
 

 

 

 

 

INTRODUCTION 

 

Introduction to Operation Management 

The Commodity or item which can satisfy human needs is called product and it can 

classified into two parts i.e. physical product and service product. Both types of 

products need inputs to be a final product and there is a process which converts 

the input into output (i.e. final product) is called Operations management (OM). In 

short Operations management is the conversion process of production system 

which creates the firm's primary products or services. 

In broad sense, Operations management includes all those activities which 

converts inputs into outputs and delivers the final products toward its target and 

potential customers.  Operations management is one of the basic functional fields 

of business like marketing, finance human resource management and research and 

development. 

The exact form of conversion process varies from industry to industry and firm to 

firm. It is an economic phenomenon that adds value. The value of output should be 

more than just the sum of individual inputs. Hence the goal of Operations 

management is to generate more and more value to a product. 

Operations Management programs typically include instruction in principles of 

general management, manufacturing and production systems, plant management, 

equipment maintenance management, production control, industrial labor 

relations and skilled trades supervision, strategic manufacturing policy, systems 

analysis,   productivity analysis and cost control, and materials planning. 

 

While the operations function is responsible for producing products and/or 

delivering services, it needs the support and input from other areas of the 

organization. Business organizations have three basic functional areas, as depicted 

as follows: 
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Finance is responsible for securing financial resources at favorable prices and 

allocating those resources throughout the organization, as well as budgeting, 

analyzing investment proposals, and providing funds for operations. Marketing 

and operations are the primary, or “line,” functions. Marketing is responsible for 

assessing consumer wants and needs, and selling and promoting the organization's 

goods or services. An operation is responsible for producing the goods or 

providing the services offered by the organization.  

In a business organization, operations are the core of what the organization does. 

Operations management is responsible for managing that core. Hence, Operations 

management is the management of systems or processes that create goods 

and/or provide services. 

The operations function involves the conversion of inputs into outputs. 

 

The essence of the operations function is to add value during the transformation 

process: Value-added is the term used to describe the difference between the cost 

of inputs and the value or price of outputs. In nonprofit organizations, the value of 

outputs (e.g., highway construction, police and fire protection) is their value to 

society; the greater the value-added, the greater the effectiveness of these 

operations. In for-profit organizations, the value of outputs is measured by the 

prices that customers are willing to pay for those goods or services. Firms use the 

money generated by value-added for research and development, investment in 
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new facilities and equipment, worker salaries, and profits. Consequently, the 

greater the value-added, the greater the amount of funds available for these 

purposes. Value can also be psychological, as in branding. 

Some Definition of OM 

Various scholars have defined operations management in their own view. Some 

common definitions are enlisted below as: 

 Operations management is defined as the design, Operations and 

improvement of the transformation process, which converts the various inputs 

into the desired outputs of the products and services. - Kaniska Bedi  

 Operations management is the set of activities that creates value in the form of 

goods and services by transforming inputs into outputs.- Jay Heizer and Barry Render 

 The operations manager’s job is to manage the process of converting inputs 

into desired outputs. -Everett E. Adam Jr., Ronald J, Ebert 

  

The objective of Operation Management is to produce the desired product or 

specified product by specified methods so that the optimal utilization of available 

resources is met with. Hence the operation management is responsible to produce 

the desired product, which has marketability at the cheapest price by proper 

planning, the manpower, material and processes. Operation management must see 

that it will deliver right goods of right quantity at right place and at right price. 

When the above objective is achieved, we say that we have effective Production 

Management system. 

Some of general objectives of Operations management are given below: 

 To plan about the product 

 To make quality control 

 To control the cost. 

 To better utilization of manpower and other resources 

 To fulfill the gap between actual and standard performance  

 To maintain the effective employee relationship 

 To adopt the rules and regulations of production system 

 To use the various models 

 To co-ordinate and integrate various system and sub-systems etc. 
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Scope of Operation Management 

The scope of operations management ranges across the organization. Operations 

management people are involved in product and service design, process selection, 

selection and management of technology, design of work systems, location 

planning, facilities planning, and quality improvement of the organization's 

products or services. 

