variable costing tutorial

variable costing tutorial provides a comprehensive guide to understanding and
implementing variable costing, a crucial managerial accounting technique. This tutorial will
delve into the core principles of variable costing, distinguishing it from absorption costing,
and explore its practical applications in decision-making, performance evaluation, and cost
control. We will break down the components of variable costing, including variable
production costs and period costs, and examine how to prepare a variable costing income
statement. Furthermore, this guide will illuminate the advantages and disadvantages of
variable costing, helping you determine its suitability for your specific business needs. By
the end of this tutorial, you will gain a solid grasp of variable costing, enabling you to make
more informed strategic and operational choices.
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Understanding Variable Costing: A Foundational
Overview

Variable costing, also known as direct costing, is a method of cost accounting where only
variable manufacturing costs are included in the cost of goods sold. This approach treats all
fixed manufacturing costs as period costs, meaning they are expensed in the period they
are incurred, regardless of whether the units are sold. This fundamental distinction is what
sets variable costing apart from other costing methods and significantly impacts how
financial performance is reported and interpreted. Understanding this core principle is the



first step in mastering variable costing and its applications.

The essence of variable costing lies in its focus on the direct relationship between
production volume and costs. Only costs that vary directly with the number of units
produced are considered product costs. This includes direct materials, direct labor, and
variable manufacturing overhead. Fixed manufacturing overhead, such as factory rent,
depreciation on factory equipment, and salaries of factory supervisors, is not allocated to
the cost of goods sold. Instead, these fixed costs are presented as expenses on the income
statement for the period in which they occur.

Variable Costing vs. Absorption Costing: Key
Differences

The most significant divergence in cost accounting methodologies arises between variable
costing and absorption costing. Absorption costing, also known as full costing, includes all
manufacturing costs, both variable and fixed, in the cost of goods sold. This means that
fixed manufacturing overhead is treated as a product cost and is inventoried until the units
are sold. This allocation of fixed costs to inventory can lead to different net incomes under
the two methods, particularly when production levels differ from sales levels.

Impact on Inventory Valuation

Under absorption costing, the value of inventory includes a portion of fixed manufacturing
overhead. When production exceeds sales, fixed overhead costs are deferred in inventory,
leading to a higher reported net income compared to variable costing. Conversely, when
sales exceed production, previously deferred fixed overhead is released from inventory,
resulting in a lower net income under absorption costing. Variable costing, on the other
hand, treats all fixed manufacturing overhead as a period expense, meaning inventory
values only reflect variable manufacturing costs.

Treatment of Fixed Manufacturing Overhead

The primary differentiator is the treatment of fixed manufacturing overhead. Absorption
costing allocates fixed manufacturing overhead to each unit produced. This allocation is
often based on a predetermined overhead rate. Variable costing expels fixed manufacturing
overhead entirely from product costs, treating it as an operating expense. This
straightforward treatment simplifies the cost flow and aligns more closely with the concept
of contribution margin, which is a key metric in variable costing.



Income Statement Presentation

The income statements generated by each method also differ significantly. An absorption
costing income statement typically presents costs by function (cost of goods sold, selling
expenses, administrative expenses). A variable costing income statement, however,
presents costs by behavior (variable costs and fixed costs). This behavior-based
presentation highlights the contribution margin, which is the revenue remaining after
deducting variable costs. This structure is invaluable for managerial decision-making.

Components of Variable Costing

Variable costing fundamentally categorizes costs based on their behavior in relation to
production or sales volume. The key components are variable costs and fixed costs, with
variable costs further divided into production and non-production categories.

Variable Production Costs

Variable production costs are those manufacturing expenses that change in total in direct
proportion to changes in the volume of production. These are the costs that are inventoried
under variable costing. Examples include:

e Direct Materials: Raw materials that become an integral part of the finished product
and whose costs can be conveniently traced to the finished product.

e Direct Labor: Wages paid to production workers who physically convert raw materials
into finished products and whose time can be directly traced to specific units.

e Variable Manufacturing Overhead: Indirect manufacturing costs that fluctuate with the
level of production. This can include indirect materials, indirect labor (e.g., wages of
machine operators), and utilities directly tied to production machinery.

Period Costs

In variable costing, all fixed costs are treated as period costs. This means they are
expensed in the period they are incurred, regardless of production or sales volume. Period
costs are further divided into:

¢ Fixed Manufacturing Overhead: Costs such as factory rent, depreciation on factory
buildings and equipment, insurance on the factory, and salaries of factory supervisors.
These costs do not change in total with production volume within a relevant range.



e Variable Selling and Administrative Expenses: Costs that vary with sales volume but
are not related to production. Examples include sales commissions, shipping costs,
and advertising costs that are directly tied to sales efforts.

e Fixed Selling and Administrative Expenses: Costs that do not vary with sales volume
and are not related to production. Examples include the salaries of sales managers,
rent for sales offices, and general administrative salaries.

