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Introduction
To: Director of MG
From: Silvia Borcila
Date: March 04, 2023
Subject: A Study on Marginal Costing and Absorption Costing on MG’s Product

1. [bookmark: _Toc126957763]Introduction	Comment by Munodzinesa Zuwirai: Detail what the report seeks to achieve and tools that will be used etc
This report uses marginal costing and absorption costing to assess a company's financial standing and profitability. The report will go through the key distinctions between the two approaches, as well as the advantages and disadvantages of each. In addition, it will provide guidance on how to balance quantitative and qualitative considerations when making choices regarding production, price, resource allocation, and product discontinuance. Financial statements, costing methods, and financial ratios will all play a role in gathering and analysing the necessary data and funds for the study. In its conclusion, the report will provide a high-level overview of the research's main findings and suggestions for the firm to strengthen its financial position and achieve long-term development.
2. [bookmark: _Toc126957764]Subheadings
a) Contrast between marginal and absorption costing
Marginal costing and absorption costing are two commonly used cost accounting methods for determining the cost of goods sold (COGS) and, ultimately, the profitability of a business (Seal et al., 2019). Marginal costing only considers the direct or variable costs associated with producing a product, such as raw materials and direct labor. These costs are fully absorbed into the cost of goods sold, so the only costs included in the product cost are the variable costs. This approach gives a more accurate picture of the true cost of producing a product, as it doesn't include any fixed costs (Bragg, 2022). On the other hand, absorption costing considers both the variable costs and the fixed costs associated with producing a product. The fixed costs are spread over the number of units produced, and therefore, the cost of goods sold includes a portion of the fixed costs. This approach is more comprehensive and provides a better picture of the company's overall financial health, as it includes both variable and fixed costs (Absorption costing 2022). The applicability of each method depends on the type of business and the information that is required. For example, businesses with high levels of fixed costs may find that absorption costing provides a more accurate picture of the true cost of producing a product. On the other hand, businesses with low fixed costs and high levels of variable costs may find that marginal costing provides a clearer picture of the costs involved in producing a product. The benefits of marginal costing include a clearer understanding of the contribution margin, which is the amount of revenue that is left over after all variable costs have been covered. This information is useful for making decisions about pricing, production and resource allocation (Röller, 2020). Absorption costing, on the other hand, provides a better understanding of the company's overall financial health, as it includes both variable and fixed costs. This information is useful for making decisions about investments, such as expanding production or investing in new equipment (Absorption costing: Definition, tips and examples | indeed.com 2023).	Comment by Munodzinesa Zuwirai: Be more critical and consider more differences including decision-making implications and applicability to MG – contextualised rather than theorised
Marginal costing and absorption costing are two commonly used cost accounting methods for determining the cost of goods sold (COGS) and profitability. Marginal costing only considers variable costs associated with producing a product, providing a clearer understanding of the contribution margin. In contrast, absorption costing considers both variable and fixed costs, providing a better understanding of a company's overall financial health. The choice between the two methods depends on the type of business and the required information. Businesses with high fixed costs may find absorption costing more useful, while businesses with low fixed costs may find marginal costing more helpful. Decision-making implications also differ between the two methods. Marginal costing is useful for decisions about pricing, production, and resource allocation, while absorption costing is useful for decisions about investments, such as expanding production or investing in new equipment. However, it is important to use both methods in conjunction with each other to provide a more complete picture of a company's financial health and profitability. When making a decision about which method to use, it is essential to consider the specific needs of the business and the information required to make informed decisions. For Mobility Group, absorption costing may provide a better understanding of the overall financial health of the company, making it easier to make informed decisions about future investments and expansions.
In conclusion, both marginal costing and absorption costing have their own benefits and drawbacks, and the choice between the two methods will depend on the type of business and the information that is required. However, it is important to keep in mind that both methods should be used in conjunction with each other to provide a more complete picture of the company's financial health and profitability.
b) [bookmark: _Toc126957766]Preparing a Marginal Costing Statement for each product and total for the month of December 2022
Marginal costing is a cost accounting technique that involves considering only the change in the cost of producing an additional unit of a product when making decisions about pricing and production (Seal et al., 2019). This approach is often used in short-term decision-making, such as pricing decisions, as it provides a quicker and simpler method of evaluating the impact of changes in production volume on the overall cost structure (What is managerial accounting and how it helps managers? 2023).	Comment by Munodzinesa Zuwirai: Simply calculate
	Marginal Costing Statement (For the month of December 2022)

