
For Many Years, Manama Corporation Has Used A
Straightforward Absorption Costing Approach To
Cost-plus

For Many Years, Manama Corporation Has Used A Straightforward Absorption Costing Approach To Cost-
plus

---

Introduction to Absorption Costing and Cost-Plus Pricing

In the competitive landscape of manufacturing and production industries, accurate costing methods are
essential for sustainable growth and profitability. Manama Corporation, a prominent player in its sector, has
long relied on a straightforward absorption costing approach combined with cost-plus pricing strategies to
determine product prices, manage costs, and ensure profitability. This article delves into the fundamentals of
absorption costing, its application at Manama Corporation, and the benefits and challenges associated with
this approach.

---

Understanding Absorption Costing

What is Absorption Costing?

Absorption costing, also known as full costing, is a method where all manufacturing costs—both fixed and
variable—are allocated to the cost of producing a product or service. This approach ensures that each unit
of product bears a fair share of the total production costs.

Components of Absorption Costing

The key components included in absorption costing are:

- Direct Materials: The raw materials directly used in manufacturing each unit.
- Direct Labor: Wages paid to workers directly involved in production.
- Manufacturing Overheads: Both fixed and variable overhead costs, such as rent, utilities, depreciation, and
factory salaries.

How Does Absorption Costing Differ from Other Methods?

Compared to variable costing, which considers only variable production costs, absorption costing accounts
for all manufacturing costs. This comprehensive approach ensures compliance with generally accepted
accounting principles (GAAP) and provides a complete picture of production costs.

---

Manama Corporation's Adoption of Absorption Costing

Historical Context and Rationale

For many years, Manama Corporation has employed a straightforward absorption costing method primarily
because of its simplicity, compliance with accounting standards, and ease of calculating product costs. The
company's management believes that this method offers transparency and aligns with their strategic goals.

Implementation of Cost-Plus Pricing

Cost-plus pricing involves adding a predetermined profit margin to the cost of goods sold (COGS) to determine



the final selling price. Manama Corporation integrates its absorption costing data into this strategy by:

- Calculating the full cost per unit using absorption costing.
- Adding a markup percentage to ensure desired profit margins.
- Considering market conditions and competitive pricing while setting final prices.

Process Flow at Manama Corporation

The typical process followed by Manama Corporation includes:

1. Cost Accumulation: Gathering all direct and indirect manufacturing costs.
2. Cost Allocation: Distributing overheads proportionally based on appropriate cost drivers.
3. Unit Cost Calculation: Dividing total costs by units produced to establish the cost per unit.
4. Pricing Strategy: Applying a markup over the unit cost to determine the selling price.

---

Advantages of Manama Corporation’s Approach

Simplicity and Clarity

One of the main reasons for sticking to straightforward absorption costing is its simplicity. It allows
managers and accountants to easily understand and communicate cost structures without complex
calculations.

Compliance with Accounting Standards

Absorption costing is required for external financial reporting under GAAP and IFRS. This ensures that Manama
Corporation’s financial statements are compliant and comparable with industry standards.

Better Cost Control and Decision-Making

By allocating fixed and variable costs to products, the company can better analyze profitability at the
product level and make informed decisions regarding pricing, product lines, and cost reduction initiatives.

Ensuring Full Cost Recovery

Using absorption costing guarantees that all manufacturing costs are recovered through product pricing,
reducing the risk of undercosting products.

---

Challenges and Criticisms of the Approach

Potential for Cost Distortion

Because fixed manufacturing overheads are allocated to products, there is a risk of cost distortion,
especially if production volumes fluctuate significantly, leading to over- or under-costing.

Does Not Reflect Variable Costs for Short-Term Decisions

Absorption costing can obscure the contribution margins of individual products, making it less effective for
short-term decision-making like pricing during discounts or special orders.

Inventory Valuation Implications

Since fixed overheads are included in inventory costs, fluctuations in production volume can affect reported
profits, potentially leading to misleading financial statements.



