[image: ]



[image: ]


[image: ]


[image: ]
[image: ]


[image: ]
[image: ]

[image: ]
[image: ]

[image: ]
[image: ]
[image: ]
[image: ]

[image: ]


[image: ]

[image: ]

[image: ]
[image: ]
[image: ]


[image: ][image: ][image: ][image: ]
[image: ]
[image: ]
[image: ]
[bookmark: _GoBack][image: ]




image7.png
haper 1. T s Cs s o Prog Dt

curve inceases throughou s ange, bt the e of ncrase declines s montly sales
quantity increass. To s i, ot tht he increase i ol evenue when e ales
QU increses (1o 261054 Unt i eser than the ncease i ol rvenue when
e sales guanity nceases from  units 0 b s

‘Closcly et  the ol revenue curve e two ther curves, which e grphedin
pancl B of Exhibit 15-1. The demand curve shows the relationship betwen the suks
price nd the quantity of s demanded. The demand curve dcresses Unoughout s
ange, ecause any dectease n the sl ice brings about an ncrease in the moribly
sales Gquantity. The demand curve i abo calld the average revenue curve, since i
Show he vere pricea which any paricular quanditycanbe okl

“Thc marginal evenue curse shows the change i Lotal evenue ha accompanics
 change in the quanty sokd. The marginal revenue curveis decrasin throughout 1t
Tange 1 show ha ol revenue icreans t 3 declinin rte 5 monthly sals quanty

A abular presenation o the price, quaniy, ad revenue dta for Sydoey Sailig
Supplics s displayed n panel C of Exbit 151 Sudy this abe carefully 0 see how the
dta e 1o the graphs shown i pancs A and B of heexibit. No matcr what ppeosch
 manage take o the pricing deciio,  god undentandingof therlationshipsshown
o Exhibit 15-1 will et beter decisions. Before we can uly use the revenue dats.
However, we st examine the cos sde of Sydney Saling Suppis busincs

Total Cost and Marginal Cost Curves

Undentandin cost beavior s imporant n many busines decsions, and prcin i o
Cxception. How docs ot cost bhive s th number of Wave Daters prduced and sld
by Sydney Sailing Suppis changes? Pancl A of Exhiit 15-2 displays the (' total
cost curve, which graphs the eltonship between ol cost and the quanity prodced
0 sl cach ot Tcal cot icreass hroughoot s ange. The re of fncrease in
ol cont declins s quantiyicresss from e - unit. To verify hs, occe tat he
Incicae n ol coss when quaniity ncesses from 7610 10 4 unls 8 grester th (he
Incrcase in ol coss when quatity incrcasesfrom a unts o b s

“The e of icrcase ol cont nerease a guanity ncrcass o unitsupward.
“Toverify thi,nic hat he ncreae i Lotal st 5 Quanity ncreses from ¢ unis
Ui st hecreas i ol coss s Guaniy Increaes rom s ¢ s

‘Closcly el 1 te ol cost curve s the marginal cost cuve, which s graphed
in punl B of Exhibi 15-2. The marginal cost curve shows the change in ol cos
accompanics  hange in quantity prodoced and sold. Morginal cos declnes s quanty
iocrcaesfrom 210 ¢ i, then i creas s quanthy ncrasesbeyond ¢ unt

A tabular presentation of thecostand qantity dataf Sydaey Sailing Supplis is
isplayed i panl C of Exhibit 15-2. Exaine this bl carculy, and ac the eaion
hipshetwoch the datsand the raph shown i panls A i B f he exhibi

Profit-Maximizing Price and Quantity

Now we e the fols wepee 10 deernine the profi-maxiizing pric and quaniy. I
Exhibit 15-3,we combine he revenue e cos daa prescted i Exhibis 15-1 und 15-2.
Sydoey Sailing Suppis profi-maxiniing sl quanity fo the Wave Dartr s deter
mind by the inection o the mrginlcos and marginalrevene urves, (e pane B of
Exhibit 15-3) This sl quantty s deked by g on the graph. The peoic-mamizing
pric, dened by p. s deteeined rom he demand cure o the quanity. ¢
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Examine the ol revnue and ol cost cuves in panel A of Exhibit 153 At the
proficmaimiing quanity (o price).the distance between thse curves, which s cal
oot e, s maximized.
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A abular presation of he revenue, cost, and proi dta i shown i panel C of
Exkibi 15 Nodce tht monthly profit s maximized whe th pice s st at $925 and
40 Wave Dariesae produced and 30k cach month.

Price Elasticity.

“The impactof prce changeson sles volume is clld the prie elasicty. Demand is
elasie i  piceincreas has  large negaiv impact on sals volme, and vic versa.
Demand i inelasic i prie changes have Tle o 10 impact on sles quanty. Cross
sty efrs 0 the xtent 0 which change . podact'spice affecsthe demmand for
the st producs. For cxample, f Sydey Sailing Supples riscs th price of s
worperson silbost, e may be an ncrease i demand for subsut recreatonal cral,
S sml] powerbons,canocs. o windsurfor.

