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Analyzing Profitability

Are You Making Enough?
For
[image: image20.jpg]



Made Possible by

[image: image2]
Presented by

Robert Hogan

President, Hipereon, Inc.

Two Income Statement Formats
Financial statements are prepared in many different formats and they are ALL acceptable according to GAAP.  One of the major problems business owners face is being presented one format from their accountants and having to use another format to make informed business decisions.  Their inability to make the transition or not knowing a transition needs to be made creates the problem.

	Income Statement Formats  –  Racetracks to the Bottom Line

	Accounting Format
	
	Cost Format

	
	
	

	Sales
	
	Sales

	   -  Cost of Goods Sold
	
	   -  Variable Costs

	Gross Profit
	
	Contribution Margin

	   -  Operating Expenses
	
	   -  Fixed Costs

	Pretax Profit
	
	Pretax Profit

	
	
	


Cost-Volume-Profit Analysis

Cost-Volume-Profit Analysis is important to internal managers as well as outsiders looking into a farm.  Management and outsiders a-like need to know what happens to financial results if a specified level of activity or volume changes.  How does a change in price, or a change in the cost structure or a change in volume impact the farms financial performance?  These answers and more can be answered through breakeven analysis.

Procedural Steps:

1. Examine the income statement’s cost structure and categorize costs as either Fixed or Variable.

Fixed Costs are those costs that remain fixed in relationship to a given period of time or range of activity.  This period of time is called the Relevant Range.  These cost typically do not change with a change in volume.  They remain fairly constant.  These costs typically are incurred before or regardless of the sale.

Variable Costs are those costs that change directly with a change in volume.  They are caused by sales and increase or decrease as sales volume increases or decreases.  In addition to COGS, these costs typically are incurred after the sale.

	If Volume Increases or (Decreases)

	Type of cost
	
	Total Cost
	
	Cost per measured unit

	
	
	
	
	

	Fixed Costs
	
	
	
	

	
	
	
	
	

	Variable Costs
	
	
	
	


Cost-Volume-Profit Procedural Steps continued:

2. Calculate the Variable Cost Percentage.

The variable cost percentage tells you how much it costs you to generate an incremental dollar of sales.

	
	Variable Cost Percentage
	=
	
	

	
	VC%
	
	
	


3. Calculate the Contribution Margin Percentage.  

The contribution margin percentage tells you how much out of each dollar of sales generated goes toward paying fixed costs and profits.

	
	Contribution Margin Percentage
	=
	
	-
	

	
	CM%
	
	
	
	


4. Calculate Break-Even Point.

The break-even point is that level of sales where the farm doesn’t make or loose any money.  The farm can cover all its costs of operating.  This can be calculated on a unit basis or volume basis (see next page for formulas).
Cost-Volume-Profit Analysis Formulas

Volume Basis:

If you want to breakeven…

	
	BREAKEVEN
	=
	FIXED COSTS (FC)
	

	
	
	
	CONTRIBUTION MARGIN % (CM%)
	


If you want to make a profit…

	
	MAKE A PROFIT
	=
	FIXED COSTS (FC) + TARGET PROFIT
	

	
	
	
	CONTRIBUTION MARGIN % (CM%)
	


Unit Basis:

If you want to breakeven…

	
	BREAKEVEN
	=
	FIXED COSTS

	
	
	
	CONTRIBUTION MARGIN PER UNIT (CM/U)

(price/unit – variable costs/unit)


If you want to make a profit…

	
	MAKE A PROFIT
	=
	FIXED COSTS + TARGET PROFIT

	
	
	
	CONTRIBUTION MARGIN PER UNIT (CM/U)

(price/unit – variable costs/unit)


The Key

The key to this analysis is determining the contribution margin.  It is not necessarily synonymous with gross profit margin.  Too many farmers believe they are the same.  Usually they are NOT!  If a farm has no variable costs below costs of goods, then contribution margin and gross profit margin are synonymous.  However, when you have variable costs like commissions (and other variable operating expenses) then the two become different measures.

Cost-Volume-Profit Illustration:

	
	For every incremental dollar of sales
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	Variable Cost Component

VC%
	Contribution Margin Component

CM%

	
	

	immediately…
	left to…
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Profitability Models

	Remember:
	1.   Determine Fixed & Variable Costs
	
	2.    Calculate VC%  =  Variable Cost
                                              Sales

	
	3.    Calculate CM%  =  100% - VC%
	
	4.     Calculate BE     =  Fixed Cost
                                            CM%


	Sales
	
	
	100.00%
	

	- Variable Cost
	
	-2.
	VC% 
	1.

	
	
	
	
	

	= Contribution Margin
	
	=
	
	CM% 3.

	- Fixed Costs  
1.
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	= Pretax Profit 
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	= Pretax Profit 
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Cost-Volume-Profit Case Study

Given these facts for Casey’s Trees:


Sales



$2,500,000

100,000 trees @ $25.00 a tree

Variable Expenses

$1,750,000




Fixed Expenses

$   675,000

1. What is Casey’s break-even point?

2. Casey is contemplating hiring an office manager for $5,000/month (all other costs will remain the same).  How will this impact volume?

3. In addition to hiring the office manager, Casey wants to generate a 20% return on his investment.  He figures he has $450,000 invested in the farm.  How will this impact volume?
4. To stimulate volume Casey is contemplating dropping his price $2.50 a tree.  How will this change impact volume?
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Cost-Volume-Profit Case Study

Greg’s Tree Farm:


Sales



$5,625,000

avg. selling price $11.25/tree
Variable Costs

$3,825,000

500,000 trees
Fixed Costs


$1,350,000

Profit Before Taxes

$   450,000

Income Tax (39%)

$   176,000

Net Income


$   274,000

1. How many trees does it take for Greg to breakeven?

2. The office staff represents 80% of the company’s fixed costs.  They belong to the candy maker union, which is demanding a 12% increase in salaries.  How will this impact the company’s break-even?

3. Greg is projecting a 20% reduction in volume next year.  He still wants to make $450,000 in pretax profit.  Will he have to cut his fixed cost to accomplish this?  If so, how much does he need to cut?

4. If Greg is unable to cut his fixed costs, how much must he reduce his variable cost percentage to achieve his profit objective
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Loss Leader vs Negative Contributor
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Ways To Improve Profitability
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Profitability Planning

Determining at what point a company stops losing money is a 4-step process:

1. Classify costs into two groups; fixed (costs that do not vary directly with sales) and variable (costs that vary directly with sales).

2. Calculate the Variable Cost Percentage (%) by dividing total variable costs by sales.

3. Calculate the Contribution Margin Percentage (%) by subtracting the Variable Cost % from 100.0%

4. To determine break-even point, divide Contribution Margin Percentage (%) into the Total Fixed Costs.
Improving a farm’s profitability must encompass one or a combination of the following strategies.  Implement in the order presented:

1. Reduce fixed costs
2. Reduce variable cost percentage
3. Increase volume
4. Increase price
For further questions you can contact Jim Devine or Bob Hogan at:

Hipereon, Inc.

4048 148th Ave. NE

Redmond, WA.   98052

Ph: 425-702-9200

Jim.devine@hipereon.com
Bob.hogan@hipereon.com
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