
MARGINAL COSTING (COST- VOLUME PROFIT 

ANALYSIS) 

This topic from the Management Accounting section has appeared in 1997, 1999, 
2001 and 2004. 2006 2008 2011 2014 2017 It is popular with students but all angles 
of the topic must be covered to obtain full marks in the section. 

In order to answer a Marginal Costing with confidence it is essential to know the key 
definitions and key formulae. 

1 Fixed Costs ; These costs do not change over certain levels of output e.g. Annual 
Rent 
2 Variable Costs ; These costs vary as output changes e.g. Raw Materials 
3 Contribution is the difference between total sales and total variable costs and is 
used to firstly cover fixed costs and then the remainder is profit. 
4 Contribution per Unit = Selling Price per Unit Variable Cost per Unit 
5 Breakeven Point Total Costs =Total Revenue 
6 Margin o(Safetv Actual Sales Breakeven point 
7 Formulae 
C/S ratio = contribution ; sales
(a) Breakeven point = Fixed Costs 

Contribution Per Unit 

(b) Target Profit formula = Fixed Costs+ Target Profit
Contribution Per Unit 

( c) Sample Marginal Costing Statement

Sales 
Less Variable Costs 
= Contribution 
Less Fixed Costs 
= Profit 

Sample Higher Level Question and Solution Marginal Costing using Sales 
Commission as a percentage of Sales 

Quincy Ltd manufactures a component for the motor industry. The company's 
profit and loss account for the year ended 31 December 2004 was as follows: 

Sales (200,000 units @ €8 each 
Less 
Direct material 
Direct labour 
Production overheads 
Administration costs 
Selling costs 

400,000 
300,000 
500,000 
70,000 

100,000 

€ 
1,600,000 

(1,370,000) 



230,000 Net profit 

Direct materials and direct labour are variable 
Production overheads are 80 % variable 
Administration costs are 25% fixed. 
Apart from sales commission of 4% of sales, selling costs are fixed. 

Step 1 Classify all costs into variable and fixed as suitable for a Marginal Costing 
Statement 

I Variable 

Materials 400000 
Labour 300000 
Production O/hs 400000 (80%) 
Admin. Costs 52500 
Selling Costs 64000 (4% of sales) 

1216500 

Selling price per unit = €8 

Variable cost per unit = €1,216.500 = €6.0825 
200,000 

Variable cost per unit excluding commission €5.7625 

Contribution per unit =( €8 - €6.0825) 
= €1.9175 

I Fixed 

100000(20%) 
17500 
36000 

153500 

UNITS PER UNIT TOTAL 
Sales 200,000 €8 €1,600,000 
Less Variable 200,000 €6.0825 (€1,216,500) 
Costs 
Contribution 200,000 €1.9175 €383,500 
Less Fixed Costs (€153,500) 
Profit €230,000 

(a) Calculate the company's break-even volume and margin of safety

in 2004 (10)



Breakeven point is found by using the formula 
Fixed costs =

CPU 

Margin of safety 

= 80,053 units 

budgeted sales 
200,000 Units 
119,947 units 

153,500 
1.9175 

Breakeven Point 
80,053 Units 

Calculate how many units must be sold in 2004 if the company 
wishes to earn a net profit of €280,000 assuming the selling prices 
and variable costs remain unchanged but that all fixed costs 
increase by 10%.(20) 

Sales in units to provide a profit of €280,000 
Find the new Fixed Costs; 
Fixed costs for 2004 = €153,500 

€153,500 
€168,850 

Fixed costs + Target profit
CPU 

€168,850 

234,081 units 

+ €280,000
€1.9175 

+
+ 

10%
€15,350

The selling price the company must charge in 2004. If fixed costs 
are increased by 20% but the volume of sales and the profit remain 
the same.(20) 

Selling price for 2004 
The problem here is that that we are looking for the new selling price which also 
affects commission and variable costs and contribution. 

