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When analyzing the profitability and financial health of a manufacturing or retail business, understanding
the relationship between product selling price and associated costs is crucial. In this context, Larimer
Company’s scenario — selling a product at $24 with direct materials costing $4.98 — offers a valuable case
study. This article explores various aspects of cost analysis, profit margins, pricing strategies, and decision-
making processes that are vital for business success.

---

Understanding Cost Structures in Larimer Company

Before delving into profitability analysis, it’s essential to understand the different types of costs involved in
product manufacturing and sales. These costs typically fall into three broad categories:

Direct Materials: Raw materials directly used in manufacturing the product. For Larimer, this is
$4.98 per unit.

Direct Labor: Wages paid to workers directly involved in production.

Manufacturing Overhead: Indirect costs such as factory rent, utilities, and depreciation.

In addition to these manufacturing costs, there are selling, general, and administrative (SG&A) expenses
that impact overall profitability.

---

Calculating Cost of Goods Sold (COGS) and Gross Profit

The core to understanding Larimer’s profitability begins with calculating the Cost of Goods Sold per unit.
Given the data:



- Direct Materials: $4.98
- Direct Labor: (Assuming, for example, $6.00)
- Manufacturing Overhead: (Assuming, for example, $3.00)

Total COGS per unit = Direct Materials + Direct Labor + Manufacturing Overhead

= $4.98 + $6.00 + $3.00 = $13.98

Gross Profit per unit:

= Selling Price - COGS

= $24.00 - $13.98 = $10.02

Gross Profit Margin:

= (Gross Profit / Selling Price) × 100

= ($10.02 / $24.00) × 100 ≈ 41.75%

This gross profit margin indicates that Larimer earns approximately 41.75 cents in gross profit for every
dollar of sales before accounting for other expenses.

---

Break-Even Analysis and Profitability

Understanding the break-even point helps Larimer determine the minimum sales volume needed to cover
all costs. The break-even point in units is calculated as:

Break-Even Units = Fixed Costs / Contribution Margin per Unit

Where:

- Contribution Margin = Selling Price - Variable Costs (primarily direct materials, direct labor, and variable
manufacturing overhead)

Assuming fixed costs are, for example, $50,000 annually, and variable costs per unit total $13.98, then:

Contribution Margin per unit = $24 - $13.98 = $10.02



Break-Even Units = $50,000 / $10.02 ≈ 4,990 units

Larimer needs to sell approximately 4,990 units annually to cover fixed costs. Selling beyond this point
results in profit.

---

Pricing Strategies and Profit Optimization

Setting the right price is vital for maximizing profits while maintaining competitiveness. Several strategies
can be considered:

Cost-Plus Pricing

- Adding a markup percentage to the total cost to determine the selling price.
- For example, with a desired profit margin of 40%, the price would be:

Price = Total Cost / (1 - Profit Margin)

= $13.98 / (1 - 0.40) = $13.98 / 0.60 ≈ $23.30

Since Larimer sells at $24, they have a slightly higher margin, which is favorable.

Value-Based Pricing

- Pricing based on perceived value to customers rather than solely on costs.
- If Larimer’s product offers unique features or quality, higher pricing may be justified.

Competitive Pricing

- Considering prices set by competitors to remain attractive in the marketplace.

---



Impact of Cost Control on Profitability

Reducing costs, especially direct materials or manufacturing overhead, can significantly improve profit
margins. Strategies include:

Negotiating better supplier terms for raw materials.

Improving manufacturing efficiency to reduce labor and overhead costs.

Investing in technology to automate processes.

Lowering the direct materials cost from $4.98 to, for example, $4.50, would increase gross profit per unit:

New Gross Profit = $24 - ($4.50 + other costs)

Assuming other costs remain unchanged, this could significantly boost profitability.

---

Decision-Making Based on Cost and Pricing Analysis

Larimer’s management can leverage this detailed cost and pricing analysis to make strategic decisions:

Adjust pricing to improve profit margins without sacrificing sales volume.1.

Identify cost reduction opportunities to enhance profitability.2.

