


CHAPTER 3

                                 VARIABLE COSTING V/S ABSORPTION COSTING

CHAPTER INDEX
CONCEPT
THEORETICAL QUESTIONS 

3.1 CONCEPT 
There are two important approaches of determination of profit under Cost According.  The first is Variable costing or Marginal costing or Direct costing. Under this approach, fixed overheads are treated as period costs. Fixed overheads are not absorbed or recovered. Their actual amount is debited to P& L A/c. Fixed overheads do not constitute part of stock value, i.e., inventories are valued at variable cost. The second approach is referred as Absorption costing; under this approach, fixed overheads are treated as product cost. Fixed overheads are absorbed on the basis of predetermined recovery rates. Such rates are determined on the basis of “Budgeted Overheads” and “normal capacity”. By normal capacity we mean normal production in case of factory and administration overheads and it means normal sales in case of selling overheads. P & L A/c is effectively debited with the amount of fixed overheads attributable to units sold, besides that it is debited with under-recovery or credited with over-recovery if any. Under this approach, stock values are inclusive of fixed factory and administration overheads.

	
	VARIABLE COSTING
	ABSORPTION COSTING

	Fixed overheads (FOs)
	FOs are treated as period cost. Actual amount of FOs is charged to P& L A/c.
	FOs are treated as product cost. P & L A/c is effectively debited with the amount of FOs attributable to units sold.

	Inventory valuation 
	Inventory is valued at variable cost. Inventory value = Prime cost + variable production overheads + variable administrative overheads.  
	Inventory is valued at total cost of production including both fixed and variable manufacturing and administrative overheads.

	Pricing 
	Not Appropriate for regular pricing 
	Appropriate for regular pricing.

	Decision making 
	Appropriate 
	Not appropriate 

	Relationship of profit with sales 
	Establishes relatioship between sales and profit 
	Does not establish  relatioship between sales and profit



Examples (A)

Budget
	Output
	Fixed production overheads
	Unit variable Cost

	10,000 units
	Rs. 20,000
	Rs. 10.



Actual 
	Output
	Sales
	Selling price per student

	10,000 units
	9,000 units
	Rs.20



Determine profit under both the approaches.

Answer
Variable costing Approach
Fixed Production Overheads Account
	GLA  Account
	20,000
	Cost P. & L. A/c
	20,000



                                                                         WIP A/c
	Variable cost A/c
(10000 units @ Rs.10)
	
1,00,000
	Finished  stock A/c
	
1,00,000



Finished Stock A/c
	WIP A/c
	1,00,000
	Cost of sales
(9000 units @ Rs.10)
	
90,000

	
	
	C/d (1,000 units @ Rs.10)
	10,000

	Total 
	1,00,000
	Total 
	1,00,000



Costing P & L A/c
	Cost of Sales Account
	90,000
	Sales A/c
(9000 units @ Rs.20)
	
1,80,000

	Fixed Production Overheads account 
	
20,000
	
	

	GLA  A/c  (Net Profit)
	70,000
	
	

	Total 
	1,80,000
	Total 
	1,80,000



Absorption Costing Approach
Fixed Production Overheads A/c
	GLA A/c
(Fixed production overheads 
incurred)
	


20,000
	WIP A/c (fixed production overheads recovered)
(10,000 units @ recovery rate of Rs.2 each) 
	


20,000


WIP A/c
	Variable Cost A/c
(10,000 units @ Rs.10)
	   
1,00,000
	Finished Stock A/c
	1,20,000

	Fixed Production Overheads A/c (fixed production overheads recovered)  (10,000 units @ rate of Rs.2 each)
	



20,000
	
	

	Total 
	1,20,000
	Total 
	1,20,000



Finished Stock A/c
	WIP A/c
	1,20,000
	Cost of Sales
(9000 units @ Rs.12)
	1,08,000

	
	
	C/d
(Closing stock of 1000 units @ Rs.12)
	12,000

	Total 
	1,20,000
	Total 
	1,20,000



Costing P & L A/c
	Cost of Sales A/c
(9000 units @ Rs.12)
	
1,08,000
	Sales A/c
(9000 units @ Rs.20)
	1,80,000

	GLA A/c  (Net Profit)
	72,000
	
	

	Total 
	1,80,000
	Total 
	1,80,000


	
Under absorption costing approach P & L Account has been debited with Rs. 1,08,000 (i.e.,9000 units @ Rs.12 per unit). This includes fixed production overheads of Rs.18,000 (i.e. 9000 units @ Rs.2). It means P & L Account has been debited with amount of fixed production overheads attributable to units sold. Remaining amount of fixed overheads is included in stock value. There is no under / over recovery as amount spent in Rs. 20000 and amount recovered is also Rs. 20000 (unit produced 10000, recovery rate of Rs. 2 per unit.)

Examples (B)

Budget
	Output
	Fixed production overheads
	Unit variable Cost

	10,000 units
	Rs. 20,000
	Rs. 10.



Actual 
	Output
	Sales
	Selling price per student

	10,000 units
	10,500 units
	Rs.20


Opening stock : 1,000 units
Determine profit under both the approaches.

