MARGINAL COSTING AND
BREAK-EVEN ANALYSIS

_-'."__]ntmdlldion

There arc n}mnly two techniques of product costing and income determination ¢
(a) Absorption costing and (b) Marginal costing.

Absorption Costing

This is a total cost technique under which total cost (i.¢, fixed cost as well as variable cost) is charged
s produclion cost. In other words, in absorption costing, all manufacturing costs are 'nhmrhu;d' in lh:_- ;T\[
of the products produced. In this system, fixed factory overheads are absorbed on the basis ;1[ a predetermined
overhead rate b.ascd on normal capacity. Under/over absorbed overheads are ﬂdjustc;l belore computing
rofit for a particular period. Closing stock is also valued at production cost which includes variable cost
and fixed factory overhead (and sometimes administration overhead also). Absorption costing approach is
the same as used in Cost Sheet. Absorption costing is a traditional approach and is also known as
EConvenlional Costing' or ‘Full Costing’.

Marginal Costing

" An alternative to absorption costing is marginal costing, also known as ‘variable costing’ or ‘direct
costing. * Under this technique, only variable costs are charged as product costs and included in inventory
valuation. Fixed manufacturing costs are not allotted to products but arc considered as period costs and
thus qharged directly to the Profit and Loss Account of that year. Fixed costs also do not enter in stock
luation. .

oth absorption costing and marginal costing treat non-manufacturing costs (i.
distribution overhead) as period costs. In other words, these are not inventoriable costs.

e. administration, selling

duc Costsand Period Costs :
It is important to understand the distinction between product costs and period costs. It ma

duct costs are those costs which become a part of production cost. Such costs are also included in
n tion. Period costs, on the other hand, arc those costs which are not included in production cost

aluation. Such costs are trcated as an cxpense of the period in which these are incurred and
in the profit and loss account of the period. In marginal costing, only variable costs are
osts. Fixed factory overhead, administration and selling overhead are treated as period costs.

y be recalled that

rginal Cost
 is the additional cost of producing an additional unit of product. It is the total of all

s composed of all direct costs and varinble ovcrhcftds. The CIMA of UK has dcﬁncu_l
s the amount at any given volume of output by which aggregate costs are 1'{!(“!,1{&'(1’. if
s increased or decreased by one unit'. 1t is the cost of one unit ol product which “""."‘d

unit were not produced. An important point is that marginal cost per unit remains

ctive of the level of activity.
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sy ' . t per monlh. Total ﬁxed COos
factures 100 units of a pmdl:c clrJ month will be : ‘ per m“’lth-
Example. A company manulfactt Rs. 250. The total cost P iy
Rs. 5,000 and marginal cost per unit 1 185 . i Rs, _
' . s. 250 per unit . 009
Marginal (variable) cost of 100 units @ R —‘2‘999
Fixed cost 30,00 0
Total cost : ill
: nits, the cost will appear as fo
I output is increased by one unit from 100 units to 101 u ; 25,]2]28’8:
Marginal cost (101 x 250) Rs. 5,000
Fixed cost . . Rs.m

Total cost gL v
Thus the additional cost of producing one additional unit is only Rs. 250, which ig Its Margina -

i

Meaning of Marginal Costing ; _ .
Marginal costing is defined by CIMA as “The accounting system in which variable COsts are ¢,

. . . ; : e
70 cost units and fixed costs of the period are written off in full against the aggregate comnbun’on I
Y

special value is in decision making”.

Characteristics of Marginal Costing

Products or departments. ased on a study of ‘contribution’ made by-cach of the

ricing, In Marginal costing, prices are based on

P
Sales of product A -
Sales of prod '
Less ' S

| ales of product C

Margina] cost of A L ome —
" Marging| cost of B [ i ‘
Marginal cost 0E|

| Contribution ifﬁ‘

"Product Company
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y ' ; : irst of
inal costing aud‘ profit. In margina costing, profit is calculated by a two-stage approach. First
Marg stion is determined for each product of de

i e : cts or
o . Partment, The contributions of various pfod”

, cont® ' are pooled together and such

[ en

: _ a total of contributjons from all products is called ‘Fund’. Then
Mmrﬁs fund is deducted the total fixed cost 10 arrive at profit or loss. See Fig.

{
!'[ﬂm ¢

ion between Absorption and Margina) Costing
lin

The points of distinction belwcez] marginal costing and abs
(, Treatment of fixed and varm!:)le costs. |
"1*- Fixed costs are treated as period costs 5
pmd;: absorption costing, all costs (both fixed and variable) are charged 1o the product. The fixed factory
crhead 1 absorbc.d i produce(§ at a rate predetermined on the basis of normal capacity utilisation
de sot on the basis of actual production),
an 7, Valuation of stock. In marginal costing, stock of work-in-progress and finished goods are valued at
qarginal cost (?nly. . i

Tn absorption costing, stocks are valued at total cost which includes both fixed and variable costs. Thus
qock values in marginal costs are lower than that in absorption costing.
3. Measurement of profitability. In marginal costing, relative profitability of products or departments
s hased on a study of relative contribution made by respective products or departments. The managerial
jisions are thus guided by contribution. . :

In absorption costing,
manacerial decisions.

pi

orption costing are as follows :
M marginal costing, only variable costs are charged to
nd charged to Profit and Loss Account of the period.

relative pro_f_“;tability,is judged by profit figures which is also a guiding factor for
Income Determination under Marginal Cd'sting and Absorptior'i_'.Costing

The net profit under the two systems may ' be same o
because of the different basis of inventory valuation.
finshed goods are valued at variable cost whereas in

r 'may-ble_,_ different. Difference in profit may be
In marginal costing, stocks of work in progress and
absorption costing, stocks are valued at total cost.

llustration 5.1
_‘_'___‘——-___

From the following information, prepare an Income Statement under : e,
() Marginal costing (b) Absorption costing.

bt gt s G ' Product
« o i T T e D T Rs; Rs.
Direct materials i ?,500 A ity 30(}00 3,000
Direct wageg i o 000" Y9 000 1,500
iclory overheaq . ~— Fixedi, I_ { 3,000 . i e L3
— Variable . '/ 0 ...3.900 " A i 2,000 5 ) 90
Se”ing Overhead ol Fixed i dat .00 : 990' : 600
— Variable 2,100 6000 000