Mcasuring pric clasiity and crosw-elasicky i n importan objctive of msket
rescarch. Having 3 good understanding o these cconomic conceps helps MARAgers 0
deternine the profitmaximizin pice

Limitations of the Profit-Maximizing Model

“The cconomic model of the prcin docision seves s scfl framework o approsch-
i  pricingproblm. Howeve, it doc have seveal itation.Fi, the frns demand
and gl evenue curves e ificul o discern with prciion. Albough market
rescarch s desgned o gather dts sbout product demand, i el enables mansgemen
1o predictcompletlythe ffct of prce chinges o the quaniy demanded. Many oter
factors ffct prodct demand i adlitio 0 pric. Product designand quality, dvertising
and promoton, s company repution at sigaiicany nfcnce comsumcr demand
for s produc

‘Sccond, he marginahevenue, marginal-cos, parsdign i not valid for sl forms of
market rganization. 1 an oligopoliste market, Where 5 smallnaber ofsllrsconr-
pec among hemseves, he simple cconomic ecing mexkel i 0o longer approprie. 1
n algopoly. such a te suomable duty,the rections of competon 1 3 s
pricing olicies st be ake oo account. While cconomists havestdied oligopolsic
pricng. he state of heteory i ot sffcent 0 provide thorough undenstandin o he
pactofprice on demand

“The i liitaon o the ccononic pricing mde ivoles the ifficuly of mes-
suring marginalcos. Cost acountin sysems ar no designed o messure he marginal
Change n cost incurtd a producion and ks ncrease ek by Ut To measurs mar-
inal costs would ntall  very costy nformaton st Most managers belcve that
any improvements npicng decisions made posible by marginal-<os dts would nk e
Sulfcient o defay thecos of abiining he formaion,

Costs and Benefits of Informati

Managerial accountnts slvays fce o i rade-o i the producton of cost
information forpicng and ather deciions. As Exhbi 154 show, anly a sophisticued
information sysem can collet marginal-con dta. However such formation s more
cosly 0 obiain. The resut s tatthe opimal sprosch 0 picing and odher decisions is:
kel o e inbetween the exremes shown i Exhbi 15-4. Fo his eason, most man-
agers make pricin deciions bsed on & combintion of oo consderaion
ccounting product-cot informaton,

T spie of s limitatons, the margina-revenue, margnal-<ost paradigm of pricng
srves - useful concepun framework for he pricing decision. Widhin his overll
Tramework, managerstypiclly ey hesvily on  cou-bascd pricing approsch, o we shall
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Mos manages bse pices on accouning product coss, at st 0 some exient. Thre
e sveral Teason or thi. Fi, most companies sell many products o services. There
simply s Dot enough ime 1 do thorough dermand and margna-<ost analyss o very
product o servic. Managers must ey o a guick and siighforward metho fo seing
rices,and cos-bsed pricing formulas providei. Second,even though ket consder
i ulimaiely may detcmin the fnal produc rice. cos-based picng ornla gives
the managr  lace 10 star. Fnaly,and most importanly, the cos o 4 producto service
provides floorbelow which heprice cannot be st in e ong un. Athough 4 proceet
may be “iven away” iy, 3 prce below cos. & prouct's pice ulimatly s
Cover i costs i ordr fo the £  emai  buinces. Eve & nooprft oganiaton,
uness i s esvilysubsidzed,cannd freve prce products o srviesbelow ther cots,

Cost-Plus Pricing
Costbascd pricng formulas typcallyhave the ollowing genra orm,
Prce = Cost + (tskup pesentage x Cox)

Such  prcing appeosch oftn s called cost-plas pricng, because th price i cqul 0
coutplusa marku, Depending on ow cost i dfined,the markup percenage may differ
Severaldiffren defiavions of cos,cochcombined with  ifferent markup percentage.
can el inthe same price for  produc o servic.

Echibit 155 llustsies how Sydocy Silng Suppl tcoulduse several:
@iferent cosplus prcing formulas 4 riv at 3 pAkeSHE 925 for the Wave Darter.
‘Costplus formla (1) i based on varible manufscturing cos. Formula (2) i based on
aborpion (or full manulacturing ot which inclodes a llocsed portion o fied
manufctaring coss. Formula (3) s based o al costs: both varible and ixd coss of
the manafcturin, sllin, nd adminisiraive uncion. Frmula (4 basedon sl vri-
able costs, ncluding varable manufacturig, seling. nd dministuive cons. Notie:
hat i fo ricing formalas s bsed on e eprsenttion o the ost function, i
Which all costsae categorizedas ied o variabl.

As Sydney Saling Supples includes more costs n th cos bse of he prcing for-
mul. the reqired markup percentge decines. This electsthe facttht, one way or
other, the prce mustcover ll costs s wella ol proft margi. 1 ouly arable
manufictaring cots e icluded xplicly i the cost s, s formls (1), then al o
the ber costs and the i’ prfi) st b covered by the markap. However, i the
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cont base s i theprcin formula ncldes al costs,a n formula (), the markupesn o
e mach lower,since i hecd cove ol the fr's noral proft g,

A company ypicaly usesonlyane of the four costpls prcin formulas llstrsied g o)
o Exhibic 15-5. Which formala i best? Les examin the dvantages and disdvantages L
of cachspproach.