Fixed costs for 2004: 



€153,500 + €30,700 
Contribution required for 2004 
= Fixed costs + Profit
= €184,200 + €230,000

€414,200 

Contribution per unit 
= €414,200 

200,000 
€2.071 

= €184,200 

At this point we must pretend that there is no commission in the question which 
means that we can find a selling price of 96% of the real answer 
Contribution per unit 
= 414,200 

200,000 
= €2.071 

+ Variable cost (excluding commission)

(96%) selling price ( excluding commission) 

Ifwe know 96% of the final answer is €7.8335 

€5.7625 

€7.8335 

We can find selling price including commission by dividing by.96 to find 100% 
= 7.8375 

0.96 
= €8.16 

This is the selling price the company must charge in 2004. If fixed costs are increased 
by 20% but the volume of sales and the profit remain the same 

The number of units that would provide a profit of 13% of the sales 
revenue 
from these units when the selling price is €9 (20) 

Profit of 13% of€9 

= €1.17

Formula 

Fixed Costs 

Contribution per unit -13% of selling price 



New selling price means a new Variable Cost Per Unit 

€5.7625 + (4% of€9) 
= €6.1225 

Remember that commission is 4% of sales value and our new sales value is €9 

New Contribution per unit =

€9-€6.1225 

= €2.8775 

€153500 

€2.8775 €1. 17 

89,898 units 

However in 2004 the examiner reverted to a commission of €0. 70 PER UNIT

This means that adjustment (d) and (e) are done differently as follows 

To summarise, the key figures in 2004 were 

Selling Price Per Unit = €16 
Variable Cost Per Unit = €9 .26 
Contribution Per Unit = €6.74 
Fixed Costs = €206, 100 
Volume of Units = 60,000 
Profit €198,300 

(d) The selling price the company must charge in 2004. If f,xed
costs are increased by 10% but the volume of sales and the profit
remain the same.(20)
This question is more straightforward as the commission is €0.70 per
unit will not change as the selling price changes.

New Fixed Costs are €206,100 x 1.1 (increase) 
€226,710 

+ €198,300 (original profit)



=€425,010 
This is the new Total Contribution 
€425,010 I 60,000 
= €7.0835 is the Contribution per unit 
As commission is an inbuilt €0. 70 PER UNIT variable costs do not change 
To find our NEW Selling Price Per Unit 
We add €7.0835 and €9.26 

Answer is €16.3435 

(e) The number of units that would provide a profit of 10% of the sales
revenue
from these units when the selling price is €17 (20)

Even though we have a new selling price of €17 it will not affect variable 
cost per unit as the commission is per unit. 
New Selling Price is € 17 

- Variable Cost Per Unit €9 .26
- New Contribution Per Unit = €7. 7 4

Profit of 10% of €17 

= €1.70 

Formula 

Fixed Costs 

Contribution per unit -13% of selling price 

€206,100 

€7.74 - €1.70 

= 34,123 units 



8. Marginal and Absorption Costing

A. Harrrington Ltd., produces a single product. The company's profit and loss account for the year
ended 31/12/2005, during which 60,000 units were produced and sold, was as follows:

Sales 
Materials 
Direct labour 
Factory overheads 
Administration expenses 
Selling expenses 

Net profit 

€ 

288,000 
144,000 
51,000 
96,000 
68,000 

€ 

720,000 

647,000 
73.000 

The materials, direct labour and 40% of the factory overheads are variable costs. Apart from 
sales commission of 5% of sales, selling and administration expenses are fixed. 

You are required to calculate: 

(a) The company's break-even point and margin of safety.

(b) The number of units that must be sold at€ 13 per unit to provide a profit of I 0% of the sales
revenue received from these same units.

(c) The profit the company would make in 2006 ifit reduced its selling price to €11, increased
fixed costs by €10,000 and thereby increased the number ofunits sold to 80,000, with all
other cost levels and percentages remaining unchanged.

