
  

Learning Objectives
After studying this chapter, you should be able to:

1  Compute a target cost when the market determines a 

product price.

2  Compute a target selling price using cost-plus pricing.

3  Use time-and-material pricing to determine the cost of 

services provided.

4  Determine a transfer price using the negotiated, cost-based, 

and market-based approaches.

5  Explain issues involved in transferring goods between 

divisions in different countries.

Feature Story

✔  The Navigator

✔  The Navigator

Chapter 8 Pricing

They’ve Got Your 
Size—and Color
Nick Swinmum was shopping for a pair 

of shoes. He found a store with the 

right style, but not the right color. The 

next store had the right color, but not 

the right size. After visiting numerous 

stores, he went home, fi guring he 

would buy them on the Web. After 

all, it was 1999, so you could buy 

everything on the Web, right? Well, 

apparently not shoes. After an exhaus-

tive search, Nick still came up shoeless.

Nick lived in San Francisco, where, in 

1999, everybody with even half an 

idea started an Internet company and 

became a millionaire. Or so it seemed. 

So Nick started Zappos.com. The 

company is dedicated to providing the 

best selection in shoes in terms of 

brands, styles, colors, size, and most 

importantly service.

To make sure that Zappos.com had a 

fi ghting chance of evolving from a 

half-baked idea to a thriving business, 

Nick brought in Tony Hsieh. At the age 

of 24, Tony had developed and 

recently sold a business to Microsoft 

for $265 million. Tony originally 

contributed to Zappos as an investor 

and advisor, but soon he took over as 

CEO. Tony then brought in Alfred Lin 

to manage the company’s fi nances. 

Tony and Alfred had met when Tony 

was running a pizza business. (Alfred 

was Tony’s best pizza customer, but his 

competencies apparently extended 
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beyond pizza consumption.) Together, Tony and Alfred have 

run Zappos based on 10 basic principles:

 1. Deliver WOW through service.

 2. Embrace and drive change.

 3. Create fun and a little weirdness.

 4. Be adventurous, creative, and 

open-minded.

 5. Pursue growth and learning.

 6. Build open and honest relationships 

with communication.

 7. Build a positive team and family spirit.

 8. Do more with less.

 9. Be passionate and determined.

10. Be humble.

Are you looking for a pair of size 6 Giuseppe Zanotti heels for 

$1,295 or a pair of Keen size 17 sandals for $95? Zappos is 

committed to having what you want and getting it to you 

as fast as possible. Providing this kind of service is not cheap. 

It means having vast warehouses 

and sophisticated order processing 

systems. Its price has to cover its 

costs and provide a reasonable profi t. 

Yet Zappos must also be able to 

compete on price. If the price is too 

high they lose business, too low and 

they could lose their shirt (or in this 

case, shoes).

Watch the Zappos.com video in 

WileyPLUS to learn more about how 

the company sets prices.

Source: www.zappos.com.

✔  The Navigator
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As the Feature Story about Zappos.com indicates, few management decisions are more important than 
setting prices. Intel, for example, must sell computer chips at a price that is high enough to cover its costs 
and ensure a reasonable profi t. But if the price is too high, the chips will not sell. In this chapter, we 
examine two types of pricing situations. The fi rst part of the chapter addresses pricing for goods sold or 
services provided to external parties. The second part of the chapter addresses pricing decisions managers 
face when they sell goods to other divisions within the company.

The content and organization of this chapter are as follows.

Preview of Chapter 8

• Target costing
• Cost-plus pricing
• Variable-cost pricing
• Time-and-material 

 pricing

Pricing Goods 
for External Sales

• Calculating labor rate
• Calculating material 

loading charge
• Calculating job charges

Pricing
Services

• Negotiated transfer 
prices

• Cost-based transfer 
prices

• Market-based transfer 
prices

• Effect of outsourcing 
on transfer pricing

Transfer Pricing 
for Internal Sales  

• Tax considerations

Transfers Between 
Divisions in Different 

Countries

✔  The Navigator

PRICING
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334     8 Pricing

Establishing the price for any good or service is affected by many factors. Take 
the pharmaceutical industry as an example. Its approach to profi tability has been 
to spend heavily on research and development in an effort to fi nd and patent a 
few new drugs, price them high, and market them aggressively. However, the 
AIDS crisis in Africa placed the drug industry under considerable pressure to 
lower prices on drugs used to treat the disease. For example, Merck Co. lowered 
the price of its AIDS drug Crixivan to $600 per patient in these countries. This 
compares with the $6,016 it typically charged in the United States.1 As a conse-
quence, individuals in the United States questioned whether prices in the U.S. 
market were too high. The drug companies countered that to cover their sub-
stantial fi nancial risks to develop these products, they need to set the prices high. 
Illustration 8-1 indicates the many factors that can affect pricing decisions.

Pricing Goods for External Sales

1“AIDS Gaffes in Africa Come Back to Haunt Drug Industry at Home,” Wall Street Journal (April 23, 
2001), p. 1.

Pricing Objectives Environment

What price should 
we charge? Political reaction to prices

Patent or copyright protection
Gain market share
Achieve a target rate of return

Demand Cost Considerations

Fixed and variable costs
Short-run or long-run

Price sensitivity
Demographics

Illustration 8-1  
Pricing factors

In the long run, a company must price its product to cover its costs and 
earn a reasonable profi t. But to price its product appropriately, it must have 
a good understanding of market forces at work. In most cases, a company does 
not set the prices. Instead, the price is set by the competitive market (the laws of 
supply and demand). For example, a company such as ChevronTexaco or Exxon-
Mobil cannot set the price of gasoline by itself. These companies are called price 
takers because the price of gasoline is set by market forces (the supply of oil and 
the demand by customers). This is the case for any product that is not easily dif-
ferentiated from competing products, such as farm products (corn or wheat) or 
minerals (coal or sand).

In other situations, the company sets the prices. This would be the case where 
the product is specially made for a customer, as in a one-of-a-kind product such 
as a designer dress by Zoran or Armani. This also occurs when there are few or 
no other producers capable of manufacturing a similar item. An example would 
be a company that has a patent or copyright on a unique process, such as the 
case of computer chips by Intel. However, it is also the case when a company can 
effectively differentiate its product or service from others. Even in a competitive 
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?
Do the substantially different prices that Apple and Google charge for a similar service 
refl ect different costs incurred by each company, or is the price difference due to 
something else? (See page 381.)

Pricing Goods for External Sales     335

market like coffee, Starbucks has been able to differentiate its product and charge 
a premium for a cup of java.

The Only Game in Town?

Pricing plays a critical role in corporate strategy. For example, almost 50% of tablet computer 
users say that they use them to read newspapers and magazines. And since Apple’s iPad tablet 
computer at one time represented 75% of the tablets being sold, Apple felt like it had the 
newspaper and magazine publishers right where it wanted them. So it decided to charge the 
publishers a fee of 30% of subscription revenue for subscriptions sold at Apple’s App Store. 
Publishers were outraged, but it didn’t take long for somebody to come to their rescue. Within 
1 day of Apple’s announcement, Google announced that it would only charge a fee of about 
10% of subscription revenue for users of its Android system. That might at least partially 
explain why Sports Illustrated provided an app to run on Android tablets before it provided 
one for iPads, even though at that time Android tablets only had a small share of the market.

Source: Martin Peers, “Apple Risks App-lash on iPad,” Wall Street Journal Online (February 17, 2011).

MANAGEMENT INSIGHT

Target Costing

Automobile manufacturers like Ford or Toyota face a competitive market. The 
price of an automobile is affected greatly by the laws of supply and demand, so no 
company in this industry can affect the price to a signifi cant degree. Therefore, to 
earn a profi t, companies in the auto industry must focus on controlling costs. This 
requires setting a target cost that provides a desired profi t. Illustration 8-2 shows 
the relationship and importance of a target cost to the price and desired profi t.

Illustration 8-2  
Target cost as related to price 
and profi t

Market Price 2 Desired Profi t 5 Target Cost

If General Motors can produce its automobiles for the target cost (or less), it 
will meet its profi t goal. If it cannot achieve its target cost, it will fail to produce 
the desired profi t, which will disappoint its stockholders.

In a competitive market, a company chooses the segment of the market it wants 
to compete in—that is, its market niche. For example, it may choose between selling 
luxury goods or economy goods in order to focus its efforts on one segment or the 
other. Once the company has identifi ed the segment of the market that it wants to 
compete in, it conducts market research. This determines the features its product 
should have, and what the market price is for a product with those features. Once 
the company has determined this price, it can determine its target cost by setting a 
desired profi t. The difference between the market price and the desired profi t is the 
target cost of the product (shown in Illustration 8-2). After the company determines 
the target cost, it assembles a team of employees with expertise in a variety of areas 
(production and operations, marketing, and fi nance). The team’s task is to design 
and develop a product that can meet quality specifi cations while not exceeding the 
target cost. The target cost includes all product and period costs necessary to make 
and market the product or service.

Compute a target cost 
when the market deter-
mines a product price.

1LEARNING OBJECTIVE
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336     8 Pricing

What are some issues that Levi Strauss should consider in deciding whether it should 
agree to meet Wal-Mart’s target price? (See page 381.)?

Wal-Mart Says the Price Is Too High

“And the price should be $19 per pair of jeans instead of $23,” said the retailer Wal-Mart 
Stores Inc. to jean maker Levi Strauss. What happened to Levi Strauss is what happens to many 
manufacturers who deal with Wal-Mart. Wal-Mart often sets the price, and the manufacturer 
has to fi gure out how to make a profi t, given that price. In Levi Strauss’s case, it revamped its 
distribution and production to serve Wal-Mart and improve its overall record of timely deliveries. 
Producing a season of new jeans styles, from conception to store shelves, used to take Levi 12 
to 15 months. Today, it takes just 10 months for Levi Strauss signature jeans; for regular Levi’s, 
the time is down to 7 1/2 months. As the chief executive of Levi Strauss noted, “We had to 
change people and practice. It’s been somewhat of a D-Day invasion approach.”

Source: “In Bow to Retailers’ New Clout, Levi Strauss Makes Alterations,” Wall Street Journal (June 17, 
2004), p A1.

MANAGEMENT INSIGHT

 DECISION TOOLKIT
 DECISION CHECKPOINTS  INFO NEEDED FOR DECISION  TOOL TO USE FOR DECISION  HOW TO EVALUATE RESULTS

How does management use 
target costs to make decisions 
about manufacturing products 
or providing services?

Target selling price less desired 
profi t equals target cost

If actual cost exceeds target 
cost, the company will not 
earn desired profi t. If desired 
profi t is not achieved, company 
must evaluate whether to 
manufacture the product or 
provide the service.

Target selling price, desired 
profi t, target cost

 

Target Costing

Action Plan
✔   Recall that Market 

price 2 Desired 
profi t 5 Target cost.

✔   The minimum rate of 
return is a company’s 
desired profi t.

>  DO IT!

The desired profi t for this new product line is $250,000 ($1,000,000 3 25%).

Each cover must result in $1.25 of profi t ($250,000/200,000 units).

 Market price 2 Desired profi t 5 Target cost per unit
 $20 2 $1.25 5 $18.75 per unit

Fine Line Phones is considering introducing a fashion cover for its phones. Market re-
search indicates that 200,000 units can be sold if the price is no more than $20. If Fine 
Line decides to produce the covers, it will need to invest $1,000,000 in new production 
equipment. Fine Line requires a minimum rate of return of 25% on all investments.

Determine the target cost per unit for the cover.

Solution

✔  The Navigator

Related exercise material: BE8-1, E8-1, E8-2, and           8-1.DO IT! 

c08Pricing.indd Page 336  7/29/11  11:05 AM user-F393c08Pricing.indd Page 336  7/29/11  11:05 AM user-F393 /Users/user-F393/Desktop/Users/user-F393/Desktop



Pricing Goods for External Sales     337

Cost-Plus Pricing

As discussed, in a competitive product environment, the price of a product is 
set by the market. In order to achieve its desired profi t, the company focuses 
on achieving a target cost. In a less competitive environment, companies have 
a greater ability to set the product price. Commonly, when a company sets a 
product price, it does so as a function of, or relative to, the cost of the product 
or service. This is referred to as cost-plus pricing. Under cost-plus pricing, a 
company fi rst determines a cost base and then adds a markup to the cost base to 
determine the target selling price.

If the cost base includes all of the costs required to produce and sell the product, 
then the markup represents the desired profi t. This can be seen in Illustration 8-3, 
where the markup represents the difference between the selling price and cost—
the profi t on the product.

Illustration 8-3  
Relation of markup to cost 
and selling price

 Selling Price 2 Cost 5 Markup (Profi t)

Illustration 8-4  
Cost-plus pricing formula Cost 1 Markup 5 Target Selling Price

The size of the markup (profi t) depends on the return the company hopes to 
generate on the amount it has invested. In determining the optimal markup, the 
company must consider competitive and market conditions, political and legal 
issues, and other relevant factors. Once the company has determined its cost base 
and its desired markup, it can add the two together to determine the target selling 
price. The basic cost-plus pricing formula is expressed as follows.

To illustrate, assume that Thinkmore Products, Inc. is in the process of set-
ting a selling price on its new video camera pen. It is a functioning pen that will 
record up to 2 hours of audio and video. The per unit variable cost estimates for 
the video camera pen are as follows.

Illustration 8-5  
Variable cost per unit Per Unit

Direct materials $23
Direct labor 17
Variable manufacturing overhead 12
Variable selling and administrative expenses 8

Variable cost per unit $60

To produce and sell its product, Thinkmore incurs fi xed manufacturing overhead 
of $280,000 and fi xed selling and administrative expenses of $240,000. To arrive 
at the cost per unit, we divide total fi xed costs by the number of units the com-
pany expects to produce. Illustration 8-6 shows the computation of fi xed cost per 
unit for Thinkmore, assuming the production of 10,000 units.

Illustration 8-6  
Fixed cost per unit, 
10,000 units

 Total   Budgeted  Cost per
 Costs 4 Volume 5 Unit

Fixed manufacturing overhead $280,000 4 10,000 5 $28
Fixed selling and administrative expenses 240,000 4 10,000 5 24

Fixed cost per unit     $52

Compute a target selling 
price using cost-plus 
pricing.

2LEARNING OBJECTIVE
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338     8 Pricing

Management is ultimately evaluated based on its ability to generate a high 
 return on the company’s investment. This is frequently expressed as a return 
on investment (ROI) percentage, calculated as income divided by the average 
amount invested in a product or service. A higher percentage refl ects a greater 
success in generating profi ts from the investment in a product or service. Chapter 
10 provides a more in-depth discussion of the use of ROI to evaluate the perfor-
mance of investment center managers.

To achieve a desired return on investment percentage, a product’s markup 
should be determined by calculating the desired return on investment (ROI) 
per unit. This is calculated by multiplying the desired ROI percentage times the 
amount invested to produce the product, and then dividing this by the number 
of units produced. Illustration 8-7 shows the computation used to determine a 
markup amount based on a desired ROI per unit for Thinkmore, assuming that 
the company desires a 20% ROI and that it has invested $1,000,000.

Thinkmore expects to receive income of $200,000 (20% 3 $1,000,000) on its 
$1,000,000 investment. On a per unit basis, the markup based on the desired ROI 
per unit is $20 ($200,000 4 10,000 units). Given the per unit costs shown above, 
Illustration 8-8 computes the sales price to be $132.

Illustration 8-7  
Calculation of markup based 
on desired ROI per unit

 Desired ROI Percentage 3 Amount Invested 
5 Markup

 Units Produced

 20% 3 $1,000,000 
5 $20

 10,000 units

Illustration 8-9  
Computation of markup 
percentage

 Markup (Desired ROI   Total  Markup
 per Unit) 

4
 Unit Cost 

5
 Percentage

 $20 4 $112 5 17.86%

In most cases, companies like Thinkmore use a percentage markup on cost 
to determine the selling price. The formula to compute the markup percentage to 
achieve a desired ROI of $20 per unit is as follows.

Using a 17.86% markup on cost, Thinkmore Products would compute the target 
selling price as follows.

Illustration 8-10  
Computation of selling 
price—markup approach

       Target
 Total Unit Cost 1 

Total 
3

 Markup
 5 Selling Price

   
Unit Cost  Percentage 

 per Unit

 $112 1 ($112 3 17.86%) 5 $132

_

_

Thinkmore should set the price for its video camera pen at $132 per unit.

Illustration 8-8  
Computation of selling price, 
10,000 units

 Per Unit

Variable cost $  60
Fixed cost 52

Total cost 112
Markup (desired ROI) 20

Selling price per unit $132
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LIMITATIONS OF COST-PLUS PRICING
The cost-plus pricing approach has a major advantage: It is simple to compute. 
However, the cost model does not give consideration to the demand side. That is, 
will customers pay the price Thinkmore computed for its video camera pen? In 
addition, sales volume plays a large role in determining per unit costs. The lower 
the sales volume, for example, the higher the price Thinkmore must charge to 
meet its desired ROI. To illustrate, if the budgeted sales volume was 8,000 instead 
of 10,000, Thinkmore’s variable cost per unit would remain the same. However, 
the fi xed cost per unit would change as follows.