Absorption-Cost Pricing Formulas

Mot companics hat se cost-plus picing e ciher absorption mafcuring cost
o tralcon s the basi for prcin podocts o servics.[3ce formuls (2) and (3 in
Exkibit 15-5] The reasonsgtncaly iven for i edency re 3 follow

1. T the long run,the prce st cover i costs nd  poral proi margi. Bs-
ing thecos-plus formula on oly varsbl cots coukd ncourage marager 0
st 0 ow  prce i onder 0 boost sle. This will o happen i managers
ndentand ha  variabe costplus prcin formula rguies  igher markup
10 cover fixed coss and proft. Nevertheles, many managers wrguc ha pople
e 1 view thecos base i contplus pricing formula s the loor fo Seing
rice. 1 price ar et o loe 0 varable manucturin cos the i wil
sl cover s e costs. Uhimaely,such  practice coukd esalt nthe e
of e busines

2. Absorpion-<ost o bota-ost pricing formalas provide  justifaleprce that
{ends o be pereivd s cquituble by all paries. Consumers generlly under-
stand tht  company st make 4 prof o s roducto ervice i oder 1o
remain o busoces. Justifying prce s the ol cost o poduction, s, and
admiraiae v, plus & fesonable rofit o cems easonabi
o buyers.

3. When 4 company’scompetorshav imilar operations adcos srucurs.
cost-plus prcing based o ull cots ives management  dea f how com-
peitos may et prices.

4. Absorpion-<ost nformaton i povidd by ' cst acouting syscm.
because i equired for cxtemal fnancia reportiog unde generaly secepid
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ccounting princpls. ince bsorplion-ost nformaton sleady xist it
costeffective 0 we i for prcing. The allernative would invole preparing
Spcial poduct<os dats spciicalyfor the ricing ecision. n i whth
Rundreds ofproducs, such datscoukd b cxpensive o prodice.

“The peimary disadvantage of sbsorpion-<ost o ttal<ost pricng formulas i tat
they obscure the cot bhivior Alen of the . Since sbsorPion-<ostand oal-<ost
dth nchode llocatd ed st i ot lerfom he dta ow the frn's el cost
Will hange s volume changes. Anodher way of satin tis crics s tha aborpton-
cost dta e ot comitent with cosvolume-prfit analysis CVP anayis crmphasizes
e dinincion betwecn fxd and varablecont. This approach cnabie manager 1o -
i e cfectsofchanes i pice nd sk volume o profit. Aborpton-costand ot
continformaton obscures e disincion etwoen varible and 1xed cost

Variable-Cost Pricing Formulas

“To avoid Bluring the et of cost behavior 0 proi,some managers prefer 1o e
cost-phs pricin formolasbasd on citer vaiahe manufctring osts o ftal varable
Cons [Sec formatas (1) ad (4 in Exhibit 135 T advantage re suributed 1o this
pricng approsch:

1. Varabl-cost dats do ot obscure thecost behavio patcrn by uniiing fised
outs s makin them appesr varible, This, varabl-cos informatin s more
consistnt wthcost-volume-profi analyss ofen used by managers 0 se the
profit implcaions o changs nprice a0 slue

2. Varible-<ost dta do o reqire llocation of comimon ixed cots o individ-
unl prodoct s Fo cxampe, the snmal salary f Sydoey Saling Supplics”
Vice president o sues s cos hat rmust b bore by al ofthe company's
product lne. Arizrly allocating a poction ofhe saley 10 the Wave Darer
produc line i ot mcaningfl.

3. Varible-cost dataare cxacty the ype ofinformtion managers e when
facin cetaindecion,ch as wheer  ccept  specialonler, This deci-
sion, examined in deail i the preceding chaptr, offn equires an analyss that
Spuracsfised and varible cous.

“The primary disdvantage ofthe arible<os rcin formula was described carir

I managrs percive the variable cost of & productor srvice s the floa o the pric,
ey may tend st te price oo low or the fem 1o conr s e cost. Eveatlly s
can spel disase. Therlore,  vriablecost dtaae sed 4 the b forconplus pric
ing. munagers must understand the necd o higher markups o ensure that all csts e
conere

Determining the Markup

Regandiens of which cost-pus formula i used, Sydey Sailing Supplie must determine
i markup on the Wave Darte. 1 managemend s 3 varabl-cost pricing formula.
e markup oust cover all T costsand  reasonable profit. If managemend s an
absorpion-costing formua. the markup sl must b uffcent 0 cover the i’ proft
o he Wave Darc poductln. What consttuie  essonsbe o pormalprofit margin?

Return-on-Investment Pricing A common sppesch 1o detcrmining he prfi
margin i cos-plus pricng s 0 base profi o the s arget return on nvesment
(RO, To st return-onlavestment priing, suppose Sydoey Sling Supplies’
procuction plan cls fo 45D Wave Daries o be manufactured dring the ycar. Based
o e cost data shown i Exhibit 15-5,thi production lan will st n he llowing
ol coss.
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‘Suppose the year's averag smoun of captal ivestd i the Wave Darter prouct
e s S300.000. 1 Sydncy Salng Supplies aret retu o0 investment o the Wave
Darrline s 20 percen, the i anfualproft s computed s fllows:

Aveags iavestedcapia x Trget ROI = Tuge profit
SO0 x WE = 000

“The maskup prcenage required o carn Sydncy Saling Supplics # 56000 pof
o the Wave Durter lne depends on he cot-plus formula sed. We will compute the
markup percentage or two costpls formulss.

