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SUB CONTRACTING 

 

Subcontracting means purchase and sale of finished goods through outsourcing or trading 

activities. 

POINTS TO REMEMBER  

A. It arises due to limited resources. If a company has sufficient resources to meet the 100% re-

quirement of all the products then sub contracting decision never arises.  

B. Sub contracting is always a short term decision.  

C. Sub contracting decision is to be applied only to avoid the development of competitor.  

D. Interest on capital is to be ignored for sub contracting decisions due to short term nature. 

But interest on loan is always to be considered.  

E. As per key factor approach, the product decision provides the low contribution per hour, that 

product can’t be produced, that may be purchased. 

But as per sub contracting approach, it may be possible that the product which provide low 

contribution per unit of limiting factor has high purchase cost as compared to its variable cost 

of production or the product which provide high contribution per unit of limiting factor has low 

purchase cost. In such a case, product having high contribution per unit of limiting factor may 

be purchased to maximise overall contribution. 

 

Q-1 Lee Electronics manufactures four types of electronic products A, B, C and D. All these 

products have a good demand in the market. The following figures are given to you: 

 A B C D 

Material cost 

(Rs./u)  

32 36 44 20 
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Machine cost 

(Rs./u) @ Rs. 8 

per hour)  

48 32 64 24 

Other variable 

costs (Rs./u)  

64 72 45 56 

Selling price 

(Rs./u)  

162 156 178 118 

Market 

demand (units)  

52000 48,500 26,500 30,000 

 

Fixed overheads at different levels of operation are: 

Level of operation (in production hours)  Total fixed Cost (Rs.) 

upto 1,50,000  10,00,000 

1,50,001-3,00,000  10,50,000 

3,00,001-4,50,000  11,00,000 

4,50,001-6,00,000  11,50,000 

At present, the available production capacity in the company is 4,98,000 machine hours. This 

capacity is not enough to meet the entire market demand and hence the production manager 

wants to increase the capacity. The company wants to retain the customers by meeting their 

demands through alternative ways. One alternative is to sub-contract a part of its production. 

The sub-contract offer received is as under: 

 A B C D 

Sub-contract Price (Rs./u) 146 126 155 108 
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The company seeks your advice in terms of products and quantities to be produced and/or sub-

contracted, so as to achieve the maximum possible profit. You are required to also compute the 

profit expected from you suggestion. 

Solution: 

 Demand (Units) 

 52,000 48,500 26,500 30,000 

 A B C D 

Selling Price  162 156 173 118 

Direct Material  64 72 45 56 

Manufacturing 

Cost  

48 32 64 24 

Other Variable 

Cost  

32 36 44 20 

Contribution 

(Rs./U)  

18 16 20 18 

Machine Hours per 

unit  

6 4 8 3 

Contribution 

(Rs./Machine hour)  

3 4 2.5 6 

Ranking  III II IV I 

Sub-Contract Cost 

Rs.unit  

146 126 155 108 

Contribution(Rs./u) 16 30 18 8 
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on (Sub Contract)  

 

Decision:- 

It is more profitable to sub-contract B, since contribution is higher sub-contract. 

1
st 

Level of Operations 

Produce D as much as Possible  = 30,000 units  

Hours Required  =90,000 hrs (30,000 units X 3 hrs)  

Balance Hours Available  = 60,000 hrs  

Produce the Next Best  = 10,000 units of A (60,000 hrs/6 hours/unit)  

 

Since B is better to be outsourced. 

Product Particulars Contribution/Unit Contribution 

(Rs.) 

A Produce:10,000 units 18 1,80,000 

B Outsource:42,000 

units 

16 6,72,000 

C Outsource Fully: 

48,500 units 

30 14,55,000 

D Outsource 

Fully:26,500 units 

18 4,77,000 

 Fully Prodcue:30,000 18 5,40,000 
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units 

Total Contribution    33,24,000 

Less: Fixed Cost    10,00,000 

Net gain    23,24,000 

 

2
nd 

Level of Operation 

Both A and C increase contribution by own manufacture only by Rs. 2/- per unit. 1,50,000 hours 

can produce 25,000 units of A. 

Contribution increase by Rs.50,000 (25,000 units X Rs.2) (Difference in Contribution sub-

contract and own manufacturing is Rs. 2) 

But increase in Fixed Cost by Rs. 50,000.  

