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CHAPTER 13 Leverage and Capital Structure 549

In order to determine the financial feasibility of purchasing the geo-tracker, Paul
wants to determine the number of months it will take to break even. He plans to
keep the car for another 3 years.

a. Calculate the breakeven point for the device in months.
b. Based on a, should Paul have the tracker installed in his car?

Breakeven point—Changing costs/revenues JWG Company publishes Creative
Crosswords. Last year the book of puzzles sold for $10 with variable operating cost
per book of $8 and fixed operating costs of $40,000. How many books must JWG
sell this year to achieve the breakeven point for the stated operating costs, given the
following different circumstances?

a. All figures remain the same as for last year.

b. Fixed operating costs increase to $44,000; all other figures remain the same.

c. The selling price increases to $10.50; all costs remain the same as for last year.

d. Variable operating cost per book increases to $8.50; all other figures remain the
same.

e. What conclusions about the operating breakeven point can be drawn from your
answers?

Breakeven analysis Molly Jasper and her sister, Caitlin Peters, got into the novelties
business almost by accident. Molly, a talented sculptor, often made little figurines as
gifts for friends. Occasionally, she and Caitlin would set up a booth at a crafts fair
and sell a few of the figurines along with jewelry that Caitlin made. Little by little,
demand for the figurines, now called Mollycaits, grew, and the sisters began to
reproduce some of the favorites in resin, using molds of the originals. The day came
when a buyer for a major department store offered them a contract to produce
1,500 figurines of various designs for $10,000. Molly and Caitlin realized that it
was time to get down to business. To make bookkeeping simpler, Molly had priced
all of the figurines at $8.00. Variable operating costs amounted to an average of
$6.00 per unit. To produce the order, Molly and Caitlin would have to rent indus-
trial facilities for a month, which would cost them $4,000.

a. Calculate Mollycaits’ operating breakeven point.

b. Calculate Mollycaits’ EBIT on the department store order.

c. If Molly renegotiates the contract at a price of $10.00 per figurine, what will the
EBIT be?

d. If the store refuses to pay more than $8.00 per unit but is willing to negotiate
quantity, what quantity of figurines will result in an EBIT of $4,000?

e. At this time, Mollycaits come in 15 different varieties. Whereas the average vari-
able cost per unit is $6.00, the actual cost varies from unit to unit. What recom-
mendation would you have for Molly and Caitlin with regard to pricing and/or
the numbers and types of units that they offer for sale?

EBIT sensitivity Stewart Industries sells its finished product for $9 per unit. Its

fixed operating costs are $20,000, and the variable operating cost per unit is $5.

a. Calculate the firm’s earnings before interest and taxes (EBIT) for sales of
10,000 units.

b. Calculate the firm’s EBIT for sales of 8,000 and 12,000 units, respectively.

c. Calculate the percentage changes in sales (from the 10,000-unit base level) and
associated percentage changes in EBIT for the shifts in sales indicated in part b.

d. On the basis of your findings in part ¢, comment on the sensitivity of changes in
EBIT in response to changes in sales.





