This article was downloaded by: [University of California, Los Angeles]

On: 13 September 2010

Access details: Access Details: [subscription number 923037182]

Publisher Taylor & Francis

Informa Ltd Registered in England and Wales Registered Number: 1072954 Registered office: Mortimer House, 37-
41 Mortimer Street, London W1T 3JH, UK

International Journal of Production Research

Publication details, including instructions for authors and subscription information:
http://www.informaworld.com/smpp/title~content=t713696255

Price elasticity of demand and capacity expansion features in an enhanced

ABC product-mix decision model

Wen-Hsien Tsai*; Lopin Kuo® Thomas W. Lin® Yi-Chen Kuo%; Yu-Shan Shen®

* Department of Business Administration, National Central University, Jhongli, Taoyuan 320, Taiwan ®
Department of Accounting, TamKang University, Tamsui, Taipei 251, Taiwan © Leventhal School of
Accounting, Marshall School of Business, University of Southern California, Los Angeles, CA 90089,
USA ¢ Department of Business Administration, St. John's University, Tamsui, Taipei 251, Taiwan

First published on: 27 November 2009

To cite this Article Tsai, Wen-Hsien , Kuo, Lopin , Lin, Thomas W. , Kuo, Yi-Chen and Shen, Yu-Shan(2010) 'Price
elasticity of demand and capacity expansion features in an enhanced ABC product-mix decision model', International
Journal of Production Research, 48: 21, 6387 — 6416, First published on: 27 November 2009 (iFirst)

To link to this Article: DOI: 10.1080/00207540903289763
URL: http://dx.doi.org/10.1080/00207540903289763

PLEASE SCROLL DOWN FOR ARTICLE

Full terms and conditions of use: http://ww. informaworld.conlterms-and-conditions-of-access. pdf

This article may be used for research, teaching and private study purposes. Any substantial or
systematic reproduction, re-distribution, re-selling, |loan or sub-licensing, systematic supply or
distribution in any formto anyone is expressly forbidden.

The publisher does not give any warranty express or inplied or make any representation that the contents
will be conplete or accurate or up to date. The accuracy of any instructions, fornmul ae and drug doses
shoul d be independently verified with primary sources. The publisher shall not be liable for any |oss,
actions, clainms, proceedings, demand or costs or damages whatsoever or howsoever caused arising directly
or indirectly in connection with or arising out of the use of this material.



http://www.informaworld.com/smpp/title~content=t713696255
http://dx.doi.org/10.1080/00207540903289763
http://www.informaworld.com/terms-and-conditions-of-access.pdf

19: 42 13 Septenber 2010

[University of California, Los Angeles] At:

Downl oaded By:

International Journal of Production Research Taylor &Francis
Vol. 48, No. 21, 1 November 2010, 63876416 Taylor & Francis Group

Price elasticity of demand and capacity expansion features
in an enhanced ABC product-mix decision model

Wen-Hsien Tsai®*, Lopin Kuo®, Thomas W. Lin®,
Yi-Chen Kuo® and Yu-Shan Shen®

“Department of Business Administration, National Central University, Jhongli, Taoyuan 320,
Taiwan, bDepartment of Accounting, TamKang University, Tamsui, Taipei 251, Taiwan,
“Leventhal School of Accounting, Marshall School of Business, University of Southern
California, Los Angeles, CA 90089, USA; ’1Department of Business Administration,

St. John’s University, Tamsui, Taipei 251, Taiwan

(Received 8 October 2008, final version received 25 August 2009)

In recent years, activity-based costing (ABC) has become a popular cost and
operations management technique to improve the accuracy of firms’ product or
service costs in order to help the firms stay competitive. Since the product-mix
decision is an important ABC application, most studies in the ABC literature
were generally focused on the effect of ABC analysis on the product-mix decision
or product cost calculation. However, these studies usually ignored some
important factors, such as: capacity expansions, management’s degree of control
over resources, purchase discount, and change of product’s price. Hence, in this
paper, we consider these factors to propose a more general model. This model can
help managers to make a product-mix decision and identify excess resources
so that managers can redeploy them to optimise resource usage. Furthermore,
since previous studies did not consider the impact of price changes on product-
mix decisions, this paper also examines the impact of reducing product price with
different price elasticity of demand () on the simulated company’s profit.

Keywords: activity-based costing (ABC); price elasticity of demand (eP); capacity
expansion; theory of constraints (TOC); management’s control over resources
ability

1. Introduction

Traditional cost accounting (TCA), which mainly uses direct labour hours or cost to
allocate the overhead costs, systematically distorts product costs in advanced manufactur-
ing environments in which overhead costs are a significant portion of product costs. Since
incorrect product cost information can lead to poor decisions, activity-based costing
(ABC) was developed by General Electric and other firms to improve the usefulness of
accounting information (Johnson 1992). Experts believe that ABC can provide more
accurate product costing information than TCA when products are diverse in size,
complexity, material requirements, and/or setup procedures (Cooper and Kaplan 1988a).
ABC uses a two-stage procedure of cost assignment to achieve the accurate costs.
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First, resource costs are traced to various activities by using resource drivers according to
the consumption of resources by activities. Then, activity costs are traced to various
products or services by using activity drivers according to the consumption of activities by
products or services (Cooper 1989, Turney 1991). The main features of the ABC model are
the identification of activities and the use of both volume and non-volume drivers to assign
resource costs to products or services. In ABC models, the hierarchy of company activities
is composed of the following categories: unit-level activities (performed one time for one
unit of product or service, e.g., machining, finishing); batch-level activities (performed one
time for a batch of products or services, e.g., setup, scheduling); product-level activities
(performed to benefit all units of a particular product or service, e.g., product design);
and facility-level activities (performed to sustain the manufacturing or service facility,
e.g., plant guard and management) (Cooper 1990, Cooper and Kaplan 1991). ABC uses
these four categories of activities to facilitate the identification of costs and drivers.
Furthermore, appropriate activity drivers should be chosen for different kinds of activity
costs. For example, machine hour is used as the activity driver for the activity machining;
setup hours or the number of setups for machine setup; and the number of drawings or the
number of design hours for product design (Tsai 1996a, 1996b).

Since 1988, ABC has rapidly evolved from the concept stage to implementation.
The applications of ABC have been extended from manufacturing industries (Zhuang
and Burns 1992, Dhavale 1993, Brewer et al. 2003, Needy et al. 2003) to service industries
(Carlson and Young 1993, Chan 1993, Tsai and Kuo 2004, Tsai and Hsu 2008), non-profit
organisations (Antos 1992), and governmental agencies (Harr 1990). In addition, the
information obtained from the ABC approach has also been applied in various fields such
as product mix decision, joint products decision (Tsai 1996b, Tsai and Lai 2007, Tsai et al.
2008), outsourcing (Tsai and Lai 2007, Tsai et al. 2007), quality improvement (Tsai 1998),
environmental management (Tsai et a/. 2007, Tsai and Hung 2009a, 2009b), project
management (Raz and Elnathan 1999), software development (Fichman and Kemerer
2002), and so on.

