Chapter 3: Theory of Cost and Production Analysi

Production Function:

In economics, a production function relates physscaput of a productio
process to physical inputs or factors of productibns a mathematical functic
that relates the maximum amount of output that loanobtained from a give
number of inputs generally capital and labor. The production functitherefore
describes a boundary or frontier representing itin@ bf output obtainable fror

each feasible combination of inpt

Firmsuse the production function to determine how muchpuat they
should produce given t priceof a good, and what combination of inputs t
should use to produce gi\v the price of capital and lahdVhen firms are decidin
how much to produce they typically find that at Hidevels of productior
their marginal costbegin increasing. This is also known as diminis returns to
scale - increasing ¢hquantity of inputs creates a l-thanproportional increase |
the quantity of output. If it weren't for diministg returns to scal supply could
expand without limits without increing the price of a goo
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Iso quant’s:

An iso quant (equal quantity) is a curve that shdhe combinations of
certain inputs such as Labor (L) and Capital (Kt thill produce a certain output
Q. Mathematically, the data that an iso quant tsjes expressed by the equation

f(K.L)=Q

This equation basically says that the output th&t firm produces is a
function of Labor and Capital, where each isarg represents a fixed output
produced with different combinations of inputs. &wniso quant emerges for every

level of output.

The Marginal Rate of Technical Substitution (MRT&)juals the absolute
value of the slope. The MRTS tells us how muchred oput a firm can sacrifice
while still maintaining a certain output level. TMRTS is also equal to the ratio
of Marginal Productivity of Labor (MB: Marginal Productivity of Capital (MB.
The mathematical form of how Labor (L) can be sitiogtd for Capital (K) in

production is given by:
MRTS (L for K)=-dK/dL = MP [ /MP

Iso costs:

An iso cost line (equal-cost line) is a Total Co$tproduction line that
recognizes all combinations of two resources thiatna can use, given the Total
Cost (TC). Moving up or down the line shows theratt which one input could be
substituted for another in the input market. F@r ¢ase of Labor and Capital, the

total cost of production would take on the form:

TC = (WL) + (RK)
TC= Total Cost, W= Wage, L= Labor, R= Cost of CaliK= Capital




Example:

A company producing widgets encounters the follgvicosts- cost of
capital is $25000, labor cost is $15000, and tke tmwst the firm is willing to pay
is $150,000. Show the iso cost line graphically.

The equation represented by the data is: 150,000800)L + (25000)K

Setting L=0, we find the y-intercept to be K=6. t®gf K=0, we find the x-
intercept to be 10

MRTS OR MRS: Marginal Rate of Technical Substitution:

The principle of marginal rate of technical subhsgitn (MRTS or MRS) is
based on the production function where two factans be substituted in variable

proportions in such a way as to produce a contgaat of output.

Prof. Salvatore defines MRTS thus:

“The marginal rate of technical substitutionhge amount of an input that a
firm can give up by increasing the amount of theeotinput by one unit and still

remain on the same iso quant.”

The marginal rate of technical substitution betwaeo factorsk (capital)
and L (labour), MRTR is the rate at which L can be substituted Koin the
production of good X without changing the quanbtfyoutput. As we move along
an iso quant downward to the right, each pointtaepresents the substitution of

labour for capital.

MRTS is the loss of certain units of capital whighl just be compensated

for by additional units of labour at that point. dther words, the marginal rate of




technical substitution of labour for capital is #lepe or gradient of the iso quant
at a point. Accordingly, the slope of MRLS- — AK/AL. This can be understood
with the aid of the iso quant schedule.

Combination  |Labour |Capital MRTS,k (AK. AL) Output
1 5 9 — 100

2 10 6 3:5 100

3 15 4 2:5 100

4 20 3 1:5 100

The above table shows that in the second combméatikeep output constant at
100 units, the reduction of 3 units of capital negsl the addition of 5 units of
labour, MRTS= 3:5. In the third combination, the loss of 2 anaf capital is
compensated for by 5 more units of labour, andrsdroFigure 2, at poinB, the
marginal rate of technical substitution is AS/SBpaint G, itis BT/TG and at H, it
is GR/RH.

Law of Substitution or Principle of Least Cost Comlnation:

The objective of profit maximization can be achi\my two ways, one by
increasing output and other by minimizing the c@$te minimization of cost can
be possible by deciding the use of more than oseuree in substitution of other
resources.

