Unit 5: Marginal Costing 13
Absorption versus Variable Costing: Distinctive features and income determination. Cost-Volume-Profit Analysis, Profit / Volume ratio. Break-even analysis-algebraic and graphic methods. Angle of incidence, margin of safety
Q. What Marginal costing?
Ans-Marginal costing is defined as “the ascertainment of marginal costs and of the effect on profit of changes in volume or type of output by differentiating between fixed costs and variable costs”. Marginal costing is not a separate costing. It is only a technique used by accountants to aid management decision. It is also called as “Direct Costing” in U.S.A. This 
technique of costing is also known as “Variable Costing”, “Differential Costing” or “Out-of-pocket” costing.
Q. What are the features of Marginal Costing?
Ans-Following are the features of marginal costing
1. Costs are separated into the fixed and variable elements and semi-variable costs are also differentiated like wise.
1.  Only the variable costs are taken into account for computing the value of stocks of work-in-progress and finished products.
1.  Fixed costs are charged off to revenue wholly during the period in which they are incurred and are not taken into account for valuing product cost/inventories.
1. Prices may be based on marginal costs and contribution but in normal circumstances prices would cover costs in total.
1.  It combines the techniques of cost recording and cost reporting.
1.  Profitability of departments or products is determined in terms of marginal contribution.
1.  The unit cost of a product means the average variable cost of manufacturing the product
Q. State the advantages of marginal costing.
Ans-Following are the advantages of marginal costing-
a) Cost-volume-profit relationship data wanted for profit planning purposes is readily obtained from the regular accounting statements. Hence management does not have to work with two separate sets of data to relate one to the other.
b)  The profit for a period is not affected by changes in absorption of fixed expenses resulting from building or reducing inventory. Other things remaining equal (e.g. selling prices, costs, sales mix), profits move in the same direction as sales when direct costing is in use.
c)  Manufacturing cost and income statements in the direct cost form follow management’s thinking more closely than does the absorption cost form for these statements. For this reason, management finds it easier to understand and use direct cost reports.
d)  The impact of fixed costs on profits is emphasised because the total amount of such cost for the period appears in the income statement.
e)  Marginal income figures facilitate relative appraisal of products, territories, classes of customers, and other segments of the business without having the results obscured by allocation of joint fixed costs.
f)  Marginal costing lies in with such effective plans for cost control as standard costs and flexible budgets.
g)  Marginal costing furnishes a better and more logical basis for the fixation of sales prices as well as tendering for contracts when business is at low ebb.
h)  Break-even point can be determined only on the basis of marginal costing.
Q. What are the limitations of marginal costing?
Ans-Marginal costing technique has the following limitations:
a) In marginal costing, costs are classified into fixed and variable. Segregation of costs into fixed and variable is rather difficult and cannot be done with precision.
b)  Marginal costing assumes that the behaviour of costs can be represented in straight line. This means that fixed costs remain completely fixed over a period at different levels and variable costs change in linear pattern i.e. the change is proportion to the change in volume. In real life, fixed costs are liable to change at varying levels of production especially when extra plant and equipment are introduced and hence variable costs may not vary in the same proportion as the volume.
c)  Under marginal costing technique fixed costs are not included in the value of stock of finished goods and work-in-progress. As fixed costs are incurred, these should also form part of the costs of the product. Due to this elimination of fixed costs from finished stock and work-in-progress, the stocks are understated. This affects the results of profit and loss account and the balance sheet. Thus, profit may be unnecessarily deflated.
d)  In the marginal costing system monthly operating statements will not be as realistic or useful as under the absorption costing system. This is because under this system, marginal contribution and profits vary with change in sales value. Where sales are occasional, profits fluctuate from period to period.
e)  Marginal costing fails to give complete information, for example rise in production and sales may be due to extensive use of existing machinery or by expansion of the resources or by replacement of the lab0ur force by machines. The marginal contribution of P/V ratio fails to bring out reasons for this.
f)  Under marginal costing system the difficulties involved in the apportionment and computation of under and over absorption of fixed overheads are done away with but problem still remains as far as the under absorption or over absorption of variable overheads is concerned.
g)  Although for short term assessment of profitability marginal costs may be useful, long-term profit is correctly determined on full costs basis only.
h)  Marginal costing does not provide any standard for the evaluation of the performance. Marginal contribution data do not reveal many effects which are furnished by variance analysis.