Less Suitable for Internal Management

While excellent for external reporting, absorption costing may not provide the granularity needed for internal
managerial decisions, such as cost control and performance evaluation.

---

Strategic Benefits of Continuing the Approach

Consistency and Stability in Financial Reporting

Maintaining a consistent costing method ensures comparability over periods, aiding stakeholders in analyzing
trends.

Facilitates Pricing in Competitive Markets

Cost-plus pricing based on absorption costing provides a straightforward method to set prices that cover
costs and include profit margins, especially in markets with stable demand.

Supports Long-Term Planning

Accurate full-cost data enables Manama Corporation to plan investments, pricing strategies, and cost
reduction initiatives with confidence.

---

Practical Application: Cost-Plus Pricing at Manama Corporation

Step-by-Step Pricing Calculation

1. Determine Total Production Cost: Using absorption costing, sum direct materials, direct labor, and
allocated overheads.
2. Calculate Cost Per Unit: Divide total costs by total units produced.
3. Add Markup: Decide on a markup percentage based on market conditions and desired profit.
4. Set Final Price: Final price = Cost per unit + (Cost per unit × Markup percentage).

Example

Suppose Manama Corporation produces 10,000 units with a total absorption cost of $500,000.

- Cost per unit = $500,000 / 10,000 = $50
- Markup = 20%
- Final Price = $50 + ($50 × 0.20) = $60

This transparent approach ensures that all manufacturing costs are recovered and a profit margin is secured.

---

Future Considerations and Potential Improvements

While Manama Corporation’s longstanding use of absorption costing and cost-plus pricing has served it well,
the company might consider:

- Integrating Activity-Based Costing (ABC): To improve accuracy in cost allocation, especially for complex
products.
- Using Marginal Costing for Short-Term Decisions: To enhance decision-making agility.
- Leveraging Technology: Implementing advanced ERP systems to automate and refine costing processes.

---



Conclusion

For many years, Manama Corporation’s reliance on a straightforward absorption costing approach combined
with cost-plus pricing has provided a stable, compliant, and understandable framework for managing costs and
setting prices. While this method has its limitations, its simplicity and consistency support the company’s
strategic objectives and financial reporting needs. As the business environment evolves, integrating
complementary costing approaches and leveraging technological advancements can further enhance decision-
making and profitability.

---
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Call to Action

If you’re interested in optimizing your costing and pricing strategies, consult with financial experts or implement
advanced costing systems to stay competitive. Understanding the nuances of absorption costing can
significantly impact your profitability and strategic growth.

---

Note: This article is intended for educational and informational purposes. For specific financial advice, please
consult a professional accountant or financial analyst.

Frequently Asked Questions

What is the straightfoward absorption costing approach used by Manama
Corporation?

It is a costing method that allocates all manufacturing costs, both fixed and variable, to products to
determine their total cost for pricing and profitability analysis.

Why has Manama Corporation consistently used absorption costing for
many years?

Because it provides a comprehensive view of product costs, supports financial reporting requirements, and
aligns with traditional accounting standards.

How does absorption costing impact Manama Corporation’s financial



statements?

It ensures that all manufacturing costs are included in inventory valuation, which can influence reported
profits and asset values.

What are the benefits of using a straightforward absorption costing
approach?

It simplifies cost calculation, ensures compliance with accounting standards, and provides clear insights into
total product costs.

Are there any limitations to Manama Corporation's use of absorption
costing?

Yes, it can distort cost per unit when production volume fluctuates and may not accurately reflect the
contribution margin or variable costs.

How does absorption costing differ from variable costing in the context of
Manama Corporation?

Absorption costing allocates all manufacturing costs to products, while variable costing includes only
variable costs, with fixed costs expensed in the period.

Has Manama Corporation considered switching to alternative costing
methods?

While they have primarily used absorption costing, some companies consider activity-based costing or variable
costing for better cost control and decision-making.

What strategic advantages does Manama Corporation gain from using
absorption costing?

