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Executive Summary
The following report clear shows that the profitability of Amana has been impacted in 2020 not only due to a reduction in sales and average ales price, but also due to increase variable costs, mainly in labour and materials. It is recommended that Amana delve deeper into the financials and calculate a contribution per unit for each product sold in the store to ensure that that all products have a positive contribution which meets the objectives of Amana. For the online expansion it is recommended that Amana goes with their own website, with Net Present Value analysis based off the known relevant costs suggests a better return over a 5-Year period. 
Introduction
This report will be split into two sections, both focused though on costs and budgeting at Amana. Due to the impact of Covid-19 on business-as-usual, Amana has asked for analysis to be run into the business to better understand their current financials plus better understand the potential for an online expansion. 
Part A – Control Report
Table 1 below shows the original budget, the flexed budget and the variances compared with the actual. The flexed budget is designed to determine the relationship between fixed, semi-fixed and variable costs and use this to determine changes in relation to different levels of activity attained (Moyer et al, 2014). Internal control reports form the basis of a business’s security and safety strategy, in this case being the financial strategy of the business. In this example the flexed budget has been set at 80,000 to match the activity seen in the actual data, allowing for a variance to be calculated.
Table 1 – Flexed Budget for Amana

	

	ORIGINAL
	FLEXED
	ACTUAL
	vs.FLEXEDVARIANCE

	Units
	100,000
	80,000
	80,000
	

	Selling Price Per Unit
	£25
	£25
	£20
	-£5 per unit

	Sales Revenue
	£2,500,000
	£2,000,000
	£1,600,000
	-£400,000

	
	
	
	
	

	Variable Costs:
	
	
	
	

	Materials
	£250,000
	£200,000
	£280,000
	-£80,000

	Labour
	£400,000
	£320,000
	£440,000
	-£120,000

	Overhead
	£150,000
	£120,000
	£120,000
	£0

	Contribution
	£1,700,000
	£1,360,000
	£760,000
	-£600,000

	Fixed Overhead Costs:
	
	
	
	

	Warehouse Rental
	£200,000
	£200,000
	£170,000
	+£30,000

	Insurance
	£100,000
	£100,000
	£100,000
	£0

	Fulltime Warehouse Supervisory Salary
	£50,000
	£50,000
	£35,000
	+£15,000

	
	
	
	
	

	Income:
	£1,350,000
	£1,010,000
	£455,000
	-£555,000


 
Table 2 below formats the information above into a monthly format, assuming that the business see’s the same performance each of the 12-months:
Table 2 – Monthly Control report showing the original budget, flexed budget and variance versus flexed.
	PER MONTH
	ORIGINAL
	FLEXED
	ACTUAL
	VARIANCE vs. FLEXED

	Units
	8,333
	6,667
	6,667
	

	Selling Price Per Unit
	£25
	£25
	£20
	-£5 per unit

	Sales Revenue
	£208,333
	£166,667
	£133,333
	-£33,333

	
	
	
	
	

	Variable Costs:
	
	
	
	

	Materials
	£20,833
	£16,667
	£23,333
	-£6,667

	Labour
	£33,333
	£26,667
	£36,667
	-£10,000

	Overhead
	£12,500
	£10,000
	£10,000
	£0

	Contribution
	£141,667
	£113,333
	£63,333
	-£50,000

	Fixed Overhead Costs:
	
	
	
	

	Warehouse Rental
	£16,667
	£16,667
	£14,167
	£2,500

	Insurance
	£8,333
	£8,333
	£8,333
	£0

	Fulltime Warehouse Supervisory Salary
	£4,167
	£4,167
	£2,917
	£1,250

	
	
	
	
	

