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Variable Costing and Absorption Costing
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Definition of variable costing and absorption costing
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According to Prof E. L. Kohler, “In variable costing, only variable manufacturing costs are
assigned to units cost”
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According to Prof E. L. Kohler, “Absorption costing is the process of allocating all on a position
of fixed and variable production costs to work in progress, cost of sales and inventory”
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Characteristics of variable costing
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Advantages of variable costing method
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Disadvantages of variable costing method
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Advantages of absorption costing method
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Disadvantages of absorption costing method
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Distinguishing between variable costing and absorption costing method
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Distinguishing between Product Cost and Period Cost
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Proforma of Income Statement under Variable Costing and Absorbing Costing
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Proforma of Income Statement under Variable Costing
Proforma income statement under Direct/variable costing;:
Income Statement
(Under direct/ Variable costing)

Details Tk. Tk.
Sales Fkkkk
Less: Variable expenses:
Direct materials ok
Direct labor Kok

Variable manufacturing overhead A

Total variable manufacturing costs o

Add: Opening work-in-process e
Total costs of goods manufactured i
Less: Closing work-in-process | AR

Variable costs of goods manufactured/product cost o

*kkk

Add: Opening finished goods
Variable cost of goods available for sale o
Less: Closing finished goods |l
Variable cost of goods sold ek
Contribution margin o
Less: Fixed expenses:
Manufacturing overhead o
Selling & administration [k | ek

Net operating income/ profit fiad

Computation of product cost under variable costing:

Direct materials ok

Direct labor B
Variable manufacturing overhead =~ ****
Product cost il
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Proforma of income statement under absorption costing
Proforma Income Statement under Absorption Costing:
Income Statement

(Under Absorption costing)

Details Tk. Tk.
Sales KKk
Less: Cost of goods sold:
Direct materials ek

Direct labor FkH

Variable manufacturing overhead wx

Fixed manufacturing overhead lelelel
Total manufacturing costs el
Add: opening work-in-process ol

Total costs of goods manufactured wx

*hhE

Less: closing work-in-process

Costs goods manufactured / product cost el
Add: Opening finished goods Fhkk
Goods available for sale ok

*hhE

Less: Closing finished goods

*khk

Costs of goods sold

*khk

Gross profit
Less: Selling and administration expenses:
Variable and fixed R

*khk

Net operating income/ profit

Computation of product cost under absorption costing;:
Direct materials i
Direct labor B

Variable manufacturing overhead = ****

Fixed manufacturing overhead o

Product cost Fkk

/Gy e
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Variable Costing and Absorbing Costing : Mathematical Problem and Solutions
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Variable costing and absorbing costing: mathematical problem and solutions
Example 1 : Nupor Manufacturing Company manufactures and sells a single product. The following costs
were incurred during the company’s first year of production:

Variable cost per unit:

Direct materials Tk. 15.00
Direct labor Tk. 8.00
Variable manufacturing overhead Tk. 3.00

Variable selling and administrative overhead  Tk. 4.00
Fixed costs per year:
Fixed manufacturing overhead Tk. 2,70,000
Fixed selling and administrative overhead Tk. 1,00,000
During the year, the company produced 30,000 units and sold 25,000 units. The selling price of the

company’s product is Tk. 50 Per unit.

Required:
1. Assume that the company uses the absorption costing method.
(a) Compute the unit product cost.
(b) Prepare an income statement for the year.
2. Assume that the company uses the direct costing method.
(a) Compute the unit product cost.
(b) Prepare an income statement for the year.
Solution :
1. (a) Unit product cost under absorption costing:

Direct materials Tk.15.00

Direct labor Tk. 8.00

Variable manufacturing overhead Tk. 3.00

Total variable manufacturing costs 26.00

Fixed manufacturing Tk. (270,000 +30,000) = 9.00
Product cost per unit 1@
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1. (b)
Nupor Manufacturing Company
Income Statement (Under absorption costing)
Details Tk. Tk.
Sales (25,000 x50) 12,50,000
Less: Cost of goods sold:
Cost of goods manufactured (30,000x35) 10,50,000
(-) Closing finished goods (5,000x35) 1,75,000 8,75,000
Gross profit 3,75,000
Less: Selling & administrative (25,000 x 4) + 1,00,000 2,00,000
Net operating income 1,75,000

