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REPORT

To: Supper Tyres Global (STG)
From: Vasil Stoev - Senior Management Accountant
Date: 23/10/2022
Subject: Cost analysis for decision making and control of fulfilment of the contract for 1200 Budget Tyres in the production year 2023 

[bookmark: _Toc117422899]Introduction
Management needs comprehensive, methodical, and meaningful cost data and reports to run a company enterprise and fulfil its business goals. Management is helped in their decision-making by the helpful information offered by cost records and reports in cost accounting. The main purpose of this report is to do a cost analysis for decision-making and control of fulfilment of the contract for 1200 Budget Tyres in the production year 2023 at Supper Tyres Global (SGT). The analysis follows the marginal costing principles and techniques as High-Low Method and product production ranking and detailed calculations of the significant analysis variables as Fixed and Variable Overheads, Total Fixed Cost, Contribution Per Unit, Contribution per Unit of Scarce Resource and Product Cost Card showing Variable Cost per Unit. The report includes a full budgeted production schedule and a marginal cost income statement in both cases with and without fulfilment of the contract and recommendations based on the detailed comparison of both cases.

[bookmark: _Toc117422900]Production planning calculation
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	Budget (£)
	Standard (£)
	Premium (£)

	Variable Cost per unit
	6.90
	8.30
	12.72

	Total Fixed Cost
	6477.08
	4066.67
	2931.11

	Sale Price per unit
	60.00
	90.00
	120.00

	Row Material per unit
	27.53
	31.13
	24.01

	Direct Labour per unit
	14.353
	23.31
	31.84

	Total Variable Cost
	48.78
	62.77
	68.64

	Contribution per unit
	11.22
	27.23
	51.36

	Special Strengthening Wire per unit
	4.00
	6.00
	12.00

	Contribution per unit of SSW
	2.81
	4.54
	4.28

	Rank
	3
	1
	2



Table 1. Product Card and Ranking
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	Product Type
	Unit produced (pcs.)
	Scarce Resources per Unit (m)
	Scarce Resources Balance (m)

	
	
	
	25140

	Budget
	1200
	4800
	20340
	

	Standard
	1600
	9600
	10740
	

	Premium
	895
	10740
	0
	



Table 2. Production plan with a contract

	Product Type
	Budget (£)
	Standard (£)
	Premium (£)
	Total (£)

	Sales
	72000.00
	144000.00
	107400.00
	323400.00

	Variable Cost
	58533.824
	100430.11
	61435.73
	220399.66

	Contribution
	13466.176
	43569.89
	45964.27
	103000.34

	
	
	
	
	

	Less Fixed cost
	6477.083
	4066.67
	2931.11
	13474.86

	
	
	
	
	

	Net Profit/Loss
	6989.093
	39503.23
	43033.16
	89525.48



Table 3. Marginal income statement with contract
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	Product Type
	Unit produced (pcs.)
	Scarce Resources per Unit (m)
	Scarce Resources Balance (m)        


	
	
	
	25140
	

	Standard
	1600
	9600
	15540
	

	Premium
	900
	10800
	4740
	

	Budget
	1185
	4740
	0
	



Table 4. Production plan by demand



	Product Type
	Standard (£)
	Budget (£)
	Premium (£)
	Total (£)

	
	
	
	
	

	Sales
	144000.00
	71100.00
	108000.00
	323100.00

	Variable Cost
	100430.11
	57802.15
	61778.95
	220011.21

	Contribution
	43569.89
	13297.85
	46221.05
	103088.79

	
	
	
	
	

	Less Fixed cost
	4066.67
	6477.08
	2931.11
	13474.86

	
	14000.00
	
	
	

	Net Profit/Loss
	25503.23
	6820.77
	43289.94
	75613.93



Table 5. Marginal income statement by demand
[bookmark: _Toc117422904]Conclusion

This report has presented the numerical methodology to calculate the required variables for detailed production planning and budget forecasting following the fundamental principles and techniques of management accounting where a limiting factor is presented. Limiting factor have a high impact on production planning and budgeting and can lead to numerous changes in production schedules, purchase and sales strategies and plans which can drastically disturb the normal operation of a company.
 The data clearly shows that the profit, from the production plan where the contract for Budget tyres is fulfilled, is higher and it is advisable that the company accept the contract. However, it is recommended the company research alternative methods to fulfil the not realised market demand of 2200pcs. Such alternatives can be:
· Additional Special Strengthening Wire supplier
· Outsourcing
· Import of Budget tyres
[bookmark: _Toc117422905]Recommendations

