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Introduction to Variable Costing
Variable costing, also known as direct costing or marginal costing, is an accounting approach where only
variable production costs are assigned to products. Fixed manufacturing overheads are treated as period
expenses and are not allocated to individual units. This method provides a clearer picture of how sales and
variable costs impact profitability and is especially useful for managerial decision-making, cost-volume-profit
analysis, and short-term planning.

Understanding the Components of Variable Costing Income Statement
Before preparing the income statement, it is crucial to understand its primary components:

Sales Revenue: Total income from sales of goods or services.

Variable Cost of Goods Sold (VCOGS): Variable production costs directly attributable to units
sold.

Contribution Margin: Sales revenue minus VCOGS, representing the amount available to cover fixed
costs and contribute to profit.

Variable Selling and Administrative Expenses: Costs that vary with sales volume, such as commissions
and shipping costs.

Contribution Margin After Variable Expenses: Contribution margin minus variable selling and
administrative expenses.

Fixed Expenses: Costs that do not vary with sales volume, including fixed manufacturing overhead and
fixed administrative expenses.

Net Operating Income: The profit remaining after deducting fixed expenses from contribution margin.

Steps to Prepare the Income Statement Using Variable Costing
Follow these systematic steps:

Calculate Total Sales Revenue: Multiply units sold by selling price per unit.1.

Determine Variable Cost of Goods Sold (VCOGS): Multiply the variable cost per unit by units sold.2.

Compute Contribution Margin: Subtract VCOGS from Sales Revenue.3.

Subtract Variable Selling and Administrative Expenses: Calculate total variable S&A expenses and4.



deduct from contribution margin.

Calculate Contribution Margin After Variable Expenses: This is the amount available to cover fixed5.
costs and profit.

Deduct Fixed Expenses: Subtract total fixed manufacturing overhead and fixed administrative expenses6.
from contribution margin after variable expenses.

Determine Net Operating Income: The final profit figure after all expenses are deducted.7.

Sample Illustration
Suppose a company produces and sells widgets. The data for the year is as follows:

- Units sold: 10,000 units
- Selling price per unit: $50
- Variable manufacturing cost per unit: $30
- Variable selling and administrative expenses per unit: $5
- Total fixed manufacturing overhead: $100,000
- Total fixed administrative expenses: $50,000

The income statement prepared using variable costing would be:

Sales Revenue: 10,000 units × $50 = $500,000

Variable COGS: 10,000 units × $30 = $300,000

Contribution Margin: $500,000 – $300,000 = $200,000

Variable S&A Expenses: 10,000 units × $5 = $50,000

Contribution Margin after Variable Expenses: $200,000 – $50,000 = $150,000

Fixed Manufacturing Overhead: $100,000

Fixed Administrative Expenses: $50,000

Net Operating Income: $150,000 – ($100,000 + $50,000) = $0

This approach highlights the contribution margin, offering insights into how variable costs influence
profitability and aiding management in decision-making processes such as pricing, cost control, and sales
strategies.

---
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Introduction to Preparing Income Statements
The second part of the topic appears to request preparing an income statement, possibly under a different



costing method (e.g., absorption costing) or for a different period, product line, or segment. An income
statement provides a detailed account of revenues and expenses, culminating in net profit or loss for a specific
period. The format and components may vary depending on the purpose, audience, and accounting standards
applied.

Types of Income Statements
Depending on the context, the income statement can be prepared in various formats:

Single-Step Income Statement: Revenue and expenses are grouped into total categories, with net income
calculated as revenues minus expenses.

Multi-Step Income Statement: Provides detailed sections — gross profit, operating income, and net income
— offering more insights into operational performance.

Key Components of an Income Statement
Regardless of format, the income statement typically includes:

Revenues or Sales: Total income earned from goods or services.

Cost of Goods Sold (COGS): Direct costs attributable to the production of goods sold.

Gross Profit: Sales minus COGS.

Operating Expenses: Expenses related to business operations, including selling, administrative, and other
expenses.

Operating Income: Gross profit minus operating expenses.

Other Income and Expenses: Non-operational income or expenses, such as interest or gains/losses.

Net Income: The bottom-line profit or loss after all revenues and expenses are accounted for.

Steps to Prepare an Income Statement
The typical process involves:

Collect Revenue Data: Summarize total sales or service revenue for the period.1.

Calculate COGS: Sum all direct costs associated with producing goods/services sold.2.

Determine Gross Profit: Deduct COGS from revenue.3.

Sum Operating Expenses: Include all selling, administrative, and other relevant expenses.4.

Compute Operating Income: Subtract operating expenses from gross profit.5.

Include Non-Operating Items: Add or subtract any other income or expenses.6.



Calculate Net Income: Final profit or loss after considering all components.7.

