CHAPTER – FIVE
DECISION MAKING AND RELEVANT INFORMATION
This chapter explores the decision – making process and focuses on specific decisions, such as accepting or rejecting a one – time – only special order, in sourcing or out sourcing products, or services, and replacing or keeping equipment. After studying this chapter, learners will distinguish relevant items from irrelevant items in making those decisions.

 Introduction
We all make decisions every day. Decision is the process of making the best choice among alternatives. Making decisions is one of the basic functions of a manager. Managers are constantly faced with problems of deciding what products to sell, whether to make or buy component parts, what prices to charge, what channels of distributions to use, whether to accept special task that is complicated by numerous alternatives and massive amounts of data, only some of which may be relevant. In making a decision, the relevant costs and benefits of one alternative must be compared to the costs and benefits of other alternatives. Individuals also make decisions in their day to day life. For example one should decide on: what to wear, on what to have for breakfast; whether to take a summer internship, take classes in summer school, volunteer at a youth camp, or travel.

All decisions have something in common: a basic, logical decision process that involves gathering information, considering future costs and benefits, making a choice, acting on the choice, and evaluating the results. Organizations and individuals use the same process to make decisions. Such decisions like allocation of shelf space, what type of goods to purchase, and how to best staff the store for efficiency and profitability are areas in which managers are expected to make decisions regularly in the decision making process. Managers should consider opportunity costs, relevant costs and relevant revenues for every option. In business organizations the decisions made primarily are based on the effect on their operating income.  In this chapter focus is given to specific special managerial decisions both marketing and manufacturing. However, the concepts and tactics developed in these decision situations can be also applied to routine day-to-day activities requiring decisions. A close look at relevant and irrelevant cost benefit items is also made to develop the skills to differentiate between relevant and irrelevant data. The chapter gives a separate portion for pricing decision and cost management. 

The Concept of Relevant Costs and Relevant Revenues

In making decision, the relevant costs and benefits of one alternative must be compared to the relevant costs and benefits of other alternatives. Future costs that differ between (among) alternatives are called relevant costs. Distinguishing between relevant and irrelevant costs and benefits is critical for two reasons:
1) Irrelevant data can be ignored saving decision makers tremendous amounts of time and effort and 
2) Bad decisions can easily result from including irrelevant costs and benefits when analyzing alternatives. 
To be successful in decision making, managers must be able to tell the difference between relevant and irrelevant data and must be able to correctly use the relevant data in analyzing alternatives.
Relevant costs are expected future costs and relevant revenues are expected future revenues that differ among the alternative courses of action being considered. Note that to be relevant, costs and revenues must:

a) Occur in the future:- every decision deals with selecting a course of action based on its expected future results (costs and revenues), and 

b) Different in total among the alternative courses of action:- costs and revenues that do not differ will not matter and, hence, will have no bearing on the decision being made.

The question is always, what difference will an action make in the future?

Note: - Though past (historical) data are not relevant, they are useful basis for making informed predictions of the expected future cost/benefit. Historical costs themselves are past costs that are irrelevant to decision making. Thus two broad categories of costs are never relevant in decisions. These irrelevant costs are:

a. Sunk Costs:- past costs unavoidable and cannot be changed no matter what action is taken, and
b. Future Costs -that do not differ between the alternatives

We can reach the same conclusion whether we use “all data” or include only “relevant data” in making analysis and decision. However, by confining the analysis to only the relevant data, managers can clear away the clutter of potentially confusing irrelevant data. 
Focusing on the relevant data is especially helpful when all the information needed to prepare a detailed income statement is unavailable. Understanding which costs are relevant and which are irrelevant helps the decision maker concentrate on obtaining only the pertinent data and saves time-reducing information load. The consequences of using all data in decision making includes:-
1. Making poor decision