Supper Tyres Global (STG) produce three types of tyres: Budget, Standard and Premium and is using a special strengthening wire (SSW) in the production of each of its products. The supplier Propa Steel Group (PSG) has struggled with high energy costs which led it to advise STG that the maximum supply of SSW for the year 2023 will be 25140 meters. A consequence of the limited supply of the special strengthening wire is the wire is becoming a limiting factor in the production of tyres for STG. “Limiting factors refer to the constraints in the availability of production resources as shortages in labour, machine hours or materials that prevent a business from maximizing its sales.” “When a business has a limiting factor, caused by a resource constraint, a decision needs to be taken as to how the available resources can be best utilised.”
To maximise profits STG needs to decide on what quantities of its products should be produced. The optimal way to take that decision is by following the principles of managing accounting which states that, in cases where a company produces multiple product variations, and each variation production is dependent on a limiting factor product must be ranked by the contribution earned per unit of the scarce resource. Table 1 shows the breakdown of contribution earned per unit of the scarce resource and product ranking of each type of tyre STG produce. 
Table 2 present the forecasted production plan for the year 2023. Taking into consideration the fulfilment of the contract of 1200 Budget tyres and products ranking, allocation of 4800 meters of SSW to it. Next by ranking is Standard tyre product which allocations of 9600 meters of SSW will satisfy the demand of 1600 pcs. Premium tyre product is next in the ranking for which the leftover 10740 meters of SSW will be allocated. This quantity of scarce resources will be enough to produce 895 pcs. of Premium tyres which is 5 tyres less the yearly demand for that product. As the contract order is not included in the Budget tyre’s maximum market demand a volume of 2200 pcs. of this product will not be produced in the year 2023. This represents purely the effect of limiting factor.
Table 4 presents the forecasted production plan considering the demand and the product ranking. The allocation of SSW in this plan is as follows, 9600 meters for Standard tyres, and 10800 meters for Premium tyres which gives a leftover of 4740 meters that will cover the production of 1185 Budge tyres. Both plans share the effects of the limiting factor and in this case presented by a shortage of 1015 pcs. of Budget tyres from the demand.
The presence of limiting factor is leading to changes in activity levels and revenue, cost and profit in both cases. It is advisable to employ a Cost Volume Profit (CVP) analysis for detailed compensation of both cases. CVP analysis also known as Brake even analysis is a method that is identifying the correlation between the cost, the volume of activity and profit. This method of analysis has some assumptions and limitations as follows:
· Revenue and cost changes resulting solely due to changes in the number of units of goods or services produced and sold
· Total costs can be decomposed into a fixed component that does not vary with production volume and a component which varies with the size of production
· Developments in total revenues and total costs are linear in relation to volume production within a relevant period
· Selling price, unit variable cost and fixed costs are known and constant within a relevant period
· Analysis refers either to a single product, is assumed that the proportion of different products in total will remain constant as a change in the total number of units sold
· All revenues and costs can be aggregated and compared without considering the time value of money.
The break-even point is the point at which the company revenue is equal to the company costs. The break-even point determines when a product will begin to turn a profit. The formula to find the break-even point is as follows:   
		Break-even Quantity = Fixed Costs / Contribution per Unit

	Product Type
	Budget (£)
	Standard (£)
	Premium (£)

	Total Fixed Cost
	6477.083
	4066.667
	2931.111

	Contribution per unit
	11.22
	27.23118
	51.36

	Break-even point
	577
	149
	57



Table 6. Break-even points
Table 6 shows the break-even points for each type of product at STG from which it is seen that in the case of contract fulfilment the break-even point for Budget tyres is close to 50% of the production planned and in the case of the market demand plan the break-even point is at around 25% of the production plan. That means that the company will start making a profit at a much early point of production if the market demand plan is followed.
Tables 3 and 5 show that the Net Profit in the case where the company will fulfil the contract is 89525.48 which is higher than the Net Profit in case the company will not fulfil the contract and follow the production plan by demand, which is 75613.93 and it is advisable for the company to fulfil the contract. However, taking into consideration the limiting factor analysis where 2200 pcs. of Budget tyres will not be produced the company is risking losing a vast number of clients which may lead to significant losses in 2024 and the following years. It is highly recommendable for the directors of the company require a detailed analysis of the market from the Sales and Marketing departments to take justified decisions based on those reports. Also, the following alternatives to supply the shortage should be considered:  
· Research on alternative limited factor suppliers
· Research of alternative products that can be used instead of the SSW
· Research on outsourcing the production of Budget tyre
· Research of import market of tyres for replacement Budget tyres
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