Q. What is breakeven analysis/cost profit analysis?
Ans-categorisation of costs into “variable” and “fixed” elements and their relationship with sales and profits has been developed as “break-even analysis”. This break-even analysis is also known as cost–volume–profit (CVP) analysis.
Q. What is contribution?
Ans-Contribution is the difference between selling price and variable cost of sales. It is visualised as some sort of a fund or pool, out of which all fixed costs, irrespective of their nature are to be met, and to each product has to contribute its share.
Contribution = Fixed cost + Profit/Contribution=Sales-Variable cost
Q. What is profit volume ratio?
Ans-The ratio or percentage of contribution margin to sales is known as P/V ratio. This ratio is also known as marginal income ratio, contribution to sales ratio, or variable profit ratio. P/V ratio, usually expressed as a percentage, is the rate at which profit increases with the increase in volume. The formulae for P/V ratio are:
a. 
b. [bookmark: _Hlk41040904]
c. 
Q. How profit Volume ratio can be improved?
Ans- Higher the P/V ratio more will be the profit and lower the P/V ratio, lesser will be the profit. P/V ratio can be improved by:
(a) Increasing the selling price per unit.
(b)  Reducing direct and variable costs by effectively utilising, men, machines and materials.
(c)  Switching the production to more profitable products showing a higher P/V ratio.
Q. What are the significance of Profit volume ratio?
Ans- The significance of profit volume ratio may be enumerated from the following application which are as under:
(a) Ascertainment of profit on a particular level of sales volume.
(b)  Determination of break-even point.
(c)  Calculation of sales required to earn a particular level of profit.
(d)  Estimation of the volume of sales required to maintain the present level of profit in case selling prices are to be reduced by a stipulated margin.
(e)  Useful in developing flexible budgets for cost control purposes
(f)  Identification of minimum volume of activity that the enterprise must achieve to avoid incurring losses.
(g)  Provision of data on relevant costs for decisions relating to pricing, keeping or dropping product lines, accepting or rejecting particular orders, make or buy decision, sales mix planning, altering plant layout, channels of distribution specification, promotional activities etc.
(h)  Guiding in fixation of selling price where the volume has a close relationship with the price level.
(i)  Evaluation of the impact of cost factors on profit.
Q. What is margin of safety?
Ans- Margin of safety is the difference between the actual sales and sales at break-even point. Sales beyond break-even volume brings in profits. Such sales represent a margin of safety. Margin of safety is calculated as follows:
a. Margin of safety = Total sales – Break even sales
b. Margin of safety can also be calculated with the help of P/V ratio i.e.
[bookmark: _Hlk41041543] 		                  
c. Margin of safety can also be expressed as percentage of sales
                                

