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Net Operating Income Is Less Under Absorption Costing Than Under Variable
Costing When Inventory For is a critical concept in managerial accounting
that impacts how businesses evaluate their profitability. Understanding the
differences between absorption costing and variable costing, especially in
relation to inventory levels, is essential for managers, financial analysts,
and stakeholders who rely on accurate financial reporting to make informed
decisions. This article explores why net operating income tends to be lower
under absorption costing compared to variable costing when inventory levels
change, provides detailed explanations of both methods, and discusses their
implications for financial analysis and managerial decision-making.

Understanding Absorption Costing and Variable
Costing

What Is Absorption Costing?
Absorption costing, also known as full costing, allocates all manufacturing
costs—both fixed and variable—to the cost of each unit of product. Under this
method:
- Manufacturing costs include:
- Direct materials
- Direct labor
- Variable manufacturing overhead
- Fixed manufacturing overhead

- Cost per unit is calculated by dividing total manufacturing costs by the
number of units produced during the period.

- Financial statements prepared under absorption costing include inventory as
a part of the cost of goods sold (COGS), with fixed manufacturing overhead
absorbed into inventory costs.

What Is Variable Costing?
Variable costing, also called direct costing or marginal costing, considers
only variable manufacturing costs as product costs. Fixed manufacturing
overhead is treated as a period expense and is fully expensed in the period
incurred.



- Manufacturing costs include:
- Direct materials
- Direct labor
- Variable manufacturing overhead

- Fixed manufacturing overhead is not assigned to individual units but is
expensed in the period.

- Financial statements reflect only variable manufacturing costs in inventory
and COGS, providing a clearer view of contribution margin.

Impact of Inventory Levels on Net Operating
Income

One of the key differences between absorption and variable costing lies in
how they handle fixed manufacturing overhead and inventory. When inventory
levels fluctuate, these differences significantly influence net operating
income.

How Inventory Changes Affect Income
- When inventory increases:
- More fixed manufacturing overhead costs are deferred in inventory under
absorption costing.
- This results in a higher reported net operating income because some fixed
costs are “hidden” in inventory on the balance sheet.

- When inventory decreases:
- Fixed manufacturing overhead that was previously deferred in inventory is
released into the cost of goods sold.
- This causes a reduction in net operating income under absorption costing.

- In contrast, variable costing expenses all fixed manufacturing overhead in
the period incurred, so net operating income remains unaffected by changes in
inventory levels.

Why Is Net Operating Income Less Under
Absorption Costing When Inventory Changes?

The Core Reason: Fixed Manufacturing Overhead
Treatment
The primary reason net operating income under absorption costing can be less



(or more) than under variable costing when inventory levels change relates to
how fixed manufacturing overhead costs are allocated and recognized.

- Under absorption costing:
- Fixed manufacturing overhead is allocated to units produced, whether sold
or not.
- When inventory increases, some fixed manufacturing overhead costs are
capitalized in unsold inventory, reducing expenses for the period.
- When inventory decreases, previously deferred fixed overhead costs are
released into COGS, increasing expenses and decreasing net income.

- Under variable costing:
- Fixed manufacturing overhead is expensed immediately in the period
incurred, regardless of inventory changes.
- Therefore, net operating income remains consistent across periods,
unaffected by inventory fluctuations.

Illustrative Example
Suppose a company produces 10,000 units at a total fixed manufacturing
overhead of $100,000, with variable costs of $5 per unit. During the period:
- 8,000 units are sold
- Inventory increases by 2,000 units (unsold inventory)

Under absorption costing:
- Fixed overhead per unit = $100,000 / 10,000 = $10
- Total fixed overhead allocated to sold units = 8,000 × $10 = $80,000
- Fixed overhead in ending inventory = 2,000 × $10 = $20,000 (deferred in
inventory)
- Net operating income appears higher because $20,000 of fixed overhead is
not expensed this period.

If, in the next period, sales decline and inventory decreases:
- The previously deferred $20,000 fixed overhead is now released into COGS.
- This release causes an increase in expenses and a corresponding decrease in
net operating income, making it appear as if profitability has dropped due to
operational issues, even if sales and variable costs remain unchanged.

