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The	traditional	income	statement,	also	called	absorption	costing	income	statement,		uses	absorption	costing	to	create	the	income	statement.	This	income	statement	looks	at	costs	by	dividing	costs	into	product	and	period	costs.	In	order	to	complete	this	statement	correctly,	make	sure	you	understand	product	and	period	costs.The	format	for	the
traditional	income	statementThe	basic	format	is	to	simply	show	the	sales	less	the	cost	of	goods	sold	equal	gross	profit.	And	also	show	the	gross	profit	less	the	selling	and	administrative	expenses	and	that	equals	the	operating	income.	Example	of	the	traditional	income	statementLet’s	use	the	example	from	the	absorption	and	variable	costing	post	to
create	this	income	statement.Calculating	the	Cost	per	unitWhen	doing	an	income	statement,	the	first	thing	I	always	do	is	calculate	the	cost	per	unit.	Under	absorption	costing,	the	cost	per	unit	is	direct	materials,	direct	labor,	variable	overhead,	and	fixed	overhead.	In	this	case,	the	fixed	overhead	per	unit	is	calculated	by	dividing	total	fixed	overhead
by	the	number	of	units	produced	(see	absorption	costing	post	for	details).Once	you	have	the	cost	per	unit,	the	rest	of	the	statement	is	fairly	easy	to	complete.	All	variable	items	are	calculated	based	on	the	number	of	units	sold.	This	includes	sales,	cost	of	goods	sold,	and	the	variable	piece	of	selling	and	administrative	expenses.	The	matching	principle
states	that	we	must	match	revenue	with	expenses.	Therefore,	we	can	only	expense	the	cost	of	the	units	that	are	sold.	The	units	that	are	not	sold	end	up	in	inventory.Example	of	Calculating	the	Sales	Start	with	sales.	Take	your	price	per	unit	and	multiply	it	by	the	number	of	units	sold.Sales	=	Price	X	Number	of	units	soldSales	=	$100	X	8,000Sales	=
$800,000Example	of	Calculating	the	Cost	of	Goods	Sold	for	the	traditional	income	statementUsing	the	cost	per	unit	that	we	calculated	previously,	we	can	calculate	the	cost	of	goods	sold	by	multiplying	the	cost	per	unit	by	the	number	of	units	sold.Cost	of	goods	sold	=	Cost	per	unit	X	Number	of	units	soldCost	of	goods	sold	=	$48.80	X	8,000Cost	of
goods	sold	=	$390,400Example	of	Calculating	Gross	ProfitCalculate	gross	profit	by	subtracting	the	cost	of	goods	sold	from	sales.Example	of	calculating	Selling	expense	and	Example	of	administrative	expenseSelling	and	administrative	expenses	can	be	variable	or	fixed.	Therefore,	you	should	treat	the	selling	and	administrative	costs	like	a	mixed	cost.
In	this	case,	the	variable	rate	is	$5	per	unit	and	the	fixed	cost	is	$112,000.	Write	your	cost	formula	and	plug	in	the	number	of	units	sold	for	the	activity.Total	selling	and	administrative	expense	=	$5	X	8,000	+	$112,000Total	selling	and	administrative	expense	=	$40,000	+	$112,000Total	selling	and	administrative	expense	=	$152,000Example	of
calculating	Operating	Income	for	the	traditional	income	statementLast	but	not	least,	calculate	the	operating	income	by	subtracting	selling	and	administrative	expenses	from	gross	profit.Final	Thoughts	on	Traditional	(Absorption	Costing)	Income	StatementHaving	a	solid	grasp	of	product	and	period	costs	makes	this	statement	a	lot	easier	to	do.
Calculate	unit	cost	first	as	that	is	probably	the	hardest	part	of	the	statement.	Once	you	have	the	unit	cost,	the	rest	of	the	statement	if	fairly	straight	forward.If	you	need	help	with	other	Managerial	Accounting	Topics	check	out	our	archive	or	check	out	our	list	if	you	Need	help	with	your	accounting	classes	through	the	links	to	see	our	other
offerings.What	if	you	need	help	with	your	study	habits	Maybe	you	have	been	out	of	college	for	years,	or	you	do	just	what	it	takes	to	get	by.	STOP	according	to	a	recent	study	the	average	student	with	a	GPA	of	3.8	or	higher	makes	78%	more	money	after	3	years	of	work.	If	you	want	to	work	in	your	field,	you	can	learn	to	learn	better,	that	is	why	this	to
help	students	have	the	sign	up	for	my	free	training	and	have	the	best	semester	ever	so	when	you	earn	your	degree	you	can	earn	more	money.	Absorption	costing	is	a	tool	used	in	management	accounting	to	capture	entire	expenses	connected	to	manufacturing	a	certain	product.	For	external	reporting,	generally	recognized	accounting	principles	(GAAP)
demand	absorption	costing.Moreover,	it	is	a	costing	process	for	valuing	inventory.	It’s	also	known	as	complete	costing	because	it	accounts	for	all	direct	manufacturing	costs,	including	labor,	raw	materials,	and	any	fixed	or	variable	overheads.Fixed	and	variable	selling	and	overall	administration	costs	are	treated	as	period	costs	in	absorption	costing,
and	they	are	expensed	in	the	period	in	which	they	occur;	they	are	not	included	in	the	cost	of	production.The	following	are	the	primary	components	of	the	product	cost	in	absorption	costing:Direct	Labor	(DL)	–	the	direct	labor	consumed	due	to	the	unit’s	making,	valued	at	the	applicable	labor	rate;	Direct	Materials	(DM)	–	the	direct	resources	utilized	in
the	unit’s	creation,	valued	at	the	applicable	labor	rate;Fixed	Manufacturing	Overheads	(FMOH)	–	costs	of	running	a	facility	that	do	not	change	with	output	volume,	such	as	rent,	insurance,	and	so	on;Variable	Manufacturing	Overheads	(VMOH)	–	The	rate	of	running	an	industrial	plant	that	fluctuates	depending	on	production	volume,	for	example,
energy,	water,	and	so	on.These	three	procedures	must	be	followed	to	use	the	absorption	costing	method	of	cost	allocation:Allocate	costs	to	cost	pools	–	create	a	record	of	groups	of	financial	records	to	numerous	cost	pools;	it	should	be	carefully	examined,	as	everyday	alterations	obstruct	upcoming	examination;Estimate	the	procedure	based	on	activity
metrics,	such	as	a	machine	or	labor	hours;Assigning	costs	–	determine	the	distribution	ratio	and	allot	overhead	to	manufactured	possessions.The	traditional	income	statement,	also	known	as	the	absorption	costing	income	statement,	is	created	using	absorption	costing.	Costs	are	divided	into	product	and	period	costs	in	this	income	statement.See	also	
Do	Loan	Fees	Have	To	Be	Amortized?	(All	You	Need	to	Know)Absorption	costing	states	that	every	product	has	a	set	overhead	cost,	regardless	of	whether	it	is	sold	or	not	during	a	certain	period.	This	means	that	all	costs	must	be	included	at	the	end	of	an	inventory,	which	is	normally	done	as	a	balance	sheet	asset.As	a	result,	when	using	an	absorption
statement,	it	is	common	to	find	that	the	expense	on	the	income	statement	is	smaller.Administrative,	selling	and	manufacturing	costs	are	all	separated	into	three	categories	by	absorption	costing.Category	1:	In	order	to	calculate	gross	margin/gross	profit	on	sales	in	the	income	statement,	all	production	expenses,	both	fixed	and	variable,	are	deducted
from	the	sales	revenue.Category	2:	The	net	operating	income	is	found	by	subtracting	the	variable	and	fixed	administrative	and	selling	expenses	from	the	gross	profit/gross	margin.Category	3:	Fixed	factory	or	manufacturing	overheads	are	charged	to	the	units	produced	at	a	predetermined	fixed	manufacturing	overhead	rate.The	fixed	manufacturing
overhead	rate	is	calculated	using	the	formula:=	(Standard	fixed	manufacturing	overheads	/	Normal	level	of	output)Adjustments	are	made	for	the	level	of	output	differences	if	the	actual	output	level	is	higher	or	lower	than	the	normal	output	level.	The	amount	of	over-absorption	is	deducted	from	the	total	cost	of	items	created	and	sold	if	the	actual
output	level	exceeds	the	typical	output	level.The	amount	of	under-absorption	is	added	to	the	cost	of	items	created	and	sold	if	the	actual	output	level	is	less	than	the	normal	output	level.The	most	basic	approach	is	to	represent	gross	profit	as	sales	minus	the	cost	of	items	sold.	Also,	indicate	the	operational	income	equal	to	the	gross	profit	minus	the
