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QUESTION 1

Kerrigan LTD
                                                                                                  Product A
	Selling price per unit
	    11

	Variable cost per unit
	     6

	Contribution per unit
	     5





a) Breakeven point 350,000/5 = 70,000 units
Breakeven point in revenue 70,000 x 11= £770,000

Fixed costs/ contribution per unit= breakeven point
Selling price per unit- variable cost per unit = contribution per unit
11 – 6= 5 (contribution per unit)
 


b) Revenue (75.000 x 11)          825,000     or   profit (75,000- 70,000) x 5 = 25,000
Variable costs (75,000 x 6)  (450,000)
Contribution margin              375,000
Fixed costs                               (350,000)
Operating profit/loss               25,000


c) 
	Selling price 
	   13

	Variable cost 
	    7

	Contribution per unit 
	    6



New contribution per unit 13- 7= 6
New fixed cost = 360,000 (350,000+ 10,000)
New selling price £13 

New breakeven point 360,000/6= 60,000 units

New sales volume (80,000 x 13)                  1,040,000        
Variable costs (7 x 80,000)                              (560,000)
Contribution margin                                         480,000
Fixed costs                                                         (360,000)
Operating profit                                                 120,000

Or profit (80,000- 60,000) x 6 = 120,000



d) Limitations of breakeven analysis

The level of activity in business is used to determine and measure the size of profits or losses. Therefore, it must be made clear how much revenue (sales) is earned before a business can start making profit. The breakeven point is reached when the total costs are equal to the revenue. In other words, it’s a financial calculation which shows how many units a company should sell to cover the costs. In investment, it is reached when the market price of an asset is equal to its original cost. The formula to calculate the point where a business breaks even is: BEP= TOTAL FIXED COST/ CONTRIBUTION PER UNIT (selling price per unit- variable price per unit.
Break even analysis is a practical tool but there are some limitations to it. One of the limitations is the assumption costs increase steadily in line with activity. The issue here is that fixed costs are fixed for a certain period and no costs are truly variable or fixed.  One of the disadvantages of the break-even analysis include the assumption that all costs can be divided into fixed and variable. For example, if a company needs to rent and additional premisses due to increase in production, fixed costs as rent will change. This can result in multiple break even points as step fixed costs increase to a new fixed level once the threshold in production for the higher cost is reached. In case the production rises by 10% then the costs would go up by 10%, although this is not necessarily true. The cost of power may increase by 10% but the cost of machine maintenance may rise only by 5% and varies with the level of production but not at the same rate as those changes. Therefore, variable cost cannot be assumed to fluctuate in direct proportion to the volume of production. Materials are variable costs that vary in line of production but labour costs changes in steps. (Step- variable cost) for example, following an increase in production, a job done by 2 people will require a third. Break even analysis assumes productivity per worker remains the same. There could be an increase in productivity without any more workers added but then in time there will be a need for an extra person. Another disadvantage assumes selling price remains constant which gives false revenue line. Selling price per unit could be increased or decreased having direct effect on the breakeven point and in case of increase, it will be achieved sooner as the costs will be covered sooner. However, that’s not usually the case- an increase in price could mean less units sold. Increase in fixed costs could bring down variable costs. (Sangster and Wood, 2012, p. 659- 665) Other limitation includes more than one product. Assuming one of two products has a large amount of fixed costs but little variable and the other one large amount of variable costs and little fixed ones than the costs and profit would vary, even if the total figures of sales are constant. Breakeven analysis assumes the units sold are equal to the units produced, ignoring opening and closing stock, which is unrealistic as there may be stock build up or wastage. It also ignores other factors such as economic situations, inflation and situations like Covid-19. 
In conclusion, the factors listed above show that break even analysis is a very useful planning tool rather than decision- making. It must be monitored constantly by the management to try and reduce the breakeven point wherever possible.


Question 2

a) Management accounting/ financial accounting
Accounting is the language of every business and business person. It measures the performance of a business and is essential for planning, controlling and decision making in order to make profits. Accounting is a process of identifying (who are the target customers, what’s going to be the selling price), collecting information (research, market information, who are the customers), measure (calculation to find out if profit is likely to be made, analysis on the reason why price is gone up or down, considering social and political factors), communicating financial information to review the findings and make decisions, for the purpose of making judgements.
There are two types of accounting- management and financial accounting.
Management accounting is integral part of management. It provides information for the internal users, people within the company such as employees, managers and stakeholders needed to plan, control and make decisions. In contrast to the management accounting, financial accounting provides information to the external users such as customers, lenders and investors in the form of financial statements and reports. It’s concerned with recording, processing and presenting information. The focus of Management accounting is to control current situations and produce forecasts that guide planning. (Sangster and Wood, 2012, p. 512) For example, what products to make, where and when, considering labour, materials and all resources needed to achieve the output.
Management accounting provides financial and non-financial information, which is used to make policies, budgeting and forecasting plans in future while evaluating and analysing management performance. Its more detailed and timelier than financial accounting, which provides primary information mainly historical, not enough and often late to use by the management. Financial accounting statements are prepared yearly. It relies strictly on financial information (financial statements), while in management accounting reports could be daily, monthly, yearly and can be customised. The later focuses in the future and its flexible, ignores standards and regulations. In financial accounting there are formalities, and it follows standards.
In management accounting data is collected and analysed, using it to make strategic plans for businesses such as product price, where and how to source products. It exercises internal control over the usage of resources, how to allocate products within the company and therefore improves performance. It evaluates information to make informed decisions for a business or to compare companies. Management accounting uses controls to ensure profitability of a business such as analysing breakeven points, budgeting and identifying investment opportunities. Moreover, it focuses on departments, segments or any component of a business and analyses their specifics while financial accounting takes a company as a whole. The corporate governance in the shape of management accounting safeguards assets and intangible assets such as services making sure they are deployed for their purpose and not being misused.
In conclusion, by comparing planned performance to actual, management accounting influences planning and decision making while minimising risks. 