Implications for Financial Analysis and
Decision-Making

Understanding the differences in net operating income under these costing
methods has significant implications:



Impact on Profitability Analysis
- Managers must recognize that net income figures can be misleading if
inventory levels fluctuate significantly.
- Using variable costing provides a clearer view of the actual contribution
margin and operational efficiency since it is unaffected by inventory
changes.

Budgeting and Planning
- Variable costing facilitates better decision-making for short-term
planning, as it isolates variable costs and contribution margins.
- Absorption costing may distort short-term profitability assessments when
inventory levels are volatile.

Taxation and External Reporting
- Absorption costing is required by generally accepted accounting principles
(GAAP) for external financial statements.
- Managers need to reconcile differences between internal management reports
(often based on variable costing) and external reports (based on absorption
costing).

Strategic Considerations

Cost Control and Performance Evaluation
- Variable costing encourages managers to focus on controlling variable costs
and improving contribution margins.
- Absorption costing might incentivize overproduction to allocate fixed costs
over more units, potentially leading to inefficiencies.

Inventory Management Strategies
- Companies should monitor inventory levels to avoid distortions in reported
profits.
- Managing production rates and inventory levels can help stabilize net
operating income and provide more accurate performance metrics.

Summary of Key Points

Net operating income tends to be lower under absorption costing than



under variable costing when inventory decreases because fixed
manufacturing overhead costs previously deferred are released into COGS.

The treatment of fixed manufacturing overhead is the fundamental
difference affecting net income under both methods.

Variable costing offers a more consistent measure of operational
performance unaffected by inventory fluctuations.

Absorption costing aligns with external financial reporting standards
but can distort internal performance assessments during inventory
changes.

Understanding these differences helps managers make better decisions
related to production, pricing, and inventory management.

Conclusion
The relationship between net operating income and inventory levels under
absorption and variable costing is a vital consideration for managerial
accounting and financial analysis. When inventory for a period increases, net
income under absorption costing can appear artificially inflated due to
deferred fixed costs. Conversely, when inventory decreases, net income under
absorption costing can decline sharply as deferred costs are released into
expenses. Recognizing these dynamics allows managers and analysts to
interpret financial statements more accurately, make better operational
decisions, and implement strategies that align with the company's long-term
goals. Ultimately, understanding the nuances between these costing methods
enhances transparency, improves performance evaluation, and supports sound
financial management.

Frequently Asked Questions

Why is net operating income typically lower under
absorption costing compared to variable costing when
inventory levels increase?
Because absorption costing includes fixed manufacturing overhead costs in
inventory, some costs are deferred in inventory when production exceeds
sales, leading to higher income. When inventory increases, the fixed overhead
costs are spread over more units, resulting in higher reported income
compared to variable costing, which expenses all fixed costs immediately.



How does inventory level affect the difference in
net operating income between absorption and variable
costing?
When inventory increases, absorption costing shows higher net operating
income because fixed manufacturing overhead costs are deferred in unsold
inventory. Conversely, when inventory decreases, absorption costing reports
lower income as previously deferred fixed costs are released to the income
statement.

What is the main reason that net operating income
can be less under absorption costing when inventory
levels decline?
As inventory decreases, previously deferred fixed manufacturing overhead
costs are released from inventory and expensed, reducing net operating income
under absorption costing compared to variable costing, which expenses all
fixed costs immediately regardless of inventory changes.

Can the difference in net operating income between
absorption and variable costing be used to
manipulate financial results?
Yes, since inventory levels influence the timing of fixed cost recognition,
managers might increase or decrease production to shift fixed costs and
influence reported income, potentially leading to earnings management or
financial statement manipulation.

Why does absorption costing sometimes show higher
net income than variable costing under certain
inventory conditions?
Because when inventory levels increase, some fixed manufacturing overhead
costs are deferred in inventory rather than expensed immediately, resulting
in higher net income under absorption costing compared to variable costing.

How does the treatment of fixed manufacturing
overhead differ between absorption and variable
costing?
In absorption costing, fixed manufacturing overhead is allocated to each unit
produced and included in inventory costs, whereas in variable costing, fixed
overhead is expensed entirely in the period incurred, regardless of inventory
levels.



