Topic A06: Marginal and Absorption Costing

Student Worksheet p.2

BAFS Elective Part – Accounting Module – Cost Accounting
Topic A06: Marginal and Absorption Costing
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Pattie, the owner of Pattie Company is looking at the company’s income statement for the month ended 30 June Year 8. She asks her accountant the meaning of fixed and variable costs. She also asks the accountant to propose an alternative method to calculate the production cost and the unit product cost.

The Statement of Calculation of Production Cost and Income Statement of Pattie Company for the month ended 30 June Year 8 are as follows:


Production Cost
	
	$
	$

	Direct materials
	
	30,226

	Direct wages
	
	20,828

	Direct expenses – Royalty
	
	 4,826

	Prime cost
	
	55,880

	
	
	

	Production overheads
	
	

	 Factory manager salary 
	9,000
	

	 Factory management fee
	1,020
	

	 Factory rent and rates
	7,000
	

	Factory insurance
	2,400
	

	 Depreciation expenses – Machinery
	 900
	20,320

	Production cost
	
	76,200



Pattie Company

Income Statement for the month ended 30 June Year 8

	
	$
	$

	Sales
	
	187,500

	Less:
	Cost of goods sold:
	
	

	
	 Add: Production cost
	76,200
	

	
	 Less: Closing inventory (40 units)
	1,200
	75,000

	Gross profit
	
	112,500

	Less: Expenses
	
	

	 Bank loan interest
	750
	

	 Depreciation expenses – Office equipment
	250
	

	 Cleaning expenses
	159
	

	 Salesmen’s salaries
	12,643
	

	 Advertising
	385
	

	 Sales commission
	445
	

	 Office rent and rates
	7,905
	22,537

	Net profit
	
	89,963


You, as the accountant of Pattie Company, decide to use the company’s spending to explain to Pattie about the characteristics of fixed and variable costs.  To facilitate the calculation of product cost, you also try to allocate the cost/expenses to production cost and non-production cost.


Identify the fixed, variable, production and non-production costs from Pattie Company’s Statement of Calculation of Production Cost and Income Statement for the month ended 30 June Year 8. The first example is given for reference.
	Fixed Cost
	Variable Cost
	Production Cost 
	Non-Production Cost

	
	Direct Materials
	Direct Materials
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	



Assume 2,540 units of goods were produced by the Pattie Company for the month ended 30 June Year 8 and there is no opening inventory. The production cost per unit would be:


You decide to prepare the Income Statement using Marginal Costing and present it to Pattie to show the major difference when this method is used.

(a) Suppose Marginal Costing system is used, prepare an Income Statement for the Pattie Company for the month ended 30 June Year 8.  (Assume that there is no opening inventory.)
Selling Price 



    = Sales Revenue ÷ No. of units sold





  



=

=



Variable Production Cost         =









=





Variable Non-production Cost 
=

Fixed Production Cost 


=





  



=

Fixed Non-production Cost 

=





  



=
 Pattie Company
Income Statement for the month ended 30 June Year 8
	
	$
	$

	Sales
	
	

	Less: Variable production cost
	
	

	Variable non-production cost
	
	

	Contribution margin
	
	

	Less: Fixed costs
	
	

	· Production
	
	

	· Non-production
	
	

	Net profit
	
	



Form a group of four or five students. Read the following case carefully and complete the tasks.

Summer vacation is coming. To gain practical experience and make some pocket money, you and your classmates come up with an idea to set up an online shop to sell custom-designed heat-transfer print T-shirts.
Today, you and your classmates hold an informal meeting at the school canteen to discuss and work out a business plan.
A list of costs related to the operating the business is created up after the discussions. Your group would like to use cost-plus pricing to establish the selling price. As you have learnt marginal and absorption costing in your previous studies, you decide to apply your knowledge to compute the unit cost.