B. Cloud Ltd., produces 8,000 units of product Z during the year ended 31/12/2005. 6,000 of these units
were sold at €6 per unit. The production costs were as follows:

Direct Materials 
Direct Labour 
Variable Overhead 
Fixed Overhead Cost for the year 

You are required to: 

€0.50 per unit 
€0.80 per unit 
€0.50 per unit 
€3,000 

(a) Prepare Profit and Loss statements under Marginal and Absorption costing principles.

(b) Outline the differences between Marginal and Absorption costing. Indicate which method
should be used for financial accounting purposes and why.

(80 marks) 



Question 8 

(A) Sales Less Variable CostsDirect materials Direct labour Factory overheads (40%) Sales commission (5% x 720,000)
ContributionLess Fixed costs Factory overheads (60%) Administration expenses Selling expenses (excluding commission)Net Profit

288,000144,000 20,40036,000 

30,60096,00032,000 

€ 720,000

(488,400)231,600 

158,60073,000

(a) Break even point Fixed CostsCPU 158.600 I 3.86 

Margin of safety 

(b) Fixed costs

Sales break even point 
■ 60,000-41089 ■

Contribution - 10% of S.P.
158.600 I■ 4.81-1.3 

(c) Profit if seHing price dropped to €11

Sales Less variable costsContribution Less fixed costsProfit 

(80,000 x 11) (80,000 X 8.09)
(158,600 + 10,000) 

15 

880,000 1
647.200 232,800 

1 

€ per unit)12.00 

8.14 
3.86 

41,089 units

■ 18,911 units

■ 45,186 units



Question 8- continued 

(B) 

(a) Absorption Costing
Sales (6,000 x €6)
Less production cost of 8,000 units 
Direct materials (8,000 x 0.50) 
Direct labour (8,000 x 0.80) 
Variable overhead (8,000 x 0.50) 
Fixed overhead 

Less closing stock (1/4 of 17,400) 
Profit 

Marginal costing 

Sales 
Less production costs 
Direct materials 
Direct labour 
Variable overhead 

Less closing stock ( 1/4 of 14,400) 
Contribution 
Less fixed cost 
Profit 

(b)

€ 

4,000 1 6,400 
4,000 
3,000 

17,400 
(4,350)■ 

€ 

4,000 1 6,400 
4,000 

14,400 
(3,600) 

There is a different profit figure because closing stock is valued differently.

€ 
36,ooo■ 

€ 
36,ooo■ 

Marginal costing does not include fixed costs when costing a product whereas
absorption costing does include the fixed costs.
Therefore closing stock under marginal costing is valued lower than under absorption
costing because a share of fixed costs is included in the value of stock under absorption
costing but not included under marginal costing.

Under absorption costing, closing stock is valued at a ¼ of the production cost of 17,400 
Under marginal costing, closing stock is valued at ¼ of the production cost of 14,400. 

Closing stock -Absorption costing 
Closing stock - Marginal costing 
Difference 

The profit difference is 22,950 22,200 

4,350 
(3,600) 

750 

750 

Absorption costing should be used as it agrees with standard accounting practice and 
concepts and matches costs with revenues. ■ 



8. Marginal Costing and Separation of Costs

(a) Doyle Ltd produces a single product. The company's profit and loss account for the year
ended 31/12/2007, during which 14,000 units were produced and sold, was as follows. The
company operated at 70% of capacity in 2007.

Sales (14,000 units) 
Materials 
Direct labour 
Factory overheads 
Administration expenses 
Net profit 

€ 

120,000 
140,000 

90,000 
112,000 

€ 
560,000 

462,000 
98,000 

The materials, direct labour and a third of the factory overheads are variable costs. €62,500 of 
the administration expenses are fixed. 

You are required to calculate: 

(i) The company's break-even point and margin of safety.

(ii) The profit the company would make in 2008 if it reduced the selling price by 5%, increased
advertising by € I 0,000 and thereby increased sales to 20,000 units with all other cost levels
unchanged.