What impact does fluctuating inventory have on
comparing net operating income under absorption and
variable costing?
Fluctuating inventory levels cause differences in how fixed manufacturing
overhead costs are recognized, leading to variability in net operating income
between the two costing methods, especially when inventory is increasing or
decreasing significantly.

In what scenarios is variable costing more useful
than absorption costing for analyzing profitability?
Variable costing is more useful when analyzing contribution margin, cost
control, and decision-making because it clearly separates variable costs from
fixed costs, providing better insight into how changes in sales and
production affect profitability.

What are the implications of using absorption
costing for external financial reporting when
inventory levels change?
Absorption costing complies with GAAP and is required for external reporting,
but inventory fluctuations can distort net income, making it less reliable
for analyzing operational performance over periods with changing inventory
levels.

How can companies manage inventory levels to
influence net operating income under absorption
costing?
Companies may increase production to build inventory, deferring fixed costs
and inflating net income, or reduce production to lower inventory and
recognize deferred costs, thus manipulating reported earnings under
absorption costing.

Additional Resources
Net Operating Income Is Less Under Absorption Costing Than Under Variable
Costing When Inventory For

In the realm of managerial accounting, understanding the nuances between
different costing methods is crucial for accurate financial analysis and
strategic decision-making. Among these, absorption costing and variable
costing stand out due to their distinctive approaches to accounting for
production costs. A notable phenomenon observed is that net operating income
often appears lower under absorption costing compared to variable costing



when inventory levels change. This discrepancy can have significant
implications for management, investors, and other stakeholders. To grasp why
this occurs, it’s essential to delve into the underlying principles of each
costing method, explore how inventory fluctuations influence reported income,
and examine the broader implications for business decision-making.

---

Understanding Absorption Costing and Variable Costing

What Is Absorption Costing?

Absorption costing, also known as full costing, is a method that allocates
all manufacturing costs—both fixed and variable—to the cost of each unit
produced. This means that every product includes not only direct materials
and direct labor but also a proportional share of manufacturing overhead,
which encompasses fixed manufacturing expenses such as factory rent, salaries
of supervisors, and depreciation.

Key features of absorption costing:

- Inclusion of Fixed Manufacturing Overhead: All manufacturing costs are
absorbed into product costs.
- Inventory Valuation: Both finished goods and work-in-progress inventory
include fixed overhead costs.
- Financial Reporting Compliance: Generally accepted accounting principles
(GAAP) require absorption costing for external financial statements.

What Is Variable Costing?

Variable costing, sometimes called direct costing or marginal costing,
considers only variable manufacturing costs—direct materials, direct labor,
and variable manufacturing overhead—in product costing. Fixed manufacturing
overhead expenses are treated as period costs and are expensed in the period
incurred, not allocated to inventory.

Key features of variable costing:

- Exclusion of Fixed Manufacturing Overhead from Inventory: Fixed overhead
costs are not assigned to units but are expensed immediately.
- Focus on Contribution Margin: Emphasizes the contribution margin (sales
minus variable costs) for decision-making.
- Management Utility: Particularly useful for internal decision-making, cost-
volume-profit analysis, and short-term planning.

---

The Core Difference: Treatment of Fixed Manufacturing Overhead

The primary differentiator between absorption and variable costing is the
treatment of fixed manufacturing overhead (FMOH). While absorption costing



assigns FMOH to units, variable costing expenses it directly in the period it
is incurred. This fundamental difference influences how net operating income
(NOI) is reported, especially when inventory levels fluctuate.

Impact on inventory:

- Under absorption costing, some fixed overhead costs are deferred in
inventory if production exceeds sales.
- Under variable costing, all fixed overhead costs are recognized immediately
in the period, regardless of inventory changes.

---

Why Does Net Operating Income Differ Between the Two Methods?

The Effect of Inventory Changes

The divergence in net operating income arises primarily from how inventory
fluctuations influence the allocation of fixed manufacturing overhead costs.

Scenario 1: Inventory Increase (Production > Sales)

When a company produces more units than it sells during a period, some of the
fixed manufacturing overhead costs are embedded in the unsold inventory.
Under absorption costing, these costs are deferred—meaning they are included
in inventory on the balance sheet and not expensed immediately.

- Consequence: The net operating income under absorption costing appears
higher because part of the fixed overhead costs are stored in inventory, thus
not reducing current period income.

