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Part 1
	Hoffman Ltd

	Absorption Costing Method

	 
	Lightweight (LW)
	Mega range (MR)

	Number of Units Produced
	4500
	500

	Direct material per unit
	 £                       3.00 
	 £                    10.00 

	Total Direct materials
	 £            13,500.00 
	 £              5,000.00 

	Direct labour (# of stoves done per hour)
	9
	7

	Labour Hours Required
	500
	71.42857143

	Cost of Labour per Hour
	 £                       6.30 
	 £                      6.30 

	Total Labour Cost
	 £               3,150.00 
	 £                 450.00 

	Machine Hours
	67,500
	7,500

	Manufacturing Overheads
	 £            33,750.00 
	 £              3,750.00 

	Total Manufacturing Costs
	 £            50,400.00 
	 £              9,200.00 

	Cost per stove
	 £                     11.20 
	 £                    18.40 


Using the Absorption costing method, the cost of unit lightweight and mega range stoves is $11.20 and $18.40 respectively. This amount is calculated by dividing the total manufacturing cost by the number of units of each type of stoves produced.
Activity-Based Costing
	Activity
	Cost Driver
	Activity Cost Pool

	Purchasing
	Purchase order
	 £                  20,000 

	Training
	Training hour
	 £                    1,000 

	Setting Up Machines
	No. of Set-ups
	 £                    2,250 

	Running Machines
	Machine Hours
	 £                  14,250 

	total
	 
	 £                  37,500 



The first step in this method is to group all activities in to cost pools and identify the cost driver in each cost pool. We then determine the number of cost drivers used by each type of stove to determine the rate of use. We t hue this rate to determine the overhead cost in each activity. This allows us to determine the manufacturing overhead of each stove. We then add this amount to the total labor costs and direct material cos to find the total manufacturing cost.
	Activity
	No of cost Drivers Cased by LWs
	No of cost Drivers Cased by MRs

	Purchasing
	360
	40

	Training
	20
	30

	Setting Up Machines
	60
	30

	Running Machines
	67500
	7500



	Activity
	MOH for LWs
	MOF for MRs

	Purchasing
	 £                                                  18,000 
	 £                                                     2,000 

	Training
	 £                                                        400 
	 £                                                        600 

	Setting Up Machines
	 £                                                    1,500 
	 £                                                        750 

	Running Machines
	 £                                                  12,825 
	 £                                                     1,425 

	Total Manufacturing Overhead
	 £                                                  32,725 
	 £                                                     4,775 




	Hoffman Ltd

	Activity-Based Costing Method

	 
	Lightweight (LW)
	Mega range (MR)

	Number of Units Produced
	4500
	500

	Direct material per unit
	 £                       3.00 
	 £                    10.00 

	Total Direct materials
	 £            13,500.00 
	 £              5,000.00 

	Direct labour (# of stoves done per hour)
	9
	7

	Labour Hours Required
	500
	71.42857143

	Cost of Labour per Hour
	 £                       6.30 
	 £                      6.30 