2. Take longer time to decide 
Relevant Costs Defined
In each of the above situations, the ultimate management decision rests on cost data analysis. Cost data are important in many decisions, since they are the basis for profit calculations. Cost data are classified by function, behavior patterns, and other criteria, as discussed in the previous sections. However, not all costs are of equal importance in decision making, and managers must identify the costs that are relevant to a decision. Such costs are called relevant costs. 
The relevant costs are the expected future costs (and also revenues) which differ between the decision alternatives. Therefore, the sunk costs (past and historical costs) are not considered relevant in the decision at hand. What is relevant are the incremental or differential costs.
Under the concept of relevant costs, which may be appropriately titled the incremental, differential, or relevant cost approach, the decision involves the following steps:

1. Gather all costs associated with each alternative.

 2. Drop the sunk costs.
3. Drop those costs which do not differ between alternatives.

4. Select the best alternative based on the remaining cost data.
Exercise on Identifying Relevant Cost and Benefit 

Abebe, currently a student in DMU would like to visit a friend in Bahir Dar University. He is trying to decide whether to drive or take the train. The distance between DM & Bahir Dar is, assume, 230 Km. The following list of items are provided for considerations:
Automobile costs

	Item
	Annual cost of fixed items
	Cost per mile (based on 10,000 miles per year)

	a. Annual straight line depreciation on cash 
	$2,800
	$0.280

	b. Cost f gasoline
	-
	0.050

	c. Annual cost of auto insurance & license 
	$1,380
	0.138

	d. Maintenance and repairs
	-
	0.065

	e. Parking fees at school 
	$360
	0.36

	f. Total average cost per mile 
	
	0.569


Additional Data

	g. Reduction in the resale value of car due solely to wear and tear 
	$0.026 per mile

	h. Cos of round-trip Amtrak ticket from Debre Markos to Bahir Dar
	$104

	i. Benefit of relaxing and being able to study during the train ride rather than having to drive town 
	?

	j. Cost of putting the dog in a kennel while gone
	$40

	k. Benefit of having a car available in Bahir Dar
	?

	l. Hass le of parking the car in Bahir Dar
	?

	m. Cost of parking the car in Bahir Dar  
	$25 per day


Relevant items: - b, d, g, h, i, k, l and m

Irrelevant items: - a, c, e, f 

* -Item “f” is total of individual items (a to e).

Four Cost terms and concepts for decision making

Four cost terms /concepts are applicable to this chapter. There are 

1) Differential costs

2) Incremental costs 

3) Opportunity costs and 

4) Sunk costs

Avoidable cost is a cost that can be eliminated in whole or in part by choosing one alternative over another. For example by choosing an alternative of going to the movie, the cost of renting videotape can be avoided. Both these costs are avoidable. On the other hand a rent of home is irrelevant in choosing the two. Avoidable costs are relevant. Whereas unavailable costs are irrelevant costs. 
Sunk cost is a cost that has already been incurred and cannot be avoided regardless of what a manager decides to do.  Sunk costs are always the same, no matter what alternatives are being considered, and they are therefore always irrelevant and should be ignored. 
On the other hand, future costs that do differ between alternatives are relevant. In managerial accounting, the terms avoidable cost, differential cost incremental cost and relevant cost are often used interchangeably.  However they have some technical differences.

Note: - Costs that are relevant in one decision situation are not necessarily relevant in another. The manager needs different costs for different purposes. For one purpose, a particular group of costs may be relevant; for another purpose, an entirely different group of costs may be relevant. Thus, in each decision situation, the data must be carefully examined to isolate the relevant costs. Otherwise there is a risk of being misled by irrelevant data.
EXAMPLE 1. To illustrate the irrelevance of sunk costs and the relevance of incremental costs, let us consider a replacement decision problem. A company owns a milling machine that was purchased three years ago for $25,000. Its present book value is $17,500. The company is contemplating replacing this machine with a new one which will cost $50,000 and have a five-year useful life. The new machine will generate the same amount of revenue as the old one but will cut down substantially on variable operating costs. Annual sales and operating costs of the present machine and the proposed replacement are based on normal sales volume of 20,000 units and are estimated as follows:
                                                             Present Machine                                                  New Machine

Sales                                                           $60,000                                                          $60,000

Variable costs                                             35,000                                                            20,000

