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Understanding the distinctions between variable and absorption costing is fundamental for
managerial accountants, financial analysts, and business managers alike. These costing
methods influence how a company's product costs are calculated, how income statements
are prepared, and ultimately, how managerial decisions are made. This article provides an
in-depth exploration of Problem 7-18, which focuses on variable and absorption costing unit
product costs and income statements, based on Haas’s case study. By the end, you will
grasp the core concepts, differences, and practical applications of these costing methods,
enabling you to analyze financial data with confidence.

Introduction to Costing Methods

Cost accounting is a vital component of managerial accounting that helps organizations
determine the cost of products or services. Among the various methods, variable costing
and absorption costing are the most common. While both aim to assign costs to products,
they differ significantly in how they treat fixed manufacturing overhead costs.

What is Variable Costing?

Variable costing, also known as direct costing or marginal costing, includes only variable
manufacturing costs—direct materials, direct labor, and variable manufacturing
overhead—in the cost of goods sold (COGS) and inventory valuation. Fixed manufacturing
overhead costs are treated as period expenses and are expensed in the period incurred.

Key features of variable costing:

- Costs included in product cost:

- Direct materials

- Direct labor

- Variable manufacturing overhead

- Fixed manufacturing overhead:

- Expensed in the period incurred

- Contribution margin concept:

- Emphasizes fixed vs. variable costs

- Useful for internal decision-making, such as pricing, profit analysis, and break-even
analysis



What is Absorption Costing?

Absorption costing, also known as full costing, assigns all manufacturing costs—variable
and fixed—to the cost of goods sold and inventories. This method aligns with generally
accepted accounting principles (GAAP) and is required for external financial reporting.

Key features of absorption costing:

- Costs included in product cost:

- Direct materials

- Direct labor

- Variable manufacturing overhead

- Fixed manufacturing overhead

- Fixed manufacturing overhead:

- Allocated to products based on a predetermined rate
- Recognized as part of inventory cost

Differences Between Variable and Absorption
Costing

Understanding the core differences is essential for analyzing financial statements and
making sound managerial decisions.

1. Treatment of Fixed Manufacturing Overhead

| Aspect | Variable Costing | Absorption Costing |

R P |

| Fixed Manufacturing Overhead | Expensed immediately as period expense | Capitalized as
part of inventory and COGS when sold |

2. Impact on Income Statements

- Variable costing results in an income statement that highlights contribution margin,
separating variable and fixed costs.

- Absorption costing reports a gross profit, with fixed manufacturing overhead included in
inventory costs.

3. Effect of Production Volume Changes

- Under absorption costing, changes in production volume can affect reported income
because fixed manufacturing overhead costs are deferred in inventory.
- Under variable costing, income is unaffected by changes in inventory levels since fixed



costs are expensed immediately.

4. Suitability and Usage

- Variable costing is preferred for internal decision-making, such as CVP analysis,
budgeting, and performance evaluation.

- Absorption costing is required for external financial statements, complying with GAAP and
IFRS standards.

Analyzing Problem 7-18: Step-by-Step Approach

Problem 7-18 involves calculating unit product costs and preparing income statements
under both costing methods. The typical scenario provides data on production, sales,
variable costs, fixed costs, and inventory levels.

Step 1: Gather Data

- Units produced

- Units sold

- Variable costs per unit (materials, labor, overhead)
- Total fixed manufacturing overhead costs

- Selling and administrative expenses

- Beginning and ending inventories

Step 2: Calculate Unit Product Costs
Under Variable Costing

\[

\text{Variable Cost per Unit} = \text{Direct Materials} + \text{Direct Labor} +
\text{Variable Manufacturing Overhead}

\]

Note: Fixed manufacturing overhead is not included in unit costs.

Under Absorption Costing

\[

\text{Absorption Cost per Unit} = \text{Variable Cost per Unit} + \frac{\text{Total Fixed
Manufacturing Overhead} } {\text{Units Produced}}

\]

This rate allocates fixed overhead evenly across units produced.

