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Part A
Absorption costing method
	Hoffman Ltd

	Absorption Costing Method

	 
	Lightweight (LW)
	Mega range (MR)

	Number of Units Produced
	4500
	500

	Resources per unit
	 
	 

	Direct material per unit
	 £                       3.00 
	 £                    10.00 

	Cost of Labour per Hour
	 £                       6.30 
	 £                      6.30 

	Number of stoves done per labour hour
	9
	7

	 Total Labour Hours needed
	500
	71.42857143

	Machine Hours
	67,500
	7,500

	Total Direct materials
	 £            13,500.00 
	 £              5,000.00 

	Total Labour Cost
	 £               3,150.00 
	 £                 450.00 

	Manufacturing Overheads
	 £            33,750.00 
	 £              3,750.00 

	Total Manufacturing Costs
	 £            50,400.00 
	 £              9,200.00 

	Cost per stove (Total costs/Total units produced
	 £                     11.20 
	 £                    18.40 



Activity-Based Costing Method
	Activity
	Cost Driver
	Activity Cost Pool
	No of cost Drivers Cased by LWs
	No of cost Drivers Cased by MRs

	Purchasing
	Purchase order
	 £                  20,000 
	360
	40

	Training
	Training hour
	 £                    1,000 
	20
	30

	Setting Up Machines
	No. of Set-ups
	 £                    2,250 
	60
	30

	Running Machines
	Machine Hours
	 £                  14,250 
	67500
	7500

	total
	 
	 £                  37,500 
	 
	 



Using this information we can allocate the manufacturing overhead of each cot pool as follows.
	Activity
	Manufacturing overheads for LWs
	Manufacturing Overheads 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 



The table below shows the total manufacturing and unit cost of each stove using activity-based costing.
	Hoffman Ltd

	Activity-Based Costing Method

	 
	Lightweight (LW)
	Mega range (MR)

	Number of Units Produced
	4500
	500

	Resources per unit
	 
	 

	Direct material per unit
	 £                       3.00 
	 £                    10.00 

	Cost of Labour per Hour
	 £                       6.30 
	 £                      6.30 

	Number of stoves done per labour hour
	9
	7

	 Total Labour Hours needed
	500
	71.42857143

	Machine Hours
	67,500
	7,500

	Total Direct materials
	 £            13,500.00 
	 £              5,000.00 

	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 (Total costs/Total units produced
	 £                     10.97 
	 £                    20.45 



