as expense on the variable costing income statement.

The production cost per unit is calculated as: 

DM + DL+ Variable FOH

---------------------------------             =               Cost per Unit in finished goods

Number of Units Produced

Variable Costing uses a Contribution Margin Income Statement:
Sales

-  Variable production costs and variable selling/administrative (S & A) expenses
= Contribution Margin

-  Fixed FOH and fixed selling/administrative expenses
= Net Income


Below are links to guided examples concerning this material.
Computing cost per unit under absorption costing:

www.viddler.com/embed/6575553e/?f=1&autoplay=0&player=full&disablebranding=0" width="694" height="520" frameborder="0"></iframe>
Computing cost per unit under variable costing:
www.viddler.com/embed/5b680c1b/?f=1&autoplay=0&player=full&disablebranding=0" width="694" height="520" frameborder="0"></iframe>
Preparing a variable costing income statement:

www.viddler.com/embed/603825bf/?f=1&autoplay=0&player=full&disablebranding=0" width="694" height="520" frameborder="0"></iframe>
Preparing both absorption and variable costing income statements from the same data:

www.viddler.com/embed/f972629a/?f=1&autoplay=0&player=full&disablebranding=0" width="694" height="520" frameborder="0"></iframe>
The diagrams on the next page may prove useful in understanding the differences between absorption and variable costing, and how amounts are reported on the absorption costing and variable costing income statements. 
ABSORPTION COSTING









In absorption costing, all manufacturing costs—direct materials, direct labor, variable factory overhead, and fixed factory overhead—are included in Finished Goods Inventory as an asset on the balance sheet. When the goods are sold, the cost of the goods sold is transferred from Finished Goods Inventory on the balance sheet to Cost of Goods Sold on the income statement. 

VARIABLE COSTING










In variable costing, only variable manufacturing costs—direct materials, direct labor, and variable factory overhead—are included in Finished Goods Inventory as an asset on the balance sheet. When the goods are sold, the cost of the goods sold is transferred from Finished Goods Inventory on the balance sheet to variable production costs on the variable costing income statement. 

Fixed factory overhead is accounted for as a period expense, and is not included in the cost of Finished Goods inventory. It is shown under “fixed expenses” in the variable costing income statement.
Performance reporting implications

When Units Produced = Units Sold 

There will be no difference between the net incomes using absorption versus variable costing. This is because 100% of the product costs are expensed in COGS since all the goods made were sold.  The net income will be identical under both methods.  

When Units Produced > Units Sold

Remember the only difference between these two costing methods is how the fixed factory overhead is treated.  Under absorption costing, the overhead costs will be expensed only for the units sold; for units produced and not sold, these costs will be absorbed into Finished Goods on the balance sheet.  
However, under Variable costing, all of the fixed overhead is charged to expense as a period cost, so the net income reported will differ. The absorption costing statement will have higher net income than the variable costing income statement. Why? Because the variable costing income statement will have more expenses: all of the fixed factory overhead costs are charged to expense. The difference between the two methods will be the amount of the fixed overhead per unit X the number of unsold units.

When Units Produced < Units Sold

Obviously, this means that there is some inventory left over from the prior period. The variable costing income statement will report higher net income than absorption.
Why is variable costing useful?

Variable costing can assist management in many ways. One way is in evaluating special price orders from customers. 
It also helps top management evaluate the performance of business reporting units. In a business operating unit, such as a branch factory, or the men’s department at a large retail store, the manager has no control over fixed costs. Fixed costs are usually controlled by executive management. As the variable costing income statement places fixed costs below contribution margin, top management can easily see the contribution to profits made by the reporting unit. 
Balance sheet:


Cash		   $X


A/R		   XX


Finished Goods  XX





Income Statement:�Sales			 $XXXX


Cost of goods sold	         XX


Gross profit	                   XXX


S & A			          XX


Net income		           $X 					





Direct materials


Direct labor


Variable FOH


Fixed FOH





Income Statement:�Sales		          	 $XXXX


Variable expenses:


Variable production 	$X


Variable S & A             X = XX


Contribution margin         XXX


Fixed expenses:


Fixed overhead          X


Fixed S & A              X=     XX


Net income		         $X














Balance sheet:


Cash		   $X


A/R		  XX


Finished Goods XX








Direct materials


Direct labor


Variable FOH





Fixed FOH
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