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Marginal costing techniques
In any firm, there exist three different categories of costs: fixed costs, variable costs, and mixed costs (Fülöp et al., 2021). The high-low method would allow Super Tyres Global (STG) to distinguish between fixed and variable costs from the overall Cost of producing tyres. By contrasting the highest and lowest levels of activity and the associated costs, it is possible to rate the company's products. Drury (2013) claims that rating products according to their activity level and the expenses incurred is a crucial concept in cost accounting since it helps determine the fixed and variable costs associated with the product and supports budgeting activities. Based on their production activity levels, budget tyres with the highest activity levels can be ranked as the highest level, with premium tyres with the lowest activity units as the lowest level.
The global variable Cost per unit has been determined first according to the high-low method. The Variable Cost per unit for the company equals £36.50. It has been determined using the formula below:
Variable Cost per Unit = (Highest Activity Cost – Lowest Activity Cost) / (Highest Activity Units – Lowest Activity Units)
	Highest activity Cost (budget tyres)
	71200

	Highest activity units (budget tyres)
	1700

	Lowest activity cost (premium tyres)
	42500

	Lowest activity units (premium tyres)
	760

	Variable Cost per unit
	36.50


The company’s fixed Cost per unit using the formula below equals £16.08.
Fixed Cost = Highest Activity Cost – (Variable Cost per Unit * Highest Activity Units)
	Highest activity Cost (budget tyres)
	89400

	Highest activity units (budget tyres)
	1700

	Variable Cost per unit
	36.5

	Total Fixed Cost
	27350

	Fixed Cost per unit
	16.08


Contribution per unit is the residual profit on the sale of a single unit that a business has after deducting all variable costs from the related revenue. By determining the contribution per unit, Super Tyres Global would be able to determine the minimum price at which its tyres can be sold. The company’s contribution has been determined using the formula;
Contribution per unit = selling price per unit minus variable unit costs
As illustrated in the table below, the company’s contribution per unit for the highest activity equals £23.5 and £83.5 for the lowest activity, with a total contribution of £107 per unit.
	
	Highest Activity
	Lowest Activity
	Total

	Selling price per unit
	60
	120
	180

	Variable Cost per unit
	36.5
	36.5
	73

	Contribution per unit
	23.5
	83.5
	107

	Units sold
	1700
	760
	2460

	Contribution
	39950
	63460
	103410



Production Budget and Marginal Cost Income Statement (Budget Contract is honored)
According to Lange and Perry (2019), a production budget is a financial plan based on the management's assessment of the market's competition, economic conditions, production capacity, consumer market demands, and historical trends that the management believes a business should produce in the upcoming period to match the anticipated sales quantity. The company’s production budget will consist of direct materials, direct labour, and overhead costs. Forecast unit sales are fundamental to preparing the company’s production budget, so they must be determined first. For quality assurance purposes, Supper Tyres Global (STG) operates on a just-in-time production (JIT) method, so the company’s opening and closing inventory are zero. When the budget contract is honoured, the company will produce and sell 1,200 units of tires. Thus, based on the JIT production method, Supper Tyres Global will produce its tire units based on the market's maximum annual demand. The formula has determined the company’s production budget;
Production budget = Budgeted sales units – Opening stock of finished goods + Closing stock of finished goods.
The units manufactured for the budget and standard tyres total 1,200 when the budget contract is honoured, as indicated in the production budget below. Meanwhile, 900 units will be produced for the premium tyres. This is because the company will have to fulfil the already accepted budget order of 1,200 tyres by the sales directors.
	Supper Tyres Global
	

	Production Budget
	

	For the Year Ended 2023
	

	
	Budget
	Standard
	Premium
	Total

	Forecasted unit sales
	1,200.00
	1,200.00
	900.00
	3,300.00

	Planned Ending Inventory
	-
	-
	-
	-

	Total Production Required
	1,200.00
	1,200.00
	900.00
	3,300.00

	Beginning Inventory
	-
	-
	-
	-

	Units to be produced
	1,200.00
	1,200.00
	900.00
	3,300.00


When the budget contract is honoured, the sales revenue for budget tyres will equal £72,000 and £108,000 for both the standard and premium tyres. The contribution margin would equal £28,200, £64, 200 and £75,150 for the budget, standard, and premium tyres, respectively. The total profit for producing and selling the three types of tyres will equal £100,486.
	Supper Tyres Global

	Marginal Cost Income Statement

	For the Year Ended 2023

	
	Budget
	Standard
	Premium
	Total

	Sales (units)
	1,200.00
	1,200.00
	900.00
	3,300.00

	Price per unit
	60.00
	90.00
	120.00
	270.00

	Sales Revenue
	72,000.00
	108,000.00
	108,000.00
	288,000.00

	Variable costs
	(43,800.00)
	(43,800.00)
	(32,850.00)
	(120,450.00)