Sales

Chd BT 9000 e 61,000 16.000
\ | { ; R . }

ot : i ' ducts X, Y, and Z on
“qmmgfdbtacl"fy overhead and fixed selling overhead were apportioned to pro
¢ dses, ! s

b
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lution :
- (@) Income Statement (Margin \
\ . .
g P!'Dt;“c : Z (X ?;Jfaf
% X = \”’*rz,
s.
- i 1000 16,000 Fiyn
i Sales (A) 32,000 \'-000
Vanable costs : 30,000 3,000 405
Direct materials 7,500 9.000 1,500 19 0
Direct wages 9,000 : 300
Variable overhead : 4.500
o 3,900 9,000 ' 17,409
. 5252‘;‘3 2,100 6,000 2P 11,159
¥ : 22,500 54,000 -0 12,000 8%
- Total variable cost (B) . 4.000 Py
- Contribution (A - B) 9,500 7,000 : 20,500
Less : Fixed cost (Total of fixed factory and selling overheads) 9,000
Profit ' _‘_';599
(b) Income Statement (Absorption costing)
; ' Products Total
X Y » Z (X+Y+2)
Rs. Rs. Rs. F kRS,
Direct materials 7,500 - 30,000 3,000 40,500
Direct wages 9,000 9,000 1,500 19,500
Prime cost 16,500 39,000 - | 4,500 60,000
Factory overhead g
—Fixed 3,000 1,500 1,500 60
—Variable 3,900 9,000 4,500 17400
Cost of Production 23400 29,500 10,500 83400
Selling overhead
—Fixed _ 1,500 900 600 3,000
4 —Yariable 2,100 6,000 3,000 HsILI
Total cost 27,000 56,400 14,100 97,50
Profit 1,500
sal i = il 1,900 —-'l“";“oﬁ
= 2000 61,000 16,000 e
Cosﬁf‘"i’;“:}f:i It ey EI){C noted from !he‘ above that tota] profit under marginal costing and absor.plign-
goodsgor work inn:nerc:gi;ss ?I;\Lfv(lo' 'I;lhls lg L ait 15 netliog and claslog socks g f:;:l (wo
-in- . r when there are openj i r the
systems may be different, / pening and/or closing stocks, profit/loss unde
COST-VOLUME-PROFIT ANALYsIS |~
Cost-volume-profit analysis (CYp analysis) is an extension of the principles of marginal or @r/ig,b_.le
costing. It follows directly from varjab]a costing. This means that ’_&—d applied in
marginal costing are applicable here. at principles derived an
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ny must-earn profits to giay : :
pt? “oagors make various plans o inetsiess. CVP analysis helps management in prof
i e affected if an additional sgjeg oo oS¢ COmpany profitability. For example. how the
ol N nits? Similarly, how many u“i&m:;m'é"al expenditure of Rs. 2,00,000 increases salcs
! '(}.00'? 'Ifcompqny Se"? 1,50,000 units, wha Product shoyld be sold to earn a profit of Rs.
Eé‘ﬁiar questions find thelr answers in the sty or (o 1
M S . . , an i
sl cyp an alysis studies the Inter-relationship of tten fig alys

@ Cost of production, Ic factors of business operations:

(b)
(© Profit.
actors are inter- i
These three iand et r:;;tfl(mma.cted In such a way thy they act ang
ocause of caus 3 sy 10.nsh1p amongst them. The cost of a ;n i o'n onfz .anothcr
e an d 11-10 sc. ling price determines the level of p_r_qfit—_—_-_“. The SCIT,-,___..P_IZQ.P_?.“’._QEI_“JM_lts__S_Q]Ji_f_l,g
“Fralcs which dircctly affects the volume of productj o brice also affects the volume

e

S In brief, variations in volume of production resy
— defined CVP analysis as, “the studmhe eff

Yolume of production/sales, and

has . ) ects on fut
rariab!e cost, Sales pr;ce' quan“ty ana' mix.” . f ure PFOﬁ[s of?hanges‘ m ﬁxed cost,
An understanding of CVP analysis is extreme] usefu :
m}'ﬂh—-—l—m%ﬂnﬁmﬂ budgeting and profit

planning. It explains the impact of the following on the net profit ;
(a) Changes in selling prices,_—

(b) Changes in volume of sales,—
(c) Changes in variable cost, - ‘
(d) Changes in fixed cost. -

Infact, CVP analysis helps in determining the probable effect of change in any one of these factors
on the remaining factors. -

BREAK-EVEN ANALYSIS

Break-even analysis is a widely used technique to study the CVP relationship. It is interpreted in
narrow as well as broad sense.

Narrow meaning. In its narrow sense, break-even analysis is concerned with determining break-
even point. Break even point is that level of production and sales where there is no profit and no loss.
At this point total cost is equal to total sales revenue.

Broad meaning. When used in broad sense, break-even analysis is used to determine probable
profit/loss at any given level of production/sales. It also helps to determine the amount or volume

of sales to earn a desired amount of profit.

Assumptions underlying Break-even Analysis

The break-even analysis is based on the following eight assumptions :

L All costs can be separated into fixed and variable components.
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d total variable cost vari:g in direcy prop

i i nstant an 1
. er un_l[_ remains CO_ 0]‘[
2. Variable cost per unit o i,

volume of production.

3. Total fixed cost remains constant.
4. Selling price per unit docs not change as volume changes.

- is only one product or in the case of multiple products, the sales mix does 5.
gty being sold, the sale of various prog Chey
In other words. when several products are being ' products will

L]

be in some predetermined proportion.

6. There is synchronisation between production and sales. In other words, volume of o,

equals volume of sales.
7. Productivity per worker does not change.

8. There will be no chanf._ze_ in the general price level.
Contribution and Marginal Cost Equation

As stated earlier, contribution is the difference between sales and the marginal (variaple, cos:
sales. It 1s also known as contribution margin (C,) or gross margin. Thus contribution js caleys

by the following formula :
Contribution = Sales — Variable cost (C =S - V)
Also, Contribution = Fixed cost + Profit (C=F+ P
or Contribution = Fixed cost — Loss (C=F-1L)

From this, the following marginal cost equation is developed :
S-V=F+P

f any three of the above four factors in the equation are known, the fourth one can be easily for
out. Thus :

P
P
F =
9 v
E}\'ﬁ'mple :
Sales = Rs.12,000
Varizble cost = Rs. 7,000

Fixed cost = R, 4,000

Thus :
C=S=V
C= 12,000 - 7,000 = Rs. 5,000
P=C.F

F'= 5,000 - 4,000 = s, 1,000
Thus profit is Rs. 1,000.