It ensures compliance with financial reporting standards, supports inventory valuation, and provides a
comprehensive view of total costs for pricing strategies.

Additional Resources
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In the dynamic and competitive landscape of manufacturing and service industries, accurate cost management is
paramount. For many years, Manama Corporation has relied on a straightforward absorption costing
approach to determine product costs and establish its pricing strategies. This long-standing methodology has
shaped the company’s operational decisions, financial reporting, and strategic planning. However, as the
business environment evolves, it’s crucial to critically examine the implications of this approach, its
advantages, limitations, and the potential need for modernization.

This in-depth investigation delves into the historical context of Manama Corporation's use of absorption
costing, explores the technical aspects of the approach, analyzes its impact on financial decision-making, and
considers contemporary perspectives on cost accounting practices.

---



Historical Context and Adoption of Absorption Costing at
Manama Corporation

Manama Corporation, established over three decades ago, entered the industry with a traditional mindset
rooted in classic accounting principles. During its formative years, the company adopted absorption
costing—also known as full costing—as its primary method for allocating manufacturing costs to
products. This decision was influenced by several factors:

- Regulatory Compliance: Absorption costing aligns with statutory financial reporting standards in many
jurisdictions, making it a natural choice for external financial statements.

- Simplicity and Familiarity: The straightforward nature of absorption costing made it accessible for
management and accounting staff, facilitating consistent application across various product lines.

- Historical Precedent: Many early industrial firms favored absorption costing, establishing a corporate
culture that persisted over time.

Over the decades, this approach became embedded in Manama Corporation’s operational fabric, influencing
everything from cost control to pricing policies. Despite technological advancements and evolving managerial
needs, the company maintained its reliance on this traditional method, citing stability and comparability as key
benefits.

---

Understanding the Straightforward Absorption Costing Approach

Absorption costing is a method that allocates all manufacturing costs—both fixed and variable—to
products. The core principle is that each unit produced bears a share of all manufacturing expenses, ensuring
that inventory costs reflect the total production costs incurred.

Key Components of Absorption Costing

- Direct Materials: Cost of raw materials directly involved in production.

- Direct Labour: Wages of workers directly engaged in manufacturing.

- Variable Manufacturing Overheads: Costs that vary with production volume, such as utilities, supplies.

- Fixed Manufacturing Overheads: Costs that remain constant regardless of production levels, including
machinery depreciation, factory rent, and salaries of production supervisors.

Calculation of Cost Per Unit

The basic formula involves summing all manufacturing costs and dividing by the number of units produced:

\[ \text{Cost per unit} = \frac{\text{Total Manufacturing Costs (Fixed + Variable)}}{\text{Total Units
Produced}} \]

This per-unit cost then forms the basis for setting product prices under a cost-plus model, which adds a markup
to ensure profitability.



Application in Cost-Plus Pricing

In a cost-plus environment, the company determines a desired profit margin and adds it to the unit product cost.
For example, if the unit cost is $50 and the markup is 20%, the selling price would be $60.

---

Advantages of Manama Corporation's Absorption Costing
Approach

While traditional, the absorption costing method offers several benefits that have helped sustain Manama
Corporation’s operations:

1. Compliance with Financial Reporting Standards: Absorption costing is generally accepted for external
financial statements, ensuring legal and regulatory conformity.

2. Simplicity and Ease of Implementation: The straightforward nature of the approach means less complexity in
calculations, facilitating routine reporting and analysis.

3. Inventory Valuation: It provides a comprehensive valuation of inventory, capturing all manufacturing
costs, which aligns with conventional accounting practices.

4. Profitability Analysis: By assigning all costs to products, the company can assess the full cost of
production and evaluate gross profit margins.

5. Cost Control and Responsibility: Fixed manufacturing overheads are allocated to products, encouraging
managers to control both variable and fixed costs.

6. Historical Consistency: Maintaining a uniform approach over years allows for trend analysis and
comparability across different periods.

