
CHAPTER 6: Decision Making

Broad Contents of the Chapter are:

1. C V P Analysis
2. Relevant Costing 
3. Non Financial & Ethical Considerations in Decision Making

C V P Analysis:

C V P Analysis relates with Revenues, Costs, Levels of Activity and Profits.  This is mostly useful for Planning and Control.  C V P Analysis helps to make Product Decisions by estimating the expected profitability under various options.

Activity Based C V P Analysis:  C V P Analysis is associated with Volume based measures.  Some costs vary directly in proportion to the volume of the units (Variable Costs) where the conventional C V P Analysis can be used.  The costs that do not vary in proportion with number of units produced are treated as Fixed Costs under this Analysis.  However, of the Fixed Costs, some costs vary in proportion to the utilisation of respective Cost Drivers.  In this scenario Activity Based C V P Analysis comes into play and will be very useful.  This helps in preparing cost data more accurately by tracing the Activity Driven non unit based costs also to respective products.  Break Even Point (B E P) is calculated by the formula:



The difference between conventional BEP and ABC BEP is the difference in the numerator: 
in case of ABC BEP, even non unit driven costs viz. Setup Costs, Engg. Costs etc. which are driven by respective activities are taken as numerator.  
(in practice, the formula does not support exact break even. Ref. Example in Text)

C V P Analysis in Conditions of Uncertainity:  As such C V P does not support Uncertainty.  However this can be supported through Normal distribution theory.  Fixed Cost, Variable Cost and Selling Price may be treated as uncertain variables. This will lead to an increase in the standard deviation because the variability of the variable cost, fixed cost and selling price will add to the variability of profits. To find uncertainty, Standard Normal Variate ‘Z’ is to be calculated by the following formula:


From the value of Z probability can be found from Normal Distribution Tables.  Probability distributions help the decision maker in understanding the risks and uncertainties associated with the problem. Ultimately, this information may assist the decision maker in reaching a good decision.

C V P Analysis in Service Sector: C V P Analysis can be used in Service Sector like Schools, Hospitals, Transport, Hotel industries also.

Relevant Costing:

Short – Run Decision Making:  Short – Run Decision Making (also called as Tactical Decision Making) involves taking one particular course of action among alternatives.   These decisions have short term impact and results also will be clearly visible.  Strategic decisions are of Long Term in nature where competitive advantage is given more importance.  Short Term decisions relate to:
· Make or Buy;
· Whether to accept a Special Order;
· Continue or Drop an Unprofitable Segment;
· Whether to sell a product as it is or process further; etc.

Tactical Decision Making requires the identification and use of Relevant Costs for workings.  For a cost to be Relevant:
· It should be a Future Cost;
· It should be a Differential Cost.

Relevant cost is a future cost that would arise as a direct consequence of the decision under review. It is not essential that all variable costs are relevant and all fixed costs are irrelevant. Fixed or variable costs that differ for various alternatives are relevant costs.  All common costs are irrelevant costs.  Usually (means Not Always) Variable Costs are Relevant Costs and Fixed Costs are Irrelevant Costs.  Variable costs that are same under different alternatives are treated as Irrelevant Costs.  So also, Fixed costs that vary under different alternatives are treated as Relevant Costs.  Sunk costs are always Irrelevant Costs and Out of Pocket Costs are Relevant Costs.  Further, Irrelevant Costs does not mean they are Sunk Costs; they can be Current Costs also.  Incremental costs are always treated as Relevant Costs.  It is very vital to identify what costs are Relevant and what costs Irrelevant while taking a decision.

Apart from the figure work related to Short Term decision process an organisation should also look into Non Financial factors that are very essential for the long term success of an organisation.  Non Financial Factors include Employee Morale, Customer Satisfaction, Quality of the Product, Ethical issues, Environmental issues, Brand image, Corporate Social Responsibility etc. which cannot be expressed in Monetary terms.  Ethics are the moral principles that guide the conduct of individuals and this not an exception to organisations.  For long term success of an organisation, ethical principles are to be followed.

C V P Analysis and Relevant Costing can be used in several scenarios.  Some of them are:
· Make or Buy; 
· Whether to accept a Special Order;
· Continue or Drop an Unprofitable Segment;
· Whether to sell a product as it is or process further; etc.
· Minimum price fixation;
· Product Mix Decisions etc.

Dangers of Concentrating on Tactical Decisions:  Over emphasis on short term goals may lead the organisation to collapse.  Whether a cost is fixed or variable depends on time horizon that is being considered.  In long term no cost is fixed.  All costs are variable.   So, a firm should recover all costs and also make some profits for sustaining.  Objective is to maximise long term cash inflows of the organisation and also maximise the wealth of shareholders in long run

Non Financial & Ethical Considerations in Decision Making:

While taking a call on an investment proposal, it is not just sufficient to look into financial parameters based on NPV, PB, IRR, ROI, NP ratio, etc.  It is also very important to look into Non Financial and Ethical factors like the following also while taking a final call on the course of action.

a. Environmental Factors: like Pollution, Deforestation, impact on weather & climate, green house effect etc. are also to be looked into.  Any project that has an adverse impact on the environment is normally not taken positively by common public.  They resort to protests which will be supported by pro environment NGOs’ also.  Further, Government may levy penalties also.
b. Staff Motivation: It is important that staff are kept motivated through both monetary and non monetary incentives.  Staff goals are to be integrated with Firm goals so that staff will develop a sense of belongingness to the Firm.  This will make individuals also to grow along with Firm.
c. Government Regulations:  The Firm should ensure that all relevant laws and regulations are complied with.  Any deviations may result in heavy penalties or even complete stalling of the operations.
d. Availability of Resources:  Availability of Resources like Land, Raw Materials, Manpower, logistics, electricity etc. are also to be looked into.
e. Corporate Social Responsibility:  Corporate social responsibility refers to "the ethical principle that an organisation should be responsible for how its behaviour might affect society and the environment”. The companies do not function in silos but are a part of the larger society and environment. They have a responsibility towards the society and environment to use the various resources judiciously and ensure a sustainable development.
f. Ethics: Ethics are a set of guiding and moral principles that are to be followed by individuals and also corporates.  Every Firm has a duty to its stakeholders (viz. shareholders, employees, suppliers, customers, society at large etc.).  A company is expected to act in a fair and transparent manner and be honest in all its dealings with stakeholders so that the Brand Image of the Firm keeps growing.
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