
                STUDENT NAME. MARIA AVRAM
                STUDENT ID.    1809524
               COURSE.  LCBB5002



MANAGEMENT ACCOUNTING


Table of Contents
Introduction	3
Part A	3
Part B	7
Conclusion	12
References	13



[bookmark: _Toc38915126]Introduction
Management accounting plays an important role in making business decisions that result into successful operations. Management accounting involves preparation of budgets, calculation of breakeven and many more. This study aims at presenting some vital concepts of management accounting such as costing system and break even point. Calculation of the absorption cost and activity-based cost for each type of stove has been done for the company Hoffman. Moreover, the absorption costing and activity based costing system have been discussed critically. The relevance of break-even analysis in the 21st century with companies producing multiple products and series of intra-group trading has been included. 
[bookmark: _Toc38915127]Part A
1. Calculating the absorption cost for each type of stove
	Absorption cost for LW stoves
	LW

	Particulars
	Per Unit
	Total

	Units produced
	4500
	 

	Direct materials cost
	 £           3
	 

	Total materials cost
	 
	 £   13,500

	Direct Labour cost
	 £           6.30 
	 

	Direct Labour hours
	500
	 

	Total Labour cost
	 
	 £     3,150

	Direct Machine hours
	15
	 

	Absorption cost for the stoves
	 
	 £    16,650


Table 1: Absorption cost for LW stoves
(Source: Created by Author)
	Absorption cost for MR stoves
	MR

	Particulars
	Per Unit
	Total

	Units produced
	500
	 

	Direct materials cost
	 £         10
	 

	Total materials cost
	 
	 £     5,000

	Direct Labour cost
	 £           6.30 
	 

	Direct Labour hours
	71.4
	 

	Total Labour cost
	 
	 £        450

	Direct Machine hours
	15
	 

	Absorption cost for the stoves
	 
	 £      5,450


Table 2: Absorption cost for MR stoves
(Source: Created by Author)
Absorption cost for LW is £ 16,650 and MR is £ 5,450 as calculated above. 
2. Calculating the activity-based cost for each type of stove
	Activity
	Cost Driver 
	Activity Cost Pool
	Cost drivers of LW
	Amount for LW
	Cost drivers of MR
	Amount for MR