Fixed costs:

Depreciation (straight-line)                       2,500                                                               10,000

Insurance, taxes, etc.                                4,000                                                                4,000
Net income                                              $18,500                                                            $26,000

At first glance, it appears that the new machine provides an increase in net income of $7,500 per year. The book value of the present machine, however, is a sunk cost and is irrelevant to this decision. Furthermore, sales and fixed costs such as insurance, taxes, etc., also are irrelevant, since they do not differ between the two alternatives being considered. Eliminating all the irrelevant costs leaves us with only the incremental costs, as follows:

Savings in variable costs                                                   $15,000

Less: Increase in fixed costs                                                10,000 (exclusive of $2,500 sunk cost)

Net annual cash savings arising from the new machine      $ 5,000
 Other Decision-Making Approaches -Total Project and Opportunity Cost Approaches

The same decision can be obtained by using the total project approach (or comparative statement approach), which looks at all the items of revenue and cost data (whether they are relevant or not) under the two alternatives and compares the net income results. Under this approach, however, comparative income statements are prepared in a contribution format.

EXAMPLE 2: The total project approach to Example 9.1 would be shown as follows:

                                                                                                                           Increment

Present Machine 
          New Machine
           (or Difference)
Sales


         $60,000 
                         $60,000
                    -

Less: Variable costs            35,000                              20,000                         $(15,000)
Contribution margin           $25,000                            $40,000                       $ 15,000

Less: Fixed costs

Depreciation                         -                                       $10,000                        $ 10,000

Other                                   4,000                                  4,000                                   -   
Net income                          $21,000                             $26,000                        $ 5,000
The total project approach’s schedule shows an increase in net income of $5,000 with the purchase of the new milling machine. Notice that $2,500 was dropped. [This example is discussed only to show the irrelevance of certain items in a replacement decision problem. The real decision 'to be made is whether this increase in net income (or savings) is enough to justify an additional investment of $50,000 in new machinery. This question should be answered using the concepts of return on investment and the time value of money.
Besides the incremental approach and the total project approach, the concept of opportunity costs can be applied to solve a short-term, non-routine decision problem. The approach is hereafter called the opportunity cost approach. As was discussed in previous section, an opportunity cost is the net revenue lost by rejecting some alternative course of action. Its significance in decision making is that the best decision is always sought, since it considers the cost of the best available alternative not taken. The opportunity cost does not appear on formal accounting statements.
EXAMPLE 9.3 In Example 5.1, using the opportunity cost approach, the new machine alternative can be analyzed as follows:

                New Machine

Net income expected                                                                      $26,000

Less: Opportunity cost of not keeping the old machine                  21,000 ($60,000 - $35,000 - $4,000)

Difference in favor of buying the new machine                           $ 5,000
The opportunity cost in this example is the $21,000 net income from the old machine given up. The opportunity cost approach is most effective when there are excessive alternatives available that are too numerous to consider on the total project approach's schedule.
PRICING SPECIAL ORDERS

A company often receives a short-term, special order for its products at lower prices than usual. In normal times, the company may refuse such an order because it will not yield a satisfactory profit. If times are bad, however, such an order should be accepted if the incremental revenue obtained from it exceeds the incremental costs involved. The company is better off receiving some revenue, above its incremental costs, than receiving nothing at all. Such a price, one lower than the regular price, is called a contribution price. This approach to pricing is often called the contribution approach to pricing or the variable pricing model. This approach is most appropriate under the following conditions:

1. When operating in a distress situation

2. When there is idle capacity

3. When faced with sharp competition or in a competitive bidding situation

EXAMPLE 4. Assume that a company with 100,000-unit capacity is' currently producing and selling only 90,000 units of product each year at a regular price of $2. If the variable cost per unit is $1 and the annual fixed cost is $45,000, the income statement looks as follows:

Per Unit

Sales (90,000 units) 




$180,000

 $2.00

Less: Variable cost (90,000 units) 


90,000 

1.00
Contribution margin 




$ 90,000 

$1.00

Less: Fixed cost 




45,000


 0.50

Net income





 $ 45,000 

$0.50
The company has just received an order that calls for 10,000 units @ $1.20, for a total of $12,000. The acceptance of this order will not affect regular sales. The company president is reluctant to accept the order, however, because the $1.20 price is below the $1.50 factory unit cost ($1.50 = $1.00 + $0.50). Should the company accept the order?

