MEMO
From: 
To: Bargain Shoe Store Manager
Date: 5/25/2017
Subject: Cost-Volume-Profit Analysis
	I would like to review the proposed idea submitted by Mary Willis, the advertising manager for Bargain Shoe Store. Mary’s ideas was for installation of new lighting system and increased display space that will result in increase of fixed costs. Mary also proposes a decrease in the price of the product and suggests that the sales volume will increase by 20%. I have conducted a Cost-Volume-Profit Analysis to estimate the impact of the suggestions on the break-even point and margin of safety of the company. A cost-volume-profit income statement is also prepared to ascertain the impact on the net income if the changes are introduced. 
Break-even Analysis
Break even analysis is a financial tool used by the managers to determine the point at which a company will be able to cover its expenses and begin to make a profit. It takes into account the fixed costs, variable costs and selling price per unit and provides the number of units that are to be sold to cover all the expenses. The price per unit is determined by subtracting variable cost from selling price. Also the total fixed cost is divided by price per unit to determine the number of units for break-even. The calculation of break-even is given below.




	Break-even Point = Fixed Cost/Contribution Margin per Unit
	

	 
	Current BEP
	Mary's BEP
	Change

	Selling Price
	$40.00
	$38.00
	$2.00

	Less Variable Cost
	$24.00
	$24.00
	$0.00

	Contribution Margin
	$16.00
	$14.00
	$2.00

	 
	
	
	

	Fixed Cost
	$270,000.00
	$294,000.00
	$24,000.00

	Break Even Point (Units)
	16,875
	21,000
	4,125



	The above calculation shows that the current break-even point is 16,875 units. If the changes suggested by Mary are introduced, the break-even point will increase to 21,000 units. This means that the company will have to sell 4,125 more units to break-even. The increase in break-even point is primarily due to increase in the fixed cost by $24,000 and decrease in the selling price by $2 per unit. 
Margin of Safety
Margin of safety is the revenue that is earned by the business after paying the variable and fixed costs that are associated with the production of goods. It measures the amount of sale that is in excess of break-even point. The margin of safety at current state and if Mary’s changes are implemented are shown in the calculations below. 



	Current Margin of Safety
	
	
	

	
	
	
	Units
	Unit Price
	Total

	Actual Sales
	20,000
	$40.00
	$800,000.00

	Less: Break Even Sales
	16,875
	[bookmark: _GoBack]$40.00
	$675,000.00

	Margin of Safety
	3,125
	$40.00
	$125,000.00

	Margin of Safety Ratio
	15.63%



	Mary's Changes Margin of Safety
	
	
	

	
	
	
	Units
	Unit Price
	Total

	Actual Sales
	24,000
	$38.00
	$912,000.00

	Less: Break Even Sales
	21,000
	$38.00
	$798,000.00

	Margin of Safety
	3,000
	$38.00
	$114,000.00

	Margin of Safety Ratio
	12.50%



The current margin of safety is 15.63% and will decrease to 12.50% if Mary’s suggested changes are implemented. Therefore the margin of safety ratio will decrease if the changes suggested by Marry are introduced. 
CVP Income Statement
A CVP income statement is prepared for internal organization use only. A CVP income statement the expenses are categorized either as fixed or as variable. The CVP income statement has been calculated and is shown below. 
	Current Operations
	
	
	

	
	
	Units 
	Price
	Total

	Sales
	20,000
	$40.00
	$800,000.00

	Less: Variable Cost
	20,000
	$24.00
	$480,000.00

	Contribution Margin
	20,000
	$16.00
	$320,000.00

	Less: Fixed Cost
	
	
	$270,000.00

	Net Income
	
	
	$50,000.00



	Mary's Changes
	
	
	

	
	
	Units 
	Price
	Total

	Sales
	24,000
	$38.00
	$912,000.00

	Less: Variable Cost
	24,000
	$24.00
	$576,000.00

	Contribution Margin
	24,000
	$14.00
	$336,000.00

	Less: Fixed Cost
	
	
	$294,000.00

	Net Income
	
	
	$42,000.00



The above income statements show that the current net income of the company is higher at $50,000. If Mary’s changes are introduced the net income will decrease to $42,000. It indicates that there will be decrease of $8,000 in net income, if Mary’s changes are introduced. 
	The above discussion suggests that the Mary’s changes should not be adopted as it will result in increase in break-even point and decrease in margin of safety. The net income will also come down by $8,000. Thus, it is submitted, that the suggestion of Mary Willis should not be accepted.