Illustration 8-11 
Fixed cost per unit, 
8,000 units

 Total  Budgeted  Cost per
 Costs 

4
 Volume 

5
 Unit

Fixed manufacturing overhead $280,000 4 8,000 5 $35
Fixed selling and administrative expenses 240,000 4 8,000 5 30

Fixed cost per unit     $65

Illustration 8-12  
Computation of selling 
price, 8,000 units

 Per Unit

Variable cost $  60
Fixed cost 65

Total cost 125
Desired ROI 25

Selling price per unit $150

As indicated in Illustration 8-6, the fi xed cost per unit for 10,000 units was 
$52. However, at a lower sales volume of 8,000 units, the fi xed cost per unit in-
creases to $65. Thinkmore’s desired 20% ROI now results in a $25 ROI per unit 
[(20% 3 $1,000,000) 4 8,000]. Thinkmore computes the selling price at 8,000 
units as follows.

As shown, the lower the budgeted volume, the higher the per unit price. The 
reason: Fixed costs and ROI are spread over fewer units, and therefore the fi xed 
cost and ROI per unit increase. In this case, at 8,000 units, Thinkmore would 
have to mark up its total unit costs 20% to earn a desired ROI of $25 per unit, as 
shown below.

 20% 5 $25 (desired ROI)

   $125 (total unit cost)

The target selling price would then be $150, as indicated earlier:

$125 1 ($125 3 20%) 5 $150

The opposite effect will occur if budgeted volume is higher (say, at 12,000 
units) because fi xed costs and ROI can be spread over more units. As a result, the 
cost-plus model of pricing will achieve its desired ROI only when Thinkmore sells 
the quantity it budgeted. If actual volume is much less than budgeted volume, 
Thinkmore may sustain losses unless it can raise its prices.

Variable-Cost Pricing

In determining the target price for Thinkmore’s video camera pen, we calculated 
the cost base by including all costs incurred. This approach is referred to as full-
cost pricing. Instead of using full costs to set prices, some companies simply add 
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340     8 Pricing

What kind of help might the sales staff need in implementing this new approach? 
(See page 381.)?

 DECISION TOOLKIT
 DECISION CHECKPOINTS  INFO NEEDED FOR DECISION  TOOL TO USE FOR DECISION  HOW TO EVALUATE RESULTS

What factors should be 
 considered in determining 
selling price in a less 
 competitive environment?

Total cost per unit plus desired 
profi t equals target selling 
price

Does company make its 
desired profi t? If not, does the 
profi t shortfall result from less 
volume?

Total cost per unit and desired 
profi t (cost-plus pricing)

 

Target Selling 
Price

>  DO IT!

Air Corporation produces air purifi ers. The following per unit cost information is avail-
able: direct materials $16, direct labor $18, variable manufacturing overhead $11, vari-
able selling and administrative expenses $6. Fixed selling and administrative expenses are 
$50,000, and fi xed manufacturing overhead is $150,000. Using a 45% markup percentage 
on total per unit cost and assuming 10,000 units, compute the target selling price.

a markup to their variable costs (thus excluding fi xed manufacturing and fi xed 
selling and administrative costs). Using variable-cost pricing as the basis for set-
ting prices avoids the problem of using uncertain cost information (as shown in 
Illustration 8-11) related to fi xed-cost-per-unit computations. Variable-cost pricing 
also is helpful in pricing special orders or when excess capacity exists.

The major disadvantage of variable-cost pricing is that managers may set 
the price too low and consequently fail to cover their fi xed costs. In the long run, 
failure to cover fi xed costs will lead to losses. As a result, companies that use 
variable-cost pricing must adjust their markups to make sure that the price set 
will provide a fair return. The use of variable costs as the basis for setting prices 
is discussed in the appendix to this chapter.

MANAGEMENT INSIGHT
At Least It Was Simple

For nearly 90 years, Parker Hannifi n used the same simple approach to price its industrial 
parts. It calculated the production cost, then added on a percentage of the cost (about 35%) 
to arrive at the price. It didn’t matter if a product was a premium product or a standard prod-
uct. And if Parker reduced its production costs, it then also cut the price for the product. The 
problem with this approach was that it made it diffi cult for the company to ever substantially 
increase its profi t margins. So the company’s CEO decided to break with tradition and imple-
ment strategic pricing schemes similar to those used by retailers. It determined that for about 
a third of its products, it had a competitive advantage that would allow it to charge a higher 
markup. For example, there might be limited competition for the product, or its product might 
be of higher quality, or it might have the ability to produce a product faster. The company 
determined that the price increases raised net income by $200 million—not bad considering 
that net income was $130 million before the price increases.

Source: Timothy Aeppel, “Changing the Formula: Seeking Perfect Prices, CEO Tears Up the Rules,” Wall Street 
Journal Online (March 27, 2007).
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Action Plan
✔   Calculate the total cost 

per unit.

✔   Multiply the total cost 
per unit by the markup 
percentage, then add 
this amount to the 
total cost per unit to 
determine the target 
selling price.

✔  The Navigator

Related exercise material: BE8-2, BE8-3, BE8-4, BE8-5, E8-3, E8-4, E8-5, E8-6, E8-7, and           8-2.DO IT! 

Direct materials $16
Direct labor 18
Variable manufacturing overhead 11
Variable selling and administrative expenses 6
Fixed selling and administrative expenses 5*
Fixed manufacturing overhead 15**

Total unit cost $71

 Total   Total  Markup  Target
 unit cost 1 unit cost 3 percentage 5 selling price

 $71 1 ($71 3 45%) 5 $102.95

*$50,000 4 10,000; **$150,000 4 10,000

_

_

Solution

Illustration 8-13 
Total annual budgeted time 
and material costs

Lake Holiday Marina
Budgeted Costs for the Year 2014

  Material
 Time  Loading
 Charges Charges*

Mechanics’ wages and benefi ts $103,500 —
Parts manager’s salary and benefi ts — $11,500
Offi ce employee’s salary and benefi ts 20,700 2,300
Other overhead (supplies, depreciation, 
 property taxes, advertising, utilities) 26,800 14,400

Total budgeted costs $151,000 $28,200

*The material loading charges exclude the invoice cost of the materials.

Using time-and-material pricing involves three steps: (1) calculate the per 
hour labor charge, (2) calculate the charge for obtaining and holding materials, 
and (3) calculate the charges for a particular job.

STEP 1: CALCULATE THE LABOR RATE. The fi rst step for time-and-material pricing 
is to determine a charge for labor time. The charge for labor time is expressed as a 

Another variation on cost-plus pricing is time-and-material pricing. Under this 
approach, the company sets two pricing rates—one for the labor used on a job 
and another for the material. The labor rate includes direct labor time and other 
employee costs. The material charge is based on the cost of direct parts and 
 materials used and a material loading charge for related overhead costs. Time-
and-material pricing is widely used in service industries, especially professional 
fi rms such as public accounting, law, engineering, and consulting fi rms, as well 
as construction companies, repair shops, and printers.

To illustrate a time-and-material pricing situation, assume the following data 
for Lake Holiday Marina, a boat and motor repair shop.

Pricing Services

Use time-and-material 
pricing to determine the 
cost of services provided.

3LEARNING OBJECTIVE
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342     8 Pricing

rate per hour of labor. This rate includes (1) the direct labor cost of the  employee, 
including hourly rate or salary and fringe benefi ts; (2) selling, administrative, and 
similar overhead costs; and (3) an allowance for a desired profi t or ROI per hour 
of employee time. In some industries, such as repair shops for autos and boats, 
the same hourly labor rate is charged regardless of which employee performs the 
work. In other industries, the rate that is charged is adjusted according to clas-
sifi cation or level of the employee. A public accounting fi rm, for example, would 
charge different rates for the services of an assistant, senior, manager, or partner; 
a law fi rm would charge different rates for the work of a paralegal, associate, or 
partner.

Illustration 8-14 shows computation of the hourly charges for Lake Holiday 
Marina during 2014. The marina budgets 5,000 annual labor hours in 2014, and 
it desires a profi t margin of $8 per hour of labor.

Formulas Data Review ViewPage LayoutInsert
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CB FED

Lake Holiday Marina.xlsLake Holiday Marina.xls

Hourly labor rate for repairs
   Mechanics’ wages and benefits
Overhead costs
   Office employee’s salary and benefits
   Other overhead
Total hourly cost
Profit margin
Rate charged per hour of labor

$103,500

20,700
26,800

$151,000

$20.70

4.14
5.36

30.20
8.00

$38.20

Home

Per Hour
Per Hour
Charge

5,000

5,000
5,000
5,000

Total
Hours

Total
Cost 54

4

4

4

4

5

5

5

5

Illustration 8-14  
Computation of hourly 
time-charge rate

The marina multiplies this rate of $38.20 by the number of hours of labor 
used on any particular job to determine the labor charge for that job.

STEP 2: CALCULATE THE MATERIAL LOADING CHARGE. The charge for materials 
typically includes the invoice price of any materials used on the job plus a ma-
terial loading charge. The material loading charge covers the costs of purchas-
ing, receiving, handling, and storing materials, plus any desired profi t margin on 
the materials themselves. The material loading charge is expressed as a percentage 
of the total estimated costs of parts and materials for the year. To determine 
this percentage, the company does the following: (1) It estimates its total annual 
costs for purchasing, receiving, handling, and storing materials. (2) It divides this 
amount by the total estimated cost of parts and materials. (3) It adds a desired 
profi t margin on the materials themselves.

Illustration 8-15 shows computation of the material loading charge used by 
Lake Holiday Marina during 2014. The marina estimates that the total invoice 
cost of parts and materials used in 2014 will be $120,000. The marina desires a 
20% profi t margin on the invoice cost of parts and materials.

The marina’s material loading charge on any particular job is 43.50% mul-
tiplied by the cost of materials used on the job. For example, if the marina used 
$100 of parts, the additional material loading charge would be $43.50.

STEP 3: CALCULATE CHARGES FOR A PARTICULAR JOB.  The charges for any par-
ticular job are the sum of (1) the labor charge, (2) the charge for the materials, 
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Pricing Services     343

and (3) the material loading charge. For example, suppose that Lake Holiday 
Marina prepares a price quotation to estimate the cost to refurbish a used 28-
foot pontoon boat. Lake Holiday Marina estimates the job will require 50 hours 
of labor and $3,600 in parts and materials. Illustration 8-16 shows the marina’s 
price quotation.

Formulas Data Review ViewPage LayoutInsert
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9

11
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A
P18 fx

CB FED

Lake Holiday Marina.xlsLake Holiday Marina.xls

Overhead costs
  Parts manager’s salary and benefits
  Office employee’s salary

  Other overhead

Profit margin
Material loading percentage

$11,500
2,300

13,800
 

14,400
$28,200

11.50%

12.00%
23.50%
20.00%
43.50%

Home

$120,000

120,000
120,000

54

 

4

4

4

 

5

5

5

Material
Loading

Percentage

Total Invoice
Cost, Parts

and Materials

Material
Loading
Charges

Illustration 8-15  
Computation of material 
loading charge

Illustration 8-16  
Price quotation for time 
and material

Lake Holiday Marina
Time-and-Material Price Quotation

Job: Marianne Perino, repair of 28-foot pontoon boat
Labor charges: 50 hours @ $38.20  $1,910
Material charges
 Cost of parts and materials $3,600
 Material loading charge (43.5% 3 $3,600) 1,566 5,166

Total price of labor and material  $7,076

 DECISION TOOLKIT
 DECISION CHECKPOINTS  INFO NEEDED FOR DECISION  TOOL TO USE FOR DECISION  HOW TO EVALUATE RESULTS

How do we set prices when 
it is diffi cult to estimate total 
cost per unit?

Compute labor rate charge 
and material rate charge. In 
each of these calculations, 
add a profi t margin.

Is the company profi table under 
this pricing approach? Are 
employees earning reasonable 
wages?

Two pricing rates needed: one 
for labor use and another for 
materials

Included in the $7,076 price quotation for the boat repair are charges for labor 
costs, overhead costs, materials costs, materials handling and storage costs, and 
a profi t margin on both labor and parts. Lake Holiday Marina used labor hours 
as a basis for computing the time rate. Other companies, such as machine shops, 
plastic molding shops, and printers, might use machine hours.
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344     8 Pricing

What implications does this have for a service company’s need for managerial accounting? 
(See page 381.)?

Time-and-Material 
Pricing

Action Plan
✔   Calculate the labor 

charge.

✔   Calculate the material 
loading charge.

✔   Compute the bill for 
specifi c repair.

>  DO IT!

Presented below are data for Harmon Electrical Repair Shop for next year.

Repair-technicians’ wages $130,000
Fringe benefi ts 30,000
Overhead 20,000

The desired profi t margin per labor hour is $10. The material loading charge is 40% of 
invoice cost. Harmon estimates that 8,000 labor hours will be worked next year. If Harmon 
repairs a TV that takes 4 hours to repair and uses parts costing $50, compute the bill for 
this job.

Solution

     Per Hour
 Total Cost 4 Total Hours 5 Charge

Repair-technicians’ wages $130,000 4 8,000 5 $16.25
Fringe benefi ts 30,000 4 8,000 5 3.75
Overhead 20,000 4 8,000 5 2.50

 $180,000 4 8,000 5 22.50

Profi t margin     10.00

Rate charged per hour of labor     $32.50

Job: Repair TV
Labor charges: 4 hours @ $32.50  $130
Material charges
 Cost of parts and materials $50
 Material loading charge (40% 3 $50) 20 70

Total price of labor and material  $200

✔  The Navigator

Related exercise material: BE8-6, E8-8, E8-9, E8-10, and           8-3.DO IT! 

It Ain’t Like It Used to Be

For many decades, professionals in most service industries have used some form of hourly 
based price, regardless of the outcome. But the most recent recession appears to have brought 
an end to that practice. Many customers are now demanding that the bill be tied to actual 
performance, rather than to the amount of hours worked. For example, one communications 
company that used to charge about $15,000 or more per month as its “retainer fee” now 
instead charges based on achieving particular outcomes. Now, it might charge $10,000 if it 
obtains a desirable public speaking engagement for a company executive. Similarly, a digital 
marketing agency reduced its hourly fee from $135 to $80, but it gets a bonus if it achieves 
specifi ed increases in the sales volume on a customer’s website.

Source: Simona Covel, “Firms Try Alternative to Hourly Fees,” Wall Street Journal Online (April 2, 2009).

SERVICE COMPANY INSIGHT
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In today’s global economy, growth is often vital to survival. Some companies grow 
“vertically,” meaning the company expands in the direction of either its suppliers 
or its customers. For example, a manufacturer of bicycles like Trek may acquire a 
bicycle component manufacturer or a chain of bicycle shops. A movie production 
company like Walt Disney or Time Warner may acquire a movie theater chain or 
a cable television company.

Divisions within vertically integrated companies normally transfer goods or 
services to other divisions within the same company, as well as make sales to 
customers outside the company. When goods are transferred between divisions 
of the same company, the price used to record the transaction is the transfer 
price. Illustration 8-17 shows transfers between divisions for Aerobic Bicycle 
Company. As shown, the Component Division sells goods to the Company’s 
 Assembly Division, as well as to outside parties. Units sold to the Assembly Division 
are recorded at the transfer price.

Transfer Pricing for Internal Sales

Assembly Division
Transfer

price
?

Sell to Outside

Component Division

Sell to Outside

Illustration 8-17 
Transfer pricing example

The primary objective of transfer pricing is the same as that of pricing a prod-
uct to an outside party. The objective is to maximize the return to the company. 
An additional objective of transfer pricing is to measure divisional performance 
accurately. Setting a transfer price is complicated because of competing interests 
among divisions within the company. For example, in the case of the bicycle com-
pany shown in Illustration 8-17, setting the transfer price high will benefi t the 
Component Division (the selling division), but will hurt the Assembly Division 
(the purchasing division).

There are three possible approaches for determining a transfer price:

1. Negotiated transfer prices.

2. Cost-based transfer prices.

3. Market-based transfer prices.

Conceptually, a negotiated transfer price should work best, but due to practical 
considerations, companies often use the other two methods.
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346     8 Pricing

Negotiated Transfer Prices

A negotiated transfer price is determined through agreement of division man-
agers. To illustrate negotiated transfer pricing, we examine Alberta Company. 
Until recently, Alberta focused exclusively on making rubber soles for work boots 
and hiking boots. It sold these rubber soles to boot manufacturers. However, last 
year the company decided to take advantage of its strong reputation by expand-
ing into the business of making hiking boots. As a consequence of this expansion, 
the company is now structured as two independent divisions, the Boot Division 
and the Sole Division. The company compensates the manager of each division 
based on achievement of profi tability targets for that division.

The Boot Division manufactures leather uppers for hiking boots and attaches 
these uppers to rubber soles. During its fi rst year, the Boot Division purchased its 
rubber soles from an outside supplier so as not to disrupt the operations of the 
Sole Division. However, top management now wants the Sole Division to provide 
at least some of the soles used by the Boot Division. Illustration 8-18 shows the 
computation of the contribution margin per unit for each division when the Boot 
Division purchases soles from an outside supplier.

Illustration 8-18  
Computation of contribution 
margin for two divisions, when 
Boot Division purchases soles 
from an outside supplier

 Boot Division Sole Division

 Selling price of boots $90 Selling price of sole $18

 Variable cost of boot   Variable cost per sole 11
  (not including sole) 35 

 Cost of sole purchased from 
  outside supplier 17 Contribution margin
 Contribution margin per unit $38  per unit $  7

Total contribution margin per unit $45 ($38 1 $7)

This information indicates that the contribution margin per unit for the Boot 
Division is $38 and for the Sole Division is $7. The total contribution margin per 
unit is $45 ($38 1 $7).