1. Costplus pricing based on fotal coss T ctal cost of  Wave Dt s 500
per i (b 15-5). o cm  profit o $60,000 on annus sles o 430 s
s, the company must make  profi of $125 per bost (5125 = S60.000 + 50),
“Thi ot ko pecentage o 1 63 perct above ot cont of KO

s
15638 = 328 - 100w
A shorcut 0 the s conclusion uss thefllowing formula.

e———oo
e Ly

2. Cosplus priing bsed on toal variabl cost. he wisl varible cost of o
Wae Dartr I $450 et unt (Exhiit 15-5). The makup percenage applicd 0
vaiablecost must b suciat o covr otk sl prfit of 60,000 and sl
anmual fxed costs of $168.000. The reguied markup percentage s computed

s ollows:

Makup pescnisge | .+ Tota annu s cont

ot il cont e o o
e - s+ gt

General Formala The gencral formula fo computing the markup prcentae i cost-
s prcing o achiev  target RO i s fllows:

Proi rquied 0 Toal sl costs e

Markap percemage LT
PR e gt ROL* el i cot b

coseplus prcig Oe Amual g
Qo x wed ol
picing fomla
Excrcise 15-34 o the cnd of the chaper gives you an opportiy 1o crplo (his for-

mula 1 compote the markup prcentage o the cther (wo cost-pls riing ormuls in
Exhibit 155
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Cost-Plus Pricing: Summary and Evaluation

We have examined two difrat spprosches 0 seting peces: 1) the cconomic,profit-
maxinizing apprsch ind ) cos s picng. ARNUgh he fchiqes imived 8 these
method e e dterent. the methods complenent achber nscting prce, mansges
Canot gnor th marke, oecan hey gor cot, ol prcing i e widely i .
Hceto sl  starin ot i theproccss o decrvining  price. Cosplos ormalas e
e hey ca b appicd mechanicly withou akin the e ofop magement. They
ke i pobi o  company wilh hdrds fproducts o srvices o cope with e ks
ofupdating price fo cxsing podoct e etin il price o w ot
"Couplus pricing formutascan be s efcively with a varety of co dfiiions,
buthe arkup percntage mustbe sppeopriae o he type of contusd. I i mpraive
hat pic-scting manars undertand hat uimaiey he prce mustcove allcosts and

e g o o, e, i Wi s o, T Wk wwcsnco,
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4 ormal profit magin, Absorption-costplus o tal-cot-plus ricing hasthe achantage
of kecpng the managr's tenton ouscdon coveringotal coss. Th vrible<ost-plus
formulas e theadvantage of no bscurng mportant nformation sboutcot beavior:

Cost-plus pricig frmulas ctablish  sating psat n seting price. Thenthe peice:
scter mus weigh market conditons, kel ctonsof competios, ad gencel busicss
conditions. Thus,efciveprce sein reuires  constant terplay of ket consider-
tions and cont swarcnen

Pricing a new product s anespcially challnging decision probem. The newer the con-
<eptof the product, the more diffcult the ricing decsion i For example, f Sydney
Saling Soppiies comes out with  new two-peson salbos, s pricig problen s
caser thanthe priing eoblenof s company hat st markets products uin  rdiclly
new echnology. Genete enginering. superconductivity. artificial hearts, and space-
grown crystalsare i xample of such rontie echnologcs.

Pricing ew poduct s haner thanpricng a matre product because o the magni-
e of the uncetaaies involved. New prcucts nll many uncertante. For cxample,
‘What abstacis wil be ncounteredin manucturing the produc, and wha wil be the
costs of production? Morcove, e the roduct s svalble, will iyone wt 0 buy it
a3 whas pece? I Sydacy Safling Supiics decides o ket ew two-peson il
bost, management can ke god esimte of both the production cot andthe pocn-
Wl ket fo he prodoct. The uncrtaiis here v smale ha the crtaics
facing a company developing riicial hears.

T addition o the procuction and demand uncrtinis, new products pose another
st of challnge. Therear two widely diffing srticsthat & maufactne of 4 ew
produc can adop. One sty i caliedskimming pricing i which he il prodoct
ric s st high,and shoscrm profits r resped o the new prodc. The niial ket
Al be smal e i pat o theBigh il price. Thi pricing ppeoach oftcn s usd fo
unique prodces, where there are people who “must he i” whatever te pice, As the
produc gain acceptance and s appesl broadens. the i s lowered gradually Even
lly he product s pricd narnge hat appeas 0 sveral ki of uyers. An example of
 product for whichsimning prcing was s i the igh-defnition levision atlly
HDTVs were priced it high ad wer affondsble by only a few bayers, Eventally the
price wa lowered, and HIDTV were purchasd by  wide range of consumen

An stemativ inial pecing ststegy i clld pentration pricing, n Which the
inial price is st rlativey low. By sting a ow price fo a ew product, managemen
opes o penerte  new market decply, quickly gaiing e marketshre. Thi pric-
i approach ofcn is s fo productsthat s of good guality. bt o not s otk 5
vty beter thancompeting products.

