Cost, Volume and Profit Analysis (CVP)

An examination of the relationship between changes in activity and changes in revenue, cost and profit.

Break-even position

The operating position of a company such that its total revenues equate to its total costs, resulting in a zero profit. All costs need to be considered and it is often necessary to separate them into fixed and variable elements.

Break-even chart

Produced to present the relationships between activity, revenue and cost. The break-even position can be seen as the intersection between the total revenue and total cost lines.
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It is possible to calculate the break-even position using a mathematical approach, this results in a number of formulae which .

Break-even quantity    =	     Fixed Costs             
					Contribution per unit

Break-even revenue   =	     Fixed Costs
					Contribution/Sales ratio

C/S ratio = 		Contribution per unit	or 	Total Contribution
				Selling price		Total Sales Revenue

     
This allows the break-even revenue to be simplified to 

Break-even revenue   =	     Fixed Costs	x   Selling Price
						Contribution per unit

Margin of Safety

This relates to the difference between the current or planned level of activity and the break-even position. It can be used to indicate the sensitivity of the business to fluctuations in activity and profit.

Margin of Safety  =  Current (planned) Activity – Break-even Activity

It may sometimes be expressed in percentage terms

MoS %     =	      	Margin of safety		x 100
			Current (planned) Activity

Target Profit

It is possible to identify the activity level required to provide a target profit using the break-even approach. This can be particularly useful from a budgeting point of view.

Activity level  =  Fixed Cost  +  Target Profit
			Contribution per unit
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