Scenario 1 - Bale Ltd
Bale Ltd produces a single product and has the following information:

Number of units produced and sold per annum



25,000

Selling price per unit







£30.00

Product costs per unit:
Direct materials & direct labour 





£10.00

Variable production overheads






£3.00

Fixed cost per annum
Production overheads







£150,000

Selling & distribution overheads





£100,000
Required
1a) Calculate the unit product cost under absorption and marginal costing.

1b) Produce an Income Statement under absorption and marginal costing. 
Note

Production fixed overheads are absorbed on the basis of the number of units produced. 
There is no opening or closing stock.

1a) Answer
Unit product cost is determined as follows:
	
	Absorption Costing
	Marginal Costing

	
	£
	£

	Direct materials & direct labour
	10.00
	10.00

	Variable production overhead
	3.00
	3.00

	Fixed production overheads (w)
	6.00
	0.00

	Unit product cost
	19.00
	13.00


Working










Fixed production overheads: 
£150,000/25,000 units = £6 per unit

Fixed selling and distribution overheads are classed as non-production overheads and deducted from the income statement.
1b) Answer 

Bale Ltd Absorption Costing – Income Statement
	
	£
	£

	Sales – 25,000 x £3.00
	
	750,000

	Less: cost of goods sold
	
	

	Opening stock
	0
	

	Production cost (w)
	475,000
	

	Less closing stock
	0
	(475,000)

	Gross Profit
	
	275,000

	Less: Non Production Overheads
	
	

	Selling & distribution expenses 
	100,000
	(100,000)

	Operating Profit
	
	175,000


Working – Production costs

Direct Materials & Direct Labour 

25,000 units x £10.00 





£250,000

Variable production overheads

25,000 units x £3.00





£75,000

Fixed Production overheads




£150,000

1b) Answer 

Bale Ltd Marginal Costing – Income Statement
	
	£
	£

	Sales (25,000 x £30)
	
	750,000

	Less: cost of goods sold
	
	

	Opening stock
	0
	

	Marginal production cost (w)
	325,000
	

	Less closing stock
	0
	(325,000)

	Contribution
	
	425,000

	Fixed Production Overheads
	
	(150,000)

	Less: Non Production Overheads
	
	

	Selling & Distribution Expenses 
	100,000
	(100,000)

	Operating Profit
	
	175,000


Working – Marginal production cost

Direct Materials & Direct Labour 

25,000 units x £10.00 





£250,000

Variable production overheads


25,000 units x £3.00





£75,000

Comparison
	
	Absorption Costing
	Marginal Costing

	
	£
	£

	Direct materials & direct labour
	250,000
	250,000

	Variable production overhead
	75,000
	75,000

	Fixed production overheads 
	150,000
	0.00

	Production Cost
	475,000
	325,000


Scenario 2 - Bale Ltd
Bale Ltd produces a single product and has the following information:

Number of units produced 






25,000
Number of units sold







20,000
Selling price per unit







£30.00

Product costs per unit:

Direct materials & direct labour 





£10.00

Variable production overheads






£3.00

Fixed cost per annum

Production overheads







£150,000

Selling & distribution overheads





£100,000

Required

2a)
Produce an Income Statement under absorption and marginal costing. 

Note: 

Production fixed overheads are absorbed on the basis of the number of units produced.
There is no opening stock.

2a) Answer 

Bale Ltd Absorption Costing – Income Statement
	
	£
	£

	Sales (20,000 x £30)
	
	600,000

	Less: cost of goods sold
	
	

	Opening stock
	0
	

	Production cost (w)
	475,000
	

	Less closing stock (w)
	(95,000)
	(380,000)

	Gross Profit
	
	220,000

	Less: Non Production Overheads
	
	

	Selling & Distribution expenses 
	100,000
	(100,000)

	Operating Profit
	
	120,000


Working – Production costs

Direct Materials & Direct Labour 

25,000 units x £10.00 





£250,000

Variable production overheads


25,000 units x £3.00





£75,000

Fixed Production overheads





25,000 units x £6.00





£150,000

2a) Answer 

Bale Ltd Absorption Costing – Income Statement
Closing Stock Working

Direct materials & Direct Labour



£10.00

Variable production overheads




£3.00

Production overheads (150,000/25,000)


£6.00
Total Production Cost





£19.00

Closing stock valued at 5000 x £19.00 = £95,000
2a) Answer 

Bale Ltd Marginal Costing – Income Statement
	
	£
	£

	Sales (20,000 x £30)
	
	600,000

	Less: cost of goods sold
	
	