The objective of factor-factor relationship is twobld:
1) Minimization of cost at a given level of Output.
2) Optimization of output to the fixed factors thrbuglternative resource
use combinations.
y =f (X1, X2, X3, X4...ccoovvinnnnnn, Xn)




Y is the function of x1 and x2 while other inputse &ept at constant. The
relationship can be better explained by the priecipf least cost

combination.

Principle of Least Cost combination:

A given level of output can be produced using mdiffgrent combinations
of two variable inputs. In choosing between the twampleting resources, the
saving in the resource replaced must be greater tthe cost of resource added.
The principle of least cost combination states tliatwo factor inputs are
considered for a given output the least cost coatlmn will be such where their

inverse price ratio is equal to their marginal ratd substitution.

1. Marginal Rate of substitution:
MRS is defined as the units of one input factat ttan be substituted for a single
unit of the other input factor. So MRS of x2 foreomnit of x1 is

_ Number of unit of replaced resource (x2)

Number of unit of added resource (x1)
Price Ratio (PR) =

Cost per unit of added resource __ Priceofx1

Cost per unit of replaced resource " Price of x2

Therefore the least cost combination of two inpzas be obtained by equating

MRS with inverse price ratio.




l.e.x2 * Px2=x1 * Pxl1

This combination can be obtained by following algébd method or Graphic

method.

Iso quant (Iso product) curve:

Iso means equal and quant means guantity.
An Iso quant represents the different combinatioihtvo variable inputs used in

the production of a given amount of output.

A two-input Cobb-Douglas production function In aomics, the Cobb-
Douglas functional form of production functionsvisdely used to represent the
relationship of an output to inputs. It was promb&y Knut Wick sell (1851 -
1926), and tested against statistical evidenceharl€s Cobb and Paul Douglas in
1928. In 1928 Charles Cobb and Paul Douglas puddish study in which they
modeled the growth of the American economy during period 1899 - 1922.
They considered a simplified view of the economywimich production output is
determined by the amount of labor involved and dh®unt of capital invested.
While there are many other factors affecting ecaooperform, their model

proved to be remarkably accurate.

The function they used to model production washef form: P (L, K) =
bLaKp where:

» P = total production (the monetary value of albds produced in a year)

L = labor input (the total number of person-howsked in a year)




» K = capital input (the monetary worth of all masdry, equipment, and

buildings)
* b = total factor productivity

a andp are the output elasticity’s of labor and capitakpectively. These

values are constants determined by available téohy.o

Output elasticity measures the responsivenesstplibto a change in levels
of either labor or capital used in production, ast@aribus. For example i =
0.15, a 1% increase in labor would lead to apprak@ty a 0.15% increase in
output. Further, ifo. + p = 1, the production function has constant rettonscale.

That is, if L and K are each increased by 20%, thémcreases by 20%.

Returns to scale refers to a technical propefrtgroduction that examines
changes in output subsequent to a proportional geham all inputs (where all
inputs increase by a constant factor). If outpeteases by that same proportion,
then there are constant returns to scale (CRTSe&mes referred to simply as
returns to scale. If output increases by less thanproportional change, there are
decreasing returns to scale (DRS). If output inre@edy more than that proportion,

there are increasing returns to scale (IRS).

However, ifa + B < 1, returns to scale are decreasing, amd H > 1,
returns to scale are increasing. Assuming perfeatpetition, o and 3 can be

shown to be labor and capital’s share of output.




350

D00 ]

1sa | e

300

FIGUREL: Cobb-Douglas Production function
Laws of Returns:
The laws of returns to scale can alscexplained in terms of the iso quz
approach. The laws of returns to scale refer tceffects of a change in the sc
of factors (inputs) upon output in the long run whiee combinations of factors ¢

changed in the same proporti

If by increasingwo factors, say labour and capital, in the sam@qmton,
output increases in exactly the same proporticretiare constant returns to sc
If in order to secure equal increases in outputh lbactors are increased in lar
proportionate units, tme are decreasing returns to scale. If in ordegebequa
increases in output, both factors are increasesinialler proportionate units, the

are increasing returns to sc




The returns to scale can be shown diagrammaticallan expansion pa
“by the distance between successive ‘mul-level-of-output” iso quant’s’, that i¢
iIso quant’s that show levels of output which ardtiples of some base level
output, e.g., 100, 200, 300, e

Increasing Returns toScale
Shows the case of increag returns to scale where to get equal increas

output, lesser proportionate increases in factabgur and capital, are requir
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It follows that in the figure:
e 100 units of output require 3C +

e 200 units of output require 5C +
« 300 units ofoutput require 6C + €

So that along the expansion path OR, OA > AB > BCthis case, th
production function is homogeneous of degree grdai@n one. The increasil
returns to scale are attributed to the existencendivisibilities in machines
management, labour, finance, etc. Some items of equipnoe some activitie

have a minimum size and (ot be divided into smaller unitAs the business unit




expands, the returns to scale increase becausedikisible factors are employed

to their full capacity.