Variable Costing Approach
Fixed Production Overheads Account
	GLA  Account
	20,000
	Cost P. & L. A/c
	20,000



WIP A/c
	Variable cost A/c
(10000 units @ Rs.10)
	
1,00,000
	Finished  stock A/c
	
1,00,000



Finished Stock A/c
	To Balance b/d
(Opening stock 1000 units @ Rs.10)
	

10,000
	Cost of sales A/c
(cost of sales of 10,500 units @ Rs.10)
	1,05,000

	To WIP A/c (Variable
Cost of 10,000 units produced @ Rs.10)
	

1,00,000
	C/d                                (Closing stock 500 units @ Rs.10)
	5,000

	Total 
	1,10,000
	
	1,10,000



Costing P & L A/c
	Cost of sales A/c
(Variable cost of sales of 10,500 units @ Rs.10)
	

1,05,000
	Sales A/c                   (sales of 10,500 units @ Rs.20)
	

2,10,000

	Fixed Production Overhead A/c (Actual amount incurred transferred to P & L A/c)
	


20,000
	
	

	GLA  A/c  (Net Profit)
	85,000
	
	

	Total 
	2,10,000
	Total 
	2,10,000




Absorption Costing Approach
Fixed Production Overheads A/c
	GLA A/c
(Fixed production overheads 
incurred)
	


20,000
	WIP A/c (fixed production overheads recovered)
(10,000 units @ recovery rate of Rs.2 each) 
	


20,000



WIP A/c
	Variable Cost A/c
(10,000 units @ Rs.10)
	   
1,00,000
	Finished Stock A/c
	1,20,000

	Fixed Production Overheads A/c (fixed production overheads recovered)  (10,000 units @ rate of Rs.2 each)
	



20,000
	
	

	Total 
	1,20,000
	Total 
	1,20,000



Finished Stock Account
	To Balance b/d
(Opening stock 1000 units @ Rs.12)
	

12,000
	Cost of Sales A/c (cost of sales of 10,500 units @ Rs.12)
	

1,26,000

	To WIP A/c 
(Cost of 10,000 units produced @ Rs.12)
	

1,20,000
	C/d
(500 units @ Rs.12)
	
6,000

	Total 
	1,32,000
	Total 
	1,32,000



Costing P & L A/c
	Cost of Sales Account                         (cost of sales of 10,500 units @ Rs.12)
	

1,26,000
	Sales A/c                           (sales of 10,500 units @ Rs.20)
	

2,10,000

	GLA  A/c  (Net Profit)
	84,000
	
	

	Total 
	2,10,000
	Total 
	2,10,000



Under absorption costing approach, P & L A/c has been debited with Rs. 1,26,000 (i.e. 10500 units @Rs.12) which includes fixed production overhead element of Rs. 21000 ( i.e. 10500 units @ Rs.2. It means P & L Account has been debited with amount of overhead attributable to units sold. Amount recovered is only Rs. 20000 (i.e. 10000x2). Difference of Rs. 1000 (P & L debited with 21,000 and recovered Rs. 20,000) is on account of difference in amount of overhead included in opening and closing stock. Opening stock has fixed overhead of Rs. 2000 (i.e. 1000x2) and closing stock has fixed overhead of Rs. 1000 (500x2). There is no under/ over recovery as amount spent is Rs. 20000 and amount recovered is also Rs.20000 (Units produced 10000, recovery rate of Rs. 2 per unit.)

Examples (C)

Budget
	Output
	Fixed production overheads
	Unit variable Cost

	10,000 units
	Rs. 20,000
	Rs. 10.



Actual 
	Output
	Sales
	Selling price per student

	11,000 units
	9,500 units
	Rs.20



Opening stock : 1,000 units

Determine profit under both the approaches.

Variable Costing Approach
Fixed Production Overheads Account
	GLA  Account
	20,000
	Cost P. & L. A/c
	20,000



WIP A/c
	Variable cost A/c
(11000 units @ Rs.10)
	
1,10,000
	Finished  stock A/c
	
1,10,000



Finished Stock A/c
	To Balance b/d
(Opening stock 1000 units @ Rs.10)
	

10,000
	Cost of sales A/c
(cost of sales of 9,500 units @ Rs.10)
	95,000

	To WIP A/c (Variable
Cost of 11,000 units produced @ Rs.10)
	

1,10,000
	C/d                                (Closing stock 2,500 units @ Rs.10)
	25,000

	Total 
	1,20,000
	
	1,20,000



Costing P & L A/c
	Cost of sales A/c
(Variable cost of sales of 9,500 units @ Rs.10)
	

95,000
	Sales A/c                   (sales of 9,500 units @ Rs.20)
	

1,90,000

	Fixed Production Overhead A/c (Actual amount incurred transferred to P & L A/c)
	


20,000
	
	

	GLA  A/c  (Net Profit)
	75,000
	
	

	Total 
	1,90,000
	Total 
	1,90,000




Absorption Costing Approach
Fixed Production Overheads A/c
	GLA A/c
(Fixed production overheads incurred)
	

20,000
	WIP A/c (fixed production overheads recovered)
(11,000 units @ recovery rate of Rs.2 each) 
	


22,000

	Costing P & L A/c
(Over recovery)
	
