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Understanding the differences between absorption costing and variable costing is fundamental in
managerial accounting, especially when analyzing income statements. Exercise 19-3 (Algo) offers
valuable insights into how these two methods impact the reported net income, cost allocation, and
decision-making processes. This comprehensive guide aims to elucidate the concepts, computations,
and implications associated with preparing income statements under both absorption and variable
costing methods, using the specified exercise as a reference point.

Introduction to Absorption Costing and Variable
Costing

Before diving into the specifics of Exercise 19-3 (Algo), it is essential to understand the foundational
differences between absorption costing and variable costing.

Absorption Costing
- Also known as full costing.
- Allocates all manufacturing costs to products, including:
- Direct materials
- Direct labor
- Variable manufacturing overhead
- Fixed manufacturing overhead
- Cost per unit includes both variable and fixed manufacturing costs.
- Required by generally accepted accounting principles (GAAP) for external reporting.

Variable Costing
- Also called contribution margin costing.
- Only considers variable manufacturing costs in product costs.
- Direct materials
- Direct labor
- Variable manufacturing overhead
- Fixed manufacturing overhead is treated as a period expense and deducted entirely in the period
incurred.
- Useful for internal decision-making, such as cost-volume-profit analysis.



Key Differences and Their Implications

Understanding the impact of these costing methods on income statements involves recognizing the
following differences:

Cost Allocation: Absorption costing assigns fixed manufacturing overhead to units produced,1.
whereas variable costing expenses fixed overhead in the period.

Income Variability: Under absorption costing, net income can fluctuate with changes in2.
production levels, even if sales remain constant. Under variable costing, net income is directly
related to sales volume.

Decision-Making: Variable costing provides clearer insights into the contribution margin and3.
variable costs, aiding short-term decisions. Absorption costing aligns with external financial
reporting requirements.

Exercise 19-3 (Algo): Scenario and Data

The exercise typically provides specific data related to production, sales, costs, and inventory levels.
For a comprehensive understanding, assume the following hypothetical data aligned with the
exercise:

Units produced: 10,000 units

Units sold: 8,000 units

Sales price per unit: $50

Variable manufacturing cost per unit: $30

Fixed manufacturing overhead: $200,000

Variable selling and administrative expenses per unit: $5

Fixed selling and administrative expenses: $50,000

Beginning inventory units: 2,000 units (with associated costs)

Note: The actual exercise data may vary, but these figures serve as an illustrative basis for the
calculations.



Preparing Income Statements Under Both Methods

The core of Exercise 19-3 (Algo) involves preparing and comparing income statements under
absorption and variable costing using the provided data.

Step 1: Calculate Unit Costs

- Variable Cost per Unit:
- Direct materials: $30
- Variable manufacturing overhead: (assumed part of total variable cost; e.g., $10)
- Total variable manufacturing cost per unit: $40

- Absorption Cost per Unit:
- Variable manufacturing cost: $40
- Plus fixed manufacturing overhead per unit:
- Fixed overhead per unit = Total fixed overhead / Units produced
- $200,000 / 10,000 units = $20
- Total absorption cost per unit: $60

Step 2: Compute Cost of Goods Sold (COGS)

- Under Absorption Costing:
- COGS = Units sold × Absorption cost per unit
- COGS = 8,000 × $60 = $480,000

- Under Variable Costing:
- COGS = Units sold × Variable cost per unit
- COGS = 8,000 × $40 = $320,000

Step 3: Determine Gross Profit / Contribution Margin

- Sales Revenue:
- 8,000 units × $50 = $400,000

- Gross Profit (Absorption Costing):
- Sales Revenue – COGS
- $400,000 – $480,000 = -$80,000 (a loss)

- Contribution Margin (Variable Costing):
- Sales Revenue – Variable COGS – Variable Selling/Admin Expenses
- Variable selling and admin expenses:
- 8,000 × $5 = $40,000
- Variable expenses:
- COGS: $320,000



- Selling/Admin: $40,000
- Contribution Margin:
- $400,000 – $320,000 – $40,000 = $40,000

Step 4: Deduct Fixed Expenses

- Under Absorption Costing:
- Gross profit minus fixed manufacturing overhead and fixed selling/admin expenses
- Gross profit: –$80,000
- Fixed manufacturing overhead: $200,000
- Fixed selling/admin expenses: $50,000
- Total fixed expenses: $250,000
- Net Income:
- –$80,000 – $250,000 = –$330,000

- Under Variable Costing:
- Contribution margin minus fixed expenses
- Contribution margin: $40,000
- Fixed manufacturing overhead: $200,000
- Fixed selling/admin expenses: $50,000
- Total fixed expenses: $250,000
- Net Income:
- $40,000 – $250,000 = –$210,000

Analysis and Interpretation of Results

The stark difference in net income figures illustrates the influence of costing methods on financial
analysis. Several key points emerge:

Impact of Inventory Levels: The difference between net incomes under the two methods is1.
primarily due to how fixed manufacturing overhead is allocated. When production exceeds
sales (as in this example), absorption costing defers some fixed costs in inventory, resulting in
higher reported income. Conversely, if sales exceed production, absorption costing recognizes
more fixed costs in COGS, reducing net income.

