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When evaluating different costing methods within managerial and financial accounting, absorption
costing stands out as a widely used approach, especially for external reporting. However, despite its
prevalence, it is not without drawbacks. One notable downside is that absorption costing can
obscure the true cost behavior of products and lead to potential misinterpretations by management.
Specifically, a significant concern is that absorption costing does not treat fixed manufacturing
overhead as a period expense, which can distort profit figures and decision-making processes. In this
article, we will explore the nuances of this downside, examining how the exclusion of fixed
manufacturing overhead from variable costs affects financial analysis, managerial decisions, and
overall business strategy.

Understanding Absorption Costing

Before delving into the disadvantages, it is important to understand what absorption costing entails.
Absorption costing, also known as full costing, allocates all manufacturing costs—both fixed and
variable—to the cost of products. This includes:

- Direct materials

- Direct labor

- Variable manufacturing overhead
- Fixed manufacturing overhead

Under this method, fixed manufacturing overhead is "absorbed" into the cost of inventory and
recognized as an expense only when the inventory is sold. This contrasts with variable costing,
which treats fixed manufacturing overhead as a period expense.

The Core Issue: Not Including Fixed Manufacturing
Overhead In The Cost of Goods Sold (COGS) as a
Variable Cost

The primary downside related to absorption costing is that fixed manufacturing overhead is not
explicitly included in the variable cost per unit. Instead, it is allocated across all units produced,
regardless of whether they are sold or not. This can lead to several issues:



1. Potential Misrepresentation of Product Cost

Since fixed manufacturing overhead is spread over all units produced, the cost per unit may appear
artificially low or high depending on production volume. When production exceeds sales, some fixed
overhead costs are deferred in inventory, inflating profit figures. Conversely, when sales exceed
production, inventory reductions can lead to lower reported profits, even if operational performance
remains unchanged.

2. Impact on Profitability Analysis
Absorption costing can distort the true profitability of products during periods of fluctuating

production levels. For example:

- If a company produces more units than it sells, some fixed costs are stored in inventory, reducing
the current period’s expenses and artificially increasing profit.

- Conversely, if production drops and inventory decreases, fixed costs in inventory are released to
the income statement, which can cause profits to fall unexpectedly.

This "inventory and profit manipulation" can mislead management about the actual performance of
products or divisions.

Why Does This Matter? The Implications of Not
Including Fixed Overhead as a Variable Cost

Understanding the implications of this downside is crucial for both internal decision-making and
external reporting.

1. Cost Behavior and Decision-Making
Absorption costing masks the variable nature of manufacturing costs by allocating fixed overhead

across units. As a result:

- Managers may underestimate the variable cost per unit, leading to poor pricing decisions.
- It becomes more challenging to perform accurate break-even analyses, contribution margin
calculations, or make decisions about special orders or discontinuing products.

2. Profitability and Performance Evaluation

Since fixed manufacturing overhead is deferred in inventory, profits can appear higher during
periods of increased production, regardless of actual sales performance. This can cause:

- Overestimation of profitability in high-production periods.
- Underestimation during periods when inventory decreases.

Such distortions can affect managerial incentives and strategic planning.



3. External Reporting and Tax Implications

While absorption costing is often required for external financial statements under GAAP and IFRS,
the internal use of this method can lead to different perceptions of financial health compared to
variable costing, which provides clearer insights into variable costs and contribution margins.

The Downside in Action: Examples and Case Scenarios

To better understand this downside, consider the following scenarios:

Scenario 1: Overproduction Leading to Inflated Profits
A manufacturing company produces 10,000 units in a period but only sells 8,000 units. Under

absorption costing:

- The fixed manufacturing overhead allocated to unsold units remains in inventory.
- The cost of goods sold only includes the fixed overhead associated with the 8,000 units sold.
- The remaining fixed overhead is deferred in inventory, reducing expenses and inflating profits.

This scenario illustrates how absorption costing can make the company appear more profitable than
it truly is, potentially misleading investors or management.

Scenario 2: Underproduction Leading to Profit Fluctuations

In a period where production decreases to 6,000 units but the company still sells 8,000 units, it must
draw from inventory. Fixed costs previously deferred in inventory are released to the income
statement, increasing expenses and reducing profits unexpectedly. This can create volatility in profit
figures that do not reflect operational performance.

Addressing the Downside: Alternatives and Best
Practices

Given the drawbacks of absorption costing, companies can adopt strategies to mitigate the
associated risks:

1. Use of Variable Costing for Internal Analysis

Variable costing treats fixed manufacturing overhead as a period expense, providing a clearer
picture of variable costs, contribution margins, and break-even points. This method supports more
accurate decision-making.