At the 2
nd 

level of operation, the increase in contribution by own manufacturing is exactly set 

up by increase in fixed costs by Rs.50,000/- it is a point of financial indifference, but other 

conditions like reliability or possibility of the sub-Contractor increasing his price may be 

considered and decision may them but towards own manufacture. 

3
rd 

Level Of operation 

 

Additional Hrs Available  = 1,50,000 hrs. 

Unit of A that are Needed  =(52,000 -25,000(2
nd 

Level) – 10,000 (1
st 

Level) 

 = 17,000 units 

Hrs. Required for A  =17,000 units X 6 hrs/u. 
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 = 1,02,000 hrs 

Balance Hours Available for C  =1,50,000 hrs – 1,02,000 hrs. 

 = 48,000 hrs.  

Units of C can be Produced  =6,000 units  

Increase in Contribution over Level 1
st 

or 2nd  = Rs. 46,000  

 (A: 17,000 units X Rs.2 + C: 6,000 units X Rs. 2)  

Increase in Fixed Cost  = Rs. 50,000  

Additional Loss  = Rs. 50,000 - Rs. 46,000  

 

 = Rs. 4,000  

4
th 

Level Of operation  

Additional Hrs Available  =1,50,000 hrs 

Additional 1,50,000 can give  = 18,750 units of C 

 (1,50,000 hrs/ 8hrs) 

Increase in Contribution  = 37,500 

 (C:18,750 units X Rs. 2) 

Increase in Fixed Cost  = Rs.50,000 

Additional Loss  = Rs. 50,000 - Rs. 37,500 

 = Rs. 12,500 
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Level 1
st 

Profit will go down by  = Rs.12,500 + Rs. 4,000 

 = Rs. 16,500 

 

Advice: Do not Expand capacities. 

Summary:- 

Product  Produce 

(units) 

Sub-Contract 

(units) 

Contribution 

(Production) 

Contribution 

(Sub-

Contract) 

Total 

Contribution 

A 10,000 42,000 1,80,000 6,72,000 8,52,000 

B -- 48,500 -- 14,55,000 14,55,000 

C -- 26,500 -- 4,77,000 4,77,000 

D 30,000 -- 5,40,000 -- 5,40,000 

 

Total Contribution  33,24,000 

Less: Fixed Cost  10,00,000 

Profit  23,24,000 

 

 

QUESTIONS FOR PRACTICE 

Q-2 Lee Electronic manufactures four types of electronic products, A,B,C and D. All these 

products have a good demand in the market. The following figures are given to you: 
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 A B C D 

Material cost 

(Rs/units)  

 

64 72 45 56 

Machining 

Cost (Rs/unit 

@ Rs 8 per 

hour)  

48 32 64 24 

Other 

Variable costs 

(Rs / unit) 

32 36 44 20 

Selling Price 

(Rs/unit)  

162 156 173 118 

Market 

Demand 

(units)  

52,000 48,500 26,500 30,000 

 

Fixed overhead at different levels of operation are: 

Level of operation (in production hours)  Total Fixed Cost (Rs) 

Upto 1,50,000  10,00,000 

1,50,000 – 3,00,000  10,50,000 

3,00,000 – 4,50,000  11,00,000 

4,50,000 – 6,00,000  11,50,000 

At present, the available production capacity in the company is 4,98,000 machine hours. This 

capacity is not enough to meet the entire market demand and hence the production manager 

wants to increase the capacity. The company wants to retain the customers by meeting their 
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demands through alternative ways. One alternative is to sub-contract a part of its production. 

The sub-contract offer received as under : 

 A B C d 

Sub Contract Price (Rs  per unit)  146 126 155 108 

 

The company seeks your advice in terms of products and quantities to be produced and/or sub-

contracted, so as to achieve the maximum possible profit. You are required to also compute the 

profit expected from your suggestion. 

 

Q-3 The opportunities afforded by the European Union have created a pleasant problem for CD 

ltd which is considering concentrating its production on one of two products: Robroy or Trigger 

– both of which are currently made and sold. With the expansion in sales possible, either 

product can be sold in quantities which exceed the capacity of the present production facilities. 

Therefore, the use of sub – contractor is being considered. 

Sub – contractor Jason can produce upto a maximum of 10,000 units of Robroy or 8,000 units of 

Trigger in a year for the type of work done by Department 1. Jason’s prices would beRs110 for 

Robroy and Rs 170 for Trigger, both prices being inclusive of the raw materials. 