selling	and	administrative	expenses.	According	to	accounting	tools,	the	primary	item	on	an	absorption	income	statement	is	gross	revenues	for	the	period.	The	cost	of	products	sold	is	next.	To	calculate	COGS,	add	the	cost	of	products	produced	for	the	time	to	the	dollar	worth	of	initial	inventory.The	resulting	figure	represents	commodities	for	sale.	The
cost	of	goods	sold	(COGS)	is	calculated	when	the	ending	inventory	dollar	value	is	subtracted.	To	get	the	gross	margin,	minus	gross	sales	from	the	cost	of	goods	sold.	To	compute	net	operating	income	for	the	period,	subtract	selling	expenses.By	means	of	this	technique	to	determine	profits,	no	distinction	is	made	between	variable	and	fixed	costs.	As	the
absorption	costing	statement	assumes	that	products	have	fixed	costs,	all	manufacturing	costs	must	be	contained	within	the	creation	cost,	whether	variable	or	fixed.A	company	sells	ice	cream.	The	following	data	is	available	for	the	fiscal	year	ending	June	30,	2016.Since	it	is	the	generally	acknowledged	type	of	accounting	idea	needed	by	the	Internal
Revenue	Service,	absorption	costing	offers	an	advantage	over	other	account	formats;	however,	there	are	a	number	of	reasons	and	benefits	to	absorption	costing,	including	but	not	limited	to:It	assists	in	the	tracking	of	returns	earned	over	the	course	of	an	accounting	period,	taking	into	account	all	production	expenses,	not	just	direct	costs.It	provides	a
summary	of	the	fixed	expenses	associated	with	the	end	of	an	inventory.It	keeps	a	check	of	profit	more	precisely	during	an	accounting	period	by	accounting	for	all	expenditures	of	making	(as	well	as	fixed	costs)	rather	than	just	primary	costs.It	assures	accountability	for	unsold	products	and	allows	for	a	better	net	profit	calculation	by	lowering	real
expenses	reported	on	the	income	statement	for	a	given	period.It	can	be	useful	in	assessing	a	product’s	acceptable	selling	price.It	obeys	the	Internal	Revenue	Service’s	(IRS)	and	Generally	accepted	accounting	principles	(GAAP).It	allows	for	precision,	especially	in	terminating	inventories.	On	the	other	hand,	this	is	to	avoid	the	loss	of	expenses	related
to	the	whole	cost	of	inventory.See	also		8	Types	of	Accounting	Concepts:	Example	and	ExplanationWhile	we	may	want	to	recognize	absorption	costing	is	different	advantages/benefits,	such	as	financial	and	tax	reporting,	we	also	need	to	be	aware	of	its	few	disadvantages/cons.	Among	them	below	are	the	following:Absorption	costing	is	not	effective	for
product	decision-making	since	it	comprises	attributing	fixed	production	costs	to	the	product	cost.	It	is	not	always	easy	to	evaluate	and	comprehend.	This	is	because	this	strategy’s	fixed	overhead	incremental	expenses	are	not	stated.It	is	also	impractical	for	analysis	meant	to	improve	financial	and	operational	efficiency,	along	with	linking	product
positions.Since	not	all	fixed	costs	are	deducted	from	revenue	unless	the	products	are	sold,	absorption	costing	might	tilt	a	business’s	profit	level.It	has	the	potential	to	overstate	a	company’s	profitability	throughout	a	financial	period.	This	is	because	not	all	fixed	costs	are	accounted	for	and	deducted	from	the	company’s	revenue.	An	expectation,	on	the
other	hand,	maybe	when	a	corporation	sells	off	all	of	its	manufactured	goods.As	some	manufactured	products	go	unsold	at	the	conclusion	of	a	period,	it	normally	results	in	a	gain	in	net	income.Overall,	this	statement	is	much	easier	to	make	if	you	understand	product	and	period	costs.	Calculate	the	unit	cost	first,	as	that	is	the	most	difficult	portion	of
the	statement.	The	rest	of	the	statement	is	simple	once	you	have	the	unit	cost.	The	different	methods	of	costing	used	in	a	manufacturing	business,	result	in	variations	in	the	format	of	income	statements.	If	you	understand	the	differences	between	the	various	methods	of	cost,	you	will	understand	that	these	variations	are	necessary	because	each	method
of	costing,	brings	slight	changes	to	the	cost	of	production	of	the	finished	goods.In	the	article	about	income	statements	under	marginal	cost,	we	discussed	that	marginal	costs	give	a	higher	net	profit	figure	as	compared	to	absorption	costing.	Here,	we	are	going	to	discuss	the	income	statement	under	absorption	costing	and	see	how	the	net	profit	differs.
Before	we	look	at	the	income	statement,	let	us	have	a	look	at	what	absorption	costing	is.As	we	all	know,	absorption	costing	is	also	known	as	full	cost	accounting	because,	under	this	method,	all	of	them	directly	attributable	costs	of	production	are	included.	This	method	does	not	leave	out	fixed	costs	like	the	marginal	costing	system,	instead,	all	relevant
fixed	costs	are	absorbed	into	the	system.Absorption	costing	is	a	very	widely	used	costing	system	and	public	entities	are	bound	by	GAAP	to	use	absorption	costing	when	reporting	their	earnings	to	shareholders.	While	the	marginal	costing	system	looks	only	at	the	variable	costs	and	thus	helps	management	make	short-term	decisions,	the	absorption
costing	system	looks	at	all	of	the	relevant	costs	of	production	and	helps	the	management	make	long-term	decisions.Let	see	the	format	of	income	statements	under	marginal	costing.Income	Statement	under	Absorption	Costing	USDUSDSales	Revenue	XXXLess	cost	of	sales		Opening	inventory	(valued	at	absorption	rate)xxx	Cost	of	manufactured	goods
(valued	at	absorption	rate)xxx	Closing	inventory	(valued	at	absorption	rate)(xxx)	(Over)/Under	absorption	of	direct	fixed	costs(xxx)/xxx	Cost	of	sales	(xxx)Gross	profit	XXXLess	distribution	and	administrative	costs	(xxx)Net	profit	(XXX)See	the	worked	example	below,Gilded	limited	has	presented	the	following	dataUnit	Selling	Price$10Unit	Variable
Cost$6Fixed	cost$300,000Non-manufacturing	fixed	cost$100,000Budgeted	activity150,000	unitsSold	units140,000	unitsManufactured	units170,000	unitsOpening	inventory	for	the	periodNILUsing	this	information	we	can	make	the	income	statement	under	absorption	costingIncome	Statement	under	Absorption	Costing	USDUSDSales
Revenue	1400,000Less	cost	of	sales		Opening	inventory(valued	at	absorption	rate)NIL	Cost	of	manufactured	goods	(valued	at	absorption	rate)1360,000	Closing	inventory	(valued	at	absorption	rate)(240,000)	(Over)/Under	absorption	of	direct	fixed	costs(40,000)	Cost	of	sales	(1080,000)Gross	profit	320,000Less	distribution	and	administrative
costs	(100,000)Net	profit	(220,000)See	figures	in	this	calculationThe	first	thing	that	we	need	to	find	out	is	the	absorption	rate.	If	you	remember	marginal	costing,	you	will	remember	that	we	used	the	sum	of	marginal	variable	costs.	In	absorption	costing,	we	must	find	out	the	absorption	rate.The	absorption	rate	is	simply	the	variable	costs	of
manufacturing	plus	the	direct	fixed	costs	of	manufacturing.	In	this	example,	we	know	that	variable	costs	are	$6	per	unit.	We	simply	need	to	find	out	the	fixed	costs	which	can	be	done	by	dividing	the	fixed	costs	by	the	budgeted	number	of	units.	I-e	300,000/150000	=	$2The	absorption	rate	or	product	cost	is	therefore	$6	+$2	=	$8Sales	revenue	was
calculated	by	multiplying	sold	units	(140,000)	by	the	selling	price	($10)	to	arrive	at	$1400,000.The	question	gave	us	the	number	of	manufactured	goods	at	150,000	units.	But	the	actual	number	of	manufactured	units	is	170,000,	so	we	simply	have	to	multiply	the	manufactured	units	by	$8	to	get	$1360,000	as	the	cost	of	manufactured	goods.The
question	only	gave	us	the	170,000	manufactured	units	and	140,000	sold	units.	Which	leaves	us	with	30,000	units	in	closing	inventory.	To	arrive	at	the	cost	of	closing	inventory,	we	simply	have	to	multiply	the	number	of	units	with	the	absorption	cost	i-e	$8	to	arrive	at	$240,000.The	over-absorbed	fixed	costs	need	to	be	subtracted	from	the	cost	of	sales.