	Total Labour Cost
	 £               3,150.00 
	 £                 450.00 

	Manufacturing Overheads
	 £            32,725.00 
	 £              4,775.00 

	Total Manufacturing Costs
	 £            49,375.00 
	 £           10,225.00 

	Cost per stove
	 £                     10.97 
	 £                    20.45 



Using activity-based costing, we find the cost of each stove as $10.97 and 20.45 for the lightweight and mega range stoves respectively.
Critically discuss the above methods of costing
Absorption costing
This method is also referred to as full costing. This method treats manufacturing costs incurred by a company as product costs (Bragg, 2019). This includes both variable and fixed manufacturing costs. The variable costs usually include direct materials used by the company, the direct labour used to produce all units, and the manufacturing overhead incurred during that period. In this case, Hoffman Ltd incurred direct material costs of $3 per lightweight site and $10 to produce a Mega range stove. Considering that the company produces 4,500 Lws and 500MRs, we find the total direct material costs as $13,500 and $5000 respectively.  The method requires the calculation of total direct labour incurred in the production process. In this case, an employee would produce 9 LWs and 7 MRs. Stoves respectively per hour. We can divide the number of units of each stove produced to determine the number of labour hours needed. The company would require 500 and 71.42 labour hours to produce LWs and MRs respectively. We can determine the total labour hours by multiplying the labour hours needed by the $6.30, the amount paid to each employee. We then used machine hours to allocate the manufacturing overhead incurred in the prices. We sum the total direct material, direct labour, and manufacturing overhead incurred to find the total manufacturing overhead. We then divide the amount by the number of units produced to determine the unit cost per stove. Using this method, the unit cost for lightweight ad mega range stoves is $11.20 and $18.40 respectively.
Benefits of Absorption costing
There are several benefits associated with using absorption costing to determine the unit costs of the unit produced. The method is relatively easy to calcite and allocates both fixed and variable costs to the product. This makes it the go-to method to prepare external financial reports. The method also fulfils the matching and accrual accounting principles that require revenues to be matched with the cost incurred (accountingformanagement.org, 2019). Absorption costing also avoids separation of fixed and variable costs which is difficult to correctly implement. The method also helps determine how efficient the company is utilising its resources by indicating the under or over absorption of manufacturing overheads. 
Drawbacks of Absorption costing
The method makes it hard to compare and control costs. Since the cost depends on the level of activity, an increase in production leads to lower unit costs while and decrease in production leads to an increase in unit costs. This makes the method unsuitable for managerial decisions making processes (accountingformanagement.org, 2019). Period costs such as administrative and selling costs rarely produce future benefits and should therefore not be included in the actual costs of the product. Fixed overheads are usually allocated arbitrarily making the process a bit unreliable.
Activity-Based Costing.
This is a more precise costing method that allows companies to allocate manufacturing overheads more precisely (Kumar & Mahto, 2013). Once the company has determined the direct materials and direct labour incurred, then they can use this method to allocate the overheads incurred more accurately. The company must first divide their activities into cost pools and determine the total cost incurred in each pool. The second step is to determine the cost driver in each cost pool. For example, Hoffman Ltd activities were divided into four cost pools that are purchasing, training, setting up machines, and running machines. The company also determines the cost driver in each pool and the number of cost drivers used. We can then allocate the manufacturing overhead by determining the exact cost in each pool and summing them up. We can then add the total manufacturing overhead to the direct material and labour cost and divide by the total number of items produced to determine the unit cost. Using this method, the unit cost of Lightweight stove decreased from $11.20 to $10.97 while that of mega range stoves increased from $18.40 to $20.45 under absorption costing.