Among the above ABC applications, the product-mix decision is important both
in management practice and academic research. Product-mix decision problems exist at
all times, and it has been applied to mathematical programming on semiconductor
foundry manufacturing (Chou and Hong 2000), PCB manufacturing (Bhatnagar et al.
1999), and commercial banks (Wheelock and Wilson 2001, Young and Roland 2001).
Previous research (Cooper et al. 1992, Swenson and Flesher 1996, Foster and Swenson
1997), indicated that the product-mix decision is a dominant application of ABC in their
examined firms. In addition, the longitudinal study of Innes ez a/. (2000) demonstrated
that ABC users perceive its use as more important and successful for making pricing and
product-mix decisions over time.

However, ABC has been criticised for its failure to identify and remove constraints
in the production process (Johnson 1992). Therefore, Kee (1995) integrated ABC with the
capacity constraints to propose a liner programming model, and adopted the concept
of bottleneck recognition and relieve coming from the theory of constraints (TOC)
to conduct a sensitivity analysis. After Kee (1995), there were many other factors, such
as capacity expansions, management’s degree of control over resources, purchase discount,
and change of product’s price, considered by subsequent researchers to enhance this model
(Holmen 1995, Campbell ef al. 1997, Kee and Schmidt 2000, Lea and Fredendall 2002).

Kaplan (2005) indicated that ‘when the capacity of existing resources is
exceeded, the pain is obvious through shortages, increased pace of activity, delays, or



19: 42 13 Septenber 2010

[University of California, Los Angeles] At:

Downl oaded By:

International Journal of Production Research 6389

poor-quality work’. The ABC approach helps us make clear that such shortages not only
occur on machine, but also occur for designing, scheduling, maintaining, and other people
resources performing support activities (Kaplan 2005). Facing such shortages, companies
can increase the supply of resources by spending more cost to relieve the bottleneck, where
Banker and Hughes (1994) and subsequent researchers referred to the ability to acquire
additional resources as a soft constraint. Capacity expansion has been applied in power
system planning (Wang and Sparrow 1999). However, as what Kee (2008) indicated, the
cost of capacity expansion associated with a product-mix decision creates costs that are
not proportional to the quantity of a product produced. Therefore, the factor of capacity
expansion should be incorporated into the product-mix decision model.

Besides signalling those resources that are at capacity constraints, ABC also signals
where unused capacity exists (Kaplan 2005). To obtain the benefit from unused resources,
managers may reduce the supply of these resources or redeploy them to other profitable
activities. On the contrary, if managers do nothing about the unused capacity, the reduced
cost of resources used will only be offset by an equivalent increase in the cost of unused
capacity (Kaplan 2005). Unused capacity is an important topic and has been applied in the
real world such as the flexible manufacturing system (Sebestyen and Juhasz 2003).
Managers have to exploit the unused capacity according to their discretionary power over
it. Therefore, identifying management’s degree of control over resources is significant
for making a product-mix decision.

Pricing is another dominant application of ABC. Since ABC offers more accurate
information of product costing, some companies use their ABC information to reprice
their products, services, or customers so that the revenues (resources) received exceed
the costs of resources used to produce products for individual customers (Cooper and
Kaplan 1992). For maximising the net income, product-mix and prices of the products
should be considered together. ‘A product whose revenue is less than its activity-based cost
may be beneficial for the firm to produce when the firm has excess resources that cannot be
terminated or deployed elsewhere in the firms operations’, as indicated in Kee and Schmidt
(2000). On the other hand, re-pricing a product not only affects the revenue of this product
directly, price elasticity is also an important factor to consider. Price -elasticity
consideration has been applied in airport pricing (Zhang and Zhang 2003); and evidence
on the cyclical behaviour for food manufacturing industries (Field and Pagoulatos 1997)
indicates that the demand of a product varies with its price as well. Furthermore, managers
usually determine the amount of resources acquired according to the demand of products,
and that may change the cost of resources. For example, the vendor of a material may
allow a purchase discount for purchases that qualify a specific threshold.

All factors mentioned above are important, and there are interactions not only among
them but also between each of them and the product-mix decision. Therefore, these factors
should be considered and evaluated simultaneously within a product-mix decision model.
However, most of the related works only consider one or two factors of them. In this
paper, we develop a more general model which integrates ABC with the TOC principles
to reflect different degree of management’s control over resources. In addition, our model
incorporates the factors of capacity expansions and purchase discount. We also examine
the impact of reducing product price with different price elasticity of demand (¢P) on the
simulated company’s profit with our model.

In the next section, we review the literature on product-mix decision studies of ABC.
In the third section, we develop an enhanced general model. A numerical example ise used
to illustrate the application of this model in Section 4, and an examination of the impact
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of reducing product price with different price elasticity of demand is analysed in Section 5.
In the last section, we offer concluding remarks.

2. Literature review

The product-mix decision is one of the most important ABC applications (Cooper and
Kaplan 1988b, Roth and Borthick 1989, Bakke and Hellberg 1991, Smith and Leksan
1991, Kee 1995, Lea 1998, Kee and Schmidt 2000, Lea and Fredendall 2002). Cooper and
Kaplan (1988b), Roth and Borthick, (1989), and Smith and Leksan (1991) focused their
analyses on product cost calculation or the impact of the product-mix decision on profits
or product costs under ABC. Additionally, some researchers utilised several kinds of
mathematical programming to improve product-mix decision models (Charnes et al. 1963,
Sheshai et al. 1977, Tsai and Lin 1990, Tsai 1994, Tsai and Lin 2004).

Kee (1995) provided a numerical example that integrated ABC with the TOC principles
to illustrate the economic consequences of production-related decisions. ABC and the
theory of constraints (TOC) represent alternative paradigms to traditional cost-based
accounting systems. Both paradigms are designed to overcome limitations of traditional
cost-based systems. TOC, developed by Goldratt (1990), is a systems-management
philosophy and a process of ongoing improvement. TOC is composed of a series of
focusing procedures for identifying the bottlenecks and managing the production system
concerned with these constraints. After removing a bottleneck, the firm moves to a higher
level of goal attainment. The cycle of managing the firm by being concerned with new
bottlenecks is repeated, leading to on-going, effective improvements in the firm’s operation
and performance. In the literature, some researchers (Bakke and Hellberg 1991,
MacArthur 1993, Holmen 1995) examined the complementary nature of ABC and
TOC, and addressed that the strengths of ABC and TOC could make up for each other’s
limitations. Under the TOC, direct material is treated as a variable cost, while direct
labour and all other costs are treated as fixed. The objective of the TOC is to maximise
throughput subject to the capacity of the individual production activities of the firm. TOC
assumes that production capacity is constrained while ABC assumes that production
capacity is unconstrained. The TOC assumes that there is always a bottleneck. Under
TOC, only the products with the highest contribution per unit of the bottleneck should
be produced. TOC using throughput maximisation as a decision criterion may lead to
suboptimal decisions in some circumstances. For intermediate and longer-run decisions
in which management has discretionary power over direct labour or overhead cost items,
the global operational measures of TOC ignore factors relevant to decision process.
Alternatively, ABC provides a comprehensive framework for modelling the economic
attributes of the production process. Thereby, integrating ABC with TOC means to
incorporate the opportunity cost of a production constraint, i.e., it can identify those
products with the highest potential profit under the firm’s limited production
opportunities. Simultaneously, it selects products where the marginal revenue from the
last unit produced is equal to the marginal cost of the resources used in the manufacturing.
On the application of integrating ABC and TOC, Campbell ez al. (1997) distinguished
resources into people-intensive and machine-intensive, and then showed how a hybrid
ABC and TOC approach leads to better profitability estimation.