(iii) The number of units that must be sold at €36 per unit to provide a profit of 20% of the
sales revenue received from these same units.

(iv) The profit the company would make if a commission of 5% of sales is given to sales
personnel and €1 extra per unit spent on enhanced packaging, thereby increasing the sales to
19,000 units at €42 per unit

(v) For what purpose is the Contribution Sales Ratio regularly used? When is the use of this ratio
essential?

(b) Mixed costs can be separated into their fixed and variable elements by using records of costs
from previous periods. Max PLC manufactures a single component. The following
production costs and output levels have been recorded during March, April and May 2007:

Output Levels 
Units 
Costs 

Direct materials 
Direct Labour 
Production Overheads 
Other overhead costs 
Administration expenses 

Profit is budgeted to be 15% of sales. 

You are required to: 

50% 
10,000 

€ 
140,000 
80,000 
66,000 
57,000 
25,000 

368.000 

75% 
15,000 

€ 
210,000 
120,000 
96,000 
83,250 
25,000 

534.250 

(i) Separate production overheads into fixed and variable elements.
(ii) Separate other overhead costs into fixed and variable elements.

90% 
18,000 

€ 
252,000 
144,000 
114,000 
99,000 
25.000 

634.000 

(iii) Prepare a Flexible Budget for 95% Activity Level using Marginal costing
principles, and show the contribution. (80 marks) 

 



Question 8 

(a) 

(i) 

Sales (14,000 units 70%)
Less Variable Costs 

Direct materials 
Direct lab 
Factory overhead 
Administration overhead

Contribution 
Less Fixed Costs 

Factory overhead 
Administration overhead

Net Profit 

Break even point Fixed Costs
CPU 

€ 

120,000 

140,000 

30,000 

49,500 

60,000 

62,500 

= 1122,500 

15.75 

€ 

560,000 

339,500 
220,500 

122,500 

� 

€ 
per unit
40.00 

24.25 

15.75

[I 7,778 units 

Margin of safety Sales - break even
.

int
■ 14,000 - 7,778 ::,0 ■ 6,222 units

(ii) Profit from reduced selling price
Sales (20,000 x €38.00)
Less variable costs (20,000 x €24.25)

fixed costs 
Profit 

(iii) Number of Units that must be sold

Let N be the no of units 

+ F.C. +

760.000 

I 
485,000 

132,500 

142,500 

Profit Sales 

36N 

v.c.

24.25N 

122,500 

122,500 

+ 122,500 + [20% of36N]

36N 24.25N - 7.2N 

4.55N■

N 26924 units ■

(iv) The profit they would Make from S.P of €42

Sales 
Less Variable costs
Contribution 
Less Fixed costs
Profit 

[I 9,000 x €42] 
[19,000 x (24.25 + 1 + 2.10)]

(v) To calculate the break even point ■ 

798,000 I 
519.650 

278,350

122.500 I 155.850 

When necessary figures are not available variable cost or selling price or units 

 



(b) 

Production overheads 

High 
Low 
Difference 

Units 

18,000 

10,000 

8,000 

Total Cost 
€ 

114,000 

66,000 

48,000 

The variable cost of 8,000 units is 48,000, therefore the variable cost per unit is €6 

Total production overhead cost 66,000 96,000 114,000 

Less variable costs 60,000 90,000 108,000 

Therefore, Fixed cost � � 6,000

Other overhead costs Units Total Cost 
€ 

High 18,000 99,000 

Low 10,000 57,000 

Difference 8,000 42,000 

The variable cost of 8,000 units is 40,000, therefore the variable cost per unit is €5.25 

Total other overhead costs 
Less variable costs 
Therefore, Fixed cost 

10,000 
57,000 

52.500 

4,500 

Flexible Budget in Marginal Costing format 

Sales 
Less Variable Costs 

Direct Materials 
Direct Labour 
Production overheads 
Other overhead costs 

Contribution 
Less Fixed Costs 

Production overheads 
Other overheads 
Administration 

Profit 

(19,000 X 14) 
(19,000 X 8) 
(19,000 X 6) 
(19,000 X 5.25) 