Now let’s ask the question, “What would be a fair transfer price if the Sole 
Division sold 10,000 soles to the Boot Division?” The answer depends on how 
busy the Sole Division is—that is, whether it has excess capacity.

NO EXCESS CAPACITY
As indicated in Illustration 8-18, the Sole Division charges outside customers 
$18 and derives a contribution margin of $7 per sole. The Sole Division has no 
excess capacity and produces and sells 80,000 units (soles) to outside customers. 
Therefore, the Sole Division must receive from the Boot Division a payment that 
will at least cover its variable cost per sole plus its lost contribution margin per 
sole. (This lost contribution margin is often referred to as opportunity cost.) If 
the Sole Division cannot recover that amount—called the minimum transfer 
price—it should not sell its soles to the Boot Division. The minimum transfer 
price that would be acceptable to the Sole Division is $18, as shown below.

Illustration 8-19  
Minimum transfer price—no 
excess capacity

     Minimum
 

Variable Cost 1 Opportunity Cost
 

5
 Transfer Price

 $11 1 $7 5 $18

Determine a transfer price 
using the negotiated, 
cost-based, and market-
based approaches.

4LEARNING OBJECTIVE
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From the perspective of the Boot Division (the buyer), the most it will pay 
is what the sole would cost from an outside supplier. In this case, therefore, the 
Boot Division would pay no more than $17. As shown in Illustration 8-20, an 
 acceptable transfer price is not available in this situation.

Illustration 8-21  
Minimum transfer price 
formula—excess capacity

     Minimum
 

Variable Cost 1 Opportunity Cost 5
 Transfer Price

 $11 1 $0 5 $11

Transfer price 
of $17

Boot Division Sole Division

I will pay no more
than $17 (cost from 

outside supplier).

I must receive at least my 
variable costs and my lost 

contribution margin, or $18.

Illustration 8-20  
Transfer price negotiations—
no deal

Boot Division Sole Division

I will pay no more than $17
(cost from outside supplier) I want at least $11.

Let's make a deal!

Illustration 8-22  
Transfer pricing 
negotiations—deal

EXCESS CAPACITY
What happens if the Sole Division has excess capacity? For example, assume 
the Sole Division can produce 80,000 soles but can sell only 70,000 soles in the 
open market. As a result, it has available capacity of 10,000 units. Because it has 
excess capacity, the Sole Division could provide 10,000 units to the Boot Division 
without losing its $7 contribution margin on these units. Therefore, the mini-
mum price it would now accept is $11, as shown below.

In this case, the Boot Division and the Sole Division should negotiate a transfer 
price within the range of $11 to $17, as shown in Illustration 8-22.

Given excess capacity, Alberta Company will increase its overall net income 
if the Boot Division purchases the 10,000 soles internally. This is true as long as 
the Sole Division’s variable cost is less than the outside price of $17. The Sole 
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Division will receive a positive contribution margin from any transfer price above 
its variable cost of $11. The Boot Division will benefi t from any price below $17. 
At any transfer price above $17 the Boot Division will go to an outside supplier, 
a solution that would be undesirable to both divisions, as well as to the company 
as a whole.

VARIABLE COSTS
In the minimum transfer price formula, variable cost is defi ned as the variable 
cost of units sold internally. In some instances, the variable cost of units sold 
internally will differ from the variable cost of units sold externally. For example, 
companies often can avoid some variable selling expenses when units are sold 
internally. In this case, the variable cost of units sold internally will be lower than 
that of units sold externally.

Alternatively, the variable cost of units sold internally could be higher than 
normal if the internal division requests a special order that requires more expen-
sive materials or additional labor. For example, assume that the Boot Division 
designs a new high-margin, heavy-duty boot. The sole for this boot will use  denser 
rubber with an intricate lug design. Alberta Company is not aware of any supplier 
that currently makes such a sole, nor does it feel that any other supplier can meet 
its quality expectations. As a consequence, there is no available market price to 
use as the transfer price.

We can, however, employ the formula for the minimum transfer price to 
assist in arriving at a reasonable solution. After evaluating the special sole, the 
Sole Division determines that its variable cost would be $19 per sole. The Sole 
Division is at full capacity. The Sole Division’s opportunity cost at full capacity is 
the $7 ($18 2 $11) per sole that it earns producing the standard sole and selling 
it to an outside customer. Therefore, the minimum transfer price that the Sole 
Division would be willing to accept for the special-order sole would be:

Illustration 8-23  
Minimum transfer price 
formula—special order

     Minimum
 

Variable Cost 1 Opportunity Cost 5
 Transfer Price

 $19 1 $7 5 $26

The transfer price of $26 provides the Sole Division with enough revenue to cover 
its increased variable cost and its opportunity cost (contribution margin on its 
standard sole).

SUMMARY OF NEGOTIATED TRANSFER PRICING
Under negotiated transfer pricing, the selling division establishes a minimum 
transfer price, and the purchasing division establishes a maximum transfer price. 
This system provides a sound basis for establishing a transfer price because both 
divisions are better off if the proper decision rules are used. However, companies 
often do not use negotiated transfer pricing because:

• Market price information is sometimes not easily obtainable.

•  A lack of trust between the two negotiating divisions may lead to a break-
down in the negotiations.

•  Negotiations often lead to different pricing strategies from division to divi-
sion, which is cumbersome and sometimes costly to implement.

Many companies, therefore, often use simple systems based on cost or market 
information to develop transfer prices.
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Transfer Pricing

Action Plan
✔   Determine whether 

the company is at full 
capacity or not.

✔   Determine variable 
cost and opportunity 
cost.

✔   Apply minimum 
 transfer price formula.

>  DO IT!

The clock division of Control Central Corporation manufactures clocks and then sells 
them to customers for $10 per unit. Its variable cost is $4 per unit, and its fi xed cost per 
unit is $2.50. Management would like the clock division to transfer 8,000 of these clocks to 
another division within the company at a price of $5. The clock division could avoid $0.50 
per clock of variable packaging costs by selling internally.

(a) Determine the minimum transfer price, assuming the clock division is not operating 
at full capacity. (b) Determine the minimum transfer price, assuming the clock division is 
operating at full capacity.

Solution

(a) If the clock division is not operating at full capacity, the opportunity cost for the 
clocks is $0. Since internal sales will eliminate $0.50 of packaging costs, the variable 
cost per clock is $3.50 ($4 2 $0.50).

  Minimum transfer price 5 Variable cost 1 Opportunity cost
  $3.50 5 $3.50 1 $0

(b) If the clock division is already operating at full capacity, the opportunity cost for 
the clocks is $6 ($10 2 $4). Since internal sales will eliminate $0.50 of packaging 
costs, the variable cost per clock is $3.50 ($4 2 $0.50).

  Minimum transfer price 5 Variable cost 1 Opportunity cost
  $9.50 5 $3.50 1 $6

✔  The Navigator

Related exercise material: BE8-7, BE8-8, BE8-9, E8-11, E8-12, E8-13, E8-14, E8-15, and           8-4.DO IT! 

Cost-Based Transfer Prices

An alternative to negotiated transfer pricing is cost-based pricing. A cost-based 
transfer price is based on the costs incurred by the division producing the goods 
or  services. A cost-based transfer price can be based on variable costs alone, or 
on variable costs plus fi xed costs. Also, in some cases the selling division may add 
a markup.

The cost-based approach sometimes results in improper transfer prices. 
 Improper transfer prices can reduce company profi ts and provide unfair eval-
uations of division performance. To illustrate, assume that Alberta Company 
 requires the division to use a transfer price based on the variable cost of the 
sole. With no  excess capacity, the contribution margins per unit for the two divi-
sions are:

Illustration 8-24  
Cost-based transfer 
price—10,000 units

 Boot Division Sole Division

 Selling price of boots $90 Selling price of sole $11

 Variable cost of boot   Variable cost per sole 11
  (not including sole) 35 

 Cost of sole purchased from sole 
  division 11 Contribution margin
 Contribution margin per unit $44  per unit $  0

Total contribution margin per unit $44 ($44 1 $0)
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This cost-based transfer system is a bad deal for the Sole Division as it reports 
no profi t on the transfer of 10,000 soles to the Boot Division. If the Sole Division 
could sell these soles to an outside customer, it would make $70,000 [10,000 3 
($18 2 $11)]. The Boot Division, on the other hand, is delighted: its contribution 
margin per unit increases from $38 to $44, or $6 per boot. Thus, this transfer 
price results in an unfair evaluation of these two divisions. 

Further examination of this example reveals that this transfer price reduces 
the company’s overall profi ts. The Sole Division lost a contribution margin per 
unit of $7 (Illustration 8-18, page 346), and the Boot Division experiences only a 
$6 increase in its contribution margin per unit. Overall, Alberta Company loses 
$10,000 [10,000 boots 3 ($7 2 $6)]. Illustration 8-25 illustrates this defi ciency.

The overall results change if the Sole Division has excess capacity. In this 
case, the Sole Division continues to report a zero profi t on these 10,000 units but 
does not lose the $7 per unit of contribution margin (because it had excess capac-
ity). The Boot Division gains $6. So overall, the company is better off by $60,000 
(10,000 3 $6). However, with a cost-based system, the Sole Division continues to 
report a zero profi t on these 10,000 units.

We can see that a cost-based system does not refl ect the division’s true profi t-
ability. What’s more, it does not provide adequate incentive for the Sole Division 
to control costs. The division’s costs are simply passed on to the next division.

Notwithstanding these disadvantages, the cost system is simple to understand 
and easy to use because the information is already available in the accounting 
system. In addition, market information is sometimes not available, so the only 
alternative is some type of cost-based system. As a result, it is the most common 
method used by companies to establish transfer prices.

Market-Based Transfer Prices

The market-based transfer price is based on existing market prices of com-
peting goods or services. A market-based system is often considered the best 
approach because it is objective and generally provides the proper economic 
incentives. For example, if the Sole Division can charge the market price, it is 
indifferent as to whether soles are sold to outside customers or internally to the 
Boot Division—it does not lose any contribution margin. Similarly, the Boot Divi-
sion pays a price for the soles that is at or reasonably close to market.

When the Sole Division has no excess capacity, the market-based system 
works reasonably well. The Sole Division receives market price, and the Boot 
Division pays market price.

If the Sole Division has excess capacity, however, the market-based system 
can lead to actions that are not in the best interest of the company. The minimum 

Alberta
Company

What happened? We were earning 
$45 per unit and now it is only $44.

Boot Division Sole Division

This is great. We 
now earn $6 more 

per unit.

Hey, we lost $7 per
unit and earned 

no profit.

Illustration 8-25  
Cost-based transfer price 
results—no excess capacity
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As more companies “globalize” their operations, an increasing number of inter-
company transfers are between divisions that are located in different countries. 
One estimate suggests that 60% of trade between countries is simply transfers 
between company divisions. Differences in tax rates across countries can compli-
cate the determination of the appropriate transfer price.

Companies must pay income tax in the country where they generate the in-
come. In order to maximize income and minimize income tax, many companies 
prefer to report more income in countries with low tax rates, and less income 
in countries with high tax rates. They accomplish this by adjusting the transfer 
prices they use on internal transfers between divisions located in different coun-
tries. They allocate more contribution margin to the division in the low-tax-rate 
country, and allocate less to the division in the high-tax-rate country.

To illustrate, suppose that Alberta’s Boot Division is located in a country with 
a corporate tax rate of 10%, and the Sole Division is located in a country with a 
tax rate of 30%. Illustration 8-26 (page 352) compares the after-tax contribution 
margin to the company using a transfer price of $18 versus a transfer price of $11.

Note that the before-tax total contribution margin to Alberta Company is $44 
regardless of whether the transfer price is $18 or $11. However, the after-tax total 
contribution margin to Alberta Company is $38.20 using the $18 transfer price, 
and $39.60 using the $11 transfer price. The reason: When Alberta uses the $11 
transfer price, more of the contribution margin is attributed to the division that 
is in the country with the lower tax rate, so it pays $1.40 less per shoe in taxes 
[($3.70 1 $2.10) 2 $4.40].

As this analysis shows, Alberta Company would be better off using the $11 
transfer price. However, this presents some concerns. First, the Sole Division 

Transfers Between Divisions in Different Countries

transfer price that the Sole Division should receive is its variable cost plus oppor-
tunity cost. If the Sole Division has excess capacity, its opportunity cost is zero. 
However, under the market-based system, the Sole Division transfers the goods 
at the market price of $18, for a contribution margin per unit of $7 ($18 2 $11). 
The Boot Division manager has to accept the $18 sole price. This price may not 
accurately refl ect a fair cost of the sole, given that the Sole Division had excess 
capacity. As a result, the Boot Division may overprice its boots in the market if it 
uses the market price of the sole plus a markup in setting the price of the boot. 
This action can lead to losses for Alberta overall.

As indicated earlier, in many cases, there simply is not a well-defi ned market 
for the good or service being transferred. When this is the case, a reasonable market 
value cannot be developed, so companies often resort to a cost-based system.

Effect of Outsourcing on Transfer Pricing

An increasing number of companies rely on outsourcing. Outsourcing involves 
contracting with an external party to provide a good or service, rather than per-
forming the work internally. Some companies have taken outsourcing to the 
 extreme by outsourcing all of their production. Many of these so-called virtual 
companies have well-established brand names though they do not manufacture 
any of their own products. Companies use incremental analysis (Chapter 7) to 
determine whether outsourcing is profi table. When companies outsource, fewer 
components are transferred internally between divisions. This reduces the need 
for transfer prices.

Explain issues involved 
in transferring goods 
between divisions in 
 different countries.

5LEARNING OBJECTIVE
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What are the implications for other taxpayers if companies reduce their taxes by using 
improper transfer prices to shift profi ts to lower-tax countries? (See page 381.)?

manager won’t be happy with an $11 transfer price. This price may lead to un-
fair evaluations of the Sole Division’s manager. Second, the company must ask 
whether it is legal and ethical to use an $11 transfer price when the market price 
clearly is higher than that.

Additional consideration of international transfer pricing is presented in 
advanced accounting texts.

Illustration 8-26 
After-tax contribution margin 
per unit under alternative 
transfer prices

Transferring Profi ts and Reducing Taxes

International transfer pricing issues create a huge headache for the Internal Revenue Service. 
Some estimates suggest that the United States loses over $25 billion in underpaid taxes due to 
transfer price abuses. Occasionally, violators are caught. Toyota, for example, reportedly paid a 
$1 billion settlement. But enforcement is complicated and time-consuming, and many foreign 
fi rms are reluctant to give access to their records.

U.S. companies have also been accused of transfer pricing abuse. It has been noted that at 
one time, U.S. giant Westinghouse booked over 25% of its profi t in the tiny island of Puerto 
Rico. At the time, the corporate tax rate there was zero. The rules require that the transfer 
price be based on the current market price that a nonrelated party would pay for the goods. 
But often this current market price is diffi cult to determine.

ETHICS INSIGHT

At $18 Transfer Price

 Boot Division Sole Division

Selling price of boots $90.00 Selling price of sole $18.00
Variable cost of boot  35.00 Variable cost per sole 11.00
 (not including sole) 
Cost of sole purchased internally 18.00

Before-tax contribution margin 37.00 Before-tax contribution margin 7.00
Tax at 10% 3.70 Tax at 30% 2.10

After-tax contribution margin $33.30 After-tax contribution margin $  4.90

Before-tax total contribution margin per unit to company 5 $37 1 $7 5 $44
After-tax total contribution margin per unit to company 5 $33.30 1 $4.90 5 $38.20

At $11 Transfer Price

 Boot Division Sole Division

Selling price of boots $90.00 Selling price of sole $11.00
Variable cost of boot  35.00 Variable cost per sole 11.00
 (not including sole) 
Cost of sole purchased internally 11.00

Before-tax contribution margin 44.00 Before-tax contribution margin 0.00
Tax at 10% 4.40 Tax at 30% 0.00

After-tax contribution margin $39.60 After-tax contribution margin $ 0.00

Before-tax total contribution margin per unit to company 5 $44 1 $0 5 $44
After-tax total contribution margin per unit to company 5 $39.60 1 $0 5 $39.60
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 DECISION TOOLKIT
 DECISION CHECKPOINTS  INFO NEEDED FOR DECISION  TOOL TO USE FOR DECISION  HOW TO EVALUATE RESULTS

What price should be charged 
for transfer of goods between 
divisions of a company?

Variable cost plus opportunity 
cost provides minimum transfer 
price for seller

If income of division provides 
fair evaluation of managers, 
then transfer price is useful. 
Also, income of the company 
overall should not be reduced 
due to the transfer pricing 
approach.

Variable cost, opportunity 
cost, market prices

Cedarburg Lumber specializes in building “high-end” playhouses for kids. It builds the components in its factory and then ships 
the parts to the customer’s home. It has contracted with carpenters across the country to do the fi nal assembly. Each year, the 
company introduces a new model. This year’s model looks like a miniature castle, complete with spires and drawbridge. The 
 accounting department provided the following cost estimates for this new product for a budgeted volume of 1,000 units.

 Per Unit Total
Direct materials $   840
Direct labor $1,600
Variable manufacturing overhead $   400
Fixed manufacturing overhead  $540,000
Variable selling and administrative expenses $   510
Fixed selling and administrative expenses  $320,000

Cedarburg Lumber uses cost-plus pricing to set its selling price. Management also directs that the target price be set to provide a 
25% return on investment (ROI) on invested assets of $4,200,000.