Many researchers suggested that TOC is appropriate for decisions in the short-run,
while ABC is appropriate for decisions in the long-run. Kee and Schmidt (2000) argued
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that management’s discretionary power over labour and overhead determines when the
TOC and ABC lead to an optimal product mix. Therefore, Kee and Schmidt (2000)
indicated that managers should focus on the discretionary power they have over the
resources over a given time horizon rather than focusing on time alone. The assumptions
of TOC and ABC were that a firm’s management has either no control or has complete
control over its labour and overhead resources, respectively. When the respective
assumptions are met, the TOC and ABC can lead to optimal product-mix decisions.
However, when a firm has varying degrees of control over labour and overhead resources,
neither the TOC nor ABC may lead to an optimal product-mix. Kee and Schmidt (2000)
developed a more general product-mix decision model that overcame the stringent
requirements of the TOC and ABC, and demonstrated that the TOC and ABC were
special cases of their model. Lea and Fredendall (2002) found in an extension study of Kee
and Schmidt’s (2000) model that the performance of management accounting systems
or product-mix algorithms or product structures was not different between the short and
the long term.

Kee (1995), and Kee and Schmidt’s (2000) ABC product-mix models neglected the
mechanism of capacity expansion in production. The feasibility or benefits of capacity
expansions have usually been evaluated by using post-optimal (sensitivity) analysis.
As argued by Tsai and Lin (2004), it is difficult to simultaneously consider two or more
kinds of capacity expansions by using this kind of product-mix decision models. Tsai and
Lin (2004) utilised mixed-integer programming to develop a product-mix model with
capacity expansion features and illustrated how to quickly acquire the product-mix
information. However, the basis for making these decisions in Tsai and Lin’s (2004) ABC
model is to assume that a firm’s management has complete control over its labour and
most of the overhead resources.

Previous studies usually regarded price as fixed in their models, while the higher
a product’s price, the lower the quantity of the product that will be produced and sold
(Kee, 2008). Kee (2008) considered the different price and its corresponding demand of a
product. Kee (2008) also considered the purchase discount for further improvement
in the product-mix model. However, in Kee (2008), price of a product was only divided
into high, medium, and low levels, and the different price elasticity of the product was
ignored. Because the demand curve is downward sloping, when the price is lower, more
customers will demand or purchase. When the price is lower, then customers will increase
demand or purchases, because the demand curve is downward sloping. Companies
in order to satisfy the customers’ demand, will adopt the capacity expansion strategy.
The greater P value in the product the more customers will demand or purchase by a
lower price. Hence, the factors of capacity expansion and price elasticity should be
considered. Both of them have been applied in water supply in a planning support
system (Kim and Hopkins 1996) and manufacturing industry (Chomiakow 2007). On the
other hand, Kee (2008) also considered the purchase discount for further improvement
in the product-mix model. However, in Kee (2008), price of a product was only divided
into high, medium, and low levels, and the different price elasticity of the product was
ignored.

In this paper, we integrate the ideas of Kee and Schmidt (2000) and Tsai and
Lin (2004), and develop a more general model which considers both management’s degree
of control over resources and capacity expansion. In addition, our study also considers the
impact of price elasticity of demand to help managers find an optimal product-mix
solution.
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3. Model formulation

In this section, we propose an enhanced general model which incorporates four factors:
capacity constraint, management’s degree of control over resource, capacity expansions,
and purchase discount to determine an optimal product-mix decision.

3.1 Assumptions

Suppose a company plans to add a new product into the existing product line. The
following assumptions are incorporated in our enhanced general product-mix decision
model. First, the overhead activities in a multi-product manufacturing company have been
classified as unit-level, batch-level, product-level, and facility-level activities, and resource
drivers and activity drivers have been chosen by the company’s ABC task force through an
ABC study. Second, the data on running actual activity cost (Tyson et al. 1989) per activity
driver for each activity has been collected and used in the product-mix decision model.
Third, unit prices and direct material costs for existing products remain fixed within a
certain relevant range in the short term. For some materials, a purchase discount will be
offered if the quantity in an order satisfies a specific threshold. Fourth, this model does not
consider the substitution of resources in the product-mix decision; for example, this model
does not consider the replacement of labour hours by machine hours. Fifth, under ABC,
facility-level activity costs will, however, be smaller in amount than traditional fixed costs
because they represent only that portion of the traditional fixed costs that do not vary with
batch- or product-level activities (Lere 2000). They include costs such as depreciation,
property taxes and insurance on the factory building. Floor space occupied is often
referred to as the facility-level driver for assigning facility-level costs. However, this
stretches the idea of a driver, because it is rare that the total floor space devoted to each
product or unit can be identified (Carter and Usry 2002). For the purpose of planning, we
assume, in this paper, that the cost function of facility-level activity is a stepwise function
that varies with the machine-hours range (Tsai and Lin 2004). Sixth, the company has
established good relationships and contracts with some vendors, so renting additional
machines from vendors can expand the machine hour resource in the short term. Seventh,
in conforming to government’s policy, the direct labour resource can be expanded by using
overtime work or additional night shifts with a higher wage rate in the short term. Eighth,
management can acquire accurate cost information from the company’s financial
department, so the company’s production policy will be based on a maximising profit
rule instead of only considering customers’ demand. This study implies that the company
produces both the old and new products based on aggregate market demand and related
cost information of products. Ninth, the price of potential competitors’ products is not
sensitive to temporary price changes in the company’s products in the short term. The
main reason for this is because the products of each company have their own customer
segments and price orientation.

3.2 Notation

The following notation is used in this paper:

s the company’s profit;
p; the unit selling price of product i;
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the production quantity of old product i;

the production quantity of new product i;

the unit cost of the rth material without a purchase discount used;

the unit cost of the rth material with a purchase discount used (r € D);

the quantities of the rth material without a purchase discount used;

the quantities of the rth material with a purchase discount used (r € D);

the quantities of the rth material that an order has to satisfy for receiving a
purchase discount;

a 0-1 variable. SD, = 1 means that the quantities of the rth material satisfy
the threshold of discount (r € D), otherwise, SD, = 0;

a 0-1 variable. ND, =1 means that the quantities of the rth material
dissatisfy the threshold of discount (r € D), otherwise, ND, = 0;

the requirement of the rth material for one unit of product i;

the available quantity of the rth material;

the available normal direct labour hours;

total direct labour hours under overtime work or additional night shift
situation;

total direct labour cost in Gy;

total direct labour cost in G»;

an SOSI1 (special ordered set of type 1) set of 0—1 variables within which
exactly one variable must be non-zero (Williams 1985);

an SOS2 (special ordered set of type 2) set of non-negative variables within
which at most two adjacent variables, in the ordering given to the set, can be
non-zero (Williams 1985);

the actual running activity cost per activity driver for activity j;

the cost per direct machine hour;

the requirement of the activity driver of unit-level activity j (j€ U) for one
unit of product

the capacity limit of the activity driver of unit-level activity j (j e U);

the requirement of the activity driver of batch-level activity j (j€ B) for
product i

the number of the batches of batch-level activity j (j€ B) for product i;

the number of units per batch of batch-level activity j (j€ B) for product i;
the capacity limit of the activity driver of batch-level activity j (j € B);

the requirement of the activity driver of product-level activity j (j€ P) for
product i;

the indicator for producing product i (Z; = 1) or not producing product i
(Zi =0);

the capacity limit of the activity driver of product-level activity j (j € P);

the maximal (aggregate market) demand of product i;

the machine hours of kth level capacity;

the facility-level activity cost in machine hours of the kth level capacity;

the requirement of the machine hours for one unit of product i;

an SOSI set of 0—1 variables within which exactly one variable must be non-
zero, O = 1 (k#0) means that the capacity needs to be expanded to the kth
level, i.e., M machine hours (Williams 1985);

total direct labour hours;
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eP  the price elasticity of demand (using the measurement of arc elasticity in this

paper).