	 
	
	
	
	 

	 
	in Pounds

	 
	Wheelchairs
	Hoists
	Mobile Beds
	Total

	Sales revenue
	£20,100.00
	£18,630.00
	£19,302.00
	£58,032.00

	 
	
	
	
	 

	Production Cost:
	
	
	
	 

	Direct Material
	-£4,623.00
	-£6,893.10
	-£9,264.96
	-£20,781.06

	Direct Labour
	-£6,231.00
	-£7,824.60
	-£6,755.70
	-£20,811.30

	Other Variable Expenses
	-£2,211.00
	-£4,657.50
	-£3,088.32
	-£9,956.82

	Contribution Margin
	£7,035.00
	-£745.20
	£193.02
	£6,482.82

	 
	
	
	
	 

	Fixed Costs:
	
	
	
	 

	Fixed Overheads
	-£6,030.00
	-£5,961.60
	-£7,334.76
	-£19,326.36

	Profit
	£1,005.00
	-£6,706.80
	-£7,141.74
	-£12,843.54


c) [bookmark: _Toc126957767]Based on the calculation of part (b) above, advising if MSG should stop the production of Hoists
From the above calculation that was done in part b, one can see that the production of Hoists has a -£745.20 contribution margin and a -£6,706.80 loss. From the perspective of a marginal costing statement, it means that the variable costs of producing Hoists are higher than the revenue generated from selling them. This suggests that the company is losing money on the production of Hoists and should consider stopping the production of this product.	Comment by Munodzinesa Zuwirai: Decision is based on contribution 
Now, a Marginal Costing Statement showing the results if MSG stops making Hoists-
	Marginal Costing Statement (For the month of December 2022)

	 
	
	
	 

	 
	in Pounds

	 
	Wheelchairs
	Mobile Beds
	Total

	Sales revenue
	£20,100.00
	£19,302.00
	£39,402.00

	 
	
	
	 

	Production Cost:
	
	
	 

	Direct Material
	-£4,623.00
	-£9,264.96
	-£13,887.96

	Direct Labour
	-£6,231.00
	-£6,755.70
	-£12,986.70

	Other Variable Expenses
	-£2,211.00
	-£3,088.32
	-£5,299.32

	Contribution Margin
	£7,035.00
	£193.02
	£7,228.02

	 
	
	
	 

	Fixed Costs:
	
	
	 

	Fixed Overheads
	-£6,030.00
	-£7,334.76
	-£19,326.36

	Profit
	£1,005.00
	-£7,141.74
	-£12,098.34



Here, one can see that after ceasing the production of Hoists, the total contribution margin increases to £7,228.02 from £6482.82 and the total profit also got better from £-12843.54 to £-6,136.74.
d) [bookmark: _Toc126957768][bookmark: _Hlk126951870]Based on the calculation of part (b) above, advising if MSG should stop the production of Mobile Beds
From the perspective of a marginal costing statement, if the production of Mobile Beds has a £193.02 contribution margin and a -£7,141.74 loss, and if it has a high fixed cost, it means that the company is still not generating a profit even though the variable costs of producing Mobile Beds are less than the revenue generated from selling them. In such a scenario, the high fixed costs may be making it difficult for the company to generate a profit from the production of Mobile Beds. If the fixed costs are not being offset by other products or operations, it may be more appropriate to discontinue the production of Mobile Beds. 	Comment by Munodzinesa Zuwirai: Decision is based on marginal costing technique - contribution
Now, a Marginal Costing Statement showing the results if MSG stops making Mobile Beds (Garikaib, 2022)-
	Marginal Costing Statement (For the month of December 2022)

	 
	
	
	 

	 
	in Pounds

	 
	Wheelchairs
	Hoists
	Total

	Sales revenue
	£20,100.00
	£18,630.00
	£38,730.00

	 
	
	
	 

	Production Cost:
	
	
	 