	Income:
	£112,500
	£84,167
	£37,917
	-£46,250


 
When developing the flexed budget the first consideration is on the nature of costs. Fixed costs are those which do not change irrespective of demand which may include the Warehouse Rental which would be fixed based on the space rented. This allows for economies of scale to form as production rises, allowing the total fixed cost to be spread across more units (Brigham & Ehrhardt, 2013). However at a point, diseconomies of scale will form when the business becomes too large and thus requires additional warehouse space, increasing the fixed cost. Semi-fixed costs are those which have an element of fixed and variable. Electric bills can be included here, given that the user usually pays a fixed standing charge for the infrastructure followed by a variable portion based on the usage. Finally there are variable costs which change based on the level of activity which here include the materials, labour and overhead required for production and sale of the souvenirs (Petty et al, 2015).
To develop the flexed budget several assumptions have had to be made:
· All variable costs within the original budget are presented on a per unit basis. These have been converted into a total as is done with the actual. 
· When the fixed costs are flexed the assumption would be for no change given the nature of these costs to be fixed irrespective of production. 
· Within the flexed budget the sales price per unit has been kept at £25. 
· Contribution is seen as the sales revenue minus variable costs (Shim et al, 2011).
· Income has been calculated with total costs removed. 
Amana Performance
The performance of Amana’s during 2020 has been weak, with a negative variance of -£555,000 versus the expectation in the flexed budget. Partly this negative variance has been down to the lower sales price of £20 versus the expected £25. Reading the commentary on the external business environment it is justified that Amana may have reduce the price per unit to incentivise demand, especially when the tourism industry was so impacted by Covid-19. Price reductions could have been used to speed up sales and reduce inventory during what was left of the peak tourism season (Johnson et al, 2011). Actually total units were only down -20% versus the original budget which given several lockdowns, and the removing of internal visitors into the UK could be seen as a positive for Amana, and probably helped by this reduction in price. If the business had maintained the current pricing of £25 then the fall in revenue performance would have been less pronounced. However what could have happened is that the reduction in international travellers may have dented demand for the premium products, with domestic travellers instead purchasing lower-priced souvenirs, the reason behind the actual average price of £20 versus the expected £25. 
However, even if the flexed budget had used the price of £20 per unit, the variance with the actual would have still been a negative -£155,000. This weakness is down to higher labour and material costs verses the projected levels. Table 3 below breaks the original versus actual in regard to each variable cost per unit. It is clear that the actual costs are much higher:
Table 3 – Variable Costs per Unit

	
	ORIGINAL
	ACTUAL
	VARIANCE

	Variable Cost per Unit:
	
	
	

	Materials
	£2.50
	£3.50
	-£1.00 per unit or 40% higher than expected

	Labour
	£4.00
	£5.50
	-£1.50 per unit or 37.5% more than expected

	Overhead
	£1.50
	£1.50
	No Variance


 
These significant cost increases versus what was expected must be investigated. There may be an element where economies of scale were decreased given the reduction in order volume by Amana’s, causing their Chinese supplier to increase the price based on their own cost inflation. The supplier may offer a preferential price for larger order volumes, volumes which may have not been met due to decreased sales. Though the 40% rise in material cost per unit, and 37.5% rise in labour costs cannot be solved through the consideration of inflation alone. Materials, especially raw materials may be purchased on the global market and so may be subject to volatile market prices due to supply/ demand 
The positives from these results are seen in the fixed costs where Amana has been able to negotiate lower costs related to the warehouse and salary of the warehouse supervisor. These lower costs should hopefully be locked in for the coming years, and boost the profit margin.
Recommendations 
Amana needs to speak with their Chinese supplier over the significant cost increases over 2020 to understand their origin. These figures are based on average estimates incurred with a product mix of souvenirs. Amana needs to look deeper into the product mix and the contribution each product provides. What could have happened is that while the total demand has dropped to 80,000 units, the units sold have been of lower sales value, but higher cost as a % of the sales price. Table 4 provides an example of how this could have happened:
Table 4 – How the breakdown of products produced can impact on the average cost and sale price

	
	ORIGINAL
	ACTUAL

	Total Units Sold, of which:
	100,000
	80,000

	Product A
	50,000
	20,000

	Product B
	50,000
	60,000

	Price:
	
	

	Product A
	£35
	£35

	Product B
	£15
	£15

	Average
	£25
	£20

	Materials:
	
	