	Purchasing
	Purchase order
	20,000
	360
	£ 18000
	40
	£ 2000

	Training
	Training hour
	1,000
	20
	£ 400
	30
	£ 600

	Setting up machines 
	No. of set-ups
	2,250
	60
	£ 1500
	30
	£ 750

	Running machines
	Machine hours
	14,250
	67500
	£ 12825
	7500
	£ 1425

	Total
	 
	37,500
	 
	 £ 32725
	 
	 £ 4775


Table 3: Activity-based cost for LW & MR stoves
(Source: Created by Author)
Activity-Based cost for LW is £ 32725 and MR is £ 5477 as calculated above.
3. Critically discussing the above methods of costing
The study deals with two costing methods such as Absorption costing system and Activity-based costing system.
Absorption costing system
As per the views of Kholeif (2018), absorption costing system is a method of identifying all expenses related with the product. This process of accounting considers all the fixed cost as a part of production cost. Therefore, the opening and closing stock has the portion of fixed cost in them unlike marginal cost. The method has both merits and demerits for the organisation.  
Merits: 
[bookmark: _GoBack]*Absorption costing is complaint with GAAP and is required in reporting to the IRS or Internal Revenue Service. The reason behind this is that the closing stocks are not under-valued by this costing method. 
*Absorption costing reflects a decreased COGS as well as increased revenues of the business. 
*Absorption costing accounts for all kinds of production cost (Tabitha and Oluyinka, 2016). It does not ignore fixed cost like the marginal costing method during the valuation of stocks.
*Absorption costing tracks profit more accurately and effectively than any other method. This is because the method considers all costs during the calculation of profits. 
*Companies who have constant demand for its products can derive the best benefits from this method. 
Demerits:
*Absorption costing is not useful in making comparison between varied product lines (Atrill and McLaney, 2012). In this case, variable costing plays better role than the absorption costing.
*It is not possible to calculate expense of producing additional stock of products. This is because of the presence of fixed cost element in the value of products. This can only be done with the help of marginal costing where products are valued without the fixed cost element. 
*As commented by Skryabin et al. (2018), absorption costing makes no effort in improving operational efficiency. This makes it difficult to take operational decisions with the help of absorption costing.
*Absorption costing makes profit look better that what it is in actual. This is because all the fixed costs are not deducted from revenue until all the products are sold. 
*Performing CVP analysis in absorption costing is difficult for a business because fixed cost remains there in the cost of product. 
Activity-based costing system
Based on the understandings of Drury (2012), activity based costing is the method where overhead is assigned to the indirect costs associated with the product. The method establishes a relationship between the overhead activities, costs and produced products. The process starts with identification of activities that a business performs during the year. Cost drivers play an important role here. Cost drivers and Activity cost pool for each activity are identified. Per unit rates are determined and cost of each product is calculated from this. 
Merits:
*ABC system helps in accurate determination of cost and profit since expenses are assigned based on related cost drivers. 
*As commented by Atrill and McLaney (2012), ABC system facilitates in better decision making for the business. Determination of selling price for the products are done in a better way with the help of ABC system
        *ABC facilitates in better cost management since expense related with each activity is determined separately. This also results in better cost reduction process for the business.  
*Overhead costs are traced by ABC system in a better way which results into good control over expenditure. 
*ABC system identifies inefficient processes as well as targets for improvement within the business.
Demerits:
*As per the views put forward by Seal et al. (2014), ABC system involves a complex and expensive process of calculation. It can become time consuming for the managers of the company. 
*Smaller firms cannot afford the application of ABC system due to the complexities present in it.
*Selection of drivers is very difficult for the business. If drivers are not selected correctly then the process of budgeting is not possible using ABC.
*Analysing the financial reports become difficult with the help of ABC system. Also, it involves huge cost of training of employees and implementation within the business. 
[bookmark: _Toc38915128]Part B
Critically reviewing the relevance of break-even analysis in the 21st century with companies producing multiple products and a series of intra-group trading
I. Concept of Breakeven point: 
Breakeven point can be defined as the level of units selling which an organisation can earn neither profit nor loss (Horngren and Forster, 2003). It is the unit of production at which total cost is equal to the total revenue of the product. Before starting the production process, companies are required to perform the breakeven analysis. Therefore, in order to recover the cost of production it is important for companies to achieve the breakeven sales. It is known that breakeven is used in companies that produce single product mix. Companies with multi-product cannot calculate breakeven with the traditional method. 
II. Application of breakeven point in a company
i. Companies with single sales mix: 
Breakeven point is calculated by: Total fixed cost during the year
                                           (Selling price per unit - Variable cost per unit) 
For instance, if a company sells ball at £ 5 per unit, incurred variable cost of £ 2 per unit and total fixed cost of £ 20000, then the breakeven point will be: 
= £ 20000 / (£ 5 - £ 2)    
= £ 20000 / £ 3
= 6667 units
This indicates that after selling 6667 units of balls, the company will earn neither profit nor loss. If the company produces output less than 6667 units and sell them, it will have to bear loss. On the contrary, if the company produces output more than 6667 units and sell them, it will earn profit. Thus, to recover the cost of production it is important for the company to achieve the breakeven sales of 6667 units.       
ii. Companies with multi sales mix:
Breakeven point is calculated by: Total fixed cost during the year
                         (Weighted average selling price - Weighted average variable cost)
Here, weighted average selling price is (SP of product X × Sales % of product X) + (SP of product Y × Sale % of product Y) + (SP of product C × Sales % of product C) + …….     
Similarly, weighted average variable cost is (VC of product X × Sales % of product X) + (VC of product Y × Sale % of product Y) + (VC of product C × Sales % of product C) + …….   
For instance, the same company sells ball at £ 5 per unit and bat at £ 10 per unit. It incurs variable cost of £ 2 per unit for ball and £ 5 per unit for bat and total fixed cost of £ 20000. Sales ratio is 50 % for both the products. Therefore, the breakeven point will be: 
Weighted average SP: (£ 5 x 50 %) + (£ 10 x 50 %) = £ 2.5 + £ 5 = £ 7.5
Weighted average VC: (£ 2 x 50 %) + (£ 5 x 50 %) = £ 1 + £ 2.5 = £ 3.5   
Therefore, breakeven point is = £ 20000 / (£ 7.5 - £ 3.5) = £ 20000 / £ 4 = 5000 units. Also, breakeven point for the ball is (5000 units x 50%) = 2500 units and for the bat is (5000 units x 50%) = 2500 units. This indicates that after selling 2500 units of balls and 2500 units of bats the company will earn neither profit nor loss. If the company produces bat & ball less than 2500 units each and sell them, it will have to bear loss. On the other hand, if the company produces bat & ball more than 2500 units each and sell them, it will earn profit. In order to recover the cost of production the company is required to achieve the breakeven sales of 2500 units each for both bat & ball.                                           

III. Assumptions of Breakeven point
As per the views of Jastrzebski et al. (2020), the breakeven model is based upon certain assumptions which need to be made during the analysis. 
        * All the costs incurred by the business can be classified into fixed and variable expenses. 
* Fixed costs such as rent remain constant at different volume of the production. 
* Variable costs such as salaries changes with difference in volume of the production. 
*  Selling price of the product is kept constant throughout the year. It does not change with the market forces or internal factors (Kampf et al. 2016).
* The firm using break even has single product mixt
      *Productivity of the employees does not change throughout the year.                   
      * General Price level does not change throughout the year.


