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Variable Costing: A Tool for Management

· Two General approaches for Product (CGS & Inventory) Costing:

· Absorption Costing (used for external reporting)

· Variable (direct or marginal) Costing (often used for management decision making).

· Absorption costing treats all manufacturing costs (variable or fixed) as product costs. This is frequently referred to as the full cost method.
· Under variable costing only those cost of production that vary with output are treated as product costs.  Fixed costs are treated as period costs and do not include in costs of inventory or CGS.
· Under absorption costing, the recognition of fixed costs as an expense is really a timing issue.  When the items are sold, the fixed costs will be reflected on the income statement as part of cost of goods sold.

· For example of comparison: see Exhibit 7-2 of your text.

· Net incomes under variable and absorption costing are different.  The differences are explained by the changes in fixed mfg. overhead costs in inventories under absorption costing.  When inventories increase, current fixed mfg. overhead is deferred in inventories.  When inventories decreased, fixed mfg. overhead from prior periods is released to become part of cost of goods sold.

· Net income is not affected by changes (more or less than sales) in production under variable costing.  Net Income, however, is affected under absorption costing.

· Under Theory of Constraints (TOC), direct labor is considered to be a fixed cost.  For several reasons, most managers in TOC companies believe that direct labor in their companies behaves much more like a committed fixed cost than a variable cost.

· Absorption costing net income figure can be erratic, sometimes moving in a direction that is opposite from the movement in sales.

· When companies use just-in-time (JIT) methods, these problems are reduced.  Under JIT, goods are produced to customers’ orders and the goal is to eliminate finished goods inventories entirely and reduce work in process inventory to almost nothing.