2. (a) Unit product cost under direct costing:

Direct materials Tk. 15.00
Direct labor Tk. 8.00
Variable manufacturing overhead Tk. 3.00
Product cost per unit T@
2. (b) -
Nupor Manufacturing Company
Income Statement (Under direct costing)
Details Tk. Tk.
Sales (25,000 x50) 12,50,000
Less: variable expenses:
Variable cost of goods manufactured (30,000x26) 7,80,000
(-) Closing finished goods (5,000%26) | 1,30,000
Variable cost of goods sold 6,50,000
Add: variable selling& administrative (25,000 x 4) 1,00,000 7,50,000
Contribution margin 5,00,000
Less: Fixed expenses:
Manufacturing overhead 2,70,000
Selling & administrative 1,00,000 3,70,000
Net operating income 1,30,000
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Example 2 : The cost department of Kajol Company has stabilised the following standards for

manufacturing:

Normal capacity (units) 2,00,000
Maximum capacity (units) 2,50,000
Standard variable manufacturing cost per unit Tk. 15
Variable marketing expenses per unit sold Tk. 5
Fixed manufacturing overhead Tk. 4,00,000
Fixed marketing expenses Tk. 2,50,000
Selling price per unit Tk. 30
Operating units for the year:
Opening inventory 20,000
Sales 1,75,000
Production 1,80,000
Required : Prepare an income statement using direct and absorption costing.
Solution :
Kajol Company
Income statement under direct/variable costing)
Details Tk. Tk.
Sales (1,75,000 x 30) 52,50,000
Less: Standard variable manufacturing cost (1,80,000x 15) 27,00,000
Add: opening finished goods (20,000 x 15) 3,00,000
Goods available for sales 30,00,000
Less: Closing finished goods (25,000 x 15) 3,75,000
Variable cost of goods sold 26,25,000
Add: Variable marketing expenses 8,75,000 35 00,000
Contribution margin 17,50,000
Less: Fixed expenses
Manufacturing overhead 4,00,000
Selling & administrative 2,50,000 6,50,000
Net operating income 11.00.000

Kajol Company
Income statement under absorption costing)

Details Tk. Tk.
Sales (1,75,000 x 30) 52,50,000
Less:
Variable manufacturing cost (1,80,000x15) 27,00,000
Fixed manufacturing cost (1,80,000x2) 3,60,000
Cost of goods manufactured 30,60,000
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Details Tk. Tk.
Add: opening finished goods (20,000 x17) | 3,40,000
Goods available for sales 34,00,000
Less: Closing finished goods (25,000 x17) 4,25,000
29,75,000
Add: Under applied fixed manufacturing cost (4,00,000 -3,60,000) 40,000
Cost of goods sold 30,15,000
Gross profit 22,35,000
Less: Marketing expenses:
. 2,50,000
Fixed
. 8,75,000
Variable (1,75,000 x5) ———(11,25,000
Net operating income 11,10,000

Note: Fixed manufacturing cost per unit = 4,00,000 + 2,00,000 = Tk. 2

Example 3 : Rupsha Company Ltd. supplies you the following information for a particular year:

Direct material consumed Tk. 3,40,000
Direct labor 2,60,000
Variable manufacturing overhead 1,20,000
Fixed manufacturing overhead 2,40,000
Administrative & selling overhead (variable) 20,000
Administrative & selling overhead (fixed) 60,000
Sales @ Tk.50 per unit 10,00,000

There was no opening inventory of work-in-process or finished goods. However 24,000 units were

produced during the year.
Required: You are required to prepare an income statement under
(a) Absorption costing and
(b) Direct/Variable costing.
Solution-3 (a)
Rupsha Company Ltd.