Q. How can improve the margin of safety?
Ans- The margin of safety may be improved by taking the following steps
(a) Lowering fixed costs.
(b)  Lowering variable costs so as to improve marginal contribution.
(c)  Increasing volume of sales, if there is unused capacity.
(d)  Increasing the selling price, if market conditions permit, and
(e)  Changing the product mix as to improve contribution.
Q. What is Break even Chart?
Ans- According to the Chartered Institute of Management Accountants, London the break-even chart means “a chart which shows profit or loss at various levels of activity, the level at which neither profit nor loss is shown being termed as the break-even point”.
It is a graphic relationship between costs, volume and profits. It shows not only the BEP but also the effects of costs and revenue at varying levels of sales. The break-even chart can therefore, be more appropriately called the cost-volume-profit graph.
Q. What is Break-even point?
Ans- The break-even point in any business is that point at which the volume of sales or revenues exactly equals total expenses or the point at which there is neither a profit nor loss under varying levels of activity. The break-even point tells the manager what level of output or activity is required before the firm can make a profit; reflects the relationship between costs, volume and profits. In another words breakeven point is the level of sales or production at which the total costs and total revenue of a business are equal.
a.   
b.   
c. =Break Even Point In Unit x Sales Per Unit
Q. State the objectives of Break Even/CVP analysis.
Ans-The objectives of cost-volume profit analysis are given below:
(a) In order to forecast profit accurately, it is essential to know the relationship between profits and costs on the one hand and volume on the other.
(b)  Cost-volume-profit analysis is useful in setting up flexible budgets which indicate costs at various levels of activity
(c)  Cost-volume-profit analysis is of assistance in performance evaluation for the purposes of control. For reviewing profits achieved and cost incurred the effects on costs of changes in volume are required to be evaluated.
(d)  Pricing plays an important part in stabilizing and fixing up volume. Analysis of cost-volume-profit relationship may assist in formulating price policies to suit particular circumstances by projecting the effect which different price structures have on costs and profits.
(e)  As predetermined overhead rates are related to a selected volume of production, study of cost volume relationship is necessary in order to know the amount of overhead costs which could be charged to product costs at various level of operation.
[bookmark: _Hlk41043316]Q. What are the advantages of Break-Even Analysis/CVP analysis?
Ans-Following are the advantages-
(a) It provides detailed and clearly understandable information. The chart visualizes the information very clearly and a glance at the chart gives a vivid picture of the whole affairs. The information is presented in a simple form and therefore, is clearly understandable even to a layman.
(b)  The profitability of different products can be known with the help of break-even charts, besides the level of no-profit no-loss. The problem of managerial decision regarding temporary or permanent shutdown of business or continuation at a loss can be solved by break-even analysis.
(c)  The effect of changes in fixed and variable costs at different levels of production or profits can be demonstrated by the graph legibly.
(d)  The break-even chart shows the relative importance of fixed cost in the total cost of a product. If the costs are high, it induces management to take measures to control such costs.
(e) The economies of scale, capacity utilisation, comparative plant efficiencies can be analyzed through the break-even chart. The operational efficiency of a plant is indicated by the angle of incidence formed at the intersection of the total cost line and sales line.
(f)  Break-even analysis is very helpful for forecasting, long-term planning, growth and stability.
[bookmark: _Hlk41043544]Q. What are the limitations of Break-Even Analysis/CVP analysis?
Ans-Certain limitations raised against the utility of break-even analysis:
(a) Fixed costs do not always remain constant.
(b)  Variable costs do not always vary proportionately.
(c)  Sales revenue does not always change proportionately.
(d)  The horizontal axis cannot measure the units sold in as much as many unlike type of products are sold by the same enterprise.
(e)  Break-even analysis is of doubtful validity when the business is selling many products with different profit margins.
(f)  Condition of growth or expansion in an organisation are not assumed under break-even analysis. In actual life of any business organisation, the operation undergoes a continuous process of growth and expansion.
(g)  Even simple tabulation of the results of costs and sales can serve the purpose which is served by a break-even chart, hence there is no need of presenting the data through a break-even chart.
(h) The chart becomes very complicated and difficult to understand for a layman, if the number of lines or curves depicted on the graph are large.
(i)  The chart does not provide any basis for comparative efficiency between different units or organizations.
Q. What are the uses of Break-Even Analysis/CVP analysis?
Ans- Following are the uses_
(a) C.V.P. analysis helps in forecasting costs and profits as a result of change in volume.
(b) . It helps fixing a sales volume level to earn or cover a given revenue, return on capital employed, or rate of dividend.
(c)  C.V.P. analysis helps in determining relative profitability of each product, line, project or profit plan.
(d)  Through cost volume-profit analysis inter-firm comparison of profitability can be done intelligently.
(e)  It helps in determining cash requirements at a desired volume of output, with the help of cash breakeven charts.
(f) [bookmark: _GoBack] Break-even analysis emphasizes the importance of capacity utilization for achieving economy.
(g)  From break-even analysis during severe recession, the comparative effects of a shut down or continued operation at a loss is indicated.
(h) . The effect on total cost of a change in the fixed over-head is more clearly demonstrated through break-even analysis and cost- volume-profit charts.