Sub – contractor Nadira can produce upto a maximum of 6,400 units of Robroy or 4,000units of 

Trigger in a year for the type of work done by Department 2. Nadira’s prices would be Rs 120 

for Robroy and Rs 154 for Trigger, both prices being inclusive of the raw materials. 

If more than 18,000 units of Trigger are to be sold in a year, the price of the total quantity sold 

would need to be reduced toRs390 each. 

CD Ltd has stated that its standard selling prices and standard prime costs for each product for 

the forth coming year is: 
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 Robroy Trigger 

 Hours Rs Hours Rs 

Selling prices   300  430 

Costs:      

Department 1      

Direct materials   45  75 

Direct wages  5 40 7.5 60 

Department 2      

Direct materials   15  20 

Direct wages  7.5 75 10 100 

Production overheads are to be absorbed on a direct labour hour basis and the budgeted 

overheads for the forthcoming year are: 

 Department 1 Department 2 

Fixed  Rs 4,00,000 Rs 8,00,000 

Variable per direct labour hour  Rs  2.00 Rs 2.40 

Budgeted maximum labour hours available  1,00,000 1,60,000 

 

You are required to state, with supporting calculations and estimated profit figures, whether CD 

Limited should concentrate its resources on Robroy or Trigger if: 

i. It does not use sub contractor. 

ii. It uses sub contractor and restricts its sales to either 22,000 units of Robroy or 18,000 units 

of Trigger. 

 

Q-4 K Ltd manufactures and sells a range of sports goods. Management is considering a 

proposal for advertising programme which would cost the company Rs 3,00,000. The marketing 

department has put forward the following two alternative sales budgets for the following year: 
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 Products (‘000 units) 

 A B C D 

Budget 1: without advertising  216 336 213 180 

Budget 2: with advertising  240 373 342 198 

 

Selling price and variable production costs are budgeted as follows: 

 Products (Rsper unit)  

 A B C D 

Selling prices  11.94 14.34 27.54 23.94 

Variable production costs:      

Direct material  5.04 6.60 15.24 12.48 

Direct labour  2.04 2.04 3.36 3.18 

Variable overheads  0.72 0.72 1.20 1.08 

 

Other data: 

(a) The variable overheads are absorbed on a machine hour basis at a rate of  Rs 1.20 per 

machine hour. 

(b) Fixed overheads total Rs30,84,000 per annum 

(c) Production capacity during the budget period 8,15,000 machine hours. 

(d) Products A and C could be bought in at  Rs 10.68 and Rs 24 per unit respectively. 

Determine whether investment in the advertising campaign would be worthwhile and how 

production facilities would be best utilised. 
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Q-5 Hazy Ltd are manufacturers for products P, Q, R and S. The direct cost of production are 

estimated as: 

 P (Rs) Q (Rs) R (Rs) S (Rs) 

Material 36 38 42 24 

Labour:     

Assembly @ Rs 4 per hour  8 12 16 16 

Machining @ Rs 6 per hour  12 24 18 36 

 

Total fixed cost is dependent on output level as follows: 

Production (units)  Total Fixed Costs (Rs) 

Up to 50,000  4,00,000 

50,001 to 75,000  5,00,000 

75,001 to 1,00,000  6,00,000 

 

The Sales Director estimates that demand for their products in the next year will be as follows: 

 P Q R S 

Units 18,000 30,000 27,000 15,000 

Selling price per unit (Rs) 68 90 91 94 

     

 

The Production Manager states that the capacity of existing machines is 2,10,000 hours per 

annum, though this will be increased to 3,00,000 hours in two years time when new plant 

which is currently on order will be delivered. 

Meanwhile a local firm has offered to manufacture any of the products on a sub – contract 

basis at the following prices: 
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 P Q R S 

Price per unit 63 80 72 82 

 

Required: 

(a) Advise the management to what extent the services of sub – contractor should be utilised in 

order to meet the expected demand of P, Q, R and S. 

(b) Prepare a statement showing profit. 

 

Q-6 A company manufactures two products EXE and WYE, which pass through two of its 

departments exclusively used for them. A market research study conducted by the company 

reveals that the company can sale either 38,500 units of EXE or 31,500 units of WYE in a year. 