Total cost is 85% of sales. 
Total cost 631,750 + 35,500 

85% of sales 
667,250 

667,250 

785,000 100% 

15,000 
83,250 

78,750 

4,500 

266,000

I
152,000 

114,000

99,750 

6,000 1 
4,500 

25,000 

18,000 
99,000 

94,500 

4,500 

1ss,ooo 11 

631,750 

II 1s3,2so 

35,500

117.750 

fl 

II 

II 



8. Marginal Costing

Ivor Ltd produces a single product. The company's profit and loss account for the year ended 31/12/2010,
during which 90,000 units were produced and sold, was as follows:

Sales (90,000 units) 
Materials 
Direct labour 
Factory overheads 
Selling expenses 
Administration expenses 
Net profit 

€ 

390,000 
236,000 
82,000 

105,000 
130,000 

€ 
1,170,000 

(943,000) 
227,000 

The materials, direct labour and 40% of the factory overheads are variable costs. Apart from 
sales commission of 5% on sales, selling and administration expenses are fixed. 

You are required to calculate: 

(a) The company's break-even point and margin of safety.

(b) The number of units that must be sold in 2011 if the company is to increase its net profit by
20% over the 2010 figure, assuming the selling price and cost levels and percentages remain
unchanged.

( c) The profit the company would make in 2011 if it reduced its selling price to € 11, increased fixed
costs by €15,000 and thereby increased the number of units sold to 110,000, with all other cost
levels and percentages remaining unchanged.

( d) The selling price the company must charge per unit in 2011, if fixed costs increase by 12% but
the volume of sales and profit remains the same.

(e) The number of units that must be sold at €16 per unit to provide a profit of 10% of the sales
revenue received from these same units.

(f) (i) List and explain two limitations/assumptions of marginal costing.

(ii) Explain what is meant by a step fixed cost.
Roughly sketch a graph of step fixed costs using the following rental payments:

€5,000 €12,000 €19,000 €28,000 
20,000 30,000 40,000 50,000 

 



Question 8 

Sales (90,000 units) 
Less Variable Costs 
Direct materials 
Direct wages 

Factory overhead (40%) 

Sales commission (5% of sales) 
Contribution 
Less Fixed Costs 
Factory overhead (60%) 

Selling expenses (excl Commission) 
Administration expenses 
Net Profit 

390,000 
236,000 1 32,800 

58,500 

49,200 

II 46,500
130,000 

€ € 

1,170,000 
per unit 
13.00 

(717,300) (7.97) 
452,700 5.03 

(225,700) 
227,000 

(a) Break even point fixed Costs 
CPU 

= ■ 44,871 

units

Margin of safety Budgeted Sales 
90,ooo■

- Break eve1!J!?int 
44,871 ■ 

(b) Number of Units to increase profits by 20%

Net profit 2010 

Increase in net profit 20%
Net profit for 2011 

Fixed Costs+ Target Profit
CPU 

227,000 

45.400 
272,400 

= ■ 225,700 + 272,400 ■
5.03 ■ 

( c) Profit if selling price dropped to e 1 in 2011 

Sales (110,000 x €11) 1,210,000 1(865,700) 

(d) 

Less Variable costs (110,000 x €7.87)
Total Contribution (110,000 x €U 3) 
Less Fixed costs 
Profit 

The selling price to be charged 
Let S be the selling price 

Sales - Variable costs = Fixed costs 

344,300 
240,700■
103.600 

+ Profit 

= 

= 

90,000S ■ - 90,000[7.32 + 0.05SJ ■ = ■ 252,784 + 221,000■
90,000S - [658,800 + 4,500S] = 479,784 
90,000S - 4,500S = 479,784 + 658,800 
85,500S = 1,138,584 
SP = €13.3167 

■ 45,129 units

■ 99,026 units

■eoJ,600

■ eJ.32



(e) Let the number of units = N 

Sales Revenue = 16N 

Profit = 1.6N 

Sales = Variable Costs + Fixed Costs + Profit 
16N ■ = 8.l2N■ + 225,700■ + 1.6N ■ 
6 .28N = 225,700 
N = 35,939.49 ■ 35,940 units

Limitations/assumptions: I.I 
Variable costs are assumed to be completely variable at all levels of output. However variable 
costs may decrease due to economies of scale QL may increase because of increased costs. 