	Product A
	£0.50
	£0.50

	Product B
	£4.50
	£4.50

	Average
	£2.50
	£3.50

	Labour:
	
	

	Product A
	£1.00
	£1.00

	Product B
	£7.00
	£7.00

	Average
	£4.00
	£5.50

	Overheads:
	
	

	Product A
	£1.50
	£1.50

	Product B
	£1.50
	£1.50

	Average
	£1.50
	£1.50


 
Table 3 shows how the results presented in Table 1 are plausible simply due to a different mix of souvenir products being produced compared with the original estimation. Amana needs to better understand this, potentially through the application of an Activity-Based Costing technique. This will allow them to split their financial results by each product an assign a % of each total cost based on the usage of a specific cost. But it will also allow them to see how efficient their current product mix is for profit maximisation. In this instance Product A has a contribution per unit of £32 while Product B has a contribution of £2. This is an extreme example but shows how the overall financials can hide inefficiencies in certain products which management need to investigate. 
There could be a valid reason for why some products make a lower contribution than others. Businesses may use loss leaders within their strategy to attract in customers who may then spend on other products with a greater contribution (Moyer et al, 2014). Some products may have a lower cost due to local competition and the homogenous nature of the product, making it easier to replicate (Johnson et al, 2011). However in both cases Amana should have an overarching vision for the business which would include several objectives on profitability or expected return on investment. In the example provided in Table 3 it can be seen that Product B has a significantly higher material and labour cost versus A. Amana should explore whether changes to the specification of the product can be made (i.e. change to cheaper materials, new design which is less labour intensive) without impacting on the customer satisfaction and the sales price. 
PART B – Amana Online Expansion
Part of this decision will be made based on the profitability of each venture. For this the contribution per unit calculated above for the ACTUAL 2020 will be used. This is £9.50 per unit (£760,000/ 80,000 = £9.50).
· Setting on their own online store, Amana would incur initial costs of £200,000 with an annual cost of £35,000 related to the IT programmer. 100,000 units sold would provide a total contribution of £950,000 per annum. 
· Amazon fulfilment fees are seen as an annualised cost of £50,000, while the guaranteed contribution of £617,500 per annum (65,000 x £9.50 = £617,500). The contribution from Amazon would be -£332,500 less than that of the wholly-owned venture mentioned above.
With the Amazon option achieving -£332,500 less contribution per annum, this would more than cover the £200,000 of costs related to the initial set-up of operations in Amana. However there are costs omitted from each option which impacts on the reliability of this assessment. 
Firstly, the Amana option provides no annual costs related to the fulfilment of the online orders (i.e. Postage & Packaging). Amazon has this annual cost of £50,000 for fulfilment, which divided by the 65,000 units sold would be £0.77 per unit. There is no indication of these costs at Amana, however the expectation would be that they would be higher than Amazon given the economies of scale that Amazon achieves through its operations. Fulfilment costs would be a variable cost given that it would change by the level of activity. 
The Amazon option also provides no indication over the commission payable to Amazon for hosting Amana’s products on their e-store. The expectation would be that Amazon take a % of the sales price as their commission. Finally, the Amazon option also mentions ‘Lack of control over pricing and return policy’ given that Amazon’s system may use algorithms and real-time demand statistics to change the price based on demand. This could be a benefit for Amana with higher priced during peak demand, or lower prices when demand is lower than expected. Giving up control over the price could be an issue for Amana, especially if lower prices on Amazon push more people to shop online and less to use the actual store. Amazon is a well-known e-store with the majority of the UK population having some experience or history with Amazon. If there is widespread knowledge that a consumer can purchase Amana’s products on Amazon cheaper than in the physical store there could be that Amazon cannibalises demand from the actual Amana’s stores rather than creating additional demand. The reality for the business would be an additional 65,000 units sold on Amazon, but potentially a reduction of 65,000 sold through their stores. With the Amazon price being cheaper revenue, and profitability is decreased. 
