CHAPTER 13 – RELEVANT COSTS 
	 
	 Automobile Costs (based on 10,000 miles driven per year) 

	 
	 
	 Annual Cost of Fixed Items 
	 
	 Cost per Mile 

	    1 
	 Annual straight-line depreciation on car 
	 $          2,800 
	 
	 $         0.280 

	    2 
	 Cost of gasoline 
	 
	 
	            0.050 

	    3 
	 Annual cost of auto insurance and license 
	             1,380 
	 
	            0.138 

	    4 
	 Maintenance and repairs 
	 
	 
	            0.065 

	    5 
	 Parking fees at school 
	                360 
	 
	            0.036 

	    6 
	 Total average cost 
	 
	 
	 $         0.569 

	 
	 Some Additional Information 

	    7 
	 Reduction in resale value of car per mile of wear 
	 $   0.026 

	    8 
	 Round-tip train fare 
	 
	#
	 $      104 

	    9 
	 Benefits of relaxing on train trip 
	 
	 
	 ???? 

	  10 
	 Cost of putting dog in kennel while gone 
	 
	 
	 $       40 

	  11 
	 Benefit of having car in New York 
	 
	 
	 ???? 

	  12 
	 Hassle of parking car in New York 
	 
	 
	 ???? 

	  13 
	 Per day cost of parking car in New York 
	 
	 
	 $       25 


EXAMPLE ONE:  DROP OR KEEP A SEGMENT?
	Lovell Company - Segment Income Statement
	 

	Digital Watches
	 

	Sales
	 
	 
	 $  500,000 
	 

	Less: variable expenses
	 
	 
	 
	 

	   Variable manufacturing costs
	 $ 120,000 
	 
	 
	 

	   Variable shipping costs
	       5,000 
	 
	 
	 

	   Commissions
	     75,000 
	 
	     200,000 
	 

	Contribution margin
	 
	 
	 $  300,000 
	 

	Less: fixed expenses
	 
	 
	 
	 

	   General factory overhead
	 $  60,000 
	 
	 
	 

	   Salary of line manager
	     90,000 
	 
	 
	 

	   Depreciation of equipment
	     50,000 
	 
	 
	 

	   Advertising - direct
	   100,000 
	 
	 
	 

	   Rent - factory space
	     70,000 
	 
	 
	 

	   General admin. expenses
	     30,000 
	 
	     400,000 
	 

	Net operating loss
	 
	 
	 $ (100,000)
	 



Investigation has revealed that total fixed general factory overhead and general 

& administrative expenses would not be affected if the digital watch line is dropped. The fixed general factory overhead and general administrative expenses assigned to this product would be reallocated to other product lines.  The equipment used to manufacture digital watches has no resale value or alternative use.  Should Lovell retain or drop the digital watch segment?

	Is there a LOST benefit?  How much?
	

	Are there avoidable costs?
	

	Net Advantage (Disadvantage) of dropping the segment
	


EXAMPLE TWO: MAKE OR BUY DECISION

· Essex manufactures part 4A that is used in one of its products.

· The unit product cost of this part is:

	Direct materials
	 $    9 
	 

	Direct labor
	       5 
	 

	Variable overhead
	       1 
	 

	Depreciation of special equip.
	       3 
	 

	Supervisor's salary
	       2 
	 

	General factory overhead
	     10 
	 

	Unit product cost
	 $  30 
	 


The special equipment used to manufacture part 4A has no resale value.  The total amount of general factory overhead, which is allocated on the basis of direct labor hours, would be unaffected by this decision.  The $30 unit product cost is based on 20,000 parts produced each year.  An outside supplier has offered to provide the 20,000 parts at a cost of $25 per part.  Should we accept the supplier’s offer?