2,000
	
	

	Total 
	22,000
	Total 
	22,000



WIP A/c
	Variable Cost A/c
(11,000 units @ Rs.10)
	   
1,10,000
	Finished Stock A/c
(11,000 units @ Rs12)
	1,32,000

	Fixed Production Overheads A/c (fixed production overheads recovered)  (11,000 units @ rate of Rs.2 each)
	



22,000
	
	

	Total 
	1,32,000
	Total 
	1,32,000



Finished Stock Account
	To Balance b/d
(Opening stock 1000 units @ Rs.12)
	

12,000
	Cost of Sales A/c (cost of sales of 9,500 units @ Rs.12)
	
1,14,000


	To WIP A/c 
(Cost of 11,000 units produced @ Rs.12)
	

1,32,000
	C/d
(2500 units @ Rs.12)
	
30,000

	Total 
	1,44,000
	Total 
	1,44,000



Costing P & L A/c
	Cost of Sales Account                         (cost of sales of 9,500 units @ Rs.12)
	

1,14,000
	Sales A/c                           (sales of 9,500 units @ Rs.20)
	

1,90,000

	GLA  A/c  (Net Profit)
	78,000
	Fixed Production Overheads A/c           (Over recovery)
	

2,000

	Total 
	1,92,000
	Total 
	1,92,000



Under absorption costing approach, P & L A/c has been debited with Rs. 114000 (i.e.9500x12) which has fixed Production overhead element of Rs. 19000 (i.e. 9500x2). It means P & L has been debited with the amount of fixed overheads attributable to units sold. Amount recovered is Rs. 22000 (11000 units produced, recovery rate Rs. 2 per unit). 

Difference of Rs.3000 (P & L A/c debited with Rs. 19000 and recovered Rs. 22000) is one account of difference in amount of overhead included in opening and closing stock. Opening stock has fixed overhead of Rs.2000 i.e.1000 units @Rs.2) and closing stock has fixed overhead of Rs. 5000 (I.e. 2500 Units @ Rs.2).  

As amount incurred is Rs. 20000 and amount absorbed is Rs. 22000 (2x 1100) there is over-recovery of Rs. 2000 which has been credited to P & L A/c.

Q. No. 3.1 X Limited commenced business on 1st March making one product only, the standard cost of which is as follows: (Rs.)
	Direct labour
	5

	Direct material
	8

	Variable production overhead
	2

	Fixed production overhead
	5

	Total 
	20



The fixed production overhead figure has been calculated on the basis of budgeted normal output of 36,000 units per annum.

You are to assume that all the budged fixed expenses are incurred evenly over the years.   March and April are to be taken as equal period months.

Selling, distribution and administration expenses are:
	Fixed
	Rs.1,20,000 per annum

	Variable
	15 per cent of the sales value



The selling price per unit is Rs.35 and the number of units produced and sold were:
	
	March
	April

	Production
	2,000
	3,200

	Sales
	1,500
	3,000



(a) Prepare profit statements for each of the months of March and April using:
(i) Marginal costing
(ii)  Absorption costing.
(b) Present a reconciliation of the profit and loss figures in your answer to (a) (i) and (a) (ii).

Answer
Working notes
(i) Variable production cost per unit  5+8+2 = 15
(ii) Total  production cost per unit  5+8+2 +5= 20
(iii) Fixed production cost per annum  = 36000x5 = 1,80,000
(iv) Fixed selling cost per unit ( recovery rate) = 1,20,000/36,000 = 3.33333

Main Answer
Statement showing Profit for each of the two months March and April under variable costing approach
	
	March
	April

	Sales (A)
	52,500
(1500x35)
	1,05,000
(3000x35)

	Variable cost of goods sold:
Opening Stock (valued @ Rs.15)
 + Variable production cost of  units produced @Rs.15 

- Closing Stock (valued @ Rs.15)

Variable Cost of goods sold

Variable selling cost (15% of sales amount)
Total variable cost of sales (B)
	
nil
30,000
(2000x15)
-7500

22,500

7,875
30,375
	
7,500
48,000
(3200x15)
-10,500

45,000

15,750
60,750

	Contribution (C)      
	22,125
	44,250

	Fixed costs:
Production 
Selling 
Total (D)
	
15,000
10,000
25,000
	
15,000
10,000
25,000

	Profit /(Loss)(C-D)
	(2,875)
	19,250



Statement showing Profit for each of the two months March and April under absorption costing approach
	
	March
	April

	Sales (A)
	52,500
(1500x35)
	1,05,000
(3000x35)

	Cost of goods sales:
Opening Stock (@Rs.20)
Production cost units produced @Rs.20

-Closing stock ( valued @ Rs.20)

Cost of goods sold 

Variable selling cost (15% of sales amount)
Fixed selling cost (@Rs.3.33333 per unit sold)
Total cost of goods sales (B)
	
nil
+40,000
(2000x20)
-10,000

30,000

7,875
5,000
42,875
	
10,000
_64,000
(3200x20)
-14,000

60,000

15,750
10,000
85,750

	  Profit (Before adjustment of under/over recovery of fixed overheads)
	9,625
	19,250