It is assumed that in marginal costing fixed costs remain the same although most fixed costs 
are step-fixed and are only fixed within a relevant range. 

It is assumed that all mixed costs are easily separated into fixed or variable. The High Lo 
method can be used for this purpose but it is not always possible to do this. 

It is assumed that the selling price per unit is constant and does not allow for discounts. 

Production in a period usually equals sales. Fixed costs are charged in total to a period 
and are not carried forward to next period. 

Step Fixed Cost 
Step fixed costs are costs that are fixed within a certain range of activity but change outside of 
that range. E.g. Rent could be fixed up to a certain level of production. However, if production 
increases and results in the rental of more factory space, then the rent would increase to a new 
level. Thus the fixed costs would increase in steps. 

Graph II 
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8. Marginal and Absorption Costing

(a) Murphy Ltd, produces a single product. The company's profit and loss account for the year
ended 31/12/2013, during which 16,000 units were produced and sold, was as follows:

Sales (16,000 units) 
Materials 
Direct labour 
Factory overheads 
Administration expenses 
Net profit 

€ 

120,000 
110,000 
60,000 

105,000 

€ 
480,000 

395,000 
85.000 

The materials, direct labour and½ of the factory overheads are variable costs. €65,000 of the 
administration expenses are fixed. 

You are required to calculate: 

(i) The company's break-even point and margin of safety.

(ii) Roughly sketch a graph, showing your break-even point.

(iii) The profit the company would make in 2014 if it reduced its selling price by 5%, increased
advertising by €5,000 and thereby increased sales to 19,000 units, with all other cost levels
and percentages remaining unchanged.

(iv) The number of units that must be sold at €26 per unit to provide a profit of 20% of the sales
revenue received from these same units.

( v) The profit the company would make in 2014 if a commission of 5% of sales is given to sales
personnel and €1 extra per unit spent on new packaging, thereby increasing the sales to
17,000 units at €34 per unit.

(b) Barry Ltd, produced 10,000 units of product A during the year ended 31/12/2013. 9,000 of these
units were sold at €4 per unit. The production costs were as follows:

Direct Materials 
Direct Labour 
Variable Overhead 
Fixed Overhead Cost for the year 

You are required to: 

€0.60 per unit 
€0.50 per unit 
€0.40 per unit 
€4,000 

(i) Prepare Profit and Loss statements under Marginal Costing and Absorption Costing principles
for Barry Ltd.

(ii) Outline the differences between Marginal and Absorption costing.
Indicate which method should be used for financial accounting purposes and why.



Question 8 

(a) 

Sales (16,000 units) 
Less Variable Costs 

Direct materials 
Direct wages 
Factory overhead 
Administration overhead 

Contribution 
Less Fixed Costs 

Factory overhead 
Administration overhead 

Net Profit 

(i) 
Break even point 

€ 

120,000 

110,000

20,000

40,000 

40,000 

65,000 

Fixed Costs 
CPU 

€ € per unit 

480,000 30.00 

(290,000) (18.125) 
190,000 11.875 

(105,000) 

� 

105.000 II ■ 8,843 units

11.875 

Margin of safety Sales - Break even p<:>int 
11 16,000 - 8,843 ■ ■ 7,157 units 

(ii) Break even chart ■

Revenue/Costs € 

Break even 

€265,290 

8,843 

(iii) Profit from reduced selling price
Sales (19,000 x 28.50) 
Less Variable costs (19,000 x 18.125) 
Contribution 
Less Fixed costs 
Profit 

(105,000 + 5,000) 

(iv) Fixed Costs
Contribution - 20°/o of S.P.