S = 5,000 + 7,000 = Rs. 12,000
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Hargi"a e
. n - L
M Product A Product B
Rs. Rs.
lling price (S) 100 110
irect material 249 14
pirect labour 6 AR |
yariable overhead 8 12
yariable cost (V) 38 35
contribution (5 = 4 ' 62 75
(a) Contribution per labour hour Rs. 62+ 2 hrs. Rs. 75 + 3 hrs.
= Rs. 3] = Rs. 25
(b) Contribution per rupee of sales value = Rs. 62 + 100 =Rs. 75 + 110
; ' = 62 paise = 68 paise
__‘..-—'-"'_'-—.__ ] 1

Conclusion

(a) Product 4 is recommended when labour time is the key factor because contribution per
labour hour of product A is more than that of product B.

(b) When sales value is the key factor, product B is recommended because contribution per rupee
of sales value of product B is more than that of product 4.

(c) When sale quantity is the key factor;l product B is more profitable because its contribution

per unit is higher than that of product A
ANGLE OF INCIDENCE

This angle is formed b

Fig. 5.2). This an
been reac

managem

y the intersection of sales line and total cost line at the break-even point (see
gle shows the rate at which profits are being earned once the break-even point has
hed. The wider the angle, the greater is the rate of earning profits. Therefore, the aim of
ent will be to have as large an angle as possible.

The angle of incidence is of I
Taking in conjunction wi
of safety indicates and e

particular importance in boom periods when sales are expanding.
th margin of safety, therefore, a large angle of incidence with a high margin
xtremely favourable position.

GRAPHIC PRESENTATION OF BREAK-EVEN ANALYSIS
Break-even Chart Myt G 5

B | il L :

faf:tak-even chart is graphic presentation of break-even analysis. This chart takes its name from the

reall(hat the point at which the total cost line and the sales line intersect is the break-even point. A
.even

o aeys chart not only shows the break-even point but also shows profit and loss at various levels
lVi[y_ ) i LY

=2y B b
s e e e R et e B P i T

)

T

T i
R e paet e
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2 4 6 8 10 12 14 16 18- 20 22 24 26 28

Units 'of Production or Sales in '000 4

Fig. 5.2. Break-even Chart

Thus 2 break-even chart portrays the following information :

(1) Break-even point — the point at which neither profit nor loss is made.
(if) The profit/loss at different levels of output.

(1if) The relationship between variable cost, fixed cost and total cost.

(iv) The margin of safety.

(v) The angle of incidence, indicating the rate at which profit is being made.

(vi) The amount of contribution at various levels of sal i i
: e es. (This can b specially
designed ‘contribution break-even chart.’) ] Rbealiown ol Cha

Contribution Break-even Chart

'l‘;us is .'.!:1 zliltcrnca}tc fl':)r::l of b‘reba!k-cven .chart and shows the amount of contribution at different levels
of output. In such charts variable cost is drawn first and fixed cost is super-imposed on the variablé

cost line. The space between total variable cost

and sales line represents contribution. This is 1OV

shown in Fig. 6.6 with the figures of the above Mlustration

k‘*\-,. g .
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Y-axis
1,40,000

1,20,0004

1,00,000+

Break even point

.............
..........
-

......
.......
..............

_'v—
Contribution

80,000+
70,000

= = -
—.-..--;-.-...__'__
-

60,0007

Cost and sales (Rs.)

40,000-

.....

20,000+ .;:Eéé:::::-zs::m ' ‘| Variable cost

......

04 CI> I | | I "5 X-axis
o b4 S b= § b4 §
Q S =] s} S > =
o [=] =) y
N = © 8 = o =
=

n i 'Vqlume of sales (units)

Fig. 5.3. Contribution Break-e\(eri Chart showing contribution as shaded area.

PROFIT-VOLUME CHART
~ The profit-volume chart or profit graph portrays the profit and loss at different levels of sales and
IS an alter

native presentation of the facts illustrated in the break-even chart. Such a chart can be
constructed from the same basi

¢ data from which a break-even chart can be drawn,
Example; Fixed cost Rs. 5,000 _
Sales Rs. 20,000 (1000 units @ Rs. 20)
Variable cost Rs. 10,000 (1000 units @ Rs. 10)
Caleulations

S-v 20,000-10,000

Pr()ﬁl-Vo]umc ratio T 20,000 x 100 = 50%

n

: Fixedco.st i Rs. 5,000 Rs. 10,000
~ P/V ratio 50%

§ -~ F - V = 20,000 - 5,000 - 10,000 = Rs. 5,000

Break-eyep point

PfOﬁts =

Ses of Break-even Analysis

Some of the important uses of break-even analysis are summarised below :
Ln help in determining the break-even point.

B
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; - 8,000
8,000
L 6,000 <
. ) 6,000 ~
6,000 7] | 5,000 &
\ it
| | 4000 £
Y 4,000 = 2
- 2,000 B.E. point 2,000
g 0 ' I 1o
000 15,000 20,000
B Sales (Rs) 5
iy 2,000 = ________-_.-——-——-"
-~ %1 €—~"Margin of safety
(=1 P
-~ g 4,000
2 5,000
]
2 6,000- ;
8,000 —

Fig. 5.4. Profit-volume Chart

_ Tt help in determining the selling price which will give the desired profit. ' '
. It help in determining the sales volume to earn a desired profit or return on capital employed.
It help in determining the costs and revenue at different levels of output. ! :
It help in determining the most profitable sales mix. -

It help in determining comparative profitability of each product line. i
It studies the effect of change in selling price or of price differentiation in different markets, e.g,

home market and foreign market.
_ It studies the impact of increase or decrease
9. It studies the effect on profits and break-even points of h

fixed cost and vice-versa.
f 10. It compares the profitability of various firms. . i
[ 11. It helps in management decision-making, e.g., in make or buy decisions, discontinuance of 2
product line, acceptance of special job, etc. ' - i ol
12. It help in determining cash requirements at different levels of operation with the

break-even charts. !

Nownbkwe

in fixed and variable costs on profits. g
igh proportion of variable costs with low

[».2]

help of !