	Under recovery of production overheads
Over recovery of production overheads
Under recovery of selling overheads 
	-5,000

-5,000
	---
+1,000


	Profit /(Loss)
	(375)
	20,250




Reconciliation of profit under variable costing approach to that under absorption costing approach ( March)
	
	+
	-

	Profit/Loss under variable costing approach
	
	2,875

	+ Higher value of closing stock under absorption costing approach
	2,500
(500 units @ Rs.5)
	

	Profit/Loss under absorption costing approach 
	
	375




Reconciliation of profit under variable costing approach to that under absorption costing approach (April)
	
	+
	-

	Profit/Loss under variable costing approach
	19,250
	

	+ Higher value of Closing stock under absorption costing approach (700 units @ Rs.5)
- Higher value of Opening stock under absorption costing approach (500 units @ Rs.5)
	
3,500

	


2,500

	Total 
	22,750
	2,500

	Profit/Loss under absorption costing approach
	20,250
	



Q. No. 3.2 Wonders Ltd., manufacturing a single product, ZEST, the following figures related to ZEST for a one-year period.
	Activity Level
	50%
	100%

	Sales and production (units)
	400
	800

	
	Rs. Lakhs

	Sales
	8.00
	16.00

	Production costs:
Variable
Fixed
	
3.20
1.60
	
6.40
1.60

	Selling and administration Costs
Variable 
Fixed
	
1.60
2.40
	
3.20
2.40



The normal level of activity for the year is 800 units. Fixed costs are incurred evenly throughout the year, and actual fixed costs are the same as budgeted. There was no stock of ZEST at the beginning of the year.

In the first quarter, 220 units were produced and 160 units were sold.

(a) What would be fixed production costs absorbed by ZEST if absorption costing is used?
(b) What would be the under/ over-recovery of production overheads during the period?
(c) What would be the profit using marginal costing?
(d) What would be the profit using absorption costing?
(e) Why is there a difference between the answer to (c) and (d)?(CA Final Nov.1986)

Answer 
Working notes:
	Fixed Production overhead recovery rate ( Per unit) 
                                                         = Budgeted fixed overheads/Budgeted production
                                                         = 1,60,000/800  = Rs.200 per unit

	Fixed selling and administrative overhead recovery rate ( Per unit) 
                                                         = Budgeted fixed overheads/Budgeted production
                                                         = 2,40,000/800  = Rs.300 per unit

	Variable Production cost ( Per unit) 
                                                         = Budgeted production variable  cost/Budgeted production
                                                         = 3,20,000/400  = Rs.800 per unit

	Variable Selling and administration cost ( Per unit) 
                                                         = Budgeted S and A variable  cost/Budgeted production
                                                         = 1,60,000/400  = Rs.400 per unit

	Selling Price = Sales Amount/Sales Quantity = Rs.8,00,000/400 = Rs.2,000



Inventory valuation: 
Under variable costing approach, the stock of finished units is valued at variable production cost, i.e., Rs.800 per unit. 
Under absorption costing approach, the stock of finished units is valued at total production cost, i.e., variable Rs.800 per unit.  + fixed Rs.200 per unit = Rs.1,000 per unit.

Selling overheads are never part of stock value.

Value of stock under variable costing approach = 60 units @ Rs.800 per unit = Rs.48,000  
Value of stock under absorption costing approach = 60 units @ Rs.1000/unit =Rs.60,000  

Fixed Selling and administration overheads incurred = 2,40,000x3/12 = 60,000
Fixed Selling and administration overheads recovered = 160 units @ Rs.300 = Rs.48,000
Under recovery of Fixed Selling and administration overheads = Rs.12,000

Main Answer
	(a) Fixed production costs absorbed 
                               = Fixed Production overhead recovery rate (Per unit) x actual production
                                = Rs,200 x 220 = Rs,44,000

	(b)  Fixed production costs incurred in first quarter = 1,60,000x3/12 = Rs.40,000
Fixed production costs recovered in first quarter  = Rs.44,000
Over recovery of fixed production overheads  = 44,000 – 40,000 =  Rs.4000



(c) Statement showing Profit for the first quarter under variable costing approach 
	
	Amount

	Sales  (160 units @ Rs.2,000) (A)
	3,20,000

	Variable cost of sales (B)
Opening Stock                                                                                     Nil 
+ Variable cost of units produced                                        +1,76,000
-  Closing stock (Valued @ Rs.800)                                     -     48,000

V. Cost of production of  units sold                                         1,28,000
Variable selling overheads (@ Rs.400 per unit sold)           64,000
	





1,92,000

	Contribution (C)        (A- B)
	1,28,000

	Fixed production overheads 
Fixed selling and administrative overheads
Total fixed cost (D)
	40,000
  60,000
1,00,000

	Profit (C – D) 
	   28,000



(d) Statement showing Profit for the first quarter under absorption costing approach 
	
	Amount

	Sales  (160 units @ Rs.2,000) (A)
	3,20,000

	Cost of Goods sold:
Opening Stock :                                                                                                              Nil 
Variable Production Cost of goods produced (220 units @ Rs.800)      1,76,000
Fixed Production Cost of goods produced (220 units @ Rs.200)               44,000
                                                                                                                                      2,20,000
Closing stock (60 units @ Rs.1000)                                                                   - 60,000 
Variable selling and administrative Cost of goods sold (160 units @ Rs.400)
Fixed  selling and administrative Cost of goods sold (160 units @ Rs.300)
Total cost of goods sold(B)
	