2. Reconciliation Between Costing Methods

It's advisable for organizations to reconcile profits reported under absorption and variable costing
periodically to understand the effects of inventory fluctuations on profitability.

3. Focus on Cost Behavior and Management

Managers should analyze fixed overhead costs separately and consider their behavior over time
rather than relying solely on absorption costing figures.

Conclusion: Weighing the Pros and Cons of Absorption
Costing

While absorption costing remains a standard for external financial reporting due to regulatory
requirements, its inability to explicitly account for fixed manufacturing overhead as a variable cost
introduces significant challenges. The primary downside—potential distortion of product costs and
profits—can mislead management, affect strategic decisions, and obscure true operational
performance.

Organizations should be aware of this limitation and consider complementary costing methods like
variable costing for internal decision-making. By understanding the implications of not including
fixed manufacturing overhead in variable costs, businesses can better interpret financial data,
optimize pricing strategies, and improve overall managerial control.

In summary, the downside of absorption costing related to its treatment of fixed manufacturing
overhead emphasizes the importance of a nuanced approach to cost analysis. Recognizing this
limitation enables more accurate financial assessment and more informed business decisions,
ultimately contributing to sustainable growth and financial health.

Frequently Asked Questions

What is a key downside of absorption costing related to fixed
manufacturing overhead?

A downside of absorption costing is that it includes fixed manufacturing overhead in product costs,
which may lead to less accurate cost control and decision-making.

How does absorption costing potentially obscure actual fixed
overhead expenses?

Since fixed manufacturing overhead is allocated to products, it can mask the true fixed costs
incurred during a period, making it harder to assess efficiency.



Why might absorption costing lead to distorted profit
reporting?

Because fixed overhead costs are spread across units, profits can appear higher when production
increases, regardless of actual sales volume.

In what way does absorption costing affect inventory
valuation?

Absorption costing assigns fixed manufacturing overhead to inventory, potentially inflating inventory
values on the balance sheet.

What is a common criticism of absorption costing in
managerial decision-making?

It can discourage cost control efforts since fixed manufacturing overhead costs are allocated
regardless of efficiency, leading managers to overlook cost-saving opportunities.

How does absorption costing differ from variable costing
regarding fixed manufacturing overhead?

Absorption costing includes fixed manufacturing overhead in product costs, whereas variable costing
treats it as a period expense, affecting profitability analysis.

Can absorption costing lead to misleading financial
statements during periods of low production?

Yes, because fixed overhead costs may be spread over fewer units, increasing per-unit costs and
potentially distorting profit figures.

Additional Resources
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In the complex world of managerial and financial accounting, cost allocation methods serve as
essential tools for decision-making, financial reporting, and strategic planning. Among these
methods, absorption costing—also known as full costing—has long been a standard practice in many
organizations. However, despite its widespread use, absorption costing is not without significant
drawbacks. One of the most frequently cited disadvantages is that it "not including fixed
manufacturing overhead in the cost of products" can lead to distorted financial insights and
managerial decisions. This article delves into the intricacies of this downside, exploring how it
manifests, its implications, and potential alternatives to mitigate its impact.



Understanding Absorption Costing

Before analyzing its shortcomings, it is essential to grasp what absorption costing entails.
Absorption costing allocates all manufacturing costs—both fixed and variable—to the cost of
producing goods. This includes direct materials, direct labor, and both variable and fixed
manufacturing overheads. The fundamental principle is that all manufacturing costs should be
absorbed by the units produced, ensuring that inventory values on the balance sheet reflect the total
production costs.

Key Features of Absorption Costing:

- All manufacturing costs are included in inventory valuation.

- Fixed manufacturing overhead is allocated to each unit produced, based on a predetermined rate.
- Expenses are recognized in the period when the product is sold, aligning with the matching
principle.

While absorption costing provides a comprehensive view of production costs for external reporting,
it introduces complexities and potential distortions in managerial decision-making, especially
concerning fixed overheads.

The Core Issue: Exclusion of Fixed Manufacturing
Overhead in Product Costs

The primary concern with absorption costing relates to how it handles fixed manufacturing
overheads. Although these costs are allocated to products, they are not directly variable with
production volume once allocated; instead, they represent fixed costs that are spread across units
produced. This leads to several problematic implications:

- Fixed overheads become part of inventory costs, which means that they are only recognized as
expenses when inventory is sold.

- Profitability figures can be misleading, especially in periods of fluctuating production and sales
volumes.

- Inaccurate cost control and decision-making because fixed costs are not directly linked to
production levels.

This particular issue—not including fixed manufacturing overhead in the product cost in a way that
accurately reflects the cost behavior—has far-reaching consequences for managers and external
stakeholders alike.