Example of Preparing a Standard Income Statement
Assuming a company has the following data:

- Total sales: $1,000,000
- COGS: $600,000
- Selling expenses: $150,000
- Administrative expenses: $100,000
- Interest expense: $20,000
- Other income (e.g., investment income): $10,000

The income statement would be:

Sales Revenue: $1,000,000

Cost of Goods Sold: $600,000

Gross Profit: $400,000

Operating Expenses:

Selling Expenses: $150,000

Administrative Expenses: $100,000

Operating Income: $400,000 – ($150,000 + $100,000) = $150,000

Other Income and Expenses:

Interest Expense: $20,000

Other Income: $10,000

Net Income: $150,000 – $20,000 + $10,000 = $140,000

This standard format provides a comprehensive overview of the company's financial performance over the
period, useful for stakeholders such as investors, creditors, and management.

---

Conclusion
Preparing income statements under different costing methods and formats is fundamental for accurate financial
analysis and managerial decision-making. The variable costing income statement offers vital insights into how
sales and variable costs influence profitability, aiding in short-term planning and control. Conversely, the
traditional income statement provides a broad overview of overall financial performance, essential for



external reporting and comprehensive analysis. Mastering both approaches enables accountants and managers
to interpret financial data effectively, support strategic decisions, and communicate financial results clearly
to stakeholders.

Frequently Asked Questions

What is the primary difference between variable costing and absorption
costing when preparing an income statement?

Variable costing only includes variable production costs in inventory and cost of goods sold, while
absorption costing includes both fixed and variable manufacturing costs. This impacts how profits are
reported and analyzed.

How do you prepare an income statement using variable costing for the
year?

To prepare a variable costing income statement, subtract total variable costs (including variable
manufacturing and variable selling and administrative expenses) from sales to find contribution margin, then
deduct fixed costs to determine net income.

What are the key components required to prepare an income statement using
variable costing?

Key components include sales revenue, variable manufacturing costs, variable selling and administrative
expenses, contribution margin, fixed manufacturing costs, fixed selling and administrative expenses, and net
income.

Why is variable costing useful for internal decision-making?

Variable costing provides clearer insights into the contribution margin of products and helps managers analyze
the impact of fixed costs and make decisions related to pricing, production levels, and profitability.

What is the significance of preparing an income statement for 'the year'
versus other periods?

Preparing an income statement for the year provides a comprehensive view of financial performance over a
specific period, allowing for trend analysis and strategic planning.

How does fixed manufacturing overhead influence the income statement
prepared using variable costing?

Fixed manufacturing overhead is treated as a period expense and deducted separately after calculating
contribution margin, unlike in absorption costing where it is allocated to inventory.

Can you prepare an income statement for '...' without knowing the specific
period? Why or why not?

No, because income statements are period-specific financial reports that reflect financial performance over a
specific timeframe; without a defined period, the statement lacks context and relevance.



What are common challenges faced when preparing an income statement using
variable costing?

Challenges include accurately separating variable and fixed costs, handling inventory changes, and ensuring
proper allocation of fixed manufacturing overhead, especially in complex production environments.

Additional Resources
1. Prepare An Income Statement For The Year Using Variable Costing. 2. Prepare An Income Statement For

In the ever-evolving landscape of managerial accounting, understanding how to properly prepare income
statements is essential for making informed business decisions. Whether you're a financial analyst, a business
owner, or an accounting student, grasping the nuances of different costing methods can significantly influence
how you interpret a company's financial health. Today, we delve into two critical processes: preparing an
income statement using variable costing and creating an income statement through another method (often
absorption costing). While these concepts are interconnected, they serve distinct purposes and provide unique
insights into a company's operations.

---

Preparing an Income Statement for the Year Using Variable Costing

What Is Variable Costing?

Variable costing, also known as direct costing or marginal costing, is an accounting method that considers
only variable production costs when calculating the cost of goods sold (COGS). Fixed manufacturing
overheads are treated as period expenses and are not allocated to individual units of production. This
approach provides a clear picture of how variable costs fluctuate with production volume and sales, making
it particularly useful for managerial decision-making, cost-volume-profit analysis, and internal performance
evaluation.

Fundamental Principles of Variable Costing

- Variable Costs Are Included in COGS: Costs such as direct materials, direct labor, and variable
manufacturing overhead are included.
- Fixed Manufacturing Overheads Are Expensed in Full: These are treated as period costs and recorded entirely in
the income statement's expenses for the period.
- Contribution Margin Is a Key Metric: The difference between sales revenue and variable costs highlights the
contribution margin, which covers fixed costs and contributes to profit.