Income Fluctuations: Variable costing reveals the pure contribution margin and is2.
unaffected by inventory changes, making it more suitable for internal decision-making,
especially in assessing profit contributions from different products or segments.

External Reporting vs. Internal Analysis: External financial statements typically follow3.
absorption costing, while managers often prefer variable costing for operational decisions and
performance evaluation.



Implications for Managers and Accountants

Understanding the nuances of income statement preparation under both methods impacts strategic
planning, cost control, and performance evaluation.

Strategic Decision-Making
- Variable costing assists in identifying the contribution margin and assessing the effect of sales
volume changes.
- Absorption costing provides a comprehensive view aligned with external reporting requirements.

Cost Control and Pricing Strategies
- Recognizing fixed costs as period expenses helps managers focus on variable costs that directly
influence profitability.
- Pricing decisions can be better informed by analyzing contribution margins.

Performance Evaluation
- Variable costing allows for more consistent performance measurement over periods with
fluctuating inventory levels.
- Absorption costing can sometimes distort profitability metrics due to fixed cost allocations.

Conclusion

Exercise 19-3 (Algo) underscores the importance of understanding different costing methods and
their effects on income statements. While absorption costing aligns with external reporting
standards, variable costing offers clearer insights into the incremental profitability of products,
making it invaluable for managerial decision-making. Accurately preparing and interpreting income
statements under both methods enables managers to make informed decisions, optimize resource
allocation, and enhance overall financial performance.

By mastering these concepts and calculations, accountants and managers can better analyze
operational results, plan strategically, and communicate financial performance effectively to
stakeholders.

Frequently Asked Questions

What is the main difference between absorption costing and
variable costing in income statements?
Absorption costing includes all manufacturing costs (both fixed and variable) in product costs, while



variable costing includes only variable manufacturing costs, treating fixed manufacturing overhead
as a period expense.

Why does the net income usually differ between absorption
and variable costing methods?
Net income differs because fixed manufacturing overhead is deferred in inventory under absorption
costing when production exceeds sales, and recognized immediately under variable costing, leading
to variations in reported profit.

How does Exercise 19-3 (Algo) help in understanding the
impact of production volume on net income?
It demonstrates how changes in production and sales volume affect the allocation of fixed
manufacturing overhead and, consequently, the net income under both costing methods.

What are the key steps involved in preparing an income
statement under absorption costing in Exercise 19-3?
The steps include calculating total manufacturing costs (including fixed and variable costs),
assigning costs to units produced, determining cost of goods sold, and then computing gross profit
and net income with all costs included.

In Exercise 19-3 (Algo), how is the fixed manufacturing
overhead allocated differently in absorption and variable
costing?
Under absorption costing, fixed manufacturing overhead is allocated to each unit and included in
inventory costs, whereas in variable costing, it is expensed immediately as a period cost.

What is the significance of analyzing income statements under
both absorption and variable costing as shown in Exercise
19-3?
Analyzing both methods helps managers understand how production levels impact profitability,
inventory valuation, and financial reporting, aiding better decision-making.

Can income fluctuate between absorption and variable costing
if production exceeds sales? Why?
Yes, because fixed manufacturing overhead costs are deferred in inventory under absorption costing
when production exceeds sales, causing net income to be higher compared to variable costing,
where such costs are expensed immediately.



What are common scenarios where Exercise 19-3 (Algo)
demonstrates the importance of costing methods in
managerial decisions?
It illustrates scenarios like inventory buildup, production cutbacks, or expansion, where
understanding the effects of costing methods on income helps managers make informed decisions
about production levels and pricing.

Additional Resources
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---

Introduction

In the realm of managerial accounting, understanding the nuances between different costing
methods is crucial for accurate financial analysis and decision-making. Among these, absorption
costing and variable costing stand as two fundamental approaches to calculating and presenting
income statements. Exercise 19-3 (Algo), often encountered in advanced accounting coursework and
professional scenarios, exemplifies the complexities involved in preparing income statements under
these two methods. This comprehensive article aims to explore the intricacies of this exercise,
shedding light on the theoretical underpinnings, practical applications, and the investigative process
involved in resolving discrepancies or analyzing profitability under both costing systems.

---

The Significance of Costing Methods in Financial Analysis

Before delving into the detailed exercise, it is essential to recognize why the distinction between
absorption and variable costing matters:

- Absorption Costing: Also known as full costing, this method allocates all manufacturing costs—both
fixed and variable—to the cost of goods sold (COGS) and ending inventory. It complies with
generally accepted accounting principles (GAAP) and is used for external financial reporting.