Step 3: Prepare Income Statements

Variable Costing Income Statement



- Sales Revenue

- Variable Cost of Goods Sold (COGS)

- Contribution Margin

- Fixed Manufacturing Overhead (as expense)
- Fixed Selling & Administrative Expenses

- Net Operating Income

Absorption Costing Income Statement

- Sales Revenue

- Cost of Goods Sold (including fixed overhead)
- Gross Profit

- Selling & Administrative Expenses

- Net Operating Income

Step 4: Analyze the Impact of Inventory Changes

- Compare net income under both methods.
- Understand how inventory levels influence reported profits, especially under absorption
costing.

Practical Implications and Decision-Making

The choice between variable and absorption costing can influence managerial decisions,
including:

- Pricing Strategies: Variable costing provides clearer insight into the contribution margin,
aiding in setting prices.

- Profit Planning: Recognizing how fixed costs are allocated impacts profit analysis.

- Performance Evaluation: Variable costing allows for better assessment of operational
efficiency by isolating variable costs.

- Inventory Management: Absorption costing may lead to over/understatement of profits
due to inventory fluctuations.

Case Study: Haas Company

In the context of Haas, the problem illustrates how different costing methods influence
reported income and unit costs. By analyzing specific data points, managers can see the
tangible effects of inventory changes and cost allocations.

Example scenario:

- Units produced: 10,000

- Units sold: 8,000

- Variable manufacturing cost per unit: $15

- Total fixed manufacturing overhead: $50,000



Calculations:
- Absorption cost per unit:

\[
15 + \frac{50,000}{10,000} = 15 + 5 = 20
\]

- Income statement under variable costing:

| Description | Amount |

R — -

| Sales (8,000 units at $25) | $200,000 |

| Variable COGS (8,000 units at $15) | $120,000 |
| Contribution Margin | $80,000 |

| Fixed Manufacturing Overhead | $50,000 |

| Fixed Selling & Admin | (assumed) | $20,000 |

| Net Operating Income | $10,000 |

- Income statement under absorption costing:

| Description | Amount |

R — .

| Sales | $200,000 |

| COGS (8,000 units at $20) | $160,000 |
| Gross Profit | $40,000 |

| Selling & Admin | $20,000 |

| Net Operating Income | $20,000 |

Observation: The net income differs due to the treatment of fixed manufacturing overhead
and inventory levels.

Conclusion: Integrating Theory with Practice

Understanding the nuances of variable and absorption costing is crucial for accurate
financial analysis and sound managerial decision-making. As demonstrated in Problem
7-18, the method chosen can significantly impact reported profits, inventory valuation, and
strategic planning. Managers should recognize these differences and select the most
appropriate method based on the context—internal decision-making versus external
reporting.

Key Takeaways:

- Variable costing emphasizes contribution margin analysis, ideal for internal decisions.
- Absorption costing aligns with GAAP, suitable for external financial statements.

- Changes in inventory levels can distort profit comparisons under absorption costing.

- Accurate unit cost calculations are fundamental for pricing, costing, and profitability
analysis.



Final Note: Regularly reviewing and understanding these costing methods enhances
managerial insight, supports effective decision-making, and ensures compliance with
accounting standards.
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Frequently Asked Questions

What is the primary difference between variable costing
and absorption costing when calculating unit product
costs?

Variable costing includes only variable manufacturing costs (direct materials, direct labor,
and variable manufacturing overhead) in the unit product cost, while absorption costing
includes both variable and fixed manufacturing overhead in the unit product cost.

How does the choice of costing method affect the
income statement and net income reported by Haas?

Under absorption costing, fixed manufacturing overhead is allocated to inventory, which
can defer some expenses to future periods, potentially increasing net income when
inventory levels rise. Under variable costing, all fixed manufacturing overhead is expensed
in the period incurred, leading to different net income figures, especially when inventory
levels change.

Why is understanding the difference between variable
and absorption costing important for managerial
decision-making at Haas?

Understanding the differences helps managers analyze cost behavior, assess profitability
accurately, make pricing decisions, control costs, and evaluate performance, ensuring
informed strategic choices.