1,60,000
  64,000
  48,000
2,72,000

	Profit (Before adjustment of under/over recovery of fixed overheads)
	48,000

	+Over recovery of fixed production overheads
	  +4,000

	- Under recovery of fixed selling and administrative overheads
	-12,000

	Profit as per absorption costing
	40,000



Reconciliation of profit under variable costing approach to that under absorption costing approach
	
	+
	-

	Profit under variable costing approach
	28,000
	

	+ Higher value of Closing stock under absorption costing approach
	12,000
	

	Profit under absorption costing approach 
	40,000
	



Q. No. 3.3 Mr. Raghvan is quite displeased and frustrated as despite his and his staff’s best efforts, although the sales are increasing; the profits are declining over the last three years. He supplies you with the following information and asks your help to clear the picture.

	
	(Rs. ‘000’)

	
	2001-02
	2002-03
	2003-04

	Sales( Rs. 20 per unit)
	1,000
	1,100
	1,200

	Cost of production
Variable 
Fixed (Applied)
Total cost of production
	
	
	

	
	260
390
650
	240
360
600
	160
240
400

	Add Opening inventory 
	50
	200
	250

	
	700
	800
	650

	Less Closing inventory 
	(-)200
	(-)250
	(-)50

	Cost of goods sold ( before adjustment of under/over recovery of Fixed production overheads)
	500
	550
	600

	
	
	
	

	Adjustment for under recovery /over recovery of fixed production overheads 
	(-) 30
	---
	(+)120

	Actual cost of goods sold
	470
	550
	720

	Gross Profit
	530
	550
	480

	Less: Selling expenses
	490
	530
	570

	Profit/Loss
	(+)40
	(+)20
	(-)90



Actual production for the last three years were 65000, 60,000 and 40,000 units respectively. 5,000 units were in stock at the beginning of 2,001-2,002. Fixed manufacturing overheads are applied to production based on planned activity of 60,000 units every year.   (CA Final May 1994)

Answer
Working notes:
(i) Variable Production Cost per unit  = 260000/65000 = 4
(ii) Variable Production Cost per unit  = 240000/60,000 = 4
(iii) Variable Production Cost per unit  = 160000/40,000 = 4

	
	2001-02
	2002-03
	2003-04

	Sale units
	Rs.1000thousands/Rs.20
= 50,000 units
	Rs.1100thousands/Rs.20
= 55,000 units
	Rs.1200thousands/Rs.20
= 60,000 units



Sales 50000 units : Selling Overheads Rs.4,90,000
Sales 55000 units: Selling Overheads Rs.5,30,000
Sales 60000 units: Selling Overheads Rs.5,70,000
Variable selling overheads for 5000 units = Rs.40,000
Variable selling overheads per unit = Rs.8
Fixed selling overheads(2001 – 2002) = total Selling overheads – variable selling overheads  
                                                                          = 490000 – 4,00,000 = 90,000

Main Answer
The given Profit and Loss Statement has been prepared under absorption costing. Under this approach, profit does not vary with the sales. It is the variable costing approach under which profit vary with sales.

Statement showing  Profit for each of three years under variable costing approach
	
	(Rs. ‘000’)

	
	2001-02
	2002-03
	2003-04

	Sales( Rs. 20 per unit) (A)
	1,000
	1,100
	1,200

	Variable cost of sales(@ Rs.12)
	600
	660
	720

	Contribution (RS.8 per unit) (B)
	400
	440
	480

	Fixed cost:
Production cost
Selling cost 
Total (C)
	
360
90
450
	
360
90
450
	
360
90
450

	Profit/(Loss)  (B – C )
	(50)
	(10)
	30



The profit statement under variable cost approach exhibits that as the sales increases, profit increases at the rate of Rs.8 per unit.

Q.No. 3.4  A company uses absorption costing system based on standard costs. The total variable manufacturing cost is Rs.6 per unit. The standard production rate is 10 units per machine hour. Total budgeted and actual fixed production overheads costs are Rs.8,40,000 p.a. Fixed production overhead is allocated at Rs.14 per machine hour. Selling price is Rs.10 per unit.

Variable selling overheads are Rs.2 per unit and fixed selling costs are Rs.2,40,000 p.a. Opening inventory was 30,000 units and the closing inventory was 40,000 units.