The operations function includes many interrelated activities, such as forecasting, 

capacity planning, scheduling, managing inventories, assuring quality, motivating 

employees, deciding where to locate facilities, and more.  

Operations Management concern with the conversion of inputs into outputs, using 

physical resources, so as to provide the desired utilities to the customer while 

meeting the other organizational objectives of effectiveness, efficiency and 

adoptability. It distinguishes itself from other functions such as personnel, 

marketing, finance, etc. by its primary concern for ‘conversion by using physical 

resources’. 

Following are the activities, which are listed under Production and Operations 

Management functions: 

1. Location of facilities. 

2. Plant layouts and Material Handling. 

3. Product Design. 

4. Process Design. 

5. Production and Planning Control. 

6. Quality Control. 

7. Materials Management. 

8. Maintenance Management. 

 

 

 

 

 

 

 

 
Fig 1: Scope of Operations management 
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Importance of Operation Management 

Operations management is the business function that is responsible for managing 
and coordinating the resources needed to produce a company’s products and 
services. Without operations management there would be no products or services 
to sell. Operations management is responsible for a wide range of decisions. They 
range from strategic decisions, such as designing the unique features of a product 
and process, to tactical decisions, such as planning worker schedules. OM is a 
highly important function in today’s dynamic business environment. Among the 
trends that have had a significant impact on business are just-intime, total quality 
management, reengineering, flexibility, time- based competition, supply chain 
management, a global marketplace, and environmental issues. 
 

At the most fundamental level, operations management is about getting the day to 

day work done quickly, efficiently, without errors and at low cost. All the activities 

of operations management can very significantly contribute to the success of any 

organization by using its resources effectively to produce goods and services in a 

way that satisfies its customers. To do this it must be creative, innovative and 

energetic in improving its processes, products and services. In fact, an effective 

operation can give four types of advantage to the business. 

a. It can reduce the costs of producing products and services and being efficient; 

b. It can increase revenue by increasing customer satisfaction through good 

quality and service; 

c. It can reduce the amount of investment (sometimes called capital employed) 

that is necessary to produce the required type and quantity of products and 

services by increasing the effective capacity of the operation and by being 

innovative in how it uses its physical resources; 

d. It can provide the basis for future innovation by building a solid base of 

operations skills and knowledge within the business. 

 

Besides its importance to corporate competitiveness, reasons for studying the OM 

are as follows: 

1. A business education is incomplete without an understanding of modern 

approaches to managing operations.  

2. Operations management provides a systematic way of looking at 

organizational processes. OM uses analytical thinking to deal with real-

world problems. It sharpens our understanding of the world around us 
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whether we are talking about how to expand globally or how many lines to 

have at the bank teller’s window. 

3. Operations management presents interesting career opportunities. These can 

be in direct supervision of operations as a staff positions in OM specialties 

such as supply chain management, purchasing and quality assurance. In 

addition, consulting firms regularly recruits individuals having strong OM 

capabilities such as process reengineering and enterprise resource 

planning.  

4. The concepts and tools of OM are widely used in managing other functions of 

a business. All the managers have to plan work, control quality and ensure 

productivity of individuals under their supervision. Other employees must 

know how operations work to effectively perform their jobs.      

Operations Management and decision making 

The chief role of an operations manager is that of planner/decision maker. In this 

capacity, the operations manager exerts considerable influence over the degree to 

which the goals and objectives of the organization are realized. Most decisions 

involve many possible alternatives that can have quite different impacts on costs 

or profits. Consequently, it is important to make informed decisions. 

Operations management professionals make a number of key decisions that affect 

the entire organization. These include the following: 

   What: What resources will be needed, and in what amounts? 

   When: When will each resource be needed? When should the work be scheduled? 

