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Chapter Seven

Accounting Information, Relevant Costs, and Decision Making


In this chapter we analyze a variety of decisions affecting managers. These decisions include: an examination of general pricing issues and the pricing of special orders; whether to outsource labor; whether to make or buy a component used to manufacture a product; whether to add or drop a product, product line, or service; and how to utilize limited resources to maximize profit. We also consider the impact of Activity Based Costing (ABC) on these decisions. 

Key Concepts

· The price of a product must be sufficient to cover all the costs of the product and to provide a profit. 

· The price of a special order must be higher than the additional variable costs incurred in accepting the special order plus any opportunity costs incurred. 

· A product should continue to be made internally and labor incurred internally if the available costs are less than the additional costs that will be incurred by buying or outsourcing. 

· A product should be dropped when the fixed costs avoided are greater than the contribution margin lost. 

· Resource utilization decisions hinge on an analysis of the contribution margin earned per unit of the limited resource. 

· A product should be processed further if the additional revenue is greater than the additional cost. 

Learning Objectives

After studying the material in this chapter the student should be able to: 

· LO 1– Identify factors and issues affecting the pricing of goods and services. 
· LO 2– Analyze the pricing of a special order. 
· LO 3– Analyze a decision involving the outsourcing of labor or making or buying a component. 
· LO 4– Analyze a decision dealing with adding or dropping a product, product line, or service. 
· LO 5– Analyze a decision dealing with scarce or limited resources. 
· LO 6– Analyze a decision dealing with selling a product or processing it further. 
· LO 7– Evaluate the impact of ABC on relevant costs and decision making. 
Lecture Outline

A. Introduction

1. All management decisions require relevant, timely accounting information to aid in the decision-making process. 

2. This chapter discusses the tools that managers use to make these decisions. 

B. Pricing of Products and Services

1. Determining the selling price of products is one of the most important decisions that management will be required to make. 

2. The price of the product can have a direct impact on the market share. 

3. In most instances the cost of the product or service is very important in establishing price. 

a.
In some circumstances (agricultural products, for example), the market determines the selling price and the company will produce the product as efficiently as possible.

4. The demand for products at different stages in their life cycles also affects pricing. 

5. In the long run the selling price must be sufficient to cover the “cost” of the product plus provide a profit. 

6. There are many different techniques to compute the cost of a product or service but in the long run the price must be sufficient to cover the life cycle costs.  That includes all the costs accumulated over the entire life cycle of a product.  These are the costs in developing, designing, manufacturing, marketing, distributing, and servicing the product. 



7. Target Pricing

a. Target pricing is used when a price is preset by market conditions or when a company wishes to set a price in order to capture a predetermined market share or meet other marketing goals. 

b. The decision in this situation is whether a product can be developed and manufactured at a cost low enough to provide an acceptable profit. 

c. Target pricing is used to determine the maximum cost that can be incurred in order to earn a desired profit (the target profit.)

d. Target Price = Target Cost + Target Profit 

Or   Target Cost = Target Price – Target Profit

e.  If the target cost is within the range of acceptable estimates, then the product can be manufactured.

8. Cost Plus Pricing

a. When the market allows some flexibility in setting prices, companies often use some sort of cost-plus-pricing to determine the selling price of products or services. 

b. Target Selling Price = Cost + (Markup % x Cost)

c. As the formula shows, the cost is determined and then a markup percentage is used to determine the amount to be added to cost to arrive at sales price. 

d. A company must decide whether to use variable, absorption, or life cycle costs to price their products.

e. The markup percentage is the key in this calculation and must be sufficient to cover any costs not included in the company’s definition of product cost plus an acceptable profit. 

f. Some companies use a combination of target pricing and cost-plus pricing.

9. Time and Material Pricing

a. In service industries where labor is the primary cost incurred, prices are often set based on time and material used. 

10. Value Pricing

a. In special circumstances, the price of services is based on the perceived or actual value of the service provided to a customer. 

C. Legal and Ethical Issues in Pricing

1. A variety of laws at the local, state, and national levels prevent companies from using predatory pricing to prevent or eliminate competition. 

2. Many types of price discrimination are illegal unless the differences in price are based on cost differences in servicing and selling to different customers.

D. Special Orders

1. The decision to accept or reject a special order is just a pricing decision. 

2. Special order decisions are short-run decisions.

a. The decisions are affected by capacity; the reaction of regular customers and the relevant costs of each specific special order. 