How	do	we	know	that	the	fixed	costs	have	been	over	absorbed?	It	is	simple.The	budgeted	output	was	150,000	units	and	the	fixed	costs	of	$300,000	are	based	on	this	budgeted	output.	The	fixed	overhead	absorption	rate	is,	therefore,	$2	(300,000/150,000).	But	we	can	see	that	the	manufactured	units	are	170,000,	which	means	that	20,000	extra	units
have	been	produced.	These	extra	units	include	the	element	of	fixed	cost	because	our	absorption	rate	has	both	variable	and	fixed	costs	in	it.This	extra	overhead	needs	to	be	subtracted	from	the	cost	of	sales.	If	less	than	the	budgeted	units	were	manufactured,	then	we	would	have	to	add	them	to	the	cost	of	sales.	Now,	let	us	look	at	the	cost
card.	USDUSDUnits150,000170,000Variable	Cost	(Absorbed	at	$6/unit)900,0001020,000Fixed	Cost(Absorbed	at	$2/unit)300,000340,000Total	Cost1200,0001360,000Absorption	rate1200,000/150,000	=	$81360,000/170,000	=	$8From	this	cost	card	it	can	be	seen	that	when	units	were	150,000	the	fixed	cost	was	$300,000	but	when	units	increased	to
170,000	because	of	using	the	absorption	rate,	the	total	cost	of	$1360,000	includes	fixed	costs	as	$340,000.	This	is	not	right	because	fixed	costs	remain	the	same	regardless	of	the	units	produced.Related	article		Do	Dividends	Go	On	the	Income	Statement?Fixed	costs	should	have	remained	at	$300,000.	This	means	that	we	now	need	to	remove	the	effect
of	over-absorbing	$40000,	which	can	be	done	simply	by	subtracting	it	from	the	cost	of	sales.Because	absorption	costing	takes	the	effect	of	fixed	costs,	it	is	more	suitable	for	long	term	decision	making	by	the	management	and	the	absorption	rates	also	provide	a	constant	rate	for	the	management	to	base	their	calculations	on,	as	compared	to	the
marginal	cost	and	average	cost,	which	change	with	the	level	of	production.	This	is	why	under	GAAP,	financial	statements	need	to	follow	an	absorption	costing	system.	Absorption	costing	is	a	tool	used	in	management	accounting	to	capture	entire	expenses	connected	to	manufacturing	a	certain	product.	For	external	reporting,	generally	recognized
accounting	principles	(GAAP)	demand	absorption	costing.Moreover,	it	is	a	costing	process	for	valuing	inventory.	It’s	also	known	as	complete	costing	because	it	accounts	for	all	direct	manufacturing	costs,	including	labor,	raw	materials,	and	any	fixed	or	variable	overheads.Fixed	and	variable	selling	and	overall	administration	costs	are	treated	as	period
costs	in	absorption	costing,	and	they	are	expensed	in	the	period	in	which	they	occur;	they	are	not	included	in	the	cost	of	production.The	following	are	the	primary	components	of	the	product	cost	in	absorption	costing:Direct	Labor	(DL)	–	the	direct	labor	consumed	due	to	the	unit’s	making,	valued	at	the	applicable	labor	rate;	Direct	Materials	(DM)	–	the
direct	resources	utilized	in	the	unit’s	creation,	valued	at	the	applicable	labor	rate;Fixed	Manufacturing	Overheads	(FMOH)	–	costs	of	running	a	facility	that	do	not	change	with	output	volume,	such	as	rent,	insurance,	and	so	on;Variable	Manufacturing	Overheads	(VMOH)	–	The	rate	of	running	an	industrial	plant	that	fluctuates	depending	on	production
volume,	for	example,	energy,	water,	and	so	on.These	three	procedures	must	be	followed	to	use	the	absorption	costing	method	of	cost	allocation:Allocate	costs	to	cost	pools	–	create	a	record	of	groups	of	financial	records	to	numerous	cost	pools;	it	should	be	carefully	examined,	as	everyday	alterations	obstruct	upcoming	examination;Estimate	the
procedure	based	on	activity	metrics,	such	as	a	machine	or	labor	hours;Assigning	costs	–	determine	the	distribution	ratio	and	allot	overhead	to	manufactured	possessions.The	traditional	income	statement,	also	known	as	the	absorption	costing	income	statement,	is	created	using	absorption	costing.	Costs	are	divided	into	product	and	period	costs	in	this
income	statement.See	also		Do	Loan	Fees	Have	To	Be	Amortized?	(All	You	Need	to	Know)Absorption	costing	states	that	every	product	has	a	set	overhead	cost,	regardless	of	whether	it	is	sold	or	not	during	a	certain	period.	This	means	that	all	costs	must	be	included	at	the	end	of	an	inventory,	which	is	normally	done	as	a	balance	sheet	asset.As	a	result,
when	using	an	absorption	statement,	it	is	common	to	find	that	the	expense	on	the	income	statement	is	smaller.Administrative,	selling	and	manufacturing	costs	are	all	separated	into	three	categories	by	absorption	costing.Category	1:	In	order	to	calculate	gross	margin/gross	profit	on	sales	in	the	income	statement,	all	production	expenses,	both	fixed
and	variable,	are	deducted	from	the	sales	revenue.Category	2:	The	net	operating	income	is	found	by	subtracting	the	variable	and	fixed	administrative	and	selling	expenses	from	the	gross	profit/gross	margin.Category	3:	Fixed	factory	or	manufacturing	overheads	are	charged	to	the	units	produced	at	a	predetermined	fixed	manufacturing	overhead
rate.The	fixed	manufacturing	overhead	rate	is	calculated	using	the	formula:=	(Standard	fixed	manufacturing	overheads	/	Normal	level	of	output)Adjustments	are	made	for	the	level	of	output	differences	if	the	actual	output	level	is	higher	or	lower	than	the	normal	output	level.	The	amount	of	over-absorption	is	deducted	from	the	total	cost	of	items
created	and	sold	if	the	actual	output	level	exceeds	the	typical	output	level.The	amount	of	under-absorption	is	added	to	the	cost	of	items	created	and	sold	if	the	actual	output	level	is	less	than	the	normal	output	level.The	most	basic	approach	is	to	represent	gross	profit	as	sales	minus	the	cost	of	items	sold.	Also,	indicate	the	operational	income	equal	to
the	gross	profit	minus	the	selling	and	administrative	expenses.	According	to	accounting	tools,	the	primary	item	on	an	absorption	income	statement	is	gross	revenues	for	the	period.	The	cost	of	products	sold	is	next.	To	calculate	COGS,	add	the	cost	of	products	produced	for	the	time	to	the	dollar	worth	of	initial	inventory.The	resulting	figure	represents
commodities	for	sale.	The	cost	of	goods	sold	(COGS)	is	calculated	when	the	ending	inventory	dollar	value	is	subtracted.	To	get	the	gross	margin,	minus	gross	sales	from	the	cost	of	goods	sold.	To	compute	net	operating	income	for	the	period,	subtract	selling	expenses.By	means	of	this	technique	to	determine	profits,	no	distinction	is	made	between