When should materials and other supplies be ordered? When is corrective action 

needed? 

   Where: Where will the work be done? 

   How: How will the product or service be designed? How will the work be done 

(organization, methods, equipment)? How will resources be allocated? 

   Who: Who will do the work? 

The broad range of decisions that operations managers must make are based on 

the covered areas by the operations management. These includes introduction to 

the tools necessary to handle those decisions. This describes general approaches to 

decision making, including the use of models, quantitative methods, analysis of 

trade-offs, establishing priorities, ethics, and the systems approach.  
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Operations Manager spends most of their routine hours in making decisions under 

certainty or uncertainty. The various tools available to an Operations Manager 

include  

1. Models 

2. Quantitative approaches 

3. Performance metrics 

4. Analysis of trade-offs 

5. Systems approach 
 

A Model is an abstraction of reality, a simplified representation of something. It 

can be physical, Schematic and mathematical. Examples of models include 

automobile test tracks and crash tests; formulas, graphs and charts; balance sheets 

and income statements; and financial ratios. Common statistical models include 

descriptive statistics such as the mean, median, mode, range, and standard 

deviation, as well as random sampling, the normal distribution, and regression 

equations. 

Managers use models in a variety of ways and for a variety of reasons. Models are 

beneficial because they 

i. Are generally easy to use and less expensive than dealing directly with the 

actual situation. 

ii. Require users to organize and sometimes quantify information and, in the 

process, often indicate areas where additional information is needed. 

iii. Increase understanding of the problem. 

iv. Enable managers to analyze what-if questions. 

v. Serve as a consistent tool for evaluation and provide a standardized 

format for analyzing a problem. 

vi. Enable users to bring the power of mathematics to bear on a problem. 

Quantitative approaches to problem solving often embody an attempt to obtain 

mathematically optimal solutions to managerial problems. Linear 

programming and related mathematical techniques are widely used for optimum 

allocation of scarce resources. Queuing techniques are useful for analyzing 

situations in which waiting lines form. Inventory models are widely used to control 

inventories. Project models such as PERT (program evaluation and review 

technique) and CPM (critical path method) is useful for planning, coordinating, and 

controlling large-scale projects. Forecasting techniques are widely used in planning 

and scheduling. Statistical models are currently used in many areas of decision 

making. Although quantitative approaches are widely used in operations 
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management decision making, it is important to note that managers typically use a 

combination of qualitative and quantitative approaches, and many important 

decisions are based on qualitative approaches. 

Performance metrics. All managers use metrics to manage and control operations. 

There are many metrics in use, including those related to profits, costs, quality, 

productivity, flexibility, assets, inventories, schedules, and forecast accuracy. 

Analysis of trade-offs. Operations personnel frequently encounter decisions that 

can be described as trade-off decisions. For example, in deciding on the amount of 

inventory to stock, the decision maker must take into account the trade-off 

between the increased level of customer service that the additional inventory 

would yield and the increased costs required to stock that inventory. Decision 

makers sometimes deal with these decisions by listing the advantages and 

disadvantages—the pros and cons—of a course of action to better understand the 

consequences of the decisions they must make. In some instances, decision makers 

add weights to the items on their list that reflect the relative importance of various 

factors. This can help them “net out” the potential impacts of the trade-offs on their 

decision. 

Degree of customization. A major influence on the entire organization is the 

degree of customization of products or services being offered to its customers. 

Providing highly customized products or services such as home remodeling, plastic 

surgery, and legal counseling tends to be more labor intensive than providing 

standardized products available at a supermarket or standardized services such as 

public utilities and internet services. Furthermore, production of customized 

products or provision of customized services is generally more time consuming, 

requires more highly skilled people, and involves more flexible equipment than 

what is needed for standardized products or services. Customized processes tend 

to have a much lower volume of output than standardized processes, and 

customized output carries a higher price tag. The degree of customization has 

important implications for process selection and job requirements. The impact 

goes beyond operations and supply chains. It affects marketing, sales, accounting, 

finance, and information systems. Examples of the customized products are Intel, 

Sony, IBM etc. 

