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Breakeven (B/E) Analysis and other critical assessments are an important management
consideration, especially during these difficult economic conditions. In our discussion with
many printers these days, many would be happy just to achieve breakeven. The logic here is
that if we can survive the bad times, we'll be around for the good times.

By definition, a breakeven point is the amount of sales required to cover pre-determined
fixed expenses and historical variable costs. The ultimate question is, "How much printing
needs to be sold and produced so all of our expenses are covered?"

Although it may seem logical that breakeven will permit our companies to at least survive

indefinitely, we still have to observe a golden rule of management: "Cash is King". Getting
from breakeven to analyzing cash flow requires a two-step process:

e Determining Breakeven
e [stablishing a Debt Ratio (which is critical when analyzing Cash Flow)

Determining Breakeven

Let’s look at an example for a typical printer, the Zero Printing Company.

Per Month

"Fixed Expenses'' (or expenses that act fixed) Amount
Payroll and Payroll Taxes $300,000
Benefits 15,000
Rent 35,000
Depreciation 25,000
Utilities 14,000
Factory Costs (Insurance, Repairs, etc.) 96,000
Administrative (Office, Professional fees, etc.) 15,000
Selling Expenses (Travel, Auto, Entertainment, etc.) 30,000
Interest Expense 10,000
Total Overhead $540,000
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As sales move up and down each month, the variable costs as a percentage of sales typically look like
this for Zero Printing:

% of
Variable Cost Sales
Paper 18%
Ink 3%
Plates 4%
Other 1%
Outside Services 6%
Factory Supplies 1%
Sales Commissions 7%

40%

With variable costs at 40%, 60% of the dollars gained in monthly sales remain in the company to
cover overhead.

Currently, Zero Printing’s Fixed Costs are at $540,000 a month. To determine the amount of sales

necessary to cover this $540,000 amount, a Breakeven Analysis can be done using the following
formulas:

$540,000 = 60% of $X in sales

$540,000 = $X in sales
60%

$900,000 = $ X in sales

Zero Printing’s sales must equal $900,000 to balance the equation, or attain breakeven.

Sales $900,000
Materials & Outside Services (32% of Sales) 288,000
Value Added 612,000
Variable Overhead Expenses (8% of Sales) $ 72,000

Fixed Overhead Expenses (as defined) 540,000

Total Overhead Costs 612,000
Net Income $ 0
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This looks fine at first glance -- but wait a moment. Will achieving breakeven sales of $900,000 a
month be enough to service Zero Printing’s long-term debt? How do we know?

Establishing a Debt Ratio or Cash Flow Coverage

To answer these questions, we need to calculate Zero’s “Cash Flow Coverage” or "Debt Coverage
Ratio" as follows:

Cash Flow Coverage

Net Income $0

Depreciation $25,000

Interest Expense $10,000

EBITDA $35,000 (A)
Term Note — Principle Payments W

Interest Expense W

Debt Service ~ $34,000 (B)

Zero Printing’s Ratio of (A) to (B) or Debt Ratio 1.03to 1

Most lending institutions require a Debt Ratio of at least 1.2 to 1. This means that Zero Printing
would need to make an additional $5,800 in net income in order to achieve a desirable Debt Ratio.
In otder to do so sales would have to increase $9,700 and maintain the same fixed and variable
costs. As it stands, cash is too tight. Zero should look towards measures to improve the Ratio. If
its Ratio dips to 1 to 1 -- or worse yet, below that -- action should be swift.

What Next?

So where do we look for relief when the Debt Ratio is heading in the wrong direction? Consider
these possibilities:

e (an sales and or sales prices be increased?
e Can outside services be cut or other variable costs squeezed further?
e (Can fixed overhead costs be reduced?

Washington, DC Philadelphia
10001 Derekwood Lane, Suite 210 8 Tower Bridge, 161 Washington St., Suite 430
Lanham, MD 20706 Conshohocken, PA 19428
t 888.577.1717 p 301.577.1313 f 301.577.0431 t 888.577.1717 p 610.667.4310 £ 610.667.2099



_Q_Marg_olisBec_;_ker

The Business and Management Advisors

Given the current market conditions, it could be dangerous to depend on price or sales increases. If
materials and outside services (variable costs) are at rock bottom, our next likely recourse is a cut in
overhead, particularly fixed costs.

Overhead adjustments should be carefully planned and quickly implemented. Many printers are
finding creative solutions. One option is to “temporarily” reduce overhead by instituting a 32-hour
workweek to reduce payroll cost. Since payroll is a large portion of a printet’s cost, it can have a
strong impact on the profits, EBITDA and the debt ratio.

Regardless of how strong our monthly sales are this month, we should keep an eye on our
breakeven and debt ratio. Let’s think through options in the event we need to make adjustments,
and have a step-by-step plan for overhead reduction in place. Hopefully, we will never have to use it
— but being prepared and flexible in this economy is vital to our ongoing success.

(*) “A Cup O’ Joe is a complimentary teleconference series for printers offered by MargolisBecker on timely topics for
the graphic communications industry. — Details and registration forms for wupcoming sessions are available at
wiww.margolisbecker.coms under the “Events” tab. Questions may be directed to Bonnie Pfaff at §88.577.1717 or
bpfaff{@margolsbecker.com

Stu’s View is contributed by Stuart Margolis, CPA and Partner of MargolisBecker LLC to provide information
that helps firms operate profitably. More information can be found at www.margolisbecker.com.
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