variable	and	fixed	costs.	As	the	absorption	costing	statement	assumes	that	products	have	fixed	costs,	all	manufacturing	costs	must	be	contained	within	the	creation	cost,	whether	variable	or	fixed.A	company	sells	ice	cream.	The	following	data	is	available	for	the	fiscal	year	ending	June	30,	2016.Since	it	is	the	generally	acknowledged	type	of	accounting
idea	needed	by	the	Internal	Revenue	Service,	absorption	costing	offers	an	advantage	over	other	account	formats;	however,	there	are	a	number	of	reasons	and	benefits	to	absorption	costing,	including	but	not	limited	to:It	assists	in	the	tracking	of	returns	earned	over	the	course	of	an	accounting	period,	taking	into	account	all	production	expenses,	not
just	direct	costs.It	provides	a	summary	of	the	fixed	expenses	associated	with	the	end	of	an	inventory.It	keeps	a	check	of	profit	more	precisely	during	an	accounting	period	by	accounting	for	all	expenditures	of	making	(as	well	as	fixed	costs)	rather	than	just	primary	costs.It	assures	accountability	for	unsold	products	and	allows	for	a	better	net	profit
calculation	by	lowering	real	expenses	reported	on	the	income	statement	for	a	given	period.It	can	be	useful	in	assessing	a	product’s	acceptable	selling	price.It	obeys	the	Internal	Revenue	Service’s	(IRS)	and	Generally	accepted	accounting	principles	(GAAP).It	allows	for	precision,	especially	in	terminating	inventories.	On	the	other	hand,	this	is	to	avoid
the	loss	of	expenses	related	to	the	whole	cost	of	inventory.See	also		8	Types	of	Accounting	Concepts:	Example	and	ExplanationWhile	we	may	want	to	recognize	absorption	costing	is	different	advantages/benefits,	such	as	financial	and	tax	reporting,	we	also	need	to	be	aware	of	its	few	disadvantages/cons.	Among	them	below	are	the	following:Absorption
costing	is	not	effective	for	product	decision-making	since	it	comprises	attributing	fixed	production	costs	to	the	product	cost.	It	is	not	always	easy	to	evaluate	and	comprehend.	This	is	because	this	strategy’s	fixed	overhead	incremental	expenses	are	not	stated.It	is	also	impractical	for	analysis	meant	to	improve	financial	and	operational	efficiency,	along
with	linking	product	positions.Since	not	all	fixed	costs	are	deducted	from	revenue	unless	the	products	are	sold,	absorption	costing	might	tilt	a	business’s	profit	level.It	has	the	potential	to	overstate	a	company’s	profitability	throughout	a	financial	period.	This	is	because	not	all	fixed	costs	are	accounted	for	and	deducted	from	the	company’s	revenue.	An
expectation,	on	the	other	hand,	maybe	when	a	corporation	sells	off	all	of	its	manufactured	goods.As	some	manufactured	products	go	unsold	at	the	conclusion	of	a	period,	it	normally	results	in	a	gain	in	net	income.Overall,	this	statement	is	much	easier	to	make	if	you	understand	product	and	period	costs.	Calculate	the	unit	cost	first,	as	that	is	the	most
difficult	portion	of	the	statement.	The	rest	of	the	statement	is	simple	once	you	have	the	unit	cost.	Let	us	learn	about	the	preparation	of	income	statement	under	marginal	and	absorption	costing.	(1)	When	there	is	Production	but	no	Sales:	Under	this	case,	the	income	under	absorption	costing	may	reflect	profit	though	no	sales	has	been	made.	This	is	due
to	the	fact	that	fixed	manufacturing	overheads	have	been	over	absorbed	above	normal	capacity	production	than	its	actual	fixed	manufacturing	overheads.	But	variable	income	statement	will	show	loss	as	there	are	no	sales.	Though	no	sales	has	been	made	but	income	statement	will	show	gross	profit	equal	to	the	amount	of	over	absorption	of	fixed
manufacturing	overheads.	Thus	profit	under	absorption	costing	is	influenced	by	various	factors	as	quantity	of	production	units,	units	sold,	selling	price,	cost	of	production	etc.	Illustration	1:	The	following	data	relate	to	XYZ	Company:	Normal	capacity	40,000	units	per	month	Variable	cost	@	Rs.	10	per	unit	Actual	production	44,000	units.	Sales—	Nil.
Fixed	manufacturing	overheads	Rs.	1,00,000	per	month	or	Rs.	2.50	per	unit	at	normal	capacity.	Other	fixed	expenses	Rs.	8,000.	You	are	required	to	prepare	income	statement	under	(a)	absorption	costing	and	(b)	marginal	costing.	(2)	When	Production	is	Equal	to	Sales:	When	production	and	sales	are	equal	i.e.,	there	is	no	opening	or	closing	stock	or
when	the	inventory	of	finished	goods	does	not	fluctuate	from	period	to	period,	net	income	will	be	the	same	under	absorption	costing	and	marginal	costing	techniques.	Illustration	2:	The	following	data	relate	to	XYZ	Company:	Output	and	sales	40,000	units.	Sale	price	per	unit	Rs.	15.	Material	and	Labour	cost	per	unit	RS.	8.	Production	overheads:
Variable	Rs.	2	per	unit	Fixed	Rs.	50,000	Other	fixed	overheads	Rs.	1,00,000.	Prepare	income	statement	under:	(a)	Absorption	costing	and	(b)	marginal	costing.	(3)	When	Production	is	more	than	Sales:	When	closing	stock	is	more	than	the	opening	stock	i.e.,	production	exceeds	sales,	profit	will	be	higher	in	absorption	costing	as	compared	to	marginal
costing.	It	will	be	more	clear	from	the	following	illustration:	Illustration	3:	(Where	production	is	more	than	sales).	The	following	data	relates	to	XYZ	Ltd.	which	makes	and	sells	toys.	You	are	required	to	present	income	statements	using	(a)	absorption	costing	and	(b)	marginal	costing	Account	briefly	for	the	difference	in	net	profit	between	the	two
income	statements.	The	difference	in	profits	Rs.	50,000	(i.e.,	Rs.	1,80,000	–	Rs.	1,30,000)	is	due	to	difference	in	valuation	of	closing	stock.	The	value	of	closing	stock	in	absorption	costing	is	Rs.	1,80,000	whereas	this	value	is	Rs.	1,30,000	in	marginal	costing.	(4)	When	Production	is	less	than	Sales:	When	closing	stock	is	less	than	the	opening	stock	i.e.,
sales	exceeds	production	(or	production	is	less	than	sales),	profit	in	marginal	costing	will	be	higher	as	compared	to	absorption	costing.	Illustration	4:	From	the	following	data	of	X	Ltd.	prepare	income	statement	under	(a)	absorption	costing	and	(b)	marginal	costing.	Explain	briefly	for	the	difference	in	profits	between	the	two	income	statements.	The
difference	in	profits	Rs.	5,420	(i.e.	Rs.	4,64,700	–	Rs.	4,59,280)	under	absorption	costing	and	marginal	costing	is	due	to	element	of	fixed	factory	overheads	included	in	the	valuation	of	opening	stock	and	closing	stock	as	shown	below:	The	net	profit	ascertained	under	absorption	costing	will	not	be	the	same	as	under	marginal	costing	because	of:	1.