The answer is yes. The company can add to total profits by accepting this special order even though the price offered is below the unit factory cost. At a price of $1.20, the order will contribute $0.20 per unit (CM per unit = $1.20 - $1.00 = $0.20) toward fixed cost, and profit will increase by $2,000 (10,000 units X $0.20). Using the contribution approach to pricing, the variable cost of $1 will be a better guide than the full unit cost of $1.50. Note that the fixed costs do not change because of the presence of idle capacity.

The same result can be seen using the total project approach:
Without 
              With

 Per                Special Order         Special Order

 Unit           (90.000 units)              (100,000 units)        Difference

Sales 



$2.00             $180,000                    $192,000                $12,000

Less: Variable costs                1.00                90.000                        100,000                  10,000
CM 



$1.00
           $ 90,000
           $ 92,000
     $ 2,000

Less: Fixed cost
             0.50 
            45,000                        45,000                        -

Net income                              $0.50              $ 45,000                     $ 47,000                   $ 2,000
The Make-Or-Buy Decision
The decision whether to produce a component part internally or to buy it externally from an outside supplier is called a “make-or-buy” decision. This decision involves both quantitative and qualitative factors. The qualitative factors include ensuring product quality and the necessity for long-run business relationships with the supplier. The quantitative factors deal with cost. The quantitative effects of the make-or-buy decision are best seen through the relevant cost approach.

EXAMPLE 5:  Assume that a firm has prepared the following cost estimates for the manufacture of a subassembly component based on an annual production of 8,000 units:







Per Unit 
Total

Direct materials    




$ 5  

 $ 40,000

Direct labor 





4

 32,000

Variable factory overhead applied 


4

 32,000

Fixed factory overhead applied

(150% of direct labor cost)  



6

 48,000

Total cost                                                                  $19                 $152,000
The supplier has offered to provide the subassembly at a price of $16 each. Two-thirds of fixed factory overhead, which represents executive salaries, rent, depreciation, and taxes, continue regardless of the decision. Should the company buy or make the product?

The key to the decision lies in the investigation of those relevant costs that change between the make-or-buy alternatives. Assuming that the productive capacity will be idle if not used to produce the subassembly, the analysis takes the following form:
Total of

                               Per Unit 
                                8,000 Units
                                                                     Make              Buy                      Make               Buy
Purchase price                                                                  $16                                             $128,000

Direct materials                                            $ 5                                            $ 40,000

Direct labor                                                   4                                               32,000

Variable overhead                                         4                                               32,000

Fixed overhead that can be

avoided by not making                               2                                               16,000                    -
Total relevant costs                                     $15            $16                     $120,000           $128,000
Difference in favor of making                              $1                                               $8.000 

The make-or-buy decision must be investigated, along with the broader perspective of considering how best to utilize available facilities. The alternatives are:

1. Leaving facilities idle

2. Buying the parts and renting out idle facilities

3. Buying the parts and using idle facilities for other products

The Sell-Or-Process-Further Decision
When two or more products are produced simultaneously from the same input by a joint process, these products are called joint products. The term joint costs are used to describe all the manufacturing costs incurred prior to the point where the joint products are identified as individual products, referred to as the split-off point. At the split-off point some of the joint products are in final form and salable to the consumer, whereas others require additional processing. In many cases, however, the company might have an option: it can sell the goods at the split-off point or process them further in the hope of obtaining additional revenue. In connection with this type of decision, called the “sell-or-process further” decision, joint costs are considered irrelevant, since the joint costs have already been incurred at the time of the decision, and therefore represent sunk costs. The decision will rely exclusively on additional revenue compared to the additional costs incurred due to further processing.