Limitations of Break-even Analysis : LBy
Although break-even analysis is an invaluable tool of management, there are somé']iniiiéﬁons

from which this technique suffers. These limitations of break-even ’anal sis arise frOIH'CGf'ai"

assumptions on which the analysis is based and which are in effect, not ):r . Thus!é X

analysis is based on a simplified model of a business which is “”ma&-“‘!;‘c iy u" T appﬁed with

an intelligent discrimination, with an adequate e g 2 i n;u‘ i ;gch!lf‘f”e

surrounding its practical applications.” The assumptions of brkeakfch'risq:::lygs)’;:;%c Jlready been

C (4

narrated and now it is intended to study the unrealistic nature of these assumptions
| The assumption that all cost can be clearly se . ¢ ; e
’ parated into fixed 2 : s iS
g fixed and variable componei™ " .q

.

possible to achicve accurately in practice, thereh Sy it ! -eak-
: ' resul ' - brea
analysis. y ting in inaccurat€
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g, Cost s L N o

tion that variable cost per unit g
assump , remains consta it gi ight line ch
2. .hc:1150 not always true. In practice, man nt and that it gives a straight linc chart

; Y of the variab] '

o Lof he variable costs, no douby, move in sy ¢ costs do not observe this tendency.
\ cossarily in direct proportion to (he volume
nc ‘ :

: > assumption that L v

3 Sin11laT:£‘i"0::ll; withinpa o r::sgecg?of::nalns constant is also unrealistic. Fixed costs are

onstal ; ) put and te : .
;ddilionﬂl plant and machinery is inttoducag, nd to increase by a sudden jump when

he assumption regarding selling prices remaining unchanged as volume changes i
ruc. In practice, selling prices do not remajp fi olume changes is also not

on 1xed and chanpe i i
0 : &¢ In prices affects demand. An
crease in output can be sold only by effectin i : . ; y
:Ez :ales e 3 g areduction jn selling price which would effect

14,000

12,000+ Cost line \
jite W . B.E. Point ||
10,000 ;

8,000 /&  B.E. Point |
i R ;

6,000

Cost and revenue (Rs.)

el Fixed cost line

4,000+

2,000+

0 g . I.Ill . T
5,000 10,000 15,000 20,000
i) '\ Production (units)

Y

Fig. 5.5. Break-even chart with more than one break-even point showing that cost and
sales lines in actual practice cannot be represented by straight lines.

5. The assumption that only one product is being produced or that product mix will remain
Unchanged is also not found in practice. The sales of various products manufactured is not
always in predetermined proportion. i ;

tis assumed that production and sales are synchronised. This is not always so. Salcs_ may fall

short of production or may be capable of increase to match production only by elfecting a

feduction jp selling prices. : ' :

The break-even analysis completely ignores the consideration of capital employed which may
© A0 important factor in the study of profit analysis. _ P

Spite of these limitations, break-even analysis is a very useful management device. It shou

: . s ique can be used more
erfcqic\d ]hy kecpmg in mind its limitations because then alone the technique c:
Cly ' ;
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APPLICATION OF — .-
?'C/
MARGINAL COSTING -
—
”
Introduction A

the basic function of management is to make-HEEi_sio‘ns. Mﬁmia_n_éic_lﬂcc_:i_é:ibns__ is to choose among twp7,
more available alternatives. For example, the management may have to decide whether to raise Thepr,
of i luct, lower it or leave it unchanged at its present level. It may have to decide whether to continye
t Ict at a loss in a falling market or shut down its operations for the time being. In
ring television sets, the management may have to c]_c_:c_lgif whether to make picturs

Jor to buy it from an outside. supplier. Thus the management isrgo‘nti_nhy

I_'l‘_l_ati\fes and in selecting the best out of these. The decision to be taken

The most valuable application of marginal costing is in management decision making. In any busines;

e

0 : A
(if) Whether to change the present product mix to make it more profitable, etc.
A, [ ——— i

el A

Most managers consider a decision as a ~ |

on as a short- ; : B :

off period is arbitrary but commonly H L8101 terrﬁn.‘nf l_t,.fn\_rolv.es a period of one YM' This cu

require substantial capital i o) the ‘better distinction is that long term decisions normally

i ::g:ta Investment witt lmpllc'ati_qns_ for several future years. Mareover, short-term

i 1o e s1 Ydf“:vcl’h‘cd than long erm. For example, price of a product can always be changed
; ¢t conditions, export sales can be stopped, if necessary, and so on

Long-term decisions involve cons; i
o onsideration of return i i : etc.
Such decisions are outside the scope of this book. e ol Sbcoued R

Relevant Costs and Relevant Revenues

When management makes decisions, it has to concentrate
Not all costs and revenues are relevant, The relevant costs an
costs and expected future revenues that differ under different
Cost and revenucs that remain unaffected by a decision are o
when making a decision.

on only relevant costs and relevant revenue
d relevant revenues are those expected fult™
alternative courses of action being considered
bviously irrelevent and need not be consider®
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nt costs and relevant re e

releva Lrevenues shoulg have {

osts and revenues must relate (o future Wo characteristics :

differ among different alternative

hus
c
algiy st and
b) 4sinon i bR ative courses of action
ocu> s10n to be . *
gt ade affect

al agement cannot change the cost of plant : only future. Nothing can be done to change
s current decisions. Hence, relevant C(I:;ml dut.l machinery purchased in 2(;)1‘ llc{:m Zﬂ:r::cc}fu(ut;c
/o ement. In one decision a cost may b~csr alrc future costs that will differ dcpclndirtlg nn‘[hz actions
he M8 Lo R clevant but in ¢ . 2 H :

or each decision, the management must decide which (;lonsfl}lhtr dulllsmn e oA mag LS
. s are relevant,

COST AND -
NON-COST FACTORS IN DECISION MAKING

13 l_bn making, the management has to consider not only cos

t factm:s .or quantitative factors are those which car yBcQ'h't--ra?‘_D_rsh}.lL.ﬂLS.Q__C_g[tqin non-cost

determining the selling price of a ﬁrodue{ the;::otafn _‘F___flu_i_fﬂllfl(:d in monetary terms. For

nagement will add, say 20% margin of profit ar‘ld dccicsie 01 prodf‘Cllon.of which is Rs. 100 per unit,
elling the same product at Rs. 95 per unit. Now the company “:ill inc%ﬁ%%t‘%? “5““ market _ar!d

P 1t sells the product at competitor’s price because its own cost is RsulﬁbS e < _Uﬂlsl o

Fallons alone, the company should stop Se“illg the product 'becausc'scllit‘w résﬁ?{rslirr:l; mZQ.mf
t. The management has to decide whether to sell at a loss or stop product{:on of the product ?0

ey

a situation, 1t 1 difficult to make a decision on cost factors alone. It is essential that non-cost
Lttt st S ——

.Etl_‘ll_‘l.l_.all\fﬁ_ factorm}ll o the attention of the management in decision making process.
wise there is a dangerof wrong decision being made. Non-cost factors are those which cannot

in monetary terms with accuracy. For example, it may not be possible to quantify in monetary
s the effect of a decline 1n the morale of employees or loss of customer goodwill, if the company
tloses down the manufz cturing facilities of a particular product. SRR - R
. Non-cost factors. vary according to the decision Tnder consideration. For example, a company plans
lo enter export business and it receives an export order at a price which is less than the own cost. On cost
factors, the export order should be outrightly rejected because it does_ng_tfg‘ff!_ﬁl'ﬁl@ cost. Hloweyak,
e management should consider the non-cost factors such as goodwill earned by the company for getting
he export house status, earning valuable foreign exchange

from the order and so on. For getting
benefits, the company should consider incurring a E'P.i‘}l-l— and tolerable amount of }oss. if it can
9 m-d iL r——

