4.2.3 Break-even charts (Contribution): Activity sheet D

The concept

Contribution is an important concept to understand. You can use it as a short-cut or mechanism for checking when preparing break-even charts. Knowledge of contribution is also useful when considering pricing decisions.

Contribution considers the profit made per item sold. In simple terms, it is a calculation of how much each product sold contributes to the payment of fixed costs (and to profit) after variable costs are covered.

The formula to calculate contribution is:

Contribution per unit = Price per unit – Variable costs per unit
Worked example

Consider a noodle vendor in Singapore:

· Total fixed costs are SGD $1,000 per month

· Variable costs per bowl of noodles are SGD $0.5

· The vendor prices a bowl of noodles at SGD $1

Using the formula, we can calculate that contribution per unit is:

Contribution per unit: $1 – $0.5 = $0.5

Therefore, every bowl of noodles sold contributes 50 cents.

Based on that figure it is possible to calculate how many bowls of noodles the vendor needs to sell to break even.

Break-even 
= 
Total fixed costs 

= 
$1,000

=
2,000 units


          

Contribution per unit

  
 $0.5
The vendor needs to sell 2,000 bowls of noodles to cover her/his fixed costs. Once fixed costs are met, every additional bowl of noodles sold contributes to profit. If he/she sells 2,001 bowls of noodles, the profit will be 50 cents.

Alternatively, total contribution (the amount contributed by all goods sold) can be calculated as: 

Total contribution = Contribution per unit x Number of units sold
If the vendor sells 2,500 units, the total contribution is $1,250. With fixed costs taken into account ($1,000) the vendor is making $250 profit.

Knowing how many units are required to break-even can help the vendor to make decisions about pricing, marketing and production (lowering variable costs if needed or possible).
The activity
Ride It

Injoma, a motorcycle taxi rider in Nigeria, is worried about her business. Her route is popular with local office workers but she recently needed to purchase a new bike. This has increased her monthly fixed costs from $750 to $850. Injoma usually only works in the afternoons, and although she misses the morning rush hour she also misses a busy period for motorbike taxis.

The price of an average ride is usually $2. Each ride costs her approximately $0.75 in fuel.

Calculate
1. Contribution per unit.
2. Break-even at the old fixed cost level ($750).
3. Break-even at the new fixed cost level ($850).
4. In each case, the number of customers per day required to break-even. (Assume that there are 20 working days in each month).
5. Injoma’s profit or loss if she achieves 50 rides per day.

Analyse
· How useful is this information to Injoma? 
· How might Injoma use this information to help ensure that she makes sufficient (enough) profit every month? 

Cambridge International Examinations Business Studies Teacher Pack
© HarperCollins Publishers Ltd 2015