The manufacturing cost and selling price details are as under: 

 EXE WYE 

Selling price per unit  Rs 375 Rs 540 

Costs:    

DEPARTMENT 1:    

Direct materials  Rs 58 Rs 100 

Direct labour  Rs 50 (5 hrs) Rs 75 (7.5 hrs) 

DEPARTMENT 2:    

Direct materials  Rs 21 Rs 26 

Direct labour  Rs 90 (7.5 hrs) Rs 120 (10 hrs) 

OVERHEADS  DEPARTMENT 1 DEPARTMENT 2 

Variable Overhead rate per direct labour 

hour  

Rs 2.40 Rs 3.60 

Fixed overheads  Rs 5,00,000 Rs 10,00,000 

Budgeted direct labour hours  1,75,000 2,80,000 
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Since the quantity which can be sold exceeded the production capacity, the company has been 

considering the use of sub-contracting production facilities. Accordingly, when tenders were 

floated, two contractors responded as under: 

Contractor DS offers to produce up to a maximum of 17,500 units of EXE or 14,000 units of WYE 

in a year for the type of work done by department 1 of the company. The price charged by DS is 

Rs 138 per unit of EXE and Rs212 per unit of WYE. These prices included the cost of direct 

materials used in department 1 of the company. 

Contractor DW can produce up to a maximum of 11,200 units of EXE and 7,000 units of WYE in 

a year for the type of work done by department 2 of the company. The price charged by DW is 

Rs 150 per unit of EXE and Rs 192 per unit of WYE. These prices included the cost of direct 

materials used in department 2 of the company. 

Required: 

(a) If the company does not wish to use the sub-contracting facility, which of the two product 

and in what quantity should be produced and sold by the company by using its own 

manufacturing capacity to earn maximum profit? Calculate the resultant maximum profit. 

(b) If the company wishes to produce either 38,500 units of EXE or 31,500 units of WYE by using 

sub-contracting facility, state which of the two products should be produced to maximise the 

profits. Calculate the resultant maximum profit. 

 

Q-7 New ltd. Plans to completely manufacture a single product Z, whose selling price and 

variable manufacturing costs will be Rs100 per unit and Rs80 per unit respectively. If the 

complete production is done at its own factory, fixed machining costs will be Rs3,62,000 and 

fixed administration and selling overheads will be Rs30,000 for the production period. 

Alternatively, the product can be finished outside by sub contracting the machine operations at 

Rs10 per unit, but this will entail an increase in the fixed administration overheads by 

Rs1,20,000, while fully avoiding the machining cost of Rs3,62,000. 
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Based on the above figures and assuming a production capacity of 30,000 units for the 

production period, advise with relevant supporting figures, from a financial perspective, for 

what volumes of market demand will: 

(a) A manufacture be recommended at all? 

(b) A fully in house production be recommended? 

(C) The sub contracting option be recommended? 

 

Q-8 S. M Ltd. is engaged in the manufacture of Plastic bottles of standard size. The factory has 

eight machines of identical size each, capable of producing 50 bottles per hour. The variable 

cost per bottle is Rs 0.40 and the selling price is Rs 1.00 each. 

The Co. has received an offer from another firm for manufacture of 50,000 units of a plastic 

moulded toy. The price per toy is Rs 6.00 & the variable cost is Rs 4.80 each. In the case the 

company takes up the job, it has to meet the expenses of making a special mould required for 

the manufacture of the toy. The cost of the mould is Rs 20,000. The company’s time study 

analysis shows that the machines can produce only 20 toys per hour. 

The company has a total capacity of 10,000 machine hours during the period in which the toy is 

required to be manufactured. The fixed costs excluding the cost of construction of the mould 

during the period will be Rs 21,000. The Co. has an order for the supply of 3,75,000 bottles 

during the period. 

Required: 

a. Do you advice the company to take up the order for manufacturing plastic moulded toys 

during the time it has an order in its books for the supply of 3,75,000 bottles. 

b. If the orders for the supply of bottles increase to 5,00,000 bottles, will you advise the 

company to accept the order for the supply of plastic moulded toys ? State the reasons. 
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c. An associate company of S M Ltd. has idle capacity and is willing to take up the whole or part 

of the manufacturing of the plastic moulded toys on subcontracting basis. The subcontract price 

inclusive of the cost of construction of mould is Rs 5.60 per toy. 

Determine the minimum expected excess machines hour capacity needed to justify producing 

any portion of the toy order by the company itself rather than subcontracting. 

d. The company expected that it would be left with an excess capacity of 1,600 machine hours 

during the period. Consequently, it accepted the toy order and subcontracted the balance 

requirements of the toys to meet the order. Later, the demand for bottles increased to 

4,50,000 units for the period. Since the company had accepted the toy order to fill 1,600 

machines hours, it could meet the demand for bottles only to the extent of 8,400 machines 

hours. Work out the loss which The company suffered not being able to predict the demand for 

bottles accurately. 

