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SOLUTIONS
Question 1
a) Contribution per unit = Selling price per unit - Variable costs per unit = £11 - £6 = £5;
Break-even point = Fixed costs/Contribution per unit = £350 000/£5 = 70 000 units;
Revenue = 70 000 units * £11 = £770 000;
b) Profit = (75 000 units – 70 000 units) * £5 = £25 000;
c) New selling price - £13;
New variable costs per unit = £6 + £1 = £7;
New contribution per unit = £13 - £7 = £6;
New fixed costs = £350 000 + £10 000 (advertising campaign) = £360 000;
New break-even point = £360 000/£6 = 60 000 units;
New profit = (80 000 units – 60 000 units) * £6 = £120 000.
d) Limitations of the break-even analysis:
· It assumes that a business is going to sell all particular product stock at the same price, which it is not always realistic. The variable costs can change even multiple times and it affects the profit;
· It is more complicated to use the analysis when the company sells many products, especially when every item is different; it is more applying to a single product only or single mix of products;
· It can take more time to prepare.

Question 2
a) Management accounting is defined, in the article „The evolution of management accounting” written by Robert S. Kaplan, as „the process of identification, analysis, preparation, interpretation and communication of financial information to management used to plan, evaluate and control within an organisation”. (Kaplan, 1984, p.414). It „must serve the strategic objectives of the firm”, says the same source. 

Management accounting allows organisations to get a proper budget based on actual financial data, helping the businesses to plan their expenses and savings in an efficient way. This kind of information provides the key data in order to improve or change the business strategy. 

In comparison to financial accounting, which is provided once a year to external audience (government, customers, media etc.), the management accounting is done internally, whenever and as many times as it is necessary. The managers can choose their own rules and form of developing the management accounting, because it is not regulated by law, as it is in financial accounting. There are certain established rules and strategies when providing the financial reports outside the organisation. 

However, the management accounting has some disadvantages. First of all, it is based on past records provided by financial accounting. If this data is not reliable, there is a risk of taking misleading business decisions. The preparation of the management accounting  basically depends on the analyst/manager ability, which means the recommandations and conclusions can be affected by individual perceptions. Also, some data and alternatives can be preffered to other ones, maybe much better in particular situations. 

b) Break even analysis, budgeting and capital investment appraisal are some of the methods used in management accounting. There are brief descriptions of each of them below:

· Break even analysis: calculates how many sales are necessary to have for doing business activity. It shows the margin of safety given on base of revenues and associated costs. Break even analysis is important to see the point where a business works at without losses. However, sometimes it can be inaccurate, because some variable costs, such as product price or maintenance costs can change regularly;

· Budgeting: a method used to control and monitor incomes and expenditure in order to manage financial activity. It helps to focus on cash flow, on reducing costs, improving profits and increasing return on investment. The method is like an anticipation, a forecast of incomes and expenses for a certain future period of time. It is useful for decision-making and identifying the possible problems before they occur.  As other methods, budgeting has some limitations. It can’t be accurate enough sometimes, because it is based on assumptions, trends on the market and forecasts. It focuses more on quantity than on quality. Also, it involves more departments and workers to prepare, that means it is costly and can take more time;

- Investments appraisal: it is a way used to assess the profitability of possible future projects or investments, the potential of it for long-term. It can be done through multiple analysis, such as: 
1. Payback period: calculates the time for an investment to be repaid out of the net cash inflows. This method is quick and easy to do, accurate and economically attractive. The limit of it is that it ignores cash flow after payback and time value of the money, as mostly the cash flows received in the first years of a project has a higher weight than in the later period of time; 
2. Accounting rate of return: average annual profit expected from an investment calculated as a percentage of the capital invested. As Payback period method, it is very easy to calculate and simple to understand. ARR is useful for business owners, as they are the most interested entities in return on investment and the current performance of their firms. Some disadvantages are, as well – ignoring of the time factor and the cash flows, which is more important than the profit. The method doesn’t consider the external factors, that can affect the profitability of the project; 
3. Net present value – the cash flow over the life of an investment/project calculated on the base of the time value of money. Limits: hard to understand. 
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