3.3 The enhanced ABC product-mix decision model

In the remainder of this section, we first introduce two product-mix decision models under
ABC and TOC, respectively, and then, we propose our enhanced general model, where
both TOC and ABC are special cases of this model. As stated in Section 3.1, both labour
hours and machine hours are expandable resources. Therefore, we separate them from the
four categories of overhead activity costs for describing in the following models. We first
present an enhanced ABC product-mix decision model based on Kee and Schmidt (2000)
and Tsai and Lin (2004) as follows:
Maximise 7 = total revenue

— total direct material cost

— total direct labour cost

— total direct machine cost

— total unit-, batch-, product- & facility-level overhead activity costs.

:<Zply+ i[h 1) (Z[A +ZIDAD)—(C1(¥1+CQO{2)

i=n+1 rebD

m m
(Z anpinYi + Z ah%h‘[l) - (ZZCMDUY + Z Zal(ﬂt/%)

i=n+1 i=1 jeU i=n+l1jeU

= @By — Zzajp,jz Zerk (1

i=1 jeB i=1 jeP

Subject to:
Direct material quantity constraints:

ZblIY+ Z blrngAls 72172,---as, 1¢D (2)
i=1 i=n+1
AI’SVI/)" r:1’2""as> V¢D (3)
m
Zb,,Y+Zb,,q,§A +A4D,, r=1.2,. reD (4)
i=1 i=n+1
AD, > TD,SD,, r=1,2,...,s, reD (5)
A, <TD,ND,, r=1,2,...,s, rebD (6)

AD, < W,.SD,, r=1,2,...,s, rebD 7
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ND,+SD, =1, r=1,2,...,s, rebD

A, >0, r=1,2,...,s.

Direct labour hour constraints:

TL = Ga; + Grop

ap—m =<0
ar—n—m=<0
a—m =<0

g +oa +ay=1

m+m=1L

Machine hour constraints:

n m t
Z%’h Y+ Z Yinqi < ZMkek
= k=0

i=n+1

k=0

Unit-level activity constraints:

1

n m
eiYi+ Y ¢jqi <N;, jeU.
=1 i=n+1
Batch-level activity constraints:

Y,‘fd[/B,‘,‘, i:1,2,...,l’l, ]GB

qi <oyBy, i=n+l,n+2,...,m, jeB

m

> wiBy < T jeB.
i=1

Product-level activity constraints:
Y, <D, Z, i=1,2,....n

g <DZ, i=n+1l,n+2,....,m
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m

> piZi< Q. jeP (24)

i=1

Y; >0, i=1,2...,n (25)
¢;>0, i=n+l,n+2,...,m (26)

Where:

(ND,, SD,) is an SOSI set of 0-1 variables, r=1,2,...,s, reD;
(g, a1, o) 1s an SOS2 set of non-negative variables;

(n1, mp) is an SOSI set of 0—1 variables;

6y, 01, ...,0,) is an SOSI set of 0—1 variables;

Z;1s 0—1 variable, i=1,2,...,m; and

Bj; is non-negative integer variable, i=1,2,...,m, j€ B.

The following is the detailed description of the above model:
e Total revenue

The terms in the first set of parentheses in Equation (1) represent total revenue of
old and new products. The first term is the revenue of n original products and the
second term is that of the new product.

e Total direct material cost

The terms in the second set of parentheses in Equation (1), ie., > A+
> ,ep !DyAD,, represent total direct material cost with (r € D) and without (r ¢ D)
a purchase discount, respectively. Equations (2)—(9) are the constraints associated
with the various kinds of materials. For a material with a purchase discount
condition (r € D), Equation (4) describes that the quantity of this material that
either did qualify or did not qualify of a purchase discount should satisfy its
necessary amount for producing each product. Equations (5) and (6) describe the
conditions that a purchase discount either did qualify or not. Equation (7) sets a
maximum quantity of a material with a purchase discount that can be ordered.
At last, Equation (8) ensures that one, and only one of the conditions described
by Equations (5) and (6) is in effect for each material.

e Total direct labour cost

The terms in the third set of parentheses in Equation (1), ie., Cia; + Cray,
represent total direct labour cost of both old and new products. Equations (10)—
(15) are the constraints associated with direct labour. TL, in Equation (10),
is total direct labour hours we need, and its function depends on the case under
study. In this paper, we assume that the direct labour resource can be expanded
by using overtime work or additional night shift with a higher wage rate.
Thus, the total direct labour cost function will be a piecewise linear function
composed of two segments with different wage rates as shown in Figure 1.
In Equations (11)-(15), (n1,n2) is an SOS1 set of 0-1 variables within which
exactly one variable must be non-zero; (g, o1, @) is an SOS2 set of non-negative
variables within which at most two adjacent variables, in the order given to the
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Figure 1. Direct labour cost in enhanced ABC product-mix decision model.

set, can be non-zero (Williams 1985). If n; =1, then 7, = 0, ap = 0, g, @y < 1, and
oy + a; = 1. Thus, total direct labour hours needed and total direct labour cost
are G and C«y, respectively. This means that: (1) the point (G «, Ci«;) is on
the first segment of the piecewise linear direct labour cost function; and (2) (G «;,
Ca) is the linear combination of (0, 0) and (G, C,). This also means that we will
not need the overtime work. On the other hand, if 5, = 1, then ; =0, ag = 0, a1,
ar <1, and oy + ap = 1. Thus, total direct labour hours needed and total direct
labour cost are G« + Ghrap and Cra; + Chra, respectively. This means that: (1)
the point (G o + Graz, Cia) + Chrap) is on the second segment of the piecewise
linear direct labour cost function; and (2) (G« + Graz, Ciap + Cory) is the linear
combination of (G, C;) and (G,, C,). This also means that we will need the
overtime work.

Total direct machine cost

The terms in the fourth set of parentheses in Equation (1), i.e., Y 7| appi Y+
o 11 4n@ingi, represent total direct machine cost. As stated in Section 3.1,
we assume that the facility-level activity cost function is a stepwise function,
discussed later, which varies with the machine hours.

Total unit-level overhead activity cost

The term (3.7 > ey @95 Yi+ D 1,01 2 e v @9igi) in Equation (1) is total unit-
level overhead activity cost of various unit-level activities (j€ U) needed by
both old and new products. Equation (18) is the capacity constraints for various
unit-level activities.