COSTING

renders to the management in
aluable aid to management
on-making arc explained

G AND MARGINAL

rginal costing is the assistance that i.l

ay that marginal costing is arl\ .m\:] al
i i ' th in decisl
marginal costing proves its worth in dects

n-making, §pecific areas where

DECISION-MAKIN

! EI:WQSt useful contribution of ma
4l decision-making. This is to s

¥

ation_ of Selling Price o of demand and supply and other economic
<10 keep in ViEW the

ey ' k. | e
Although prices are regulated more by market condi el
PN b avin s v - t, the managcmem e -terighier than he
. ol i f products of services must be Mg
. b for management 0

jrcumstances arise |



Application of Marginal Costing
sell its regular product at a special price which may be lowey tha

N the,

consider special conditions and
cost. Fixation of sclling prices 1s discussed below :

%

(a) Under normal circumstances. '
(b) In times of competition and/or trade depression.

Selling prices under normal circumstance
In the long run, under normal circumstances, the selling price must cover total cost (i.e,, Variay,
g -
5

plus fixed cost) and also give a reasonable amount of profit. This

is essential for the survival of a business. Variable costing aids i decis;
In the short run due to adversé market conditions, the selling such as : Ong

price may have to be fixed below total cost but it should be | ® Fixation of selling prices

bove vanable cost. In other words , the selling price may be | ¢ Exploring new markets

temporarily fixed at marginal cost plus contribution basis and | ® Make or buy

the amount of contribution depends upon demand and supply, | ¢ Product mix

acuteness of competition, non-cost factors etc. But it should be | © Operate plant or shut dowy

noted that fixation of selling price below total cost may be made T |

only on a short term basis.

Pricing in competition and depression

When there is acute competition or in periods of depression,-products may have to be priced beloy
total cost, if such a step is necessary to meet the special situation. When variable cost technique is used for
pricing, the price should be higher than the variable cost so that it makes a contribution towards fixed cog
and help reduce the loss. When price is just equal to variable cost, the amount of loss will also be equal o
the amount of fixed cost because in such situations the selling prices make no contribution towards
fixed cost. _

Thus, under special circumstances like the trade depression or competition, if selling price is higher
than variable cost, even though it is below total cost, the production should not be stopped. This is because
fixed costs will have to be incurred irrespective of whether production is continued or not, and continuing
the production will help in reducing the amount of loss. '

'As a note of caution, fixation of selling price below total cost should be made only on a
basis. Pri-c.ing based on variable cost plus contribution helps companies to take advantage of short-tem
opportunities. But at the same time, no firm can afford to incur loss on a long-term basis and thus in the
long-run, the selling price must cover total cost and give a reasonable amount of profit. 5

short-term

Example
. . .\/
let-fd cost _ Rs. 1,00,000 (total) S/
Variable cost Rs. 7 per unit it ol
Current market price - - Rs. 8 per unit :
Output 50,000 units.
Should company sell or not? '
Solution
Varizble cost (50,000 units @ Rs 7
- Fixed cost ; i :
. : 1,00,000
Total cost 4,50,000

Cost per unit = Rs. 4,50,000 50,000 units = Rs. 9



E e roduction is stopped, the losg would
NS i continued the loss will be a5 fq be

gales (50,000 units @ Rs, 8)

ixed cost) that will be incurred if production is

f tiﬁﬂ llows: 8.1,00,000 (the amount of fixed cost), but if

. Total cost (Marginal cost + Fixed ¢ ost) Rs. 4,00,000
Less Rs. 4,50,000
Loss Be Enia

o 50,000
continuing to produce and sel] gt T S
B :BB;;,}[;)S! RS 50,000. below tota] cost, the loss is reduced by Rs. 50,000, i.e., from

;a1 Circumstances when Selling Price is Below Variable Cost

When selling price falls below variable cost, the loss will be more than the amount of fixed coslt. In

L eventuality, it will b.e bettfer to stop production so as to reduce the amount of loss because stoppage
aproduction means loss will be just equal to fixed cost. )

| However, in certain special circumstances like the fo]]

 gling price is below the marginal cost.

i 1. To popularise a new product. A new
: price so as to make it popular.

2. To eliminate competitors from the market.

3. To dispose of perishable products so as to avoid total loss.

4. To export so as to earn foreign exchange. Government may allow import quota against foreign

- exchange earnings and profit from import quota may be more than the loss on exporting the

~ product at low prices. < _

5. To keep plant and machinery in operation as idle machines may be liable to deterioration.

6. To prevent loss of future orders as temporary closure may break business connections with
customers that can be re-established at a heavy expenditure.

1. To help in'the sale of a conjoined product which is making large profits.

8___]-0 maintain production and to keep emp]oyees occupied.

owing, production may be continued even if the

product introduced in the market may be sold at a very low

Exploring |

2oring New Markets : -
§ﬂm¢ﬁmés, a company is not able to fully utilise plant capacity when selling at total cost plus profit

5,

A . v st
1 8uch a case, jt may explore new markets and find opportunities to receive additional bulk order or
T bogth. ? -

i i akes a
at 2 pri . ve variable cost so that the price ma
o Sher al a price which may be below total cost but above V B e fadilocst it alrendy

basis. Such additional sales at below total cost is
. price discrimination is possible. In this way

ili of sales constraint
* . 1 i ic not able to utilise because Al
ac“y'Whmh' . lSs::ch an order should be accepted, provided

. It will earn the company addilional profit, by utilising
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of Rs. 2.50 per picce on g Séllin _

Illustration 6.1 it
A manufacturer of plastic buckets mAKes 24 avcrag;I:)r otential capacity. His cost of gaja. Price
Rs. 14.50 by producing and sclling 60,000 picces at 60 P s . ales jg, - f
. ze(;‘ople(:e
Direct materials 1:00
Dircct wages 3.00
0.25

Factory overhead (variable)
Selling overhead (variablc)
Total fixed cost is Rs. 2,25,000

nds to producc the same number of units, but anticipates thy @
eq

1 and labour costs will go up by 5% each'. _
ffer for a further 20% of his capacity. What Minimy =
Ce

Il profit of Rs. 1,60,000.