Instructions
(a) Compute the markup percentage and target selling price on this new playhouse.
(b)  Assuming that the volume is 1,500 units instead of 1,000 units, compute the markup percentage and target selling price that 

will allow Cedarburg Lumber to earn its desired ROI of 25%.

Solution
(a)
Variable cost per unit

 Per Unit
Direct materials $   840
Direct labor 1,600
Variable manufacturing overhead 400
Variable selling and administrative expenses 510
Variable cost per unit $3,350

Fixed cost per unit

 Total   Budgeted  Cost per
 Costs 4 Volume 5 Unit
Fixed manufacturing overhead $540,000 4 1,000 5 $540
Fixed selling and administrative expenses 320,000 4 1,000 5 320
Fixed cost per unit $860,000    $860

 USING THE DECISION TOOLKIT
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✔  The Navigator

Computation of selling price (1,000 units)
Variable cost per unit $3,350
Fixed cost per unit 860
Total unit cost 4,210
Desired ROI per unit* 1,050
Selling price $5,260

*($4,200,000 3 .25) 4 1,000

The markup percentage is:

 Desired ROI per unit  $1,050
 Total unit cost 5 $4,210 5 24.9%

(b) If the company produces 1,500 units, its selling price and markup percentage would be:

Computation of selling price (1,500 units)
Variable cost per unit $3,350
Fixed cost per unit ($860,000 4 1,500) 573**
Total unit cost 3,923
Desired ROI per unit* 700
Selling price $4,623

*($4,200,000 3 .25) 4 1,500
**Rounded

The markup percentage would be:

 Desired ROI per unit  $700
 Total unit cost 5 $3,923 5 17.8%

1  Compute a target cost when the market determines a 
product price. To compute a target cost, the company 
determines its target selling price. Once the target sell-
ing price is set, it determines its target cost by setting a 
desired profi t. The difference between the target price 
and desired profi t is the target cost of the product.

2  Compute a target selling price using cost-plus pricing. 
Cost-plus pricing involves establishing a cost base and 
adding to this cost base a markup to determine a target 
selling price. The cost-plus pricing formula is expressed 
as follows: Target selling price 5 Cost 1 (Markup per-
centage 3 Cost).

3  Use time-and-material pricing to determine the cost 
of services provided. Under time-and-material pric-
ing, two pricing rates are set—one for the labor used 
on a job and another for the material. The labor rate 
includes direct labor time and other employee costs. 
The material charge is based on the cost of direct parts 
and materials used and a material loading charge for 
related overhead costs.

4  Determine a transfer price using the negotiated, cost-
based, and market-based approaches.  The negotiated 

price is determined through agreement of division man-
agers. Under a cost-based approach, the transfer price 
may be based on variable cost alone or on variable costs 
plus fi xed costs. Companies may add a markup to these 
numbers. The cost-based approach often leads to poor 
performance evaluations and purchasing decisions. 
The advantage of the cost-based system is its simplic-
ity. A market-based transfer price is based on existing 
competing market prices and services. A market-based 
system is often considered the best approach because it 
is objective and generally provides the proper economic 
incentives.

5  Explain issues involved in transferring goods between 
divisions in different countries. Companies must pay in-
come tax in the country where they generate the income. 
In order to maximize income and minimize income tax, 
many companies prefer to report more income in coun-
tries with low tax rates, and less income in countries 
with high tax rates. This is accomplished by adjusting 
the transfer prices they use on internal transfers between 
divisions located in different countries.

SUMMARY OF LEARNING OBJECTIVES ✔  The Navigator
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 DECISION TOOLKIT A SUMMARY
 HOW TO EVALUATE RESULTS

If actual cost exceeds target 
cost, the company will not 
earn desired profi t. If desired 
profi t is not achieved, company 
must evaluate whether to 
manufacture the product or 
provide the service.

Total cost per unit plus desired 
profi t equals target selling 
price

What factors should be 
considered in determining 
selling price in a less 
competitive environment?

Total cost per unit and desired 
profi t (cost-plus pricing)

Does company make its 
desired profi t? If not, does the 
profi t shortfall result from less 
volume?

Compute labor rate charge 
and materials rate charge. In 
each of these calculations, 
add a profi t margin.

Variable cost plus opportunity 
cost provides minimum transfer 
price for seller

How do we set prices when 
it is diffi cult to estimate total 
cost per unit?

What price should be charged 
for transfer of goods between 
divisions of a company?

Two pricing rates needed: one 
for labor use and another for 
materials

Variable cost, opportunity 
cost, market prices

Is the company profi table 
under this pricing approach? 
Are employees earning 
 reasonable wages?

If income of division provides 
fair evaluation of managers, 
then transfer price is useful. 
Also, income of the company 
overall should not be reduced 
due to the transfer pricing 
approach.

 DECISION CHECKPOINTS  INFO NEEDED FOR DECISION

How does management use 
target costs to make decisions 
about manufacturing products 
or providing services?

Target selling price less 
desired profi t equals target 
cost

Target selling price, desired 
profi t, target cost

 TOOL TO USE FOR DECISION

APPENDIX 8A OTHER COST APPROACHES TO PRICING

In determining the target price for Thinkmore’s video camera pen in the chapter, 
we calculated the cost base by including all costs incurred. This approach is 
referred to as full-cost pricing. Using total cost as the basis of the markup makes 
sense conceptually because, in the long run, the price must cover all costs and 
provide a reasonable profi t. However, total cost is diffi cult to determine in prac-
tice. This is because period costs (selling and administrative expenses) are diffi -
cult to trace to a specifi c product. Activity-based costing can be used to overcome 
this diffi culty to some extent.

In practice, companies sometimes use two other cost approaches: (1) absorption-
cost pricing or (2) variable-cost pricing. Absorption-cost pricing is more popu-
lar than variable-cost pricing.2 We illustrate both approaches because both have 
merit.

Absorption-Cost Pricing

Absorption-cost pricing is consistent with generally accepted accounting prin-
ciples (GAAP). The reason: It includes both variable and fi xed manufacturing 
costs as product costs. It excludes from this cost base both variable and fi xed 

Determine prices using 
absorption-cost pricing 
and variable-cost pricing.

6LEARNING OBJECTIVE

2For a discussion of cost-plus pricing, see Eunsup Skim and Ephraim F. Sudit, “How Manufacturers 
Price Products,” Management Accounting (February 1995), pp. 37–39; and V. Govindarajan and 
R.N.  Anthony, “How Firms Use Cost Data in Pricing Decisions,” Management Accounting (65, no. 1), 
pp. 30–36.
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selling and administrative costs. Thus, companies must somehow provide for 
selling and administrative costs plus the target ROI, and they do this through the 
markup.

The fi rst step in absorption-cost pricing is to compute the unit manufactur-
ing cost. For Thinkmore Products, Inc., this amounts to $80 per unit at a volume 
of 10,000 units, as shown in Illustration 8A-1.

Illustration 8A-1  
Computation of unit 
manufacturing cost

 Per Unit

Direct materials $23
Direct labor 17
Variable manufacturing overhead 12
Fixed manufacturing overhead ($280,000 4 10,000) 28

Total unit manufacturing cost (absorption cost) $80

Illustration 8A-2  
Other information Variable selling and administrative expenses $  8

Fixed selling and administrative expenses ($240,000 4 10,000) $24
Desired ROI per unit $20

In addition, Thinkmore provides the following information regarding selling 
and administrative expenses per unit and desired ROI per unit.

The second step in absorption-cost pricing is to compute the markup per-
centage using the formula in Illustration 8A-3. Note that when companies use 
manufacturing cost per unit as the cost base to compute the markup percentage, 
the percentage must cover the desired ROI and also the selling and admin-
istrative expenses.

Illustration 8A-3  
Markup percentage—
absorption-cost pricing

 
Desired

  Selling and   
Markup  Manufacturing

 
ROI per Unit

 1 Administrative  5 
Percentage 

3
 Cost per Unit

   Expenses per Unit    

 $20 1 $32 5 MP 3 $80

Illustration 8A-4  
Computation of target price—
absorption-cost pricing

 Manufacturing   Markup  Manufacturing  Target
 Cost per Unit 

1
 Percentage  

3
 Cost per Unit 

5
 Selling Price

 $80 1 (65% 3 $80) 5 $132

_

_

Solving we fi nd:

MP 5 ($20 1 $32) 4 $80 5 65%

The third and fi nal step is to set the target selling price. Using a markup 
percentage of 65% and absorption-cost pricing, Thinkmore computes the target 
selling price as shown in Illustration 8A-4.

Using a target price of $132 will produce the desired 20% return on investment 
for Thinkmore Products on its video camera pen at a volume level of 10,000 units, 
as shown in Illustration 8A-5.
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Because of the fi xed-cost element, if Thinkmore sells more than 10,000 units, 
the ROI will be greater than 20%. If it sells fewer than 10,000 units, the ROI will 
be less than 20%. The markup percentage is also verifi ed by adding $200,000 (the 
net income) and $320,000 (selling and administrative expenses) and then divid-
ing by $800,000 (the cost of goods sold or the cost base).

Most companies that use cost-plus pricing use either absorption cost or full 
cost as the basis. The reasons for this tendency are as follows.

1. Absorption-cost information is most readily provided by a company’s cost 
 accounting system. Because absorption-cost data already exist in general ledger 
accounts, it is cost-effective to use the data for pricing.

2. Basing the cost-plus formula on only variable costs could encourage managers 
to set too low a price to boost sales. There is the fear that if managers use only 
variable costs, they will substitute variable costs for full costs, which can lead 
to suicidal price cutting.

3. Absorption-cost or full-cost pricing provides the most defensible base for 
justifying prices to all interested parties—managers, customers, and govern-
ment.

Variable-Cost Pricing

Under variable-cost pricing, the cost base consists of all of the variable costs 
associated with a product, including variable selling and administrative costs. 
Because fi xed costs are not included in the base, the markup must pro-
vide for all fi xed costs (manufacturing, and selling and administrative) 
and the target ROI. Variable-cost pricing is more useful for making short-run 
decisions because it considers variable-cost and fi xed-cost behavior patterns 
separately.

The fi rst step in variable-cost pricing is to compute the unit variable cost. 
For Thinkmore Products, Inc., this amounts to $60 per unit, as shown in Illustra-
tion 8A-6 (page 358).

Illustration 8A-5  
Proof of 20% ROI—
absorption-cost pricing

Thinkmore Products, Inc.
Budgeted Absorption-Cost Income Statement

Revenue (10,000 camera pens 3 $132) $1,320,000
Cost of goods sold (10,000 camera pens 3 $80) 800,000

Gross profi t 520,000
Selling and administrative expenses 
 [10,000 camera pens 3 ($8 1 $24)] 320,000

Net income $  200,000

Budgeted ROI

 Net income  $200,000

 Invested assets 
5 

 $1,000,000 
5 20%

Markup Percentage

 Net income 1 Selling and administrative expenses  $200,000 1 $320,000  

 Cost of goods sold 
5

 $800,000 
5 65%
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The second step in variable-cost pricing is to compute the markup percentage. 
Illustration 8A-7 shows the formula for the markup percentage. For Thinkmore, 
fi xed costs include fi xed manufacturing overhead of $28 per unit ($280,000 4 10,000) 
and fi xed selling and administrative expenses of $24 per unit ($240,000 4 10,000).

Illustration 8A-6  
Computation of unit variable 
cost

 Per Unit

Direct materials $23
Direct labor 17
Variable manufacturing overhead 12
Variable selling and administrative expense 8

Total unit variable cost $60

Illustration 8A-7  
Computation of markup 
percentage—variable-cost 
pricing

 Desired ROI  Fixed Cost   Markup  Variable Cost
 per Unit 

1
 per Unit 

5
 Percentage 

3
 per Unit

 $20 1 ($28 1 $24) 5 MP 3 $60

Solving, we fi nd:

MP 5 $20 1 ($28 1 $24) 
5 120%

 $60

The third step is to set the target selling price. Using a markup percentage of 
120% and the contribution approach, Thinkmore computes the selling price as 
shown in Illustration 8A-8.

Illustration 8A-8  
Computation of target price—
variable-cost pricing

 Variable   Markup  Variable  Target
 Cost per Unit 

1
 Percentage 

3
 Cost per Unit 

5
 Selling Price

 $60 1 (120% 3 $60) 5 $132

_
_

Using a target price of $132 will produce the desired 20% return on investment 
for Thinkmore Products on its video camera pen at a volume level of 10,000 units, 
as shown in Illustration 8A-9.

Illustration 8A-9
Proof of 20% ROI—contribution 
approach

Thinkmore Products, Inc.
Budgeted Variable-Cost Income Statement

Revenue (10,000 camera pens 3 $132)  $1,320,000
Variable costs (10,000 camera pens 3 $60)  600,000

Contribution margin  720,000
Fixed manufacturing overhead 
 (10,000 camera pens 3 $28) $280,000
Fixed selling and administrative 
 expenses (10,000 camera pens 3 $24) 240,000 520,000

Net income  $  200,000

Budgeted ROI

 Net income  $200,000

 Invested assets 
5 

 $1,000,000 
5 20%

Markup Percentage

 Net income 1 Fixed costs  $200,000 1 $520,000

 Variable costs 
5

 $600,000 
5 120%
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Under any of the three pricing approaches we have looked at (full-cost, 
absorption-cost, and variable-cost), the desired ROI will be attained only if the 
budgeted sales volume for the period is attained. None of these approaches guar-
antees a profi t or a desired ROI. Achieving a desired ROI is the result of many 
factors, some of which are beyond the company’s control, such as market condi-
tions, political and legal issues, customers’ tastes, and competitive actions.

Because absorption-cost pricing includes allocated fi xed costs, it does not 
make clear how the company’s costs will change as volume changes. To avoid 
blurring the effects of cost behavior on net income, some managers therefore 
prefer variable-cost pricing. The specifi c reasons for using variable-cost pricing, 
even though the basic accounting data are less accessible, are as follows.

1. Variable-cost pricing, being based on variable cost, is more consistent with 
cost-volume-profi t analysis used by managers to measure the profi t implica-
tions of changes in price and volume.

2. Variable-cost pricing provides the type of data managers need for pricing 
special orders. It shows the incremental cost of accepting one more order.

3. Variable-cost pricing avoids arbitrary allocation of common fi xed costs (such 
as executive salaries) to individual product lines.

6  Determine prices using absorption-cost pricing and 
variable-cost pricing. Absorption-cost pricing uses to-
tal manufacturing cost as the cost base and provides 
for selling and administrative costs plus the target ROI 
through the markup. The target selling price is computed 
as: Manufacturing cost per unit 1 (Markup percentage 3 
Manufacturing cost per unit).

Variable-cost pricing uses all of the variable costs, in-
cluding selling and administrative costs, as the cost base 
and provides for fi xed costs and target ROI through the 
markup. The target selling price is computed as: Vari-
able cost per unit 1 (Markup percentage 3 Variable 
cost per unit).

SUMMARY OF LEARNING OBJECTIVE FOR APPENDIX 8A ✔  The Navigator

Absorption-cost pricing An approach to pricing that 
defi nes the cost base as the manufacturing cost; it 
excludes both variable and fi xed selling and adminis-
trative costs. (p. 355).

Cost-based transfer price A transfer price that uses as 
its foundation the costs incurred by the division pro-
ducing the goods. (p. 349).

Cost-plus pricing A process whereby a product’s selling 
price is determined by adding a markup to a cost base. 
(p. 337).

Full-cost pricing An approach to pricing that defi nes the 
cost base as all costs incurred. (p. 339).

Market-based transfer price A transfer price that is 
based on existing market prices of competing products. 
(p. 350).

Markup The amount added to a product’s cost base to 
determine the product’s selling price. (p. 337).

Material loading charge A charge added to cover the 
cost of purchasing, receiving, handling, and storing 
materials, plus any desired profi t margin on the ma-
terials themselves. (p. 342).

Negotiated transfer price A transfer price that is 
 determined by the agreement of the division managers. 
(p. 346).

Outsourcing Contracting with an external party to pro-
vide a good or service, rather than performing the work 
internally. (p. 351).

Target cost The cost that will provide the desired profi t 
on a product when the seller does not have control over 
the product’s price. (p. 335).

Target selling price The selling price that will provide 
the desired profi t on a product when the seller has the 
ability to determine the product’s price. (p. 337).

Time-and-material pricing An approach to cost-plus 
pricing in which the company uses two pricing rates, 
one for the labor used on a job and another for the 
material. (p. 341).

Transfer price The price used to record the transfer of 
goods between two divisions of a company. (p. 345).

Variable-cost pricing An approach to pricing that defi nes 
the cost base as all variable costs; it excludes both fi xed 
manufacturing and fi xed selling and administrative 
costs. (pp. 340, 357).

GLOSSARY   
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>  DO IT!

Revco Electronics is a division of International Motors, an automobile manufacturer. Revco 
produces car radio/CD players. Revco sells its products to International Motors, as well 
as to other car manufacturers and electronics distributors. The following information is 
available regarding Revco’s car radio/CD player.

Selling price of car radio/CD player to external customers $49
Variable cost per unit $28
Capacity 200,000 units

Instructions
Determine whether the goods should be transferred internally or purchased externally and 
what the appropriate transfer price should be under each of the following independent 
situations.

(a) Revco Electronics is operating at full capacity. There is a saving of $4 per unit for vari-
able cost if the car radio is made for internal sale. International Motors can purchase a 
comparable car radio from an outside supplier for $47.

