	Welcome to the guided example for the self-study problem from Chapter 11 – Decision Making with a Strategic Emphasis

The requirements in this self-study problem will be asking you to 
· Consider the price of a special order
· Perform a Make-or-Buy analysis, and 
· Do a product profitability analysis

	The requirements relate to four of the chapter’s learning objectives Using relevant cost analysis and strategic analysis 
1. to make special order decisions
2. in a make or buy decision
3. in the decision to keep or drop products or services, and 
4. Analyzing decisions with multiple products and limited resources

With this information in mind, let’s look at the facts in the case.

	Start with the special order pricing decision.
HighValu Inc. manufactures a moderate-priced set of lawn furniture.  Each set contains a table and four chairs, and sells for $225. It currently manufactures and sells 6,000 sets per year. 

	The manufacturing cost per set includes $85 for materials and $45 for labor. The overhead charge per set is $35, which consists entirely of fixed costs.

	HighValu is considering a special purchase offer from a large retail firm, which has offered to buy 600 sets per year for three years, at a price of $150 per set. 

	One very important point is that HighValu has the available plant capacity to produce the order and expects no other orders or profitable alternative uses of the plant capacity.

	So we are left with a simple question, should HighValu accept the offer?

	Now the key to this exercise is to recognize that the variable manufacturing costs of $130, made up of $85 of materials and $45 of labor,  are the relevant costs and that the fixed overhead costs are not relevant since they will not change based on your decision. 

	Thus, the numbers tell you to accept the offer because the price of $150 exceeds the variable manufacturing cost of $130. 

	However, HighValu also should consider strategic factors. For example, will the three-year contract be desirable? Will other customers seek price concessions if they find out? Perhaps the market conditions will change so that HighValu will have more profitable uses of the capacity in the coming years. Which raises the important question of whether the special order will enhance or diminish the firm’s competitive position?

	Now turn your attention to the Make-or-Buy Decision
Assume that HighValu Inc. currently purchases the chair cushions for its lawn set from an outside vendor for $15 per set. HighValu’s chief operations officer wants an analysis of the comparative costs of manufacturing these cushions to determine whether bringing the manufacturing in-house would save the firm money. 

	Additional information shows that if HighValu were to manufacture the cushions, the materials cost would be $6 and the labor cost would be $4 per set and that the company would have to purchase cutting and sewing equipment, which would add $10,000 to annual fixed costs.

	So the basic question is whether HighValu should start to make the cushions or continue to purchase them from the vendor.

	The relevant costs for this analysis are the outside purchase cost of $15 per set versus the make costs of $10 per set, which is made up of $6 for materials and $4 for labor, and the additional $10,000 of annual fixed costs. 

	First, determine the amount of any difference in costs between the alternative.  Starting with the variable costs, there is an annual savings from the reduction in variable costs for the make option– the $15 purchase price less the $10 in-house cost.  There will be annual sales of 6,000 units, which is multiplied by the variable cost savings of $5 – which yielding an annual savings of $30,000

	Next, compare the savings in variable costs to the additional fixed costs of $10,000 per year. The net savings ends up as $20,000 

	Like before, HighValu also should consider relevant strategic factors, such as the quality and reliability of the supply for the cushion relative to the quality of in-house production.  Management should also consider whether there is some more productive alternative uses for the available capacity that is currently available at its plant, and the potential impact on employees’ jobs and/or morale from bringing the production in-house or pursuing some alternative use for the available capacity, or letting the capacity sit idle.

	For the final analysis you are referred to the Windbreakers firm described in the text. The company is focusing attention on two products, the Gale and the Windy.  Suppose that management determines that dropping the Gale product line will release production capacity so that it can manufacture additional units of Windy. 

	Assume that, as described in the text, the two production constraints are the automated sewing machine, which can make 20 Windys or 30 Gales per hour, and the inspection and packing operation, which requires 15 minutes for a Windy, meaning 4 per hour, and 5 minutes for a Gale, or a rate of 12 per hour. 

	Currently, 3,750 Gales and 18,750 Windys are being manufactured and sold, but there is a sales projections indicating that sales of Windy could be increased to 30,000 units if additional capacity were available.

	The decision is whether or not to drop the Gale line in favor of the Windy line, and there are three parts to this analysis

	If Windbreakers deletes Gale entirely, you must determine how many units of Windy it can manufacture with the released capacity

	Then, determine the dollar effect on net income if the company drops the production and sale of Gale and uses the released capacity for Windy

	And finally, as in the prior two scenarios, determine what other factors management should consider in its decision to drop Gale and use the released capacity to produce additional units of Windy

	To determine the number of Windys that can be manufactured if the 3,750 units of Gale are no longer produced, we consider the capacity released and the capacity subsequently demanded for each of the two constraints. 

	For the automated sewing machine: The machine produces 30 Gales per hour or 20 Windys per hour so that the total production of Gales is divided by the production per hour to see how many hours would be freed up – in this case, that is 125. 

	Then take the 125 free hours and multiple by the production rate per hour for Windys, which is 20, and you see that 2,500 units could be produced.  

	An alternative calculation would be to multiply the production level of Gale by the ratio of Windy production over Gale production, which is 20/30 or 2 thirds.  Meaning you can produce only 2 thirds as many Windys as Gales in the same amount of time, which is, again  2,500 units

	An now the inspection and packing operation. The operation requires 5 minutes for Gale, or a rate of 12 per hour.  You could do as before and divide the units by the rate per hour, but you will now see a different way to approach the calculation.  Multiply the Gale production of 3,750 by the time required per unit, which is 5, and the result is 18,750 minutes needed to produce the Gale line.

	Take those 18,750 minutes and divide by the number of minutes needed per unit of Windy, which is 15 minutes, and the result is that 1,250 units can be produced.  

	As before you can multiply the current Gale production by the ratio of Windy to Gale production per hour, which is 4 over 12 or one third. That means you can only produce one third as many Windy in the same amount of time used to produce the Gale, or, in this case, 1,250 units

In this case, the inspection and packing is the effective limitation, so that if Gale is deleted, the firm can produce 1,250 Windys with the released capacity

	The next step is to see the profit impact of the change.  Since there will be no additional investments or divestitures of assets, fixed costs should not change.  Therefore, the only change will be the change in contribution margin.  The contribution margin for Windy is $8 and for Gale $4 

	If 3,750 units of Gale are replaced with 1,250 units of Windy, 

	The deletion of Gale and replacement with Windy would reduce the total contribution margin by $5,000, which is the $15,000 for Gale replaced by the $10,000 for Windy.

	Since the decrease in total contribution is significant, Windbreakers’ management might decide to continue production of the Gale line.  As before, however, other factors should be considered, such as 
 
Given the projection of additional demand for the Windy, one obvious consideration is whether to add  to the available capacity so that the current sales of Gale can be made plus the additional sales of Windy. 
 
The increased demand for Windy might come from customers viewing Windbreakers as a full service provider.  Is there a potential negative effect on the sales of Windy if the Gale line were dropped?
 
Another consideration is the long-term sales potential for Gale. Will its sales likely remain stable or even exceed the current 3,750 level in future years?  Such a situation would lead to different actions as compared to an alternative expectation that sales for Gale would drop off over time.

	Through the completion of this self-study problem you have used relevant cost analysis and strategic analysis to
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Make a special order decision where a lower price was demanded, evaluate a make or buy alternative which would have brought production in-house, and evaluated the option to keep or drop a product in a two product environment where there were limited resources.