Implications of Not Including Fixed Manufacturing
Overhead

The omission or improper handling of fixed manufacturing overhead in product costs under
absorption costing can distort financial analysis and operational decisions. The following sections
explore these implications in detail.

1. Misleading Profitability Analysis

Since fixed manufacturing overheads are allocated to inventory and only recognized as expenses
upon sale, companies can report inflated profits during periods of high sales and suppressed profits
during low sales periods. This phenomenon is often referred to as profit smoothing. For example:

- During a period of increased production, fixed overheads are spread across more units, reducing
the per-unit cost.

- When sales are high, the entire fixed overhead is absorbed into inventory, which delays recognizing
these costs as expenses.

- Conversely, during low sales periods, fixed costs remain allocated to remaining inventory, leading
to a lower reported profit or even a loss.

This timing mismatch can mislead managers into believing that the company is more profitable
during certain periods, undermining accurate performance evaluation.

2. Distortion of Cost-Volume-Profit (CVP) Analysis

Cost-volume-profit analysis relies heavily on understanding the behavior of costs relative to sales
and production levels. Since fixed manufacturing overheads are not directly variable, their allocation
can distort the break-even point calculations and contribution margin analysis:

- Fixed overheads are spread across units, but their true behavior is fixed, not variable.

- As a result, decisions based solely on absorption costing data may underestimate or overestimate
the impact of sales changes on profitability.

- This misrepresentation hampers strategic decisions about pricing, product lines, and capacity
utilization.

3. Poor Cost Control and Decision-Making

Absorption costing can obscure the true variable cost per unit, making it difficult for managers to
identify inefficiencies or evaluate the profitability of individual products accurately. Since fixed costs
are allocated rather than directly traced, managers may:

- Overlook areas where fixed costs are excessive or growing uncontrollably.
- Make misguided decisions regarding product discontinuation or expansion.
- Fail to recognize the need for cost reduction initiatives in fixed overhead areas.



4, Challenges in Performance Evaluation and Budgeting

Because fixed overheads are allocated and not directly tied to actual fixed costs incurred,
performance assessments based on absorption costing figures may be unfair or inaccurate. This can
lead to:

- Incentives to manipulate production levels to achieve desirable profit figures.
- Difficulty in variance analysis, as fixed overhead variances are obscured by allocation methods.
- Challenges in setting realistic budgets and forecasts.

Real-World Examples and Case Studies

To illustrate the practical ramifications of this downside, consider a manufacturing company that
produces multiple products with varying fixed overhead allocations. Suppose the company ramps up
production of a high-margin product but does not see proportional increases in sales. Under
absorption costing:

- Fixed overheads are allocated to all units produced, regardless of whether they are sold.

- The inventory valuation inflates, and profits appear higher than actual cash flows justify.

- When inventory is sold in subsequent periods, fixed costs are recognized, potentially reducing
reported profits unexpectedly.

This scenario can mislead management into overestimating the profitability of certain products or
misjudging operational efficiency.

Alternatives to Absorption Costing: Addressing the
Downside

Recognizing the limitations of absorption costing, many organizations adopt alternative costing
methods to improve decision-making accuracy.

1. Variable Costing (Direct Costing)

Variable costing includes only variable manufacturing costs in the product cost, treating fixed
manufacturing overhead as a period expense. Benefits include:

- Clearer understanding of contribution margins.
- More accurate analysis of cost behavior.
- Improved decision-making for pricing and product discontinuation.



However, variable costing is not acceptable for external financial reporting under generally
accepted accounting principles (GAAP) but is valuable internally.

2. Activity-Based Costing (ABC)

ABC allocates fixed overheads based on activities that drive costs, providing more precise cost
attribution. Advantages include:

- Better understanding of overhead cost drivers.
- Improved product costing accuracy.
- Enhanced opportunities for cost management.

3. Hybrid Approaches and Management Accounting
Techniques

Combining elements of absorption and variable costing, along with other managerial tools, can help
balance external compliance with internal decision-making needs.

Conclusion: Navigating the Limitations of Absorption
Costing

While absorption costing remains a staple in external financial reporting, its inability to
transparently and accurately account for fixed manufacturing overheads presents notable
challenges. The exclusion or misallocation of fixed overheads can lead to distorted profitability
figures, flawed decision-making, and ineffective cost control. Managers and stakeholders must be
aware of these limitations and consider supplementary costing methods—such as variable costing or
activity-based costing—to gain clearer insights into true costs and operational performance.

In an increasingly competitive and data-driven environment, understanding the downside of
absorption costing is crucial for making informed strategic choices, ensuring financial integrity, and
maintaining operational efficiency. Recognizing that fixed manufacturing overheads are a fixed cost,
and their proper handling is vital for accurate financial analysis, organizations should critically
evaluate their costing practices and adopt more nuanced approaches where appropriate.
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