COSTS FOR DECISION MAKING AND CONTROL

In decision making consideration should be given as to whether it is short term or long term. By short term it is meant that the period is long enough for output to be altered but not long enough for fixed equipment to be altered, whilst long term means the period is long enough for fixed equipment to be altered and new firms to enter the industry. Decisions which are correct in the short term may not be Correct in the long term and vice versa. 

Relevant Costs and Revenues 

It was stated earlier that the decision making process involves comparing one alternative with 

the others. Given this situation it is necessary to find those costs relevant to the decision and 

those costs that are not. 

A RELEVANT COST is one which occurs only if the course of action is taken, i.e. it can be avoided by taking another course of action. N.B. it could mean an incremental change in fixed costs. Relevant costs can be classified as either: 

(a) 
avoidable costs, which are costs which can be identified with an activity or sector of a business and which could be avoided if that activity or sector did not exist, or 

(b) 
incremental costs, which are simply the additional costs incurred as a consequence of a decision, or 

(c) 
opportunity costs, which is the benefit foregone by choosing the one opportunity instead of the next best alternative. 

IRRELEVANT COSTS can be classified as either 

(a)
incurred costs or sunk costs, which are costs that have occurred in the past and have no relevance to the future, or  

(b) 
committed costs, which are costs incurred in the future that will be the same whichever course of action is taken. 

Thus in decision making there is a need to eliminate all sunk costs, eliminate future costs that do not change between alternatives and use the remaining costs for decision making purposes. 

Example 

Pogul wishes to make a new product line called Dums. The Financial Accountant has given you the following information: 

1. 
Research into sales of Dums carried out 6 weeks ago cost £500. 

2.
Dums production requires new plant which will cost £2,000. The plant will last for three years and is depreciated on a straight line basis. The plant will be worthless at the end of three years. 
3. 
Dums will be made in part of an existing factory which is rented from the W.D.A. At present the factory rental is £4,000 per month. At the present time this part of the factory is idle. 

4. 
Dums production needs two types of labour; 





Hours per Dum
Wage Rates per hour


Skilled


2


£6.00


Unskilled 

1


£3.75
Unskilled labour is at present idle in the plant and no unskilled labour would have to be taken on to start Dums production. 

Skilled labour is in short supply. For every hour spent on Dums, one hour of time will have to be taken from production of Gums. Gums earns a contribution of £5.00 per unit and one hour of skilled labour produces one Gum.

5. 
Overhead is allocated to production on the basis of labour hours; 



Fixed O/H 
£10.00 


Variable 
  £5.00 


Total 

£15.00 per direct labour hour 

6. Manufacture of Dums will require employment of a new manager and supervisor. Salaries are £10,000 and £5,000 respectively. Another supervisor will be brought in from another area of the plant where he is at present under utilised. His salary is £6,000.
For Pogul find the relevant costs that will be used in deciding whether to produce Dums or not? 

Opportunity Cost 

Example 

Mr Jones earns £15,000 after tax. He wishes to set up his own business. To do this he will use £20,000 in savings which are at present earning 12% interest. He estimates that income from the business will be £18,000 net of tax. 

Should he go ahead? 

Example 

A company has decided to use material A in a particular contract and therefore needs to value 500 kg of this material in order to set a price for the contract. 

Material A is in stock and has a book cost of £2 per kg. Its scrap value is £ 1 per kg. Also material A can be used, on a one to one basis, as a substitute for material X, which currently costs £3 per kg and is out of stock.

Value material A assuming no further quantities of A can be purchased. 

Example 

Suppose that a customer has asked whether your company would be willing to undertake a contract for rum. The work would involve the use of certain equipment for five hours and its running costs would be £2 per hour. However your company faces heavy demand for usage of the equipment which earns a contribution of £7 per hour from this work. If the contract is undertaken, some of this work would have to be foregone. If the customer offers to pay £40 for the contract, should you accept? 

Example 

A specialist manufacturer of components in the electronics industry has been offered a contract to supply 800 identical components over the next twelve months. The data reJating to the production of each component is as follows: 
Material required: 

Material A1: 4 kg -see note 1 

Material A2: 3 kg -see note 2

Part No. 479: 1 – see note 3 

Notes 

1. 
Material A1 is in continuous use by the company. Current stock is 2,000 kg at a book value of £10.70 per kg but it is known that future purchases will cost £12.50 per kg. 

2. 
A stock of 1,200 kg of material A2 is held. The original cost of this material was £6.30 per kg and future purchases will cost £7.00 per kg. As the material has not been required for the last two years it has been written down to £4.50 per kg scrap value. The only forseeable alternative use is as a substitute for material A4 (in current use) but this would involve further processing costs of £2.60 per kg. The current cost of material A4 is £4.60 per kg. 

3. 
It is estimated that the Part No. 479 could be bought for £70 each. 

Labour requirements 

Each component would require six hours of skilled labour and four hours of semi-skilled.  An employee possessing the necessary skills is available and is currently paid £6 per hour. A replacement would, however, have to be obtained at a rate of £5 per hour for the work which would otherwise be done by the skilled employee. The current rate for semi-skilled work is £4 per hour and an additional employee could be appointed for this work.  

Overhead 

The company absorbs overhead by a machine hour rate, currently £25 per hour of which £9 is for variable overhead and £16 for fixed overhead. If this contract is undertaken it is estimated that fixed costs will increase for the duration of the contract by £5,200. Spare machine capacity is available and each component would require six machine hours. 

A price of £240 per component has been suggested by the offering company. 

(i) State whether or not the contract should be accepted and support your conclusion with appropriate figures for presentation to management. 

(ii) 
Comment briefly on three factors which management ought to consider and which may influence their decision. 

Example 

Suppose a company is considering the publication of a limited edition of a book, bound in a special grade of leather. It has sufficient stock of the leather, which was bought some years ago for £500. The purchase price of that quantity now would be £ 1,200. The company has no plans to use the leather for any other purpose, although it has considered the following possibilities: 

(a) 
using it to cover desk furnishings, in replacement for other materials which would cost £400, 

or 

(b) 
selling it, if a buyer can be found. The disposal proceeds would be unlikely to exceed £300. 

What is the relevant cost of the leather? 
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