Topic A08: Cost-Volume-Profit Analysis                               Student Worksheet P.1

BAFS Elective Part – Accounting Module – Cost Accounting
Topic A08: Cost-Volume-Profit Analysis
Activity 1 – Case Study 1
Read the following case and answer the questions.
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Your friend Eric is running a cake shop. It is a small cake shop selling ONE very special cake imported from Japan. 
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Activity 2 – Case Study 2
Kids & Nature Clothing Limited

Since its establishment in Hong Kong in 1990, Kids & Nature Clothing Limited has formulated its vision to be a caring Hong Kong brand in kids’ apparel retailing. By providing kids’ apparel in simple design with good quality and affordable prices, the company seeks to fulfil kids’ daily needs and enrich kids’ lives. 

The founder of the company believes that living in a simple lifestyle can reduce carbon footprint and eliminate waste of precious resources on earth. The company targets on parents who care environment, enjoy simple lifestyle and look for clothes which are simple, long-lasting, comfortable and economical. 

Currently, Kids & Nature Clothing Limited has a flagship store on Hong Kong Island and 5 retail stores in Kowloon. It sells both tops and bottoms for kids under 12 years old. Although tops are in different colours and have minor difference in design, production process is almost the same and resources consumed are similar for all tops. Similarly, bottoms are produced using almost the same production process and technology regardless of their colours and design. Sales units are expected to be in a standard sales mix of 2:1 for tops and bottoms respectively and the total budgeted sales revenue is $20,000,000 for the coming year. The company does not keep any inventories. Table 1 shows the budgeted data for tops and bottoms for the coming year.  
Table 1: Budget for Tops and Bottoms

	
	Tops
	Bottoms

	
	$ per unit
	$ per unit

	Selling price
	150
	200

	Direct materials
	30
	35

	Direct labour
	20
	30

	Variable production overheads
	10
	20

	Variable selling overheads
	15
	15


Total fixed production overheads and total fixed selling overheads are budgeted as $2,600,000 and $2,000,000 respectively.
Besides the aforementioned plan, the management of Kids & Nature Clothing Limited also considers the following two plans for the coming year.

Plan 1: The company will place an advertisement in a popular local parent magazine to boost sales. It is expected that total sales volume will increase by 5% as a result of the advertisement and the advertising expense will be $1,700,000 per year for 12 insertions. At the same time, the larger production and sales volume will help the company lower variable costs of both tops and bottoms by 20%.

Plan 2: The company will introduce “shoes” as a new product line to expand its business. Sales units of tops and bottoms will remain in a standard sales mix of 2:1. Table 2 summarizes budget information related to the production and selling of shoes.

Table 2: Budget for Shoes

	
	Shoes 

$

	Selling price per pair
	300

	Variable cost per pair
	150

	Additional fixed cost for producing and selling shoes 
	2,195,000


REQUIRED:
(a) Assuming both Plan 1 and Plan 2 are not adopted, calculate the budgeted sales quantity of tops and bottoms respectively for the coming year.

(b) Assuming both Plan 1 and Plan 2 are not adopted, calculate the breakeven sales quantity of both tops and bottoms for the coming year.

(c) Assuming the company adopts Plan 1, calculate the breakeven sales quantity of both tops and bottoms for the coming year. Based on financial information only, suggest whether Plan 1 should be adopted.
(d) Assuming the company adopts Plan 2 and plans to produce 30,000 units of tops, calculate the sales quantity of shoes that will make the company breakeven for the coming year. 
Purchase cost per cake $6


Selling price per cake $10





Monthly sales volume: 10,000 cakes


Annual net profit: $120,000





Here are the operating costs:


Two shopkeepers’ salary: $8,000 per shopkeeper per month


Shop rental: $10,000 per month


Other expenses (do not vary with sales volume): $4,000 per month





Eric is risk-averse and has concerns about business losses. He wants to know how risky the business is in relation to the decrease in sales volume. 





Q1)		Calculate the contribution margin per unit of cake.
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Q2)		Identify fixed cost and find total fixed cost per month.
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Q3)		Calculate breakeven units of cakes per month.
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Q4)	Calculate the margin of safety. Express the answer in percentage and explain the meaning.
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