Increasing returns to scale also result from sfizateon and division of
labour. When the scale of the firm expands themid® scope for specialization
and division of labour. Work can be divided intoadihtasks and workers can be
concentrated to narrower range of processes. Fgrdpecialized equipment can

be installed.

Internal economies of scale (IEOS):

Expensive capital inputs:

Large-scale businesses can afford to invest in restpe and specialist
capital machinery. For example, a supermarket migheést in new database
technology that improves stock control and reduassportation and distribution
costs. It may not be viable for a small corner stoopuy this technology. We find
that highly expensive fixed units of capital aremoon in every mass

manufacturing production process.

Specialization of the workforce:

Within larger firms there is the possibility oflisfing production processes
into separate tasks to boost productivity. Theafsdivision of labour in the mass
production of motor vehicles and in manufacturingcegonic products is an

example of this type of technical economy of scale.

The law of increased dimensions (or the “containeprinciple”.):




This is linked to the cubic law where doubling teight and width of a
tanker or building leads to a more than proportiemacrease in the cubic capacity
— the application of this law opens up the possibibf scale economies in
distribution and freight industries and also invialaand leisure sectors with the
emergence of super-cruisers such as P&O’s Ven@ioasider the new generation
of super-tankers and the development of enormossepger aircraft capable of
carrying well over 500 passengers on long haulhfig The law of increased
dimensions is also important in the energy sedaiksin industries such as office

rental and warehousing.

Learning by doing:

There is growing evidence that industries learrdbiyng! The average costs
of production decline in real terms as a resultpobduction experience as
businesses cut waste and find the most producteanmof producing output on a
bigger scale. Evidence across a wide range of tndasnto so-called “progress

ratios”, or“experience curves” or “learning curve effects”:

Indicate that unit manufacturing costs typicallyl fay between 70% and
90% with each doubling of cumulative output. Busses that expand their scale

can achieve significant learning economies of scale
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Monophony power:

A large firm can purchase its factor inputs in batkdiscounted prices if
has monophony (buying) power in the market. A gesdmple would be th
ability of the electricity generators to negoti&ever prices when finalizing co
and gas supplycontracts. The national food retailers also hawgnicant
monophony power when purchasing supplies from fesraed wine growers ar
in completing supply contracts from food processibgsinesses. Oth
controversial examples of the use of monophorwer include the prices paid |
coffee roasters and other middle men to coffee ywers in some of the poore

parts of the world.

Managerial economies of scale

This is a form of division of labour where firmsncamploy specialists |
supervise produain systems. Better management; increased invesiméoiman
resources and the use of specialist equipment, asiaetworked computers ¢

improve communication, raise productivitnd thereby reduce unit cos




Financial economies of scale:

Larger firms are usually rated by the financialrkess to be more ‘credit
worthy’ and have access to credit with favorablesaof borrowing. In contrast,
smaller firms often pay higher rates of interesowrrdrafts and loans. Businesses
guoted on the stock market can normally raise freshey (extra financial capital)
more cheaply through the sale (issue) of equittethé capital market. They are
also likely to pay a lower rate of interest wheaytlissue bonds because of a better

credit rating.

Network economies of scale:

This type of economy of scale is linked more to ghewth of demand for a
product — but it is still worth understanding anpplging.) There is growing
interest in the concept of a network economy. Soetgvorks and services have
huge potential for economies of scale. That isthay are more widely used (or
adopted), they become more valuable to the busihesgrovides them. We can
identify networks economies in areas such as ordimetions and air transport
networks. The marginal cost of adding one more tse¢he network is close to
zero, but the resulting financial benefits may hgénbecause each new user to the
network can then interact, trade with all of thesemg members or parts of the
network. The rapid expansion of e-commerce is atggeample of the exploitation
of network economies of scale. EBay is a classamgte of exploiting network

economies of scale as part of its operations.