During the current year, he intc .
cost will go up by 10%, and (b) matera
Under these circumstances, he obtains an 0
you would recommend for acceptance to ensure an overa

Solution _
Budgeted Statement for the Current Year Prior to Acceptance of 20% Capacity Order
Per piece Total
Rs. Rs.
i ———
Sales (60.000 pieces) 14,20 870000
Direct material (Rs. 4 + 5%) 4.20 2.52.000
Direct labour (Re 1 + 5%) 1.05 63,000
Variable factory overhead 3.00 1,80,000
Varizble selling overhead T 025 . 15,000
Vzrizble cost : z 8.50 ' 5,10,000
' : 6.00 - 3,60.000

Contribution (Sales — Variable cost)

= Rs. 2,47,500 : !

= Contribution — Fixed cost

= 3,60,000 - 2,47,500 = Rs. 1,12,500
= Rs. 1,60,000

Fixed cost Rs. 2.25.000 + 10%
Profit

Planned profit

Increase in profit (or contribution) required = 1,60,000 - 1,12,500 = Rs. 47,500

Varizble cost of additional 20,000 pieces (order

for 20% capacity, i.e.,, 20,000 x Rs. 8.50) Rs. 1,70,000 4
Add: Additional contribution desired Rs. 47.500

Total sales value Rs. 2,17,500

Selling price per unit = Rs. 2,17,500 + 20,000 units = Rs. 10.875
Thus, minimum price for sale of additi e - ;
150,000 p sale of additional 20,000 units is Rs. 10.875 so as to ensure an overall proiit of Rs

Export Sales

) Add:t:opa{flogg:[rs éna)’ be ac;cepl(.:d from 'fl_foreign market at below normal price or below total cost bt.n
sBigpe M - Export sales yield additional contribution when such sal rice which
above variable cost. uch sales are at a p



6°" _ining profitability of accen: - " "anagement Accountin
o ‘ ‘dck,fm Pling CXport Orders the f, j

" . ollowj s

JJLO( cales may result in additiop "8 additional factors should be

L ﬁ_q; insurance _chargcs. ctc., if not borne by : Pecial packin

',-r;'rﬂ"l ':ioﬂ (o determine profit from €Xport order 'Mporter, Theg
v, U ¥

il ¢ may result in certaj
su

' a BAP, ise duty or du 1
1. exclse y ty drawback
. qs 1N acks, sud m
ns cle, In detcrmining yito government, exemption or

“ 0 »d from cost or added ;
2SO ducte added in contrityg: ro
@™ e d Ntribution, fit from expory order, these items

s‘hﬂu 2 ‘
|[15“'3ﬁ0n b .
" Indo-Bf“iSh Company has a capacity to Produce §

al COSlS ¥

é_‘. EOSI. additional quality checks,
08t should be deducted from

arket at the followij 000 artic
ks for home mMa OWIng costs, es but actually produces only 2,000

Materials | Rs.
Wages 40,000
Factory Overheads RN od 36,000
Administralion overhead e xed 20,000
gelling and distribution overheads  — Fixed . 18,000
— Variable 10,000

16,000

Total Cost 1,52,000

The home market can consume oply 2,0.00 articles at a selling price of Rs. 80 per article. An additional
uer for the supply.of 3,000. articles is received from a foreign country at Rs. 65 article. Should this order
i accepted or not, if execution of this order entails an additional packing cost of Rs. 3,000.

(M.Com. Kolkata, Adapted)

Solution
Statement of Marginal Cost and Contribution
(of 3,000 articles for export)
Rs.
Materials @ Rs. 20 per article . - Go*ggg
Wages @ Rs. 18 per article f:}‘.OOO

Vari . ; article
ariable overhead Factory @ Rs. 10 per 24,000

__ Selling and dist. @ Rs. 8 per article — T

Marginal cost of sales !"9 5‘.000

27,000
390
Additional packing cost 24000

ditional profit >
gy f Rs. 24,000 and thus the order should be accepted.

Sales (3,000 articles @ Rs. 65)

Contribution
Les;

! " to
w this export order results 1n additional profi < el

ount in deciding the'acce
market.

‘ plability of this order becaus
Notps 1o .
oy : + Fixed overhead have not been taken 1ntc: acc al
e already been recovered from sale 1n the
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! Q)

cost and profit considerationg, e

from )
Non-Cost Factors or Qualitative Factors. Apart orting decision. These include - aip Ny
factors should also be kept in mind while making an €xpo 4,
(a) Foreign exchange carnings.
(b) Export house status. dwill, etc
" \ .
(¢) Enhancement in company prestige and goo '
(d) Employment opportunitics.
Conclusion
t plus rofit.
1. In normal times, prices should be based on total COSI‘EDn l;ricc may be fixed on maro:
- e e d compell ’ rgin
2. In market conditions like trade depression an p o pedivd. 8ina ¢q, By

. - v . (R H only for a Sh -
asis so as to make a contribution. This is valid -
bas orders from home market or from forejgy, Marke,
d

cis : Ik
3. In order to utilise spare plant capacity, bu : o
be accepted at less than total cost but above marginal cost. Th'![‘sf ad(:li :‘::I:ets - gosslii)?: the co
is possible only when price discrimination is such sales in differe :

My
.,

3. Make or Buy Decisions (Insourcing Vs. Outsourcing)
a decision has to be taken by the man

fargi 'sis renders useful assistance when e
on uhl:‘cllr}%:errm:a C:(jlt'::;:)anlgst_ part should be _IHQILPIEEPEE@_-E’.PEEEEUY or plfrchased from an omﬁi_qg ;ﬁt
e T p'rdéiﬁéﬁl—g ‘the goods by the firm itself whereas outsourcing 1s the process of Purchasip, e

goods or services from outside suppliers. For example, a car manufac!ure may rely on outside vendorg
supply some component parts but chooses to manufacture other.parts internally. ;

This is particularly so when a component part is available in the m'arkel -at a price below fimy’s %

total cost. This type of decision based on total cost analysis may be misleading. Such a decision can e
arrived at by comparing the outside supplier’s price with firm’s own mEi_l:g_iEl_iE)ft. On-the face of it, sipe
the only cost to manufacture the component is its marginal cost, then the amount by which marginal o
falls below supplier’s price is the saving that arises in making. Therefore, it will be profitable to buy fron
outside only when supplier’s price is below firm’s own marginal cost. |