Step-by-Step Guide to Preparing the Income Statement Using Variable Costing

1. Gather Financial Data
- Sales revenue for the year
- Variable production costs (materials, labor, variable overheads)
- Fixed manufacturing overheads
- Period expenses (selling, general, and administrative expenses)

2. Calculate Total Variable Cost of Goods Sold
- Determine the per-unit variable cost
- Multiply by the number of units sold
- Alternatively, sum total variable costs directly incurred during the period

3. Compute Contribution Margin
- Subtract total variable COGS from total sales revenue
- This figure indicates how much revenue contributes to covering fixed costs and generating profit



4. Deduct Fixed Manufacturing Overheads and Period Expenses
- Fixed manufacturing overheads are expensed in the period, not allocated
- Subtract fixed overheads from contribution margin
- Deduct selling and administrative expenses

5. Determine Net Income
- The result after subtracting all fixed costs and expenses

Sample Layout of a Variable Costing Income Statement

Sales Revenue: $XXXX

Variable Costs:
- Variable COGS: $XXXX
- Variable Selling & Admin Expenses: $XXXX

Total Variable Costs: $XXXX

Contribution Margin: (Sales - Variable Costs): $XXXX

Fixed Manufacturing Overhead: $XXXX

Fixed Selling & Admin Expenses: $XXXX

Total Fixed Costs: $XXXX

Net Operating Income: (Contribution Margin - Fixed Costs): $XXXX

---

Advantages of Variable Costing

- Enhanced Decision-Making: Managers can analyze how sales volume impacts profitability without the
distortion of fixed costs.
- Break-Even Analysis: Easier to determine the sales level needed to cover variable and fixed costs.
- Cost Control: Helps identify the impact of variable costs and monitor their fluctuations.

Limitations of Variable Costing

- Not GAAP-Compliant for External Reports: Generally Accepted Accounting Principles (GAAP) require
absorption costing for financial statements.
- Ignoring Fixed Manufacturing Overheads in Product Costing: Can distort inventory valuation and
profitability measures when comparing periods.

---

Preparing an Income Statement Using Absorption Costing (or Other Methods)

While the previous section focused on variable costing, many organizations also prepare income statements
using absorption costing, which allocates all manufacturing costs—both fixed and variable—to units
produced. This method aligns with GAAP and is used in external financial reporting.

Understanding Absorption Costing

- All Manufacturing Costs Are Capitalized: Fixed and variable manufacturing overheads are included in
inventory costs.
- Impact on Inventory Valuation: Ending inventory includes a portion of fixed overheads, affecting gross profit
and net income.
- Matching Principle: Costs are matched with revenues in the period they are incurred, providing a comprehensive



view of profitability.

Preparing the Income Statement under Absorption Costing

1. Calculate Total Manufacturing Costs
- Sum of direct materials, direct labor, variable manufacturing overheads, and fixed manufacturing overheads
allocated per unit

2. Determine Cost of Goods Sold
- Multiply the unit cost by units sold

3. Calculate Gross Profit
- Sales revenue minus COGS

4. Subtract Operating Expenses
- Selling, general, and administrative expenses (both fixed and variable)

5. Compute Net Income
- Gross profit minus operating expenses

Example Layout of an Absorption Costing Income Statement

Sales Revenue: $XXXX

Cost of Goods Sold: $XXXX

Gross Profit: $XXXX

Operating Expenses:
- Selling & Admin Expenses: $XXXX

Total Operating Expenses: $XXXX

Net Income: (Gross Profit - Operating Expenses): $XXXX

---

Comparing Variable and Absorption Costing

| Aspect | Variable Costing | Absorption Costing |
|---|---|---|
| Cost Inclusion | Only variable production costs | All manufacturing costs (fixed + variable) |
| External Reporting | Not GAAP-compliant | GAAP-compliant |
| Impact on Income | Income varies with production volume | Income can fluctuate due to inventory changes |
| Usefulness | Internal decision-making, cost control | External financial statements, compliance |

---

Practical Implications for Business Decision-Making

Understanding how to prepare income statements using different costing methods is crucial. For internal
management, variable costing offers clarity on how sales and variable costs influence profitability, enabling
strategic decisions such as pricing, production levels, and cost control. Conversely, absorption costing
provides an accurate picture for external reporting and tax purposes, ensuring compliance with accounting
standards.

Business leaders should recognize the strengths and limitations of each approach and utilize them accordingly
to gain comprehensive insights into their company's financial position.



---

Final Thoughts

Preparing income statements under different costing methods is more than an accounting exercise—it's a
strategic tool for understanding a company's operational efficiency and profitability. By mastering the process
of creating these financial statements, managers and analysts can better interpret financial data, make
informed decisions, and ultimately guide their organizations toward sustainable growth. Whether you are
emphasizing internal decision-making with variable costing or complying with external reporting standards
through absorption costing, a solid grasp of these methods is indispensable in today’s competitive business
environment.
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