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Questions

 6-1 What is meant by a product’s contribution margin (CM) ratio? How is this ratio useful in planning business operations? 

6-2 Company A’s cost structure includes costs that are mostly variable, whereas Company B’s cost structure includes costs that are mostly fixed. In a time of increasing revenue, which company will tend to realize the most rapid increase in profits? Explain. 

6-3 A 10% decrease in the selling price of a product will have the same impact on profit as a 10% increase in the variable expenses. Do you agree? Why or why not? 

6-4 What is meant by the term break-even point? 

6-5 Name two approaches to break-even analysis. Briefly explain how each approach works. 

6-6 Al’s Car Wash charges £4 to wash a car. The variable costs of washing a car are 15% of revenue. Fixed expenses total £1,700 monthly. How many cars must be washed each month for Al to break even? 

6-7 What is meant by the margin of safety? 

6-8 Companies X and Y are in the same industry. Company X is highly automated, whereas Company Y relies primarily on labour to make its products. If revenue and total expenses in the two companies are about the same, which would you expect to have the lower margin of safety? Why? 



















E6-1

Menlo Company manufactures and sells a single product. The company’s revenue and expenses for the last quarter follow:
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Required

1- What is the quarterly break-even point in units sold and in revenue?

2- Without resorting to computations, what is the total contribution margin at the break-even point?

3- How many units would have to be sold each quarter to earn a target profit of £90,000? Use the unit contribution method. Verify your answer by preparing a contribution statement of profit or loss at the target level of revenue.

Target sales = (fixed expenses + target profit)
                         unit contribution margin



4- Refer to the original data. Compute the company’s margin of safety in both pound and percentage terms.

Margin of safety = Total sales – Break-even sales.
	

5- What is the company’s CM ratio? If revenue increase by £50,000 per quarter and there is no change in fixed expenses, by how much would you expect quarterly profit to increase? (Do not prepare a statement of profit or loss; use the CM ratio to compute your answer.)








E6-2

Lindon Company is the exclusive distributor for an automotive product. The product sells for £40 per unit and has a CM ratio of 30%. The company’s fixed expenses are £180,000 per year.

Required: Variable expenses + Fixed expenses + Profits

1-  What are the variable expenses per unit?

2- Using the equation method:

a)  What is the break-even point in units and revenue?

b) What sales level in units and in sales pounds is required to earn an annual profit of £60,000?

c) Assume that by using a more efficient shipper, the company is able to reduce its variable expenses by £4 per unit. What is the company’s new break-even point in units and revenue?

3- Repeat Question 2 above using the unit contribution method.



E6-4

Miller Company’s most recent statement of profit or loss is shown below:
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Required

Prepare a new statement of profit or loss under each of the following conditions (consider each case independently):

1- The sales volume increases by 15%.

2- The selling price decreases by £1.50 per unit and the sales volume increases by 25%.

3- The selling price increases by £1.50 per unit, fixed expenses increase by £20,000 and the sales volume decreases by 5%.

4- The selling price increases by 12%, variable expenses increase by 60 pence per unit and the sales volume decreases by 10%.



Problems

P6-9 Basics of CVP analysis

Feather Friends Ltd makes a high-quality wooden birdhouse that sells for £20 per unit. Variable costs are £8 per unit, and fixed costs total £180,000 per year.

Required

Answer the following independent questions:

1- What is the product’s CM ratio?

2- Use the CM ratio to determine the break-even point.

3- Due to an increase in demand, the company estimates that revenue will increase by £75,000 during the next year. By how much should profit increase (or net loss decrease) assuming that fixed costs do not change?

4- Assume that the operating results for last year were:
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a) Compute the degree of operating leverage at the current level of revenue.

b) The MD expects revenue to increase by 20% next year. By what percentage should profit increase?



5- Refer to the original data. Assume that the company sold 18,000 units last year. The sales manager is convinced that a 10% reduction in the selling price, combined with a £30,000 increase in advertising, would cause annual sales in units to increase by one-third. Prepare two contribution statements of profit or loss, one showing the results of last year’s operations and one showing the results of operations if these changes are made. Would you recommend that the company does as the sales manager suggests?

6- Refer to the original data. Assume again that the company sold 18,000 units last year. The MD does not want to change the selling price. Instead, he wants to increase the sales commission by £1 per unit. He thinks that this move, combined with some increase in advertising, would increase annual revenue by 25%. By how much could advertising be increased with profits remaining unchanged? Do not prepare a statement of profit or loss; use the incremental analysis approach.


P6-11 Sensitivity analysis of profit; changes in volume


Minden Company introduced a new product last year for which it is trying to find an optimal selling price. Marketing studies suggest that the company can increase sales by 5,000 units for each £2 reduction in the selling price. The company’s present selling price is £70 per unit and variable expenses are £40 per unit. Fixed expenses are £540,000 per year. The present annual sales volume (at the £70 selling price) is 15,000 units.

Required

1- What is the present yearly profit or loss?

2- What is the present break-even point in units and in revenue?

3- Assuming that the marketing studies are correct, what is the maximum profit that the company can earn yearly? At how many units and at what selling price per unit would the company generate this profit?

4- What would be the break-even point in units and in revenue using the selling price you determined in Question 3 above (e.g. the selling price at the level of maximum profits)? Why is this break-even point different from the break-even point you computed in Question 2 above?


P6-13 Changing levels of fixed and variable costs

Neptune Company produces toys and other items for use in beach and resort areas. A small, inflatable toy has come onto the market that the company is anxious to produce and sell. Enough capacity exists in the company’s plant to produce 16,000 units of the toy each month. Variable costs to manufacture and sell one unit would be £1.25, and fixed costs associated with the toy would total £35,000 per month.

The company’s marketing department predicts that demand for the new toy will exceed the 16,000 units that the company is able to produce. Additional manufacturing space can be rented from another company at a fixed cost of £1,000 per month. Variable costs in the rented facility would total £1.40 per unit, due to somewhat less efficient operations than in the main plant. The new toy will sell for £3.00 per unit.

Required

1- Compute the monthly break-even point for the new toy in units and in revenue. Show all computations in good form.

2- How many units must be sold each month to make a monthly profit of £12,000?

3- If the sales manager receives a bonus of 10 pence for each unit sold in excess of the break-even point, how many units must be sold each month to earn a return of 25% on the monthly investment in fixed costs?
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Total  Perunit
Revenue £450000  £30
Less variable expenses 180,000 12
Contribution margin 270000  £18
Less fixed expenses 216,000
Profit £54,000
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Total  Perunit
Revenue (20,000 units) £300,000 £15.00
Less variable expenses 180,000 9.00
Contribution margin 120000  £6.00
Less fixed expenses 70,000
Profit £50000
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