Cost Analysis:

Cost analyses of social service programs can bllyseonducted at two

different points in time: prior to implementing awm program and after a program




is already running (even if the program has beeoparation for a number of
years). As discussed next, each type of analygis sesve multiple purposes,
although they differ in important respects.

Cost analyses of social programs are conducted rmarie easily once a
program has been implemented. Cost analyses ofatotaplemented programs
must typically be based on projections or inforrgedsses about such issues as the
number of people who will actually receive servicaasd the length of time
participants will receive those services. Hencesytlare inherently subject to
considerably more uncertainty than analyses of mggerograms, for which much

information is already available.

Opportunity cost:

This concept of scarcity leads to the idea of ofyoty cost. The
opportunity cost of an action is what you must gipewhen you make that choice.
Another way to say this is: it is the value of thext best opportunity. Opportunity
cost is a direct implication of scarcity. Peoplesddo choose between different
alternatives when deciding how to spend their moaay their time. Milton
Friedman, who won the Nobel Prize for Economicdpisl of saying "there is no
such thing as a free lunch." What that means i$ ithaa world of scarcity,
everything has an opportunity cost. There is alwaysade-off involved in any

decision you make.

The concept of opportunity cost is one of the miagbortant ideas in
economics. Consider the question, “How much doesst to go to college for a
year?” We could add up the direct costs like tuitibooks, school supplies, etc.

These are examples of explicit costs, i.e., cdst$ tequire a money payment.




However, these costs are small compared to thee\adlthe time it takes to attend
class, do homework, etc. The amount that the stunteridd have earned if she had
worked rather than attended school is the implogst of attending college.

Implicit costs are costs that do not require a ngqreeyment. The opportunity cost
includes both explicit and implicit costs. Expliabsts are costs that require a

money payment. Implicit costs are costs that daegaire a money payment.

Opportunity cost includes both explicit and imgdlicosts. The notion of
opportunity cost helps explain why star athletésrotlo not graduate from college.
The cost of going to school includes the milliorfsdollars they could earn as
professional athletes. If Kobe Bryant had decidedttend college for four years
after high school instead of signing with the Lakdris implicit cost would have

been over $10 million, the salary he earned iffitssfour years as Lakers.

Fixed vs. Variable costs, Explicit costs Vs. Impli€ costs:

Fixed Costs:
The definition of a fixed cost is one which doest vary in total when the

level of output by the business does vary. In otherds, when the Sales level
within a business increases then the fixed coststal would not increase. It also
follows that when the Sales level in a businessedses, the fixed costs would not
decrease.

An example of a fixed cost for a business makipgoaluct such as a bakery would
be the business rates. For a business produciegv@es such as massage therapy
would be any costs associated with the rent or ostrie of premises, insurance,

and costs associated with the ownership of equipbmen




As fixed costs are not dependent upon the levelutbut (sales they are often
expressed as being per period of time, for exarmpteially, weekly or monthl
It can be helpful to picture costs in the form afrert

TOTAL FIXED COSTS FIXED COST PER UNIT

Cost (Dollars)
1

B [ N D B LI A N |

Cost (Dollars)

Volume Volume

VARIABLE COSTS:

Variable costs are those which DO vary as a tatat to the organizatic
when output (number of items or services produeades. In fact a true variab
cost will vary in exactly the same proportion as tutput. In other words, as sa
increase thevariable costs increase. An example of a variabk @r a baker
would be the cost of flour. In a service busindgesye are often fewer variak
costs. Often the main variable cost in providingeavice is the cost of wages
an employee workingicectly in providing the service. Other variablest®in &
service business would be anything directly ‘uspdduring the provision of th
service. For example with massage therapy, oil beaysed and there may be
cost of laundering one or two tols. Variable costs should be able to be expre
per item of output or sales. If this proves to leeyvdifficult, you may need t
classify such costs as fixe




Total wvariable Cost
Wariable Cost per Unit

W
'

Numberof Units Produced Number of Units Produced

NOTE: The following data relating to employee. This is very useful while we are
studying the fixed and variable costs in economics subject.

What dout Wages/Labou

If you are employing someone, this is obviously astcto the busines
Whether it is fixed or variable will depend on tihature of their terms
employment. Consider the folling scenarios; Employee paid a basic wage

37hours per week
Fixed or variable cost?