Total batch-level overhead activity cost

The term Y, 3~ p@;i;B; in Equation (1) is total batch-level overhead activity
cost of various batch-level activities (j € B) needed by both old and new products.
Equations (19)~(21) are the constraints associated with various batch-level
activities, where Equation (21) is the capacity constraints for various batch-level
activities. For example, we may use ‘setup hours’ as the activity driver of the
batch-level activity ‘setup’ because each product needs different setup hours.
In this case, 7; are the available setup hours, u; are the needed setup hours for
product i, Bj is the number of setups needed for product i, and oy is the average
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number of units in each setup batch. In fact, there may be a different number
of units in each setup batch for a specific product. However, we can use the
average number of units for the purpose of planning. On the other hand, we may
use ‘number of batches’ as the activity driver of the batch-level activity ‘setup’
because the setup hours needed is the same for each product. In this situation,
wii can be set to 1 and 7j is the available number of setups.

e Total product-level overhead activity cost

The term )", > .. p@p;Z; in Equation (1) is total product-level overhead
activity cost of various product-level activities (j € P) needed by both old and new
products. Equations (22)—(24) are the constraints associated with various product-
level activities. Equations (22) and (23) are the market demand constraints for
old and new products, respectively and Equation (24) is the capacity constraints
for various product-level activities. For example, we may use ‘number of
drawings’ as the activity driver of the product-level activity ‘product design’.
In this case, Q; is the available number of drawings for the firm’s capacity, and p;
is the number of drawings needed for product i. Since Z; is a 0-1 variable,
the market demand constraint for product i (in Equation (22) or (23)) will exist
if Z;=1.

o Total facility-level overhead activity cost

The term Y ;_, Fx6; in Equation (1) is total facility-level overhead activity cost
and Equations (16)—(17) are the associated constraints. For the purpose of
planning, we assume that the cost function of facility-level activity is a stepwise
function that varies with the machine-hours range. (6, 61, . .., 6,) is an SOS1 set of
0-1 variables within which exactly one variable must be non-zero (Williams 1985).
If 6y = 1, the current machine hour capacity M, will not be expanded and the
current total facility-level activity cost is still Fy. If 6, = 1 (v#0), we know that
the capacity needs to be expanded to the vth level, i.e., M, machine hours, and
total facility-level activity cost will be increased to F,.

3.4 The product-mix decision model under TOC

In Kee (1995), and Kee and Schmidt (2000), a product-mix decision model under TOC
selects a product mix based on maximising throughput, which is defined as a product’s
price less its direct material cost, while direct labour and overhead are treated as a fixed
operating expense. However, since the cost of capacity expansion is not a committed
resource initially, the cost of capacity expansion should be treated as a variable. Therefore,
for TOC, the product mix is selected by maximising the objective function shown in
Equation (27) subject to the constraints in Equations (2)—(26) except Equations (10)—(15)
which are replaced with Equations (28) and (29).

For the terms in the third set of parentheses in Equation (27), the cost of normal direct
labour hours, C;, becomes fixed, but the direct labour resource can be expanded from G,
to G, as shown in Figure 2. 8 is a non-negative variable, where (G> — G1)B and (C, — C1)B
are the total expanded direct labour hours needed and the total expanded direct labour
cost, respectively.

The terms from the fifth set to the last set of parentheses in Equation (27) represent the
total overhead activity cost of the four levels respectively. The cost function of total direct
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Figure 2. Direct labour cost in enhanced TOC product-mix decision model.

machine cost, i.e., Zli:o apM .0y, and facility-level activity, i.e., Zli:o F.0), are assumed to
be stepwise functions that vary with the machine-hours range.

m=(Y_pYi+ Zp,, > LA, 4+ ID.AD,
(S )= (3 )

i=n+1 rebD

—(C+ (G =P

- Z apM .0, — Z a;N, Z a;T; Z a;Q; — Z Fi 0y (27)
=0

jevu JjeB jepr
TL=G+ (G2 —G)B (28)
B> 0. (29)

3.5 The enhanced general product-mix decision model

As indicated by Kee and Schmidt (2000), Equations (1) and (27) imply that management
has either complete control or has no control over labour and overhead resources that are
somewhat extreme. Therefore, we propose an enhanced general model which incorporates
management’s degree of control over resources together with capacity expansions and
purchase discount into the product-mix decision model as follows:

= (Zp,Y+ ip, ) (ZIA +ZIDAD)

i=n+1 rebD
—(NCy + DCiay + (Cy — NCy)az)

t
— > " a(NMy + DM — Y (a;(NN; + DN;)

k=0 jeU
— Y (@ (NT;+ DT})
jeB
— > (4 (NQ;+ DQ)")) — Zerk (30)

jeprP
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Subject to:
Direct material quantity constraints:

n m
Zbi,.Yi+Zbirq[§Ar, r=12,....s, r¢&D
i=1

i=n+1
A <W,, r=12,...,8, r¢D
n
i=1 i=n+1 B
AD,>TD,SD,, r=1,2,...,s, rebD
A, < TD,ND,, r=1,2,...,s, rebD
AD, < W.SD,, r=1,2,...,s, rebD
ND.+SD, =1, r=1,2,...,s, rebD

A >0, r=1,2,...,s.
Direct labour hour constraints:

TL = (NG| + DG ) + (G, — NG)az)
ap—m =0
ap—m—m =0
o—m=0
a)t+ar+a=1

m+m=1L
Machine hour constraints:
n m t
enYi+ Y ougi <Y (NM} + DM;)o;
i=1 i=n+1 k=0

! !
D ONMPo, <Y NMyo;
k=0 k=0

11 1
> DM6x < DMb;
k=0 k=0

! !
> (NMj + DM, < My,
) k=0

Zb;,.}’j+ib[,.qi<A,.+AD,,, r=12,...,s, rebD

(3D

(32)

(33)

(34)
(35)
(36)
(37

(38)

(39)
(40)
(41)
(42)
(43)

(44)

(45)

(46)

(47)

(48)
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k=0

Unit-level activity constraints:
DY+ g < (NNJ* + DJ\Q*), jeu
i=1 i1

NN} < NN,

DN} < DN;.
Batch-level activity constraints:

Y,'SO’[/BI‘/', i=1,2,...,n, ]GB

qi <oyBy, i=n+l,n+2,...,m, jeB
m
> wiBy = (NT; +DT7), jeB
i=1

NT} < NT;, jeB

DT} < DT;, jeB.
Product-level activity constraints:

Y, <DZ, i=12....n

q<DZ, i=n+1l,n+2,....m
n

> mizi = (Vo +DQ)). jep
i=1

NQ} < NQ;, jeP

DQ; < DQ;, jeP.
Where:

(ND,,SD,) is an SOSI set of 0-1 variables, r=1,2,...,s, re D;
(g, a1, ) 1s an SOS2 set of non-negative variables;

(n1, o) is an SOSI set of 0—1 variables;

6y, 01, ...,0,) is an SOSI set of 0—1 variables;

Z; is 0—1 variable, i=1,2,...,m; and

Bj; is non-negative integer variable, i=1,2,...,m, je B.

