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Absorption Costing Vs Marginal Costing

Absorption costing principles must be used when
preparing financial statements for external
purposes.

One of the key principles of absorption costing is
that inventory and units produced must include a
share of all production costs, both fixed and
variable, incurred in getting them to their present
condition

Marginal costing principles are used for internal
decision making purposes (short-term).

As fixed costs are incurred regardless of the level
of activity the purpose of marginal costing is to
determine what contribution is been generated

Sales XXX
(Less) variable costs (XX)

Sales revenue XXX Sales revenue XXX

(-) Cost of sales (-)Variable cost
Opening stock XXX Opening stock XXX
Production XXX Production XXX
(-)closing stock (XX) (-)closing stock (XX)
+/- under/over absorption cost X/(X) Variable selling and distribution cost XXX
Gross profit XXX Variable administration cost XXX
(-)Selling and distribution cost (VC+FC) | XXX Total variable cost (XXX)
Fixed administration cost(VC+FC) XXX Contribution XXX
Net profit XXX (-) Fixed production cost (XX)
Fixed selling and distribution cost (XX)
Fixed administration cost (XX)

Net profit
Example 01

Airway PLC manufactures and sells “A” product .The following budgeted/ actual information is provided

in relation to the production of this product:

LKR
Selling price per unit 50.00
Direct materials per unit 8.00
Direct labour per unit 5.00
Variable production overheads per unit 3.00

Details for the months of May and June 2022 are as follows:

May June
Production of Product “A” 500 380
Sales of Product “A” (units) 300 500

* There was no opening inventory of Product A at the beginning of May.

Fixed production overheads are budgeted at LKR 4,000 per month and are absorbed on a unit basis.
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The normal level of production is budgeted at 400 units per month.
Other costs

- Fixed selling LKR 4,000 per month

- Fixed Administration LKR 2,000 per month

- Variable sales commission 5% of sales revenue

You are required to:

- Prepare the Income Statement for the month of May and June 2022.

(Using the Marginal Costing and Absorption Costing)
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