	PRIVATE
Absorption and Marginal Costing


	PRIVATE
FIXED AND VARIABLE COSTS


 

We should already know that a firm’s costs can be by divided into:

· Material, 
 Labour 
and 
 Overheads



· These are elements of cost

 

We have also considered that the same firm’s costs can also be shown by function, that is:

· Production, 
 Selling 
and 
 Administration

etc. 

 

We have yet to consider cost by behaviour in any detail, that is:

· Fixed 

and 

Variable 
 costs.

 

Let us consider what variable and fixed costs are: 

· Variable costs vary with the level of production.

· The costs of the first two elements above, material and labour, are variable 
· and dependent on the level of production.

 

· Fixed costs are fixed, regardless of the level of production. 
· The last element, overheads, is often fixed, for example:

· Light and heat 

and 

Salaries. 

 

Note that some fixed costs are only partly fixed, the rest of the cost being variable, for example sales people's salaries where there is a basic salary plus commission. The basic salary is fixed, the commission is variable. The whole cost of sales people's salaries can, therefore, be classed as semi-variable. 

 

Fixed costs, of course, are only fixed, providing that certain things remain true. If the firm decided to double production and this entailed obtaining another factory on another site, there would be an immediate increase in fixed costs, including increased rates, perhaps increased rent, probably some increase in office salaries as new salaried staff are employed at the new site, and so on. 

	PRIVATE
ABSORPTION AND MARGINAL COSTING


	PRIVATE
EXAMPLE 1


·  Let us imagine that we run a private nursery, and we charge £100 per child. 

·  If we also imagine that we have 100 children at the nursery, our Revenue must be £10,000. 

·  A lot of revenue for one nursery?  Let us assume it covers all costs with a profit being made
· Also assume: not all nursery teachers are 'fully occupied' so we could take more children without contravening any laws.

· 
· Along comes a Council Social Services department wanting us to take another ten children. 

·  The Social Services department have looked into all the legal and health and safety matters 
· They have given us a ‘clean bill’ of health, etc., so there are no reasons other than financial why we cannot take these children. 

·  However, council can only afford to pay £40 per child. Do we accept these extra children? 

·  Assume we are not going to find any more children at the moment at the full price of £100.

·  There are two possible answers to the council's request. 
· Either we say a simple 'No' to the request, and this would be the reaction of a lot of firms. However, this reaction would mean that the nursery has just turned down £400 per week in revenue. 
· Another reaction, possibly wiser, might be to ask, 'How much extra will it cost us if we took these ten children?'


· If the answer to this last question is, 'Definitely less than £400', then we could most certainly take these extra children, and it could be quite profitable for us to do so. 

· For instance, if the only extra cost to the nursery is the provision of a mid-day meal to each child and extra class materials, costing no more than £10 per week in total per child, the profit on each child could be £30 per week to the nursery, or £1,500 per child per year, assuming that the children were in our care for fifty weeks per year. 

·  The nursery might, therefore, be well advised to take these children.

· Let us assume that the nursery took advice from its accountant and acted accordingly.
· The advice that the nursery received and acted on, i.e. their reaction to the council's request, might reveal the costing techniques that the nursery were operating. 

· If the nursery did not account for the extra cost of each child/the ten children: 

· they could be described as an enterprise operating absorption or total cost techniques. 

· If they looked at the extra cost and decided accordingly:  

· they could be described as an enterprise operating marginal costing techniques. 

	PRIVATE
Absorption:
	In ‘Production’:
	Direct costs, etc
	Fixed and 

	
	Administration, Selling, etc., expenses:
	Overheads
	Variable

Treated alike

	Marginal:
	In ‘Production’:
	Direct costs

Factory O/heads, etc
	Variable

Only

	 
	Administration, Selling, etc., expenses:
	Overheads


	Fixed

Only


 

·  Firms/organisations operating absorption or marginal costing techniques: 
1. Absorption costing techniques:
· do not differentiate between fixed and variable costs. 
2. Marginal costing techniques: 
· would certainly differentiate between these two types of cost. 

 

· We assumed Marginal Cost (extra variable cost) of extra children at £10/week/child.

· Therefore, the 'profit' per child is £30 per week. 

· However, this £30 is only 'profit' if all other costs are covered, an assumption we made at the beginning of the example. 

· However, if the nursery operated marginal costing techniques and there were still fixed costs not covered, i.e. the nursery would take as much 'profit' as £30 per week for each extra child, they might still be advised to take these extra children. 

· For each of above circumstances, extra ‘profit’, whatever it is, could be described as:

· the Contribution per child per week, 

· and this contribution could be used to help cover the Fixed costs of the nursery.

· Therefore, 

· Revenue 

 -
Variable cost

= 
Contribution

· (Total) Contribution
 - 
Fixed costs 

= 
Net Profit

· In this example, the total revenue from these extra ten children would be £400 per week, or £20,000 per year if the children attended for fifty weeks (assumed). If the variable cost for the ten children was (in total) £100 per week or £5,000 per year, the total contribution provided by these extra ten children would be

·  
£20,000 
-
£5,000
 
=
£15,000 per year

· Contribution can be seen as a kind of Gross Profit. 
· In that case:

· Contribution = Sales/Revenue - Variable Cost of Goods Sold. 