Employee paid a set amount per item produced [fergtherapytreatment or
per floral wreath). Employee paid for number of hours worked but noimum
hours guaranteef®.g. housekeeping staff paid to service holidayoaumodatior

only when let)

What about Your Own ‘Wages’/Labou

If you are a sole trader or trading as a partnprstour own earnings are r
a cost, they are a withdrawal from the profit, @nd caled ‘drawings’. Howevei




when looking at variable costs in order to priceryproduct or service, you shot
include a realistic figure for any direct labouwatved to make sure that you ¢
costing and pricing your product realistically. Yoprice to he customer must
obviously be higher than the variable cost of poioly it!

Explicit costs Vs. Implicit costs
Explicit costs:

Are expenses for which one must pay with caslequivalent Because a
cash transaction is involved, they are relativedgily accounted for in analys
These costs are never hidden, one has to pay sdpi
Example: Electricity Bill, wages to workers e

Implicit costs:

Do not involve a cash transactioand so we use the opportunity c
concept to measure them. Implicit costs are relapetbrgone benefits of ar
single transaction. These are intangible costs dnatnot easily accounted 1
Example: The time and effort that an owner puts into thaintenance of the

company rather than working on expans

Explicit
costs

Explicit

Total i

revenue

Accounting
profit

Implicit costs Economic
profit




» These three concept diagrams make clear the meawingptal revenue,
economic profit, accounting profit, explicit costsd implicit costs.
» Total Revenue is all the money the firm brings in.

» Accounting Profit is the money left over after agplcosts are deducted.

» Economic Profit is what's left after the Explicihch Implicit costs are
deducted.

* Normal Profit is when the accounting profit = ingali costs (hence no
economic profit).

» If the firm is selling at less than the averagealze cost then it is making
an economic loss and should shut down temporgfiigurring a loss of the
Total Fixed Cost - i.e. plant costs etc).

» If the firm is selling at greater than the minimawerage variable cost then
it produces such that it is making normal profitRM MC).

» If the firm is selling at greater than the averageiable cost then it is in

economic profit.

Out of pocket costs vs. Imputed costs:
Out-of-Pocket Costs:

Out-of-pocket costs are actual expenses you inéuyou buy land for
$100,000 and lose the opportunity to buy discoumtadhinery you’ll need to buy
later at a price that will be $50,000 higher, yout-of-pocket costs on the land
purchase is rs.100000. Out-of-pocket costs do nolude any future repairs,
improvements, depreciation, lawsuits or other egpsnassociated with your
purchase. If you buy something on credit, the egeon the money you borrowed
to make the purchase can be considered an outetlepaost over the life of the
loan.




Imputed cost:

Imputed cost of capital or opportunity cost is thenefit foregone b

investing the money in busine:

Example:

If the risk free rate of return of governmentoond is5 %, then5% is tt
imputed cost of capital. Cost of capital is the entption of ht e shareholders
owner from the company. It is usually calculated #o joint stock form o
ownership. It is the sum of cost of debenture &armopst of equity. Cst of

debenture is the after tax interest rate. Costaite is the dividend rat

Guns

S0

20

10

o 10 20 S0 Butter

If the output of butter increases by 10 units thtbere will be ar
opportunity cost of 10 guns. A strai-line production possibility frontier wi
have a constardpportunity cost as can be seen here. For anyasere butte

production of 10 there is an opportunity cost oglds




Break-even Analysis (BEA)-Determination of Break-Een Point:

A person starting a new business often asks, "Asdtwdvel of sales will my
company make a profit?" Established companiestthae suffered through some
rough years might have a similar question. Otheks 8At what point will | be
able to draw a fair salary from my company?" Owcdssion of break-even point
and break-even analysis will provide a thought psscthat may help to answer
those questions and to provide some insight asot® profits change as sales

increase or decrease.

Frankly, predicting a precise amount of sales ofitsris nearly impossible
due to a company's many products (with varying eegrof profitability), the
company's many customers (with varying demandsdorice), and the interaction
between price, promotion and the number of unitd. sSbhese and other factors

will complicate the break-even analysis.

In spite of these real-world complexities, we waitesent a simple model or
technique referred to by several names: break-g@ent, break-even analysis,
break-even formula, break-even point formula, breadn model, cost-volume-
profit (CVP) analysis, or expense-volume-profit {EVanalysis. The latter two
names are appealing because the break-even teelvaqube adapted to determine
the sales needed to attain a specified amountaditgprHowever, we will use the

terms break-even point and break-even analysis.

