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[bookmark: _Toc108092238]To: MSG Managers
From: Nikola Chakrakchiev
Data:07/07/2022
Subject: Proposal to cease Hoists and Mobile Beds Production
Introduction
This report is produced in response to the proposal to discontinue the production of hoists and mobile beds. It tends to apply marginal costing and account the direct costs and margins for the production of the various products made by MSG. It will show that the MSG management can consider discontinuing the production of Hoists due to negative contribution value, but should keep producing Wheelchairs and Mobile beds. However the MSG management has to make their research on the effect of discontinuing the production of Hoists. 
The report will defend the use of marginal costing over other cost accounting methods like absorption costing and will highlight its advantages when used by the management for short-term management decisions. 
[bookmark: _Toc108092239]Marginal Costing Statement
[bookmark: _MON_1717846133]The accounted period profit/Loss report shows a total loss of £(1,751.21) for the production of the company products. In order to define the products’ viability the contribution of each product should be known. Table 1 shows the report with contribution included in the calculations:
[bookmark: _Toc108092240]Table 1. Accounting report for the production of Wheelchairs, Hoists and Mobile Beds


The calculations show that the contribution of the Wheelchairs and the Mobile beds are both of positive values, respectively £ 2,829.32 and £2,129.32. Only the production of Hoists has a negative contribution of £(209.85). This makes a total of £4,748.79 contribution for the entire production. 


[bookmark: _Toc108092241]Discontinuing the production of Hoists
The decision to discontinue the production of Hoists will bring the following results:
[bookmark: _Toc108092242]Table 2. Accounting report for the production of Wheelchairs, and Mobile Beds after discontinuing Hoists


As the table above indicates, discontinuing hoists will reduce the cost for direct material, direct labour, and other variable costs with, respectively, £(4,905.00), £(2,535.00), and  £(69.85). This will lead to reduction in the total expenses but it will not change the loss to a profit although it will slightly mitigate the negative result from £(1,751.21) to £(1,541.36).
[bookmark: _Toc108092243]Discontinuing the production of Mobile beds 
On the other hand, the decision to discontinue the production of mobile beds will reflect on the company profits in the following way:
[bookmark: _Toc108092244]Table 3. Accounting report for the production of Wheelchairs, and Hoists after discontinuing Mobile Beds


Visible from Table 3 above is that discontinuing the production of mobile beds will only escalate the company losses to more than double the current positions. From £(1,751.21) to £(3,880.53). Mobile beds is a well-selling product of positive contribution and discontinuing its production can lead to a number of negative consequences like lay-offs of personnel and loss of profit.
The calculations in Table 1 show that even as the contribution from the production of Mobile beds is not greater than the contribution form the production of Wheelchairs, discontinuing the Mobile beds will deprive the firm of the income of £10,600.00.
[bookmark: _Toc108092245]Recommendations
Drudy (2021) advises that products with negative contribution should be discontinued from production and alternatively can be outsourced. However, this has to be well-thought through since the decision may lead to mass lay-offs and loss of future profit. For example, if the sales of Hoists draws the customers to buy Wheelchairs. In these cases MSG management should consider changing the production equipment. With the current rapid advancement of technologies, modern production equipment can lead to reduction in variable costs like direct labour, for example, and this can take the production of Hoist to positive contribution rates. Direct materials used in the production of Hoists can also be put in consideration. Often the latest developments in the science of materials lead to findings of cheaper materials of the same quality as the ones they intend to replace (Drury and Tyles, 2021, pp. 204-221).
Current legislation allows short-term hiring labour force for the production of Hoists. It gives the opportunity to reduce the overall salaries expeses. (Drury and Tyles, 2021)
Other options for turning the loss into profit are to consider reducing the fixed costs by changing the facilities with ones of lower costs (smaller warehouses or production facilities), renting some unused areas (if any) (Drury and Tyles, 2021, pp. 204-221).
MSG should also consider new strategies in their marketing plans in order to facilitate more sales of the company production.
[bookmark: _Toc108092246]Marginal costing importance
[bookmark: _Toc108092247]Marginal costing definition and use
Marginal or variable costing is an internally used management accounting technique supporting short-term management decisions. It is used by more than 40% of the firms in a wide range of industries for internal reporting (Drury and Tyles, 2022, p. 158).
The ones who foster the concept of variable costing provide the argument that  “the projection of future costs and revenues for different activity levels and the use of relevant cost decision-making techniques are possible only if a variable costing system is adopted” (Drury and Tyles, 2021, p. 162).
Marginal (variable) costing is a method of finding the margin between the sales profit and the variable costs for the production of one unit of product. The calculations do not include the fixed costs for the production. The result of this calculation is called contribution. (Drury and Tyles, 2021)
[bookmark: _Toc108092248]Other costing techniques – absorption costing
The accounting technique of absorption costing allocates portions of the fixed overheads to the various products of the firm, based on a given criteria. Criteria may be various in kind, for example used production area, time for production, labour hours. This allows the management to give a full account of the cost incurred by the firm and the profit/loss gained from the production. This method has allowed, for example, the big three in America (Ford, GM and Chevrolet) to increase production and increase stock and in the meantime to reduce the price per unit of production. It is a strong method of valuating and reporting inventory to external stakeholders (Drury and Tyles, 2021, p. 158).
[bookmark: _Toc108092249]Advantages of marginal costing over absorption costing
In the UK, Financial Reporting Standard 102 (FRS 102) states: In order to match costs and revenue, cost of stocks (inventories) and work in progress should comprise that expenditure which has been incurred in the normal course of business in bringing the product or service to its present location and condition. Such costs will include all related production overheads, even though these may accrue on a time basis. 
The effect of this statement is to require absorption costing for external reporting and for non-manufacturing costs to be treated as period costs. 
Absorption costing is also recommended by the International Accounting Standard on Inventories (IAS 2) to firms all over the world. 
Even though absorption costing is essential for external reporting, it is still debatable how efficient it is for internal use in comparison to variable costing. Management typically wants monthly or quarterly profit statements, as well as separate profit statements for each main product group or company area. This data is very helpful for analysing the effectiveness of divisional managers. Therefore, management must decide whether absorption costing or variable costing gives more significant information for evaluating the economic and managerial performance of the various company segments for internal reporting purposes. (Drury and Tyles, 2021, p. 158)
Drury and Tyles (2021) give the following arguments in favour of variable costing:
1. By separating variable costs from the overall costs, the management obtains a faster and better idea for the firm’s profit over a certain period. This allows them to decide on whether to discontinue some product and search for outsourcing its production or purchasing it from somewhere else.
2. When the firm has a piling inventory, variable costing prevents the inventory to distort the final results since a piling inventory will significantly change the fixed overheads values.
3. In times when demand is low there can be some piled-up inventory and if it is not sold on time, the fixed costs may be absorbed by the inventory items and until the management decides that the inventory has to be sold at a discount, it may appear that the items there are overpriced.
[bookmark: _Toc108092250]Conclusion
Absorption costing gives the management valuable current information about the gross profit made from the sale of the firm’s products. It is a preferred technique for supporting on-time management decision making.
Sources
Drury, C. and Tayles, M. (2020) Management and Cost Accounting. 11th edn. Andover: Cengage.
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Wheelchairs Hoists Mobile Beds Total

