TEAM ACTIVITY – Chapter 6

O’Dwyer Company sold 60,000 units in 2008; total revenue was $3,000,000. Variable costs in 2008 were $2,100,000 and fixed costs were $540,000.

a.  What was the contribution margin per unit?

b.  What was the breakeven point in units?

c.  What was the contribution margin ratio?

d.  What was the breakeven point in dollars?

e.  What was the operating income in 2008?

f.  If O’Dwyer increases the advertising budget in 2008 by $18,750 they believe their sales will increase by 1,800 units. How much will the change in operating income be?
Solution:

a.  We first need to find the selling price per unit and the variable cost per unit by dividing the total sales (revenue) and the total variable costs by the number of units sold.

SP = $3,000,000 / 60,000 = $50

VCU = $2,100,000 / 60,000 = $35

CMU = SP – VCU = $50 - $35 = $15

b. Use the formula for X in units. Xu = (TFC + P) / CMU. At breakeven, P = 0.

Xu = ($540,000 + $0) / $15 = 36,000 units

c. We can either use the SP and CMU or we can use Sales (revenues) and total CM.

CMR = $15 / $50 = 30%

Or CMR = ($3,000,000 - $2,100,000) / $3,000,000 = $900,000 / $3,000,000 = 30%

d. Use the formula for X in $. X$ = (TFC + P) / CMR

X$ = ($540,000 + $0) / 30% = $1,800,000

e. Using the current sales for Xu,

60,000 = ($540,000 + P) / $15

(60,000) x $15 = $540,000 + P

$900,000 = $540,000 + P

P = $900,000 - $540,000

P = $360,000

f. Advertising is a fixed cost.  The total cost won’t change regardless how many additional units we might sell (if any). 
(60,000 + 1,800) = [($540,000 + $18,750) + P] / $15
P = $368,250

Since we currently have income of $360,000 (see “e”), we would have an increase in income of $8,250. ($368,250 - $360,000)

An alternative way to solve this problem is as follows:

Increase in units sold


    1,800

X CMU




$       15
Change in CM



$27,000

Less increase in FC


(18,750)

Change in operating income

$  8,250
Notes for Chapter 6:

Be able to find CMU and CMR (with either selling price or VCU or with total sales and total variable costs)

Be able to use either the contribution margin income statement approach, the income statement equation approach, or the formulas from class to solve for various unknowns in situations with breakeven or a target profit.

Xu = (TFC + P) / CMU

X$ = (TFC + P) / CMR

The margin of safety is a measure of “comfort” indicating how far above breakeven you are currently operating (in units or sales dollars or as a percentage of current sales). How much in sales can you lose before having net losses.

The DOL (CM/income) can be used to predict percent changes in income when you know the percent change in sales. DOL x % change sales = % change income  It is highest near breakeven and falls as your sales get further from breakeven.
Think about what happens to costs, volume, sales, and profits as various items change. Is the breakeven point affected by the number of “units” sold? What happens to profits once you achieve breakeven?