b) Management accounting techniques

Management accounting embeds tools in the operating data to use them to control activities in a shape of a plan. Such controls are: 
Budgeting- a budget is a quantitative plan of action (monetary amounts or quantities) prepared in advance. It indicates expected revenue and costs that will be incurred or earned in a certain future period. Reasons for budgeting include planning, (defines objectives, how much money it will need to achieve these objectives, where is expected to get the money from), control (how to spend the money), coordination (every department has a budget- functioning budgets), communication ( communicating with everyone to gain an insight of a company’s position to prepare a budget), motivation (including everyone in preparing the budget, motivates people to work harder) evaluation (to compare the original plan with the actual results and evaluate what could be done to improve them) authorisation of expenditure which is when the budget is prepared and sent to be authorised. Budgets itself are coordinated plans for businesses to control and ensure the plans are followed. Budgets are essential to help management deal with financial resources, their purpose is to control the direction in which an organisation is moving and guide it towards its objectives. It’s also a base for decision making because management can compare budget with actual results emphasising on future events and associated opportunities. The context of a budget is plan and control and should be consulted with those affected by it.  Budget figures should be linked directly to planned production. Cost control and evaluation of costs to minimise them and increase profits. Some budgets, however, are more harmful than a lack of a budget. The reason for this is the failure to consider the human side of budgeting. (Sangster and Wood, 2012, p. 572) therefore, it is important to choose the appropriate methods of budgeting for purpose – incremental (looks into previous figures and increases them slightly) and zero- based budget (when a new budget is prepared from 0, not considering last period’s budgets or figures). The difference is that the latter is more flexible than the Incremental, more items can be included as opposed to the Incremental, which is not flexible. Zero- based includes the people in an organisation, their opinion is shared, bringing people together. It does not dictate people as Incremental and makes them feel included. Budgets also could be periodic for a certain length of time and continual from month to month. These types are functional budgets which are prepared for a separate departments, project or specific aspect of a company.
Budgets are useful planning tool for management because it defines future objectives. It considers the limiting factors that affect it, for example if a company could sell as much as it produces but productive capacity is limited. It helps identify weaknesses and strengths within the company.  They investigate when and what should be done, by whom and how, because it links strategic goals and resources. Research and analysis are conducted in the budget before making decisions. It provides a warning of a crisis, where alternative plans may be needed. Although budgets are very important for companies and some even resolve their policies around the budget, there is a certain criticism to them. Budgets are not necessary adapted to changes, it’s a way of controlling people and restrict activities which is not met by approval. They can be also time consuming and can encourage manipulation of accounts.

Breakeven analysis - Break even analysis helps determines the selling price and the total sales required to reach profitability as it indicates the point where neither profit nor loss is made. It can also be used to give quick estimates and to understand the risks involved in new projects such as launching a new product, keeping fixed costs down for a decreased breakeven point. 
It also forecasts costs and profit as a result of volume change. It shows the contribution which is the difference between sales and variable cost. As a result, the profit figure can be known. Margin of safety (the amount sales can fall before making a loss), can be calculated by deducting breakeven sales from the sales. It helps analyse how the margin can be increased and when to avoid a certain business idea. In case of sales downturn, breakeven analysis can provide information on the amount of losses that can be sustained.
Capital investment appraisal - Capital investment appraisal is another technique that is used for planning, control and decision making by management. It itself is a combination of techniques used to assess the profitability of an investment. Investment decisions could be launching of a new product or expansion of existing one, new production methods or replacement of fixed assets. It also helps to prioritise alternative projects and aids decisions about financing. It is mainly a planning process concerned with company’s investment short or long term. It important for several reasons: investments usually involve substantial resources and it’s a decision which requires understanding of a company’s objectives. It ultimately increases the wealth of the business. One of the methods to evaluate investments are payback period, which shows the time it takes before an investment can be repaid.  Its easily understood and accurate but it doesn’t indicate the payback day, ignores profitability and cash flow after payback. Other management accounting technique is AAR on initial investment (accounting rate of return) and it calculates the percentage rate of return compared to the initial investment, used in capital budgeting.
ARR= Average annual operating profit x 100/ initial investment. Although ARR ensure profitability and measurement of the overall performance, it ignores the time value of money and cash flow. It is discounting to calculate the money can be received at present and compounding to calculate what an amount now is going to be worth in the future. IRR (Internal rate of return) shows where the plans go wrong, by making NPV of all cash flow equal to zero for a specific investment. However, if  there are more items it’s difficult to calculate and ignores external factors.
Other tool which management accounting uses to plan, and control is net present value (NPV). It calculates if a project is worth investing in or not, because it considers present and future cash flow within a project, determining the current value of future cash flow. It follows the owners’ interests but its more complicated than the other methods.
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