
 

   

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 INTRODUCTION 

Profit or loss experienced by a business will determine the direction of the 
business. Continuous or incremental profit will motivate the entrepreneur to 
expand its business. However, continuous losses will cause the entrepreneur to 
downsize the business or terminate some employees. As profit is very important 
to a business, it has to plan its profits from the beginning. 
 
In this topic, a technique used for profit planning will be introduced. The concept 
of contribution margin, breakeven point and safety margin will be explained. 
Examples will also be provided to show the calculation of contribution margin, 
breakeven point, safety margin and minimum sales quantity to achieve the 
targeted profit. The disadvantages of breakeven point analysis would also be 
discussed. 
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LEARNING OUTCOMES 

By the end of this topic, you should be able to:

1.  Explain the use of cost volume profit analysis; 

2. Discuss the concepts of contribution margin, breakeven point and 
safety margin; 

3. Compute the breakeven point, contribution margin and safety 
margin; 

4. Calculate sales in unit and Ringgit required to achieved a specific 
profit level; and 

5. Summarise the disadvantages of cost volume profit analysis. 
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  DEFINITION AND USE OF COST-VOLUME-
 PROFIT ANALYSIS 

 

 

Cost volume profit analysis can assist management to plan profit. It can be used 
by management to look for answers in the following questions: 

(a) How many units must be sold to break even? 

(b) How much sales is needed to achieve a specific profit level? 

(c) What is the effect on sales and profit if expenses increase? 

(d) Which sales mix is most profitable? 

(e) If the selling price changes, what is the effect on profit? 
 

 
 
 

  BREAKEVEN POINT 

One piece of information provided by cost volume profit is the breakeven point 
(BEP). 
 

 

 
BEP can be calculated in sales units or currency such as Ringgit. It can be 
determined by: 

(a) Algebra; or 

(b) Graphics. 
 

7.2 

7.1 

BEP is the sales level where the total revenue is the same as total cost. This 
means that at the breakeven point, no profit or loss is obtained. 

Cost-volume-profit analysis is a technique to systematically analyse the 
relationship between selling price, sales volume and cost to enable profit 
planning. 

Based on the definition and use of cost volume profit analysis, what 
other information can be obtained by a business from the cost volume 
profit analysis besides profit?  
 

ACTIVITY 7.1 
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The following are explanations on both methods. 
 
(a)  Algebra Method 
 

Assume: 
Sales quantity  = x 

          Selling price per unit = p 
Variable cost per unit = v 
Fixed cost  = FC 
 
Breakeven point equation, 
 Total revenue = Total cost 
Unit selling price   x   Sales quantity = Total variable cost + Fixed cost 
 px = vx + FC 

 x = 
FC

p - v
  

 
Therefore, the formula to calculate BEP in units is: 

 

 
 

To show the calculation of breakeven point, assume that the following data 
is for Permata Enterprise. This data will also be used to show the other 
calculations in this topic. 

 

Selling price per unit = RM10 
Variable cost per unit = RM6 
Fixed cost   = RM32,000 

 

By using the above given formula, the calculation of breakeven point for 
Permata Enterprise is as follows: 

    

BEP (in units) =  
RM32,000

RM(10 6)
  

BEP (in units) = 8,000 units 
 

The breakeven point in Ringgit is obtained by multiplying BEP (in units) 
with the selling price per unit as follows: 

 

BEP (in RM) = 8,000 x RM10 
BEP (in RM) = RM80,000 

 

 

BEP (units)   =  Fixed Cost
   Selling price per unit Variable cost per 
unit
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With this, the BEP (in units) and BEP (in RM) for this company is 8,000 
units and RM80, 000 respectively. 

 
(b) Graphical Method 

The breakeven point can be determined by using graphical methods. By 
using the data in the algebra method's example, the fixed cost, total cost 
and total revenue are plotted on a graph. The breakeven point is obtained 
when total cost is the same as total revenue. Figure 7.1 shows the cost 
volume profit chart that shows the breakeven point.    

 

 

Figure 7.1: Cost volume profit chart 
 

 
 
 
 
 
 
 
 

Based on the BEP formula, what will happen to BEP if one of its 
variables (fixed cost, variable cost and selling price) increases or 
decreases?  
 

ACTIVITY 7.2 
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  CONTRIBUTION MARGIN 

 
In Topic 6, you were introduced to contribution margin. Try to remember what is 
meant by contribution margin and its use. 
 

 
As explained in Topic 6, contribution margin is the difference between sales and 
total variable cost. Contribution margin can also be calculated per unit. 
Contribution margin per unit is the surplus of selling price per unit after 
deducting the variable cost per unit. Contribution margin that is stated as a 
percentage of selling price is known as the contribution margin ratio. By using 
the information in the algebraÊs example, the contribution margin per unit and 
contribution margin ratio is as follows: 
 

Contribution margin per unit = Selling price per unit  Variable cost per unit 
 = RM10  RM6  
 = RM4 
      
Contribution ratio   = Contribution margin per unit 
   Selling price per unit   

 = 
RM4

RM10
  

 = 0.4 or 40% 
 
If the quantity sold is 8,000 units, total contribution margin is RM32,000 (8,000 x 
RM4). This shows that at breakeven point, the total contribution is only enough 
to cover the  fixed cost. If total contribution margin exceeds fixed cost, profit will 
be obtained. However, if the total contribution margin is less than the fixed cost, 
the business will suffer losses.  
 
