AS BUSINESS STUDIES; BREAK-EVEN ANALYSIS.

(a) You will be expected to be able to do the following

· Define and understand the following terms

-Break-even point

-Safety margin

-Full capacity output

· Calculate

-The break even point using TFC / (P-VC) formula

-The safety margin

· Draw a break-even chart, illustrate the safety margin and identify the total profit made at any given output level from a chart that has already been drawn.

· Understand the advantages and disadvantages of break-even analysis

(b) Resources for you to use

1. Unit 16 “Business Studies” by Marcouse et al

2. Break-even definition in The A-Z of Business Studies

3. www.tutor2u.net/glossary/advanced
(c) Worksheets for you to use

DEBBIE OSBORNE FLOWERS.

Since 1993, Debbie Osborne has run a small market stall in Croydon, selling flowers to the public six days a week. Her main costs are an operating licence fee paid to the local council, the weekly hire of a van, her wages and the costs of the flowers.

Debbie estimates that her fixed costs amount to £400 for the week. On average the variable cost of each bunch of flowers is £1.45. Debbie charges an average price of £2.95 for a bunch of flowers.

Now answer the following questions

1. Using examples, explain the terms:

(a) Fixed cost







(3 marks)

(b) Variable cost







(3 marks)

2. Calculate Debbie’s weekly break-even point. Show your working.
(8 marks)

3. Why will it be useful for Debbie to calculate her break-even point?
(6 marks)
Now read on

Towards the end of 1997, Debbie had saved enough to consider moving into a small shop, available in Croydon for a reasonable annual rent. The shop required a few minor alterations and a small amount of decoration. Debbie also realised that there would be many additional costs, such as rates, power and insurance, and she believed that purchasing a van would be better than hiring one.

Debbie estimated the start-up costs at £10 000, with a further £2 000 needed to help with the running costs of the business. She planned to use her savings of £4 000 for part of the investment. After completing a business plan, Debbie approached her bank to negotiate overdraft facilities to help manage her cash flow, and a loan of £8 000 to help finance the move to the shop. 

And finally answer the following questions

4. Using examples, explain the terms:

(a) Start up costs







(4 marks)

(b) Running costs







(4 marks)

5. What is meant by “Overdraft facilities”?




(4 marks)

6. Why will overdraft facilities help Debbie manage her cash flow?

(4 marks)

7. Why might it be better for Debbie to use a bank loan to help finance the shop than to find a partner?







(8 marks)

8. How will using her savings as part of the investment help Debbie?
(4 marks)

BREAK EVEN  REVISION QUESTIONS AUTUMN 2000

Martin’s ltd produce high quality kitchen titles. The firm has a modern factory which can produce a maximum output of 90 000 boxes of tiles a year when the factory is operating at full capacity.

Last year the firm produced and sold 80 000 boxes at a price of £12 per box. The firm incurred the following costs. Annual fixed costs (overheads) were £240 000 whilst the variable cost of producing each box was £8.

(i) Draw a break-even chart to illustrate last years financial situation

(ii) State and illustrate the break-even point on the chart you have just drawn.

(iii) Identify the firm’s break-even revenue.

(iv) Using the break-even chart you have just drawn read off the total revenue and total cost at last year’s sales level.

(v) Calculate the level of profit made by the firm last year.

(vi) Martin’s expects next year to be far tougher than last year. A new competitor is expected to enter the market, so its unlikely that Martin’s ltd will be able to sustain last year’s sales volume. Calculate the sales volume that Martin’s ltd could afford to lose before losses are made.

(vii) If you were the manager of Martin’s ltd what actions would you take now and why?

AN INTRODUCTION TO BREAK-EVEN ANALYSIS

A publisher is has spotted a gap in the market for a new magazine. The magazine will be aimed at middle-aged men who aspire to a healthy life style. After conducting some market research the publisher has decided to set a price of £3.20 per copy for the magazine. A new printing line has already been installed. The line is capable of producing 180 000 copies of the magazine each month. Production costs are estimated to run to £0.30 per copy. The annual overheads (fixed costs) of running the new magazine have been estimated to be £290 000.

Required

(a)  Draw a break-even chart to illustrate the above situation









(8 marks)

(b) On your chart show the break-even point and the safety  

margin







(2 marks)

(c) Using the chart you have drawn read off the level of profit or loss that would be made if the first month’s issue sold 70 000 copies.







(5 marks)

A 2001 WORKSHEET ON COMPLEX BREAK-EVEN ANALYSIS.

What is Complex Break-Even Analysis?

Complex break-even analysis involves adjusting break-even charts in order to illustrate potential changes in strategy. For, example how might a firm’s break-even position be effected if the firm decided to cut its prices in order to gain market share? To assess the impacts a new total revenue line could be drawn on the chart to illustrate the new total revenue created by the new price level. A strategic change that affects costs can also be analysed by drawing in new cost lines.