---

Limitations and Criticisms of the Approach

Despite these advantages, the longstanding use of a straightforward absorption costing approach at Manama
Corporation raises several concerns, especially in the context of modern managerial decision-making:

1. Distortion in Cost Allocation

- Fixed Overhead Absorption: Since fixed manufacturing costs are allocated based on production volume,
fluctuations in production levels can distort per-unit costs, leading to overcosting or undercosting.

- Impact on Profitability Analysis: Products produced in large batches may appear more profitable than those
produced in smaller quantities, skewing product prioritization.

2. Lack of Relevance for Decision Making

- Focus on External Reporting: Absorption costing emphasizes compliance over managerial utility, making it less



suitable for internal decisions like pricing, product discontinuation, or process improvements.

- Inability to Distinguish Variable and Fixed Costs: Without separating these costs, managers cannot
accurately analyze contribution margins or assess the impact of volume changes.

3. Motivation for Cost Behavior Analysis

- Limited Insight into Cost Drivers: The approach offers little visibility into what causes costs to change,
which hampers strategic cost reduction efforts.

- Potential for Suboptimal Decisions: Relying solely on full costs can lead to pricing and production decisions
that do not maximize profitability.

4. Implications for Inventory and Profit Reporting

- Inventories Overstate Costs: Absorption costing might inflate inventory values during periods of low
production, affecting financial ratios and tax obligations.

- Profit Variability: Changes in production volume can artificially inflate or deflate reported profits,
complicating performance evaluations.

---

Modern Perspectives and the Need for Evolution

In contemporary management accounting, there is a growing emphasis on more nuanced and decision-relevant
costing systems, such as variable costing, activity-based costing (ABC), and target costing. These methods
provide deeper insights into cost behavior, facilitate strategic decision-making, and improve operational
efficiency.

For Manama Corporation, the question arises: should it continue with its traditional absorption costing
approach or consider adopting more sophisticated methods?

Potential Benefits of Modern Costing Techniques

- Improved Cost Control: Better understanding of fixed versus variable costs allows for more targeted cost
reduction initiatives.

- Enhanced Decision-Making: Information on contribution margins supports pricing, product line analysis, and
resource allocation.

- Strategic Planning: Activity-based costing identifies cost drivers, enabling process improvements and waste
reduction.

- Responsiveness to Market Changes: More accurate product costing can lead to competitive pricing and
improved profitability.



Challenges in Transition

- Implementation Complexity: Advanced costing systems require significant data collection, system upgrades,
and staff training.

- Organizational Resistance: Shifting from long-established practices may encounter resistance from
management accustomed to traditional methods.

- Cost-Benefit Considerations: The benefits of more detailed costing must outweigh the costs of transition and
maintenance.

---

Conclusion: Balancing Tradition and Innovation

For many years, Manama Corporation’s reliance on a straightforward absorption costing approach to cost-
plus has provided stability, compliance, and simplicity. However, as the business environment becomes more
competitive and managerial decision-making demands greater accuracy and relevance, the limitations of this
method become more apparent.

While absorption costing remains a valuable external reporting tool, integrating supplementary internal
costing techniques—such as variable costing or activity-based costing—could enhance the company’s
strategic agility. Such evolution would allow Manama Corporation to better understand its cost
structure, improve profitability analysis, and make more informed decisions.

Ultimately, the company’s challenge lies in balancing the comfort of tradition with the necessity of innovation.
Embracing a hybrid approach—retaining the strengths of absorption costing for external reports while
adopting more detailed internal costing systems—may offer the optimal path forward. This strategic shift
could bolster Manama Corporation’s competitive edge, foster sustainable growth, and ensure its financial
practices align with modern management standards.

---

In summary, the longstanding use of a straightforward absorption costing approach to cost-plus at Manama
Corporation reflects a traditional, well-understood methodology that has served the company for decades.
However, recognizing its limitations and embracing more sophisticated techniques can unlock new opportunities
for efficiency, profitability, and strategic decision-making in an ever-evolving marketplace.
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