To assist with our explanations, we will use aidical company Oil Change
Co. (a company that provides oil changes for autbi®®). The amounts and
assumptions used in Oil Change Co. are also figtion




The basic equation for etermining the break-even units is:

The basic equation for determining the breven sales:

TMeEman w He00

—

m

TR

FROFIT

BREAK- EVEN PCINT

TFC

LUNITS

In the diagram given above, the br- even point is

equals TC. Prior to this stage, the TC is aboveam® the firm

starts earning profits after the br- even point.

reached where -

iIs making losses.

Break- Even analysis is a concept used widely in the prtouo

management and costing. It is an analytical toakckvinelps the firm to identif

that level of sale where it will cover its cost mfoduction. Any sale over ar

above the breakEven Point \ll accrue profits to the firm, while any salesd




than it would put the firm into losses. The Bre&ken Point shows the price at
which the firm makes neither profit nor loss.

Symbolically, in the equation form, the break-eymmint (in terms of Unit Sales
(X)) can be directly computed in terms of Total Bewe (TR) and Total Costs
(TC) as:

TR=TC
Px X = TFC + V x X
(P x X)- (Vx X) = TFC

(P-V)x X=TFC

_ TFC
~(P-V)

Where,
* TFC is Total Fixed Costs,
* P is Unit Sale Price,
* Vs Unit Variable Cost.

In other words, if we multiply Unit Sales (X) withe Unit Sale Price (P) we will
get the sales revenue amount. The break-even satesalso be measured by

dividing fixed costs by Contribution Margin Ratioge.

Where, C is Contribution Margin Ratio. The Conttibn Margin Ratio

shows the contribution towards the recovery ofdiggerating costs, i. e.

x:@x 100




NOTE: The below problem will explain the break everanalysis

Sales

Sales price per unit 25.00

Sales Volume (Units) 1,000.00

Total Sales 25,000 010

Variable Costs Per Unit

Commission 3.50

Clirect Material 4. 00

Shipping 1.50

Supplies 1.20

Fackaging 3.00

Variable Costs Per Unit 13.20

Total Variable Costs 13, 200.00
Unit Contribution Margin 27.22

Gross Margin 11,800.00
Fixed Costs

Administrative 1.350.00

Insurance 650.00

Froperty Tax 1.250.00

Rent 1.000.00
Depreciation 1.350.00

Total Fixed Costs 5,600, 00
Met Profit (or Loss) G, 200.00
Breakeven Point (Units Sold) A75.00

Managerial Significance and limitations of BEA:
The prime function of a management exgeutn a business organization

indecision and forward planning. Decision Makingame the process of selecting
one action from two or more alternative coursesaofion whereas forward

planning means establishing plans for the fututee Guestion of choice arises
because resources such as capital, land, labounmamhgement are limited and
can be employed in alternative uses. The decisiaking function thus becomes
one of making choices or decisions that will previtie most efficient means of
attaining a desired end, say, profit maximizatiOnce decision is made about the

particular goal to be achieved, plans as to praoctpricing, capital, raw




materials, labour, etc., are prepared. Forwardnpfanthus goes hand in hand with

decision making.

A significant characteristic of the conditions, iwhich business
organizations work and take decisions, is uncestafind this fact of uncertainty
not only makes the function of decision making &evard planning complicated
but adds a different dimension to it. If knowledgfehe future were perfect, plans
could be formulated without error and hence withany need for subsequent
revision. In the real world, however, the businesmnager rarely has complete
information and the estimates about future prediete best as possible. As plans
are implemented over time, more facts become knsathat in their light, plans
may have to be revised, and a different coursectbra adopted. Managers are
thus engaged in a continuous process of decisidkingnahrough an uncertain

future and the overall problem confronting therong of adjusting to uncertainty.

Limitations of Break-Even Analysis:

Although, break-even analysis is a very useful askessment technique and
a useful device for testing the sensitivities o$inass performance, the following
limitations must be considered:

» All costs resolved into fixed or variable

» Variable costs fluctuate in direct proportion tduroe.

» Fixed costs remain constant over the volume range.

* The selling price per unit is constant over thererolume range.

* The company sells only one product, or mix of paidiends to remain
constant.

* Volumetric increase is the only factor affectingiso

» The efficiency in the use of resources will remeamstant over the period.