Preparing a Variable Costing Income Statement

The structure of a variable costing income statement is designed to highlight the
contribution margin, which is a crucial metric for analyzing profitability and making
informed decisions. This format differs significantly from traditional absorption costing
income statements.

The income statement begins with sales revenue. From sales revenue, all variable costs are
subtracted to arrive at the contribution margin. This contribution margin then covers all
fixed costs. The remaining amount is the operating income.

Here's a typical format:

¢ Sales Revenue

Less: Variable Cost of Goods Sold (Direct Materials + Direct Labor + Variable
Manufacturing Overhead)

Gross Contribution Margin

Less: Variable Selling and Administrative Expenses

Contribution Margin

Less: Fixed Manufacturing Overhead

Less: Fixed Selling and Administrative Expenses

Net Operating Income

The calculation of variable cost of goods sold involves summing the direct materials, direct

labor, and variable manufacturing overhead for the units sold. If opening inventory exists, it
is valued at its variable production cost. Any fixed manufacturing overhead incurred during

the period is deducted separately as a period expense.



Advantages of Variable Costing

Variable costing offers several significant advantages, particularly for internal management
decision-making, cost control, and performance evaluation. Its focus on cost behavior
provides clearer insights into the relationship between costs, sales volume, and profit.

Improved Decision-Making

The contribution margin format provided by variable costing is extremely useful for short-
term decision-making. It clearly shows how much each sale contributes towards covering
fixed costs and generating profit. This information is vital for decisions such as setting
prices, accepting special orders, and determining product mix.

Simplified Costing and Analysis

By excluding fixed manufacturing overhead from product costs, variable costing simplifies
the costing process. It avoids the complexities and potential distortions that can arise from
allocating fixed overhead based on arbitrary allocation bases. This simplicity makes it
easier for managers to understand and analyze cost-volume-profit relationships.

Focus on Contribution Margin

The emphasis on contribution margin helps managers understand the profitability of
individual products or product lines. It allows for a more direct assessment of how changes
in sales volume will impact profits, as it isolates the variable cost impact.

Enhanced Cost Control

Variable costing facilitates better cost control because it clearly distinguishes between
variable and fixed costs. Managers can more easily identify and manage variable costs that
are directly controllable at the operational level. Furthermore, it highlights the impact of
fixed costs as lump-sum expenses, making them a clear target for management attention.

Disadvantages of Variable Costing

While beneficial, variable costing also has certain limitations and potential drawbacks that
users should be aware of. These primarily relate to external reporting and long-term
strategic considerations.



Not GAAP Compliant for External Reporting

A major disadvantage is that variable costing is not compliant with Generally Accepted
Accounting Principles (GAAP) or International Financial Reporting Standards (IFRS) for
external financial reporting. This means that companies using variable costing internally
must still prepare absorption costing financial statements for reporting to shareholders,
creditors, and regulatory bodies.

Potential for Misinterpretation of Long-Term
Profitability

When production levels exceed sales levels, variable costing can show higher net income
than absorption costing. This can occur because fixed manufacturing overhead is deferred
in inventory under absorption costing. Conversely, when sales exceed production, variable
costing may report lower net income. This fluctuation can lead to a misinterpretation of
long-term profitability trends if not understood in context.

Limited Utility for Inventory Valuation in Certain
Industries

For industries where inventory holding costs are substantial or where the full cost of
production is considered critical for pricing strategies, the exclusion of fixed manufacturing
overhead from inventory valuation might be seen as a limitation.

Applications of Variable Costing in Business

Variable costing is a versatile tool with numerous applications in various aspects of
business management, particularly in operations and strategic planning. Its focus on cost
behavior provides valuable insights for day-to-day operations and longer-term objectives.

Cost-Volume-Profit (CVP) Analysis

Variable costing is the bedrock of CVP analysis. It allows businesses to determine break-
even points, target profit levels, and understand the impact of changes in sales volume,
selling prices, and costs on profitability. The contribution margin per unit and the
contribution margin ratio, derived from variable costing principles, are essential inputs for
CVP analysis.



Pricing Decisions

Understanding the variable costs associated with producing and selling a product is crucial
for setting appropriate selling prices. Variable costing helps in determining the minimum
price needed to cover variable costs and contribute to fixed costs and profits. It's especially
important for special order pricing and competitive bidding.

Performance Evaluation of Segments

Variable costing is often used to evaluate the performance of different departments,
product lines, or geographical segments. By focusing on the contribution margin generated
by each segment, managers can assess their ability to cover their own variable costs and
contribute to the company's overall fixed costs and profit.

