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Absorption Costing
i

| A costing method that assigns all
' ma!wufacturing costs, including both
variable and fixeq Costs, to products,

Marginal in

A costing method that assigns only the variable

as period costs and are not assigned to products.

manufacturing costs to products. Fixed costs are treated

Only variable manufacturing costs are included in the
product cost. Fixed costs are expensed as period costs.

|

Includes direct materials, direct labor, and variable

manufacturing overhead. Fixed manufacturing overhead
is not considered a product cost.

Sales - (Variable manufacturing costs + Variable selling
| and administrative expenses) = Contribution margin

Only variable manufacturing costs are allocated to the
inventory cost. Fixed manufacturing overhead is not
included.

Useful for short-term decision-making, such as

determining the profitability of specific products or
services.

| cost Both variable and fixeq manufacturing

| classification | costs are included in the product cost.

|

i

| Product cost | Includes direct materials, direct labor,
; variable manufacturing overhead, and
‘ fixed manufacturing overhead.

Profit Sales - (Cost of goods sold + Selling and

calculation administrative expenses) = Net profit

Inventory Considers fixed manufacturing overhead

valuation as part of the inventory cost.

Decision- Useful for long-term decision-making as it

making incorporates all costs, including fixed
costs.

Example Suppose a company produces and sells
widgets. In absorption costing, the product
cost would include direct materials, direct
labor, variable manufacturing overhead,
and fixed manufacturing overhead. Thus,
the cost per unit will be higher.

Using the same example, in marginal costing, only
variable costs like direct materials, direct labor, and
variable manufacturing overhead will be considered in
the product cost. Fixed manufacturing overhead will be
treated as a period cost and will not be included in the
cost per unit. As a result, the cost per unit will be lower
compared to absorption costing.

———— o

|



o that both absorption costing and marginal cos
mitations, and the choice between the tw:;ng
m

It's important to not
ces and objectives of the company.

n advantages and li

their ow
e specific circumstan

depends on th
nt Costs and Decision-Making

Releva
1. Key Factor: The key factor is a crucial element that signiﬁcantly influenc:
decision-making, it is essential to identify the
ts and penefits
ften the Jimiting

a decision or outcome. In

factor, as it helps determine the most relevant cOS
associated with a particular choice. The key factor is 0
factor or constraint that affects the decision.

Example: A manufacturing company has limited machiné hours availablé:
T'he key factor in determining the production quantity and pr ofitabillty of
different products would be the machine hours. The company would

pro s the

allocate its limited machine hours to the product that generaté

%
ce Q@

A

highest profit per hour.
roduct or o\

the optimal price for a p
determining the appropriate
‘ated with

2 Pncn-ng: Pricing decisions involve setting
service. Relevant costs play a vital role in
iable costs directly assocla

::;c(;ng_stra;egy. These costs include vari
ucing t
i egc isf;‘nproduct, as well as any additional costs incurred due to the
, such as changes in demand 0" P" oduction volume.
w dish on its menu. In

-,
>

Ex .
jﬁi:grf: taurant wants to introduce a ¢
S
Ftor and other ‘Zm':e, the restaurant considers the cost of ingredients,
riable costs associated with preparing the dish. ,
petttionitoseta price

Additi
dditionally, they assess market demand and com

that maximizes profitability.

Product Profita

roduct Profitability: Analyzin

s " . g product profitability in

nd revenues associated with each prodict or); e rzflvesf;?ssessmg the
ce offered by a



ability accurately.

Je: A retail store sells '

f’ %’ Th " multiple Products and wants to evaluate their
| oﬁtabﬂlty- ey consider the costs of

o pr S Of purchasing or producing each item,

N8 w.|th a;vca:)drglthf\al COsts related to storage, packaging, and
marketmg. Y Paring these costs against the revenues generated by

each product, the store can determine Which items are the most

4, Dropping a Product Line: Dropping a product line refers to the decision to
discontinue offering a particular product or service. This decision is often
hased on an analysis of the relevant costs and benefits associated with
maintaining the product line. If the costs outweigh the benefits, dropping
the product line may be the appropriate choice.

Example: A technology company manufactures smartphones and tablets.
After analyzing sales figures and production costs, they realize that the
tablet product line is consistently generating lower profits compared to
smartphones. They may decide to drop the tablet product line to focus
their resources and efforts on the more profitable smartphone business.

5. Make or Buy: Make or buy decisions involve determining whether a
company should produce a component or product internally or purchase it
from an external supplier. Relevant costs, such as production costs,
purchase costs, and quality considerations, are ¢rucial in making this

decision.

Example: An
vehicles. They compare

automobile manufacturer needs a specific component for its
the costs and quality of producing the component
in-house versus purchasing it from a specialized supplier. If the in-house
production costs are higher of the external supplier offers better quality,
the company may decide to buy the component instead of making it

internally.

eceives an export order, it involves

6. Export Order: When a company r
in foreign markets. Decision-

selling products or services to customers




making related to export orders considers relevant cqsts associ
exporting, such as transportation, tariffs, customs duties, pac
marketing expenses, along with potential revenues,

Example: A clothing manufacturer receives a significant export Orde
a retailer in another country. They assess the costs invol

the goods, including shipping costs, customs fees, a
product modifications. After comparing these costs

revenue from the order, the manufacturer decides
export order is financially viable,

fe
agim

ved in expor
nd any necessar

against the expect,
whether acceptingt




ration 5.14. The following details have been furnished to you regarding two proposals
ich are for consideration before a firm. -
(a) mprovement in the quality of the product, which will result in an additional saie of 5,000
units at the existing price. However, this improvement in guality will result in increase in
the variable cost by 10 paise per unit.
(b) Reduction in the selling price of the product by 12 paise per unit. This will push up sales
by 5,000 units.
In both cases the fixed expenses will increase by Rsa. 1.000.
The presem sales of the firm are 10,000 units at the rate of Rs. 2.10 per unit. The variable cost is
RAs. 1.60 per unit and the total fixed costs are Rs, 3,000.
You are raequired to state whether it will be appropriate for the tirm to select any of the new
proposals or should it continue with the existing scheme.

Solution:
EVALUATION OF ALTERNATIVES

Particulars Prosent Caso Fé’t’oposad Caséo

_ L 2

Expected sales (uniis) 16,0006 1 Kﬁ%b Tgﬁ

Selling Prica (Rs.) 2.10 - 2.10 1.98
Variable Cost (Rs.) 1. 1.70 1.60
Contribution (Rs.) 0.50 0,40 0.38
Towal Contribution (Rs.) 5,000 6,000 5,700
Fixed Expenses (Rs.) 3.000 4,000 4,000
Profit (Rs.) 2,000 2,000 1.700

“he above analysis shows that it will be appropriate to continue with the starus qguo
rHowever, if there is a possibility of increasing the selling price in future, proposal (a) ma ;l .
considered.