6401

(49)

(50)

(1)

(52)

(53)

(54)

(55)

(56)

(57)

(58)

(59)

(60)

(61)

(62)



19: 42 13 Septenber 2010

[University of California, Los Angeles] At:

Downl oaded By:

6402 W.-H. Tsai et al.

Cost

» Labour Hour

0 NG, DG, G,
Figure 3. Direct labour cost in enhanced general product-mix decision model.

We assume that direct material is a variable cost and facility-level activity is a fixed cost
as prior studies did. For other resources, management may have different discretionary
power. Therefore, we use DCy, DMy, DN;, DT;, and DQ; to denote the amount of
resources which subject to management control, and use NC, NMj,, NN;, NT};, and NQ;
to denote the amount of resources which do not subject to management control, while
DCY, NCY, DM}, NM, DN_/*, NN_/*, DT/‘*’ NT/*, DQ_.*, and NQ,* represent the amount
of those resources that are consumed in production.

The objective function in Equation (30) incorporates the resources that management
has no control over as a fixed cost and the resources over which management has control
that is used in production as a product cost. The constraints in Equations (45)—(62) state
that different kinds of resources used in production must under the sum of the amount
of those resources which are non-discretionary and the amount of those resources which
are discretionary and are used in production. The amounts of resources which have no
control over and control over are also restricted by the constraints in Equations (45)—(62).

The normal direct labour hours are separated into two parts: non-discretionary
labour hours and discretionary labour hours as shown in Figure 3. The terms in the third
set of parentheses in Equation (30), ie., (NC;+ DCia; + (Cy — NC)ap), represent
total direct labour cost of both old and new products, where NC| represents the cost
of non-discretionary labour hours, and DCya; + (C; — NC))a, represents the sum of the
cost of discretionary labour hours and the cost of overtime work. The functions of
Equations (40)—(44) are similar to the Equations (11)—(15) in the enhanced ABC model.

4. A numerical illustration
4.1 Data and description of a numerical example

This paper provides a numerical example to apply the product-mix decision models.
The data and background of this example are described as follows.

Let us assume that a company produces two products, A (i=1) and B (i=2), and plans
to launch a new product C (i=3). Each product requires the processing of five primary
activities, of which, two activities are performed at the unit-level, two at the batch-level
and one at the product-level. Three products consume two types of direct material. The
vendor of material 1 allows a purchase discount of 10% if the amount of the purchase
reaches $450,000. Table 1 shows the data in this example. In Table 1, M stands for the
current machine capacity, 200,000 machine hours, and F, represents the facility-level
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activity cost, $3,000,000 at this capacity level. To increase the machine capacity from M,
to M, or M>, the company needs to lease machines from vendors and, as a result, increases
the facility-level cost to $4,500,000 (£;) or $6,000,000 (F,). Normal direct labour hours,
G, is 400,000 hours, and the wage rate is $4 per hour. In the 400,000 direct labour hours,
300,000 of them come from formal employees that are non-discretionary, while the other
100,000 come from temporary workers that are discretionary. The direct labour hours
can be expanded to G, = 560,000 hours by using overtime work and the wage rate will be
§$5 per hour. In this case, total direct labour hours (TL), can be depicted by the following
equation:

n m
Z wnYi+ Z vng; = Giag + Grap. (63)
p

i=n+1

In this example, management has complete control over drawings, but has no control
over production order and setup hours.

4.2 Three-part analysis

4.2.1 Part 1: determining the optimal product-mix and capacity expansion before adding
new products

The objective of this part is to find the optimal product-mix that maximises the company’s
profit prior to adding a new product into the product-mix. Based on the information
provided in Table 1, this part applies the three proposed models, which are 0—1 mixed-
integer programming models and can be solved by the software ‘LINGO’, and ignores the
new product C’s information. Table 2 shows the objective function, related constraints
before adding a new product into the product-mix of the three models.

A comparison of the optimal solutions of the three models is shown in Table 3.
In Table 3, panel 1, the product mix, the resources used in production, the unused
resources, and the capacity expansions are compared, while an income statement for the
product mix selected with the three models is shown in Table 3, panel 2. According to
Table 3, panel 2, the product mix selected with ABC has the highest income based on
the resources used in production. However, when the cost of unused non-discretionary
resources was deducted from revenue, the product mix selected with the enhanced general
model leads to the highest income.

4.2.2 Part 2: determining the optimal product-mix after adding new products

Generally, the initial production volume of a new product is lower because the company
is unaware of the condition of market acceptance. Over a period of time, when the new
product receives positive evaluation from customers, the company then takes expanded
action. Additionally, the company will gradually transfer production resources from old
products to new products. However, the company’s production policy in old products still
maintains at specific volumes to keep the old customers.

The company should evaluate carefully for new product’s price orientation in the
market. Based on the information provided in Table 1, this part applies our enhanced
general model, Equations (30) to (62), and other constraints (i.e., new product’s price is
equal to 70 (p3 =70) and old products’ production volumes are greater than or equal to
500 units respectively (Y, > 500, Y, > 500)) to explore the optimal product-mix.
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Table 2. Decision analysis prior to adding the new product into the product-mix (only two original

products).

Enhanced ABC product-mix decision model

Maximise

n=28Y,+49Y,—5M—4.5MD, —3M, —1,600,000c; — 2,400,000,
—0.5Y,— Y,—100B5 — 100853 — 20084 — 200B,4 — 30,000Z, — 60,0002,

— 3,000,0006, — 4,500,0000; — 6,000,00060,

Subject to—direct material
Y, +2Y,— M, — MD, <0
Yi+Y,—M>,<0

M,>0

M, < 4500,000ND,

MD,>450,00005D,
MD, <800,000SD,

ND] + SD] - 1
M>>0
M, <600,000

Subject to—direct labour

Y +0.5Y, —400,000c; — 560,0000, <0

ag—m =<0
ar—m—n2=<0
ar—m=0
oy +a)+ay=1
m+m=1

Enhanced TOC product-mix decision model

Maximise

Subject to—machine hour
0.5Y; + Y, —200,0000, — 240,0000;, — 280,00060, <0
Op+0,+6,=1

Subject to—batch-level activity (scheduling)
Y, —120B15<0
Y, — 120853 <0
B3 + By; <4000

Subject to—batch-level activity (setup)
Y, —100B14 <0

Y, —100B24 <0

2B14 + 2By, <8000

Subject to—product-level activity (design)
Y; —500,000Z, <0

Y> —300,000Z, <0

100Z, + 2002, < 600

n=28Y,4+49Y, —5M, —4.5MD, —3M, — 1,600,000 — 800,0008 — 200,0006,
—240,0006; — 280,0006, — 400,000 — 800,000 — 180,000 — 3,000,0006,

—4,500,0000; — 6,000,0006,

Subject to—direct material
Y, +2Y2 —M; — MD, <0
Yi+Y2—-M><0

M, >0

M, < 4500,000ND,
MD; >450,0000S8D,
MD, <800,000SD,

ND|+SD;=1
M>>0
M7 < 600,000

Subject to—direct labour
Y +0.5Y, —400,000 — 160,0008 <0
8=0

Subject to—machine hour
0.5Y; + Y, —200,0000, — 240,0008; — 280,0006, <0
Oo+01+6=1

Subject to—Dbatch-level activity (scheduling)
Y, —120B15<0
Y, — 120853 <0
B3+ B3 <4000

Subject to—batch-level activity (setup)
Y —100B14 <0

Y, — 100824 <0

2B14 + 2By, <8000

Subject to—product-level activity (design)
Y, —500,000Z, <0

Y, —300,000Z, <0

100Z;, + 2002, <600

(continued)
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Table 2. Continued.