E. Outsourcing and Other Make-or-Buy Decisions

1. This decision affects a wide range of manufacturing, merchandising, and service organizations. 

2. Strategic Aspects of Outsourcing and Make-or-Buy Decisions

a. These decisions require an in-depth analysis of relevant quantitative and qualitative factors and a consideration of the costs and benefits of outsourcing and vertical integration. 

b. The decision to outsource labor requires a consideration of a variety of factors including the impact of taxes, the payment of fringe benefits to salaried employees and the impact on the remaining workforce. 

c. Advantages to outsourcing may include reduced costs.

d. Disadvantages may include a perceived lack of stability in the company and a resulting lack of loyalty in the workforce.

e. Vertical integration is accomplished when a company is involved in multiple steps in the value chain.

f. Vertically integrated companies are not dependent on suppliers for timely delivery of services or components needed in the production process.  However, a supplier may be able to provide a higher-quality part at less cost.



F. The Decision to Drop a Product or Service

1. These decisions are among the most difficult that a manager can make. 

2. The decision hinges on an analysis of the relevant costs and qualitative factors affecting the decision. 


G. Resource Utilization Decisions

1. A company faces a constraint when the capacity to manufacture a product or provide a service is limited in some manner. 

2. A resource utilization decision requires an analysis of how best to use a resource that is available in limited supply. 

3. The limited resource may be a rare material or component used in manufacturing a product, but more likely is related to the time required to make a product or provide a service or the space required to store a product.

4. These decisions are typically short-term. 


H. The Theory of Constraints 

1. The theory of constraints is a management tool for dealing with constraints. 

2. The theory of constraints identifies bottlenecks in the production process. 

3. Bottlenecks limit throughput.  Throughput is the amount of finished goods that result from the production process.

4. The key to the theory of constraints is identifying and managing bottlenecks. 

I. Sell-or-Process-Further Decisions

1. The key to making these decisions is that all costs that are incurred up to the point where the decision is made are sunk costs and therefore not relevant. 

2. The relevant costs are the incremental or additional processing costs.  Managers should compare the additional sales revenue that can be earned from processing the product further with the additional processing costs.


J. ABC and Relevant Cost Analysis

1. ABC uses multiple cost drivers to trace overhead costs directly to products. 

2. ABC’s focus on activities that cause costs to be incurred sheds new light on the concept of relevant costs. 

3. ABC helps managers to identify what costs are really avoidable.

4. Some fixed costs may become relevant to the above decisions when using an ABC system. 

Videos


The Stride Rite video has a discussion of their decision to move from traditional manufacturing in it's U.S. plants to outsourcing their manufacturing processes overseas.  Lycos covers the evaluation of strategic opportunities.

End of Chapter Material


This chapter has a large number of good short exercises dealing with all of the decision problems covered in this chapter. Problems 36 and 38 use Birdie Maker Golf Company, one of the chapter’s featured companies. Problem 39 uses Clayton Herring Tire Co., also featured in the chapter. Problems 50, 53, and 54 are longer, more challenging decision problems that would work well as small group activities. Problem 66 uses Sunset Airlines; problems 67-70 use Birdie Maker Golf Company; and problem 71 uses Clayton Herring Tire Co. All of the problems from 66-71 are good decision model problems that also work well as small group exercises. Problem 73 deals with Sun Devil Golf Balls and also is a good decision problem that facilitate small group discussion.
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Big Al’s Pizza Inc.


The Big Al’s case for chapter seven deals with pricing strategies and asks for recommendations. This usually leads to good discussion of what is really a fair sales price. Students will be familiar with the retail market price for this type of product. The case also has the students deal with a special order, consider a make-or- buy decision, and think about the throughput issue and constraints in the manufacturing process. There is a built in bottleneck in the production process: one station is slower than the rest, so the students should be made aware of the bottleneck and discuss various ways to relieve the problem. Most students who tested this case did not identify the bottleneck, but once it was pointed out the discussion of solutions was very good. 

Big Al's Pizza Inc.

Chapter Seven











A.
Comment on Big Al's Current Pricing Strategy






Cost 
Markup 30%
Selling Price






Meat
$3.48
$1.04
$4.52






Veggie
$3.53
$1.06
$4.59
















The pricing of the pizzas seems competitive. They should be able to sell the pizzas in 


the restaurant and make a fair profit. They might even consider a higher markup so the sales


price is closer to the competition. A sales price too far below the competition may cause the 


customer to view Big Al's pizzas as being of lesser quality. 
 