What impact does production volume have on net
income under absorption costing compared to variable
costing?

Higher production volume increases inventory levels, which can lead to higher reported net
income under absorption costing due to fixed manufacturing overhead being deferred in

inventory. Under variable costing, net income remains unaffected by changes in production
volume since fixed overhead is expensed immediately.



In Problem 7-18 Haas, what are the key steps to
prepare the income statement using variable costing?

The key steps include calculating total variable costs (materials, labor, variable overhead),
determining the contribution margin by subtracting total variable costs from sales, and then
subtracting fixed costs to arrive at the net operating income under variable costing.

How can analyzing both variable and absorption costing
improve financial analysis for Haas?

Analyzing both methods provides insight into cost behavior, inventory valuation, and profit
reporting, enabling better management of production levels, pricing strategies, and
assessment of operational efficiency.

Additional Resources

Problem 7-18 Variable And Absorption Costing Unit Product Costs And Income Statements
[LO7-1, LO7-2] Haas is a quintessential example used in managerial accounting to illustrate
the critical differences between variable and absorption costing methods, and how these
differences influence the calculation of unit product costs and the presentation of income
statements. Understanding these concepts is fundamental for managers, accountants, and
business analysts who need to make informed decisions about product costing, pricing, and
profitability analysis. This guide provides an in-depth exploration of the problem, clarifies
key concepts, and offers a step-by-step approach to solving similar scenarios.

Introduction: The Significance of Costing Methods in Managerial Accounting

In managerial accounting, the way costs are allocated and reported can significantly
influence managerial decisions and financial analysis. The two primary costing
methods—variable costing and absorption costing—differ mainly in how they treat fixed
manufacturing overhead costs.

- Variable Costing (or direct costing) considers only variable manufacturing costs (direct
materials, direct labor, and variable manufacturing overhead) in product costs.

- Absorption Costing (or full costing) allocates both variable and fixed manufacturing
overhead costs to products.

The choice between these methods impacts not only unit product costs but also the
presentation of income statements, especially under different inventory levels. By
understanding the distinctions, managers can interpret financial data more accurately and
make better strategic decisions.

Core Concepts and Definitions



1. Unit Product Costs

- Variable Costing Unit Product Cost = Direct materials + Direct labor + Variable
manufacturing overhead

- Absorption Costing Unit Product Cost = Variable manufacturing costs + Fixed
manufacturing overhead allocated per unit

2. Income Statements

- Variable Costing Income Statement emphasizes the contribution margin, subtracting
variable expenses from sales, and then deducting fixed expenses.

- Absorption Costing Income Statement includes all manufacturing costs in the cost of
goods sold, affecting gross profit and net income.

3. Impact of Inventory Levels

- Under absorption costing, fixed manufacturing overhead costs are included in inventory,
which can shift expenses between periods depending on production and sales levels.

- Under variable costing, fixed manufacturing overhead is expensed in the period incurred,
providing a clearer view of the contribution margin.

Step-by-Step Approach to Solving Problem 7-18
Step 1: Gather Data

Typical data required include:

- Total units produced and sold

- Direct materials cost per unit

- Direct labor cost per unit

- Variable manufacturing overhead per unit
- Total fixed manufacturing overhead costs
- Fixed selling and administrative expenses
Step 2: Calculate Unit Product Costs
Variable Costing

Variable Unit Cost = Direct materials + Direct labor + Variable manufacturing overhead

Example:
If direct materials = $5, direct labor = $4, variable manufacturing overhead = $2, then:

Variable Unit Cost = $5 + $4 + $2 = $11
Absorption Costing

Absorption Unit Cost = Variable unit cost + Fixed manufacturing overhead per unit



Calculation of Fixed Manufacturing Overhead per Unit:
Total fixed manufacturing overhead =+ total units produced

For example, if total fixed overhead = $150,000 and units produced = 30,000:
Fixed overhead per unit = $150,000 + 30,000 = $5

Thus,
Absorption Unit Cost = $11 + $5 = $16

Step 3: Prepare Income Statements

Create two income statements—one using variable costing, the other using absorption
costing.