System approach. A systems viewpoint is almost always beneficial in decision 

making. A system can be defined as a set of interrelated parts that must work 
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together. In a business organization, the organization can be thought of as a system 

composed of subsystems which in turn are composed of lower subsystems. The 

systems approach emphasizes interrelationships among subsystems, but its main 

theme is that the whole is greater than the sum of its individual parts. Hence, from 

a systems viewpoint, the output and objectives of the organization as a whole take 

precedence over those of any one subsystem. An alternative approach is to 

concentrate on efficiency within subsystems and thereby achieve overall efficiency. 

Ultimate objective of looking a business as a system approach is to satisfy ultimate 

customers through offering products or delivering of services which can create 

higher values with respect to the competitors.  

Establishing priorities. In every situation, managers discover that certain issues 

or items are more important than others. Recognizing this enables the managers to 

direct their efforts to where they will do the most good. A relatively few issues or 

items are very important, so that dealing with those factors will generally have a 

disproportionately large impact on the results achieved. The implication is that a 

manager should examine each situation, searching for the few factors that will 

have the greatest impact, and give them the highest priority. This is one of the most 

important and pervasive concepts in operations management.    

Trends in Operations Management 

The present discipline Operations management is the developed form of various 

stages of evolutions series. This series contains 3 different managements, which 

are given below. 

(i) Manufacturing Management: 

 It was the era of recognizing benefit of work specializing in manufacturing 
system. 

 The pioneer of this era was "Adam Smith" who gave the concept of 
traditional manufacturing management by his published book "Wealth of 
nations" in 1776. He recommended for assignment jobs to the workers as 
per their performance, ability and knowledge. 

 Charles Babbage also supported Adam Smith by accepting the concept of job 
design in 1832 by his published book 'The economics of manufactures". 

 F.W. Taylor emerged with efficient work technique and scientific 
management system in 1900. He also recommended following principles. 

 Scientific selection and training of employee. 
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 Specializing in work. 

 Harmony between management and Labor. 

 Time and motion study. 

(ii) Production Management: 

 It was the era between 1930 and 1950. 

 Under this era, managers developed many techniques and tools for 
decreasing wastage and increasing productivity. 

 Elton Mayo, Mary Parker Follet, Abraham Mallow and Douglas McGregor 
have contributed more to promote their theory regarding production 
management. 

 Focused on good working environment or quality of working life (QWL). 

 Managers started to study psychological, social and behavioral aspect of the 
workers. 

 Various models and techniques were introduced 

(iii) Operations Management: 

 Started since 1970 and service product is also considered with physical 
product. 

 Whole organizations are classified into manufacturing organization and 
service organization. 

 Consumer oriented management system. 

 Concept of globalization is emerged. 

 Service should be attached with physical product on pre sales, during sales 
and after sales (post sales). 

 E-commerce through internet and World Wide Web. 

Competitiveness 

Companies must be competitive to sell their goods and services in the 

marketplace. It is an important factor in determining whether a company prospers, 

barely gets by, or fails. 

Business organizations compete through some combination of their marketing and 

operations functions. Marketing influences competitiveness in several ways, 

including identifying consumer wants and needs, pricing, and advertising and 

promotion. 
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1.   Identifying consumer wants and/or needs is a basic input in an organization's 

decision-making process, and central to competitiveness. The idea is to achieve 

a perfect match between those wants and needs and the organization's goods 

and/or services. 

2.   Price and quality are key factors in consumer buying decisions. It is important 

to understand the trade-off decision consumers make between price and 

quality. 

3.   Advertising and promotion are ways organizations can inform potential 

customers about features of their products or services, and attract buyers. 

Operations has a major influence on competitiveness through product and service 

design, cost, location, quality, response time, flexibility, inventory and supply chain 

management, and service. Many of these are interrelated. 