Enhanced general product-mix decision model

Maximise
7=28Y,+49Y, —5M; —4.5MD, —3M> — 1,200,000 — 400,000c; — 1,200,000c¢»
—0.5Y; — Y, — 1,200,000 — 30,000Z; — 60,0002, — 3,000,0000, — 4,500,00006,

—6,000,0006,
Subject to—direct material Subject to—machine hour
Y1 +2Y,— M, —MD; <0 0.5Y, + Y» —200,0000, — 240,0000; — 280,0006, <0
Yi+Y,—M, <0 O+0+6=1
M, >0 Subject to—batch-level activity (scheduling)
M, < 4500,000N D, Y —120B13<0
MD; >450,0000SD, Y, —120B,3 <0
MD; <800,000SD B3+ B3 <4000
ND{+SD; =1 Subject to—batch-level activity (setup)
M>>0 Y, —100B14 <0
M;, < 600,000 Y, —100B24 <0
2B14 4+ 2B>4 <8000
Subject to—direct labour Subject to—product-level activity (design)
Y1 4+0.5Y, — 300,000 — 100,000, Y, —500,000Z; <0
—260,00002 <0
) — N1 <0 Y, —300,000Z2, <0
ap—n —m =<0 100Z; +200Z, <600
ar—m=0
oy +a)+ay=1
m+m=1

Table 4 shows the objective function, related constraints, and optimal solution after
adding a new product into the product-mix. It is a 0-1 mixed-integer non-linear
programming model and can be solved by the software ‘LINGO’.

In Table 4, the optimal production volumes for products A, B and C (new product) are
59,000, 500 and 250,000 units, respectively. The company achieves the maximal profit
$7,088,000. Under this solution, machine capacity is expanded to M, = 280,000 hours, and
neither discretionary labour hours nor overtime work are used in production.

4.2.3 Part 3. simulating the impact on the company’s profit of reducing price of a product
with different price elasticity of demand

Suppose that the company finds that the profit of a new product exceeds that of an old
product. In the short run, management needs to simulate and evaluate whether adopting
lower pricing for a new product to expand market share is beneficial to the company’s
profit or not.

Table 4 shows the company’s optimal profit is $7,088,000 when the production
volumes of products A, B, and C are 59,000, 500 and 250,000 units, respectively.

However, the above example does not consider price elasticity of demand (¢P) in new
product C. The following example will simulate the impact on the company’s profit of
price change of a new product C with various &P.

The determinations of elasticity can be either in the form of an arc or point elasticity.
Arc elasticity is the elasticity of demand/supply between the distances of two points on
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Table 3. A comparison between the optimal solutions of the three models.

6407

TOC ABC General-model
Panel 1: product-mix
Product mix
A 400,000 0 240,000
B 0 200,000 120,000
Resource used in production
Direct material 1 400,000 400,000 480,000
Direct material 2 400,000 200,000 360,000
Non-discretionary direct labour hours 300,000 100,000 300,000
Discretionary direct labour hours 100,000 0 0
Direct machine hours 200,000 200,000 240,000
Production order 3334 1667 3000
Setup hours 8000 4000 7200
Engineering drawings 100 200 300
Unused resources
Non-discretionary direct labour hours 0 200,000 0
Discretionary direct labour hours 0 100,000 100,000
Direct machine hours 0 0 0
Production order 666 2333 1,000
Setup hours 0 4000 800
Engineering drawings 500 400 300
Capacity expansion
Machine capacity 0 0 40,000
Overtime work 0 0 0
Panel 2: product-mix income
Revenue 11,200,000 9,800,000 12,600,000
Cost of resource used in production
Direct material 1 2,000,000 2,000,000 2,160,000
Direct material 2 1,200,000 600,000 1,080,000
Non-discretionary direct labour hours 1,200,000 400,000 1,200,000
Discretionary direct labour hours 400,000 0 0
Direct machine hours 200,000 200,000 240,000
Production order 333,400 166,700 300,000
Setup hours 800,000 400,000 720,000
Engineering drawings 30,000 60,000 90,000
Facility-level cost 3,000,000 3,000,000 4,500,000
Income based on resources used 2,036,600 2,973,300 2,310,000
Cost of unused non-discretionary resource 66,600 1,433,300 180,000
Net income 1,970,000 1,540,000 2,130,000

a demand/supply curve. In this paper, the concept of arc elasticity is used to measure price
elasticity of demand. The price elasticity of demand &P is defined as the following

equation:

&P =

_(Aq/%(q’ + q))

Ap/5(p' +p)

Aq/ é) ‘

(64)
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Table 4. Decision analysis of the enhanced general product-mix decision model after adding a new

product.

Maximise

w=28Y14+49Y, + p3q3 —SM, —4.5M D, —3M>, — 1,200,000 — 400,000c; — 1,200,00002
—0.5Y; — Y, — g3 — 400,000 — 800,000 — 30,000Z; — 60,000Z> — 90,000Z3 — 3,000,0006,

—4,500,0000; — 6,000,0006,

Subject to—direct material
Yi+2Yo+q3— M —MD; <0
Yi+Y2+2q3—M> <0

M; >0

M, < 450,000ND,

MD; >450,0000SD,

MD; <800,000SD,
NDy+SD, =1

M>>0

M3 < 600,000

Subject to—direct labour
Y1 +0.5Y, 4+ 0.5¢3 — 300,000 — 100,000,
—260,0000; <0

a—n1 <0
ar—m—n2=<0
Olz—nzfo
ayg+o+ar=1
m+m=1

Subject to—machine hour

0.5Y; + Y» 4+ g3 — 200,0006, — 240,0000,
—280,0006, <0

Op+6,+6,=1

Subject to—batch-level activity (scheduling)
Y, —120B15<0

Y, — 120323 <0

Y3 —90Bx3 <0

B3 + By + B33 <4000

Subject to—batch-level activity (setup)

Y, —100B14 <0

Y, —100B24 <0

Y3 — 300834 <0

2B14+ 2By +4B34 <8000

Subject to—product-level activity (design)
Y —500,000Z, <0

Y> —300,000Z, <0
Y3 —250,000Z5 <0
100Z; +200Z, 430073 < 600

Other constraint (1)—p; =100
Other constraint (2)—Y; > 500
Y, > 500

Optimal solution is as follows: 7=7,088,000, Y;=59,000, Y,=500, p3=70, ¢3=250,000,
M1 :310,000, MD] :0, M2 :559,500, ND| = 1, SD1 :0, oy = 1, 4] :0, (0%) :0, 313 :492,

In calculating the price elasticity, we use the average of the original and new price, i.e.,
p; similarly for the quantity demanded, we use ¢. An elasticity computed by this method
is called an arc elasticity of demand (Pindyck and Rubinfeld 1998). Where p represents
the selling price, and p’ represents that of after change; Ap (i.e., p’ — p) is a change in price;
g represents the quantity demanded of new product before change, and ¢’ represents that
of after change; Ag (i.e., ¢ — ¢) is induced change in the quantity demanded.