	Direct Material
	-£4,623.00
	-£6,893.10
	-£11,516.10

	Direct Labour
	-£6,231.00
	-£7,824.60
	-£14,055.60

	Other Variable Expenses
	-£2,211.00
	-£4,657.50
	-£6,868.50

	Contribution Margin
	£7,035.00
	-£745.20
	£6,289.80

	 
	
	
	 

	Fixed Costs:
	
	
	 

	Fixed Overheads
	-£6,030.00
	-£5,961.60
	-£19,326.36

	Profit
	£1,005.00
	-£6,706.80
	-£13,036.56



Here, one can see that after ceasing the production of Hoists, the total contribution margin decreases to £6,289.80 from £6482.82. However, the total profit got better from £-12843.54 to -£5,701.80.
e) [bookmark: _Toc126957769]Qualitative issues that Mobility Group should consider in making the decision to cease production of Hoists and Mobile Beds
To increase profitability, Mobility Group should consider several options in addition to ceasing the production of Hoists and Mobile Beds (Qualitative characteristics of accounting information 2017). Some of these options could include:
1. Reducing fixed costs: Mobility Group could consider reducing rent costs by moving to a smaller location or renegotiating the terms of their lease. They could also consider reducing staffing costs by implementing more efficient processes or outsourcing certain tasks to contractors. Negotiating better terms with suppliers and contractors could also help to reduce costs.
2. Increasing efficiency: Mobility Group could analyze their manufacturing processes to identify areas where they can increase efficiency and reduce waste. This could involve investing in new equipment or technology to automate certain tasks or optimizing their supply chain to reduce lead times.
3. Diversifying product offerings: Mobility Group could consider expanding their product offerings to include other mobility aids such as wheelchairs, walkers, or crutches. They could also explore new markets such as the elderly care market or international markets to increase revenue.
4. Improving pricing strategies: Mobility Group could consider adjusting pricing for existing products to reflect the cost of production or market conditions. They could also explore new pricing strategies such as bundling products or offering volume discounts to increase sales. Additionally, they could conduct market research to determine optimal price points for new products.
Qualitatively, Mobility Group should consider several factors in making the decision to cease the production of Hoists and Mobile Beds (Qualitative Research in Accounting &amp; Management 2020):
1. Market demand: It is important to consider the level of demand for these products and whether it is likely to increase or decrease in the future.
2. Competition: It is important to consider the level of competition in the market and how it may impact the ability to generate a profit.
3. Cost structure: It is important to consider the fixed and variable costs associated with producing Hoists and Mobile Beds and how they may impact the ability to generate a profit.
4. Impact on employees: It is important to consider the impact that ceasing production of these products may have on employees, including any job losses or impacts on morale.
5. Reputation: It is important to consider the impact that ceasing production of these products may have on the company's reputation and brand image.
In conclusion, Mobility Group should consider a variety of qualitative and quantitative factors when making the decision to cease the production of Hoists and Mobile Beds, and should carefully weigh the potential benefits and drawbacks of this decision.
[bookmark: _Toc126957770]2.1 Conclusion
Marginal costing and absorption costing are two important cost accounting methods used to determine the cost of goods sold and the profitability of a business. While marginal costing only considers the direct or variable costs, absorption costing considers both the variable and fixed costs. The choice between the two methods depends on the type of business and the information required. Both methods have their own benefits and drawbacks, and it is important to use both methods in conjunction with each other to provide a complete picture of the company's financial health and profitability. The decision to stop production of a product should be based on a comprehensive analysis of the costs involved, including both variable and fixed costs, and considering both quantitative and qualitative factors.
[bookmark: _Toc126957771]2.2 Recommendations
Based on the discussions so far, it can be recommended to use both marginal costing and absorption costing methods in order to get a complete picture of a company's financial health and profitability. In making decisions about production, pricing, resource allocation, investments, and product discontinuation, it is important to consider both quantitative and qualitative factors, taking into account the fixed costs and their impact on the overall financial health of the company. When making decisions about product discontinuation, it is crucial to consider the long-term business profitability and sustainable growth. In addition, alternative ways to increase profitability, such as reducing costs, increasing efficiency, and expanding into new markets, should also be considered. Continuous monitoring and evaluation of costs and profitability is necessary to make informed decisions that support the long-term growth and success of the company.
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