Determine optimal production levels to maximize contribution margins.3.

Evaluate new product lines or modifications based on cost structures.4.

---



Conclusion: Strategic Insights for Larimer Company

Understanding the interplay between costs, selling price, and profit margins is fundamental for Larimer
Company’s financial success. By carefully analyzing costs—particularly the direct materials cost of $4.98 per
unit—and setting an appropriate selling price of $24, the company can ensure healthy profit margins while
remaining competitive. Continuous efforts in cost control, pricing strategy refinement, and market analysis
will enable Larimer to optimize profitability and achieve sustainable growth.

In summary, with direct materials costing $4.98 and a selling price of $24, Larimer Company has a solid
foundation for profitability, provided they manage other costs effectively and adapt to market conditions
strategically.

Frequently Asked Questions

What is the contribution margin per unit for Larimer Company's
product?
The contribution margin per unit is $19.02, calculated as the selling price of $24.00 minus the direct
materials cost of $4.98.

How does the direct materials cost impact Larimer Company's
profitability per unit?
The direct materials cost of $4.98 reduces the profit margin per unit; minimizing this cost can improve
overall profitability.

What strategies can Larimer Company consider to reduce unit costs and
increase profit margins?
Larimer can negotiate better supplier terms, bulk purchase discounts, or optimize production processes to
lower direct materials costs.

If Larimer Company wants to maintain a 50% gross profit margin, what
should be the minimum selling price?
To achieve a 50% gross profit margin, the minimum selling price should be approximately $9.96, calculated
as $4.98 divided by (1 - 0.50).



How would an increase in direct materials costs affect Larimer Company's
break-even point?
An increase in direct materials costs would raise the variable cost per unit, thereby increasing the break-
even point and requiring higher sales to cover fixed costs.

Additional Resources
Suppose That Larimer Company Sells A Product For $24: An In-Depth Financial and Operational Analysis

In today’s competitive marketplace, understanding the intricacies of product costing, pricing strategies, and
profitability analysis is essential for managers, investors, and industry analysts alike. Larimer Company, a
hypothetical yet illustrative example, offers a compelling case study with its product sold at $24 per unit,
with direct material costs amounting to $4.98 per unit. This scenario provides a valuable lens through
which to explore fundamental concepts such as cost behavior, contribution margin, break-even analysis, and
strategic decision-making.

This comprehensive article delves into the financial dynamics of Larimer Company’s product, dissecting
the cost structure, exploring the implications of its pricing, and examining operational considerations that
influence profitability. Through detailed analysis, we aim to uncover insights relevant to both novice and
seasoned professionals interested in manufacturing economics, managerial accounting, and strategic business
planning.

---

Understanding Larimer Company’s Cost Structure

At the heart of any profitability analysis lies a clear understanding of costs. Larimer Company’s product has
a selling price of $24 per unit, with direct materials costing $4.98. To fully grasp the financial picture, it’s
imperative to analyze all relevant costs, including direct labor, manufacturing overhead, and variable vs.
fixed costs.

Breakdown of Direct Costs

- Direct Materials: $4.98 per unit
- Direct Labor: (Assumed, to be estimated)
- Manufacturing Overhead: (Assumed, to be estimated)



While the problem explicitly states the direct materials cost, the absence of explicit figures for direct labor
and manufacturing overhead necessitates assumptions or estimations based on industry standards.

Estimating Additional Costs

Suppose Larimer’s typical manufacturing cost structure includes:

- Direct Labor: $6.00 per unit
- Manufacturing Overhead: $3.00 per unit

This hypothetical breakdown results in a total variable cost per unit of:

- Variable Manufacturing Cost per Unit = $4.98 (materials) + $6.00 (labor) + $3.00 (overhead) = $13.98

This provides a basis to analyze contribution margins and profitability.

---

Pricing Strategy and Market Position

Larimer’s product is priced at $24, which, based on the assumed costs, suggests a significant potential for
profit margins. The key questions involve whether this price aligns with market expectations, competitive
positioning, and internal cost coverage.