Unit 5: Marginal Costing 13


 


Absorption versus Variable Costing: Distinctive features and income 


determination. Cost


-


Volume


-


Profit Analysis, Profit / Volume ratio. Break


-


even 


analysis


-


algebraic and graphic methods. Angle of incidence, margin of safe


ty


 


Q


. 


What Marginal


 


costing?


 


Ans


-


Marginal costing is defined as “the ascertainment of marginal costs and of 


the effect on profit of changes in volume or type of output by differentiating 


between fixed costs and variable costs”. Marginal costing is not a separate 


costing. It is only a 


technique used by accountants to aid management decision. 


It is also called as “Direct Costing” in U.S.A. This 


 


technique of costing is also known as 


“Variable Costing”, “Differential Costing” 


or “Out


-


of


-


pocket” costing


.


 


Q. What are the features 


of Marginal


 


Costing?


 


Ans


-


Following are the features of marginal costing


 


a)


 


Costs are separated into the fixed and variable elements and semi


-


variable costs are also differentiated like wise.


 


b)


 


 


Only the variable costs are taken into account for computing the value of 


st


ocks of work


-


in


-


progress and finished products.


 


c)


 


 


Fixed costs are charged off to revenue wholly during the period in which 


they are incurred and are not taken into account for valuing product 


cost/inventories.


 


d)


 


Prices may be based on marginal costs and contr


ibution but in normal 


circumstances prices would cover costs in total.


 


e)


 


 


It combines the techniques of cost recording and cost reporting.


 


f)


 


 


Profitability of departments or products is determined in terms of 


marginal contribution.


 


g)


 


 


The unit cost of a product 


means the average variable cost of 


manufacturing the product


 


Q. State the advantages of marginal costing.


 


Ans


-


Following are the advantages of marginal costing


-


 


a)


 


Cost


-


volume


-


profit relationship data wanted for profit planning purposes 


is readily obtained f


rom the regular accounting statements. Hence 


management does not have to work with two separate sets of data to 


relate one to the other.


 


b)


 


 


The profit for a period is not affected by changes in absorption of fixed 


expenses resulting from building or reducing


 


inventory. Other things 


remaining equal (e.g. selling prices, costs, sales mix), profits move in the 


same direction as sales when direct costing is in use.


 




Unit 5: Marginal Costing 13   Absorption versus Variable Costing: Distinctive features and income  determination. Cost - Volume - Profit Analysis, Profit / Volume ratio. Break - even  analysis - algebraic and graphic methods. Angle of incidence, margin of safe ty   Q .  What Marginal   costing?   Ans - Marginal costing is defined as “the ascertainment of marginal costs and of  the effect on profit of changes in volume or type of output by differentiating  between fixed costs and variable costs”. Marginal costing is not a separate  costing. It is only a  technique used by accountants to aid management decision.  It is also called as “Direct Costing” in U.S.A. This    technique of costing is also known as  “Variable Costing”, “Differential Costing”  or “Out - of - pocket” costing .   Q. What are the features  of Marginal   Costing?   Ans - Following are the features of marginal costing   a)   Costs are separated into the fixed and variable elements and semi - variable costs are also differentiated like wise.   b)     Only the variable costs are taken into account for computing the value of  st ocks of work - in - progress and finished products.   c)     Fixed costs are charged off to revenue wholly during the period in which  they are incurred and are not taken into account for valuing product  cost/inventories.   d)   Prices may be based on marginal costs and contr ibution but in normal  circumstances prices would cover costs in total.   e)     It combines the techniques of cost recording and cost reporting.   f)     Profitability of departments or products is determined in terms of  marginal contribution.   g)     The unit cost of a product  means the average variable cost of  manufacturing the product   Q. State the advantages of marginal costing.   Ans - Following are the advantages of marginal costing -   a)   Cost - volume - profit relationship data wanted for profit planning purposes  is readily obtained f rom the regular accounting statements. Hence  management does not have to work with two separate sets of data to  relate one to the other.   b)     The profit for a period is not affected by changes in absorption of fixed  expenses resulting from building or reducing   inventory. Other things  remaining equal (e.g. selling prices, costs, sales mix), profits move in the  same direction as sales when direct costing is in use.  