(i) Compute the breakeven point under absorption costing system assuming that under/over recovery of fixed overheads are charged against cost of goods sold.
(ii) Compute Breakeven point under Marginal costing
(iii) Assuming that sales were at break-even level computed under (ii) above, and that under recovery or over recovery of fixed overheads is written off against cost of goods sold, find the profit under absorption costing system.                              (Adapted CA Final May, 2010)

Answer 
Working notes:  
                                  Total fixed overheads Rs.8,40,000
                                  Fixed overheads per machine hour = Rs.14
                                  Production rate per machine hour = 10
                                  Fixed overhead per unit = Rs.1.40 


Value of stock under variable costing = Variable production cost = Rs.6 per unit
Value of stock under absorption costing = Variable production cost + fixed production cost   
                                                                              = Rs.6 per unit + Rs.1.40 per unit
                                                                              = Rs.7.40 per unit

Main Answer:
(i) 
Reconciliation of profit under variable costing approach to that under absorption costing approach 
	
	+
	-

	Profit/Loss under absorption costing approach
(Profit/Loss in case of Breakeven point is zero)
	               Nil
	

	-  Higher value of closing stock under absorption costing approach

- Higher value of opening stock under absorption costing approach

	


            42,000              (30000 units @ Rs.1.40)
	56,000
(40000 units @ Rs.1.40)


            

	Total 
	42,000
	56,000

	Loss under variable costing approach  
	Rs.14,000



Sales for Rs.14,000 Loss (under variable costing approach)
                                                                                                         Fixed cost - Loss
                                                                                                   = ---------------------------------------
                                                                                                        Contribution per unit

                                                                                                           10,80,000 – 14,000
                                                                                                   = --------------------------------------
                                                                                                                       10-6-2
                                                                                                  
                                                                                                     = 5,33,000 units

Breakeven point under absorption costing = sale of 5,33, 000 units
(Production : 5,43,000 units)


(ii) 

BEP (under marginal costing approach)
                                                                                                         Fixed cost 
                                                                                                   = ---------------------------------------
                                                                                                        Contribution per unit

                                                                                                                    10,80,000 
                                                                                                   = --------------------------------------
                                                                                                                       10-6-2

                                                                                                    = 5,40,000 units
BEP(under marginal costing approach) = sale of 5,40,000 units
(Production : 5,50,000 units)

(iii) Calculation of  profit under absorption costing approach if the sales being 5,40,000 units

Variable costing profit at 5,40,000 units sales :  Nil
Under absorption costing profit will be higher by Rs.14,000 on account of higher values of opening and closing stock.

Hence, profit under absorption costing = Rs.14,000 

Q. No. 3.5 Jay Kay Limited is a single product manufacturing company. The following information relates to the months of May and June 2003:

	
	Rs.

	
	May
	June

	Budgeted costs and Selling Prices:
	
	

	Variable manufacturing cost per unit
Total fixed manufacturing cost (based on budgeted output of 25,000 units per month)
Total fixed marketing cost
Selling price 
	2

40,000
14,000
	2.20

44,000
15,400

	
	5
	5.50



	Actual production and sales units 
	May
	June

	Production 
	24,000 units
	24,000 units

	Sales 
	21,000 units
	26,500 units



There was no stock of finished units on 1st May 2003. Find the monthly operating profit under (i) variable costing and (ii) absorption costing. Reconcile the two profits.                          (Adapted CA Final May, 2006)
Answer

Working notes
	
	May
	June

	Fixed production overheads recovery rate (per unit)
	40,000/25,000 = Rs.1.60
	44,000/25,000 = Rs.1.76

	Cost of production per unit 
	2 + 1.60 = 3.60
	2.20 + 1.76 = 3.96

	Fixed selling overheads recovery rate (per unit)
	14,000/25,000 = Rs.0.56
	15,400/25,000 = Rs.0.616



Fixed production cost of goods sold (June) :( (Assuming FIFO)
                                                                  3,000x1.60  + 23500x1.76 = 46,160

Main Answer
Statement showing Profit for each of the two months May and June under variable costing approach
	
	May
	June

	Sales (A)   
	1,05,000
(21000x5)
	1,45,750
(26500x5.50)

	Variable cost of goods sold:
	
	

	Opening stock (@ Rs.2)          
+Variable production cost of units
  produced
	Nil 
48,000
(24,000 units @ Rs.2)
	6,000
+52,800
(24,000units @ Rs.2.20)

	
	48,000
	58,800

	-  Closing stock        
	-6,000
(3000 units @ Rs.2)
	-1,100
(500 units @ Rs.2.20)

	Variable cost of goods sold →
	42,000
	57,700

	Contribution (C)      (A-B)
	63,000
	88,050

	Fixed costs:
Production 
Selling 
Total (D)
	
40,000
14,000
54,000
	
44,000
15,400
59,400

	Profit /(Loss)(C-D)
	9,000
	28,650



Statement showing Profit for each of the two months May and June under absorption costing approach
	
	May
	June

	Sales (A)   
	1,05,000
(21000x5)
	1,45,750
(26500x5.50)

	Cost of sales:
	
	

	Cost o f goods  sold
Opening stock
+ Production cost  of goods produced

-  Closing Stock


Fixed selling cost 

Cost of sales (B)
	
Nil 
86,400
(24000 units@ Rs.3.60)
-10,800
(3000 units @ Rs.3.60)
75,600
11,760
(21000 units@ Re.0.56)
87,360
	
10,800
95,040
(24,000 @ Rs.3.96)
-1,980
(500 @ Rs.3.96)
1,03,860
   16,324
(26500 units@ Rs.0.616)
1,20,184

	Profit (Before adjustment of under/over recovery of fixed overheads) (A - B)
	
17,640
	
25,566

	- Under recovery of fixed production overheads
	-1,600
            (1000x1.60)
	-1,760
(1000x1.76)