Calculating Contribution Margin

The contribution margin per unit is:

- Selling Price – Variable Costs = $24 – $13.98 = $10.02

This margin indicates the amount contributed toward covering fixed costs and generating profit.

Implications of Pricing

- Margin of Safety: Is the $24 price sufficient to withstand fluctuations in costs or market demand?
- Competitive Landscape: Are competitors pricing similar products at comparable levels?



- Customer Perception: Does the price reflect perceived value, quality, and brand positioning?

Understanding these factors is crucial for Larimer’s strategic planning.

---

Analyzing Profitability and Break-Even Point

To evaluate whether Larimer Company’s current sales volume is profitable, we analyze the break-even
point and contribution margin ratios.

Fixed Costs and Break-Even Analysis

Assuming the fixed costs are $60,000 per period, the break-even volume (units) is:

- Break-Even Units = Fixed Costs / Contribution Margin per Unit

- = $60,000 / $10.02 ≈ 5,988 units

This indicates Larimer must sell approximately 6,000 units to cover all fixed costs.

Profitability Scenarios

- If actual sales are below 6,000 units: The company incurs a loss.
- If sales are above 6,000 units: The company generates profit.
- Profit at current sales level:
- For example, at 8,000 units sold:
- Total contribution margin = 8,000 × $10.02 = $80,160
- Net profit = $80,160 – $60,000 (fixed costs) = $20,160

This analysis underscores the importance of sales volume in achieving profitability.

---



Operational and Strategic Considerations

Beyond basic cost and pricing calculations, Larimer must consider operational efficiencies, market demand,
and strategic initiatives to optimize profitability.

Cost Management Strategies

- Reducing Variable Costs:
- Negotiating better raw material prices
- Improving production efficiency to lower labor costs
- Fixed Cost Control:
- Streamlining administrative expenses
- Investing in automation to reduce long-term fixed costs

Pricing and Product Mix Decisions

- Value-Based Pricing:
- Adjusting price based on perceived customer value rather than solely cost-plus strategies
- Product Differentiation:
- Adding features that justify premium pricing
- Market Penetration or Skimming:
- Considering introductory discounts or premium pricing based on competitive analysis

Implications for Growth and Investment

- Scaling Production:
- Can increased sales volume reduce per-unit costs through economies of scale?
- Diversifying Product Lines:
- Introducing variations to target different customer segments and increase market share

---

Key Takeaways and Industry Implications

The hypothetical case of Larimer Company illustrates several critical lessons applicable across



manufacturing and retail sectors:

- Cost Transparency: Accurate tracking of all direct and indirect costs is essential for sound pricing and
profitability decisions.
- Margin Analysis: Maintaining healthy contribution margins is vital for covering fixed costs and
generating profits.
- Break-Even Focus: Understanding the sales volume needed to break even guides sales targets and
strategic planning.
- Market Alignment: Pricing must balance cost recovery, competitive positioning, and customer perception.
- Operational Efficiency: Continuous efforts to reduce costs and improve processes directly impact
profitability margins.

Furthermore, this scenario highlights the importance of dynamic decision-making, as external factors like
raw material prices or market demand fluctuations can significantly influence outcomes.

---

Conclusion

Suppose That Larimer Company sells a product for $24, with direct material costs of $4.98 per unit. When
integrated into a comprehensive financial analysis, this data points toward a profitable operation with a
substantial contribution margin, provided sales volume exceeds the break-even threshold. However,
maintaining and growing profitability requires vigilant cost management, strategic pricing, and market
awareness.

In an increasingly competitive environment, companies like Larimer must continually refine their
operational strategies, leverage cost efficiencies, and adapt to market dynamics. The insights derived from
this hypothetical scenario serve as a valuable guide for managers, investors, and analysts seeking to
understand the nuanced interplay of costs, pricing, and profitability in manufacturing contexts.

By understanding these core concepts and applying rigorous analytical frameworks, businesses can better
navigate the complexities of product costing and strategic decision-making, ultimately fostering sustainable
growth and financial health.
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