Units sold 10 10 100

Revenue 8,800.00 7,300.00 10,600.00 26,700.00

Costs

Material -4,180.00 -4,905.00 -5,390.00 -14,475.00

Labour -1,470.00 -2,535.00 -2,760.00 -6,765.00

Other variable expenses -320.68 -69.85 -320.68 -711.21

Contribution 2,829.32 -209.85 2,129.32 4,748.79

Fixed overheads -6,500.00

Profit/Loss

-1,751.21
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						Wheelchairs		Hoists		Mobile Beds		Total

		Units sold				10		10		100

		Revenue				8,800.00		7,300.00		10,600.00		26,700.00

		Costs

				Material		-4,180.00		-4,905.00		-5,390.00		-14,475.00

				Labour		-1,470.00		-2,535.00		-2,760.00		-6,765.00

				Other variable expenses		-320.68		-69.85		-320.68		-711.21

		Contribution				2,829.32		-209.85		2,129.32		4,748.79



				Fixed overheads								-6,500.00



		Profit/Loss										-1,751.21
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WheelchairsMobile Beds Total

Units sold 10 100

Revenue 8,800.00 10,600.00 19,400.00

Costs

Material -4,180.00 -5,390.00 -9,570.00

Labour -1,470.00 -2,760.00 -4,230.00

Other variable expenses -320.68 -320.68 -641.36

Contribution 2,829.32 2,129.32 4,958.64

Fixed overheads -6,500.00

Profit/Loss

-1,541.36
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						Wheelchairs		Mobile Beds		Total

		Units sold				10		100

		Revenue				8,800.00		10,600.00		19,400.00

		Costs

				Material		-4,180.00		-5,390.00		-9,570.00

				Labour		-1,470.00		-2,760.00		-4,230.00

				Other variable expenses		-320.68		-320.68		-641.36

		Contribution				2,829.32		2,129.32		4,958.64

				Fixed overheads						-6,500.00

		Profit/Loss								-1,541.36
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Wheelchairs Hoists Total

Units sold 10 10

Revenue 8,800.00 7,300.00 16,100.00

Costs

Material -4,180.00-4,905.00 -9,085.00

Labour -1,470.00-2,535.00 -4,005.00

Other variable expenses -320.68 -69.85 -390.53

Contribution 2,829.32 -209.85 2,619.47

Fixed overheads -6,500.00

Profit/Loss

-3,880.53
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						Wheelchairs		Hoists		Total

		Units sold				10		10

		Revenue				8,800.00		7,300.00		16,100.00

		Costs

				Material		-4,180.00		-4,905.00		-9,085.00

				Labour		-1,470.00		-2,535.00		-4,005.00

				Other variable expenses		-320.68		-69.85		-390.53

		Contribution				2,829.32		-209.85		2,619.47

				Fixed overheads						-6,500.00

		Profit/Loss								-3,880.53
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Fixed costs 1,500.00 £   

Variable cost /plate 20.00 £         

Selling price/plate 35.00 £         

Contribution 15.00 £         

Break even number of units 100plates

Additional storage obtained 300.00 £      

Total fixed cost after increase 1,800.00 £   

Revenue for B/E at additional storage 4,200.00 £   

Plates sold for  a profit of £9600 760plates (after the warehouse expansion)

740plates before the warehouse expansion)


Microsoft_Excel_97-2003_Worksheet2.xls
Sheet1

		Fixed costs		£   1,500.00

		Variable cost /plate		£   20.00

		Selling price/plate		£   35.00

		Contribution		£   15.00

		Break even number of units				100		plates

		Additional storage obtained		£   300.00

		Total fixed cost after increase		£   1,800.00

		Revenue for B/E at additional storage		£   4,200.00

		Plates sold for  a profit of £9600				760		plates (after the warehouse expansion)

						740		plates before the warehouse expansion)