Appendix 1 shows how Amana could use investment appraisal in the form of Net Present Value to work out the best investment. For this example the discount rate has been assumed at 8%, with a 5-YR forecast. Note that the reliability of this analysis is determined by the availability to information for both options (Campbell et al, 2011). Amana would choose the option which offers the greatest NPV value, in this case being their own website at +£3.5Million compared with +£2.3Million for the Amazon option. The first consideration though prior to any online expansion would be whether the estimated sales are additional, or whether the physical stores would see a fall in sales similar to the increase seen online, meaning no net increase in sales for the business overall (Campbell et al, 2011). If this is the case then Amana is simply increasing their cost base by investing online and putting in additional costs to the business such as delivery charges.
When considering these decisions Amana also needs to consider consumer behaviour. The sale of souvenirs could be classed as an impulse purchase, one which the consumer would make at the actual place visited on the day rather than weeks later online. Amana needs to consider whether a person would purchase Manchester-themed souvenirs online, or whether they would still seek to make an impulse purchase of a souvenir during the visit from another vendor. Closure of a physical store will not see all sales transferred online, and so Amana must in this case be willing to sacrifice some revenue. Furthermore, it may also be considered that when making an impulse purchase the consumer may be willing to pay a premium price for the convenience of purchasing their Manchester-themed souvenir on the day in Manchester. 
Recommendation for Amana
To conclude, Covid-19 has pushed many businesses online due to their physical locations being closed. Data from the ONS (2021) shows that online sales as a proportion of total sales has increased to 34.7%. Souvenir businesses though could be classed more as a purchase made on-site rather than online. Consumers want a souvenir as a memento of their travels. Covid-19 has restricted travel, both domestically and internationally and so it would be expected that demand for souvenirs from the likes of Manchester, London and Brighton would fall. 
However there are numerous risks that moving operations online would simply cannibalise demand from physical stores without creating additional demand for the business. Specifically if the products sold on Amazon are cheaper than in-store, Amana could face issues around customer satisfaction as they complain about the higher prices in-store. This may prompt Amana to match their in-store price to Amazon and decrease their profitability. The other option would be for Amana to simply close stores and move 50% of their sales online. However due to consumer behaviour there is uncertainty around this move, specifically uncertainty around whether the consumer will purchase online, or simply choose a competition to purchase in Manchester/ Brighton etc., on the day they visit. 
To conclude, under the scenario presented using all relevant costs Amana should set-up their own website given the increased throughput of sales and so revenue more than covers the additional costs versus the use of Amazon. 
Conclusion
The following report has provided Amana Plc., with valuable data related to their current costing and expansion opportunities. In both cases recommendations have been provided which centre on the reduction of variable costs plus the expansion online through their own website rather than Amazon. The completion of these tasks has helped showcase a number of transferable skills within financial management and investment appraisal which will be extremely useful for the student both in their personal and professional future. 
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Appendices
Appendix 1 – Investment Appraisal for Amana
Assumptions:
1) Discount Rate at 8% to reflect the cost of capital for Amana Plc. (i.e. debt financing). Also reflects the time value of money (Brigham & Ehrhardt, 2013). 
2) Contribution per unit assumed at £9.50. This has been multiplied by the 100,000 units and 65,000 units for a wholly-owned website and Amazon respectively to calculate the expected income. 
3) From this expected income -£35,000 per annum has been removed from the wholly-owned option to reflect the salary, while -£50,000 per annum has been removed from Amazon to reflect the fulfilment costs. 
The wholly-owned option should be chosen at the NPV after 5-years of operation is higher at £3.5Million compared with £2.3Million for the Amazon option. 
 Table 5 – NPV Calculation for Amana Plc.
 	 	                                                                               Discounted @ 8%
	
	Online-Store
	Amazon
	Online-Store
	Amazon

	Year 0
	-200,000
	
	-200,000
	0

	Year 1
	915,000
	567,500
	847,222
	525,463

	Year 2
	915,000
	567,500
	784,465
	486,540

	Year 3
	915,000
	567,500
	726,357
	450,500

	Year 4
	915,000
	567,500
	672,552
	417,129

	Year 5
	915,000
	567,500
	622,734
	386,231

	
	
	NPV
	3,453,330
	2,265,863


                           