Difference	in	Stock	Valuation:	Stocks	of	work-in-progress	and	finished	goods	are	valued	at	marginal	cost	not	including	fixed	costs	under	marginal	costing	method	whereas	in	absorption	costing	they	are	valued	at	cost	of	production	which	includes	fixed	costs.	In	other	words,	the	valuation	of	stocks	will	be	done	at	lower	figure	in	marginal	costing	as
compared	to	absorption	costing	therefore,	profits	under	these	two	techniques	of	costing	will	differ.	2.	Over-	or	Under-absorption	of	Overheads:	In	absorption	costing	method,	there	can	never	be	hundred	per	cent	absorption	of	fixed	factory	overheads	because	of	the	difficulty	in	forecasting	costs	and	volume	of	output.	There	will	be	either	over-absorption
or	under-absorption,	whereas	in	marginal	costing	method,	the	actual	amount	of	fixed	factory	overheads	is	wholly	charged	to	Profit	and	Loss	Account.	Hence	profits	under	the	two	techniques	will	differ.	Illustration	5:	Your	company	has	a	production	capacity	of	2,00,000	units	per	year.	Normal	capacity	utilization	is	reckoned	as	90%.	Standard	variable
production	costs	are	Rs.	11	per	unit.	The	fixed	factory	costs	are	Rs.	3,60,000	per	year.	Variable	selling	costs	are	Rs.	3	per	unit	and	fixed	selling	costs	are	Rs.	2,70,000	per	year.	The	unit	selling	price	is	Rs.	20.	In	the	year	just	ended	on	30th	June,	2008,	the	production	was	1,60,000	units	and	sales	were	1,50,000	units.	The	closing	inventory	on	30-6-2008
was	20,000	units.	The	actual	variable	production	costs	for	the	year	were	Rs.	35,000	higher	than	the	standard.	(i)	Calculate	the	profit	for	the	year	(a)	By	the	absorption	costing	method,	and	(b)	By	the	marginal	costing	method.	(ii)	Explain	the	difference	in	the	profits.	(ii)	The	difference	in	profits,	Rs.	20,000	(i.e.,	Rs.	2,59,375	–	Rs.	2,39,375),	as	arrived	at
under	absorption	costing	and	marginal	costing	is	due	to	the	element	of	fixed	factory	cost	included	in	the	valuation	of	opening	stock	and	closing	stock	as	shown	below:	Illustration	6:	Prepare	statements	showing	the	figure	of	profit	by	both	the	methods,	i.e	method	and	absorption	costing	method.	Also	explain	the	difference	in	profits.	(1)	It	should	be
noted	that	production	in	period	I	is	more	than	normal	production	by	2,000	units	and	period	II	production	is	less	than	normal	production	by	1,000	units.	Rate	of	fixed	cost	per	unit	has	been	determined	with	reference	to	normal	production	of	15,000	units.	For	this	reason	it	is	necessary	to	carry	out	adjustments	for	over-absorption/under-absorption	of
fixed	costs.	Absorption	costing	is	a	tool	used	in	management	accounting	to	capture	entire	expenses	connected	to	manufacturing	a	certain	product.	For	external	reporting,	generally	recognized	accounting	principles	(GAAP)	demand	absorption	costing.Moreover,	it	is	a	costing	process	for	valuing	inventory.	It’s	also	known	as	complete	costing	because	it
accounts	for	all	direct	manufacturing	costs,	including	labor,	raw	materials,	and	any	fixed	or	variable	overheads.Fixed	and	variable	selling	and	overall	administration	costs	are	treated	as	period	costs	in	absorption	costing,	and	they	are	expensed	in	the	period	in	which	they	occur;	they	are	not	included	in	the	cost	of	production.The	following	are	the
primary	components	of	the	product	cost	in	absorption	costing:Direct	Labor	(DL)	–	the	direct	labor	consumed	due	to	the	unit’s	making,	valued	at	the	applicable	labor	rate;	Direct	Materials	(DM)	–	the	direct	resources	utilized	in	the	unit’s	creation,	valued	at	the	applicable	labor	rate;Fixed	Manufacturing	Overheads	(FMOH)	–	costs	of	running	a	facility
that	do	not	change	with	output	volume,	such	as	rent,	insurance,	and	so	on;Variable	Manufacturing	Overheads	(VMOH)	–	The	rate	of	running	an	industrial	plant	that	fluctuates	depending	on	production	volume,	for	example,	energy,	water,	and	so	on.These	three	procedures	must	be	followed	to	use	the	absorption	costing	method	of	cost
allocation:Allocate	costs	to	cost	pools	–	create	a	record	of	groups	of	financial	records	to	numerous	cost	pools;	it	should	be	carefully	examined,	as	everyday	alterations	obstruct	upcoming	examination;Estimate	the	procedure	based	on	activity	metrics,	such	as	a	machine	or	labor	hours;Assigning	costs	–	determine	the	distribution	ratio	and	allot	overhead
to	manufactured	possessions.The	traditional	income	statement,	also	known	as	the	absorption	costing	income	statement,	is	created	using	absorption	costing.	Costs	are	divided	into	product	and	period	costs	in	this	income	statement.See	also		Do	Loan	Fees	Have	To	Be	Amortized?	(All	You	Need	to	Know)Absorption	costing	states	that	every	product	has	a
set	overhead	cost,	regardless	of	whether	it	is	sold	or	not	during	a	certain	period.	This	means	that	all	costs	must	be	included	at	the	end	of	an	inventory,	which	is	normally	done	as	a	balance	sheet	asset.As	a	result,	when	using	an	absorption	statement,	it	is	common	to	find	that	the	expense	on	the	income	statement	is	smaller.Administrative,	selling	and
manufacturing	costs	are	all	separated	into	three	categories	by	absorption	costing.Category	1:	In	order	to	calculate	gross	margin/gross	profit	on	sales	in	the	income	statement,	all	production	expenses,	both	fixed	and	variable,	are	deducted	from	the	sales	revenue.Category	2:	The	net	operating	income	is	found	by	subtracting	the	variable	and	fixed
administrative	and	selling	expenses	from	the	gross	profit/gross	margin.Category	3:	Fixed	factory	or	manufacturing	overheads	are	charged	to	the	units	produced	at	a	predetermined	fixed	manufacturing	overhead	rate.The	fixed	manufacturing	overhead	rate	is	calculated	using	the	formula:=	(Standard	fixed	manufacturing	overheads	/	Normal	level	of
output)Adjustments	are	made	for	the	level	of	output	differences	if	the	actual	output	level	is	higher	or	lower	than	the	normal	output	level.	The	amount	of	over-absorption	is	deducted	from	the	total	cost	of	items	created	and	sold	if	the	actual	output	level	exceeds	the	typical	output	level.The	amount	of	under-absorption	is	added	to	the	cost	of	items	created
and	sold	if	the	actual	output	level	is	less	than	the	normal	output	level.The	most	basic	approach	is	to	represent	gross	profit	as	sales	minus	the	cost	of	items	sold.	Also,	indicate	the	operational	income	equal	to	the	gross	profit	minus	the	selling	and	administrative	expenses.	According	to	accounting	tools,	the	primary	item	on	an	absorption	income
statement	is	gross	revenues	for	the	period.	The	cost	of	products	sold	is	next.	To	calculate	COGS,	add	the	cost	of	products	produced	for	the	time	to	the	dollar	worth	of	initial	inventory.The	resulting	figure	represents	commodities	for	sale.	The	cost	of	goods	sold	(COGS)	is	calculated	when	the	ending	inventory	dollar	value	is	subtracted.	To	get	the	gross
margin,	minus	gross	sales	from	the	cost	of	goods	sold.	To	compute	net	operating	income	for	the	period,	subtract	selling	expenses.By	means	of	this	technique	to	determine	profits,	no	distinction	is	made	between	variable	and	fixed	costs.	As	the	absorption	costing	statement	assumes	that	products	have	fixed	costs,	all	manufacturing	costs	must	be