Variable Costing and Decision-Making

The insights provided by variable costing are invaluable for making sound business
decisions. The contribution margin concept helps managers understand the incremental
impact of various business actions on profitability.

Special Order Decisions

When a company receives a request to produce a special order at a reduced price, variable
costing is critical. If the special order price is above the variable cost per unit, and the
company has excess capacity, accepting the order can increase overall profit, even if the
price doesn't cover full absorption cost. This is because the additional revenue contributes
to covering fixed costs.

Make-or-Buy Decisions

In a make-or-buy decision, variable costing helps analyze the costs associated with
producing a component internally versus purchasing it from an external supplier. By
comparing the variable production costs to the purchase price, along with any relevant
fixed costs, management can make a more informed choice.

Product Line Analysis and Elimination Decisions

Variable costing allows for the analysis of the profitability of individual product lines. If a



product line's revenue consistently fails to cover its variable costs and contribute to fixed
costs, it may be a candidate for discontinuation. This focus on contribution margin helps
avoid the common mistake of eliminating a product that, while not covering all fixed costs,
is still contributing to overall profitability.

Variable Costing and Performance Evaluation

Variable costing can be an effective tool for evaluating the performance of managers and
operational units. Its emphasis on controllability and direct impact on profitability provides
a clearer picture of operational efficiency.

Evaluating Departmental Performance

When evaluating the performance of a production department, using variable costs for
product costing can be advantageous. It focuses on the costs that the department
managers can directly influence and control. For instance, if a department manager can
reduce direct material usage or improve labor efficiency, it directly impacts the variable
cost per unit and the segment's contribution margin.

Benchmarking Against Standards

Variable costing aligns well with standard costing systems. Variances in direct material,
direct labor, and variable overhead can be analyzed to identify areas of inefficiency or cost
savings within the production process, providing a basis for setting performance
benchmarks.

Avoiding the Impact of Fixed Cost Allocation Decisions

By excluding fixed manufacturing overhead from the cost of goods sold, variable costing
prevents performance evaluations from being distorted by management's decisions on how
to allocate fixed costs. This ensures that performance is measured based on operational
efficiency rather than accounting allocation methods.

Variable Costing and Cost Control

The segregation of costs into variable and fixed categories inherent in variable costing is a
powerful mechanism for cost control. It allows managers to focus their efforts on the most
impactful cost drivers.



Identifying Controllable Costs

Variable costs are typically more controllable by operational managers in the short term
than fixed costs. By focusing on variable costs per unit, managers can implement strategies
to improve efficiency in areas like material usage, labor productivity, and waste reduction.

Budgeting and Variance Analysis

Variable costing facilitates more accurate budgeting and effective variance analysis.
Budgets for variable costs can be set based on expected production volumes, and actual
costs can be compared to these flexible budgets. Significant variances can then be
investigated to understand the root causes and implement corrective actions.

Understanding Operating Leverage

Variable costing helps managers understand the concept of operating leverage. A company
with a high proportion of fixed costs relative to variable costs has high operating leverage,
meaning that small changes in sales volume can lead to large changes in net income.
Recognizing this allows for more strategic planning and risk management.

Implementing Variable Costing in Your Business

Transitioning to or utilizing variable costing requires careful planning and clear
communication. Ensuring that all stakeholders understand the methodology and its
implications is key to successful implementation.

Cost Classification and Tracking

The first step is to accurately classify all manufacturing and operating costs as either
variable or fixed. This requires a thorough understanding of the cost structure of the
business and robust cost accounting systems capable of tracking costs by behavior.
Investment in appropriate accounting software or upgrading existing systems may be
necessary.

Training and Education

It is crucial to train relevant personnel, especially management and accounting staff, on the
principles and applications of variable costing. Understanding how it differs from absorption



costing and how to interpret the information it provides is essential for effective utilization.

Internal Reporting and Analysis

Develop internal reporting formats that clearly present variable costs, fixed costs, and the
contribution margin. Regularly review these reports to identify trends, monitor
performance, and inform decision-making processes. Consistency in reporting is important
for tracking progress over time.

Integration with Other Systems

Ensure that the variable costing system can be integrated with other business systems,
such as production planning, inventory management, and sales forecasting, to provide a
holistic view of the business operations and their financial impact.

Frequently Asked Questions

What is variable costing and why is it used?

Variable costing, also known as direct costing, is an accounting method that treats only
variable manufacturing costs (direct materials, direct labor, and variable manufacturing
overhead) as product costs. Fixed manufacturing overhead is treated as a period cost and
expensed in the period incurred. It's primarily used for internal decision-making, such as
cost-volume-profit analysis, pricing decisions, and performance evaluation, as it clearly
shows the contribution margin.