“The decsion between skiming snd pentration pricing depends on the type of
procuct nd invles rad-offof peie ersus Volume, Skimming pricog esuls i mach
slower cceptance of & new produc, bt bighe unit pofts. Pentration rcin results
e il sales vlume, bt lowe Uit profs

Regardics ofthe prcin siaegy us, companies must clsely monitor and manage
costs i oder o emaiprice competive.

Eatie i hischapier, we described productpicng s  process whercby the cost o he
product s detrmined. and the an appropriae price s chosen. Icreasingy. the oppo-
i approach s being aken. The compary st s market fescarch (o determin the
rice . which 3 new product can be s, Give the kel ks pric, management

fr—
[eme———

s vy
s o o
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compuies the cost for which the podoct must b manufscared in orde 10 povide the
i with an sccepable profit magin Fnal.cogicens ad cost alysts woek ogeter
10 dsign prodoct thatcan be manufacured for the allow e cot. Thisprocess called
{arygtcosing, s uscd widely by companic i he development agesof new products. A
e produc' et cos i the proeced oog-ru cost hat will nabe i e s
Temain i the ket o th productand compet sccessuly wit the ' competiors.

A Strategic Profit and Cost Management Process.

Target couing can be criical ool formanagement s i sk o ssegically mandge
e company'scotsand prfis. By ensuring hat poducts ae designd 50 that ey can
b produced at  ow cnough cot 1 be pried competivel, management can achieve
and maintsin 3 sustinable competive posiion n th ket

e ' o o Dy P vty 1, 018
3 e e e g et i o O o ki T et et
o Wl et ey 5 301 S O S ok At o e P
0w A i o 3,01 4 K. R o Ao s St P
ftrer b




image18.png
Chupe 1. Tt Cosog e Cos s g Ot

Key Principles of Target Costing _Targercosing imlves sevenkey pricipes

Price-dd cosing. Targscosing et the aretcot by frs detcrmining the
prce st which  roductcanbe 5ol n the marketplace. Subiacig te arer
profit margin o hi et price ycds h targe o, tht i, th cost 3t
‘Whic the product must b manofacured This smple. bt ssicgically mpor-
i, relaionshipcan be xpressd n the followig equsion.

Trgscon = Tuge prce ~ Taget proit.

ot that n  trge cosing approsc, e pric s st st and thete arget
productcot s decrmined. This s apposie Fom heonle i which he product
Cost an seling ric are detcrmined under dional cost-pls prcin.
Foruson the cusome. o b sucessfl et cosing, managerment s s
e o the conpany'scusomers. Wht products dothey wan? What fstures e
mportant?How moch ae they willig o pay fo  coa el of product qal-
ty? Management nceds o agresivly seck customer fecdbuck, and then prod-
cts st e designed 1 satisty customer demmand and be sl i they e
Willn 10 pay. n short th et coting sppoach s marketdeven.

Foruson produc desig. Desig engicering s 3 key lemen in rge cost-
g, Engincers must deign  prodoctfrom the round up o that i can b
produced at i targe cost. This design activity nclces specifying the raw
matrils and component o be used s wel s the abor, machinry, and ther
clmentsof the production process. I short  prodoct st be desgned for
manufacursbiy

Foruson proces desgn. As indicaid i the preceding poit very sspect ofthe
producton process must b examined 1o make sure tht the product i produced
v cicintly s possble. The we of touchlbor. techology.global sourcing in
procurcment,and every aspctof the producton process mus be designed with
e produs’starget cou in .

Cros uncronal eams. Manatucuing  product s o below s arget cost-
recuires th involvment of pople from many et functons i an orgaizs-
tion: marke esearch, sales, desgn engncerng.procurement producton eni-
neering, produstion shedulin, material handin. ad cox managemer.
Individual rom sl thes diverse aress of expris can make ey contbutions
10he Larget cosing process. Morcaver,° cros-functional team s o ¢t of
specalists who contribute thei xpertive and then e hey are rsponsile for
the e product™

Lifeycle cost. n specitying produc’ gt cos, analysts mstbe careul
ncorporae sl of the products fe-yel cot. These includeth costs of -
ot planaing and concep dsign, prclminay desgn,decailed design nd esing.
roduction, distribution, and custome ervce. Trdionalcost-ccounting s
e e ended 0 focus ol o the production phaseand hive 14 paid
cnough uation o the product’s cther fe<ycle cons

Value-chain oienirion. Someimes he prjected cost of e prodct s sbone
e tage cost. Then effrs s ade o clininat no-valu-added coss o b
e projctedcost down. 1 some cascs,  close ok at he company’s e
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Vol chaincan el mansgers dnifyopportunities o cost rdction.For
cxample, Froter & bl placed orderenry compaten fn Wl sors
T rested n subsatial sivings i oder.processng cost o both companics.