Income statement under absorption costing

Details Tk. Tk.
Sales (20,000 x 50) 10,00,000
Less:
Direct materials 3,40,000
Direct labor 2,60,000
Variable manufacturing overhead 1,20,000
Fixed manufacturing overhead 2,40,000
Cost of goods manufactured 9,60,000
Less: Closing Finished goods (4,000x40) 1,60,000
TG o gL
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Details Tk. Tk.
Cost of goods sold 8,00,000
Gross margin/profit 2,00,000
Less: Selling and administration expenses:
Variable 20,000
Fixed 60.000 80,000
Net operating income/profit 1,20,000
Workings:
(a) Closing finished goods is valued at cost of production as follows:
Cost per unit = Cost of goods manufactured + Units production
=9,60,000 + 24,000 =Tk. 40
(b) Closing finished goods is valued at variable cost of production as follows:
Cost per unit = Variable cost of goods manufactured + Units production
=7,20,000 + 24,000 =Tk. 30
3. (b)
Rupsha Company Ltd.
Income Statement under direct/variable costing
Details Tk. Tk.
Sales (20,000 x 50) 10,00,000
Less:
Direct materials 3,40,000
Direct labor 2,60,000
Variable manufacturing overhead 1,20,000
Variable cost of goods manufactured 7,20,000
Less: closing finished goods (4,000x30) 1,20,000
Cost goods manufactured / product cost 6,00,000
4,00,000
Less: Variables selling and administrative overhead 20,000
Contribution margin 3,80,000
Less: Fixed cost:
Manufacturing 2,40,000
Selling & administration 60,000 3,00,000
Net operating income/profit 80,000
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S 1 ARTSTAR 7 8 ANERF G ~Tafed Tegal e | Afaea@iier e [RFBPETIR I FI 714 | (Define
variable and absorption costing. Write the characteristics of variable costing)

Q| ANRF G cTafed (AFBPTIR S F 1T | (Write the characteristics of absorption costing)

o | ARTeT T [ Amfex ARG 8 SEfREPTIR I H 1T (Write the Advantages and
disadvantages of variable costing)

8 | T I “Iafox ARl @ SPIRYPTR FF I o747 | (Write the advantages and disadvantages
of absoprtion costing)

@ | IO W7 @ W fqg=dl 1 713 | (Write the operating income and income statement)

Y| fFeR wief TS 5 Amfere W fawdt e@e S ? (How would you prepare income
statement under absorption costing?)

9| e o AT I Awore A7 R @@e FaE? (How would you prepare
income statement under variable costing?)

v | Khan Manufacturing Company manufactures and sells a single product. The

following costs were incurred during the company’s first year of production:

Variable cost per unit:

Manufacturing:
Direct materials Tk. 18.00
Direct labor Tk. 10.00
Variable manufacturing overhead Tk. 5.00

Variable selling and administrative Tk. 3.00
Fixed costs per year:
Fixed manufacturing overhead Tk. 1,50,000
Fixed selling and administrative Tk. 50,000
During the year, the company produced 20,000 units and sold 15,000 units. The selling
price of the company’s product is Tk. 40 per unit.
Required:
1. Assume that the company uses the absorption costing method.
(a) Compute the unit product cost.
(b) Prepare an income statement for the year.
2. Assume that the company uses the direct costing method.
(@) Compute the unit product cost.

(b) Prepare an income statement for the year.



51 The cost department of Jamal Company has stabilised the following standards for

manufacturing:
Normal capacity (units)
Maximum capacity (units)
Standard variable manufacturing cost per unit
Variable marketing expenses per unit sold
Fixed manufacturing overhead
Fixed marketing expenses
Selling price per unit
Operating units for the year:
Opening inventory
Sales

Production

1,50,000
1,80,000

Tk. 12

Tk. 4
Tk. 2,00,000
Tk. 1,70,000
Tk. 25

15,000
1,20,000
1,60,000

Required: Prepare an income statement using direct and absorption costing.

so | Happy Company Ltd. supplies you the following information for a particular year:

Direct material consumed

Direct labor

Variable manufacturing overhead

Fixed manufacturing overhead
Administrative & selling overhead (variable)
Administrative & selling overhead (fixed)
Sales @ Tk. 40 per unit

Tk. 2,50,000

1,20,000
1,10,000
1,20,000
15,000
50,000
8,00,000

There was no opening inventory of work-in-process or finished goods. However, 22,000

units were produced during the year.

Required: You are required to prepare an income statement under

(a) Absorption costing and
(b) Direct/ Variable costing.
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