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[bookmark: _Toc130656901]Introduction 
This report is about decision making whether to breach a contract and incurring penalty would be beneficial or fulfilling that contract will be more beneficial for the company. The company STG will have to this decision because the supply of special strengthening wire will be limited in the year 2022- 23. Due to this limiting factor company will have to apply Cost-Volume-profit management technique to take decision whether to accept a contract, which the sales director already have signed, or not to accept that. The various methods will be used to perform different calculations. There will be High-Low method to find out variable and fixed overheads out of a semi variable overhead. Then calculations will be done according to the condition of honouring or not honouring the budgeted contract. Different qualitative and quantitative reasons will be discussed to the directors for further decision making. The concept of limiting factor and its relevance to STG will be discussed. Assumptions and limitations of the CVP method will also be discussed. 
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[bookmark: _Toc130656903]Separation of per unit variable overheads and total Fixed Overheads using High and Low Method 
	 
	Budget 
	Standard 
	Premium 

	Highest Unit 
	1700
	1240
	760

	Lowest Unit 
	1460
	1180
	670

	Total cost of High Unit Activity (TCHA)
	18200
	14400
	12600

	Total cost of Low Unit Activity (TCLA)
	16545
	13900
	11455

	 
	 
	 
	 

	Per Unit Variable overheads in semi variable overhead = (TCHA-TCLA)/(Highest Unit - Lowest Unit)
	6.90
	8.33
	12.72

	 
	 
	 
	 

	Total Fixed Overheads included in Semi variable overheads = Total Cost of High Unit Activity - (Per unit Variable Overheads*Highest Unit)
	6470.00
	4070.80
	2932.80
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	Budget/Unit 
	Standard/Unit
	Premium /Unit
	Total/Unit

	Sales Price
	60
	90
	120
	270.00

	Other raw material
	27.53
	31.13
	24.08
	82.74

	Labour cost 
	14.35
	23.31
	31.84
	69.50

	Variable Overheads 
	6.90
	8.33
	12.72
	27.95

	Total Variable cost
	48.78
	62.77
	68.64
	180.19

	 
	 
	  
	 
	

	Contribution/Unit = sales - variable cost 
	11.22
	27.23
	51.36
	89.81

	Contribution of strengthening wire per unit = Contribution per unit/ strengthening wire per unit used
	2.81
	4.54
	4.28
	11.62

	Total fixed overheads as calculated from High-Low Method
	6470.00
	4070.80
	2932.80
	13473.60
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1. As premium tyre has highest per contribution, it has been given ranking 1
2. Second priority would be given to standard tyre 
3. Third priority would be given to budgeted tyre 


[bookmark: _Toc130656906]1.2 If Budgeted contract is Honoured 
As total supply is 25140 meter, so there can be a limited production. Also, the contract is to be honoured. Hence, the first 1200 units of budget tyre will be produced which will use 4800 m wire. 
The second priority would be given to premium tyre as it has highest per unit contribution. Total 900 budgeted unit will be produced. That will consume 10800 m of wire. 
Remaining wire 9540m will be used in making of standard tyre. Hence, there will be only 1590 units of production instead of 1600. 

	 
	Maximum Annual Demand 
	Special Strengthening Wire
	Total meter used 

	Total supply of wire 
	 
	 
	25140

	Budget
	1200
	4
	4800

	Premium 
	900
	12
	10800

	Standard 
	1590
	6
	9540



Income statement when Budget contract is honoured for year ending 31st Dec. 2023
	 
	Budget
	Standard
	Premium 
	Total 

	Sales Unit 
	1200
	1590
	900
	3690

	Sales  
	72000
	143100
	108000
	323100

	Other raw material 
	33035.29
	49495.16
	21671.05
	104201.51

	Labour cost 
	17223.53
	37057.26
	28657.89
	82938.68

	Variable Overheads 
	8275.00
	13250.00
	11450.00
	32975.00

	Total Variable cost
	58533.82
	99802.42
	61778.95
	220115.19

	Contribution 
	13466.18
	43297.58
	46221.05
	102984.81

	Less: Fixed Cost 
	6470
	4070.8
	2932.8
	13473.60

	Profit/Loss 
	6996.18
	39226.78
	43288.25
	89511.21




[bookmark: _Toc130656907]1.3 If Budgeted contract is not honoured 
As the contract is not be honoured then first priority would be given to the production of Premium tyre as it has the highest per unit contribution. Hence, budgeted 900 units will be produced and it will used 10800 m of wire. 
Second priority would be given to Standard tyre. Total 1600 units will be produced and a total of 9600 meter would be used. 
Remaining wire of 4740 meter will be used for the production of budget tyre. Remaining wire will produce 1185 units of budget tyres.
	 