   
       


IV. Use of Breakeven point in the 21st century:
In the 21st century companies have to deal with increased complexities and issues related with the production. Therefore, CVP analysis plays an important role in the process production planning. It also has other important roles which have been discussed below. 
i. Quantity of production: 
Based on the views of Tui et al. (2017), companies in the twenty-first century are using breakeven analysis in determining quantity of production each year. This also helps in determining the selling price at which products can be sold in the market in order to earn profit. Correct estimation of cost helps in setting accurate prices to the products irrespective of single or multi sales mix. 
ii. Safety Margin: 
It helps in calculating the margin of safety for the products. It helps in determining profits that can be generated from different level of production. Moreover, companies can earn the desired amount of profit if breakeven point is correctly implemented by them irrespective of single or multi sales mix (Abdullahi et al. 2017). 
iii. Make or Buy Decision: Companies irrespective of single or multi sales mix with the help of breakeven decide whether some components should be purchased or produced within the business. If companies are able to increase profit by producing the components, then purchase of the same will not take place. On the contrary, if companies are able to increase profit by purchasing the components, then production of the same will not take place.
iv. Decision of adding or deleting products: 
As commented by Ntshonga and Kamala (2019), whether a business should add or delete its product line can be decided with the help of breakeven point. If the product is increasing cost of the business and reducing profit then the same need to be deleted. On the other hand, if the product is decreasing cost of the business and increasing profit then the same need to be added. 
v. Advertising and Promotion Mix Decisions: 
The decision of investing in the advertisement and promotion cost can be determined with the help of breakeven irrespective of single or multi sales mix. In the views of Lee et al. (2018), breakeven reflects whether the additional fixed cost is pushing up the total cost curve of the business. If the same takes places then more production of products are required during the year. 
vi. Plant Shut Down Decisions: 
If companies are able to increase production using the plant, then it must be kept. On the contrary, if companies are unable to increase production using the plant, then it must be shut down (Salles et al. 2018). Moreover, BEP helps in considering the sunk and pocket costs for the companies irrespective of single or multi sales mix. 
vii. Decision on choice of technology: 
If the business is getting higher breakeven with the use of a particular technology then the same need to be discarded by the firm. This is because technology is not sufficient if they generate lower profits or lower production irrespective of single or multi sales mix. 

V. Relevance of breakeven 
Relevance with companies producing multiple products 
According to the assumptions of breakeven analysis, it can be used in the organisations that have single product mix (Otley, 2016). It is not possible for the companies with multiple product mix to use the traditional breakeven.With the help of breakeven, companies producing multiple products can determine the selling price and quantity of production. However, some companies with multiple products have argued that the determination of breakeven for them is always not correct (Cooper et al. 2017). This is because of the difference in cost of production involved in the products. Moreover, these companies have to make assumptions related with sales mix. However, in the 21st century making assumptions related with sales mix is difficult. Inspired from the views of Hopper and Bui (2016), fixed cost of the business cannot be effectively divided among the products on the basis of mere assumptions made by the businesses. Also, dividing the fixed costs on the basis of sales ratio is inappropriate for the companies and does not satisfy the accounting standards. Therefore, relevance of breakeven with the company manufacturing multiple products is controversial and cannot be cited as positive in the 21st century. 
Relevance with companies performing series of intra-group trading
In the views of Bromwich and Scapens (2016), companies performing intra-group trading use the breakeven point in calculating the transfer price of the products. However, the process is complex and the traditional method of breakeven cannot be applied here. However, in broader picture this was not always correct and fruitful. This is because determining selling price and cost of production is not possible here. Based on the understandings of Ax and Greve (2017), intra-group trading does not involve actual sales but the value of products is recorded in the balance sheet of both the companies. Since there is no transfer of money but only transfer of products, breakeven cannot be considered relevant in this case. Moreover, there are involvement of other expenses such as GST, carriage, freight and many more which are not considered in breakeven. Therefore, relevance of breakeven with the company performing intra-group trading is controversial and cannot be cited as positive in the 21st century. 
[bookmark: _Toc38915129]Conclusion
It can be concluded from this study that Absorption costing system and Activity-based costing system are the two important methods of budgeting in an organisation. Absorption costing is complaint with GAAP principles of reporting and it reflects a decreased COGS as well as increased revenues of the business. ABC facilitates in better cost management as the expense related with each activity is determined individually. Both have their own merits and demerits based upon conditions they are used in. Also, relevance of breakeven with the company performing intra-group trading and producing multi products are controversial and cannot be cited as positive in the 21st century. This is because determining sales ratio for multiple products and income in case of intra group transactions are not possible. 
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