(b) Revco Electronics has suffi cient existing capacity to meet the needs of International 
Motors. International Motors can purchase a comparable car radio from an outside 
supplier for $47.

(c) International Motors wants to purchase a special-order car radio/CD player with additional 
features. It needs 15,000 units. Revco Electronics has determined that the additional vari-
able cost would be $12 per unit. Revco Electronics has no spare capacity. It will have to 
forgo sales of 15,000 units to external parties in order to provide this special order.

Solution to Comprehensive     

Comprehensive

Action Plan
✔   Determine whether 

company is at full 
capacity or not.

✔   Find the minimum 
transfer price, using 
formulas.

✔   Compare maximum 
price the buyer would 
pay to the minimum 
price for the seller.

✔   Determine if a deal can 
be made.

(a) Revco Electronics’ opportunity cost (its lost contribution margin) would be $21 
($49 2 $28). Using the formula for minimum transfer price, we determine:

  Minimum transfer price 5 Variable cost 1 Opportunity cost
  $45 5 ($28 2 $4) 1 $21

 Since this minimum transfer price is less than the $47 it would cost if International 
Motors purchases from an external party, internal transfer should take place. Revco 
Electronics and International Motors should negotiate a transfer price between 
$45 and $47.

(b) Since Revco Electronics has available capacity, its opportunity cost (its lost con-
tribution margin) would be $0. Using the formula for minimum transfer price, we 
determine the following.

  Minimum transfer price 5 Variable cost 1 Opportunity cost
  $28 5 $28 1 $0

 Since International Motors can purchase the unit for $47 from an external party, 
the most it would be willing to pay would be $47. It is in the best interest of the 
company as a whole, as well as the two divisions, for a transfer to take place. The 
two divisions must reach a negotiated transfer price between $28 and $47 that rec-
ognizes the costs and benefi ts to each party and is acceptable to both.

(c) Revco Electronics’ opportunity cost (its lost contribution margin per unit) would 
be $21 ($49 2 $28). Its variable cost would be $40 ($28 1 $12). Using the formula 
for minimum transfer price, we determine the following.

  Minimum transfer price 5 Variable cost 1 Opportunity cost
  $61 5 $40 1 $21

 Note that in this case Revco Electronics has no available capacity. Its management 
may decide that it does not want to provide this special order because to do so will 
require that it cut off the supply of the standard unit to some of its existing customers. 
This may anger those customers and result in the loss of customers.

DO IT! 

✔  The Navigator
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Answers are at the end of the chapter.
 1.  Target cost related to price and profi t means that:

(a) cost and desired profi t must be determined before 
selling price.

(b) cost and selling price must be determined before 
desired profi t.

(c) price and desired profi t must be determined 
 before costs.

(d) costs can be achieved only if the company is at 
full capacity.

 2.  Classic Toys has examined the market for toy train 
locomotives. It believes there is a market niche in 
which it can sell locomotives at $80 each. It estimates 
that it could sell 10,000 of these locomotives annually. 
Variable costs to make a locomotive are expected to 
be $25. Classic anticipates a profi t of $15 per locomo-
tive. The target cost for the locomotive is:
(a) $80. (c) $40.
(b) $65. (d) $25.

 3.  In a competitive, common-product environment, a 
seller would most likely use:
(a) time-and-material pricing.
(b) variable costing.
(c) target costing.
(d) cost-plus pricing.

 4.  Cost-plus pricing means that:
(a) Selling price 5 Variable cost 1 (Markup per-

centage 1 Variable cost).
(b) Selling price 5 Cost 1 (Markup percentage 3 

Cost).
(c) Selling price 5 Manufacturing cost 1 (Markup 

percentage 1 Manufacturing cost).
(d) Selling price 5 Fixed cost 1 (Markup percentage 3 

Fixed cost).
 5.  Adler Company is considering developing a new 

product. The company has gathered the following 
 information on this product.

  Expected total unit cost $25
  Estimated investment for 
   new product $500,000
  Desired ROI 10%
  Expected number of units 
   to be produced and sold 1,000

   Given this information, the desired markup percentage 
and selling price are:
(a) markup percentage 10%; selling price $55.
(b) markup percentage 200%; selling price $75.
(c) markup percentage 10%; selling price $50.
(d) markup percentage 100%; selling price $55.

 6.  Mystique Co. provides the following information for 
the new product it recently introduced.

  Total unit cost $30
  Desired ROI per unit $10
  Target selling price $40

   What would be Mystique Co.’s percentage markup on 
cost?
(a) 125%. (c) 331⁄3%.
(b) 75%. (d) 25%.

 7.  Crescent Electrical Repair has decided to price its 
work on a time-and-material basis. It estimates the 
following costs for the year related to labor.

  Technician wages and benefi ts $100,000
  Offi ce employee’s 
   salary and benefi ts $  40,000
  Other overhead $  80,000

   Crescent desires a profi t margin of $10 per labor hour 
and budgets 5,000 hours of repair time for the year. 
The offi ce employee’s salary, benefi ts, and other over-
head costs should be divided evenly between time 
charges and material loading charges. Crescent labor 
charge per hour would be:
(a) $42. (c) $32.
(b) $34. (d) $30.

 8.  Time-and-material pricing would most likely be used 
by a:
(a) garden-fertilizer producer.
(b) lawn-mower manufacturer.
(c) tree farm.
(d) lawn-care provider.

 9.  The Plastics Division of Weston Company manufac-
tures plastic molds and then sells them to customers 
for $70 per unit. Its variable cost is $30 per unit, and 
its fi xed cost per unit is $10. Management would like 
the Plastics Division to transfer 10,000 of these molds 
to another division within the company at a price of 
$40. The Plastics Division is operating at full capacity. 
What is the minimum transfer price that the Plastics 
Division should accept?
(a) $10. (c) $40.
(b) $30. (d) $70.

 10.  Assume the same information as Question 9, except 
that the Plastics Division has available capacity of 
10,000 units for plastic moldings. What is the mini-
mum transfer price that the Plastics Division should 
accept?
(a) $10. (c) $40.
(b) $30. (d) $70.

SELF-TEST QUESTIONS

(LO 1)

(LO 1)

(LO 2)

(LO 2)

(LO 1,
 2)

(LO 2)

(LO 3)

(LO 3)

(LO 4)

(LO 4)

Note: All asterisked Questions, Exercises, and Problems relate to material in the appendix to the chapter.

Self-Test, Brief Exercises, Exercises, Problem Set A, and many more resources are available 
for practice in WileyPLUS.
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362     8 Pricing

 11.  The most common method used to establish transfer 
prices is the:
(a) negotiated transfer pricing approach.
(b) opportunity costing transfer pricing approach.
(c) cost-based transfer pricing approach.
(d) market-based transfer pricing approach.

 12.  When a company uses time-and-material pricing, the 
material loading charge is expressed as a percentage of:
(a) the total estimated labor costs for the year.
(b) the total estimated costs of parts and materials 

for the year.
(c) the total estimated overhead costs for the year.
(d) the total estimated costs of parts, materials, and 

labor for the year.
 13.  Global Industries transfers parts between divisions in 

two countries, Eastland and Westland. Eastland’s tax 
rate is 8%, and Westland’s tax rate is 16%. To mini-
mize tax payments and maximize net income, Global 
should establish transfer prices that:
(a) allocate contribution margin equally between 

Eastland and Westland.
(b) allocate more contribution margin to Eastland.

(c) allocate more contribution margin to Westland.
(d) allocate half as much contribution margin to 

Eastland as it does to Westland.
 *14.  AST Electrical provides the following cost information 

related to its production of electronic circuit boards.

   Per Unit

  Variable manufacturing cost $40
  Fixed manufacturing cost $30
  Variable selling and adminis- 
   trative expenses $  8
  Fixed selling and administrative expenses $12
  Desired ROI per unit $15

   What is its markup percentage assuming that AST 
Electrical uses absorption-cost pricing?
(a) 16.67%. (c) 54.28%.
(b) 50%. (d) 118.75%.

 *15.  Assume the same information as question 14 and 
determine AST Electrical’s markup percentage using  
variable-cost pricing.
(a) 16.67%. (c) 54.28%.
(b) 50%. (d) 118.75%.

Go to the book’s companion website, www.wiley.com/college/weygandt, for additional Self-Test Questions.

✔  The Navigator

(LO 4)

(LO 4)

(LO 5)

(LO 6)

(LO 6)

 1.  What are the two types of pricing environments for 
sales to external parties?

 2.  In what situation does a company place the greatest 
focus on its target cost? How is the target cost 
 determined?

 3.  What is the basic formula to determine the target sell-
ing price in cost-plus pricing?

 4.  Benz Corporation produces a fi lter that has a per unit 
cost of $18. The company would like a 30% markup. 
Using cost-plus pricing, determine the per unit selling 
price.

 5.  What is the basic formula for the markup percentage?
 6.  What are some of the factors that affect a company’s 

desired ROI?
 7.  Stanley Corporation manufactures an electronic 

switch for dishwashers. The cost base per unit, ex-
cluding selling and administrative expenses, is $60. 
The per unit cost of selling and administrative ex-
penses is $15. The company’s desired ROI per unit is 
$6. Calculate its markup percentage on total unit cost.

 8.  Sheen Co. manufactures a standard cabinet for a DVD 
player. The variable cost per unit is $16. The fi xed cost 
per unit is $9. The desired ROI per unit is $6. Com-
pute the markup percentage on total unit cost and the 
target selling price for the cabinet.

 9.  In what circumstances is time-and-material pricing 
most often used?

 10.  What is the material loading charge? How is it ex-
pressed?

 11.  What is a transfer price? Why is determining a fair 
transfer price important to division managers?

 12.  When setting a transfer price, what objective(s) 
should the company have in mind?

 13.  What are the three approaches for determining trans-
fer prices?

 14.  Describe the cost-based approach to transfer pricing. 
What is the strength of this approach? What are the 
weaknesses of this approach?

 15.  What is the general formula for determining the mini-
mum transfer price that the selling division should be 
willing to accept?

 16.  When determining the minimum transfer price, what 
is meant by the “opportunity cost”?

 17.  In what circumstances will a negotiated transfer price 
be used instead of a market-based price?

 18.  Explain how companies use transfer pricing  between 
divisions located in different countries to reduce 
tax payments, and discuss the propriety of this 
 approach.

 *19.  What costs are excluded from the cost base when 
 absorption-cost pricing is used to determine the 
markup percentage?

 *20.  Marie Corporation manufactures a fi ber optic con-
nector. The variable cost per unit is $16. The fi xed cost 
per unit is $9. The company’s desired ROI per unit is 
$3. Compute the markup percentage using variable-
cost pricing.

QUESTIONS
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BRIEF EXERCISES

BE8-1 Voorhees Company manufactures computer hard drives. The market for hard 
drives is very competitive. The current market price for a computer hard drive is $45. 
Voorhees would like a profi t of $15 per drive. How can Voorhees Company accomplish 
this objective?

BE8-2 Mussatto Corporation produces snowboards. The following per unit cost informa-
tion is available: direct materials $12; direct labor $8; variable manufacturing overhead 
$6; fi xed manufacturing overhead $14; variable selling and administrative expenses $4; 
and fi xed selling and administrative expenses $12. Using a 30% markup percentage on 
total per unit cost, compute the target selling price.

BE8-3 Hannon Corporation produces high-performance rotors. It expects to produce 
50,000 rotors in the coming year. It has invested $10,000,000 to produce rotors. The com-
pany has a required return on investment of 16%. What is its ROI per unit?

BE8-4 Morales Corporation produces microwave units. The following per unit cost infor-
mation is available: direct materials $36; direct labor $24; variable manufacturing over-
head $18; fi xed manufacturing overhead $40; variable selling and administrative expenses 
$14; and fi xed selling and administrative expenses $28. Its desired ROI per unit is $30. 
Compute its markup percentage using a total-cost approach.

BE8-5 During the current year, Mast Corporation expects to produce 10,000 units and has 
budgeted the following: net income $300,000; variable costs $1,100,000; and fi xed costs 
$100,000. It has invested assets of $1,500,000. The company’s budgeted ROI was 24%. 
What was its budgeted markup percentage using a full-cost approach?

BE8-6 Rooney Small Engine Repair charges $42 per hour of labor. It has a material load-
ing percentage of 40%. On a recent job replacing the engine of a riding lawnmower, Rooney 
worked 10.5 hours and used parts with a cost of $700. Calculate Rooney’s total bill.

BE8-7 The Heating Division of KLM International produces a heating element that it sells 
to its customers for $45 per unit. Its variable cost per unit is $20, and its fi xed cost per unit 
is $10. Top management of KLM International would like the Heating Division to transfer 
15,000 heating units to another division within the company at a price of $29. The Heating 
Division is operating at full capacity. What is the minimum transfer price that the Heating 
Division should accept?

BE8-8 Use the data from BE8-7, but assume that the Heating Division has suffi cient  excess 
capacity to provide the 15,000 heating units to the other division. What is the minimum 
transfer price that the Heating Division should accept?

BE8-9 Use the data from BE8-7, but assume that the units being requested are spe-
cial high-performance units and that the division’s variable cost would be $24 per unit 
(rather than $20). What is the minimum transfer price that the Heating Division should 
accept?

 *BE8-10 Using the data in BE8-4, compute the markup percentage using absorption-cost 
pricing.

 *BE8-11 Using the data in BE8-4, compute the markup percentage using variable-cost 
pricing.

Compute target cost.

(LO 1), AP

Use cost-plus pricing to 
determine selling price.

(LO 2), AP

Compute ROI per unit.

(LO 2), AP

Compute markup percentage.

(LO 2), AP

Compute ROI and markup 
percentage.

(LO 2), AP

Use time-and-material 
pricing to determine bill.

(LO 3), AP

Determine minimum transfer 
price.

(LO 4), AP

Determine minimum transfer 
price with excess capacity.

(LO 4), AP

Determine minimum transfer 
price for special order.

(LO 4), AP

Compute markup percentage 
using absorption-cost pricing.

(LO 6), AP

Compute markup percentage 
using variable-cost pricing.

(LO 6), AP

>  DO IT! REVIEW

 Krystal Water is considering introducing a water fi ltration device for its 
20-ounce water bottles. Market research indicates that 1,000,000 units can be sold if the 
price is no more than $3. If Krystal Water decides to produce the fi lters, it will need to 

DO IT! 8-1 Determine target cost.

(LO 1), AP
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364     8 Pricing

invest $2,000,000 in new production equipment. Krystal Water requires a minimum rate 
of return of 18% on all investments.

Determine the target cost per unit for the fi lter.

 Gundy Corporation produces area rugs. The following per unit cost informa-
tion is available: direct materials $18, direct labor $9, variable manufacturing overhead 
$5, fi xed manufacturing overhead $6, variable selling and administrative expenses $3, and 
fi xed selling and administrative expenses $7.

Using a 30% markup on total per unit cost, compute the target selling price.

 Presented below are data for Kwik Appliance Repair Shop.

Repair-technicians’ wages $120,000
Fringe benefi ts 40,000
Overhead 50,000

The desired profi t margin per hour is $20. The material loading charge is 60% of invoice 
cost. Kwik estimates that 5,000 labor hours will be worked next year. If Kwik repairs a 
dishwasher that takes 1.5 hours to repair and uses parts of $80, compute the bill for the job.

 The fastener division of Southern Fasteners manufactures zippers and then 
sells them to customers for $8 per unit. Its variable cost is $3 per unit, and its fi xed cost 
per unit is $1.50. Management would like the fastener division to transfer 12,000 of these 
 zippers to another division within the company at a price of $3. The fastener division 
could avoid $0.20 per zipper of variable packaging costs by selling internally.

Determine the minimum transfer price (a) assuming the fastener division is not oper-
ating at full capacity, and (b) assuming the fastener division is operating at full capacity.

DO IT! 8-2

DO IT! 8-3

DO IT! 8-4

✔  The Navigator

Use cost-plus pricing 
to determine various 
amounts.

(LO 2), AP

Use time-and-material 
pricing to determine bill.

(LO 3), AP

Determine transfer prices.

(LO 4), AP

EXERCISES

E8-1 Jarlsberg Cheese Company has developed a new cheese slicer called Slim Slicer. The 
company plans to sell this slicer through its catalog, which it issues monthly. Given market 
research, Jarlsberg believes that it can charge $20 for the Slim Slicer. Prototypes of the 
Slim Slicer, however, are costing $22. By using cheaper materials and gaining effi ciencies 
in mass production, Jarlsberg believes it can reduce Slim Slicer’s cost substantially. Jarls-
berg wishes to earn a return of 30% of the selling price.

Instructions
(a) Compute the target cost for the Slim Slicer.
(b) When is target costing particularly helpful in deciding whether to produce a given 

product?

E8-2 Eckert Company is involved in producing and selling high-end golf equipment. The 
company has recently been involved in developing various types of laser guns to measure 
yardages on the golf course. One small laser gun, called LittleLaser, appears to have a 
very large potential market. Because of competition, Eckert does not believe that it can 
charge more than $90 for LittleLaser. At this price, Eckert believes it can sell 100,000 of 
these laser guns. Eckert will require an investment of $8,000,000 to manufacture, and the 
company wants an ROI of 20%.

Instructions
Determine the target cost for one LittleLaser.

E8-3 Hannon Company makes swimsuits and sells these suits directly to retailers. Although 
Hannon has a variety of suits, it does not make the All-Body suit used by highly skilled 
swimmers. The market research department believes that a strong market exists for this 

Compute target cost.