Variable Costing Income Statement

- Sales (units sold x selling price)

- Variable cost of goods sold (units sold x variable unit cost)

- Contribution margin (Sales - variable COGS)

- Fixed manufacturing overhead (total fixed overhead)

- Fixed selling and administrative expenses

- Net operating income (contribution margin - fixed expenses)

Absorption Costing Income Statement

- Sales

- Cost of goods sold (units sold x absorption unit cost)
- Gross profit (Sales - COGS)

- Selling and administrative expenses

- Net operating income

Step 4: Analyze the Impact of Inventory Changes

- If production exceeds sales, inventory increases, and profit under absorption costing may
be higher because fixed manufacturing overhead costs are deferred in inventory.

- If sales exceed production, inventory decreases, and profit under absorption costing may
be lower as fixed overhead costs are released from inventory.

Step 5: Interpret the Results

Compare net income under both methods and analyze what causes differences:

- Changes in inventory levels

- Fixed manufacturing overhead allocation
- Impact on managerial decision-making

Practical Example: Applying the Concepts



Suppose Haas Company provides the following data:

- Units produced: 10,000

- Units sold: 8,000

- Direct materials per unit: $6

- Direct labor per unit: $4

- Variable manufacturing overhead per unit: $3

- Total fixed manufacturing overhead: $60,000

- Selling price per unit: $20

- Fixed selling and administrative expenses: $20,000

Calculations:

1. Variable unit cost:
$6 + $4 + $3 = $13

2. Fixed manufacturing overhead per unit:
$60,000 =+ 10,000 units = $6

3. Absorption unit cost:
$13 + $6 = $19

4. Income statement (Variable Costing):

- Sales: 8,000 units x $20 = $160,000

- Variable COGS: 8,000 x $13 = $104,000

- Contribution margin: $160,000 - $104,000 = $56,000

- Fixed manufacturing overhead: $60,000

- Fixed S&A expenses: $20,000

- Net income: $56,000 - $60,000 - $20,000 = ($24,000) (Net loss)

5. Income statement (Absorption Costing):

- COGS: 8,000 x $19 = $152,000

- Gross profit: $160,000 - $152,000 = $8,000

- Fixed manufacturing overhead in COGS: $60,000

- Fixed S&A expenses: $20,000

- Net income: $8,000 - $20,000 = ($12,000) (Net loss)

Note: The net loss differs under the two methods, illustrating how inventory levels and
costing methods can influence reported income.

Critical Insights and Managerial Implications

- Costing Methods Affect Income Reporting: The choice between variable and absorption
costing can lead to different net income figures, especially when inventory levels fluctuate.
- Inventory Management Matters: Increasing inventory defers fixed overhead costs,
potentially inflating profits under absorption costing; decreasing inventory accelerates
expense recognition.



- Decision-Making Impact: Variable costing provides a clearer picture of the contribution
margin and is often preferred for internal decision-making, whereas absorption costing
aligns with external financial reporting.

Common Pitfalls and Considerations

- Misinterpreting net income differences without considering inventory changes.

- Overlooking fixed manufacturing overhead allocation when analyzing costs.

- Relying solely on absorption costing for internal decision-making, which can be misleading
if inventory levels are changing significantly.

Final Thoughts

Problem 7-18 Variable And Absorption Costing Unit Product Costs And Income Statements
[LO7-1, LO7-2] Haas encapsulates essential concepts in managerial accounting that equip
managers with the tools to analyze costs accurately and interpret financial results
meaningfully. Mastery of these principles enables better pricing strategies, cost control
measures, and profitability analysis. Whether preparing income statements or calculating
unit costs, understanding the nuanced differences between variable and absorption costing
is vital for sound managerial decision-making and effective financial reporting.

By systematically gathering data, performing precise calculations, and critically analyzing
the outcomes, managers can ensure they are making informed decisions that reflect the
true economic performance of their operations.
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