(a) Classify the following cost items according to the characteristics of Marginal and Absorption costing systems and complete the table:

	Cost Items
	Details
	Cost Classification under

	
	
	 Fixed or Variable
	 Production or Non-production

	Service fee paid to online platform
	$400/month
	Fixed Cost
	Non-production cost

	Hire charges for heat transfer machines 
	$1,500/ month
	
	

	T-shirt purchase cost
	$15/piece

	
	

	Printing charges
	$7/sheet

	
	

	Delivery charges
	1% on sales

	
	

	Packaging tools and materials 

	$2,000/ month
	
	

	Stationery expenses


	$300/month
	
	

	Advertising fee (a fixed amount charged by an advertising firm)
	$1,000/month
	
	

	Transaction fee charged by online platform 
	1.5% on sales 
	
	


(b) Assume 500 units of T-shirts will be produced per month and production overhead will be absorbed on unit basis. Compute the production cost for each unit based on the data in 1(a):

The following table shows the sales forecast for the first three months of operations based on current market research data. A mark up of 50% will be imposed on the product cost.
Forecast sales for the first three months of operation (in units):

	
	1st month
	2nd month
	3rd month

	Sales
	500
	400
	550

	Closing inventory
	-
	100
	50



(a) Suppose absorption costing is adopted, construct a budgeted income statement for the first three months of operations.
	
	1st month
	2nd month
	3rd month

	
	$
	$
	$

	Sales
	
	
	

	Less: Cost of goods sold:
	
	
	

	Opening inventory
	
	
	

	Add: Production cost
	
	
	

	Less: Closing inventory
	
	
	

	
	
	
	

	Gross profit
	
	
	

	Less: Non-production costs
	
	
	

	· Fixed
	
	
	

	· Variable
	
	
	

	Net profit
	
	
	


(b) Suppose marginal costing is adopted, construct a budgeted income statement for the first three months of operations (using the selling price set under absorption costing).

	
	1st month
	2nd month
	3rd month

	
	$
	$
	$

	Sales
	
	
	

	Less: Variable production cost
	
	
	

	Variable non-production cost
	
	
	

	Contribution margin
	
	
	

	Less: Fixed costs
	
	
	

	· Production
	
	
	

	· Non-production
	
	
	

	Net profit
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Bullet Manufacturing Company is engaged in the manufacturing and wholesaling of sneakers. The following is the dialogue between the Marketing Manager, Philip and the Chief Accountant, James.
Bullet had been using absorption costing for internal reporting purpose. In the month of July, production of Bullet exceeded sales and the income statement showed a decline in profit margins despite a 20% sales increase. The Chief Accountant, James was asked by the marketing manager, Philip to explain this contradictory result. 

Philip remarked that Marginal Costing method would better reflect the actual performance of his department. James on the other hand insisted that Absorption Costing was a more appropriate method for management accounting purposes. The issue of using marginal costing was brought up and Bullet was deciding whether to switch to marginal costing for internal reporting purpose.
Task:

Students are divided into two groups to debate on the topic “Bullet Manufacturing Company should adopt Marginal Costing instead of Absorption Costing in preparing the company’s income statement”.
Write down the arguments of the statement.

Arguments for the statement:

	· 
	

	· 
	

	· 
	

	· 
	


Arguments against the statement:

	· 
	

	· 
	

	· 
	


Activity 1: Case Study 





Task 1: Cost Classification





Task 2: Cost Computation








Total Production Cost:





	Units Produced: 





	Production Cost per unit = Total Production Cost ÷ Units Produced





				           =





				           = 					





Task 3: Income Statement



























































Activity 2: Case Study 





Task 1: Cost Classification and Computation








Under Marginal Costing:


T-shirt purchase cost					


Printing charges						


Production cost per unit			    

















Under Absorption Costing:


T-shirt purchase cost 					


Printing charges						


Production overheads					


Production cost per unit			    








Task 2: Net Profit Computation





Activity 3: Debate 
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