MANAGERIAL ACCOUNTING                                                 
SOMNATH   DAS
RELEVANT COSTS AND MANAGERIAL DECISIONS
A. Basic Concepts 

Our discussion thus far has focused on the classification of costs and the identification of ceartain types of costs such as fixed and variable. We now ask how the numbers generated by the accounting system should be used for decision making.  That requires first to identify all relevant costs.

B Relevant Cost B A cost is relevant with respect to a particular decision only.  A cost is         relevant if it changes with the decision under consideration.

B Problems created by accrual accounting for determining relevant costs:

1. Assigning costs "arbitrarily" to time periods (e.g., depreciation).

2. Assigning costs "arbitrarily" to departments (e.g., service dept. costs).

3. Assigning costs "arbitrarily" to products (e.g., applying Fx. OH 

   based on a denominator level).

4. The constraining factors are not always evident in the numbers (e.g. capacity).

- Full Costs - A cost that has all manufacturing  costs in addition to the total of all selling and 
adminstrative costs.

B Sunk Costs B A cost that has been incurred in the past.  Since such costs are not affected by present decisions, they are always irrelevant.

B Opportunity Costs B The net‑revenue that could be realized if a resource were put to its best alternative use.  Net‑revenue here refers to the difference between revenue and any incremental costs incurred in achieving the revenue.

B Decisions B We may group decisions into routine decisions, e.g. deciding on production volume, pricing, and non‑routine decisions, e.g. accepting a special order, makeBor‑buy, adding or dropping a product.

B.  Non‑Routine Decisions:  Example on  Special Order 
Wolfgang Amadeus operates a small violin shop.  He manufactures one standard violin , which is available from many other similar businesses, and he also manufactures violins to customer.  His accountant prepared the annual income statement shown below:


Custom
Standard
Total

Sales
Sales

Sales revenue
$  50,000
$  25,000
$  75,000
Materials
10,000
8,000
18,000

Labor
20,000
9,000
29,000

Depreciation
6,300
3,600
9,900

Power
700
400
1,100

Rent
6,000
1,000
7,000

Heat and Light
600
100
700

Other
         400
       900
     1,300
Total Costs
   44,000
   23,000
     67,000
Operating Profit
$   6,000
$   2,000
$    8,000
The depreciation charges are for machines (based on time) used in the respective product lines.  The power charge is apportioned on the estimate of power consumed.  The rent is for the building space, which has been leased for 10 years at $7,000 per year.  The rent, heat, and light are apportioned to the product lines based on amount of floor space occupied.  All other costs are current expenses identified with the product line causing them.

A valued custom violin customer has asked Wolfgang Amadeus to manufacture 5,000 special units.  Amadeus is working at capacity and would have to give up some other business in order to take this order.  He can't renege on customer orders already agreed to, but he could reduce the output of his standard violins by about one half for one year while producing the specially requested customer part.  The customer is willing to pay $7 for each part.  The material cost will be about $2 per unit, and the labor will be $3.60 per unit.  Amadeus will have to spend $2,000 for a special device which will be discarded when the job is done.

Required:
B  What is the incremental cost of the order?

B  the full cost of the order?

B  the opportunity cost of the order?

B  Should Amadeus accept the order?

Example on  Capacity Constraint
Suppose your factory manufactures two products, A and B.  Both products require the same manufacturing facilities.  You are currently operating at full capacity producing 10,000 units of each product.  The following per unit information applies: 

Product A
Product B
Price


$20

    $10

Variable Mfg

8
 
     7

Fixed Mfg

40,000
   40,000

   All fixed expenses are unavoidable.  

‑You have received a special order for 2,000 units of A at a price of $12.  Should you take this order?  What do you need to assume in order to answer this?

‑Assume now that machine hours are the constraint here.  Each A takes 2 hours to produce while each B takes only 1/2 hour. The capacity constraint is 25,000 machine hours. Should we take the order?  Will your answer change if both, A and B, take 1 hour each and the capacity constraint is 20,000 machine hours ?  Will your answer change if the capacity constraint is not binding?

