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APPLICATIONS OF
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THIS STUDY NOTE INCLUDES

Pricing Decision

Make or Buy decisions

Accept an Order or Reject ?ﬁoc:’

O\/

Optimum Utilization of Factor of Produ&ﬁtion [Limiting Factor Analysis]
n &

Replacement Decision Q

Evaluation of Alternative Choices

Subcontracting and Ancillarisation

Expansion of Business

o Sl S R R R o

Shutdown or Continue



PRICING DECISION

* The price to be charged for a product or service is often one of the most important decisions
made by manager.

* One of the most important decisions that the @a(ﬁagement has to take is about the price for

its company’s product. 0\/
A
* In case of a new product, it is necessar determine the price at which the product is to be
sold. Q

* In the case of an existing product, it is necessary to determine the extent to which the price is
to be revised in the light of cost hikes which the company has painfully be experiencing.

* Pricing is considered as both an important and difficult one.This is considered as an important
one as this is one of a few determinants of profitability of the company.




PRICING DECISION

* Pricing is a difficult task for two important reasons.

* Firstly, there are a large number of factors, Q(/ch internal and external, which are to
be taken into consideration before decn(c!n& the price for a product.
* Secondly, there is no ready formula :@huch can be used to determine, and/or revise,

the price of a product. <>(<’

* If at all a company wants to earn profit, its price should be higher than its costs.

This implies that the companies should base their prices on costs.




A) PRICING ADDITIONAL OR SPECIAL SALES

* In the case of the companies operating below their capacity, idle capacity exists.That means,
the normal demand from their regular customer is for lower volume than what the

companies are capable of producing and selling. (ofb

* For example, a company with an annual capac\g;" of 10,000 units of a product may be
producing and selling only 8,000 units duevgo the lack of demand.

* This type of companies also receives Qgﬁiuonal offer either from new customer or from their
regular customer.

* Therefore, the companies have to take decision about accepting or rejecting the offer. For the
purpose of taking proper decision in this regard, it is necessary to look into the impact of
acceptance of the special offer on costs, revenue and profit.
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A) PRICING ADDITIONAL OR SPECIAL SALES

* All the costs which are going to change due to the acceptance of the offer are relevant for the purpose of
deciding whether to accept the offer or not.

* Usually, the acceptance of the offer increases the itemg«g? variable costs. The items of fixed costs may or
may not register an increase. If these costs changg}/ are to be reckoned as relevant.

* Otherwise, they are irrelevant. So, the aggr f changes in the items of costs is the incremental cost
which is attributable to the additional saleéé’r special offer

* As far as revenue is concerned, two types of special business can be found. One, in the form of asking for
the price which the company wishes to quote for certain number of units of its product. In this case, the
company has to consider the incremental cost.

* The price to be quoted should be at least equal to the incremental cost. Any price in excess of this
incremental cost is a profitable price.The price should not be quoted on the basis of total costs




A) PRICING ADDITIONAL OR SPECIAL SALES

* Further, a company receives an offer wherein the offer states that the prospective buyer is
willing to buy certain quantity of the company’s groduct at a specific price. In this case, the
company has to decide about the acceptancqbb(‘f’the offer.

>

* In order to take decision, the price offegg&’\ﬁy the buyer is to be compared with the
incremental cost. 0("(8

* If the offered price exceeds the incremental cost, it is better to accept the offer.

Otherwise, it is not a profitable proposition




A) PRICING ADDITIONAL OR SPECIAL SALES

* Yet, there may be a third type of offer and this relates to the pricing of export business. In this
case, some additional costs and benefit associate with the exports. Special care is to be given
to the packing, insurance, transportation, quahtg}éfc') the product, etc. These are some of the
aspects which cause an increase in the costso\/

&
* Therefore, they fall into the category of(ﬁevant costs. Some additional benefits also accrue to

export sales such as cash subsidy, dut?drawback. etc. Hence, these are relevant items.

* The amount of these benefits may be used to reduce the total of incremental costs.The net
incremental cost should be used to quote the price for international market or the net
incremental cost may be compared with the price offered and on the basis of this comparison,

the decision is to be taken.
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B) PRICING UNDER NORMAL AND
FAVOURABLE CONDITIONS:

* When the conditions prevailed both internally and externally are
favourable to the companies, they usuajgg plan to earn some planned profit.

* Consequently, the companies wwi@&‘ price their products on the basis of
éz‘?‘
0@

* The desired profit which the companies plan to earn may be expressed

either as a percentage of sales revenue or as percentage on their

cost plus profit.

iInvestments
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C) PRICING UNDER ABNORMAL CONDITIONS:

* As already stated, a large number of factor influence the pricing aspect and a
number of changes take place in these inﬂu%ncing factor on a continual basis.

* Consequently, the conditions which we@cfavourable to the companies start
changing. The companies should haveé’vlgllant eye on the market conditions.

* Hence, whenever the condutuons&tart changing, the companies make some
appropriate changes in their policies, programmes, etc.

* One of the variables wherein the companies make adjustments is the price.The
extent to which the price is to be lowered depends upon the gravity of the
problem and also the composition of price.
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C) PRICING UNDER ABNORMAL CONDITIONS:

* In some cases, a 10% reduction in the price may be adequate and in some
other cases, a 40% reduction in the prng{/g may be necessary.

* Further,a company may be willing @"?orego the entire profit in case the
market demands such a drastuc@%ve Another or the same company may
be forced to sell at below the cost price. Otherwise, the company will be
out of market. It is therefore necessary to decide whether to sell the

product at reduced price or to suspend the activities temporarily

"'
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C) PRICING UNDER ABNORMAL CONDITIONS:

* Two alternatives are available to the companies in the above cases. One, continuing to
produce and sell the goods and services at the reduced prices. Depending upon the

quantum of reduction in the selling price, the%gocinpany earns reduced amount of profit or

incur loss. &?”
* If the company is not ready to incur t@*&ss or if it does not satisfy with the reduced
profit or if it is not willing to Operasé"at BEP, the company has to take the second

alternative of suspending its sales activities till the conditions improve for the company.

* Hence, it is necessary to compute the loss under each of these two alternatives and
whichever involves the minimum loss is to be preferred, if the company takes the decision
purely on the basis of financial aspects

f
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SPECIAL ORDER

* Special order requires a relevant cost approach to the calculation of the

price. &
2 ;
* A special order is a one-off revenugveoﬁrning opportunity. These may arise

in the following situations: (8@”
&

a) When a business has a regufar source of income but also has some spare
capacity allowing it to take on extra work if demanded. For example, a
brewery might have a capacity of 5,00,000 barrels per month but only be
producing and selling 3,00,000 barrels per month. It could therefore

consider special order to use up some of its spare capacity.

f
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SPECIAL ORDER

b) When a business has no regular source of income and relies exclusively

on its ability to respond to demand. &
2

4 s : . o
A building firm is a typical example igire many types of sub-contractor. In
the service sector consultants o({f;@‘ﬁ work on this basis.

Q
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