Benefits of Absorption costing
This method allocates manufacturing overheads more accurately by appropriating costs to the processes and products that utilised during the production process. This gives managers a more realistic view of their production process and allows them to make better decisions. The method allows managers to identify inefficient processes and eliminate bottlenecks in the production process (Kaplan & Anderson, 2007). The company can also determine which products should be produced in house and those that be sourced from outside suppliers at a lower cost. Activity-based costing also makes it easier for companies to determine the true cost and therefore make better pricing decisions.
Drawbacks of ABC method
Activity-based costing is a lengthy process that requires a lot of data collection and analysis. This process requires more workforce to implement. At times, getting the right information needed to implement the costing method can be challenging making it hard for companies to make proper decisions. Reports generated from this method do not always conform to the GAAP making it hard to be used in external reports (Woodruff, 2019) .the method is not suitable for small companies with limited resources and low manufacturing overheads.
Task 2
Increased globalization and the use of technology has revolutionised how businesses operate. Companies are operating in an increasingly competitive environment. Despite these trends, companies have fewer resources at their disposal. Companies have been forced to expand their product mix to include more product offerings for better financial performance. It, therefore, makes sense for companies to formulate superior business strategies that give them a competitive advantage over their competitors. Some of these strategies include streamlining their supply chains to lower their cost of operations, adopting digital marketing strategies, and offering better customer services. The success of all these strategies will depend on n how the company can measure the financial benefits they receive from each strategy. This includes tracking the revenues generated by the company and the cost incurred in the implementation of different projects. Break-even point analysis has proven to be an appropriate strategic management tool that can be sued to make better operational decisions and give the company a competitive edge over its competitors. It is important to understand the underlying concept, benefits, drawbacks, and limitations of the breakeven approach in everyday operations.
Break-Even analysis
Breakeven analysis is a supply-side financial tool used across different industries to evaluate the performance of a company in terms of costs incurred. The analysis allows managers to determine the number of units they need to cover the cost incurred in production. This is determined by calculating the point where all the revenues earned by the company is equal to the total costs incurred at that point (Anon., 2019). Managers can use this analysis to determine the viability of business projects, determine their financing needs and inform their pricing strategy.
At breakeven point;
Total revenues =Total costs
 Total revenue generated by the company is equal to the unit selling price multiplied by the total quantities sold. The total fixed costs incurred can be calculated by adding the total fixed cost and total variable cost incurred. Fixed costs are overheads that materialise once the financial activities of the company started. Their values remain constant ad don’t change with changes in the number of units produced. A good example of fixed costs include rent, depreciation expense and insurance. Variable costs are costs that change in response to changes in level of activity. They include items such as packaging needed, direct raw materials and direct labour needed for production. At the breakeven point, companies usually make no profit but just cover their cost of operations. Even though the break-even point is a positive achievement in the short run, the company must make profits to remain relevant in the long run (Charnes, et al., 1963). Being above to determine the breakeven quantity and revenue is a good achievement that can direct the company activities and establish commercially viable operations.
We can, therefore, calculate breakeven point using the formula below