	- Under recovery of fixed selling overheads
	-2,240
(4000x0.56)
	

	+ Over recovery of fixed selling overheads
	
	+924
(1500x0.616)

	Profit/Loss under absorption costing approach
	13,800
	24,730



Reconciliation of profit under variable costing approach to that under absorption costing approach (May)
	
	+
	-

	Profit/Loss under variable costing approach
	9,000
	

	+ Higher value of closing stock under absorption costing approach
	            4,800
	

	Profit/Loss under absorption costing approach 
	13,800
	



Reconciliation of profit under variable costing approach to that under absorption costing approach (June)
	
	+
	-

	Profit/Loss under variable costing approach
	28,650
	

	+ Higher value of Closing stock under absorption costing approach (500 units @ Rs.1.76)
- Higher value of Opening stock under absorption costing approach (3000 units @ Rs.1.60)
	880
	

4,800

	Total 
	29,530
	4,800

	Profit/Loss under absorption costing approach
	24,730



THEORETICAL QUESTIONS
Q. No. 3.1T Distinguish between Marginal costing and Absorption costing.                                     
                                                                                                                           (CA Final Nov. 2003)                                                                                                     
Answer: Please refer to paragraph 3.1.
















APPENDIX

COST CONTROL ACCOUNTS

Business entity concept is one of the universally accepted concepts of financial accounting. Under this concept we assume that the business is a separate unit and proprietor is a separate unit. We prepare accounts from the business point of view. All transactions that take place between business and proprietor are recorded in a separate account, known as Capital account. Let’s make a similar assumption to understand Cost Control Accounts or Double Entry in Cost Accounting. We assume that   factory is a separate entity and office is separate entity. We have to prepare accounts from the factory point of view. All the transactions that   factory will have with office would be recorded in separate account known as General Ledger Adjustment Account (GLAA). Here we slightly extend our assumption. We further assume that the factory will not have any dealing with outside world directly, i.e. all transactions which factory will have with outside world will be routed through office. Hence factory won’t debit or credit any account of outside world, instead it will debit or credit only GLAA. 
For example for material purchased, Stores ledger control A/c will be debited and GLAA will be credited. For payment of wages, Wages account will be debited and GLAA will be credited. For payment of overheads, the concerned overheads account will be debited and GLAA will be credited.  
For sales, GLAA will be debited and cost of sales a/c will be credited. (Thus cost of sales account is credited with sale value of goods sold, it is debited with cost of sales. This way, this account reveals profit / loss on sale , which is transferred to Costing P & L A/c. (Alternatively amount of sales may be credited to sales account and balances of both (i) Sales a/c and (ii) Cost of sales A/c may be transferred to the Costing P& L A/c.)
To determine cost of goods produced, we open W.I.P. A/c. This account is debited with material charged, wages charged and factory overhead recovered for complete as well incomplete units. The entry is:
 
W. I. P. A/c                                                 Dr. 
       To Store Ledger Control A/c 
       To wages Control A/c 
       To Factory Overheads A/c

Finished stock account is debited and W.I.P. a/c is credited with factory cost of complete units. The entry is: 

Finished stock A/c                               Dr. 
                       To ‘W. I. P. A/c’
Thus the balance in ‘W.I.P. A/c’ represents the cost of semi-finished units.
Finished stock A/c is further debited with amount of office overheads recovered for production. The entry is: 
Finished stock A/c            Dr.
     To ‘Office Overheads A/c’. 

Thus finished stock is debited with total cost (including office overheads) of finished units produced. It is credited with total cost of production (including office overheads) of units sold by debiting cost of sales a/c. The balance of this account represents value of finished stock (as per Cost Accounts).
Cost of sales a/c is further debited with selling overheads. We determine profit by either of two ways. First, the sales amount is credited to cost of sales A/c. The balance of Cost of sales a/c is profit on sales. This amount of profit is transferred to Costing P & L A/c. The entry is: 

Cost of Sales A/c     Dr. 
     To Costing P & L A/c 

Under the second approach, both the accounts (i) Sales A/c, and (ii) Cost of Sales Account, are transferred to Costing P & L A/c. The entries are:
	Costing Profit and Loss A/c   Dr.  
To Cost of Sales A/c
	Sales A/c Dr. 
To Costing P& L A/c.



Normal losses on account on inputs should be transferred to factory overhead A/c.  Abnormal losses and under/over recovery of overheads should be transferred to Costing P & L A/c. The balance of Costing P & L A/c is transferred to GLAA.
Q.  The trial balance of Madhav Ltd. on 1st April, 2011 as per cost ledger is given below:
	
	Dr. (Rs)
	Cr (Rs)

	General Ledger Adjustment A/c (GLAA)
	
	3,04,000

	Stores Ledger Control A/c
	      4,000
	

	Finished Stock A/c
	  1,00,000
	

	Work-in-Progress (WIP) A/c
	 2,00,000
	

	
	 3,04,000
	3,04,000



The following is a summary of the transaction during the year:
	
	Rs.

