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Teaching Notes 

Case 

The case describes a decision facing an engineering services firm regarding the continuation of its Texas 
branch offices. The $120 million company operates over 40 offices in several states primarily along the East-
ern seaboard of the United States. Its Texas offices have underachieved since their inception. The executive 
team grapples with the question of whether to continue the Texas operation. The case provides cost data as 
well as dialogue among the executives regarding the search for an answer to the Texas question. 

Learning Objectives 

After reading and studying this case, students should be able to: 

• Apply the concepts of vertical (common-sized) and differential analysis to managerial decision-mak-
ing. 

• Develop and interpret pro forma analysis to assist in managerial decision-making. 
• Identify costs relevant for managerial decision-making including the distinction between avoidable 

and unavoidable costs. 

Research Methods 

This case depicts a real situation facing a disguised engineering services firm. Executives in the company co-
operated with the development of the case through field interviews. The company's name, executives' names 
and the location of the company as well as a few other identifying characteristics were changed at the compa-
ny's request. The financials and the dialogue used in the case were all reviewed by the company for accuracy. 
One of the executives in the company is a co-author of the case. 

Suggestions for Effective Teaching 

It has been our experience that the case is best positioned following a chapter on relevant costs for decision 
making in undergraduate managerial accounting courses, such as Chapter 4 of Lanen, Anderson and Maher 
(2014). It may also be used in conjunction with a chapter on cost terms and classifications typically covered 
near the beginning of the course. However, we feel students will be better prepared to analyze the numbers 
and engage in meaningful discussion of the executive viewpoints if the case is positioned later in the course. 
At this point in the course, an instructor should have covered segment margin, sunk costs, relevant costs, 
common-size statements, and differential analysis. The case requires students to bring together elements of 
all these topics in making a decision. In addition, students are afforded the opportunity to analyze factors of-
ten considered by managers that may be “outside” the numbers. The case can be covered in a single class 
period. 

The case could also be used in a course on principles of accounting (see Wild, Shaw & Chiappetta (2015), 
pp. 1094–1095 for discussion of segment elimination pertinent to the use of this case.) For example, the case 
could be used to help students understand how differential analysis and vertical analysis can be used in de-
cision making to illustrate whether a decision to continue or discontinue a branch will be reached. 

It is our opinion that, given the objective of the case, this case is best used for class discussion but could be 
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used as a written student report. Having said this, we have found that the discussion goes much better if stu-
dents are assigned the identification of the relevant costs as homework due on the day of the case discussion. 
Regardless of the approach used, the case presents information in a real-world situation where managerial 
decisions often involve having to act with imperfect information. While many, if not most, textbooks suggest 
that costs should be completely segregated into avoidable and unavoidable costs, these classifications are 
often unclear at the time a decision is to be taken. In this case, Thad's “best guess” on avoidable and un-
avoidable costs is presented. 

Discussion Questions and Answers 

It has been our experience that students must be led through the analysis in a systematic fashion to get the 
most from this case; otherwise, only the best students may be able to perform the detailed analysis. There-
fore, we suggest the following questions for class discussion: 

1. Reconcile the executive team's lamentations regarding Texas' poor perfor-
mance with Figures 1–3 in the case. 

Some students will point to the double-digit year over year growth of Texas as evidence Superior should keep 
the operations going. Only the more astute students will point out that it is relatively easy to post those figures 
off an extremely small base. Although Figure 2 does suggest that revenues from Texas were trending in the 
right direction, a “smaller” loss from one year to the next is still a loss; it is best to ensure that students recog-
nize this information as a red herring that often confronts a manager's decision early in the class discussion. 

2. Why has Texas struggled to be profitable? What does a vertical analysis of 
Superior's financials suggest about the Texas operation versus Superior as a 
whole? 

One way to address this question is to evaluate comparative income statements using vertical analysis. The 
information to develop this analysis is presented in Table 1 in the case, and this type of evaluation of costs 
can provide one means of finding a problem. Teaching Notes Table 1 provides the vertical analysis of Table 1 
in the case that can be used to compare the differences between the Texas operations to the overall company 
operations. 

Teaching Notes Table 1. Vertical analysis of superior engineering services, 2013 selected financials. 

