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Cost Management Applications of CVP formulae:

ination of the level of sales (Rs.) .
A Ell))ete;-]:'::higve a given profit when fixed cost and P/V ratio are knowp,

Given profit + fixed cost
P/V ratio %

2,000 + 6,000
Example: —_ =Rs. 20,000
40%.

b) To maintain the current profit after an increase in fixed Cost when e e
fixed cost and original P/V ratio are known:

Current profit + New Fixed cost
P/V ratio %

Example: Using change in information as given in (a):

Rs. 2,000+Rs. 7,000

= Rs. 22,500
40%
Proof: Contribution = 40% of Rs. 22,500 gs. 9,000
Less fixed ¢ost - Rs. 7,000
- Profit : : Rs. 2,000

_—

¢) To earn a minimum return on a new investment in plant and machinery ag

well as the current profit when new fixed cost and original pP/v ratio are
known:

Current profit + Minimum return in additional profit + New fixed cost
P/V ratio %

Example: Using change in information as given in (c): -

2,000 + 2,000 + 7,000 ) :
T ——— =Rs.27,500
: 40% ' ;
" Proof: Contribution=409; of Rs. 27,500 Rs. 11,000 .
Less fixed cost ' 7,000
Profit _ . 4,000

d) To achieve an Increased profit when cu

rrent sales level and P/V ratio are
known and when no ch

ange-is envisaged in fixed cost,
Current sales leve] .4+ Increased profit required

P/V ratio %

Example: Using change in information in (d)
1,000

Rs. 20,000 + =
40% Rs. 22,500 .
Proof: Contributjon = 40% of Rs. 22,500 Rs. 9,000
Less fixed cost Rs. 6,000
Proﬁt . Rs. 3.000

B l)e!erminutlnn of Sales Volume in units;

¢)  To maintain the current profit when a reduction in selling price er'nQ price
%, . . ' : sy sellng
contemplated, given current contribution, new P/V ratio, new s¢
per unit ;

Towl Contribution

before price redue i
duction ; : : )

__..,_.v,_'_ﬂw__,__.”_,-__.__,___“ “+ New selling price per unit

New P/V qatio as a

result of the price

reduction
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¢ sl Y idurna Fredii Analysha

pxamples Using: change In Information In (b):

HO0001 Ry, 1.50
is,
2004
Proof: Snles 20,067+1.50

20,667 units

fts, 40,000

Varinble Cost 26,667+1.20 32,000
Contribution #0640
Fixed Cost (f,fKKJ

2,006

I'rofit

f) To maintain the current profit after an increane in lixed costs, given the nev

fixed cost, contribution per unit, and constant IP/C rutio,

Ncw Intcd costt Profit belore Inucmc in lm‘d uml

Sy s St

“Contribution pc: unit

Example: Using change In Information In (a):
: ' 11,250 units

I s, 7,000 + 2,(00)
e s
g Proof: Contribution = 11,250%.80 s, 9,000
K 1.esy fixed cost 7,000
Profit 2,001)

S

9.7 SUMMARY

Cosl volume pl‘nlll annlysis provides n framework within which the impact of
volume changes in the short-run may be examined on profit. Cost behaviour if
added as a dimension and corresponding changes in profit, break-cven point, and

-margin of safcty arc obscrved,

Break-cven analysis is an integral part of CVP analysis, eventhough the former i just
incidental to the latter,

CVP analysis is used as a tool of planning, A profit plan has essentially to be baged
on it. A number of managerial decisions are often premiscd on this vital tool of
analysis, Examples of such decisions arc: distribution channcls, outside contracting,
sales promotion expenditures, and pricing strategics,

The conventional break-cven‘chart is based on a number ol assumptions, the most
relevant being the ‘planned range of netivity', the ‘short-run’, and *lincarity w." cont
functions”.

Many uscful conclusions can be drawn from CVI and break-even analysis, Notice,

for example, the following:

) A firm with a high proportion of fixed cost to total cost is nccompanied by a
high break-even point, and carrjes a potential for substantial profits once the
break-even point is reached,

b) A company with a low proportion of fixed cost to total cost, on the other hand,
commands greater flexibility in terms of profitable operation.

¢) An increase in sales prices lowers the break-cven point and increases the margin
of safety,

d) An fi‘ncrr:mu: in costs pushes up the break-even point and lowers the margin of
profit,
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_'7{_9.3 KEY WORDS
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Cyp analysly is o technique of analyais 1o study the elfects of costs and volume
Varinllum on profit,
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y ctual, over the break-ever

i i ss of sales, budgetcd ora l,

lelugm olrt ssafoe:'vslst t: :mexocucnt Y whic sales may decre &) ore losses occur,
olume. h h b h may decrease bef Sale

Margin of safety ratio is a relative expression of margin of safety and is obtained by
dividing the sales with actual (or budgeted) sales.

Unit contribution line is the relationship between contribution (i.e., sales minus
variable costs) per unit and different sales levels shown on a profit graph.

Profit Graph is a depiction of the unit contribution Iir?e on a graph with sales on the
horizontal scale and profit/fixed cost/loss on the vertical scale.

PV ratio is the percentage of contribution to sales. -
Variable cost ratio is the percentage of variable costs to sales value.

Mixed costs are costs which carry both fixed and variable element. These are also i
known as semi-variable costs. *
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