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Unit 3 – Financial forecasting for business

Break-even Formula and the Margin of Safety

Below is a set of questions which learners can work through to develop their knowledge and understanding of break-even and the margin of safety.  These questions are based on a short scenario about VNECK LTD.
	VNECK LTD is owned by Peter and Gale Woolly who manufacture and sell jumpers. They have a small factory and employ three people in the production department of their business. All other aspects of the business are run by Peter and Gale. Peter and Gale have operated the business for two years but have always struggled with the accounting and financial aspects of their enterprise. Gale and Peter sell their jumpers for £25 through their own website and to a retailer on their local high street.

Due to the worsening recession Peter and Gale have become concerned about how many products they have to sell to cover all of their costs. Peter still works part time for a local school. Peter and Gale and he need to know how many products they need to sell to just survive the awful trading environment they have found themselves in. Gale is particularly interested in seeing how many sales VNECK can lose before they start to make a loss.


VNECK LTD – Costs
	Variable Costs
	£
	Fixed Costs
	£

	Staff Piece Rate 
	£3.00 per jumper
	Factory Mortgage
	£550 per month

	Wool
	£2.00 per jumper
	Insurance
	£60 per year

	Buttons
	£0.05 per jumper
	Business Rates
	£125 per month

	Cotton Thread
	£0.25 per jumper
	Electricity
	£150 per quarter

	Labels
	£0.10 per jumper
	Water
	£45 per quarter


The Woolly’s need to work out their breakeven point. The mathematical formula to calculate the breaking-even is as follows:

Gale also wants to know how many sales VNECK could lose before they start making a loss.  This is called the Margin of Safety and is calculated as follows:
	Margin of Safety =
	Actual Sales – Break-even Sales Level



Task 1
	1
	What is VNECK’s Total Variable Costs per jumper?
	

	2
	What is VNECK’s Total Fixed Costs for a single year?
	

	3
	What would VNECK’s Total Costs be if they made 3750 jumpers in a single year?
	

	4
	How much sales revenue would VNECK get if they sold 3750 jumpers?
	

	5
	Using the break-even formula above, how many jumpers will Peter and Gale have to sell in a single year to break-even?
	
	

	
	
	
	

	6
	At the moment VNECK is selling 470 jumpers every year.  What is their margin of safety (use the formula above)?
	

	7
	Due to a change in the interest rate set by the Bank of England, the Woollys now have to pay £600 every month for their mortgage.  What will the break-even point be now?
	

	
	
	
	

	
	
	
	

	8
	What impact has the change in interest rates had upon their margin of safety?
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