Superior Consolidated Superior Texas Only 

% of sales % of sales 

Sales (net of bad debt) $119,893,314 100.00% $3,175,025 100.00% 
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Cost of services $70,004,181 58.39% $2,290,204 72.13% 

Gross margin $49,889,133 41.61% $884,821 27.87% 

Expenses 

General overheads $30,080,474 25.09% $1,089,424 34.31% 

Branch managers $8,267,966 6.90% $240,390 7.57% 

Depreciation $1,495,266 1.25% $35,972 1.13% 

Rent $5,306,605 4.43% $210,619 6.63% 

BD & marketing $1,293,453 1.08% $34,208 1.08% 

Total expenses $46,443,764 38.74% $1,610,613 50.73% 

Net income from operations $3,445,369 2.87% $(725,792) −22.86% 

Other income $(1,672,465) −1.39% $(93,203) −2.94% 

Net income before taxes $1,772,904 1.48% $(818,995) −25.79% 

Taxes $655,977 0.55% $(303,028) −9.54% 

Net income $1,116,927 0.93% $(515,967) −16.25% 

Better students will note that variable costs as a percentage for the company (cost of services) are much 
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lower than the variable costs as a percentage in the Texas branch (58.39% of revenue compared to72.13%). 
Students may need some prompting to articulate that this this disparity could be the result of a variety of caus-
es, including competition, underbidding contract prices, or not managing costs effectively. 

3. What would the Texas branch's financials look like if it maintained Superi-
or's overall gross margin? 

In other words, if expenses were similar to the other branches, how would this influence the Texas question? 
Keeping expenses in line with those at other branches would require the Texas branch to maintain margins 
that are much more closely aligned with the company's gross profit margin. An excellent student would note 
that given the revenue it generated, the cost of services for Texas should have been about $436,307 less than 
they were. The majority of the class usually needs some further explanation. We suggest that the following 
be placed on the board: 

(Texas revenue multiplied by Superior's average cost of sales percentage = estimated Texas costs 
at given revenue, or $3,175,025 * .5839 = $1,853,897 compared against the given Texas cost of 
sales of $2,290,204). 

Ask students to make the adjustments to the financials for Texas to reflect the analysis had Texas maintained 
the company-wide cost of sales percentages. The students would then be able to determine whether that 
would have resulted in a profit and to determine whether the expenses incurred are reasonable compared to 
the company averages. Teaching Notes Table 2 is an example of the income statement based on the revenue 
Texas should have earned given the actual Texas cost of sales and company-wide cost of sales percentage 
(changes are in bold in the body of the Table). The Superior Consolidated statement has not been restated 
to incorporate the changes. Most students include income taxes, so the instructor will need to remind them 
that this cost is uncontrollable and not relevant. 

Teaching Notes Table 2. Pro forma vertical analysis (costs held) of Superior Engineering Services, 
2013 selected financials. 

Superior Consolidated Actual Superior Texas Pro Forma 

% of Sales % of Sales 

Sales (net of bad debt) $119,893,314 100.00% $3,175,025 100.00% 

Cost of services $70,004,181 58.39% $1,853,897 58.39% 

Gross margin $49,889,133 41.61% $1,321,127 41.61% 
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Expenses 

General overheads $30,080,474 25.09% $1,089,424 34.31% 

Branch managers $8,267,966 6.90% $240,390 7.57% 

Depreciation $1,495,266 1.25% $35,972 1.13% 

Rent $5,306,605 4.43% $210,619 6.63% 

BD & marketing $1,293,453 1.08% $34,208 1.08% 

Total expenses $46,443,764 38.74% $1,610,613 50.73% 

Net income from operations $3,445,369 2.87% $(289,485) –9.12% 

Other income $(1,672,465) −1.39% $(93,203) –2.94% 

Net income before taxes $1,772,904 1.48% $(382,688) –12.06% 

4. What would the Texas financials look like if its pricing was similar to the 
company as a whole? 

Students will note that when contract pricing is based on company-wide margin ratios and actual cost of sales 
incurred by Texas, the branch's income before taxes increases by well over $400,000, although the branch 
remains unprofitable. 

Students more readily see the ramifications of these assumptions after completing Question 2. The majority 
readily grasp that an additional $750,000 in revenue based on the cost of services provided would have al-
lowed Texas to break even (before considering other income). Still, we find it helpful to have them perform the 
derivation as follows: 

(Texas cost of sales divided by Superior's average cost of sales percentage = Estimated Texas rev-
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enue at given costs, $2,290,204/.5839 = $3,922,253, compared against the given Texas revenue of 
$3,175,025). 

Consistent with the previous two questions, have the students revise the Texas financials to reflect these as-
sumptions as if margins had held. Having students compute expenses as if the margins in Texas were simi-
lar to Superior's margins allows comparison of other expenses incurred to compare the company averages. 
This computation answers the question of whether a profit would have occurred had the Texas operation 
had similar margins. Teaching Notes Table 3 is an example of the income statement based on the revenue 
Texas should have earned based on actual Texas cost of sales and company-wide cost of sales percentage 
(changes are in bold in the body of the Table). The Superior Consolidated statement has not been restated 
to incorporate the changes. 

Teaching Notes Table 3. Pro forma vertical analysis (revenue and costs held) of Superior Engineer-
ing Services 2013 selected financials. 

