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Understanding Cost behaviour

We know that certain costs in running
a business are fixed, while others are
variable.

Variable costs are those that vary with
sales volume. The more you sell, the
more such costs you will incur. Imag-
ine you are a retailer of shoes. When
you sell 100 pairs of shoes, as
compared to only 50 pairs, your total
cost of sales will increase due to
higher sales volume, even though
each pair may still cost you $20 to
purchase from your supplier.

Fixed costs are costs that do not vary
with sales volume within a certain
output range. For example, your
rental expense remains the same
whether you sell 50 or 100 pairs of
shoes. If you start selling 1,000 shoes,
you may need to rent a larger shop,
hence adding a new layer of fixed
costs to your business.

In business, a company can make a
profit, suffers a loss or just
breakeven--where it neither makes a
profit or loss.

Let’s see what happens when we use
what we know as common sense and
put it into a financial model to help
our business.
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CVP (Cost-Volume-Profit) analysis Model
The CVP Model goes like this:
(Sales - Variable Costs) — Fixed Costs = Operating Profit

Let me introduce to you an additional term here to aid the usefulness of this
model. When you take Sales to less off Variable costs, you get a result called
“Contribution Margin”. In other words, Contribution Margin = Sales —Variable
Costs.

Very simply, this is what the model says:

» When your sales can cover all your costs (variable and fixed), you make a
profit

» The contribution margin (sales —variable costs) helps to “pay” for your fixed
costs

« When contribution margin = fixed costs, you breakeven

e When contribution margin > fixed costs, you make a profit

e When contribution margin < fixed costs, you make a loss
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