	Contribution margin
	28,200.00
	64,200.00
	75,150.00
	167,550.00

	Fixed costs
	(19,296.00)
	(19,296.00)
	(14,472.00)
	(53,064.00)

	Profit/Loss
	8,904.00
	44,904.00
	60,678.00
	100,486.00


Production Budget and Marginal Cost Income Statement (Budget Contract is not honoured)
The units to be manufactured for budget tyres will be 2,200 units, 1,600 units for standard tires, and 900 units for premium tyres if STG does not honour the budget contract as shown in the production budget below.
	Supper Tyres Global
	

	Production Budget
	

	For the Year Ended 2023
	

	
	Budget
	Standard
	Premium
	Total

	Forecasted unit sales
	2,200.00
	1,600.00
	900.00
	4,700.00

	Planned Ending Inventory
	-
	-
	-
	-

	Total Production Required
	2,200.00
	1,600.00
	900.00
	4,700.00

	Beginning Inventory
	-
	-
	-
	-

	Units to be produced
	2,200.00
	1,600.00
	900.00
	4,700.00


When the company does not honour the budget contract, the sales revenue for budget tyres will equal £132,000, £144,000 for standard tyres, and £108,000 for premium tyres. The contribution margin would equal £51,700, £85,600, and £75,150 for the budget, standard, and premium tyres. The total profit for producing and selling the three types of tyres will equal £122,874.
	Supper Tyres Global

	Marginal Cost Income Statement

	For the Year Ended 2023

	
	Budget
	Standard
	Premium
	Total

	Sales (units)
	2,200.00
	1,600.00
	900.00
	4,700.00

	Price per unit
	60.00
	90.00
	120.00
	270.00

	Sales Revenue
	132,000.00
	144,000.00
	108,000.00
	384,000.00

	Variable costs
	(80,300.00)
	(58,400.00)
	(32,850.00)
	(171,550.00)

	Contribution margin
	51,700.00
	85,600.00
	75,150.00
	212,450.00

	Fixed costs
	(35,376.00)
	(25,728.00)
	(14,472.00)
	(75,576.00)

	Profit/Loss
	16,324.00
	59,872.00
	60,678.00
	122,874.00


Decision-Making on the Budget Contract
STG directors should reject the STG budget contract. This is because when the budget contract is not honoured, the total profit earned from the sale of the tyres is relatively higher than when the budget contract is honoured. When the budget contract is not honoured, the total profit equals £122,874 with a total sales revenue of £384,000. On the other hand, when the contract is honoured, the total profit equals £100,486 with a total sales revenue of £288,000. Bustinza et al. (2019) argue that companies can increase their net margin by increasing sales revenue. By not honouring the contract, STG could sell more tire units, thus increasing sales revenue. The increase in sales by not honouring the budgeting contract would enable the company to offset the increase in the total cost of production, yielding a higher net margin than when the budgeting contract is honoured. Even after paying a fine of £14,000, the profit yielded (£108,874) by not honouring the budget contract would still be higher compared to when the budget contract is honoured.
Limiting Factor and CVP Analysis
Limiting Factor
According to Realmonte et al. (2019), a limiting factor can be any constraint that hinders a company from expanding when the budget is prepared. The limiting factor could be any variable impeding STG operations or its growth. For STG directors to ensure that the budgets prepared are reasonable and capable of ensuring good fulfilment, the limiting factors for the company’s budgeting process must be assessed. Raw material accessibility is one of the limiting factors that the company is experiencing. Jones et al. (2020) argue that raw materials play a sensitive role in production. The limitation of raw materials to 25,140 m2 due to high energy costs may hinder the company from meeting the market demand for tires. Production capacity is another limiting factor for the company. Each department's production capacity must be considered so that the output from each department is not perceived as a burden by that department. Compared to the standard and premium tires produced, the Cost of budget tires is comparatively more significant. This implies that more labour and raw material costs would be incurred in the production of budget tyres. The budget and standard tyres also exceed the recommended capacity of 1,200, resulting in a financial penalty of £14,000 incurred.
CVP Assumptions and Limitations
Kafle (2018) claims that as most CVP evaluations are based on the static cost concept, the assumptions made by accountants when calculating the CVP ratios are potentially the causes of this technique's limitations. The STG’s costs have been classified into fixed and variable costs based on the CVP assumption that all costs should be classified into fixed and variable costs. However, Blecker's (2016) argument that certain costs, such as depreciation, cannot be precisely determined critiques this assumption. The company's costs also include a third category of semi-variable overheads, where some are part of the variable costs while others are part of the variable costs. All sales levels within the aforementioned relevant range have not changed the company's fixed costs. Variable costs at STG have changed in direct proportion to changes in activity level.
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