contained	within	the	creation	cost,	whether	variable	or	fixed.A	company	sells	ice	cream.	The	following	data	is	available	for	the	fiscal	year	ending	June	30,	2016.Since	it	is	the	generally	acknowledged	type	of	accounting	idea	needed	by	the	Internal	Revenue	Service,	absorption	costing	offers	an	advantage	over	other	account	formats;	however,	there	are
a	number	of	reasons	and	benefits	to	absorption	costing,	including	but	not	limited	to:It	assists	in	the	tracking	of	returns	earned	over	the	course	of	an	accounting	period,	taking	into	account	all	production	expenses,	not	just	direct	costs.It	provides	a	summary	of	the	fixed	expenses	associated	with	the	end	of	an	inventory.It	keeps	a	check	of	profit	more
precisely	during	an	accounting	period	by	accounting	for	all	expenditures	of	making	(as	well	as	fixed	costs)	rather	than	just	primary	costs.It	assures	accountability	for	unsold	products	and	allows	for	a	better	net	profit	calculation	by	lowering	real	expenses	reported	on	the	income	statement	for	a	given	period.It	can	be	useful	in	assessing	a	product’s
acceptable	selling	price.It	obeys	the	Internal	Revenue	Service’s	(IRS)	and	Generally	accepted	accounting	principles	(GAAP).It	allows	for	precision,	especially	in	terminating	inventories.	On	the	other	hand,	this	is	to	avoid	the	loss	of	expenses	related	to	the	whole	cost	of	inventory.See	also		8	Types	of	Accounting	Concepts:	Example	and	ExplanationWhile
we	may	want	to	recognize	absorption	costing	is	different	advantages/benefits,	such	as	financial	and	tax	reporting,	we	also	need	to	be	aware	of	its	few	disadvantages/cons.	Among	them	below	are	the	following:Absorption	costing	is	not	effective	for	product	decision-making	since	it	comprises	attributing	fixed	production	costs	to	the	product	cost.	It	is	not
always	easy	to	evaluate	and	comprehend.	This	is	because	this	strategy’s	fixed	overhead	incremental	expenses	are	not	stated.It	is	also	impractical	for	analysis	meant	to	improve	financial	and	operational	efficiency,	along	with	linking	product	positions.Since	not	all	fixed	costs	are	deducted	from	revenue	unless	the	products	are	sold,	absorption	costing
might	tilt	a	business’s	profit	level.It	has	the	potential	to	overstate	a	company’s	profitability	throughout	a	financial	period.	This	is	because	not	all	fixed	costs	are	accounted	for	and	deducted	from	the	company’s	revenue.	An	expectation,	on	the	other	hand,	maybe	when	a	corporation	sells	off	all	of	its	manufactured	goods.As	some	manufactured	products
go	unsold	at	the	conclusion	of	a	period,	it	normally	results	in	a	gain	in	net	income.Overall,	this	statement	is	much	easier	to	make	if	you	understand	product	and	period	costs.	Calculate	the	unit	cost	first,	as	that	is	the	most	difficult	portion	of	the	statement.	The	rest	of	the	statement	is	simple	once	you	have	the	unit	cost.	Absorption	costing	is	a	tool	used
in	management	accounting	to	capture	entire	expenses	connected	to	manufacturing	a	certain	product.	For	external	reporting,	generally	recognized	accounting	principles	(GAAP)	demand	absorption	costing.Moreover,	it	is	a	costing	process	for	valuing	inventory.	It’s	also	known	as	complete	costing	because	it	accounts	for	all	direct	manufacturing	costs,
including	labor,	raw	materials,	and	any	fixed	or	variable	overheads.Fixed	and	variable	selling	and	overall	administration	costs	are	treated	as	period	costs	in	absorption	costing,	and	they	are	expensed	in	the	period	in	which	they	occur;	they	are	not	included	in	the	cost	of	production.The	following	are	the	primary	components	of	the	product	cost	in
absorption	costing:Direct	Labor	(DL)	–	the	direct	labor	consumed	due	to	the	unit’s	making,	valued	at	the	applicable	labor	rate;	Direct	Materials	(DM)	–	the	direct	resources	utilized	in	the	unit’s	creation,	valued	at	the	applicable	labor	rate;Fixed	Manufacturing	Overheads	(FMOH)	–	costs	of	running	a	facility	that	do	not	change	with	output	volume,	such
as	rent,	insurance,	and	so	on;Variable	Manufacturing	Overheads	(VMOH)	–	The	rate	of	running	an	industrial	plant	that	fluctuates	depending	on	production	volume,	for	example,	energy,	water,	and	so	on.These	three	procedures	must	be	followed	to	use	the	absorption	costing	method	of	cost	allocation:Allocate	costs	to	cost	pools	–	create	a	record	of
groups	of	financial	records	to	numerous	cost	pools;	it	should	be	carefully	examined,	as	everyday	alterations	obstruct	upcoming	examination;Estimate	the	procedure	based	on	activity	metrics,	such	as	a	machine	or	labor	hours;Assigning	costs	–	determine	the	distribution	ratio	and	allot	overhead	to	manufactured	possessions.The	traditional	income
statement,	also	known	as	the	absorption	costing	income	statement,	is	created	using	absorption	costing.	Costs	are	divided	into	product	and	period	costs	in	this	income	statement.See	also		Do	Loan	Fees	Have	To	Be	Amortized?	(All	You	Need	to	Know)Absorption	costing	states	that	every	product	has	a	set	overhead	cost,	regardless	of	whether	it	is	sold	or
not	during	a	certain	period.	This	means	that	all	costs	must	be	included	at	the	end	of	an	inventory,	which	is	normally	done	as	a	balance	sheet	asset.As	a	result,	when	using	an	absorption	statement,	it	is	common	to	find	that	the	expense	on	the	income	statement	is	smaller.Administrative,	selling	and	manufacturing	costs	are	all	separated	into	three
categories	by	absorption	costing.Category	1:	In	order	to	calculate	gross	margin/gross	profit	on	sales	in	the	income	statement,	all	production	expenses,	both	fixed	and	variable,	are	deducted	from	the	sales	revenue.Category	2:	The	net	operating	income	is	found	by	subtracting	the	variable	and	fixed	administrative	and	selling	expenses	from	the	gross
profit/gross	margin.Category	3:	Fixed	factory	or	manufacturing	overheads	are	charged	to	the	units	produced	at	a	predetermined	fixed	manufacturing	overhead	rate.The	fixed	manufacturing	overhead	rate	is	calculated	using	the	formula:=	(Standard	fixed	manufacturing	overheads	/	Normal	level	of	output)Adjustments	are	made	for	the	level	of	output
differences	if	the	actual	output	level	is	higher	or	lower	than	the	normal	output	level.	The	amount	of	over-absorption	is	deducted	from	the	total	cost	of	items	created	and	sold	if	the	actual	output	level	exceeds	the	typical	output	level.The	amount	of	under-absorption	is	added	to	the	cost	of	items	created	and	sold	if	the	actual	output	level	is	less	than	the
normal	output	level.The	most	basic	approach	is	to	represent	gross	profit	as	sales	minus	the	cost	of	items	sold.	Also,	indicate	the	operational	income	equal	to	the	gross	profit	minus	the	selling	and	administrative	expenses.	According	to	accounting	tools,	the	primary	item	on	an	absorption	income	statement	is	gross	revenues	for	the	period.	The	cost	of
products	sold	is	next.	To	calculate	COGS,	add	the	cost	of	products	produced	for	the	time	to	the	dollar	worth	of	initial	inventory.The	resulting	figure	represents	commodities	for	sale.	The	cost	of	goods	sold	(COGS)	is	calculated	when	the	ending	inventory	dollar	value	is	subtracted.	To	get	the	gross	margin,	minus	gross	sales	from	the	cost	of	goods	sold.