(LO 1), AP

Compute target cost and 
 cost-plus pricing.

(LO 1, 2), AP

Compute target cost.

(LO 1), AP
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type of suit. The department indicates that the All-Body suit would sell for  approximately 
$100. Given its experience, Hannon believes the All-Body suit would have the following 
manufacturing costs.

Direct materials $  25
Direct labor 30
Manufacturing overhead 45

Total costs $100

Instructions
(a) Assume that Hannon uses cost-plus pricing, setting the selling price 20% above its 

costs. (1) What would be the price charged for the All-Body swimsuit? (2) Under what 
circumstances might Hannon consider manufacturing the All-Body swimsuit given 
this approach?

(b) Assume that Hannon uses target costing. What is the price that Hannon would charge 
the retailer for the All-Body swimsuit?

(c) What is the highest acceptable manufacturing cost Hannon would be willing to incur 
to produce the All-Body swimsuit, if it desired a profi t of $20 per unit? (Assume target 
costing.)

E8-4 Kaspar Corporation makes a commercial-grade cooking griddle. The following 
information is available for Kaspar Corporation’s anticipated annual volume of 30,000 
units.

 Per Unit Total

Direct materials $17
Direct labor $  8
Variable manufacturing overhead $11
Fixed manufacturing overhead  $300,000
Variable selling and administrative expenses $ 4
Fixed selling and administrative expenses  $150,000

The company uses a 40% markup percentage on total cost.

Instructions
(a) Compute the total cost per unit.
(b) Compute the target selling price.

E8-5 Paige Corporation makes a mechanical stuffed alligator that sings the Martian na-
tional anthem. The following information is available for Paige Corporation’s anticipated 
annual volume of 500,000 units.

 Per Unit Total

Direct materials $  7
Direct labor $  9
Variable manufacturing overhead $15
Fixed manufacturing overhead  $3,000,000
Variable selling and administrative expenses $14
Fixed selling and administrative expenses  $1,500,000

The company has a desired ROI of 25%. It has invested assets of $26,000,000.

Instructions
(a) Compute the total cost per unit.
(b) Compute the desired ROI per unit.
(c) Compute the markup percentage using total cost per unit.
(d) Compute the target selling price.

E8-6 Alma’s Recording Studio rents studio time to musicians in 2-hour blocks. Each ses-
sion includes the use of the studio facilities, a digital recording of the performance, and 
a professional music producer/mixer. Anticipated annual volume is 1,000 sessions. The 
company has invested $2,352,000 in the studio and expects a return on investment (ROI) 
of 20%. Budgeted costs for the coming year are as follows.

Use cost-plus pricing to 
determine selling price.

(LO 2), AP

Use cost-plus pricing to 
 determine various amounts.

(LO 2), AP

Use cost-plus pricing to 
determine various 
amounts.

(LO 2), AP
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 Per Session Total

Direct materials (tapes, CDs, etc) $  20
Direct labor $400
Variable overhead $  50
Fixed overhead  $950,000
Variable selling and administrative expenses $  40
Fixed selling and administrative expenses  $500,000

Instructions
(a) Determine the total cost per session.
(b) Determine the desired ROI per session.
(c) Calculate the markup percentage on the total cost per session.
(d) Calculate the target price per session.

E8-7 Pargo Corporation produces industrial robots for high-precision manufacturing. 
The following information is given for Pargo Corporation.

 Per Unit Total

Direct materials $380
Direct labor $290
Variable manufacturing overhead $  72
Fixed manufacturing overhead  $1,800,000
Variable selling and administrative expenses $  55
Fixed selling and administrative expenses  $   324,000

The company has a desired ROI of 20%. It has invested assets of $51,000,000. It antici-
pates production of 3,000 units per year.

Instructions
(a) Compute the cost per unit of the fi xed manufacturing overhead and the fi xed selling 

and administrative expenses.
(b) Compute the desired ROI per unit. (Round to the nearest dollar.)
(c) Compute the target selling price.

E8-8 Second Chance Welding rebuilds spot welders for manufacturers. The following 
budgeted cost data for 2014 is available for Second Chance.

  Material
 Time Loading
 Charges Charges

Technicians’ wages and benefi ts $228,000 —
Parts manager’s salary and benefi ts — $42,500
Offi ce employee’s salary and benefi ts 38,000 9,000
Other overhead 15,200 24,000

Total budgeted costs $281,200 $75,500

The company desires a $30 profi t margin per hour of labor and a 20% profi t margin on 
parts. It has budgeted for 7,600 hours of repair time in the coming year, and estimates that 
the total invoice cost of parts and materials in 2014 will be $400,000.

Instructions
(a) Compute the rate charged per hour of labor.
(b) Compute the material loading percentage. (Round to three decimal places.)
(c) Pace Corporation has requested an estimate to rebuild its spot welder. Second Chance 

estimates that it would require 40 hours of labor and $2,000 of parts. Compute the 
total estimated bill.

E8-9 Ignatenko’s Custom Electronics (ICE) sells and installs complete security, computer, 
audio, and video systems for homes. On newly constructed homes it provides bids using 
time-and-material pricing. The following budgeted cost data are available.

Use cost-plus pricing to 
 determine various amounts.

(LO 2), AP

Use time-and-material pricing 
to determine bill.

(LO 3), AP

Use time-and-material 
pricing to determine bill.

(LO 3), AP
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  Material
 Time Loading
 Charges Charges

Technicians’ wages and benefi ts $150,000 —
Parts manager’s salary and benefi ts — $34,000
Offi ce employee’s salary and benefi ts 28,000 15,000
Other overhead 15,000 42,000

Total budgeted costs $193,000 $91,000

The company has budgeted for 6,250 hours of technician time during the coming year. It 
desires a $38 profi t margin per hour of labor and a 100% profi t on parts. It estimates the 
total invoice cost of parts and materials in 2014 will be $700,000.

Instructions
(a) Compute the rate charged per hour of labor. (Round to two decimal places.)
(b) Compute the material loading percentage. (Round to two decimal places.)
(c) ICE has just received a request for a bid from Buil Builders on a $1,200,000 new home. 

The company estimates that it would require 80 hours of labor and $40,000 of parts. 
Compute the total estimated bill.

E8-10 Wasson’s Classic Cars restores classic automobiles to showroom status. Budgeted 
data for the current year are:

  Material
 Time Loading
 Charges Charges

Restorers’ wages and fringe benefi ts $270,000
Purchasing agent’s salary and fringe benefi ts  $ 67,500
Administrative salaries and fringe benefi ts 54,000 21,960
Other overhead costs 24,000 77,490

Total budgeted costs $348,000 $166,950

The company anticipated that the restorers would work a total of 12,000 hours this 
year. Expected parts and materials were $1,260,000.

In late January, the company experienced a fi re in its facilities that destroyed most of 
the accounting records. The accountant remembers that the hourly labor rate was $70.00 
and that the material loading charge was 83.25%.

Instructions
(a) Determine the profi t margin per hour on labor.
(b) Determine the profi t margin on materials.
(c) Determine the total price of labor and materials on a job that was completed after the 

fi re that required 150 hours of labor and $60,000 in parts and materials.

E8-11 Wellstone Company’s Small Motor Division manufactures a number of small mo-
tors used in household and offi ce appliances. The Household Division of Wellstone then 
assembles and packages such items as blenders and juicers. Both divisions are free to buy 
and sell any of their components internally or externally. The following costs relate to 
small motor LN233 on a per unit basis.

Fixed cost per unit $  5
Variable cost per unit $  9
Selling price per unit $30

Instructions
(a) Assuming that the Small Motor Division has excess capacity, compute the minimum 

acceptable price for the transfer of small motor LN233 to the Household Division.
(b) Assuming that the Small Motor Division does not have excess capacity, compute the 

 minimum acceptable price for the transfer of the small motor to the Household Division.
(c)  Explain why the level of capacity in the Small Motor Division has an effect 

on the transfer price.

Determine minimum transfer 
price.

(LO 4), AP

Use time-and-material pricing 
to determine bill.

(LO 3), AP
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E8-12 The Cycle Division of Ayala Company has the following per unit data related to its 
most recent cycle called Roadbuster.

Selling price  $2,200
Variable cost of goods sold
 Body frame $300
 Other variable costs 900 1,200

Contribution margin  $1,000

Presently, the Cycle Division buys its body frames from an outside supplier. However 
 Ayala has another division, FrameBody, that makes body frames for other cycle companies. 
The Cycle Division believes that FrameBody’s product is suitable for its new Roadbuster cycle. 
Presently, FrameBody sells its frames for $350 per frame. The variable cost for FrameBody 
is $270. The Cycle Division is willing to pay $280 to purchase the frames from FrameBody.

Instructions
(a) Assume that FrameBody has excess capacity and is able to meet all of the Cycle Divi-

sion’s needs. If the Cycle Division buys 1,000 frames from FrameBody, determine the 
following: (1) effect on the income of the Cycle Division; (2) effect on the income of 
FrameBody; and (3) effect on the income of Ayala.

(b) Assume that FrameBody does not have excess capacity and therefore would lose sales 
if the frames were sold to the Cycle Division. If the Cycle Division buys 1,000 frames 
from FrameBody, determine the following: (1) effect on the income of the Cycle Divi-
sion; (2) effect on the income of FrameBody; and (3) effect on the income of Ayala.

E8-13 Venetian Corporation manufactures car stereos. It is a division of Berna Motors, 
which manufactures vehicles. Venetian sells car stereos to Berna, as well as to other vehicle 
manufacturers and retail stores. The following information is available for Venetian’s standard 
unit: variable cost per unit $35; fi xed cost per unit $23; and selling price to outside cus-
tomer $86. Berna currently purchases a standard unit from an outside supplier for $80. 
Because of quality concerns and to ensure a reliable supply, the top management of Berna 
has ordered Venetian to provide 200,000 units per year at a transfer price of $35 per unit. 
Venetian is already operating at full capacity. Venetian can avoid $4 per unit of variable 
selling costs by selling the unit internally.

Instructions
Answer each of the following questions.

(a) What is the minimum transfer price that Venetian should accept?
(b) What is the potential loss to the corporation as a whole resulting from this forced transfer?
(c) How should the company resolve this situation?

E8-14 The Bathtub Division of Kirk Plumbing Corporation has recently approached the 
Faucet Division with a proposal. The Bathtub Division would like to make a special “ivory” 
tub with gold-plated fi xtures for the company’s 50-year anniversary. It would make only 
5,000 of these units. It would like the Faucet Division to make the fi xtures and provide 
them to the Bathtub Division at a transfer price of $160. If sold externally, the estimated 
variable cost per unit would be $140. However, by selling internally, the Faucet Division 
would save $6 per unit on variable selling expenses. The Faucet Division is currently oper-
ating at full capacity. Its standard unit sells for $50 per unit and has variable costs of $29.

Instructions
Compute the minimum transfer price that the Faucet Division should be willing to accept, 
and discuss whether it should accept this offer.

E8-15 The Appraisal Department of Bonita Bank performs appraisals of business properties 
for loans being considered by the bank and appraisals for home buyers that are fi nancing 
their purchase through some other fi nancial institution. The department charges $162 per 
home appraisal, and its variable costs are $130 per appraisal.

Recently, Bonita Bank has opened its own Home-Loan Department and wants the 
 Appraisal Department to perform 1,200 appraisals on all Bonita Bank–fi nanced home loans. 
Bank management feels that the cost of these appraisals to the Home-Loan Department 
should be $150. The variable cost per appraisal to the Home-Loan Department would be 
$6 less than those performed for outside customers due to savings in administrative costs.

Determine effect on  income 
from transfer price.

(LO 4), AN

Determine minimum transfer 
price.

(LO 4), AP

Compute minimum  transfer 
price.

(LO 4), AP

Determine minimum transfer 
price.

(LO 4), AP
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Instructions
(a) Determine the minimum transfer price, assuming the Appraisal Department has excess 

capacity.
(b) Determine the minimum transfer price, assuming the Appraisal Department has no 

excess capacity.
(c) Assuming the Appraisal Department has no excess capacity, should management force 

the department to charge the Home-Loan Department only $150? Discuss.

E8-16 Crede Inc. has two divisions. Division A makes and sells student desks. Division B 
manufactures and sells reading lamps.

Each desk has a reading lamp as one of its components. Division A can purchase read-
ing lamps at a cost of $10 from an outside vendor. Division A needs 10,000 lamps for the 
coming year.

Division B has the capacity to manufacture 50,000 lamps annually. Sales to outside cus-
tomers are estimated at 40,000 lamps for the next year. Reading lamps are sold at $12 each. 
Variable costs are $7 per lamp and include $1 of variable sales costs that are not incurred 
if lamps are sold internally to Division A. The total amount of fi xed costs for Division B is 
$80,000.

Instructions
Consider the following independent situations.

(a) What should be the minimum transfer price accepted by Division B for the 10,000 
lamps and the maximum transfer price paid by Division A? Justify your answer.

(b) Suppose Division B could use the excess capacity to produce and sell externally 15,000 
units of a new product at a price of $7 per unit. The variable cost for this new product is 
$5 per unit. What should be the minimum transfer price accepted by Division B for the 
10,000 lamps and the maximum transfer price paid by Division A? Justify your answer.

(c) If Division A needs 15,000 lamps instead of 10,000 during the next year, what should 
be the minimum transfer price accepted by Division B and the maximum transfer 
price paid by Division A? Justify your answer.

(CGA adapted)

E8-17 The Pacifi c Company is a multidivisional company. Its managers have full respon-
sibility for profi ts and complete autonomy to accept or reject transfers from other divi-
sions. Division A produces a subassembly part for which there is a competitive market. 
Division B currently uses this subassembly for a fi nal product that is sold outside at $2,400. 
Division A charges Division B market price for the part, which is $1,500 per unit. Variable 
costs are $1,050 and $1,200 for Divisions A and B, respectively.

The manager of Division B feels that Division A should transfer the part at a lower 
price than market because at market, Division B is unable to make a profi t.

Instructions
(a) Calculate Division B’s contribution margin if transfers are made at the market price, 

and calculate the company’s total contribution margin.
(b) Assume that Division A can sell all its production in the open market. Should Division 

A transfer the goods to Division B? If so, at what price?
(c) Assume that Division A can sell in the open market only 500 units at $1,500 per unit 

out of the 1,000 units that it can produce every month. Assume also that a 20% reduc-
tion in price is necessary to sell all 1,000 units each month. Should transfers be made? 
If so, how many units should the division transfer and at what price? To support your 
decision, submit a schedule that compares the contribution margins under three dif-
ferent alternatives.

(CMA-Canada adapted)

 *E8-18 Information for Paige Corporation is given in E8-5.

Instructions
Using the information given in E8-5, answer the following.

(a) Compute the total cost per unit.
(b) Compute the desired ROI per unit.
(c) Using absorption-cost pricing, compute the markup percentage.
(d) Using variable-cost pricing, compute the markup percentage.

Determine minimum transfer 
price under  different situations.

(LO 4), AP

Determine minimum transfer 
price under   different situations.

(LO 4), AP

Compute total cost per unit, 
ROI, and markup percentages 
using absorption-cost pricing 
and variable-cost pricing.

(LO 6), AP
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 *E8-19 Rensing Corporation produces outdoor portable fi replace units. The following per 
unit cost information is available: direct materials $20; direct labor $25; variable manufac-
turing overhead $14; fi xed manufacturing overhead $21; variable selling and administra-
tive expenses $9; and fi xed selling and administrative expenses $11. The company’s ROI 
per unit is $20.

Instructions
Compute Rensing Corporation’s markup percentage using (a) absorption-cost pricing and 
(b) variable-cost pricing.

 *E8-20 Information for Pargo Corporation is given in E8-7.

Instructions
Using the information given in E8-7, answer the following.

(a) Compute the cost per unit of the fi xed manufacturing overhead and the fi xed selling 
and administrative expenses.

(b) Compute the desired ROI per unit. (Round to the nearest dollar.)
(c) Compute the markup percentage and target selling price using absorption-cost pric-

ing. (Round the markup percentage to three decimal places.)
(d) Compute the markup percentage and target selling price using variable-cost pricing. 

(Round the markup percentage to three decimal places.)

Compute markup percentage 
using  absorption-cost pricing 
and variable-cost pricing.

(LO 6), AP

Compute various amounts 
using  absorption-cost pricing 
and variable-cost pricing.

(LO 6), AP

Visit the book’s companion website, at www.wiley.com/college/weygandt, and choose 
the Student Companion site to access Exercise Set B and Challenge Exercises.

EXERCISES: SET B AND 
CHALLENGE EXERCISES

P8-1A Dewitt Corporation needs to set a target price for its newly designed product M14–
M16. The following data relate to this new product.

 Per Unit Total

Direct materials $20
Direct labor $40
Variable manufacturing overhead $10
Fixed manufacturing overhead  $1,440,000
Variable selling and administrative expenses $  5
Fixed selling and administrative expenses  $   960,000

These costs are based on a budgeted volume of 80,000 units produced and sold each year. 
Dewitt uses cost-plus pricing methods to set its target selling price. The markup percent-
age on total unit cost is 30%.

Instructions
(a) Compute the total variable cost per unit, total fi xed cost per unit, and total cost per 

unit for M14–M16.
(b) Compute the desired ROI per unit for M14–M16.
(c) Compute the target selling price for M14–M16.
(d) Compute variable cost per unit, fi xed cost per unit, and total cost per unit assuming 

that 60,000 M14–M16s are sold during the year.