	Opening stock
	0
	

	Marginal production cost (w)
	325,000
	

	Less closing stock (w)
	(65,000)
	(260,000)

	Contribution
	
	340,000

	Fixed Production Overheads
	
	(150,000)

	Less: Non Production Overheads
	
	

	Selling & Distribution Expenses 
	100,000
	(100,000)

	Operating Profit
	
	90,000


Working – Marginal production cost

Direct Materials & Direct Labour 

25,000 units x £10.00 





£250,000

Variable production overheads


25,000 units x £3.00





£75,000

2a) Answer 

Bale Ltd Marginal Costing – Income Statement
Working – Closing Stock 

Direct Materials & Labour




£10.00

Variable production overheads




£3.00

Total Marginal Production Cost




£13.00

Closing stock 5,000 units x £13.00 



£65,000

Comparison
	
	Absorption Costing
	Marginal Costing

	
	£
	£

	Direct materials & direct labour
	250,000
	250,000

	Variable production overhead
	75,000
	75,000

	Less closing stock
	(95,000)
	(65,000)

	Fixed production overheads 
	150,000
	0.00

	Production Cost
	380,000
	260,000


Reconciliation of operating profits 

The difference in operating profits between absorption and marginal costing can be reconciled as follows:-

	Marginal costing operating profit
	90,000

	Add: Fixed production overheads deferred in inventory

	30,000

	Absorption costing operating profit



	120,000


Note

Fixed production overheads:-

£150,000/25,000 units = £6 per unit

25,000 units produced

5,000 units in closing stock @ £6 per unit = £30,000

Scenario 3 - Bale Ltd

Bale Ltd produces a single product and has the following information:

Number of units produced 






2,000
Number of units sold







1,500

Selling price per unit







£30.00

Product costs per unit:

Direct materials and labour 






£10.00

Variable production costs 






£1.00

Fixed cost per annum

Production overheads







£10,000
Administration Expenses







£5,000
Required

3a) Produce an Income Statement under absorption and marginal costing. 
3b) Reconcile the operating profit between the two income statements. 
Note: 

Production fixed overheads are absorbed on the basis of the number of units produced.

There is no opening stock.
Answer 3a

Bale Ltd Absorption Costing – Income Statement
	
	£
	£

	Sales (1,500 x £30)
	
	45,000

	Less: cost of goods sold
	
	

	Opening stock
	0
	

	Production cost (w)
	32,000
	

	Less closing stock (w)
	(8,000)
	(24,000)

	Gross Profit
	
	21,000

	Less: Non Production Overheads
	
	

	Administration Expenses
	5,000
	(5,000)

	Operating Profit
	
	16,000


Working – Production costs

Direct Materials & Direct Labour 

2,000 units x £10.00 





£20,000

Variable production overheads


2,000 units x £1.00






£2,000

Fixed Production overheads






2,000 units x £5.00
 (10,000/2,000)



£10,000

3a) Answer 

Bale Ltd Absorption Costing – Income Statement

Closing Stock Working

Direct materials & Direct Labour



£10.00

Variable production overheads




£1.00
Production overheads (10,000/2,000)



£5.00

Total Production Cost





£16.00
Closing stock valued at 500 x £16.00 = £8,000
Answer 3a
Bale Ltd Marginal Costing – Income Statement
	
	£
	£

	Sales (1,500 x £30)
	
	45,000

	Less: cost of goods sold
	
	

	Opening stock
	0
	

	Marginal production cost (w)
	22,000
	

	Less closing stock (w)
	(5,500)
	(16,500)

	Contribution
	
	28,500

	Fixed Production Overheads
	
	(10,000)

	Less: Non Production Overheads
	
	

	Administration Expenses
	5,000
	(5,000)

	Operating Profit
	
	13,500


Working – Production costs

Direct Materials & Direct Labour 

2,000 units x £10.00 





£20,000

Variable production overheads


2,000 units x £1.00






£2,000

3a) Answer 

Bale Ltd Marginal Costing – Income Statement

Closing Stock Working

Direct materials & Direct Labour



£10.00

Variable production overheads




£1.00

Total Production Cost





£11.00

Closing stock valued at 500 x £11.00 = £5,500

Answer 3b

Reconciliation of operating profits 

The difference in operating profits between absorption and marginal costing can be reconciled as follows:-

	Marginal costing operating profit
	13,500

	Add: Fixed production overheads deferred in inventory

	2,500

	Absorption costing operating profit



	16,000


Note

Fixed production overheads = £10,000/2,000 units = £5 per unit

500 units in closing stock @ £5 = £2,500

1