To	compute	net	operating	income	for	the	period,	subtract	selling	expenses.By	means	of	this	technique	to	determine	profits,	no	distinction	is	made	between	variable	and	fixed	costs.	As	the	absorption	costing	statement	assumes	that	products	have	fixed	costs,	all	manufacturing	costs	must	be	contained	within	the	creation	cost,	whether	variable	or
fixed.A	company	sells	ice	cream.	The	following	data	is	available	for	the	fiscal	year	ending	June	30,	2016.Since	it	is	the	generally	acknowledged	type	of	accounting	idea	needed	by	the	Internal	Revenue	Service,	absorption	costing	offers	an	advantage	over	other	account	formats;	however,	there	are	a	number	of	reasons	and	benefits	to	absorption	costing,
including	but	not	limited	to:It	assists	in	the	tracking	of	returns	earned	over	the	course	of	an	accounting	period,	taking	into	account	all	production	expenses,	not	just	direct	costs.It	provides	a	summary	of	the	fixed	expenses	associated	with	the	end	of	an	inventory.It	keeps	a	check	of	profit	more	precisely	during	an	accounting	period	by	accounting	for	all
expenditures	of	making	(as	well	as	fixed	costs)	rather	than	just	primary	costs.It	assures	accountability	for	unsold	products	and	allows	for	a	better	net	profit	calculation	by	lowering	real	expenses	reported	on	the	income	statement	for	a	given	period.It	can	be	useful	in	assessing	a	product’s	acceptable	selling	price.It	obeys	the	Internal	Revenue	Service’s
(IRS)	and	Generally	accepted	accounting	principles	(GAAP).It	allows	for	precision,	especially	in	terminating	inventories.	On	the	other	hand,	this	is	to	avoid	the	loss	of	expenses	related	to	the	whole	cost	of	inventory.See	also		8	Types	of	Accounting	Concepts:	Example	and	ExplanationWhile	we	may	want	to	recognize	absorption	costing	is	different
advantages/benefits,	such	as	financial	and	tax	reporting,	we	also	need	to	be	aware	of	its	few	disadvantages/cons.	Among	them	below	are	the	following:Absorption	costing	is	not	effective	for	product	decision-making	since	it	comprises	attributing	fixed	production	costs	to	the	product	cost.	It	is	not	always	easy	to	evaluate	and	comprehend.	This	is
because	this	strategy’s	fixed	overhead	incremental	expenses	are	not	stated.It	is	also	impractical	for	analysis	meant	to	improve	financial	and	operational	efficiency,	along	with	linking	product	positions.Since	not	all	fixed	costs	are	deducted	from	revenue	unless	the	products	are	sold,	absorption	costing	might	tilt	a	business’s	profit	level.It	has	the
potential	to	overstate	a	company’s	profitability	throughout	a	financial	period.	This	is	because	not	all	fixed	costs	are	accounted	for	and	deducted	from	the	company’s	revenue.	An	expectation,	on	the	other	hand,	maybe	when	a	corporation	sells	off	all	of	its	manufactured	goods.As	some	manufactured	products	go	unsold	at	the	conclusion	of	a	period,	it
normally	results	in	a	gain	in	net	income.Overall,	this	statement	is	much	easier	to	make	if	you	understand	product	and	period	costs.	Calculate	the	unit	cost	first,	as	that	is	the	most	difficult	portion	of	the	statement.	The	rest	of	the	statement	is	simple	once	you	have	the	unit	cost.	By	spencergregory	/	November	1,	2018	Post	navigation	Learning
objective:This	exercise	illustrates	the	preparation	of	income	statement	under	absorption	costing	and	variable	costing.	It	also	illustrates	the	reconciliation	of	net	operating	income	under	two	costing	approaches.	AGA	Company	manufactures	and	sells	a	product	for	$20	per	Kg.	The	data	for	the	year	2016	is	given	below:	Sales	in	kgs:	75,000	kgs	Finished
goods	inventory	at	the	beginning	of	the	period:	12,000	kgs	Finished	goods	inventory	at	the	closing	of	the	period:	17,000	kgs	Manufacturing	costs:	Variable	cost:	$8	per	Kg	Fixed	manufacturing	overhead	cost:	$320,000	per	year	Marketing	and	administrative	expenses:	Variable	expenses:	$2	per	Kg	of	sale	Fixed	expenses:	$300,000	per	year	Required:
Prepare	income	statement	using	absorption	costing	and	variable	costing	methods.	Prepare	a	reconciliation	schedule	to	explain	the	cause	of	difference	in	net	operating	income	under	two	costing	approaches.	*Production	for	the	year	2016:Units	manufactured	during	2016	=	Units	sold	+	Units	in	closing	inventory	–	Units	in	opening	inventory=	75,000
kgs	+	17,000	kgs	–	12,000	kgs=	80,000	kgs	**Manufacturing	expenses	per	unit:Variable	expenses	+	Fixed	expenses=	$8	+	($320,000/80,000	kgs)=	$8	+	$4=	$12	The	net	operating	income	under	absorption	costing	is	$20,000	more	than	it	is	under	variable	costing.	When	production	exceeds	sales	(as	in	this	exercise),	the	fixed	manufacturing	overhead
is	deferred	in	inventory	to	the	next	period	under	absorption	costing.	This	deferral	reduces	the	cost	burden	of	the	current	period	and	causes	a	higher	net	operating	income	under	absorption	costing	than	under	variable	costing.	The	reconciliation	of	the	net	operating	income	under	two	costing	approaches	can	be	done	in	either	of	the	following	two	ways:
Or	Help	us	grow	by	sharing	our	content	♡	There	are	a	variety	of	ways	to	think	about	business	costs.	Marginal	costing	income	statements	are	more	useful	for	analyzing	inventory	and	production	costs,	while	absorption	costing	is	required	under	some	accounting	standards.	The	two	income	statements	differ	in	format	and	can	even	result	in	a	different	net
operating	income	for	the	period.The	absorption	costing	and	marginal	costing	income	statements	differ	significantly	in	format.	Both	begin	with	gross	sales	and	end	with	net	operating	income	for	the	period.	However,	the	absorption	costing	income	statement	first	subtracts	the	cost	of	goods	sold	from	sales	to	calculate	gross	margin.	After	that,	selling
and	administrative	expenses	are	subtracted	to	find	net	income.Article	continues	below	this	adIn	contrast,	the	variable	costing	statement	segments	costs	by	variable	expenses	and	fixed	expenses.	Variable	expenses	are	subtracted	from	gross	sales	to	arrive	at	contribution	margin	before	finding	net	income.	A	marginal	income	statement	makes	it	easier
for	managers	to	understand	product	margins	and	production	efficiency,	suggests	Financial	Accountancy.	However,	absorption-style	income	statements	are	required	by	generally	accepted	accounting	principles.Absorption	costing	and	variable	costing	differ	slightly	in	how	they	define	product	and	period	costs.	When	accountants	look	at	the	costs	of
running	a	business,	they	label	them	as	either	product	costs	or	period	costs.	Product	costs,	also	known	as	the	cost	of	goods	manufactured,	are	the	costs	directly	associated	with	creating	a	good	or	service.Article	continues	below	this	adPeriod	costs	are	costs	that	the	company	incurs	regardless	of	how	much	inventory	it	produces.	Selling	and
administrative	expenses	are	considered	period	costs	under	both	costing	systems.Both	methods	also	classify	direct	materials,	direct	labor	and	marginal	manufacturing	overhead	as	product	costs.	However,	fixed	manufacturing	overhead	is	a	product	cost	under	the	absorption	costing	income	statement	and	a	period	cost	under	the	marginal	income
statement.	The	difference	alters	the	cost	of	goods	sold	for	the	period,	which	often	means	a	different	net	income	figure	for	the	period.As	Accounting	Tools	notes,	the	first	line	item	of	an	absorption	income	statement	is	gross	sales	for	the	period.	Next,	comes	the	cost	of	goods	sold.	To	find	COGS,	start	with	the	dollar	value	of	beginning	inventory	and	add
the	cost	of	goods	manufactured	for	the	period.	The	resulting	figure	is	goods	available	for	sale.	Subtract	the	ending	inventory	dollar	value,	and	the	result	is	cost	of	goods	sold.	Subtract	gross	sales	from	cost	of	goods	sold	to	calculate	the	gross	margin.	Subtract	selling	expenses	to	find	net	operating	income	for	the	period.Article	continues	below	this	adAs
with	the	absorption	costing	income	statement,	you	begin	a	marginal	costing	income	statement	by	calculating	gross	sales	for	the	period.	Next,	you	calculate	variable	cost	of	goods	sold	and	variable	selling	expenses.	To	calculate	variable	cost	of	goods	sold,	start	with	beginning	inventory,	add	variable	manufacturing	costs	and	subtract	ending	inventory.