P8-2A Lovell Computer Parts Inc. is in the process of setting a selling price on a new 
component it has just designed and developed. The following cost estimates for this new 
component have been provided by the accounting department for a budgeted volume of 
50,000 units.

Use cost-plus pricing to 
 determine various amounts.

(LO 2), AP

PROBLEMS: SET A

(a) Variable cost per unit $75

Use cost-plus pricing to 
 determine various amounts.

(LO 2), AP
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 Per Unit Total

Direct materials $50
Direct labor $26
Variable manufacturing overhead $20
Fixed manufacturing overhead  $600,000
Variable selling and administrative expenses $19
Fixed selling and administrative expenses  $400,000

Lovell Computer Parts management requests that the total cost per unit be used in cost-plus 
pricing its products. On this particular product, management also directs that the target 
price be set to provide a 25% return on investment (ROI) on invested assets of $1,000,000.

Instructions
(Round all calculations to two decimal places.)

(a) Compute the markup percentage and target selling price that will allow Lovell Com-
puter Parts to earn its desired ROI of 25% on this new component.

(b) Assuming that the volume is 40,000 units, compute the markup percentage and target 
selling price that will allow Lovell Computer Parts to earn its desired ROI of 25% on 
this new component.

P8-3A Jose’s Electronic Repair Shop has budgeted the following time and material for 2014.

Jose’s Electronic Repair Shop
Budgeted Costs for the Year 2014

  Material
 Time Loading
 Charges Charges

Shop employees’ wages and benefi ts $108,000 —
Parts manager’s salary and benefi ts — $25,400
Offi ce employee’s salary and benefi ts 23,500 13,600
Overhead (supplies, depreciation, advertising, utilities) 26,000 16,000

Total budgeted costs $157,500 $55,000

Jose’s budgets 5,000 hours of repair time in 2014 and will bill a profi t of $5 per labor hour 
along with a 30% profi t markup on the invoice cost of parts. The estimated invoice cost 
for parts to be used is $100,000.

On January 5, 2014, Jose’s is asked to submit a price estimate to fi x a 72-inch fl at-
screen TV. Jose’s estimates that this job will consume 5 hours of labor and $200 in parts.

Instructions
(a) Compute the labor rate for Jose’s Electronic Repair Shop for the year 2014.
(b) Compute the material loading charge percentage for Jose’s Electronic Repair Shop for 

the year 2014.
(c) Prepare a time-and-material price quotation for fi xing the fl at-screen TV.

P8-4A Word Wizard is a publishing company with a number of different book lines. Each 
line has contracts with a number of different authors. The company also owns a printing 
operation called Quick Press. The book lines and the printing operation each operate as 
a separate profi t center. The printing operation earns revenue by printing books by au-
thors under contract with the book lines owned by Word Wizard, as well as authors under 
contract with other companies. The printing operation bills out at $0.01 per page, and a 
typical book requires 500 pages of print. A manager from Business Books, one of the Word 
Wizard’s book lines, has approached the manager of the printing operation offering to pay 
$0.007 per page for 1,500 copies of a 500-page book. The book line pays outside printers 
$0.009 per page. The printing operation’s variable cost per page is $0.004.

Instructions
Determine whether the printing should be done internally or externally, and the appropri-
ate transfer price, under each of the following situations.

(a) Assume that the printing operation is booked solid for the next 2 years, and it would 
have to cancel an obligation with an outside customer in order to meet the needs of 
the internal division.

(c) $1,655

(b) Target selling price $146.25

Use time-and-material pricing 
to determine bill.

(LO 3), AP

Determine minimum transfer 
price with no excess capacity 
and with excess capacity.

(LO 4), AP
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(b) Assume that the printing operation has available capacity.
(c)  The top management of Word Wizard believes that the printing operation 

should always do the printing for the company’s authors. On a number of occasions, 
it has forced the printing operation to cancel jobs with outside customers in order to 
meet the needs of its own lines. Discuss the pros and cons of this approach.

(d) Calculate the change in contribution margin to each division, and to the company as a 
whole, if top management forces the printing operation to accept the $0.007 per page 
transfer price when it has no available capacity.

P8-5A Watts Company makes various electronic products. The company is divided into a 
number of autonomous divisions that can either sell to internal units or sell externally. All 
divisions are located in buildings on the same piece of property. The Board Division has 
offered the Chip Division $20 per unit to supply it with chips for 30,000 boards. It has been 
purchasing these chips for $22 per unit from outside suppliers. The Chip Division receives 
$22.50 per unit for sales made to outside customers on this type of chip. The variable cost 
of chips sold externally by the Chip Division is $14.50. It estimates that it will save $4.50 
per chip of selling expenses on units sold internally to the Board Division. The Chip Divi-
sion has no excess capacity.

Instructions
(a) Calculate the minimum transfer price that the Chip Division should accept. Discuss 

whether it is in the Chip Division’s best interest to accept the offer.
(b) Suppose that the Chip Division decides to reject the offer. What are the fi nancial impli-

cations for each division, and for the company as a whole, of this decision?

P8-6A Comm Devices (CD) is a division of Worldwide Communications, Inc. CD pro-
duces pagers and other personal communication devices. These devices are sold to other 
Worldwide divisions, as well as to other communication companies. CD was recently 
 approached by the manager of the Personal Communications Division regarding a request 
to make a special pager designed to receive signals from anywhere in the world. The 
 Personal Communications Division has requested that CD produce 12,000 units of this 
special pager. The following facts are available regarding the Comm Devices Division.

Selling price of standard pager $95
Variable cost of standard pager $50
Additional variable cost of special pager $30

Instructions
For each of the following independent situations, calculate the minimum transfer price, 
and discuss whether the internal transfer should take place or whether the Personal Com-
munications Division should purchase the pager externally.

(a) The Personal Communications Division has offered to pay the CD Division $105 per 
pager. The CD Division has no available capacity. The CD Division would have to forgo 
sales of 10,000 pagers to existing customers in order to meet the request of the Personal 
Communications Division.

(b) The Personal Communications Division has offered to pay the CD Division $150 per 
pager. The CD Division has no available capacity. The CD Division would have to forego 
sales of 16,000 pagers to existing customers in order to meet the request of the Personal 
Communications Division.

(c) The Personal Communications Division has offered to pay the CD Division $100 per 
pager. The CD Division has available capacity.

 *P8-7A Gonzalez Corporation needs to set a target price for its newly designed product 
EverReady. The following data relate to this new product.

 Per Unit Total

Direct materials $20
Direct labor $40
Variable manufacturing overhead $10
Fixed manufacturing overhead  $1,200,000
Variable selling and administrative expenses $  5
Fixed selling and administrative expenses  $1,120,000

The costs shown above are based on a budgeted volume of 80,000 units produced and sold 
each year. Gonzalez uses cost-plus pricing methods to set its target selling price. Because 

(b) Minimum price $140

(b)  Total loss to company 
$120,000

(d) Loss to company ($750)

Determine minimum transfer 
price with no excess capacity.

(LO 4), AP

Determine minimum transfer 
price under  different situations.

(LO 4), AP

Compute the target price 
using absorption-cost pricing 
and variable-cost pricing.

(LO 6), AP
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some managers prefer absorption-cost pricing and others prefer variable-cost pricing, the 
accounting department provides information under both approaches using a markup of 
50% on absorption cost and a markup of 70% on variable cost.

Instructions
(a) Compute the target price for one unit of EverReady using absorption-cost pricing.
(b) Compute the target price for one unit of EverReady using variable-cost pricing.

 *P8-8A Anderson Windows Inc. is in the process of setting a target price on its newly designed 
tinted window. Cost data relating to the window at a budgeted volume of 4,000 units are 
as follows.

 Per Unit Total

Direct materials $100
Direct labor $  70
Variable manufacturing overhead $  20
Fixed manufacturing overhead  $120,000
Variable selling and administrative expenses $  10
Fixed selling and administrative expenses  $102,000

Anderson Windows uses cost-plus pricing methods that are designed to provide the company 
with a 25% ROI on its tinted window line. A total of $1,016,000 in assets is committed to 
production of the new tinted window.

Instructions
(a) Compute the markup percentage under absorption-cost pricing that will allow Anderson 

Windows to realize its desired ROI.
(b) Compute the target price of the window under absorption-cost pricing, and show 

proof that the desired ROI is realized.
(c) Compute the markup percentage under variable-cost pricing that will allow Anderson 

Windows to realize its desired ROI. (Round to three decimal places.)
(d) Compute the target price of the window under variable-cost pricing, and show proof 

that the desired ROI is realized.
(e)  Since both absorption-cost pricing and variable-cost pricing produce the 

same target price and provide the same desired ROI, why do both methods exist? Isn’t 
one method clearly superior to the other?

(a) Markup $42.50
(b) Markup $52.50

(a) 45%

Compute various amounts 
using absorption-cost pricing 
and variable-cost pricing.

(LO 6), AP 

P8-1B Harrington Corporation needs to set a target price for its newly designed product 
R2–D2. The following data relate to this new product.

 Per Unit Total

Direct materials $  8
Direct labor $14
Variable manufacturing overhead $  7
Fixed manufacturing overhead  $2,000,000
Variable selling and administrative expenses $  6
Fixed selling and administrative expenses  $1,200,000

These costs are based on a budgeted volume of 100,000 units produced and sold each year. 
Harrington uses cost-plus pricing methods to set its target selling price. The markup on 
total unit cost is 30%.

Instructions
(a) Compute the total variable cost per unit, total fi xed cost per unit, and total cost per 

unit for R2–D2.
(b) Compute the desired ROI per unit for R2–D2.
(c) Compute the target selling price for R2–D2.
(d) Compute variable cost per unit, fi xed cost per unit, and total cost per unit assuming 

that 80,000 R2–D2s are sold during the year.

Use cost-plus pricing to 
 determine various amounts.

(LO 2), AP

PROBLEMS: SET B

(a) Variable cost per unit $35
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P8-2B Robo Parts Inc. is in the process of setting a selling price on a new robotics compo-
nent it has just designed and developed. The following cost estimates for this new component 
have been provided by the accounting department for a budgeted volume of 100,000 units.

 Per Unit Total

Direct materials $30
Direct labor $20
Variable manufacturing overhead $17
Fixed manufacturing overhead  $2,500,000
Variable selling and administrative expenses $  8
Fixed selling and administrative expenses  $   500,000

Robo’s management requests that the total cost per unit be used in cost-plus pricing its 
products. On this particular product, management also directs that the target price be set 
to provide a 30% return on investment (ROI) on invested assets of $3,000,000.

Instructions
(Round all calculations to two decimal places.)

(a) Compute the markup percentage and target selling price that will allow Robo to earn 
its desired ROI of 30% on this new component.

(b) Assuming that the volume is 80,000 units, compute the markup percentage and 
target selling price that will allow Robo to earn its desired ROI of 30% on this new 
 component.

P8-3B Armstrong Bike Repair Shop has budgeted the following time and material for 2014.

Armstrong Bike Repair Shop
Budgeted Costs for the Year 2014

  Material
 Time Loading
 Charges Charges

Shop employees’ wages and benefi ts $36,000 —
Parts supervisor’s salary and benefi ts — $20,000
Offi ce employee’s salary and benefi ts 15,000 10,000
Overhead (supplies, depreciation, advertising, utilities) 19,000 15,000

Total budgeted costs $70,000 $45,000

Armstrong budgets 2,500 hours of repair time in 2014 and will bill a profi t of $5 per labor 
hour along with a 15% profi t markup on the invoice cost of parts. The estimated invoice 
cost for parts to be used is $75,000.

On January 5, 2014, Armstrong is asked to submit a price estimate to fi x a Superior 
Mountain bike. Armstrong estimates that this job will consume 4 hours of labor and $200 
in parts.

Instructions
(a) Compute the labor rate for Armstrong Bike Repair Shop for the year 2014.
(b) Compute the material loading charge percentage for Armstrong Bike Repair Shop for 

the year 2014.
(c) Prepare a time-and-material price quotation for fi xing the Superior Mountain bike.

P8-4B Deitz is a publishing company with a number of different magazines and other 
publications. The company also owns a printing operation called Saira Press. The publi-
cations and the printing operation each operate as a separate profi t center. The printing 
operation earns revenue by printing magazines and other publications owned by Deitz, 
as well as publications of other companies. The printing operation bills out at $0.025 per 
page. A manager from Winner!, one of Deitz’s magazines, has approached the manager 
of the printing operation offering to pay $0.016 per page for 20,000 copies of a 64-page 
magazine. The magazine pays outside printers $0.018 per page. The printing operation’s 
variable cost per page is $0.014.

Instructions
Determine whether the printing should be done internally or externally, and the appropri-
ate transfer price, under each of the following situations.

(b) Target selling price $123.75

(c) $482.00

Use cost-plus pricing to 
 determine various amounts.

(LO 2), AP

Use time-and-material pricing 
to determine bill.

(LO 3), AP

Determine minimum transfer 
price with no excess capacity 
and with excess capacity.

(LO 4), AP
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(a) Assume that the printing operation is booked solid for the next two years, and it would 
have to cancel an obligation with an outside customer in order to meet the needs of the 
internal division.

(b) Assume that the printing operation has available capacity.
(c)  The top management of Deitz believes that the printing operation should 

 always do the printing for the company’s magazines. On a number of occasions, it has 
forced the printing operation to cancel jobs with outside customers in order to meet 
the needs of its own publications. Discuss the pros and cons of this approach.

(d) Calculate the change in contribution margin to each division, and to the company as a 
whole, if top management forces the printing operation to accept the $0.016 per page 
transfer price when it has no available capacity.

P8-5B Dolby Ukes makes various types of ukeleles. The company is divided into a number 
of autonomous divisions that can either sell to internal units or sell externally. All divisions 
are located in buildings on the same piece of property. The Alto Division has offered the 
Peg Division $0.26 per peg to supply it with 200,000 pegs. It has been purchasing these 
pegs for $0.28 per unit from outside suppliers. The Peg Division receives $0.30 per unit 
for sales made to outside customers on this type of peg. The variable cost of pegs sold 
externally by the Peg Division is $0.18. It estimates that it will save $0.04 per peg of sell-
ing expenses on units sold internally to the Alto Division. The Peg Division has no excess 
capacity.

Instructions
(a) Calculate the minimum transfer price that the Peg Division should accept. Discuss 

whether it is in the Peg Division’s best interest to accept the offer.
(b) Suppose that the Peg Division decides to reject the offer. What are the fi nancial impli-

cations for each division, and for the company as a whole, of this decision?

P8-6B Innovative Systems (IS) is a division of Global Electronics, Inc. IS produces video-
game systems. These systems are sold to retailers. IS recently approached the manager of 
the Laptop Computer Division regarding a request to buy a special circuit board for a new 
advanced video game system. IS has requested that the laptop computer division produce 
200,000 units of this special circuit board. The following facts are available regarding the 
Laptop (LT) Division.

Selling price of standard circuit board $54
Variable cost of standard circuit board 30
Additional variable cost of special circuit board 20

Instructions
For each of the following independent situations, calculate the minimum transfer price, 
and discuss whether the internal transfer should take place or whether IS should purchase 
the circuit board externally.

(a) IS has offered to pay the LT Division $62 per circuit board. The LT Division has no 
available capacity. The LT Division would have to forgo sales of 200,000 circuit boards 
to existing customers in order to meet the request of IS.

(b) IS has offered to pay the LT Division $90 per circuit board. The LT Division has no 
available capacity. The LT Division would have to forgo sales of 250,000 circuit boards 
to existing customers in order to meet the request of IS.

(c) IS has offered to pay the LT Division $62 per circuit board. The LT Division has avail-
able capacity.

 *P8-7B Zelmer Corporation needs to set a target price for its newly designed product QB-14. 
The following data relate to this new product.

 Per Unit Total

Direct materials $50
Direct labor $30
Variable manufacturing overhead $13
Fixed manufacturing overhead  $8,000,000
Variable selling and administrative expenses $  7
Fixed selling and administrative expenses  $2,000,000

(d) Loss to company $8,960

(b)  Total loss to company 
$4,000

(b) Minimum price $80

Determine minimum transfer 
price with no excess capacity.

(LO 4), AP

Determine minimum transfer 
price under  different situations.

(LO 4), AP

Compute the target price 
using absorption-cost and 
variable-cost pricing.

(LO 6), AP
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The costs above are based on a budgeted volume of 250,000 units produced and sold each 
year. Zelmer uses cost-plus pricing methods to set its target selling price. Because some 
managers prefer absorption-cost pricing and others prefer variable-cost pricing, the ac-
counting department provides information under both approaches using a markup of 60% 
on unit manufacturing cost and a markup of 100% on variable cost.

Instructions
(a) Compute the target price for one unit of QB-14 using absorption-cost pricing.
(b) Compute the target price for one unit of QB-14 using variable-cost pricing.

 *P8-8B Georgia Gould Bikes Inc. is in the process of setting a target price on its newly de-
signed mountain bike. Cost data relating to the bike at a budgeted volume of 20,000 units 
are as follows.

 Per Unit Total

Direct materials $200
Direct labor $100
Variable manufacturing overhead $  30
Fixed manufacturing overhead  $1,400,000
Variable selling and administrative expenses $  20
Fixed selling and administrative expenses  $   200,000

Georgia Gould Bikes uses cost-plus pricing methods that are designed to provide the com-
pany with a 25% ROI on its mountain bike line. A total of $20,000,000 in assets is commit-
ted to production of the new mountain bike.