1.   Product and service design should reflect joint efforts of many areas of the 

firm to achieve a match between financial resources, operations capabilities, 

supply chain capabilities, and consumer wants and needs. Special 

characteristics or features of a product or service can be a key factor in 

consumer buying decisions. Other key factors include innovation and the time-

to-market for new products and services. 

2.   Cost of an organization's output is a key variable that affects pricing decisions 

and profits. Cost-reduction efforts are generally ongoing in business 

organizations. Productivity is an important determinant of cost. Organizations 

with higher productivity rates than their competitors have a competitive cost 

advantage. A company may outsource a portion of its operation to achieve 

lower costs, higher productivity, or better quality. 

3.   Location can be important in terms of cost and convenience for customers. 

Location near inputs can result in lower input costs. Location near markets can 

result in lower transportation costs and quicker delivery times. Convenient 

location is particularly important in the retail sector. 

4.   Quality refers to materials, workmanship, design, and service. Consumers 

judge quality in terms of how well they think a product or service will satisfy its 

intended purpose. Customers are generally willing to pay more for a product or 

service if they perceive the product or service has a higher quality than that of 

a competitor. 

5.   Quick response can be a competitive advantage. One way is quickly bringing 

new or improved products or services to the market. Another is being able to 
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quickly deliver existing products and services to a customer after they are 

ordered, and still another is quickly handling customer complaints. 

6.   Flexibility is the ability to respond to changes. Changes might relate to 

alterations in design features of a product or service, or to the volume 

demanded by customers, or the mix of products or services offered by an 

organization. High flexibility can be a competitive advantage in a changeable 

environment. 

7.   Inventory management can be a competitive advantage by effectively 

matching supplies of goods with demand. 

8.   Supply chain management involves coordinating internal and external 

operations (buyers and suppliers) to achieve timely and cost-effective delivery 

of goods throughout the system. 

9.   Service might involve after-sale activities customers perceive as value-added, such as 

delivery, setup, warranty and technical support. It might involve extra attention while 

work is in progress, such as courtesy, keeping the customer informed, and attention to 

details. Service quality can be a key differentiator and it is sustainable. Moreover, 

businesses rated highly by their customers for service quality tend to be more 

profitable, and grow faster, than businesses that are not rated highly.  

   

 

10

. 

  Managers and workers are the people at the heart and soul of an organization, 

and if they are competent and motivated, they can provide a distinct 

competitive edge by their skills and the ideas they create. One often overlooked 

skill is answering the telephone. How complaint calls or requests for 

information are handled can be a positive or a negative. If a person answering 

is rude or not helpful, that can produce a negative image. Conversely, if calls are 

handled promptly and cheerfully, that can produce a positive image and, 

potentially, a competitive advantage. 

Productivity 

One of the primary responsibilities of a manager is to achieve productive use of an 

organization's resources. The term productivity is used to describe this. 

Productivity is an index that measures output (goods and services) relative to the 

input (labor, materials, energy, and other resources) used to produce it. It is 

usually expressed as the ratio of output to input: 

Productivity = 
 utput

 nput
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Although productivity is important for all business organizations, it is particularly 

important for organizations that use a strategy of low cost, because the higher the 

productivity, the lower the cost of the output. A productivity ratio can be computed 

for a single operation, a department, an organization, or an entire country. In 

business organizations, productivity ratios are used for planning workforce 

requirements, scheduling equipment, financial analysis, and other important tasks. 

 

Productivity has important implications for business organizations and for entire 

nations. For nonprofit organizations, higher productivity means lower costs; for 

profit-based organizations, productivity is an important factor in determining how 

competitive a company is. For a nation, the rate of productivity growth is of great 

importance. Productivity growth is the increase in productivity from one period to 

the next relative to the productivity in the preceding period.  