Subtract	total	variable	costs	from	gross	sales	to	find	the	contribution	margin	for	the	period.	Subtract	fixed	manufacturing	overhead	and	fixed	selling	and	administrative	expenses	to	arrive	at	net	operating	income	for	the	period.	Absorption	costing	is	a	tool	used	in	management	accounting	to	capture	entire	expenses	connected	to	manufacturing	a
certain	product.	For	external	reporting,	generally	recognized	accounting	principles	(GAAP)	demand	absorption	costing.Moreover,	it	is	a	costing	process	for	valuing	inventory.	It’s	also	known	as	complete	costing	because	it	accounts	for	all	direct	manufacturing	costs,	including	labor,	raw	materials,	and	any	fixed	or	variable	overheads.Fixed	and	variable
selling	and	overall	administration	costs	are	treated	as	period	costs	in	absorption	costing,	and	they	are	expensed	in	the	period	in	which	they	occur;	they	are	not	included	in	the	cost	of	production.The	following	are	the	primary	components	of	the	product	cost	in	absorption	costing:Direct	Labor	(DL)	–	the	direct	labor	consumed	due	to	the	unit’s	making,
valued	at	the	applicable	labor	rate;	Direct	Materials	(DM)	–	the	direct	resources	utilized	in	the	unit’s	creation,	valued	at	the	applicable	labor	rate;Fixed	Manufacturing	Overheads	(FMOH)	–	costs	of	running	a	facility	that	do	not	change	with	output	volume,	such	as	rent,	insurance,	and	so	on;Variable	Manufacturing	Overheads	(VMOH)	–	The	rate	of
running	an	industrial	plant	that	fluctuates	depending	on	production	volume,	for	example,	energy,	water,	and	so	on.These	three	procedures	must	be	followed	to	use	the	absorption	costing	method	of	cost	allocation:Allocate	costs	to	cost	pools	–	create	a	record	of	groups	of	financial	records	to	numerous	cost	pools;	it	should	be	carefully	examined,	as
everyday	alterations	obstruct	upcoming	examination;Estimate	the	procedure	based	on	activity	metrics,	such	as	a	machine	or	labor	hours;Assigning	costs	–	determine	the	distribution	ratio	and	allot	overhead	to	manufactured	possessions.The	traditional	income	statement,	also	known	as	the	absorption	costing	income	statement,	is	created	using
absorption	costing.	Costs	are	divided	into	product	and	period	costs	in	this	income	statement.See	also		Do	Loan	Fees	Have	To	Be	Amortized?	(All	You	Need	to	Know)Absorption	costing	states	that	every	product	has	a	set	overhead	cost,	regardless	of	whether	it	is	sold	or	not	during	a	certain	period.	This	means	that	all	costs	must	be	included	at	the	end	of
an	inventory,	which	is	normally	done	as	a	balance	sheet	asset.As	a	result,	when	using	an	absorption	statement,	it	is	common	to	find	that	the	expense	on	the	income	statement	is	smaller.Administrative,	selling	and	manufacturing	costs	are	all	separated	into	three	categories	by	absorption	costing.Category	1:	In	order	to	calculate	gross	margin/gross
profit	on	sales	in	the	income	statement,	all	production	expenses,	both	fixed	and	variable,	are	deducted	from	the	sales	revenue.Category	2:	The	net	operating	income	is	found	by	subtracting	the	variable	and	fixed	administrative	and	selling	expenses	from	the	gross	profit/gross	margin.Category	3:	Fixed	factory	or	manufacturing	overheads	are	charged	to
the	units	produced	at	a	predetermined	fixed	manufacturing	overhead	rate.The	fixed	manufacturing	overhead	rate	is	calculated	using	the	formula:=	(Standard	fixed	manufacturing	overheads	/	Normal	level	of	output)Adjustments	are	made	for	the	level	of	output	differences	if	the	actual	output	level	is	higher	or	lower	than	the	normal	output	level.	The
amount	of	over-absorption	is	deducted	from	the	total	cost	of	items	created	and	sold	if	the	actual	output	level	exceeds	the	typical	output	level.The	amount	of	under-absorption	is	added	to	the	cost	of	items	created	and	sold	if	the	actual	output	level	is	less	than	the	normal	output	level.The	most	basic	approach	is	to	represent	gross	profit	as	sales	minus	the
cost	of	items	sold.	Also,	indicate	the	operational	income	equal	to	the	gross	profit	minus	the	selling	and	administrative	expenses.	According	to	accounting	tools,	the	primary	item	on	an	absorption	income	statement	is	gross	revenues	for	the	period.	The	cost	of	products	sold	is	next.	To	calculate	COGS,	add	the	cost	of	products	produced	for	the	time	to	the
dollar	worth	of	initial	inventory.The	resulting	figure	represents	commodities	for	sale.	The	cost	of	goods	sold	(COGS)	is	calculated	when	the	ending	inventory	dollar	value	is	subtracted.	To	get	the	gross	margin,	minus	gross	sales	from	the	cost	of	goods	sold.	To	compute	net	operating	income	for	the	period,	subtract	selling	expenses.By	means	of	this
technique	to	determine	profits,	no	distinction	is	made	between	variable	and	fixed	costs.	As	the	absorption	costing	statement	assumes	that	products	have	fixed	costs,	all	manufacturing	costs	must	be	contained	within	the	creation	cost,	whether	variable	or	fixed.A	company	sells	ice	cream.	The	following	data	is	available	for	the	fiscal	year	ending	June	30,
2016.Since	it	is	the	generally	acknowledged	type	of	accounting	idea	needed	by	the	Internal	Revenue	Service,	absorption	costing	offers	an	advantage	over	other	account	formats;	however,	there	are	a	number	of	reasons	and	benefits	to	absorption	costing,	including	but	not	limited	to:It	assists	in	the	tracking	of	returns	earned	over	the	course	of	an
accounting	period,	taking	into	account	all	production	expenses,	not	just	direct	costs.It	provides	a	summary	of	the	fixed	expenses	associated	with	the	end	of	an	inventory.It	keeps	a	check	of	profit	more	precisely	during	an	accounting	period	by	accounting	for	all	expenditures	of	making	(as	well	as	fixed	costs)	rather	than	just	primary	costs.It	assures
accountability	for	unsold	products	and	allows	for	a	better	net	profit	calculation	by	lowering	real	expenses	reported	on	the	income	statement	for	a	given	period.It	can	be	useful	in	assessing	a	product’s	acceptable	selling	price.It	obeys	the	Internal	Revenue	Service’s	(IRS)	and	Generally	accepted	accounting	principles	(GAAP).It	allows	for	precision,
especially	in	terminating	inventories.	On	the	other	hand,	this	is	to	avoid	the	loss	of	expenses	related	to	the	whole	cost	of	inventory.See	also		8	Types	of	Accounting	Concepts:	Example	and	ExplanationWhile	we	may	want	to	recognize	absorption	costing	is	different	advantages/benefits,	such	as	financial	and	tax	reporting,	we	also	need	to	be	aware	of	its
few	disadvantages/cons.	Among	them	below	are	the	following:Absorption	costing	is	not	effective	for	product	decision-making	since	it	comprises	attributing	fixed	production	costs	to	the	product	cost.	It	is	not	always	easy	to	evaluate	and	comprehend.	This	is	because	this	strategy’s	fixed	overhead	incremental	expenses	are	not	stated.It	is	also	impractical
for	analysis	meant	to	improve	financial	and	operational	efficiency,	along	with	linking	product	positions.Since	not	all	fixed	costs	are	deducted	from	revenue	unless	the	products	are	sold,	absorption	costing	might	tilt	a	business’s	profit	level.It	has	the	potential	to	overstate	a	company’s	profitability	throughout	a	financial	period.	This	is	because	not	all
fixed	costs	are	accounted	for	and	deducted	from	the	company’s	revenue.	An	expectation,	on	the	other	hand,	maybe	when	a	corporation	sells	off	all	of	its	manufactured	goods.As	some	manufactured	products	go	unsold	at	the	conclusion	of	a	period,	it	normally	results	in	a	gain	in	net	income.Overall,	this	statement	is	much	easier	to	make	if	you
understand	product	and	period	costs.	Calculate	the	unit	cost	first,	as	that	is	the	most	difficult	portion	of	the	statement.	The	rest	of	the	statement	is	simple	once	you	have	the	unit	cost.