	Maximum Annual Demand 
	Special Strengthening Wire
	Total meter used 

	Total supply of wire 
	 
	 
	25140

	Premium 
	900
	12
	10800

	Standard 
	1600
	6
	9600

	Budget 
	1185
	4
	4740




Income statement when Budget contract is not honoured for year ending 31st Dec. 2023
	 
	Budget
	Standard
	Premium 
	Total 

	Sales Unit 
	1185
	1600
	900
	3685

	Sales  
	71100
	144000
	108000
	323100

	Other raw material 
	32622.35
	49806.45
	21671.05
	104099.86

	Labour cost 
	17008.24
	37290.32
	28657.89
	82956.45

	Variable Overheads 
	8171.56
	13333.33
	11450.00
	32954.90

	Total Variable cost
	57802.15
	100430.11
	61778.95
	220011.21

	Contribution 
	13297.85
	43569.89
	46221.05
	103088.79

	Less: Fixed Cost 
	6470
	4070.8
	2932.8
	13473.60

	Less: Penalty 
	14000
	0
	0
	14000.00

	Profit/Loss 
	-7172.15
	39499.09
	43288.25
	75615.19




[bookmark: _Toc130656908]1.4 Quantitative and Qualitative decision making  
Based on above calculations it is suggested to the STG directors that they should accept the contract and first fulfil the contracted unit only and in remaining supply of strengthening wire, production of other tyres should be processed as per the ranking of those tyres given. As this would produce more profit in comparison of the condition of violation of product. 
Quantitative Reasons
As already stated above that if the contract is honoured then first 1200 units will be produced for budgeted tyre that will use 4800 meter of strengthening wire. The remaining wire will be utilised first for the production of 900 units if premium tyre and remaining wire will be able to produce 1590 units of standard tyre. 
But if the contract is not followed then the production will be according to ranking totally. Where, premium will be produced 900 units, standard would be produced 1600 units and budget would be produced 1185 units. 
So, when the contract is followed, then in that case there will be a total sales of 323100, total variable cost for the company will be around 220115.19 pounds and total fixed cost would be 13473.6 pounds for the entire production and a contribution of 102984.81 will taken in the year. After deduction of fixed cost there would be a total profit of 89511.21 pounds in the year 2023.
While if the contract is not followed then in that case, there will be total sales of 323100 pounds, total variable cost would be 220011.2 pounds and company will get a contribution of 103088.8 pounds. So based on contribution it can be said that not accepting contract would be more beneficial as the fixed cost would be same. But here one more expense would be there if the contract is breached, that is the penalty of 14000 pounds. If that penalty along with fixed cost is deducted from the contribution then in total there will only be a profit of 75615.19 pounds. This profit is lower than the profit of contract acceptance situation. Even the profit after the breach of contract is even lower than the profit of last year 2022. 

Hence, on quantitative analysis it would be better to accept the contract and proceed the production according to contract. 

Qualitative Reason 
In the given situation, the firm should also accept the contract as this will support the STG morally and will benefit in long run. This is because if the STG accepts the order and fulfil the contract of 1200 budget tyres then this will help in creating the loyalty of the customer towards the STG. As the customer too is not a small customer as he is giving an order of 1200 units which is around 54.5% order of its total budget tyre’s expected sales in the year 2023. Hence this loyal partnership will benefit the company in long run. Further, this will reduce the chances of going such customer to the competitors. But there is one issue too and that is fear of loosing current customers. If the current or regular customers are not given the supply if not complete then partial. This is necessary to retain them. If this doesn’t happen, then there is a risk of losing those regular customers (Nguyen and Akhavian, 2019). This is the only point that management might consider for the rejection of the offer. But, if the company is not looking at this point and in the case the they are going to move forward according to ranking of tyres in which they provide more profit then  this huge customer must not be rejected. Further, this will help in creating the goodwill of the STG that the company is able to fulfil its promises (Openstax.org, 2019).