How does variable costing differ from absorption
costing?

The key difference lies in the treatment of fixed manufacturing overhead. Absorption
costing (also known as full costing) includes both variable and fixed manufacturing
overhead as product costs, meaning fixed overhead is inventoried until the product is sold.
Variable costing only includes variable manufacturing overhead in product costs, expensing
fixed overhead in the period it's incurred. This difference impacts reported net income and
inventory values.

What is the contribution margin and why is it important
in variable costing?

The contribution margin is the difference between sales revenue and total variable costs
(both variable selling and administrative and variable manufacturing costs). It represents
the amount of revenue available to cover fixed costs and contribute to profit. It's crucial in
variable costing because it highlights the profitability of each unit sold and helps in break-



even analysis and profitability planning.

When might reported net income differ between
variable costing and absorption costing?

Reported net income will differ when there is a change in inventory levels. If production
exceeds sales, absorption costing will result in a higher net income because some fixed
manufacturing overhead is deferred in ending inventory. Conversely, if sales exceed
production, variable costing will result in a higher net income because all fixed
manufacturing overhead from the current period is expensed.

What are the advantages of using variable costing?

Advantages of variable costing include its simplicity in understanding the impact of sales
volume on profit, its usefulness in short-term decision-making (like special orders and
pricing), its ability to avoid the potential manipulation of net income through production
levels, and its clear presentation of the contribution margin. It also aligns well with cost-
volume-profit analysis.

Are there any disadvantages or limitations to variable
costing?

Yes, a major limitation is that variable costing is not typically accepted for external financial
reporting or for tax purposes in many jurisdictions, as it deviates from the matching
principle by not matching all manufacturing costs with the revenue they help generate. It
can also be challenging to accurately identify and separate all variable costs from fixed
costs, and it may not fully reflect the long-term costs of maintaining production capacity.

Additional Resources

Here are 9 book titles related to variable costing, each using and with a brief description:

1. The Essentials of Variable Costing: A Practical Guide

This book provides a foundational understanding of variable costing principles. It breaks
down concepts like direct costing, contribution margin, and break-even analysis in an
accessible way. Ideal for students or professionals new to cost accounting, it emphasizes
practical application through real-world examples and exercises.

2. Mastering Contribution Margin: Driving Profitability with Variable Costing

This title delves deep into the strategic use of contribution margin. It explores how
businesses can leverage variable costing to make informed pricing decisions, analyze
product line profitability, and improve overall operational efficiency. The book offers
actionable insights for maximizing profit through effective cost management.

3. Variable Costing for Strategic Decision Making

This book positions variable costing as a crucial tool for sound strategic choices. It
illustrates how managers can use variable cost data to evaluate make-or-buy decisions,
accept or reject special orders, and understand the impact of volume changes on profit. It’s



designed for those seeking to connect costing methods to higher-level business strategy.

4. Understanding Cost Behavior: The Foundation of Variable Costing

This resource focuses on the fundamental concept of cost behavior, which underpins
variable costing. It meticulously explains the distinction between fixed, variable, and mixed
costs. Readers will gain a solid grasp of how these cost classifications are essential for
accurate variable cost calculations and analysis.

5. Variable Costing in Manufacturing: Optimizing Production and Profit

This book specifically addresses the application of variable costing within a manufacturing
environment. It covers how to track direct materials, direct labor, and variable
manufacturing overhead to determine product costs. The text aims to help manufacturers
improve inventory valuation and understand the cost implications of production levels.

6. Variable Costing for Service Businesses: A Modern Approach

This title adapts variable costing principles for the unique challenges of service industries. It
explores how to identify and allocate variable costs in service-oriented operations, such as
consulting or software development. The book offers strategies for managing costs and
enhancing profitability in non-manufacturing settings.

7. Variable Costing vs. Absorption Costing: Key Differences and Applications

This comparative guide clearly outlines the distinctions between variable costing and
absorption costing. It discusses the accounting implications of each method, particularly
regarding inventory valuation and profit reporting under different accounting standards.
The book helps readers understand when and why to use each approach.

8. Advanced Variable Costing Techniques: Beyond the Basics

For those who have a solid understanding of variable costing, this book introduces more
complex applications. It explores topics such as throughput accounting, target costing, and
sophisticated cost-volume-profit analysis. This resource is for individuals looking to refine
their costing expertise and tackle more intricate business scenarios.

9. Implementing Variable Costing: A Manager's Handbook

This practical handbook guides managers through the process of introducing and utilizing
variable costing within an organization. It covers the practical steps, data collection
requirements, and potential challenges associated with implementation. The book
emphasizes the benefits of a well-implemented variable costing system for improved
financial control and performance.
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