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Costing systems as systems designed to monitor the costs of production are essential in business operations as they enhance the determination of the cost incurred in the production process (Herath & Lu, 2017). Depending on the nature and activities of a business, organizations tend to adopt costing systems that enhance their success across the consumer market. As such, the costing systems significantly influence the operations within a company through highlighting the expenses and costs it is to incur while undertaking various business processes.

Within the organization I work for, both the variable costing and absorption costing are the two major costing systems utilized in assessing the expenses of the manufacturing process. Although there are variations in both the costing systems, both are utilized within the company to provide the financial information relating to the costs of production incurred throughout the manufacturing period.

Difference between variable costing and absorption costing

First, the variable costing refers to the method in which the variable costs are considered relating to the company's inventories. Through the variable costing method, all the overhead costs which provide no direct profit to the business are taken into consideration during the financial period while the value of the direct materials utilized in production is attributed to the firm's operation's inventories (Herath & Lu, 2017). As such, the variable costing is considered in wholesome rather than as single units. Therefore, in the computation of the variable costing, the cost of goods sold in a particular period is not included in the final calculation.
On the other hand, the absorption costing refers to all the costs known as the fixed costs that a company incurs while undertaking to produce a particular commodity. Thus, all the cost of manufacturing a product is taken into consideration, therefore, the term full absorption costing (Herath & Lu, 2017). The absorption costing takes note of the individual units produced through the division of the overhead cost of production by the number of units built during a particular manufacturing period (Fisher & Krumwiede, 2015). Another significant difference that arises between the two costing systems occurs wherein the absorption costing method, different periods relate with distinct incomes considering the alterations in the inventories, in the variable costing method, the income and sales are proportional (Fisher & Krumwiede, 2015).

Advantages of variable costing

The variable costing exhibits some advantages. First, the variable costing provides an easy way through which the manufacturing company can evaluate its financial position and implications of having to produce different products (Fisher & Krumwiede, 2015). Second, the variable costing enhances the comprehension of the variation exhibited in the net profit arising from impacts of the fixed costs.

Therefore, it is often flexible and comfortable in understanding the values while undertaking an analysis of the income statement. Third, it provides the flow of cash as a measure of net operating incomes thereby making it useful for manufacturing businesses. Additionally, the approach of utilizing variable costing is uniform with the margin approach of the contribution that provides the difference between variable costs and the sales volume (Fisher & Krumwiede, 2015).


Disadvantages of Variable Costing


However, the variable costing has particular problems. There is a potentiality for errors while utilizing the approach (Herath & Lu, 2017). For instance, products may be underpriced resulting in significant revenue differences. Again, the method does not conform to the accepted accounting principles due to its complexity that may require constant training (Fisher & Krumwiede, 2015). Besides, the process fails to assign products to their fixed costs making it difficult to match the production cost to their corresponding revenues.


Advantages of absorption costing

The absorption costing technique provides a reliable means of enhancing net profitability in situations where a company fails to realize its target. The method is approved by the accepted accounting principles and the international accounting system. Moreover, the process highlights the correct computation of the anticipated sales volume for the manufactured products. Since it conforms to the accrual concept, the absorption costing approach considers the costs incurred with the incomes for the particular period (Herath & Lu, 2017).

The method also integrates the calculation of all the charges together while also taking note of the resource misappropriation within the factory premises (Fisher & Krumwiede, 2015). Also, the method holds managers and departmental heads more accountable for the resources allocated within their departments through the fixed overhead costs. Finally, while utilizing the absorption costing method, it is easier to compute both the gross and net profit (Herath & Lu, 2017). 

Disadvantages of absorption costing

However, it is difficult to control the overhead costs as the approach only relies on the amount of manufacturing output as most of the unit costs account for varying levels of outputs. Also, the absorption costing method makes it difficult for managers to make appropriate decisions and fails to enhance the making of flexible manufacturing budgets for the production processes (Fisher & Krumwiede, 2015). The approach can also result in the buildup of additional inventories that are other expenses to the company (Fisher & Krumwiede, 2015). Elsewhere, it is possible to confuse the overhead costs as variable costs as their determination depends on the units of production. Finally, the absorption costing fails to consider the non-manufacturing costs thereby posing the challenge of cost accuracy (Fisher & Krumwiede, 2015).
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