	 
	Essex Company:
	 Cost Per Unit 
	 
	Cost of 20,000 Units
	 

	 
	 
	 
	 
	Make
	 
	Buy
	 

	 
	Outside purchase price
	 $  25 
	 
	 
	 
	
	 

	 
	 
	 
	 
	 
	 
	 
	 

	 
	Direct materials
	 $    9 
	 
	
	 
	 
	 

	 
	Direct labor
	       5 
	 
	
	 
	 
	 

	 
	Variable overhead
	       1 
	 
	
	 
	 
	 

	 
	Depreciation of equip.
	       3 
	 
	
	 
	 
	 

	 
	Supervisor's salary
	       2 
	 
	
	 
	 
	 

	 
	General factory overhead
	     10 
	 
	
	 
	 
	 

	 
	Total cost
	 $  30 
	 
	
	 
	
	 


	Net Advantage (Disadvantage) of BUYING Part 4A.
	


EXAMPLE THREE:  SPECIAL ORDERS
Jet, Inc. makes a single product whose normal selling price is $20 per unit.  A foreign distributor offers to purchase 3,000 units for $10 per unit.  This is a one-time order that would not affect the company’s regular business. Annual capacity is 10,000 units, but Jet, Inc. is currently producing and selling only 5,000 units. Should Jet accept the offer?

	Jet, Inc.

	Contribution Income Statement – at 5,000 units

	 
	Revenue (5,000 × $20)
	 
	 
	 $100,000 

	 
	Variable costs:
	 
	 
	 

	 
	   Direct materials
	 $ 20,000 
	 
	 

	 
	   Direct labor
	      5,000 
	 
	 

	 
	   Manufacturing overhead
	    10,000 
	 
	 

	 
	   Marketing costs
	      5,000 
	 
	 

	 
	Total variable costs
	 
	 
	     40,000 

	 
	Contribution margin
	 
	 
	     60,000 

	 
	Fixed costs:
	 
	 
	 

	 
	   Manufacturing overhead
	 $ 28,000 
	 
	 

	 
	   Marketing costs
	    20,000 
	 
	 

	 
	Total fixed costs
	 
	 
	     48,000 

	 
	Net operating income
	 
	 
	 $  12,000 


EXAMPLE FOUR:  MANAGING CONSTRAINTS
Machine A1 is the constrained resource at Ensign Company
	 
	 ENSIGN COMPANY
	Product
	 

	 
	 
	Prod 1
	 
	Prod 2
	 

	 
	Selling price per unit
	 $     60 
	 
	 $     50 
	 

	 
	Less variable expenses per unit
	       36 
	 
	       35 
	 

	 
	Contribution margin per unit
	 $     24 
	 
	 $     15 
	 

	 
	Current demand per week (units)
	   2,000 
	 
	   2,200 
	 

	 
	Contribution margin ratio
	40%
	 
	30%
	 

	 
	Processing time required
	 
	 
	 
	 

	 
	   on Machine A1 per unit
	     1.00 
	min.
	     0.50 
	min.

	 
	 
	 
	 
	 
	 


Machine A1 is the constrained resource and is being used at 100% of its capacity. 

There is excess capacity on all other machines.  

Machine A1 has a capacity of 2,400 minutes per week.  Should Ensign focus its efforts on Product 1 or 2?

	
	PRODUCT 1
	PRODUCT 2

	How many units of each product can be processed through Machine A1 in one minute?
	
	

	What generates more profit for the company, using one minute of machine A1 to process Product 1 or using one minute of machine A1 to process Product 2?
	
	

	What is the Contribution Margin per MINUTE?

CM per unit

Time per unit

CM per minute (or unit of time)
	
	


EXAMPLE FOUR, continued. . . .

Assume weekly demand for Product 1 = 2,200 units

	 
	Allotting Our Constrained Resource (Machine A1)

	 
	 
	 
	 
	 

	 
	Weekly demand for Product 2
	 
	     2,200 
	units

	 
	Time required per unit
	×
	
	min.

	 
	Total time required to make Product 2
	 
	
	min.

	 
	 
	 
	 
	 

	 
	Total time available
	 
	     
	min.

	 
	Time used to make Product 2
	 
	
	min.

	 
	Time available for Product 1
	 
	
	min.

	 
	Time required per unit
	÷
	
	min.

	 
	Production of Product 1
	 
	
	units
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