· From the Contribution, or 'Gross Profit', we deduct fixed expenses to find Net Profit.  

· Contribution
   -
Fixed Costs
  =
Net Profit.
 

NOTE:
An accountant using absorption costing techniques may well not know what the marginal or variable costs were/are and, therefore, would not consider the variable costs of these extra children. 

 
The Contribution in total must also be more than the total fixed costs for the firm to make a profit. If the total contribution of a firm or organisation is less than the total fixed costs, the firm will make a net loss. If the total contribution of a firm or organisation only just covers the total fixed costs, the firm will only 'break even'.

 
Note:
For manufacturing firms, if they are operating using absorption costing, all factory costs, including factory overhead, must be charged to the cost units. Therefore, some overhead costs for the period will have been charged to units that are not sold at the end of the year, i.e. the closing stocks. Since closing stock figures are carried forward to the next year and are charged against the sales of that next period, some costs which ought to be charged to this trading year, and therefore should reduce our net profit for this year, will be charged to next year's accounts. We are assuming here, of course, that all overheads are fixed. 

 

Therefore, under Marginal costing, all overhead costs would be charged against this year's contribution and therefore would reduce this year's net profit. There would be no fixed costs, belonging to this year, included in the valuation of closing stocks and, therefore, they could not be carried forward into the next year's accounts. Only variable costs would be carried forward. Fixed costs are written off in the year they were incurred.

 

The following table shows a comparison of the two techniques:

 

	PRIVATE
 
	Absorption Costing
	Marginal Costing

	
	
	

	Manufacturing Account
	All production costs, fixed and variable, are included here. Overhead costs are included in WIP closing stock
	Only variable costs are included

	
	
	

	Trading Account
	Overhead costs are included in the closing stock. 

Stock is valued at total cost
	We can set selling prices more accurately.

The contribution on each product is known. 

We can attempt to boost sales of those products with a high contribution.

	
	
	

	Profit and Loss
	We do not know the contribution per product
	Fixed costs are written off each year

	 
	 
	This method gives realistic profit figures.

	
	
	

	Advantages
	We cannot realistically produce unless fixed 

costs are paid, therefore they should be included in the production costs. We can set selling 

prices based on total cost; and in times of uncertain demand, it is better to consider final profit, and not just contribution.
	Firms using this method do not carry one period’s fixed costs into the next period.

	
	
	

	Disadvantages
	Overheads can be under or over absorbed. 

It can result in the accounts showing losses 

which do not actually exist.
	See advantages of Absorption Costing.

	
	
	

	Overall Comment
	This method has advantages in certain situations. 

We can use this method just for the accounts.
	This method has advantages in certain situations. We can use this method for pricing and other decisions by management.


 

EXERCISES

1
What is the difference between total absorption costing and marginal costing?

2
It is a fundamental rule in cost accounting that ‘fixed’ expenses must be distinguished from ‘variable’ expense. State the reasons for this rule, and give two examples of each type of expense.



3
From the following information, draft the Trading Accounts of Y Ltd. for each of the years 1 and 2.


i

All fixed factory overhead was £8,000 p.a.


ii
Variable overhead was £4 per unit.


iii
Direct Labour £3.50, Direct Material £2.50 per unit.


iv
Sales are constant at 1,000 units p.a. at £24 per unit.


v
Production 
Year 1      -
1,200 units






Year 2      -
1,500 units


On the basis of

a
Marginal Costing

b
Absorption Costing

4
a
Briefly define marginal cost and give one situation in which it may be significant to a manufacturer. 


b
From the following information calculate:




i
Prime cost, total cost and profit per unit, and




ii
Marginal cost and contribution per unit.



Product



 A

 B



Sales (units)



 150

 150



Selling price (per unit)

 
 £20

 £10



Cost (for the period)


 £

 £



Materials



1,500

1,050



Direct Labour



 450

 150



Variable overhead


 300

 150



Fixed overhead



 450

 450

c
The factory to which the information given in (b) relates is working at 50% capacity. There is no possibility of increasing the sales of A but sales of B may be increased to 300 if the present selling price is maintained. Should the attempt be made to increase sales of B? Give reasons for your answer.

1. What are the arguments for and against the inclusion of fixed overhead in the valuation of stock at the end of an accounting period? 

What difference in profit for a period will result from the adoption of each method?

Fill in the Examples column below with examples of each type of cost: 

	PRIVATE
Table 1:
	 
	 
	Examples:
	Assume:

	Direct:
	Material

Labour
	Production
	 
	Variable

	 
	 
	 
	 
	 

	Indirect:
	Overheads
	Production.
	 
	 

	 
	 
	Selling,
	 
	Fixed

	 
	 
	Administration,
	 
	Fixed

	 
	 
	etc.
	 
	 


 