Instructions
(a) Compute the markup percentage under absorption-cost pricing that will allow Georgia 

Gould Bikes to realize its desired ROI.
(b) Compute the target price of the bike under absorption-cost pricing, and show proof 

that the desired ROI is realized.
(c) Compute the markup percentage under variable-cost pricing that will allow Georgia 

Gould Bikes to realize its desired ROI. (Round to three decimal places.)
(d) Compute the target price of the bike under variable-cost pricing, and show proof that 

the desired ROI is realized. (Round to nearest dollar.)
(e) Since both the absorption-cost pricing and variable-cost pricing produce the same 

target price and provide the same desired ROI, why do both methods exist? Isn’t one 
method clearly superior to the other?

(a) 70%

(a) Markup $75
(b) Markup $100

Compute various amounts 
using absorption-cost pricing 
and variable-cost pricing.

(LO 6), AP

Visit the book’s companion website, at www.wiley.com/college/weygandt, and choose 
the Student Companion site to access Problem Set C.

PROBLEMS: SET C

(This is a continuation of the Waterways Problem from Chapters 1–7.)

WCP8 Waterways Corporation competes in a market economy in which its products must 
be sold at market prices. Its emphasis is therefore on manufacturing its products at a cost 
that allows the company to earn its desired profi t. This problem asks you to consider various 
pricing situations for Waterways’ projects.

Go to the book’s companion website, www.wiley.com/college/weygandt, to fi nd the 
 remainder of this problem.

WATERWAYS CONTINUING PROBLEM
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Management Decision-Making

Decision-Making at Current Designs

BYP8-1 As a service to its customers, Current Designs repairs damaged kayaks. This is especially 
valuable to customers that have made a signifi cant investment in the composite kayaks. To price 
the repair jobs, Current Designs uses time-and-material pricing with a desired profi t margin of 
$20 per labor hour and a 50% materials loading charge.

Recently, Bill Johnson, Vice President of Sales and Marketing, received a phone call from a 
dealer in Brainerd, Minnesota. The dealer has a customer who recently damaged his composite 
kayak and would like an estimate of the cost to repair it. After the dealer emailed pictures of 
the damage, Bill reviewed the pictures with the repair technician and determined that the total 
 materials charges for the repair would be $100. Bill estimates that the job will take 3 labor hours 
to complete. Following is the budgeted cost data for Current Designs:

Repair technician wages $30,000
Fringe benefi ts $10,000
Overhead $10,000

Current Designs has allocated 2,000 hours of repair time for the upcoming year. The customer has 
agreed to transport the kayak to the Winona production facility for the repairs.

Instructions
Determine the price that Current Designs would charge to complete the repairs for the customer.

Decision-Making Across the Organization

BYP8-2 Lanier Manufacturing has multiple divisions that make a wide variety of products. 
 Recently, the Bearing Division and the Wheel Division got into an argument over a transfer price. 
The Wheel  Division needed bearings for garden tractor wheels. It normally buys its bearings from 
an outside supplier for $25 per set. The company’s top management recently initiated a campaign 
to persuade the different divisions to buy their materials from within the company whenever pos-
sible. As a result, Hank Sherril, the purchasing manager for the Wheel Division, received a letter 
from the vice president of Purchasing, ordering him to contact the Bearing Division to discuss 
buying bearings from this division.

To comply with this request, Hank from the Wheel Division called Mary Plimpton of the 
Bearing Division, and asked the price for 15,000 bearings. Mary responded that the bearings 
normally sell for $36 per set. However, Mary noted that the Bearing Division would save $3 on 
marketing costs by selling internally, and would pass this cost savings on to the Wheel Division. 
She further commented that they were at full capacity, and therefore would not be able to pro-
vide any bearings presently. In the future, if they had available capacity, they would be happy to 
provide bearings.

Hank responded indignantly, “Thanks but no thanks.” He said, “We can get all the bearings we 
need from Falk Manufacturing for $24 per set.” Mary snorted back, “Falk makes junk. It costs us 
$22 per set just to make our bearings. Our bearings can withstand heat of 2,000 degrees centigrade, 
and are good to within .00001 centimeters. If you guys are happy buying junk, then go ahead and 
buy from Falk.”

Two weeks later, Hank’s boss from the central offi ce stopped in to fi nd out whether he had 
placed an order with the Bearing Division. Hank responded that he would sooner buy his bearings 
from his worst enemy than from the Bearing Division.

Instructions
With the class divided into groups, prepare answers to the following questions.

(a) Why might the company’s top management want the divisions to start doing more business 
with one another?

Broadening Your   PERSPECTIVE
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(b) Under what conditions should a buying division be forced to buy from an internal supplier? 
Under what conditions should a selling division be forced to sell to an internal division rather 
than to an outside customer?

(c) The vice president of Purchasing thinks that this problem should be resolved by forcing the Bearing 
Division to sell to the Wheel Division at its cost of $22. Is this a good solution for the Wheel Divi-
sion? Is this a good solution for the Bearing Division? Is this a good solution for the company?

(d) Provide at least two other possible solutions to this problem. Discuss the merits and drawbacks 
of each.

Managerial Analysis

BYP8-3 Construction on the Bonita Full-Service Car Wash is nearing completion. The owner is 
Dave Kear, a retired accounting professor. The car wash is strategically located on a busy street 
that separates an affl uent suburban community from a middle-class community. It has two state-
of-the-art stalls. Each stall can provide anything from a basic two-stage wash and rinse to a fi ve-
stage luxurious bath. It is all “touchless,” that is, there are no brushes to potentially damage the car. 
Outside each stall, there is also a 400 horse-power vacuum. Dave likes to joke that these vacuums 
are so strong that they will pull the carpet right out of your car if you aren’t careful.

Dave has some important decisions to make before he can open the car wash. First, he knows 
that there is one drive-through car wash only a 10-minute drive away. It is attached to a gas station; 
it charges $5 for a basic wash, and $4 if you also buy at least 8 gallons of gas. It is a “brush”-type 
wash with rotating brush heads. There is also a self-serve “stand outside your car and spray until 
you are soaked” car wash a 15-minute drive away from Dave’s location. He went over and tried this 
out. He went through $3 in quarters to get the equivalent of a basic wash. He knows that both of 
these locations always have long lines, which is one reason why he decided to build a new car wash.

Dave is planning to offer three levels of wash service—Basic, Deluxe, and Premium. The Basic 
is all automated; it requires no direct intervention by employees. The Deluxe is all automated ex-
cept that at the end an employee will wipe down the car and will put a window treatment on the 
windshield that reduces glare and allows rainwater to run off more quickly. The Premium level is 
a “pampered” service. This will include all the services of the Deluxe, plus a special wax after the 
machine wax, and an employee will vacuum the car, wipe down the entire interior, and wash the 
inside of the windows. To provide the Premium service, Dave will have to hire a couple of “car wash 
specialists” to do the additional pampering.

Dave has pulled together the following estimates, based on data he received from the local 
Chamber of Commerce and information from a trade association.

 Per Unit Total

Direct materials per Basic wash $0.30
Direct materials per Deluxe wash $0.80
Direct materials per Premium wash $1.10
Direct labor per Basic wash na
Direct labor per Deluxe wash $0.40
Direct labor per Premium wash $2.40
Variable overhead per Basic wash $0.10
Variable overhead per Deluxe and Premium washes $0.20
Fixed overhead  $117,000
Variable selling and administrative expenses all washes $0.10
Fixed selling and administrative expenses  $130,500

The total estimated number of washes of any type is 45,000. Dave has invested assets of $393,750. 
He would like a return on investment (ROI) of 20%.

Instructions
Answer each of the following questions.

(a) Identify the issues that Dave must consider in deciding on the price of each level of service of 
his car wash. Also discuss what issues he should consider in deciding on what levels of service 
to provide.

(b) Dave estimates that of the total 45,000 washes, 20,000 will be Basic, 20,000 will be Deluxe, and 
5,000 will be Premium. Calculate the selling price, using cost-plus pricing, that Dave should use 
for each type of wash to achieve his desired ROI of 20%.
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(c) During the fi rst year, instead of selling 45,000 washes, Dave sold 43,000 washes. He was quite 
accurate in his estimate of fi rst-year sales, but he was way off on the types of washes that he 
sold. He sold 3,000 Basic, 31,000 Deluxe, and 9,000 Premium. His actual total fi xed expenses 
were as he expected, and his variable cost per unit was as estimated. Calculate Dave’s actual net 
income and his actual ROI. (Round to two decimal places.)

(d) Dave is using a traditional approach to allocate overhead. As a consequence, he is allocating 
overhead equally to all three types of washes, even though the Basic wash is considerably less 
complicated and uses very little of the technical capabilities of the machinery. What should 
Dave do to determine more accurate costs per unit? How will this affect his pricing and, conse-
quently, his sales?

Real-World Focus

BYP8-4 Merck & Co., Inc. is a global, research-driven pharmaceutical company that discovers, 
develops, manufactures, and markets a broad range of human and animal health products. The 
following are excerpts from the fi nancial review section of the company’s annual report.
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Instructions
Answer each of the following questions.

(a) In light of the above excerpts from Merck’s annual report, discuss some unique pricing issues 
faced by companies that operate in the pharmaceutical industry.

(b) What are some reasons why the same company often sells identical drugs for dramatically dif-
ferent prices in different countries? How can the same drug used for both humans and animals 
cost signifi cantly different prices?

(c) Suppose that Merck has just developed a revolutionary new drug. Discuss the steps it would go 
through in setting a price. Include a discussion of the information it would need to gather, and 
the issues it would need to consider.

BYP8-5 Shopping “robots” have become very popular on the Web. These are sites that will fi nd 
the price of a specifi ed product that is listed by retailers on the Web (“e-tailers”). This allows the 
customer to search for the lowest possible price.

Address: www.dealtime.com or go to www.wiley.com/college/weygandt

Steps
1. Go to the Web page of DealTime.
2. Under the heading “Electronics,” click on DVD players.
3. Choose one of the models.

Instructions
(a) Write down the name of the retailer and the price of the two lowest-priced units and the two 

highest-priced units.
(b) As a consumer, what concerns might you have in clicking on the “buy” button?
(c) Why might a consumer want to purchase a unit from a retailer that isn’t offering the lowest price?
(d) What implications does the existence of these sites have for retailers?

Merck & Co., Inc.
Financial Review Section (partial)

In the United States, the Company has been working with private and governmental employers 
to slow the increase of health care costs.

Outside of the United States, in diffi cult environments encumbered by government cost con-
tainment actions, the Company has worked with payers to help them allocate scarce resources 
to optimize health care outcomes, limiting potentially detrimental effects of government actions 
on sales growth.

Several products face expiration of product patents in the near term.

The Company, along with other pharmaceutical manufacturers, received a notice from the Federal 
Trade Commission (FTC) that it was conducting an investigation into pricing practices.
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Critical Thinking

Communication Activity

BYP8-6 Jane Fleming recently graduated from college with a degree in landscape architecture. 
Her father runs a tree, shrub, and perennial-fl ower nursery, and her brother has a business deliver-
ing topsoil, mulch, and compost. Jane has decided that she would like to start a landscape business. 
She believes that she can generate a nice profi t for herself, while providing an opportunity for both 
her brother’s and father’s businesses to grow.

One potential problem that Jane is concerned about is that her father and brother tend to 
charge the highest prices of any local suppliers for their products. She is hoping that she can dem-
onstrate that it would be in her interest, as well as theirs, for them to sell to her at a discounted price.

Instructions
Write a memo to Jane explaining what information she must gather, and what issues she must 
consider in working out an arrangement with her father and brother. In your memo, discuss how 
this situation differs from a “standard” transfer pricing problem, but also how it has many of the 
characteristics of a transfer pricing problem.

Ethics Case

BYP8-7 Jumbo Airlines operates out of three main “hub” airports in the United States. Recently, 
Econo Airlines began operating a fl ight from Reno, Nevada, into Jumbo’s Metropolis hub for $190. 
Jumbo Airlines offers a price of $425 for the same route. The management of Jumbo is not happy 
about Econo invading its turf. In fact, Jumbo has driven off nearly every other competing airline 
from its hub, so that today 90% of fl ights into and out of Metropolis are Jumbo Airline fl ights. 
Econo is able to offer a lower fare because its pilots are paid less, it uses older planes, and it has 
lower overhead costs. Econo has been in business for only 6 months, and it services only two other 
cities. It expects the Metropolis route to be its most profi table.

Jumbo estimates that it would have to charge $210 just to break even on this fl ight. It estimates 
that Econo can break even at a price of $160. Within one day of Econo’s entry into the market, 
Jumbo dropped its price to $140, whereupon Econo matched its price. They both maintained this 
fare for a period of 9 months, until Econo went out of business. As soon as Econo went out of busi-
ness, Jumbo raised its fare back to $425.

Instructions
Answer each of the following questions.

(a) Who are the stakeholders in this case?
(b) What are some of the reasons why Econo’s break-even point is lower than that of Jumbo?
(c) What are the likely reasons why Jumbo was able to offer this price for this period of time, while 

Econo couldn’t?
(d) What are some of the possible courses of action available to Econo in this situation?
(e) Do you think that this kind of pricing activity is ethical? What are the implications for the 

stakeholders in this situation?

Considering Your Costs and Benefi ts

BYP8-8 The January 2011 issue of Strategic Finance includes an article by J. Lockhart, A. Taylor, 
K. Thomas, B. Levetsovitis, and J. Wise entitled “When a Higher Price Pays Off.”

Instructions
Read the article and answer the following questions.

(a) Explain what is meant by a “low-cost” supplier versus a “low-priced” supplier.
(b) Clarus Technologies’ products are typically priced signifi cantly higher than its competitors’ 

products. How is it able to overcome the initial “sticker shock”?
(c) List the fi ve categories of costs that the authors used to compare the Tornado to competing 

products. Give examples of specifi c types of costs in each category.
(d) The article discusses full-cost accounting as developed by the Environmental Protection Agency 

(EPA). What are the characteristics of this approach, and what implications does the  approach 
used in this article have for corporate social responsibility?
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Answers to Chapter Questions

Answers to Insight and Accounting Across the Organization Questions

p. 335 The Only Game in Town? Q: Do the substantially different prices that Apple and Google 
charge for a similar service refl ect different costs incurred by each company, or is the price differ-
ence due to something else? A: While it is possible that the companies incur different costs to pro-
vide this service, that would not explain this huge price difference. Instead, Apple apparently felt 
that its commanding lead in terms of the percentage of tablet computer users enabled it to charge 
a substantial premium for subscription services. On the other hand, Google’s decision most likely 
refl ects a strategic decision to try to grow its market share by providing a substantially lower price.
p. 336 Wal-Mart Says the Price Is Too High Q: What are some issues that Levi Strauss should 
consider in deciding whether it should agree to meet Wal-Mart’s target price? A: Levi may be 
tempted to reduce the quality of its product, or it may be forced to move more of its operations to 
low-wage suppliers. A big concern is that other retailers may complain that Levi is selling its jeans 
to Wal-Mart at a price that is lower than they receive. Also, customers may no longer be willing to 
pay for Levi’s other models of higher-priced jeans that it sells in other stores because they can get 
the low-price jeans (those with the lower gross margin) at Wal-Mart. All of these are issues that a 
manufacturer must consider in deciding whether to be a supplier to Wal-Mart.
p. 340 At Least It Was Simple Q: What kind of help might the sales staff need in implementing 
this new approach? A: Many customers might object to the price increases, and some might even 
threaten to buy a competing product. The company needed to provide the sales staff with justifi ca-
tions for the product. For example, salespeople needed evidence to demonstrate that the superior 
quality of the product justifi ed the higher price.
p. 344 It Ain’t Like It Used to Be Q: What implications does this have for a service company’s 
need for managerial accounting? A: When service companies billed by the hour, they were bet-
ter able to ensure their profi tability because labor hours is their primary cost. But when billing 
schemes become performance-based, the company cannot be assured that the bill will cover its 
hourly costs. As a consequence, companies will need to be far more accurate in their estimates of 
the likelihood of achieving desired outcomes, or their costs may well exceed their revenues.
p. 352 Transferring Profi ts and Reducing Taxes Q: What are the implications for other taxpayers 
if companies reduce their taxes by using improper transfer prices to shift profi ts to lower-tax coun-
tries? A: If companies reduce their taxes by using improper transfer prices, then more of the tax 
burden will fall on law-abiding companies or on individual taxpayers. As countries such as Ireland, 
for example, have drawn increased foreign investment by non-Irish companies, many other European 
countries have complained that Ireland is using unfair tax incentives. Many countries are begin-
ning to scrutinize the transfer pricing practices of multinational companies more closely in order 
to reduce cheating and increase tax revenues.

Answers to Self-Test Questions

1. c 2. b ($80 2 $15) 3. c 4. b 5. b [(.10 3 $500,000) 4 1,000]/$25; $25 1 $50 6. c ($10 4 
$30) 7. a $10 1 [$100,000 1 .5(40,000) 1 .5(80,000)] 4 5,000 8. d 9. d ($70 2 $30) 1 $30 
10. b 11. c 12. b 13. b *14. b [$15 1 ($8 1 12)] 4 ($40 1 $30) *15. d [$15 1 ($30 1 $12)] 4 
($40 1 $8)

✔  Remember to go back to The Navigator box on the chapter opening page and check off your completed work.
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