	Sales for the year
	20,36,960

	Materials received into store
	9,34,650

	Materials purchase for direct issue to jobs
	7,000

	Materials issued to jobs
	8,40,000

	Materials returned to suppliers from stores
	3,000

	Wages paid to direct workers
	5,80,000

	Wages paid to indirect workers
	72,000

	Direct wages charged to jobs
	5,70,850

	Factory Overheads (F.O.) for the year
	1,02,060

	Administrative Overheads (A.O.) for the year
	64,350

	Selling Overheads (S.O.) for the year
	82,330

	Materials lost by fire
	750

	Time lost for abnormal factors
	2,670

	F.O. charged to completed jobs
	1,81,300

	A.O. charged to complete jobs
	60,540

	S.O. charged to products sold
	81,980

	Closing Inventories:
Stores ledger 
Finished Stock Ledger
WIP Ledger
	

	
	88,350

	
	80,170

	
	1,62,030



Prepare Ledger Accounts and Trial balance. 
Answer
	GLA A/c

	To Sales A/c
	20,36,960
	By Balance b/d
	3,04,000

	To Stores Ledger Control A/c 
	3,000
	By Stores Ledger Control A/c
	9,34,650

	To Balance c/d
	3,30,550
	By WIP A/c (Direct issue)
	7,000

	
	
	By Wages A/c
	5,80,000

	
	
	By F.O A/c
(Indirect wages)
	
72,000

	
	
	
	

	
	
	By F.O. A/c
	1,02,060

	
	
	By A.O. A/c
	64,350

	
	
	By S.O. A/c
	82,330

	
	
	By Costing P& L  A/c
	2,24,120

	Total 
	23,70,510
	Total
	23,70,510



	Stores Ledger Control A/c

	To Balance b/d
	4,000
	By WIP A/c
	8,40,000

	To GLAA
	9,34,650
	By GLAA
	3,000

	
	
	BY Costing P & L A/c
(Abnormal Loss)
	
750

	
	
	
	

	
	
	By F.O. A/c (Normal Loss)
	6,550
           (Balancing figure)

	
	
	By. Balance c/d
	88,350

	Total
	9,38,650
	Total
	9,38,650



	WIP A/C

	To Balance b/d
	2,00,000
	By Finished Stock A/c (Balancing figure)
	
16,37,120

	To GLAA
	7,000
	
	

	To Stores Ledger control A/c
	8,40,000
	By Balance c/d
	1,62,030

	To Wages A/c
	5,70,850
	
	

	To F.O. A/c
	1,81,300
	
	

	Total
	17,99,150
	Total
	17,99,150



	Wages A/c

	To GLAA
	5,80,000
	By WIP A/c
	5,70,850

	
	
	By Costing P & L A/c (Abnormal Loss)
	
2,670

	
	
	
	

	
	
	By F.O. A/c
(Normal Loss)
	                        6,480     (Balancing figure)

	
	
	
	

	Total
	5,80,000
	Total
	5,80,000



	Factory Overhead A/c

	To GLAA (Indirect Wages)
	72,000
	By WIP A/c
	1,81,300

	To GLAA
	1,02,060
	By costing P& L A/c
(Under recovery)
	
5,790

	To Stores Ledger Control A/c  (Normal Loss)
	
6.550
	
	

	To Wages A/c (Normal Loss)
	6,480
	
	

	Total
	1,87,090
	Total
	1,87,090



	Administrative Overhead A/c

	To GLAA
	64,350
	By Finished Stock A/c
	60,540

	
	
	By Costing P& L A/c
(under recovery)
	
3,810

	
	
	
	

	Total
	64,350
	Total
	64,350



	Selling Overheads A/c

	To GLAA
	82,330
	By Cost of Sales A/c
	81,980

	
	
	By Costing P& L A/c
(under recovery)
	

	
	
	
	350

	[bookmark: _GoBack]Total
	82,330
	Total
	82,330



	Finished Stock A/C

	To Balance b/d
	1,00,000
	By Cost of Sales A/c
	17,17,490

	To WIP A/c
	16,37,120
	By Balance c/d
	80,170

	To A.O. A/c
	60,540
	
	

	Total 
	17,97,660
	Total
	17,97,660





	Cost of Sales A/C

	To Finished Stock A/c
	17,17,490
	By Costing P & L A/c
	17,99,470

	To S.O. A/c
	81,980
	
	

	Total
	17,99,470
	Total
	17,99,470



Sales A/c
	Costing P & L A/c
	20,36,960
	GLA A/c
	20,36,960




	Costing P & L A/C

	To Stores Ledger Control A/c
	750
	By Sales A/c
	20,36,960

	To Wages A/c
	2,670
	
	

	To F.O A/c
	5,790
	
	

	To A.O A/c
	3,810
	
	

	To S.O A/c
	350
	
	

	To Cost of Sales A/c
	17,99,470
	
	

	To GLAA
	2,24,120
	
	

	Total
	20,36,960
	Total
	20,36,960



Trial Balance for the year ended 31st Marc, 2012
	
	Dr.
	Cr.

	GLAA
	
	3,30,550

	Stores Ledger Control A/c
	88,350
	

	W.I.P. A/c
	1,62,030
	

	Finished Stock A/c
	80,170
	

	Total
	3,30,550
	3,30,550