Activity-Based Costing and Target Costing

An stiviy-basd cosing (ABC) system can be paricularly belpful s prodoct design
engincer ry o chieve produc’ argtcos. ABC ensbles desigers o break down the
production proces for & hew product i s companentacivies. Then desgncr can
1 Cont improvement i pticular vt 1 bin 4 pew produc’s projcted con-
o g cost.
s, Sydoey Saling Sopplics’ Marine Instruments Divison, locwed in
Perth, Australs, wanis 1 ioduce 3 tew depth ider. Taged costing sudies indicte.
it targe con of S340 must b met i e 10 scccssolly compet n this ket
Exlibi 15-6 shows how ABC ws usd 1o bing he depeh ider’s sl cos xinate
of $399 down to 337, just below th target cost. The company’s design engincens were:
I 0 focus o key activiiesin the producion proces,soch s mateil handiing snd
inspecion. and educe the prjected cost

Computer-integrated Manufacturing_When s compuirinegrted manctring
(CIM) syt s s, th pocess of et cosing smetimes is computrized. A manu-
facturer's computer.sided design and cotaccountng softwre e ercommccted. An
cngince can ry out many difren desi feaures ad immoditly s the product-cost
mplcaions, withau cver leavig the computr trmnal

Product-Cost Distortion and Pricing: The
Role of Activity-Based Costing

U ofa trdiionsl, volume-based product<ostin sysem may rsul i significantcost
distortion amaong product line. n many cass, highvolume and rlatvely simple prod-
et vercomted whie low-soume and jocts ar undercosted. Thi sl
from the fact hat hgh-volume and rlaively sl ge producs requie proportonsicly
e activiy per unit for varios manufacuring-support activiics than do low-volume
and complex prducs. Vet tradional product<osin sysem, in which all overead
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s ssgnd o the bsi of & sinle uniteve activiy Tk dirct-abor hours, ks (0
Capture the cost implcaions of productdiversiy In cotrst, an ctvity-bsed cotng
ABC) sysem docsmessre he exent 0 which esch product e drives coss i the ey
producion supportacivitics.

‘Manager should be aware thatcost distortio can eslt i verpicing high-vlume
nd elatiely simple procducs, whie low-volume and compls productsae udercosted
“This can undermin any ffort 10 3t prices competively,eve undr e are coning
approsch.The competive mplications of soch stegi peicin eros can e st

Value Engineering and Target Costing.
Tugetcosting i an outgrowth of the concept of vl engncering, Which i 3 cost-
reduction and processimprovement techiqe that uilzes fuformation collctd sbout
0 productsdesg and production pocesses andthe exami various stbutes o the
Glignand proceses 10 entiy canddats for improvement 0

‘Much fthe hisoical development of th art-<osing spprosch s tken place in
Iapanese iustry. where “more than 80 percnt of al ssembly industrics i Japan v
targtconing. Son of e best praciioners of get cosing v lading apanes com-
Panis ™ n rcent year, however, mary other companies, including €471, 141
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oy (A and i, v made i conbaion o gt cosiog hory
nd i,

0. 11 i  ting dpancse mantctres o omobies, bss, snd
o g and -Gty k. - vl snpncin (VE b devcloed
1ot l i of Pt dsig snd e s, e ot Hagsof
Ve, . s cond ookt e h e s s e
Sty of v P

« Zeroh ook VE i pplid t the st stages ofnew produc design—"the con-
Coptpoposal stag, when he asic concepofte product s developd and s
Prliminary qusity, cos, and ivesment et e established.”

Pt ok VE i spplieddurin the st bl of the concept proposal stage snd
heoughout theproduct plannin phise. Durin ti e, procc’s ual-

. functonaiy nd seling price are deermined:  esign pan i submited:
and et cot re deermined for cochof e ew sehick'smajo fnctons
(. engine and ransmision). Also,the degroe of omponcat commonaliyis
st “Fist ook VE s used at his stage o ncrase the vlueofthe product by
ncresing s funcionaliy wihout icreasin i cost™

« Second ook VE i aplicd duingth last halfof the product planain sage s
he it hlf o theprocuct deselopment and prepartion stae. “The compo-
nenu of th vehicl'smjor fctons ar denified, and handmade prottypes
arc ascmibled. AL hs stage, VE works o mprove e value nd fnctonainy of
exising componeats, ko creste new ones.”

I adiion, varioussear-do methods re sed by sur, and many othe compa-
ics. Lo anlyz comptiive product s of matrial hey contan, pars ey s,
Wy thy function. and ways they e manulacured.” ATz, for example, dyamic
Jar-down ocuses on reducng the mumbe of shicle wsembly operations o th (e
equired o perfo them. ot lear-down xamines Ways o educe the cos ofthe com-
ponents uscd i vehicle. Maleral eadown compares e materials snd surface s
Iocat of the components sed by sz wilhthose of s compeios. Sac tear-down
dissscmble  competio’ product o s componeats 1 caabe 1wz’ caocer 0
compare u's components with thos used i the competior’s product

“Rihough he T sppeosch s v of trge costng methds, many difc-
ot approsches re e by the thousands of companies now engaged in arget costing
programs. However,te Iz targe coning and valo-cngincerng proces s indic
ol e siovncss with which companis pproac he robeofredcin cous
in order 10 mect  products targe cost and remain competitive in an ver mor dif-
icult ket