Critical analysis
The company can use either absorption of activity-based costing to determine the actual costs of producing its stoves. The company would first need to determine the raw material needed to produce each stove.  It would also need to determine the direct labour required for each stove (Weygandt, et al., 2018). Both of these amounts would be similar when calculating the manufacturing costs using either method. In this case, Hoff man Ltd used £ 3 and £ 10 to produce a unit of Lightweight and Mega range stoves respectively. The difference could then emerge when determining the manufacturing overheads. The company pays employees at a rate of £ 6.30 per hour worked. Since each employee can produce a total of 9 lightweight or 7 Mega range stoves per hour, then the company will require 500 labour hours for the lightweight stove and 71.4 labour hours for the Mega range stoves. Using the current absorption costing method, the company uses machine hours to allocate overheads used. Since each machine requires 15 machine hours to complete, then we can use machine hours needed for each product to deliver determine the total costs incurred in the production process.
Using the absorption costing method, the company will incur total costs of £ 50,400 and £ 9,200 for the lightweight and mega range stoves respectively. If we divide these costs by the total number of stoves of each type produced, then the unit cost per stove will be £ 11.20 and £ 18.40 respectively. Activity-based costing gives a more accurate cost of each unit. It divides the overhead incurred in the cost pool determines the cost driver in each pool. This allows the company to determine the actual manufacturing overheads that go to each type of stove. Using the new approach the actual manufacturing overhead spend was £ 32,725 and £ 4,775 for lightweight and Mega range stoves respectively. This brings the total manufacturing costs for the lightweight and mega range to £            49,375.00 and £10,225.00. If we divide this amounts by the number of each type of stove produced, then the unit cost of the lightweight stove reduces to £ 10.97 while that of the mega rage stove increases to £ 20.45.  This means the company had overstated the cost of the lightweight and understated that of the mega range stoves. These mistakes can have a trickle-down impact on the success of the company (Laing & Perrin, 2018). If the company added a constant mark up to arrive at the selling prices, the management team would then have overpriced the price of the lightweight stoves and under-priced the cost of mega range stoves. This means the company would lose its lightweight market share to competitors who would then offer their stoves at lower prices. They would also lose out on the mega range since they would enjoy a lower profit margin. The following is a summary of the benefits and drawbacks of each method;
Benefits if Absorption costing
· It is relatively easy to use making it easier for companies to capture the cost of their manufacturing processes. Absorption costing does not require the separation of fixed and variable cost which is difficult in real life.
· It allows managers to determine if they have overstated or understated their manufacturing overheads which makes it easier for them to take corrective measures (Altawati, et al., 2018).
· Fulfills matching and accrual accounting principles. This makes it the go-to method for external financial reports.
Drawbacks of Absorption costing
· Any increase in the level of productivity leads to lower costs. Managers can use this fact to increase production to boost productivity. This can, however, leave the company with a huge stock of slow-moving inventory.
· Period costs such as administrative costs are included in the manufacturing cost. This is despite them not contributing to the actual cost of the product. This can be misleading and actually lead to poor managerial decisions (Altawati, et al., 2018).
· Fixed overheads incurred during production are normally allocated arbitrarily. This means the accuracy of the process depends on the prowess of the manger allocating the overheads.
Activity-Based Costing
This is a more thorough costing system that allows managers to determine the accurate cost incurred in the production process. To implement this process, the company must first group their activities in cost pools. In this case, Hoffman divided their manufacturing overhead activities into purchasing, training, setting, and running machines (Geiszler, et al., 2017). The next step is to determine cost drivers. Cost drivers are activities in each poll that drive the cost up. For instance, in the training cost pool, the cost driver was the number of training hours needed per stove. This allows managers to correctly allocate overheads in each cost pool depending on the cost driver rate.
Benefits of Activity-based costing
· It’s more accurate in allocating costs which helps managers make better decisions. This includes better pricing decisions and other operational decisions.
· Help managers identify bottlenecks on the production process and address them in time.
· The manager can use the ABC method to determine the actual cost of eh product (Jiambalvo, 2019). This helps them determine which products can be produced cheaply within the company and which ones can be outsourced at a lower costs form outsiders.
Drawbacks of ABC method
· The process consumes a lot of resources in terms of manpower and time. This makes it more expensive to implement.
· It is difficult to collect all the data needed to implement the systems. This can at times outweigh the financial benefits received from implementing it.
· The method is more useful for internal purposes. This means external users of financial information might not use the costing system.
Part 2
Break-Even analysis
Break-even analysis is a business tool used by managers to determine the stage at which a service or product starts generating profits. At this point, the company will have covered all its fixed costs and start margin profits. At the breakeven point, the company is neither making money nor losses (Jiambalvo, 2019). Managers need to understand how many units of service they will offer or products they will sell to cover all their fixed costs. The analysis allows managers to clearly understand the relationship between fixed costs, variable costs, and revenues generated during a specific financial period.
Components of Break-even analysis
To understand the analysis, we must first understand all the components needed to calculate the sales revenue required to break even. 
Fixed costs incurred: these are predetermined expenses that don’t change with the number of units produced during a specific period under review. These costs kick in when a business entity decides to undertake economic activities. Fixed costs usually continue even when a company has halted production. They include items such as the depreciation of machines and equipment, utility costs, rent expense, building, equipment, interest on loans among other items (Stock & Watson, 2015). At times fixed costs incurred can change with changes in the level of production. For instance, a company might incur fixed costs for running one factory with a capacity of 1,000 units of a product. If the management decides to increase the level of production to 2,000 units, they will then need to set up a new factory which will, in turn, increase the fixed costs incurred. Fixed costs, however, remain constant for any amount of goods and services produced.
Variable costs incurred: these are costs that change with changes in the level of output. They include items such as raw materials needed, direct labour, the fuel needed for transportation and other such costs directly related to the product variable costs can be further divided into direct and indirect variable costs. Direct variable costs cost such as raw materials and direct labor that can be attributed to the final product made by the company (Stock & Watson, 2015). Indirect variable costs cannot be attributed directly to the final product but can vary with changes in the level of output.
Sales prices: this is the price the company charges customers for acquiring one unit of product.
Break-Even Formula
The breakeven point is calculated by dividing the total fixed costs incurred by the contribution per unit. The contribution per unit can be found by deducting the unit variable costs from the unit selling price. This can be summed in the formula below.
	Break-even point =Fixed Cost/ (unit selling price-Unit Variable Cost)
This can be illustrated by the CVP chart as shown below.
[image: ]