1 105,000

7.875 5.2 ■ 

= 

Total Revenue 

Total Costs 

Fixed Costs 

Output (units) 

€ 
541,500 

I(344,375) 
197,125 

(1=)1 

= ■ 39,253 units



(b) 

(v) The profit they would make from Selling Price of €34
578,000 1· 

(354,025) 

(i) 

(ii) 

Sales (17,000 x 34)
Less Variable costs (17,000 x 18.125 + 1.70 +l)
Contribution
Less Fixed Costs
Profit

Absorption Costing 
Sales (9,000 x 4) 
Less production Cost (10,000 units)

Direct Materials (10,000 x €0 .60) 
Direct Labour (10,000 x €0.50) 
Variable Overhead (10,000 x €0.40) 
Fixed Overhead 

Less Closing Stock (1/10 x 19,000) 
Profit 

Marginal Costing 
Sales (9,000 x 4) 
Less Production Cost (10,000 units)

Direct Materials (10,000 x 0.60) 
Direct Labour (10,000 x 0.50) 
Variable Overhead (10,000 x 0.40) 

Less Closing Stock ( l /10 x 15,000) 
Contribution II 
Less Fixed overheads 
Profit 

II 

223,975 
(105.000) I 

t:• 
4,000 I

I 9,000 

36,000 II 

(1,900) ■ (17,100) 
� 

36,000 ■ 

6,000 I .... 
5,000

4 ,000

15,000 

o,500) 11 (13,500) 
22,500

(4 ,000) ■ 
� 

There is a difference in the profit figures because closing stock is valued differently. 
Closing stock under marginal costing is valued lower than under absorption costing. 
When costing a product, marginal costing does not include fixed costs whereas in absorption 
costing the fixed costs are included. Therefore a share of fixed costs is included in the value of 
stock under absorption costing and not included under marginal costing. 
Under absorption costing, closing stock is valued at a 1/10 of the production cost of€19,000

Under marginal costing, closing stock is valued at a I/IO of the variable cost of €15,000 

Closing Stock - Absorption Costing 
Closing Stock - Marginal Costing 
Difference 

The profit difference is 18,900 - 18,500 

■ 

1,900 

(1,500) 

400 

400 

Absorption costing should be used as it agrees with standard accounting practice and concepts and 
also matches costs with revenues. 
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SECTION 3 (80 marks) 
Answer ONE question 

8. Marginal Costing

Clarke Ltd produces a single product.  The company’s profit and loss account for the year
ended 31/12/2016, during which 60,000 units were produced and sold, was as follows:

€  € 

Sales (60,000 units) 1,320,000 

Materials  270,000

Direct labour  207,000

Factory overheads  240,000

Administration expenses  101,250

Selling expenses    82,500  900,750 

Net profit 419,250 

The materials and direct labour are variable costs.  Apart from a sales commission of 5% of 
sales, selling and administration expenses are fixed.  Factory overheads are mixed costs, 
and have behaved in the past as follows: 

Year ended  Output (units)  Factory Overheads in € 

31/12/2014  90,000  330,000 

31/12/2015  50,000  210,000 

31/12/2016  30,000  150,000 

Required: 

(a) Calculate the variable and fixed elements of factory overheads using the high/low method.

(b) Calculate the company’s break–even point and margin of safety.

(c) Calculate the number of units that must be sold at €25 per unit to provide a profit of 10% of
the sales revenue earned from these same units.

(d) Calculate the selling price the company must charge per unit in 2017, if fixed costs increase by
12% but the volume of sales and profit remain the same.

(e) After conducting market research the following options have been proposed.

Option 1 – Reduce the selling price by 10% and spend an extra €30,000 on advertising to
increase sales volume by 20%.

Option 2 – Spend €40,000 on leasing a new packaging machine (fixed cost).  This will
reduce the variable cost per unit by €2 maintaining sales at current levels.