Productivity measures can be based on a single input (partial productivity), on 

more than one input (multifactor productivity), or on all inputs (total 

productivity).The choice of productivity measure depends primarily on the 

purpose of the measurement. If the purpose is to track improvements in labor 

productivity, then labor becomes the obvious input measure. Examples are as 

follows: 

 

 

 

 

 

Some examples of partial productivity measures: 

 

Labor productivity Units of output per labor hour 

 Units of output per shift 

 Value added per labor hour 

 Dollar value of output per labor hour 

Machine productivity Units of outpour per machine hour 

 Dollar value of output per machine hour 

Partial Measures 
 utput

Labor
 

 utput

Machine
 

 utput

Capital
 

 utput

Energy
 

Multifactor Measures 
 utput

Labor+Machine
  

 utput

Labor+Capital+Energy
 

Total Measures 
Goods or services produced

All inputs used to produce them
 



14   /    OPERATIONS MANAGEMENT 

 

Capital productivity Units of output per kilowatt-hour 

 Dollar value of output per dollar input 

Energy productivity Units of output per kilowatt-hour 

 Dollar value of output per kilowatt-hour 

 

The units of output used in productivity measures depend on the type of job 

performed. The following are examples of labor productivity: 

 
Meters of road constructed

 otal number of labor employed
    = Meters of road constructed per labor hour 

 

Productivity measures are useful on a number of levels. For an individual 

department or organization, productivity measures can be used to track 

performance over time. This allows managers to judge performance and to 

decide where improvements are needed. For example, if productivity has slipped 

in a certain area, operations staff can examine the factors used to compute 

productivity to determine what has changed and then devise a means of improving 

productivity in subsequent periods. 

Productivity measures also can be used to judge the performance of an entire 

industry or the productivity of a country as a whole. These productivity measures 

are aggregate measures. 

 

Productivity measurements serve as scorecards of the effective use of resources. 

Business leaders are concerned with productivity as it relates to 

competitiveness: If two firms both have the same level of output but one requires 

less input because of higher productivity, that one will be able to charge a lower 

price and consequently increase its share of the market. Or that firm might elect to 

charge the same price, thereby reaping a greater profit. Government leaders are 

concerned with national productivity because of the close relationship between 

productivity and a nation's standard of living. High levels of productivity are 

largely responsible for the relatively high standards of living enjoyed by people in 

industrial nations. Furthermore, wage and price increases not accompanied by 

productivity increases tend to create inflationary pressures on a nation's economy. 
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   Difference between production and productivity 

Description  Production  Productivity  

Definition  
Transformation process of 
resources into desired goods and 
services  

Measure of  efficiency, it is the 
ratio of input into output  

Measurement  In  Kgs, Nos, Gms, In Rs. etc.  
No unit for measurement, it is a 
ratio  

Nature  Production is an activity  
Productivity is a measurement of 
efficiency  

Relation to 
inputs  

Production is directly related to 
inputs  

Productivity is inversely related 
to inputs  

Profitability  
Increase in production does not 
ensure increase in profit  

Increase in productivity ensures  
increase in profitability  

Goal  
Production is an activity of 
production department  

Productivity is a management 
philosophy which shows 
efficiency in management  

Relation to each 
other  

Higher productivity ensures higher 
productions  

Higher production cannot ensure 
higher productivity  

 

EXERCISE – 1 

1.  What do you mean by operation management? Describe its scope. 

2.  Why Operation management is important? Explain the importance in our study. 

3.  What are the factors affecting Production System? Discuss various environments 

under which production and operations manager has to work? 

4.  What different type of decision making is important in operation management? 

5.  Discuss the different trends can observed in operation management. 

6.  What do you understand by productivity? Explain how productivity differs from 

production. 

7.  What do you understand by competitiveness? What are the component of 

competitiveness? 
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Numerical Exercise 

1.  Laxmi and Hari Laundry washed and pressed the following numbers of 

dress shirts per week 

a. Calculate the labor productivity ratio for each week 

b. Explain the labor productivity pattern exhibited by the data. 