Superior Consolidated Actual Superior Texas Pro Forma 

% of sales % of sales 

Sales (net of bad debt) $119,893,314 100.00% $3,922,253 100.00% 

Cost of services $70,004,181 58.39% $2,290,204 58.39% 

Gross margin $49,889,133 41.61% $1,632,049 41.61% 

Expenses 

General overheads $30,080,474 25.09% $1,089,424 27.78% 

Branch managers $8,267,966 6.90% $240,390 6.13% 

Depreciation $1,495,266 1.25% $35,972 0.92% 

Rent $5,306,605 4.43% $210,619 5.37% 

SAGE
© Woody Richardson, Kenneth Machande & Peter O'Hara 2016

SAGE Business Cases

Page 8 of 11
Superior Engineering in Texas: Stay or Go?



BD & marketing $1,293,453 1.08% $34,208 0.87% 

Total expenses $46,443,764 38.74% $1,610,613 41.06% 

Net income from operations $3,445,369 2.87% $21,436 0.55% 

Other income $(1,672,465) −1.39% $(93,203) –2.38% 

Net income before taxes $1,772,904 1.48% $(71,767) –1.83% 

Note: Students will note that when contract pricing is based on company-wide margin ratios and actual cost 
of sales incurred by Texas, the other costs are in line with, and in some cases better than, Superior's overall 
costs. Additionally, they will note the bottom line is positively affected by maintaining margins to such an ex-
tent that the Texas branch operations become profitable. 

5. What should Superior's executive team focus on to answer the Texas Ques-
tion? What additional information might they need? 

After completing the vertical analysis in Questions 1–3 above, students are better equipped to discuss the 
Texas question and offer insights into additional questions that Thad and the other executives might examine 
to make a decision. 

As the analysis in Questions 1–3 shows, competition, underbidding contract prices, or not managing costs 
effectively might all possibly explain why Texas had underperformed. After the vertical analysis, students are 
able to surmise that if “pricing” is the bulk of the problem, then staying the course in Texas might be advisable. 
Changing the bidding pricing process may be the best course of action to keep the Texas branch in operation. 
This course of action would require management to evaluate operations again in future periods. 

Teaching Notes Table 2 suggests that bringing costs for the Texas operation in line with Superior as a whole 
would have minimal effect. If lowering costs were the only fix, then pulling out of Texas might be the best 
course. Finally, the brightest students point out that competition in the engineering services industry in Texas 
may be so fierce that competition drives prices lower than in the other markets in which Superior competes. 
If that is the case, maybe Superior should terminate its Texas operation. 

Students may need some prompting to realize one of the biggest issues the company will face is determining 
what “goes away” if the Texas operation was disbanded. The differential costs, as discussed in Managerial 
and Principles of Accounting texts, are those costs and revenues that are eliminated when a decision is taken. 
For this decision, the relevant costs are certain revenue and cost of services that will be eliminated if the 
Texas operation is shut down; but are there other costs go away as well? The case does inform the reader 
of what costs will remain if operations cease. It may be instructive to walk students through Table 1 in the 
case line by line on the board, using Thad's thoughts regarding the costs in that table to classify each item as 
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avoidable or unavoidable costs, as shown in Teaching Note Table 4. 

Teaching Notes Table 4. Walk through of Table 1 in the case. 

Expenses Amount Avoidable Unavoidable Comments 

General 
overhead 

$1,089,424 √ 
Strategic business unit (SBU)with no home office al-
location 

Branch 
managers 

$240,390 Partially One manager retained at assumed cost of $140K 

Depreciation $35,972 Not relevant 

• Decisions made on cash basis. 
• Additionally, cash received from the disposal 

of equipment will be for the book value of 
the equipment, so there is no increase or 
decrease of assets resulting from the dis-
posal 

Lease $210,619 √ Lease expiring 

BD & mar-
keting 

$34,208 √ SBU expense 

Total ex-
penses 

$1,610,613 √ Peculiar to Texas 

Note: Once directed to the appropriate paragraph in the case, students can discuss that the vast majority of 
the expenses (save the salary of one manager) are avoidable. After this realization, and the discussions as-
sociated with margins in Questions 3 and 4 above, students conclude that unless margins in Texas can be 
brought closer to Superior as a whole, it would be advantageous to close the Texas operation. Students often 
need reminding that the 10 years of effort and expense are sunk costs. To do this, the instructor may need 
to pointedly ask students whether they think the CEO is in favor of staying in Texas because of the 10-year 
investment or because of the branch's future potential. 

Epilogue 

As of February 2015, Superior continued to operate its Texas branch. No plans to discontinue the operations 
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had been approved. Texas looked as if it would turn a meager profit for 2014. 
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