- Variable Costing: Sometimes called direct costing, this method considers only variable
manufacturing costs as inventoriable costs. Fixed manufacturing overheads are treated as period
expenses and are expensed in the period incurred. Variable costing provides clearer insights into
contribution margins and is often favored for internal decision-making.

Understanding these differences is pivotal for analyzing profit variations, assessing operational
efficiency, and making strategic decisions such as pricing, budgeting, and product line evaluation.

---

Deep Dive Into Exercise 19-3 (Algo): The Scenario



At the core of this exercise lies a hypothetical manufacturing company that produces a single
product. The company’s management seeks to understand how different costing methods affect
reported income and, consequently, strategic decisions. Typically, the exercise presents:

- Data on production and sales volume
- Costs incurred (fixed and variable)
- Inventory levels at beginning and end of period
- Income statements prepared under both costing methods

The challenge for analysts and students is to reconstruct and interpret these income statements,
identify sources of discrepancies, and comprehend the impact of inventory changes.

---

Theoretical Foundations of Income Statement Preparation

Absorption Costing Income Statement

The structure generally follows:

- Sales Revenue
- Cost of Goods Sold (including fixed and variable manufacturing costs)
- Gross Profit
- Selling and Administrative Expenses
- Operating Income

The key point is that fixed manufacturing overheads are included in inventory costs, meaning that
inventory changes directly influence gross profit.

Variable Costing Income Statement

This version emphasizes:

- Sales Revenue
- Variable Cost of Goods Sold (only variable manufacturing costs)
- Contribution Margin
- Fixed Manufacturing Overhead (expensed in full)
- Fixed Administrative Expenses
- Net Operating Income

Here, inventory changes do not affect gross profit since fixed manufacturing costs are period costs.

---

Step-by-Step Approach to the Exercise

1. Data Collection and Organization

Begin by collating all relevant data:

- Units produced and units sold



- Variable manufacturing cost per unit
- Total fixed manufacturing overhead
- Variable selling and administrative expenses
- Total fixed selling and administrative expenses
- Beginning and ending inventories

2. Calculating Per-Unit Costs

- Variable manufacturing cost per unit (given or derived)
- Fixed manufacturing overhead per unit, based on total fixed costs and units produced

3. Computing Cost of Goods Sold (COGS)

- Under absorption costing: Include both variable and fixed manufacturing costs allocated to units
sold
- Under variable costing: Include only variable manufacturing costs

4. Preparing Income Statements

Construct both statements using the respective formulas, ensuring clarity on the treatment of fixed
costs and inventory levels.

5. Analyzing Inventory Impact

Compare how inventory changes influence net income under each method. For instance:

- An increase in inventory results in higher net income under absorption costing (due to fixed
overhead deferred in inventory)
- A decrease in inventory results in lower net income under absorption costing compared to variable
costing

---

Investigative Insights and Common Challenges

Discrepancies Between the Two Methods

A typical finding in Exercise 19-3 (Algo) is that net income under absorption costing differs from that
under variable costing by an amount related to fixed manufacturing overhead deferred or released
from inventory. The formula often used:

Difference in net income = (Fixed manufacturing overhead per unit) × (Change in inventory units)

Troubleshooting and Validation

- Verify unit costs and overhead allocations
- Check inventory levels to determine whether fixed overhead has been deferred or released
- Ensure consistency in data definitions and calculations

Practical Implications



Understanding these differences is vital for:

- Internal decision-making: Variable costing highlights contribution margins and cost control
- External reporting: Absorption costing aligns with GAAP and tax regulations
- Performance evaluation: Recognizing how inventory levels affect profit reporting

---

Advanced Considerations and Strategic Recommendations

Break-Even and Profit Planning

Costing methods influence break-even analysis:

- Variable costing provides a clearer picture of contribution margin per unit
- Absorption costing can obscure true variable cost behavior due to fixed overhead allocation

Impacts on Managerial Incentives

Managers might manipulate inventory levels to report higher profits under absorption costing,
leading to potential managerial distortion. Awareness of this incentive is crucial for auditors and
stakeholders.

Integration with Cost-Volume-Profit (CVP) Analysis

Variable costing is often preferred for CVP analysis because it directly links costs to activity levels,
enabling more precise profit forecasting.

---

Concluding Reflections

Required Information Exercise 19-3 (Algo) underscores the importance of a thorough, investigative
approach to understanding income statement differences under absorption and variable costing
methods. By meticulously analyzing data, verifying calculations, and interpreting inventory impacts,
accountants and analysts can derive meaningful insights that inform strategic decisions, ensure
compliance, and promote transparency.

The exercise also exemplifies the broader principle that accounting methods are not merely
technical choices but strategic tools that shape perception, behavior, and outcomes within an
organization. Mastery of these concepts empowers stakeholders to make informed, ethical, and
effective managerial decisions.

In sum, the detailed exploration of this exercise illuminates the critical nature of costing methods in
financial analysis and reinforces the importance of rigorous investigative procedures in accounting
practice.
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