 
 











B.
Special Order from Athletic Arena for a Special Event.





Assume: Excess Capacity

















Volume
Total Variable Costs
Total Variable Costs



Meat
Veggie

Meat
5,000
 $    3.48 
 $17,400.00 

Direct Material
 $    0.74 
 $    0.62 

Veggie
3,000
 $    3.53 
 $10,590.00 

Direct Labor
 $    2.19 
 $    2.36 


8,000

 $27,990.00 

 Variable Overhead 
 $    0.55 
 $    0.55 








 $    3.48 
 $    3.53 











Comment on Minimum Acceptable Price. 
The minimum acceptable price is the price that covers all 





of the variable costs of production. It doesn't have to cover





the fixed costs because they will incur those costs with or





without the special order. If there is no excess capacity 





then the minimum price is the market price. 
 





 
 
 
 
 


Qualitative Factors:








1.)
The reaction of regular customers must be considered when deciding to accept a 



special order. 
 
 
 
 
 



 
 
 
 
 
 
 


2.)
 The company must consider their capacity constraints. If Big Al's does not have 



excess capacity, accepting a special order will reduce their regular sales. 



 
 
 
 
 
 
 

C.
Buy Ingredients Separately or in a Package
















Currently Buying in Packages
Possibly Buying Separately




Meat
Veggie
 

Meat
Veggie


Direct Material
 $        0.74 
 $        0.62 
Direct Material
 $    0.70 
 $    0.59 


Direct Labor
 $        2.19 
 $        2.36 
Direct Labor
 $    2.35 
 $    2.52 


 Variable Overhead 
 $        0.55 
 $        0.55 
 Variable Overhead 
 $    0.55 
 $    0.55 




 $        3.48 
 $        3.53 
 

 $    3.60 
 $    3.66 
















Direct Material Reduction
5%






Direct Labor Increase

 $    0.16 












Big Al's should continue buying its ingredients in packages because the meat pizzas cost


would increase by $0.12 and the veggie pizzas cost would increase by $0.13. Even though


direct material will decrease by 5% that doesn't offset the $0.16 increase in direct labor cost. 


 
 
 
 
 
 
 
 



Qualitative Factors:








1.)
Are the separate ingredients of a higher quality than the packages?



2.)
Is the supplier reliable?
 
 
 
 



3.)
Is the price from the supplier likely to increase in the future? 











D.
In the long run, Big Al can purchase more machines, hire more skilled workers, and the 


factory can be expanded. 
 
 
 
 
 


 
 
 
 
 
 
 
 


Bottlenecks exist at the cheese maker and toppings stations because they take more 


production time than the previous stations. 
 
 
 
 


 
 
 
 
 
 
 
 


Big Al's can speed up the production time at the bottleneck stations. However, this may 


result in a reduction in quality. Another option is to add a second worker at the bottleneck 


stations. However, this will simply move the bottleneck elsewhere and the cost may exceed


the benefit. 
 
 
 
 
 
 


 
 
 
 
 
 
 
 


A third, a probably the best, option is to redesign the production process around
 


manufacturing cells in which one worker is responsible for all manufacturing steps now done 


at different stations. 







Teaching Tip: This is good time to make sure the students understand the long-term, total cost approach to pricing. Point out that just covering the current costs of production, general selling, and administration only give an appearance of overall profitability. They must be concerned with all costs as discussed above. 





Teaching Tip: Use the Hasbro Example on page 207 along with Management Actions and Decisions on page 208 to illustrate this concept plus the point that a combination of different pricing methods is used in most situations. Also, point out that Gary Bergmann is not an accountant and in fact knows very little about accounting (took this class) but is very knowledgeable concerning pricing games at Hasbro. 





Teaching Tip: Use the Sunset Airlines example in the book to cover the special order decision. This example covers all aspects of the decision and is an example that most students can relate to and understand. 





Key Concept: The price of a special order must be higher than the additional variable costs incurred in accepting the special order plus the opportunity costs incurred. 





Key Concept: The price of a product must be sufficient to cover all the costs of the product and to provide a profit. 





Teaching Tip: Use the Birdie Maker/Flutter Putter example to illustrate the make-or-buy decision. This example covers four separate cases that cover all aspects of this type of decision. The “In the News” feature on page 217 can further help student understanding of the decisions involved with a make-or-buy situation. This example also makes good use of the decision model. 





Key Concept: A product should continue to be made internally and labor incurred internally if the avoidable costs are less than the additional costs that will be incurred by buying or outsourcing. 





Key Concept: A product should be dropped when the fixed costs avoided are greater than the contribution margin lost. 





Teaching Tip: Once again the example in the text, in this case Clayton Herring Tire, is a tool to present the concepts involved with this type of decision. 








Teaching Tip: Use the Sun Devil Golf Balls example to aid in understanding the concept of scarce resource problems. The example is straightforward and easy for students to understand. 





Key Concept: A product should be processed further if the additional revenue is greater than the additional cost. 
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