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Report
To: STG’s directors
From: Senior Management Accountant
Subject: Cost-Volume-Profit analyse for Supper Tyres Global with purpose to advise the STG’s directors to fulfil or breach the Budget Tyres contract




[bookmark: _Int_XqnyXG70]“CVP analysis is based on the relationship between volume and sales revenue, costs and profit in the short run” (Drury, 2020, p.178)
[bookmark: _Int_LdYD8m4L]This means that for a short period of a year or less, some inputs may increase, and others may not. Additional materials can be purchased, or unskilled labour can be hired at short notice, but this will not significantly change the work capacity. Most of the product prices and costs are pre-set for a short-term period and only the sales volume will carry some uncertainty. Therefore, profitability in the short term will be dependent on sales volume.
Cost-Volume-Profit (CVP) analysis makes a connection between cost, production volume and profit. Using this relationship, risk assessment can be made, and short-term decisions can be made. CVP analysis can give information about the financial results of the company, the profitability of individual products and what would be the effect of a change in the selling price or other changes.
To plan effectively and make the right decisions, management needs analytics to show how revenue, cost, and volume interact to produce profits. CVP analysis provides this information.




1.1, 1.2, 1.3
Budget
Variable Overheads per unit = (18200 – 16545)/ (1700-1460) =£6.89
Variable Overheads = Var.Over.per unit x units = £6.8958 x 1700 =11722,86
Total Overheads = Fixed Overheads + Variable Overheads
18200 = Fix.Over. + 11722.86
Fix.Over.= 18200 – 11722.86= 6477.14
Fix.Over.= 6477.14
Var.Over(2022) =11722.86

Standard
Variable Overheads per unit = (14400 - 13900)/ (1240 - 1180) =8.33
Variable Overheads = Var.Over.per unit x units = 8.3333 x 1240 = 10333.29
Total Overheads = Fixed Overheads + Variable Overheads
14400 = Fix.Over. + 10333.29
Fix.Over.= 14400 – 10333.292= 4066.71
Fix.Over.= 4066.71
Var.Over(2022) =10333.29


Premium
Variable Overheads per unit = (12600 – 11455) / (760 – 670) = 12.72
Variable Overheads = Var.Over.per unit x units = 12.72 x 760 = 9668.89
Total Overheads = Fixed Overheads + Variable Overheads
12600 = Fix.Over. + 9668.89
Fix.Over.= 12600 – 9668.8872 = 2931.12
Fix.Over.= 2931.12
Var.Over(2022) =9668.89



	
	Budget
	Standard
	Premium
	

	Maximum demand
	2200+1200=3400
	1,600
	900
	

	Special Strengthening Wire per unit
	4
	6
	12
	

	Special Strengthening Wire required
	13600
	9600
	10800
	

	
	
	
	
	

	
	Budget
	Standard
	Premium
	

	Variable cost per unit
	6.8958333
	8.3333333
	12.722222
	

	TFC = TC - VC per unit * quantity
	6477.14
	4066.708
	2931.118
	

	
	
	
	
	

	
	
	
	
	

	Selling price per unit (sales: units)
	60
	90
	120
	

	Raw materials per unit (Raw mat: units)
	27.53
	31.13
	24.08
	

	Direct Labour per unit (D Lab: units)
	14.35
	23.31
	31.84
	

	VC per unit from SV Cost
	6.8958333
	8.3333333
	12.722222
	

	Total variable cost per unit
	48.7758333
	62.7733333
	68.642222
	

	Contribution per unit
	11.2241667
	27.2266667
	51.357778
	

	Slip resistant material
	4
	6
	12
	

	Contribution per unit of scarce resource
	2.806041675
	4.5377777
	4.27981483
	

	Ranking
	3
	1
	2
	

	
	
	
	
	

	Production plan if contract is honoured
	
	
	
	

	
	Units produced
	Scarce units used
	Balance
	

	
	
	
	25140
	

	Budget contract
	1200
	4800
	20340
	

	Standard
	1600
	9600
	10740
	

	Premium
	895
	10740
	0
	

	
	