Week 1 2 3 4 5 

Total hours 24 46 62 51 45 

Shirts 68 130 152 125 131 

2.  The output of a process is valued at Rs 1000 per unit. The cost of labor is Rs 

300 per hour including benefits. The accounting department provided the 

following information about the process for the past four weeks 

 Week 1 Week 2 Week 3 Week 4 

Unit Produced 1124 1310 1029 981 

Labor (Rs) 127350 148420 106030 95260 

Material (Rs) 210410 245230 204420 183640 

Overhead (Rs) 89920 104800 87360 78480 

a. Use the multifactor productivity ratio to see whether recent process 

improvements had any effect and, if so, when the effect was noticeable. 

b. Has labor productivity changed? Use the labor productivity ratio to 

support your answer? 

3.  CD players are produced on an automated assembly line process. The standard 

cost of CD player is Rs 150 per unit (labor , Rs 30; material Rs 70; and overhead, Rs 

50). The sales price is Rs 3000 per unit.  

a. To achieve a 10% multifactor productivity improvement by reducing material 

cost only, by what percentage must these cost be reduced? 

b. To achieve a 10% multifactor productivity improvement by reducing labor cost 

only, by what percentage must these cost be reduced? 

c. To achieve a 10% multifactor productivity improvement by reducing overhead 

cost only, by what percentage must these cost be reduced? 

4. Suwal Guitar Fabrication shop produces low-cost, high durable guitars for 

beginners. Typically, out of the 100 guitars that begin production each month, only 

80 percentage are considered good enough to sell. The other 20 percent are 

scrapped due to quality problems that are identified after they have completed the 

production process. Each guitar sells for Rs 4000. Because some of the production 

process is automated, each guitar only require 15 labor hours, each employee 

works an average 160  hours per month, labor is paid Rs 10 per hour, material cost 
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is Rs 50 per guitar and overhead cost is Rs 4000.  a) Calculate the labor and 

multifactor productivity ratios. b) After some study, the operation manager 

Narayan recommends three options to improve the company’s multifactor 

productivity: (1) Increase the sales price by percent (2) Improve quality so that 10 

percent are defective or (3) reduce labor, material, and overhead cost by 10 percent. 

Which option has the greatest impact on the multifactor productivity measure? 

5. The morning Brew Coffee shop sells Regular, Cappuccino, an Vienna blends of 

coffee. The shop’s current daily labor cost is $ 320, the equipment cost is $ 125, and 

the overhead cost is $ 125. Daily demands, along with selling price and material 

costs per beverage, are given below. 

  Regular coffee Cappuccino Vienna coffee  

Beverages sold 350 100 150  

Price per beverage $2.00 $3.00 $4.00 

Materials  $0.50 $0.75 $1.25  

 

Michel, the manager at morning Brew coffee shop, would like to understand how 

adding Eiskaffee ( a German coffee beverage of chilled coffee, milk, sweetener, and 

vanilla ice-cream) will alter the shop’s productivity. His market research shows 

that Eiskaffee will bring in new customers and not cannibalize current demand. 

Assuming that the new equipment is purchased before Eiskaffee is added to the 

menu, Michel has developed new average daily demand and cost projections. The 

new equipment cost is $200, and the overhead cost is $350. Modified daily 

demands, as well as selling price and material costs per beverage for the new 

product line, are given below. 

  Regular coffee Cappuccino Vienna coffee  Eiskaffee 

Beverages sold 350 100 150 75  

Price per beverage $2.00 $3.00 $4.00 $5.00 

Materials  $0.50 $0.75 $1.25 $1.50 

a)   Calculate the change in labor and multifactor productivity if Eiskaffee is added 

to the menu. 

b)  If everything else remains unchanged, how many units of Eiskaffee would have 

to be sold to ensure that the multifactor productivity increases from its current 

level? 

 

 

   