DY

Anothe cot-ased pproach o pricin s called e and matrial pricing. Under s
approach.the company determines one harge fo the abor used on  job and ancthr
harge for the maeral. The labor ypically icludes he et cos o the cnploy-
o' e and o charge o cover various overhead cots. The material chage gencrlly
{ocludes the dirctcont of e materils e n  Job plo  charge for mterial bndling
ad stocage. Time and mtcrialpricin i sed widely by consrucion comparics. prit-
o, rpai shop, a0 professiona s, sch s cngineerin, aw,and publc sccount-
ing s

e gt ' i s i i s s e i o, Wi
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“Tollusat, we will xamine specal Job undertaken by Sydocy Silin Suppis.
“The company's vice president for sle. Richard Moby, was approachd by  successiul
local phyaician shoot reurbishin her yoch. She wanied n cogine oveshul,complete
efurhishaentand edecortion of th cain faciliie. and rippng and reuinting of e
ull nd deck. The work would be done i the RefuieDeparinnt of the compury's Yacht
Division locted in Melbouroe, Autli

ofthe Repaie Departnent e a olows:

s100paros
D

si0m

ey
ey

Bas o these dt, he Repa Department compoted i time nd matrialprices
s follows:-

o

e
o = g
o o

(i

| e

LT S

“The et of the matrisl<harge forma s 0l charge o the costs incurred
in the handling and sorge of mateials.

Richird Moby esimate that the yachi efsbishment job wil it 200 hours of
Iabor and 8,000 in matrisl. Moby' eice quoaton o the o i shown inthe Excel
speadsboet in Extbit 157

Included i the $17.320 price quotaion fo he yaht refurbishentar chrges or
Iabor coss, ovrhead, maeralcos, materal handling and sorsge coss. and 3 homal
profi margin. Somn companies o chrge an addional markup on the mateilsused
0 job i rder 1 carn  rofit on tht component of thei seryces. Sydoey Saiing Sup-
plis” pracic s 0 charge  high cnough profit chrge o sl 1o cam an appropitc.
ofit forthe RepairDepartment.
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1 compettve bidding staron, twoor o companie subait e bid o priccs)

for a projct,srvie, o product 0. potenial boyer: The by selcts e ofthe com-
panis fo hejob o the bai o the bid prce ad the desgn specificatonsfor th fob.
‘Comptiine biling complicatesamanage' pcinpeoblem,becae now the manager
s i diec competion with one o more compeion 1 al of th ompurics submi-
ting bid offce a oughly cquivalent product o seric, he bid price becomes the sole
citerion o selectng the contractr. The igher the ric thal s bd,the gresye will be:
e profit o hejob. the frm gt the comiract. However,  higher pricelso e he
probuilty ofchiiing the contat o perfor he b, Ths, thre i 3 rde-off betweer
iding igh Lo ke  god poft,and bidding ow. o Land he contrac. Some say there
s 4 "winner curs” in competiive bidding. reasing Ut th company bidding low
Chough o best ot s competors probably bid o ow to make a accptable profit on
e job. Despite the winner cuse, compeiive bdin i o common orm of eecing
contactors i many types of bosnes

Richund Moby was approached ey by the cty ofSydny about uidin a new
marin fo modert-saed saling vesl. Moby decided tat iscompany’s Marie S
Vices Division should subai  hid o e job. The Marine Service Division speciales
i marins maicnance and constucton. The cit announced tha thc ober frms s
‘would be submiting bid. Since ll ou companie were qually capabl ofbling the
i o e ity speccation. Moy ssumed tha the bidpice wouldbe the decid-
ing facor n sckctingthe comctor,

Noby consued with the convoller and chief enginer of the Marne Serices
Division nd the fllowing dta were compled.
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“The Marine Servies Divsion llcates varible-verhead costs 10 jobs o the bsis
of irct-bor hour. Thes costs comist of ndiect-abor coss such 3s the wages of
quipmenttcpie prsomel, gasoline and lbrcants, i ncidental supplics such 1
Tope. chain, and dril it Fised-overhad costs, ls allocated 0 jobs 0 the bass of
diectlahor s, nclude such costs 1 workrs compensuion insurance. depeeciton
on vehicles and Comtruction equipmen, depreciaion of the diviion’s buldings, and
Supervisory lrics.

0 wak p 0 Richard Moby to decide on the bid pic fo the marin. In his mect-
ing withth divisonalcontoler and the chie gincer, Moby argud tht he marina
job was mportant 1o the company fo two resson. Firs, the Marie Servces Diviso
T b oerating well below capuity for several monhs. The mari job would ot
prclude th frm from aking o any therconsirction work, 0 it would o il an
pportunity cost. Second,th i job would b god dverisig for Sydacy Saling
Supplics. Ciy resdents woukd s te frn's e on the project,and hs would po-
mote sl ofthe company’sboss s ailing spplcs.

as o thes arguments, Moby presed or i pic that jus coveredthe firm's
vaiable cots nd allowed for » modest conrbuion margin. The chiel gincer was
obstinate, howerer, and agued for  higher bid prce hat would X the division  good
rofit on he Job. "My cmployee work hard o o a outtadin§ob. and this work '
worth  prmum t the city” wasthe engineer’s il comment on the isue. AT the
thecsomme tosed the problem urund all moing,the contolie ageed with Moby. A
i pric o S60.000 ws finally agreed upon.