Prepare a marginal costing statement for each option.

Write a brief report for the manager of Clarke Ltd with your recommendation.

(f) What is meant by the term ‘Sensitivity Analysis’?
(80 marks) 
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Question 8 – Marginal Costing 80

(a) High Low Method

Output (Units)  Production Overheads 
High  90,000  330,000 
Low  30,000  150,000 
Difference  60,000  180,000 

Variable cost per unit  = 
180,000 
60,000 

=  €3 per unit  [4] 

Total cost of 90,000 units  =  330,000 
Less variable cost (90,000 × €3)  =  270,000 
Fixed cost  =  60,000  €60,000  [4] 

(b) 

Marginal Costing Statement €  €  €
Per unit

Sales (60,000 units) 1,320,000  22.00 
Less variable costs 
Direct materials 270,000
Direct wages 207,000
Factory overhead (60,000 × €3) 180,000
Sales commission (5% of sales) 66,000  (723,000)  12.05 

Contribution 597,000  9.95 
Less fixed costs 
Administration expenses 101,250
Selling expenses (excl. commission)  16,500
Factory overhead 60,000  (177,750) 

Net profit   419,250 

Break‐even point fixed cost 
CPU 

177,750  [4] 
9.95  [5] 

= 17,865 units  [4] 

Margin of safety  budgeted sales  less  break‐even point 
60,000  [2]  less  17,865  [1]  = 42,135 units  [2] 
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(c)  Number of units that must be sold at €25 to provide a profit of 10% of the sales revenue 

Variable cost per unit (excl. sales commission)  =  10.95 
At €25 per unit the 5% commission  =  1.25 
New variable cost per unit  =  12.20  

 
Let number of units  =  N 
Sales revenue  =  25N 
Profit  =  2.5N 

 
Sales  =  Variable Costs  +  Fixed Costs  +  Profit   
25N  [2]  =  12.2N  [4]  +  177,750  [2]  +  2.5N  [4]   
10.3N  =  177,750             
N  =  17,257.28          [2]  17,258 units 
                 

 
 

(d)  The selling price to be charged in 2017 
 

Let S be the selling price 
 
Sales  –  Variable costs  =  Fixed costs  +  Profit 
60,000S  [1]  –  60,000 [10.95 + 0.05S]  [5]  =  199,080  [3]  +  419,250  [3] 
60,000S  –  [657,000 + 3,000S]  =  618,330       
60,000S  –  3,000S  =  618,330  +  657,000   
57,000S      =  1,275,330       
Selling price      =  €22.3742    [2]  €22.37 
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(e) Report on the effect on profit of a number of options:

To: The manager of Clarke Ltd [1]

From:

Date:

Option 1

Selling price – 10%  =  19.80
Fixed costs + 30,000  =  207,750
Sales volume + 20%  =  72,000   units 
New variable cost per unit (10.95 + 0.99)  =  11.94

Sales (72,000 × 19.80)  1,425,600  [3] 
Less variable costs (72,000 × 11.94)  (859,680)  [3]
Contribution  565,920
Less fixed costs   (207,750)  [2]
Net profit   358,170  [1]

Option 2 

Fixed costs + 40,000  =  217,750 
New variable cost per unit (12.05 – 2.00)  =  10.05 

Sales (60,000 × €22)  1,320,000  [3] 
Less variable costs (60,000 × €10.05)   (603,000)  [3]
Contribution  717,000
Less fixed costs  (217,750)  [2]
Net profit  499,250  [1] 

Choose Option 2 
Option 2 would generate a profit of €141,080 greater than option 1 [1] 

(f)    [6] 

Sensitivity Analysis is also known as ‘what if’ analysis. It is a technique used by management 
accountants to show the effect on profit brought about by changes in the following: 

1. Selling price

2. Sales volume

3. Variable costs

4. Fixed costs

The examples in part (e) are examples of sensitivity analysis.