The contribution margin can be calculated subtracting the unit variable cost form the unit selling prices. This shows how much revenue the company is generating form each unit towards covering the fixed costs incurred. We can find the breakeven sales by dividing the fixed costs by the contribution margin ratio.
[image: ]
Figure 1: graphical representation of breakeven point analysis
Above is a graphical representation of the break-even point analysis. The TC line represents total costs (variable costs+ fixed costs) while the TR line represents total revenue (unit price * quantity sold). The Breakeven point indicates the amount where the two lien s intersect. The region below the BEP point indicates losses while the region above BEP indicates profits generated.

Importance of Breakeven point analysis
Break-even point analysis is a simple financial tool that has many applications in the real business world. Even though corporates have shifted expanded their product mix and turned to global markets to increase sales revenue and profits, they can still use this tool to get better insights and make sound operational decisions. The following are some of the benefits of using the breakeven point tool.
Cost calculation
The break-even point analysis helps managers determine the number of units they need to produce and sell to avoid making losses. To calculate this amount, managers must determine the unit selling price of each product, fixed cost, and variable costs incurred. Understanding this component allows managers to determine the right product amount and selling prices. Consumers are increasingly demanding for value for the money they spent on products. The intense competition also pressures companies to compete on prices (Luenendonk, 2014). High prices coupled with lower variable cost increased the contribution margin that can reduce the number of units a company needs to sell to break even. This strategy might, however, make the company produces more expensive compared to the prices charged by competitors and lead to lower sales volumes and loss of market share. Managers can also decide to lower their unit selling prices to attract more customers and increase their sales volumes. This might, however, reduce the contribution margin and puts pressure on the company to produce and sell more products to break even. Performing a break-even analysis allows managers to decide the optimal prices they need to charge to cover their fixed costs and become profitable.
Budgeting and Setting achievable performance targets
To effectively compete in the market, companies must develop strategic plans outlining their long term goals for the company. To achieve these goals, the company must optimally allocate their resources to achieve maximum benefits. Managers create a budget that shows how income will be generated in a specific period and the plan for their expenditure. The budget allows mangers to assess market conditions and develop the right strategies to respond to maintain their competitiveness. Creating budgets ensures all departments and employees pull in the same direction and create synergy across the company. The breakeven analysis allows managers to determine the exact point they need to achieve to cover their costs and start generating profits. Managers can use these insights to west realistic goals and operational budgets for different departments (Jenkins, 2009). Managers can also determine the exact profit they will earn at each level of production and decide on the right cause of action depending on the resources at hand and the strategic goals of the company.
Motivation Tool
Breakeven analysis can act as a motivation tool for employees and management. Managers and staff can use this tool to determine the point they will need to achieve to cover their expenditure and enter profitability. They can also understand the impact of different levels of production the company profitability. Achieving these targets can be a motivating factor for employees and help boost their morale and improve their overall productivity. Managers can develop motivational strategies tied down to breakeven point. For instance, the company can rewards sales employees for attaining the breakeven point.
The margin of Safety analysis
Businesses operate in a risky environment. Managers must consistently monitor their level of operations and determine the riskiness of each level of production. The margin of safety is a complimentary financial management tool used to determine the number of sales above the breakeven point. Since market conditions can fluctuate due to seasonal sales or recessions, managers nee do understand the margin of safety to inform their decision making. This level is determined by subtracting the breakeven volumes from the current sales volumes. If management determines that they need to maintain a large margin of safety, then they can try and increase the unit prices and bolster their marketing campaigns to increase sells volumes (Jenkins, 2009). If the company only needs a small margin of safety, then they can maintain their current sales volumes. Managers must strive to increase their actual margin of safety to allow them to withstand fluctuations in sales volumes. A drop larger than the margin of safety can plunge the company into losses.
Setting up cost controls and monitoring
Managers understand that the level of profitability they achieve is directly affected by the fixed and variable costs incurred. Any changes o these components can affect the company either positively or negatively. For instance, if the fixed costs increase while the variable cost and unit selling price remains the same, then the break-even point will increase putting pressure on the company to increase their sales volumes. If fixed costs were to reduce while variable cost and units selling prices remain constant, then the break-even point would decrease reducing the pressure to increase sales and increase the margin of safety (Ashe-Edmunds, 2018). Managers can use these changes to monitor changes in costs and take the right decisions.
Develop a pricing strategy
The selling price charge don company products is a big determinant of the breakeven point. Manger uses the selling price to determine the contribution margin form each unit sold. Developing the right pricing mechanism can determine the success or failure of a company. If a company sets up higher prices than their competitors, then they will enjoy a higher contribution margin abut can lose market share as consumers seek value for their money from cheaper products. If the company sets the prices too low, then they will enjoy high sales volumes but low contribution margins putting pressure on their operations. Managers can use breakeven analysis to determine the right prices that help keep the prices within range and still enjoy high margins (Kumar & Mahto, 2013). Manages can identify and eliminate bottlenecks and lower costs of operations to bolster their profitability.
Challenge of applying breakeven point analysis
Despite the benefits associated with breakeven analysis, there are several challenges in implementing this analysis in real life. First, the analysis highly depends on several assumptions that might not be true in real life. One of these assumptions is that prices and variable costs incurred remain constant throughout the period under review. This is not always the case and might lead to misleading insights. In most cases, companies often have no control over their pricing since they have to respond to any changes in the market. In such cases, it becomes difficult for managers to accurately determine the unit selling price. The analysis also assumes that the level of production and sales volumes are equal. For the analysis to be true, all the units produced using the cost have to be sold at the selling price. This is not always the case. Many times, companies will produce products that they keep as inventory and sol at subsequent financial period and different prices (Alnasser, et al., 2014). The analysis can only apply to a single product or a mix of products. This makes it harder for companies that produce different products with shared fixed costs such as facilities. It then becomes more laborious to exactly allocate accurately allocate costs to each product. The analysis does not hold if the market conditions change dramatically and can lead o poor operational decisions. In this light, the break-even analysis stool should be used in conjunction with other financial tools.
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