"This s ypical approach o stin pice fo specal obsand competitivly bid con-
rcts When i b cxcosscapaciy, prce that coveethe ncrmental cot incuted
Because ofthe job will contibute oward conring th company's ied cont and profit.
None o the Marine Services Divson'sied costswil ncrase s a eslt of taking on
e mrin job. Thus.  bid prce o S60.000 will ove te $55,500 of variahe costs o
the job s cotrbute $4.500 wsrd coveingthe divison's fxedcoss.

fum

Naturally,Sydney Saling Suppies” management would ike 0 make a larger profit
o the marinjob. ot idding a highr peice means running  substntal sk of oing
the job 104 competor:

No Excess Capacity What if the Marie Services Division hs o excess capac-
iy I managementexpects o have cnough work o fully occupy the divison, s dilfer.
ot spprosc s approprise in seting the bid pric. The fied costs of the diison are
Capacityproducing cost which s Cot InCued i onr 1 crese RN Capacy.
Depreciation of buidings and cquipment, suprvisory salarics, insurance, and propety
1anesar cxampls offxed cots inorred 1 give  company he cpacity o cary on i
operaions. When sch costs re allocaied 0 ndividua Job,the st of ach o st
a catimate of th opportunity cost ofusng limited capacty o o tha paricla job. For
hi essoning 1 be vald, howerer, he organizaton st be . ull capciy. I ther
o there i o opportumiy cost n sing that excesscapacty.
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1 he Marine Services Divison has mo exces capciy it would be appropesie 10
focus o the stimated ull cos ofthe marina job, 67,500, which includesan allocation
of the division' fixed capaciy-producing costs. Now Richard Moby might egiumately
argue for b prce incxces f $67.50. I the ivision s swarded the marincontact
70k, s S750k o o 4 b e i
on towand th division's

Howes, o R ity it ut e will sl peomotinal bt
10 Sydncy Satlng Supplies s Marie Services Divison builds the marina. This s
qualativ fuctor, because these pkenial benefisare difcult 10 quanity. Moby wil
ive 0 make gt regadingJusthow mportant the mari ob i 0 e company.
“The rester he perceived qualiaive bencls, he ower the B price should be e 1
maximizeth Hkelbood tha thecompany will be awarded the conrct.

‘Summary of Competitve-Bidding Analysis The Marine Services Divisin'spric-
ing problens s summaized in Exhibi 15-8. As you can ce te il pecig decision
e mansgerial udgiment 10 flly consider he quantatve cos dt,te qualiative
promotional benefits,and thetrade-off betweenahgher rofit and  greate likelibood of
eting he marina conract.
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‘Accept or Reject a Special Order In the prceding chase, we cxamined in detsil
e decson s 10 whether  spcial onder should b ceepied o rjeted. The analys
focusd on idnifying the relevan costs of the specil order. The xisenc of excs
s aimportant (o i hat i Aceepsing a special onder when exces

exist ot o opporuntycos. But when hee 1 b cxces capacty. one e
VA cont o cceping  special orde i he cpportuny cost ncured by ing the i
Himied capaciy for the spcial oder imstad of some xberjob. Afe all elevant coss
of th onde have been e, he dociion maker compar h totl rlevan cost of
e rderwith heprice ofered. 1 he pece <xceedsthe eevant co, the rder gencrally
Shold b secepied

“The decsion s concepaslyvery imilr o the bid-picing problem discussd n this
hapter. Sting  pric for 3 specalonder o competiine bid 1 coails an analyis of
e ekvant cous of the job. Whethe e decson maker i seting  price or s b
offred  price, h or s must ety he elvant costs of rovdin the product o
srvie requesed.

‘Companies e no i 1 set any price they wish fo et products o servces. US,
anitrst L, incuding the Robinson-Paman Ac, the Clylon Act, ad the Sherman
‘Ac, et cenain types of prcig behavio.Thes laws prbit price discrmination,
‘hich means qoting dfferet prices o difeentcustomens for e s product o et
Vice. Such price ifeences e ulowiul nles they ca be cealy jostfiod by differ.
ences i the cous incurrd o procuce, sell, or delver the product o servie. Managers
Shoukd K carful econds usifyng sch cot diffrncc whethey cus, because the
Teconds ey be il 0 galdeen f pic diferces ar challnged n court

“Another pricing peactice protibied by law i predatory pricing. This pracice
favolvs temporarily cuting price o broaden demandfor  product wihthe nenton o
Ko esaricing e suppy an riing the piceagan. I determining whether pric s
prodtory. the ourt examine  businss' cos recond, I he procuc  sld bekow cot,
e pricing i decrned 1o be predaory. The laws nd court cases o ambigoous s the
appropise defnition of cox. However, varous court decsions make i harder 0 prove
predtoy pricing. Neverhccs. i s one area where pric-scting decision maker '
Vel e 0 hav an accountan on th i and 4 lwyer o the igh befor seting
rice that could e deemed predtory:

e v e esncns
s

2t .ty kg 1. gy s vk com
oo change e e o e procuc o e o

Mre 2 mare it bong colece sbout exch of s
vy o T procucs w sarces we . dees
i 10 e . vt v send on it
chssn e e o crd cad ve e, e we e

. ard e lcaton wrs e 6o o ol s
e amon e many e of s companes coect
Jochyeteiry

e e Manogement Accouing Procics et
it “Dymamic Prcng on e et s cicured i

o Teame fomatn abot S, 424 dema, o
et g, consmer reeerce. Ty xsn
e i Ut changer h prce of 8 e fom San
Fanccss Moo of Moderm A o Fenarmas Wt
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