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Finance 5. Assessing the Breakeven Point for the Business

If a reliable financial model of the proposed business has been successfully built, those forecasts can be used to test the sensitivity of different scenarios. First the model will show the amount of funding the business should require and it can then be used to test whether that amount of funding could be reduced by changing certain plans and assumptions. For example, the amount of funding may be reduced if it is decided to lease rather then to buy fixed assets or if it is decided to use a supplier who gives the business longer credit terms for payment even if that supplier is not the cheapest source of the items required.  
Based on the amount of funding your business requires you can decide the best way to seek this funding. External funders will want to know at what point the business is expected to breakeven, but this is useful information even if you are funding the business yourself. The “breakeven point” is the time, for example the month, in which the gross profit or contribution from sales equals the overhead expenses of the business. 
To work out the break even point of a business, you can us the following formula

BEP = TFC / (SUP – VCUP)

where:

· BEP 
= break-even point (units of production)

· TFC 
= total fixed costs,

· VCUP 
= variable costs per unit of production,

· SUP 
= selling price per unit of production

Fixed costs are costs that do not vary with output or sales e.g. managers salaries, rent and rates on business premises. 
Variable costs are costs that vary with the quantity produced or sold e.g. costs of raw materials sales staff commissions, etc. 

Total cost is the fixed and variable costs total.
Sales revenue is the profit: The difference between total revenue and total cost (where revenues are higher than costs. 

Loss is the difference between total revenue and total cost (where costs are higher than revenues). 

Benefits of the Break-Even Analysis
The main advantage of break-even analysis is that it clearly identifies the relationship between cost, production volume and returns. It can be extended to show how changes in fixed cost-variable cost relationships, in commodity prices, or in revenues, will affect profit levels and break-even points. Break-even analysis is most useful when used with partial budgeting or capital budgeting techniques. The major benefit to using break-even analysis is that it indicates the lowest amount of business activity necessary to prevent losses.
Limitations of the Break-Even Analysis

· It is best suited to the analysis of one product at a time;

· It may be difficult to classify a cost as all variable or all fixed; and

· There may be a tendency to continue to use a break-even analysis after the cost and income functions have changed.

It can also be used to test when the business will breakeven on a cumulative basis. There is little point continuing to run a business for years if it makes no profit, even if it is avoiding making a loss each month.

External funders select investments in a business on the basis of a balance of the risk of loss of their capital invested compared with the likely return which the business could generate on that investment. If financial forecasts show a business taking a long time to reach breakeven or generating only a small level of profit it is unlikely to show a sufficient return to justify the investment risk. 

Often entrepreneurs are worried about having to give up a significant percentage of their business in order to attract investment. In those circumstances it is possible to fall into the trap of producing over-optimistic financial forecasts in an attempt to get by with the minimum amount of additional finance. Attracting too little capital effectively increases the risk of the business failing. Another common trap is for the entrepreneur to start the business having raised less capital than is shown to be required by the financial projections. That trap also normally results in failure either because the forecasts were reliable and the business is then under-funded or because the business plan cannot be properly implemented while the entrepreneur is having to spend most of his time seeking further funds or micro-managing cash flow instead of building the business. 

The key is to try to produce reliable financial forecasts, with well thought out and clearly annotated assumptions, and to build into those forecasts reasonable contingencies for things that might be delayed or that might go wrong. 

Many people experienced with business start-up situations or with new product developments, say you should take the entrepreneur’s initial forecast and double both the timescales and the costs. If care has been taken to produce reliable projected figures on reasonable assumptions that rough and ready rule from experience could be disproved. To make sure you get your assumptions more right than wrong why not contact the enterprise support team at BU. 
To find out full details of the enterprise support on offer at BU contact Rhyannan Hurst at rhurst@bournemouth.ac.uk or on 01202 961511.
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