For example, total cost of making a component is Rs. 100 per unit, consisting of Rs. 80 as variable cos

and Rs. 20 as fixed cost. Suppose, an outside firm is prcﬁé"raihg supply this component at Rs. 90, it may
appear that it is cheaper to buy the component. But a study of cost analirsis will show that each unit if
manufactured makes a contribution of Rs. 20 towards recovery of fixed cost. This fixed cost has to &
incurred whether we make or buy. The real cost of making the compo}lent part is only Rs. 80 whichisis
variable cost. This offer of Rs. 90 per unit should not be accepted because if accepte:d, the component vil
really cost Rs.'li 0, ie, Rs. 90 of purchase price plus Rs. 20 of fixed cost which cannot be saved i
component is not produced. _ :

HOW‘?""“ before arriving a final decision, due consideration should be given to other factors. Fer
example, it shou-Id also be considered as to whether plant capacity released by the non-manufacture of the
component part 1s put to some alternative use or not. e

Ilustration 6.3

'A raqio manufacturing co, finds that while it costs Rs. 6.25 to make component R-518, the sam® is
available in the market at Rs, 5,75 each, with an assurance of continued lv. The break-down of the
cost is : NS ued. supply. -1he
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/ R
S.

mg:"s 275 cach
s e B
Depreciation and other fixed costs 1.25 each
o2
’ should yOU make or buy ?

[t}:) what would be your decision, if the supplier offered the component at Rs. 4.85 each ?
(I.C.W.A. Inter)

jomn.
Solllf‘[‘hc cariable cost of producing the component is shown below :

Rs.
Materials 2.75
Labour 1.75
Other variable costs 0.50
Variable or Marginal cost’ _ 5.00
Fixed cost 1.25

On the face of it, it appears that it is cheaper to buy the component at Rs. 5.75 each because it is less
ihan own cost of Rs. 6.25 each but it should be understood that the fixed costs cannot be saved if it is
decided to buy the component instead of making it. Thus if the component is purchased then it will really
cost Rs. 7 per component i.e. Rs. 5.75 paid for purchase plus Rs. 1.25 of fixed cost which will continue to
be incurred and cannot be saved. It is therefore, advised to make the component. But decision to make or
buy will be influenced by the fact whether the capacity to be released by the non-manufacture of the
component can be put to some alternative use or not, resulting in a saving of fixed cost. If yes, buying will
be preferable as the component which costs Rs. 6.25 is available at Rs. 5.75. But if the released capacity
cannot be utilised, it should not be purchased but made by the firm.

(b) If the price offered is Rs. 4.85 per unit, then the offer can be accepted as there will be a saving of
15 paise per unit even if the capacity released cannot be profitably employed. This is so because the price
offered is less than the variable cost of the product. _
~ Outsourcing and Idle Capacity. When a firm has no spare capacity and manufacturing a component
involves setting aside other work, the loss of contribution of displaced work should also be given due
consideration. In other work, it will be profitable to buy only when the purchase price is below variable cost
plus 10ss of contribution of displaced work. The-loss of contribution is usually best found by the use of
contribution per unit of key factor.

llustration 6.4

Manufacture of product A takes 20 hours on machine No. 101. It has a selling price of Rs. 150 and
marginal cost of Rs. 110. Component part Y could be made on machine No. 101 in 4 hours. The marginal
cost of component part is Rs. 9 of which outside supplier's price is Rs. 13.

Should one make or buy component Y. Discuss in both situations when—

(a) Machine No. 101 is working at full capacity.
(b) There is idle capacity. ‘

TR T T N I e

e A e B
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Solution
(a) Contribution per unit of A = Rs. 150 - “'0 = Rlsl.stlg per hour
P . — Rs. 40 + 20 hrs = RS W
Contribution per machinc hour I:: o tgard hoirs he loss of contribution is Rs. 8 (., 4 br
& Rs. 17. : '@R,2
')

If component Y in manufactured then R, 8
The total cost to make component Y will be Rs. 9 + Rs. 0 =
This is more than supplier's price of Rs. 15 and 50 it is bC(llen“[’hlgl‘_’cy‘:l;’:l’;dl‘:’em:gc]sg'g}ﬂﬂcnt Y,
(b) If, however, there is some unutilised machine cfapﬂClW- “Fe B o Tl W GHERAE contribyy, a
the cost of making component ¥ would only be its variable cost, &€ [83: 7 » 1L Would pe munoﬂmt!,q
ICH[
a decision on make or buy a component, g, foll
Owip,
8

to make the product than buy it.
Non-cost or Qualitative Factors. While making

non-cost factors should also be considered. '
if bought from outside.

(a) Assurance of continued supply, >
(b) Assurance of quality of the product by the suppller.
g the period of agreement.

(c) Assurance of no price increase durin

on in which various products are sold or prodyceg

problem of selecting a profitable mix of sales thus, arises only when a business enterprise has 5 Vatiety o
product lines and each making a contribution of its own. Any change in sa}es mix a!so results in the chy, .
in profit position. The technique of marginal costing helps the management in determining the most profitzhj,

sale mix.
The discussion on selection of the most pro

(a) When there is no key factor, and
(b) When there is a key factor.

4. Product Mix Decisions
Sales mix or product mix denotcs the proporti

fitable product mix may be discussed in two parts :

(a) When there is no key (or limiting) factor
pt of key factor was explained in the chapter on Cost Volume Profit Analysis. When there i

The conce
no key factor, the product mix that provides the highest amount of contribution is considered as the most

profitable sales mix. This holds good when fixed cost does not change due to changes in sales mix.
However, when changes in sales mix are associated with changes in fixed cost, then that sales mix

which pr?vides the highest profit is considered as the most profitable sales mix. In other words, relative
profitability of mixes will be evaluated on the basis of their profit and not on the basis of their contribution

when a change in product mix is associated with change in fixed cost.

Ilustration 6.5
The following production/sales mix are capable of achievement in a factory:

(i) 2,000 units of product A and 2,000 units of product C.

(ii) 4,000 units of product B.
(iii) 1,000 units of product A, 2,000 units of product B and 1,600 units of product C.