This paper assumes that ¢ value of new product C is varied from 0.25 to 1000.
Additionally, the company adopts a lower pricing strategy to stimulate demand, and the
company’s plant is able to supply the product as needed. Thus, the following equation
is added into the product-mix decision model:

Ags /A (g
D = _ w —k, k=025, 1, 5.286, 20, 40, 1000. (65)
Ap3 /3 (s +p3)
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Under a different k value, we could formulate the constraint of ¢ !. Assume & of
product C has six different situations (see column (4) of Table 5), and reducing price
of product C has eight possibilities (see columns (5) and (6) of Table 5). According to this
information, we could obtain demand quantity information of product C while reducing
the price at different P from column (7) of Table 5.

For most goods, the lower the price the more customers will demand or purchase,
because the demand curve is downward sloping. Furthermore, the greater ¢ value in the
product the more customers will demand or purchase by a lower price. On columns (4) to
(7) of Table 5, if new pricing (p%) of product C is 99.98 (reducing price $0.02), then demand
quantity for product C will be 250,017 to 333,347 units in &P varied from 0.25 to 1000.
On column (8) of Table 5, we can see that even the demand quantity of product C increases
with the pricel of product C decrease, the maximal production volumes of product C
is 279,250 under the capacity and production constraints listed in Table 4. In columns (8)
to (10) of Table 5, this symbol (—) represents the demand quantity of product C exceeds
the boundary of general integer of LINGO.

In general, the company’s production policy will be based on the maximising profit rule
instead of only considering customers’ demand. However, management needs to simulate
and evaluate whether adopting lower pricing for a new product is beneficial to the
company’s profit or not.

It is important for management to not only consider the impact of e® and reducing the
price for new product C, but to also evaluate the impact on the company’s aggregate profit
of price change. The details about a new product’s new price (p4), price difference (Ap),
demand quantity (¢5), production quantity (¢3), new product mix (¢, Y}, Y3), profit (')
and profit change percentage are shown in Table 5. Table 5 shows product C’s initial
selling price is 70 when the company produces 250,000 units of product C. Suppose that
the company plans to increase product C’s production volumes from 250,000 to at least
262,500 units (q5 >262,500), i.e., increasing 5% market share. In Table 5, left and right
sides for &P column represent the information before and after a price change in product
C, respectively. According to the earlier eighth assumption, this study implies that the
company produces the old and new products based on aggregate market demand and
related cost information of products. Column (8) of Table 5 represents product C’s
production quantity maximising company’s profit after a price change. For example, when
eP of product C is equal to 20 and the new pricing of product C is 69.10 (reducing the price
by $0.9), the customer will demand 324,318 units of product C. In this situation, the
production quantity of products A, B, and C are 500, 500, and 279,250 units, respectively,
and the company could increase profits compared to before the price change (increasing
profit 4.29%).

On the contrary, observing P =1 situation in Table 5, if the company produces
268,240 units of product C (selling price $65.24), 22,520 units of product A (Y} =22,520)
and 500 units of product B (Y’ = 500), then this company’s profit is $6,157,738, lower than
the product-mix’s profit (7 =3$7,088,000) before the price change. The same situation
happens on P =0.25 of Table 5. Suppose that the company plans to increase product C’s
production volume from 250,000 to at least 262,500 units (¢5 >262,500), i.e., increasing
5% market share. In Table 5 for ¢®=0.25 for py=>52.22 the values for ¢;, Y}, 15,
(the optimal product-mix) and 7’ are 268,870, 21,260, 500 and $2,666,021, respectively,
lower than the product-mix’s profit (7 =$7,088,000) before the price change. This
situation indicates product C having P =0.25 in this case is not appropriate for reducing
price from profit view. If the current strategy of the company is to upgrade market share
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at a goal volume (i.e., at least g5 > 262,500), then the company will decrease more profit
to trade-off market share comparing to before price change (decreasing profit 62.39%).
Note that for a price of p; = 69.98 and p} = 52.22 in e® =0.25, the profits of both product-
mix are lower than the profit before the price change. In this case, the company ought not
to adopt reducing price strategy for product C having ® =0.25 to expand market share,
because it will decrease the company’s total profit.

The above situation illustrates that the company cannot arbitrarily adopt lower
pricing strategy to expand market share because the company’s profit growth rate (An/m)
is negative when &P value of a new product is lower than a specific value. This numerical
example shows the importance of considering the price elasticity of demand. The more
management realises the elasticity of a company’s product, the more management adopts
an appropriate price strategy. Some economics professors often use Starbucks as an
example of a company whose product seems to have little price elasticity. Starbuck’s
management agrees with those professors and thinks the demand of Starbuck’s product is
inelastic, meaning that a price change will cause less of a change in quantity demanded.
Maybe, that is one reason behind Starbuck’s success, because Starbuck’s management
fully realises their products’ characteristics. Generally, the price elasticity of demand is
affected by factors such as those listed below:

e Availability of substitutes: the more possible substitutes, the greater the elasticity.

e Degree of necessity or luxury: luxury products tend to have greater elasticity.
Some products that initially have a low degree of necessity are habit forming and
can become ‘necessities’ to some consumers.

e Proportion of the purchaser’s budget consumed by the item: products that consume
a large portion of the purchaser’s budget tend to have greater elasticity.

e Time period considered: elasticity tends to be greater over the long run because
consumers have more time to adjust their behaviour.

e Permanent or temporary price change: a one-day sale will elicit a different response
than a permanent price decrease.

According to available information, the company can examine price elasticity of
related products, and develop an appropriate pricing strategy for a particular product
to increase its market share and profit.

5. Concluding remarks

This paper developed an enhanced general model that incorporates all four factors:
capacity constraint, management’s degree of control over resource, capacity expansions,
and purchase discount to determine the optimal product-mix.

Establishing a general model related to ABC product-mix decisions is still limited in the
current ABC literature. This paper tried to develop a more realistic product-mix decision
model under ABC and discussed the related-analysis for adding a new product into
the present product-mix. This paper integrated factors proposed in related works and
considered an important feature in practice: price elasticity of demand and the capacity
expansion. This paper also provided a comprehensive illustration on how a company uses
the mathematical programming approach to obtain the optimal product-mix and the
capacity expansion to achieve profit goals. Additionally, this paper used a numerical
example to simulate the impact on the company’s profit for reducing the price of a product
with different &P.
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This paper was based on some specific assumptions. For example, this paper assumed
that potential competitors’ prices are not sensitive to temporary price changes of a
company’s product in the short term. In future studies, researchers can relax assumptions
to explore more complicated and realistic situations.
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Note
1. For example, when ¢ =1, we then have the following equation by using Equation (65):
(45 — a3) (p3 + P4) = (a3 + 45) (p3 — %)
— (4503 + 4505 — @303 — 3p3) = (@303 — @30y + 4403 — 441%)
- 2435 = 2q3p3
- q5P5 = 43D3.
Assuming that p3 =70, g3 = 250,000, then ¢}p = 17,500,000 (the constraint when &P = 1).
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