	
	
	

	Marginal Income statement honouring the contract
	
	
	
	

	
	Budget
	Standard
	Premium
	Total

	Sales
	72000
	144000
	107400
	323400

	Variable costs
	58530.99996
	100437.33
	61434.7886
	220403.1219

	Contribution
	13469.00004
	43562.666
	45965.2113
	102996.8781

	
	
	
	
	

	Less Fixed Cost
	6477.084
	4066.667
	2931.112
	13474.863

	
	
	
	
	

	Net Profit/ (Loss)
	6991.91604
	39495.999
	43034.0993
	89522.01507

	
	
	
	
	

	
	
	
	
	

	Production plan if contract is not honoured
	
	
	
	

	
	Units produced
	Scarce units used
	Balance
	

	
	
	
	25140
	

	Standard
	1600
	9600
	15540
	

	Premium
	900
	10800
	4740
	

	Budget
	1185
	4740
	0
	

	
	
	
	
	

	Marginal Income statement not honouring the contract
	
	
	
	

	
	Budget
	Standard
	Premium
	Total

	Sales
	71100
	144000
	108000
	323100

	Variable costs
	57799.36246
	100437.33
	61777.9998
	220014.6955

	Contribution
	13300.63754
	43562.666
	46222.0002
	103085.3045

	
	
	
	
	

	Less Fixed Cost
	6477.084
	4066.667
	2931.112
	13474.863

	Less: Contract penalty
	14000
	0
	0
	14000

	
	
	
	
	

	Net Profit/ (Loss)
	-7176.446461
	39495.999
	43290.8882
	75610.44146



1.4
In the case of STG, considering the calculations made, considering the limitation in one of the materials to produce the tires. We rank the tires depending on this scarce material and make two independent production plans. First, we assume that we have accepted the contract for 1200 Budget tires, and we produce them first, and then with the remaining scarce material we make the rest of the tires as far as the material reaches, using the ranking of the products. We calculate the net profit.
In the second case, we assume that we refuse the contract and produce the tires according to the annual demand, prioritizing the tires by rank. We calculate the net profit by including the financial penalty for the defaulted contract as a fixed cost.
Based on the obtained results, the profit when accepting the contract is higher than when refusing the contract. We would advise the STG directors to accept the contract, even though we may lose customers in the future due to unfulfilled demand for some of the tires due to the scarce material.


1.5.1
Limiting factor is required scarce resources that can limit organization to produce its maximum demand and make maximum profit.
Sometimes production may be constrained by shortage of any of the factors of production such as raw materials, labour, machinery. These scarce factors are called limiting factors. When such a scarce factor limits production, then management must decide how best to allocate the scarce resource. Management must decide which of the products it produces to produce and how much of each to produce by allocating the scarce factor of production. In such a case, marginal analysis can be used to create a suitable business plan. The most profitable solution will be to produce such a combination of products where the contribution per unit of the scarce factor is maximal (Atrill. and McLaney, 2021, p.93). 
In our case with STG, we have a limited material - special strengthening wire. Managers must decide which products to prioritise and how much to produce of each product to achieve a maximum profit.
1.5.2
When using CVP analysis, accountants use assumptions that lead to limitations of the CVP technique. They assume that costs are of two types: fixed and variable. Their assumption that fixed costs will not change at all levels of the sale. Another assumption is that the selling price does not change, and the variable costs are proportional to the activity. Sometimes these assumptions are not true because business environment impact the business and selling price per unit or price of materials per unit can change unexpectedly. For example, the inflation can change the selling price. If the production increase is possible the price to be changed. Materials can change their price on the market or when we buy bigger quantity, we can receive discount of the price.
These assumptions and limitations reduce the usefulness of the CVP technique, but overall, it remains an important and useful tool for profit planning. Because of the assumptions, CVP is an approximation. CVP analysis uses approximations to gather data and is therefore not very precise.
All these assumptions and limitations are also relevant for STG. 
The conclusion is that CVP analysis is used by management in decision making. If he must make important decisions, the manager will want to be sure that the assumptions are applicable.
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