 

  SAFETY MARGIN 

The cost-volume-profit analysis can also be used to determine the safety margin 
of a business. 
 

 
 
It actually shows how much sales can be reduced before suffering losses. As an 
example, refer back to the example of Permata Enterprise. Suppose Permata 

7.4 

7.3 

Safety margin is the difference between the actual or expected level of sales 
and the sales level at breakeven point. 
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Enterprise expects sales of 14,000 units in the year 2010. This means that its safety 
margin is 6,000 units [14,000 (expected sales level)  8,000 (breakeven point)]. 
Safety margin can also be in Ringgit and percentage. To find safety margin in 
Ringgit, the sales is in Ringgit. To find safety margin in percentage, the difference 
of expected sales and sales at break even point is divided by expected sales. 
 

 
 
 

  TARGETED PROFIT 

How was the cost-volume-profit used to determine the sales quantity required to 
achieve the targeted profit? By using the previous example of Permata 
Enterprise, assume that the business intends to obtain profits before tax of 
RM10,000. How many units must be sold to achieve this objective? 
 
Based on the information provided above, the business must sell 8,000 units to 
break even. To achieve a profit of RM10, 000, the quantity sold must be more 
than 8,000 units. 
 
The formula that can be used to calculate the sales quantity required to achieve a 
specific profit level is: 
    
Targeted Sales (unit) =  Fixed Cost + Targeted Profit 
                 Contribution Margin per unit 
 
Based on the above formula, the quantity that must be sold to achieve profit 
before tax of RM10, 000 is: 
    

Sales (unit) =  
RM32,000 + RM10,000

RM10  RM6
  

 = 10,500 units 
 
To verify that the answer obtained is correct, you can prepare an income 
statement by using the contribution margin approach for the activity level of 
10,500 units. 
 

7.5 

What is the importance of safety margin to a business? How does it 
help in the decision-making process of sales and production?  

ACTIVITY 7.3 
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Income Statement 
for the period ended 31 December 2010 

 
Sales (10,500 x RM10) 
Less: Variable cost (10,500 x RM6) 
Contribution margin 
Less: Fixed cost 
Operation income 

(RM) 
105,000 
(63,000) 

42,000 
(32,000) 

10,000 

 
 

  DISADVANTAGES OF COST-VOLUME-
 PROFIT ANALYSIS 

Cost-volume-profit analysis assists business in planning for profit, pricing, cost 
and production levels. As this analysis assists the business a lot in the decision-
making process, can the decision makers depend on this analysis? 
 
Although this analysis can assist profit planning in the short-term, it has several 
disadvantages. These disadvantages are related to the following assumptions: 

(a) Costs can be classified into two categories which are fixed cost and variable 
cost. Sometimes there are also mixed costs that have fixed and variable 
components and it is difficult to separate both components accurately. 

(b) The selling price is assumed to be consistent and constant. Normally, 
businesses need to reduce price to increase sales. 

(c) The total fixed cost and variable cost per unit are assumed as constant. 

(d) For manufacturing firms, it is assumed that the units produced are the same 
as the units sold. 

(e) If the business sells more than one product, the sales mix is assumed 
consistent or constant. 

 

 
 
 
 

7.6 

You are informed that the selling price per unit of a product is 
RM8 and its contribution margin ratio is 60%. How much is the 
variable cost per unit? 

ACTIVITY 7.2 
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To ensure that you have understood this topic, answer the following exercises. 
 

 
 

 

 The cost-volume-profit analysis is a technique that analyses the systematic 
connection between selling price, sales volume and cost for profit planning.  

 The breakeven point (BEP) is a point where total revenue is equal to total 
cost.  

 BEP can be calculated by using a formula or a graph.  

 Contribution margin per unit is the difference between the selling price per 
unit and variable cost per unit.  

 The safety margin is the difference between the actual or expected sales level 
and the sales level at breakeven point. 

 

1.      Marisa Enterprise sells a single product at a price of RM50 per 
unit. The fixed cost is RM50, 000 a month and its variable cost 
per unit is RM20.  

 (a) Calculate the breakeven point in unit and Ringgit. 

(b) Calculate the contribution margin ratio. 

(c) If the selling price is reduced by RM5 per unit, what effect 
does this change have on breakeven point assuming that 
the fixed cost and variable cost are the same? 

 
2. Your business sells a type of product at RM15 per unit. The 

contribution margin ratio is 40%. The annual fixed cost is 
RM48,000. 

(a) Calculate the variable cost per unit. 

(b) How many units must be sold to obtain profit before tax 
of RM12,000? 

(c) Calculate the safety margin if the expected sales level is 
the same as (b). (You will have to calculate BEP first). 

   

EXERCISE 7.1 
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Breakeven point (BEP) 

Contribution margin 

Cost-volume-profit analysis 

Safety margin 

 

 

 

 

 


