
Relevant Costs for Decision-Making
Solutions to Questions

PRIVATE 

10-1
A relevant cost in a decision is a cost that differs between alternatives.

10-2
An incremental cost (or revenue) is the change in cost (or revenue) that will result from some proposed action. An opportunity cost is the benefit that is lost or sacrificed in rejecting some course of action. A sunk cost is a cost that has already been incurred, and which cannot be changed by any future decision.

10-3
No. Variable costs are relevant costs only if they differ between the alternatives under consideration.

10-4
Book value is a sunk cost that cannot differ between alternatives, and hence cannot be a relevant cost.

10-5
No. Not all fixed costs are sunk - only those for which a cost outlay has already been made. A variable cost can be a sunk cost, if it has already been incurred.

10-6
No. A variable cost is a cost that varies in total amount in direct proportion to changes in the level of activity. A differential cost measures the difference in cost between two alternatives. Travelling by bus or train
10-7
No. Only those future costs that differ between the alternatives under consideration are relevant costs in decision making.

Exercise 10-1 (10 minutes)

	Cost savings if the high-speed wheel grinder is purchased:

	   (£15,000 – £7,000 = £8,000; £8,000 x
     5 years = £40,000)

	
	
	
	£40,000

	Incremental cost:
	
	
	
	

	   Cost of the high-speed wheel grinder

	
	£30,000
	
	

	   Less salvage from the standard wheel grinder

	
	9,000
	
	21,000

	Net advantage of purchasing the high-speed wheel 

  Grinder

	
	
	
	£19,000


Exercise 10-2 (10 minutes) – Han Products
The costs that are relevant in a make-or-buy decision are those costs that can be avoided as a result of purchasing from the outside. The analysis for this exercise is:

	
	
	Per Unit Differential Costs
	
	

30,000 Units

	
	
	Make
	
	
	Buy
	
	Make
	
	Buy

	Cost of purchasing

	
	
	
	
	£21.00
	
	
	
	£630,000

	Cost of making:
	
	
	
	
	
	
	
	
	

	   Direct materials

	
	£ 3.60
	
	
	
	
	£ 108,000
	
	

	   Direct labour

	
	10.00
	
	
	
	
	300,000
	
	

	   Variable overhead

	
	2.40
	
	
	
	
	72,000
	
	

	   Fixed overhead

	
	3.00*
	
	 
	
	90,000
	
	 

	      Total cost

	
	£19.00
	
	
	£21.00
	
	£570,000
	
	£630,000


	*
	The remaining £6 of fixed overhead cost would not be relevant, since it will continue regardless of whether the company makes or buys the parts.


The £80,000 rental value of the space being used to produce part S-6 represents an opportunity cost of continuing to produce the part internally. Thus, the completed analysis would be:

	
	
	Make
	
	Buy

	Total cost, as above

	
	£570,000
	
	£630,000

	Rental value of the space (opportunity cost)

	
	80,000
	
	

	Total cost, including opportunity cost

	
	£650,000
	
	£630,000

	Net advantage in favour of buying

	
	
	£20,000
	


Exercise 10-3 (20 minutes) - Duck Hunting Trip
1.
The relevant costs of a hunting trip would be:

	
	  Travel expense (100 miles @ £0.07 per mile)

	
	£  7

	
	  Shotgun shells

	
	20

	
	  One fifth of Old Grandad

	
	8

	
	      Total

	
	£35



This answer assumes that Bill would not be drinking the fifth of Old Grandad anyway. It also assumes that the resale values of the camper, pickup truck, and boat are not affected by taking one more hunting trip.


The money lost in the poker game is not relevant because Bill would have played poker even if he did not go hunting. He plays poker every weekend.


The other costs are sunk at the point at which the decision is made to go on another hunting trip.

2.
If Bill gets lucky and bags another two ducks, all of his costs are likely to be about the same as they were on his last trip. Therefore, it really doesn’t cost him anything to shoot the last two ducks—except possibly the costs for extra shotgun shells. The costs are really incurred in order to be able to hunt ducks and would be the same whether one, two, three, or a dozen ducks were actually shot. All of the costs, with the possible exception of the costs of the shotgun shells, are basically fixed with respect to how many ducks are actually bagged during anyone hunting trip. Just the shooting really matters
3.
In a decision of whether to give up hunting entirely, more of the costs listed by John are relevant. If Bill did not hunt, he would not need to pay for: gas, oil, and tires; shotgun shells; the hunting license; and the fifths of Old Grandad. In addition, he would be able to sell his camper, equipment, boat, and possibly pickup truck, the proceeds of which would be considered relevant in this decision. The original costs of these items are not relevant, but their resale values are relevant.
These three requirements illustrate the slippery nature of costs. A cost that is relevant in one situation can be irrelevant in the next. None of the costs—except possibly the cost of the shotgun shells—are relevant when we compute the cost of bagging a particular duck; some of them are relevant when we compute the cost of a hunting trip; and more of them are relevant when we consider the possibility of giving up hunting.