Cost per unit is as follows:
A
Direct materials Rs. 20 ]]% 4%
Direct wages Rs. 8
10{ 20 :
.4 and RS>
—

Fixed cost is Rs 20,000 and variable overheads per unit of A, B and C are Rs. 2, R

respectively. Sellin rices of A, B and -
p y ,_,_gj#x##.agihgﬁé_fi%&%ﬂﬂ,andR-S.;.LQp per unit respectively o
it of A, B and C and the profits resulting from P

Determine the marginal con
mixes (i), (if) and (iii). B8

[ ( RAJAMPET. )

{/BRARY
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L Per unit of products

A B G
Rs. Rs. Rs.
. 36
,Ihng Prjce (S) — 20 40 100
f):rcci material 8 : .
s d 10 20
D! '1bl||c ovcrhead 4 8
5 =
Va .able cost (v) 30 30 68
g:ltrihuliﬂﬂ $-V) . D o

Statement Showing Comparative Profitability

/- Contribution Total Fixed cost

- contribution Profit
: b
s 12,000 0% 6
| ; & O bl
A 0 o s 20,000 56.000
toh 10 ;
Ao 40000 woso™ 17 40,000 20,000 20,000
{ :
(m)Al.OOO units 6,000 10D ‘f)
i o o
B 2,000 units , 20,000 20" E
vy P \
Claiunts 51,200 W™ 7700 20,000 57,200

Conclusion. The sales mix (i) is the most profitable as it yields the highest amount of contribution and
prof.

() When there is a key factor

When a key factor is operating,

, selection of the most profitable sales mix is based on contribution per
Wilof key factor. The product whic

h makes the highest amount of contribution per unit of key factor, is the
;::;splri?ﬁlablc one and its production is pushed up. The second preference is to be given to product which
. Dduce; i?l:fmd highest contribution per unit of key factor and so on and in the end that product should be
. ich yields least contribution per unit of key factor and to the extent of availability of the key

e ' ' A B e i :
Wﬁble:fﬁ A number of key factors operating simultaneously, the basic principle remains the same but
. are AL

Wi i d° ¢ more mathematical in nature and one has to resort to Linear Programming to determine the
Oduct mix ' iy

A o pas e i ; .
Ny, Pany Manufactures three products. The budgeted quantity, selling prices and unit costs are as
: | A B~ ¢
E_&w Miterig) \ Rs. ekt i fi&
Iteey Wage‘ss{(@ Rs. 20 per kg) 80 40 20
S-Sperhour) FI3F 15 10
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30

Variable overheads Ig 22
Elxgd oxl:l:rhea:s NS 6,400 3,200
udgeted production (in units) 140 120

Selling price per unit (in Rs.)

Required :

(i) Present a statement of budgeted profit.

(ii) Set optimal product-mix and determine the

-

5‘11 '
2
18
2,407
90

profit, if the supply of raw materials is restricted (o 18 400,
" g.

Solution
(i) Statement of Budgeted Profit
B
A € Tota} Re
Budgeted production (units) 6,400 3’?(2)3 2,400
Selling price Rs. 140 2
Raw materials 5,12,000 1,28,000 48,000 s !
Direct wages 32,000 - 48,000 24,000
Variable overhead 64,000 96,000 48,000
Total variable cost (V) 6,08,000 2,72,000 1,20,000 !0,00,000
Contribution (S - V) 2.88,000 | 1,12,000 96,000 | 496000
Less: fixed cost* ; 1,71,200
Profit 3.24.800
*Calculation of Fixed Cost
A=6400unit xRs. 9 = Rs. 57,600
B = 3,200 units x Rs. 22 70,400
C =2,400 units x Rs. 18 43,200
Total fixed cost = Rs. 1,71,200
(if) When raw material is the key factor
| A B 15
Raw material per unit of output "~ 4kg 2 kg 1kg
Total raw material consumed (kg) 6400 x 4 3200 x 2 2400x1
= 25,600 = 6,400 =2400
- 00
*Contribution per kg of raw material = w = w £ Rs. 960
25,600 kg. 6,400 kg. 2,400 kg.
= Rs. 11.25 —Rs. 17.50 =Rs. 40
Rankf I In 1
*Contribution per kg of raw material is calculated as :
Total contribution + Total raw materials consumed
Suggested sales mix (raw material is the key factor)
Rank I - Product C - 2,400 units x | kg 9 (@
- == : = 2|400 kg ] Y - o’! \
Rank II - Product B - 3,200 units x 2 kg a0 = 6,400 kg-".Q Qo - L

Rank III - Product A - 2,400 units x 4 kg (balance) q@“}" = 9,600 kg
. w o [} ¥
Total materials available 18,400 kg .
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b e
. mggcsl“’ product mix is : A = 2,400 units, B
us (he s l of l’ruﬁl e : C - 2,400 units
ol { Contribution

ali
colen?! i
{ 2,400 umts @ Rs. 45 p.u,
, ! Rs. 108000 ¥ 28¢ o0 = &f
/ ,_._—_—'

product g 3200 units @ Rs. 35 p.u.
‘ . .35 pu. Rs. 1,12,000
C 2‘40(.) un.uts @ Rs. 40 p.u. Rs. 96,000 6 L(DU
Total contribution 3,16,000
Less: Total fixed cost 1,71,200

Profit  Rs. 144,800

plant Shut Down Decisions
el?;nm:;gac;?;tgm; c:r]cums;;inces might feel that plant shut down, i.e., closing down the
oss. However, variable costing analysi : i
pera . ysis may prove that this is
f sxtuatlohr'l us:ually arises when sufficient sales cannot be achievgd. i
¢ either (a) temporary suspension of production activities, or (b) permanent

The managem
usinesss 18 better t
ways so. This type ©
This type of decision may

losing down of production.
Temporary Closing Down. Temporary suspension of

sually to stop operations until trade depression has passe
hould operations be su.spended? or in other words, how long should operations be continued? The answer
if products are making a contribution towards fixed cost, then generally speaking,

be suspended. This is so because continuing production will help minimising loss
shut down. Thus, the information needed to solve this type of problem

nvolves a comparison between probable loss at a given level of output and the loss that would be suffered

f production is suspended temporarily.
Example: A manufacturing company supp

activities is a short-term measure. The object is
d. The question before management is: when

lies you the following information:
10,000 units

Normal capacity of plant

Fixed cost ot _ Rs. 1,00,000

Marginal cost per unit - Rs. 75

Estimated selling price | . " Rs.80

Estimated sales volume at this selling price : 5,000 units

Marginal Cost Statement B T o
Total sales (5,000 units X Rs. 80) ] 4,00,000
Less: Marginal cost (5.000 units x Rs. 75) 3,75.000

Contribution 25,000
Fixed cost 1.00.000

t is operated, the loss

However, if plan
a contribution

| cost and is making

uld be Rs. 1,00,000.

s due to fixed cost WO ;
ce is above the margind

If plant is shut down, the los
e selling pri

would only be Rs. 75,000. This is becaus

towards fixed cost.
Sometimes, certain fixed costs can b

and Discretionary Fixed Costs.
discretionary fixed costs. Com

e. These aré termed as ixe .
oided even if production 1S discontinued.

Role bf Committed e a:ﬁﬁﬁc??j’
plant is not operativ mitted
hand, are those that cannot be av

——
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