Can You Still Draw a Break-Even Chart?

1. Karolina’s Polish restaurant currently serves 6 000 meals per year. The average revenue generated from each meal served is £25. The variable cost per meal served is £10 and the restaurants overheads come to £30 000 per year. The restaurant has sufficient space to serve 9 000 meals per year

(i) Draw a break-even chart to illustrate the above situation.

(ii) Illustrate on your chart the current profit/loss made.

(iii) After reading a feature in the Grocer on the UK restaurant sector Karolina is considering whether she should cut her prices by 20%. The report mentioned that Polish restaurant eating is highly price elastic. Adjust your break-even chart you have just drawn to illustrate the impacts of the price cut. 

(iv) Karolina’s overheads rise by £10 000 per year due to wage and taxation increases. Show the impacts of this change on your chart. 

2. Royal Ltd specialise in selling traditional English ale to drinkers in Scandinavia. All output is exported. The firm has the capacity to produce 8m barrels each year. Each barrel sells for €75. In 2001 the firm sold 5m barrels and during the year the exchange rate averaged £1 = €1.5 The variable cost of producing each barrel is £20. The firm’s total annual fixed costs came to £40m.

The firm expects that next year the Sterling will fall by 20% against the Euro. The price elasticity of demand for the beer in Scandinavia is –1.2

(i) Draw a break-even chart to illustrate the company’s situation in 2001.

(ii) On your break-even chart illustrate the effects of the expected devaluation on the firm’s profits (assuming that Royal decide to use the devaluation to improve their gross profit margin).

(iii) On your break-even chart illustrate the effects of the expected devaluation on the firm’s profits (assuming that Royal decide to use the devaluation to improve their market share in Scandinavia).

MIKE ATHERTON’S BREAD STALL.

Since 1993, Mike Atherton has run a small market stall in Croydon, selling bread to the public six days a week. His main costs are an operating licence fee paid to the local council, the weekly hire of a van, his wages and the costs of the flour.

Mike estimates that his fixed costs amount to £400 for the week. On average the variable cost of each loaf is £1.45. Mike charges an average price of £2.95 for a loaf of bread

Now answer the following questions

1. Using examples, explain the terms:

(c) Fixed cost







(3 marks)

(d) Variable cost







(3 marks)

2. Calculate Mike’s weekly break-even point. Show your working.
(8 marks)

3. Why will it be useful for Mike to calculate his break-even point?
(6 marks)
Now read on

Towards the end of 1997, Mike had saved enough to consider moving into a small shop, available in Croydon for a reasonable annual rent. The shop required a few minor alterations and a small amount of decoration. Mike also realised that there would be many additional costs, such as rates, power and insurance, and he believed that purchasing a van would be better than hiring one.

Mike estimated the start-up costs at £10 000, with a further £2 000 needed to help with the running costs of the business. He planned to use his savings of £4 000 for part of the investment. After completing a business plan, Mike approached his bank to negotiate overdraft facilities to help manage his cash flow, and a loan of £8 000 to help finance the move to the shop. 

And finally answer the following questions

4. Using examples, explain the terms:

(c) Start up costs







(4 marks)

(d) Running costs






(4 marks)

5. What is meant by “Overdraft facilities”?






(4 marks)

6. Why will overdraft facilities help Mike manage his cash flow?



(4 marks)

7. Why might it be better for Mike to use a bank loan to help finance the shop than to find a partner?

















(8 marks)

USING INFORMATION TECHNOLOGY TO DRAW BREAK-EVEN CHARTS.

The British Motor Company produce only one type of car. The variable cost of producing each car made is £12 500. British Motors can produce 5 000 cars each year from their state of the art greenfield site in Coventry. The annual fixed cost of running this site is £5 000 000. The cars are sold to a network of car dealers for £15 000 each. 

Your task is now to produce a spreadsheet using Excel. The spreadsheet will need to show output, sales revenue, fixed cost and total cost at the following output/sales levels 500, 1000, 1500, 2000, 2500, 3000, 3500, 4000, 4500 and 5000 cars per year. Please use Excel to do the calculations for you by inserting the appropriate formula into the appropriate cells.

Once you have constructed the spreadsheet use Excel to draw a break-even chart. Make sure that you put a heading on your chart and please label the X and Y axis correctly. Last year the company sold 3 000 cars. 

Use your break-even chart to read off the total revenue, total cost and profit made by the firm last year.

Identify the current break-even point and safety margin

The next task involves returning to your spreadsheet in order to insert two additional columns. The first variable that I want you to calculate is called Average cost. Average cost is equal to total cost divided by total output. The second variable I want you to include is profit. In both cases insert the correct formula into the cell and let the spreadsheet make the calculations for you.

Now instruct the computer to draw you a fully labelled chart showing how average cost and profit are affected by the firm’s output level.

Finally write a paragraph to explain the shape of the average cost and the profit lines shown on your chart.