	At the break-even point, the total costs incurred are equal to the total revenue generated. Total cost is found by adding the total variable and fixed costs and represented by the red line in the figure above (Rout, et al., 2017). Any point above the breakeven point represents profitability while any region below indicates the company is making losses.
Benefits of performing a breakeven analysis
Today’s business environment is highly competitive. To survive, companies must continuously develop superior operational strategies to gain and maintain a competitive advantage in the market. Managers must use different strategic management tools to derive insights they can use to increase their competitiveness in the market. This includes improving their operational efficiency, lowering their cost, and offering competitive prices. The following are some of the benefits companies can get for performing breakeven analysis.
Performing breakeven analysis can help companies calculate their costs. The analysis requires the classification of costs into fixed and variable costs. Managers can determine the fixed costs such as building, equipment, and utilities that remain constant as the level of output changes. They can also determine the variable costs such as direct materials and labor that changes with the level of output. The sum of these two costs gives the total cost incurred in the production process (Weinberg, 1956). Managers can use these insights to understand the relationship between the two costs and identify areas that need improvement. For instance, if the company is incurring high fixed costs, then they will need more sales to break even. If the variable costs are high, then the company will enjoy a low contribution margin requiring them to sell more products to break even.
Managers use breakeven analysis to determine the margin of safety. The margin of safety refers to any revenue generated above the breakeven point. Managers prefer having a high margin of safety to protect them from any seasonal fluctuation in sales. The analysis can also be used to set realistic targets. The analysis allows companies to determine the number of units they need to sell to start making a profit. Managers can then decide the target profit they need to achieve and base their budgets on that value (Rout, et al., 2017). This helps companies make better operational decisions in real life. These insights allow the company to optimize the utilization of their resources and generate the maximum profits from their operations.
Breakeven analysis can also be sued as a motivational tool. Since the analysis allows the company to determine when they will start making profits, they can easily design motivation programs based on that value. For instance, managers can offer bonuses or prizes to employees who help achieve the level of production. Employees also derive more satisfaction from achieving set goals and will work hard to achieve them (Rout, et al., 2017). This increases the level of productivity and improves employee’s morale.
Break-even analysis can be used as a monitoring and controlling tool. Since managers know the point from which they will start making profits, they can monitor daily progress by measuring it against the breakeven point. They can also ensure all departments understand the strategic direction of the firms and mare working to achieve and surpass the breakeven point. Any activities such as increasing fixed and variable costs or decreasing selling prices can be monitored and corrected in time (Weinberg, 1956). The company can encourage activities that lead to better performance such as lowering the fixed costs incurred and increasing prices without reducing the company profitability.
Lastly, breakeven analysis can be used to set the right prices. The unit contribution from each sale determines how much the company will have to produce and sell to break even. Setting prices high means the company will enjoy high margins but can make their products less competitive in the market leading to lower sales volumes compromising the company’s ability to break even. Setting prices very low means the company will enjoy very low margins and will need to sell many units to break even (Rout, et al., 2017). This can be challenging when there is intense competition and when other companies have also lowered their prices. The analysis allows the company to determine the right amount they need to break even and set their prices appropriately to help attain those goals.
Challenges of implementing breakeven analysis in the 1st century
Globalization, intense competition, and improving technology has made it almost mandatory for companies to increase their product mix (Weinberg, 1956)This has led to a situation where one company will a wide range of products to offer its customers. In most cases, subsidiaries of the same company will trade together. This makes it harder to track the costs incurred and makes it harder to perform breakeven analysis. To understand the challenges companies face, we have to explore some of the basic assumptions of breakeven analysis.
The analysis assumes that al cost incurred during the production process, marketing, and selling the products are grouped into selling fixed and variable costs. The analysis also assumes that there is a linear relationship between costs incurred (Rout, et al., 2017). This is usually not always the case in real life. Some costs incurred during production and selling can be classified as mixed variable costs. For instance, a company might rent equipment for a fixed charge of $500 per month plus a $5 charge for every hour used. Failure to capture or classify these costs correctly can lead to misleading conclusions that can result in poor operational decisions.
The breakeven analysis also assumes that the fixed costs remain constant while variable costs vary with the level of output during the period under study. The model also assumes that the price charged by the company remains constant for the period under review. This assumption does not hold in today's dynamic business environment.  The fixed costs incurred by the company vary with time (Weinberg, 1956). For instance, the amount of rent paid can be increased within the year. Companies are continuously monitoring competitor prices in the market and change their prices respectively. These changes make it harder for companies to determine the price they will use to calculate the break-even point. Variable costs incurred during the year does not always remain the same. Prices paid for variable inputs such as raw material can change. The price paid for labour can also change within the year. These changes mean there is no single unit variable cost that can be sued to determine the breakeven point. The model also assumes that the technology sued by the company remains constant over time. 
Due to the assumptions outlined above, breakeven point analysis might not always be correct. The linear correlation between cost items profitability can’t be true for companies that have many products. The breakeven analysis assumes profits realized by the company is only a function of the costs incurred and revenue realized. This overlooks other soft factors such as improved technology and management style that can affect the performance of a company even when the costs remain the same. In most cases, the analysis relies on accounting information provided by the company. If the data used to calculate the break-even point is poor low quality, then the results unreliable (Rout, et al., 2017). For instance, the accounting department might arbitrarily allocate depreciation expenses that can give a wrong picture of the performance of the company. It is also difficult to determine the selling price used to calculate the break-even point. Many companies offer different prices at different prices. The prices of each product can change numerous times within the year.  Some companies also sell the same product at different prices to different customers. All these dynamics make it difficult for the company to find a single price to be used in the analysis. The breakeven analysis also fails to factor in corporate tax expenses incurred during the year.
Performing a breakeven analysis offer good insights that can be used to make better operational decisions. This includes setting the right prices, tracking costs, monitoring, and controlling company operations. The method, however, has several shortcomings such that inhibit its implementation (Rout, et al., 2017). These challenges occur when a company has many products whose prices and costs change rapidly. To get the most out of this analysis, managers might consider performing it at the department level and complementing it with other decision-making tools.
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