Contribution Margin
The difference between your proceeds from sales and the variable costs is referred to as gross profit or contribution margin. The amount you get from deducting variable costs from your proceeds from sales is an important key figure.   

The amount shows how much money is available to cover all fixed costs. 

If the amount does not cover the fixed costs, the company will lose money. 

Example

How to calculate your contribution margin: 

If you sell CDs at 140 Dkr. on the internet and promote it like this: “no postage & packaging”, your calculation looks like this: Sales price excl. VAT 112.00 Dkr.

	Sales price excl. VAT
	112.00 Dkr.

	less purchase price at record label
	- 88.00 Dkr.

	less packaging and padded envelope
	-1.25 Dkr.

	less postage
	-9.75 Dkr.

	= Contribution margin
	13.00 Dkr.


This calculation shows that each time you sell a CD at 140 Dkr. you have 13 Dkr. left to cover all other expenses than those directly related to the purchasing, packing and dispatching of the CD. This amount is also referred to as the contribution margin or gross profit. 

Contribution margin ratio

The contribution margin (the margin that contributes to the covering of costs) can also be presented in terms of percentage facilitating annual comparison and comparison with similar companies. Presented in terms of percentage, the contribution margin is referred to as contribution margin ratio. 

It is done like this: 

Contribution margin x 100 / sales price = contribution margin ratio

The above CD´s contribution margin ratio is:

13 Dkr. x 100 / 112 Dkr. = 11.60%
The CD´s contribution margin ratio shows that for each 100 Dkr. sales you can expect 11.60 Dkr. to cover your remaining costs. 

Size of contribution margin

The contribution margin ratio differs substantially between different trades for which reason a direct comparison is not possible. 

Serving beer and liquor at a restaurant typically generates a 60-70% contribution margin ratio, while it for computer sales can be as low as 10-20%.