 

Q-9  Fancy Furnishers Ltd manufactures one type of sofa set exclusively. The set contains the 

following seven components: One sofa, two centre table and four chairs. 

These components can be either manufactured by the company or sub – contracted and the 

following are the relevant data: 

 

 Sofa Table chair 

Direct material cost per unit (Rs)  1,000 500 550 

Direct labour hours per unit  100 50 10 

Sub – contract price per unit (Rs)  2,500 1,000 750 

 

Sales of sofa sets are currently 8,000 per period, each set selling per Rs 7,500. A capacity 

constraint of 5,00,000 direct labour hours obligates the company to sub – contract the 

components. The variable overheads vary with direct labour hours worked and are incurred at a 

rate of Rs 2 per hour. Fixed costs are Rs 17,50,000 per period and labour costs Rs 5.50 per hour. 
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(a) Which components and how many should be manufactured by the company for current 

sales? 

(b) What is the maximum profit that could be earned at current selling price, if sales were 

unlimited? 

(c) If the selling price has to be reduced to Rs 6,950 per sofa set what is the maximum profit 

that the company can obtain, if sales are unlimited. 

 

Q-10 A furniture company sell one type of furniture set. This set contains following items: One 

table, two arm chairs and four armless chairs. These items can either be manufactured or 

purchased and the relevant data are as follows: 

 Table Arm chair Armless chair 

Material cost per unit  Rs 20 Rs 10 Rs 11 

Labour Hr per unit  10 hrs 5 hrs 1 hr 

Purchase price per unit  Rs 50 Rs 20 Rs 15 

 

At present, selling price is Rs150 per set and demand are for 8,000 sets. Only 50,000 Labour hrs 

are available, labour cost is  Rs 1.1 per hr and variable overhead is Rs0.40 per labour hr. Fixed 

Costs are Rs35,000 p.a. 

(a) Which items and how many should be manufactured to maximise profit? 

(b) What maximum profit can be earned, if the demand is infinite? 

(c) What would be the maximum profit if selling price has to be reduced to Rs 139 per set? 

 

Q-11 X ltd. has incurred losses during past five years. Its projection for the year 2010 is also not 

very encouraging. The management is seriously considering the closure of the only 
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manufacturing unit. However, it is quite open to get the products on a sub – contracting basis 

and to continue its administrative and marketing functions. Currently, four products are being 

manufactured and sold by catering to different markets. The management is also willing to 

sacrifice any of these products to ensure survival. 

 

 Rs. in crores 

 A  B C 

sales 72.0 54.0 84.0 60.0 

Costs:     

Material 48.0 30.0 54.0 36.0 

Labour     

Allocated 

overheads 

18.0 12.0 30.0 30.0 

Manufacturing 6.0 4.8 7.2 4.8 

Admin & selling 2.4 1.2 3.6 2.4 

Total cost  74.4 48.0 94.8 73.2 

Profit/ (Loss)  (2.4) 6.0 (10.8) (13.2) 

 

The projected volume and sub contracting charges are: 

 A B C D 

Volume (‘000 nos.)  2,000 1,500 3,000 2,000 

Sub – contracting charges per unit (Rs)  80 70 90 130 

 

Manufacturing, administrative and selling overheads consists of staff salaries, rent, essential 

maintenance and tax – payable to the local authorities. 



 

CATESTSERIES.COM 

In case the management decides to discontinue the manufacturing operations a minimum 

notice period of 3 months will be required to be given to staff as well as to the landlords of the 

manufacturing unit and offices. 

Assume that labour costs are related to the volume of operations and do not involve any notice 

period for discontinuance, 

Assume that the costs are incurred and revenue are earned evenly in each of the calendar 

months.  

Based on the above, you are required to advise the management in the best option out of the 

options under its considerations, viz: 

 

(i) Issue notices to the staff, the landlords of manufacturing unit and offices on the first day of 

the year and discontinue all the operations that very day. 

(ii) Issue notices as above on the first day of the year and continue the operations till the end of 

the notice period (only profitable products need to be continued). 

(iii) Issue notices to the staff and the landlord, only in the manufacturing unit, resort to sub 

contracting and to continue the administrative and marketing functions, (Sub – contracting is to 

be done of profitable products only). 

 

 

 

 