Scenario 2: Inventory Decrease (Sales > Production)

Conversely, if the company sells more units than it produces, previously
deferred fixed manufacturing costs are released from inventory and expensed
in the current period.

- Consequence: The net operating income under absorption costing decreases
because fixed costs previously deferred are now recognized as expenses,
leading to a lower reported profit.

In contrast, variable costing recognizes all fixed manufacturing overhead
costs in the period incurred, regardless of inventory levels.

---

Detailed Explanation of the Income Difference

The Underlying Accounting Equation

The difference in net operating income (NOI) between absorption and variable



costing can be summarized with the following relationship:

Change in Inventory × Fixed Manufacturing Overhead per Unit = Difference in
NOI

Where:

- Change in Inventory = Inventory at the end of the period – Inventory at the
beginning.
- Fixed Manufacturing Overhead per Unit = Total fixed manufacturing overhead
/ Total units produced.

This equation demonstrates that:

- When inventory increases, the NOI under absorption costing is higher than
under variable costing.
- When inventory decreases, the NOI under absorption costing is lower than
under variable costing.

Practical Example

Suppose a manufacturing company:

- Produces 10,000 units in a period.
- Sells 8,000 units.
- Has total fixed manufacturing overhead of $100,000.
- Fixed overhead per unit = $100,000 / 10,000 units = $10 per unit.

If inventory increases by 2,000 units (say, ending inventory is 2,000 units
more than beginning inventory), then:

- Deferred fixed overhead in inventory = 2,000 units × $10 = $20,000.
- The net operating income under absorption costing will be $20,000 higher
than under variable costing.

Conversely, if inventory decreases by 2,000 units, the fixed overhead
deferred previously is now released, decreasing net income by $20,000 under
absorption costing relative to variable costing.

---

Implications for Managers and Stakeholders

Management Decision-Making

Understanding the differences in reported income is vital for managers,
especially when assessing operational performance or making decisions about
production levels.

- Potential for Income Manipulation: Managers might intentionally increase
production to defer fixed overhead costs into inventory, artificially



inflating profits in the short term.
- Cost Control and Performance Evaluation: Relying solely on absorption
costing can obscure true operational performance, as profits may be
influenced by inventory changes rather than actual operational efficiency.

External Reporting and Investor Perception

Investors and analysts often review financial statements prepared under GAAP,
which mandates absorption costing. Therefore:

- Profit Fluctuations: Changes in inventory levels can cause profits to
fluctuate independently of actual sales or operational efficiency.
- Comparability Issues: Comparing companies or periods can be misleading if
inventory levels vary significantly because of differences in production
strategies rather than actual performance.

---

Broader Impacts and Strategic Considerations

Cost Allocation and Pricing

- Absorption costing ensures all manufacturing costs are recovered through
product pricing, which is essential for external reporting.
- Variable costing provides clearer insights into the contribution margin,
aiding in short-term pricing and production decisions.

Inventory Management Policies

- Companies might adopt policies that influence inventory levels to manage
reported profits due to the income recognition differences.
- Excessive inventory buildup to defer fixed costs can lead to obsolete stock
and increased storage costs.

Transitioning Between Methods

While companies must use absorption costing for external financial
statements, internal managers often prefer variable costing for decision-
making. Understanding the income differences ensures that management
interprets financial data correctly, especially around periods of inventory
fluctuation.

---

Conclusion

The phenomenon where net operating income is less under absorption costing
than under variable costing when inventory levels fluctuate is rooted in the
fundamental accounting treatment of fixed manufacturing overhead costs.
Absorption costing defers some fixed costs in inventory when production
exceeds sales, inflating short-term profits. Conversely, when sales surpass



production, previously deferred fixed costs are recognized, reducing profits.

This dynamic underscores the importance for managers, investors, and analysts
to recognize the limitations and implications of each costing method. While
absorption costing aligns with external reporting standards, variable costing
offers valuable insights into operational performance free from inventory
distortion. A nuanced understanding of these differences enables more
informed decision-making, better performance evaluation, and strategic
planning aligned with the company’s true operational health.

By appreciating how inventory fluctuations influence net operating income
under different costing methods, stakeholders can better interpret financial
results, avoid misleading conclusions, and implement strategies that reflect
genuine business performance.
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