[bookmark: _Toc130656909]1.5 
[bookmark: _Toc130656910]1.5.1 Limiting factor and its relevance to SGT
A variable or a factor that creates hindrance in the productivity, growth, process of an organisation is known as the limiting factor. This restricts the company’s ability to produce more or to supply more. This limiting factor can be anything such as it could be a shortage of raw material, lack of skilled workforce, limitation of the production capacity, or lack of financial resources and so on. 
Here, in the case of the STG it is the special strengthening wire which is acting as limiting factor. The production of this wire is under threat as this wire utilises a lot of energy which is increasing the energy cost to the supplier.  This scarcity of this special wire is totally relevant to the STG as the company used this wire in the production of its tyres.
This is relevant limiting factor for the company as the demand of the company for this wire according to budgeted expectation is around 29200 meters. In addition to this, sales director already have taken an order of 1200 budgeted tyres which will require an additional wire of 4800 meters. But the supplier PSG already have advised that they would be able to supply maximum quantity of 25140 metres only. In this way, STG will have to give the priority to its products and have to check production of which tyre will provide maximum benefit to the company by utilising maximum scarce resources that is special strengthening wire in this case of STG (Myers, 2020). 

[bookmark: _Toc130656911]1.5.2 CVP and its assumptions and limitations 
The Cost-Volume-Profit technique is a management accounting method that helps the managers of a company or organisation in taking decisions based on this and in understanding the relationship between costs, volume and profits. This helps management in providing the information about the financial results if a special level of volume or activity is changed. This helps in providing the information of about the relative profitability during the change in activity of production of products in the company.  In simple terms, it is technique that analyse the relationship between cost, volume and profit (LE, et. al., 2020). 
This study the impact of change in volume of production, due to any limiting factor or any other reason, on cost of production and profit realised from them. 
This is also relevant in the context of STG, because here due to a limiting factor special strengthening wire, the total budgeted unit of production is not possible. Hence, for utilising the scarce resources in a best way and taking out the best profitability by utilising that smartly, STG will have to change its production unit. As there is limited quantity of wire, the STG will have to decide which tyres production should be done in what quantity so that it can have maximum profit.
Assumptions 
For performing this technique there are some assumptions too. Some of these are given below. 
1. Sales price remain constant -  While performing the CVP test, it is assumed that the sales prices will remain constant through the time. Hence, all the calculations are performed assuming a constant sale price. 
2. Variable cost remain Proportional – This is assumed that variable cost per unit will be same and according to that per unit variable cost, the total variable cost will change proportionally. If total production unit are increasing then variable cost will increase with the same rate of per unit and vice versa (Pratama, et. al., 2022).
3. Fixed cost remain constant – Further it has been assumed that fixed cost will remain constant for any level of production during the entire period. While it can be changed due to technological changes or inflation or due to other factors. 
4. Operational stay constant – This also has been assumed that operational capacity will always be there and will remain constant.

Limitations 
1. Using of this method ignores the non-financial factors. This only considers the financial information such as cost, volume and profit. While there are several qualitative factors there that might affect the business in long term are necessary to be considered.
2. This is beneficial only for short term. This method can not be used for a long term analysis. This is only beneficial for the organisations with simple product mix. This can not be used in an organisation with a complex product mix (Guo, 2022). 
3. This method assumes that the sales price and variable remains constant through out the time. But this is not practical in reality. They might change according to the production and demand of products. 
4. The approach of thinking that fixed price would be same in total through out the period might be different in reality. This may increase duet to inflation or other factors (Small Business Chron, 2019).




[bookmark: _Toc130656912]Conclusion 
Based on above report it has been concluded that the management of the STG should accept the offer instead of breaching the contract. As this will benefit the organisation on quantitative as well as qualitative side. Based on the CVP method used to perform the different calculations it has been noticed that accepting the offer would be more profitable for the company in quantitative terms. While on the qualitative terms there would be benefits of having a new loyal customer but also the risk of losing the old regular customers. After taking into considerations all the factors such a limitation of strengthening and CVP calculations performed it is advised to the directors of the STG company that they should not breach the contract as this would be more beneficial situation for the company. 
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