EXAMPLE 6: The Jin Company produces three products, A, B, and C, from a joint process. Joint production costs for the year were $120,000. Product A may be sold at the split-off point or processed further. The additional processing requires no special facilities, and all additional processing costs are variable. Sales values and cost needed to evaluate the company’s production policy regarding product A follow:
                        Additional Cost and

                          Sales Value after

                                                                             Sales Value at       Further Processing
                                                                Units Produced     Split-Off            Sales           cost
                                                                   3,000                  $60,000            $90,000      $25,000

Should product A be sold at the split-off point or processed further?

To answer this question, consider the three decision-making approaches discussed earlier in the chapter, that is, the total project approach, the incremental approach, and the opportunity cost approach.

The total project approach follows:

                                                                                 Sell                   Process              Difference
                                                Sales                      $60,000                $90,000              $30,000

                                                Costs                         -                      25,000                   25,000

                                Net revenue            $60,000                   $65,000              $ 5,000
The difference column above is essentially the basis for the incremental approach, which compares incremental revenue with the incremental costs. In this case:

                       Incremental sales revenue                                             $30,000

                     Incremental costs, additional processing                          25,000
                            Incremental gain                                                        $ 5,000
Still another way to look at the same problem is to utilize the concept of opportunity cost:

Sales revenue after processing product A
                                               $90,000

Less: Costs

Added processing



                            $25,000

Opportunity cost, net revenue forgone                                       60,000         85,000
Difference in favor of further processing                                                       $ 5,000
In summary, product A should be processed, as evidenced by any of the three methods presented above. Keep in mind that the joint production cost of $120,000 is not included in the analysis, since it is a sunk cost and therefore irrelevant to the decision.

Adding or Dropping a Product Line
The decision whether to drop an old product line or add a new one must take into account both qualitative and quantitative factors. However, any final decision should be based primarily on the impact the decision will have on contribution margin or net income.

EXAMPLE 7: The ABC grocery store has three major product lines: produce, meats, and canned food. The store is considering dropping the meat line because the income statement shows that it is operating at a loss. Note the income statement for these product lines below:





Produce
 Meats

 Canned Food 

Total

Sales




 $10,000
 $15,000
    $25,000 
           $50,000

Less: Variable costs 


6.000

 8.000 

     12.000

26,000
CM 




$ 4.000 
$ 7.000 
     $13,000 
           $24,000
Less: Fixed costs

Direct                                               $ 2,000               $ 6,500                    $ 4,000              $12,500

Allocated                                          1.000                  1.500                         2,500                 5,000
Total                                               $3000                $ 8.000                       $ 6.500              $17.500
Net income                                    $1,000               $(1,000)                      $ 6,500              $ 6,500
In this example, direct fixed costs are those costs that are identified directly with each of the product lines, whereas allocated fixed costs are the amount of common fixed costs allocated to the product lines using some base such as space occupied. The amount of common fixed costs typically continues regardless of the decision and thus cannot be saved by dropping the product line to which it is distributed.The total project approach showing the effects on the company as a whole with and without the meat line is shown below:

  Keep Meats

  Drop Meats 

 Difference

Sales 




$50,000 

$35,000

 $(15,000)

Less: Variable costs 


26,000 

18,000 

(8,000)
CM       



$24,000 

$17,000 

$ (7,000)
Less: Fixed costs

Direct                       


$12,500      

   $6,000 

  $ (6,500)
Allocated      



 5,000     

      5,000                            -
Total    



 $17,500     

      $11,000                  $ (6,500)
Net income         

  $6,500               
       $6,000                    $ (500)
Alternatively, the incremental approach would show the following:

                                                                        If Meats Dropped

Sales revenue lost 





$15,000

Gains:

Variable cost avoided                                    $8,000

Direct fixed costs avoided                              6,500              14,500
Increase (decrease) in net income                                        $ (500)
From either of the two methods, we see that by dropping meats, the store will lose an additional $500. Therefore, the meat product line should be kept. One of the great dangers in allocating common fixed costs is that such allocations can make a product line look less profitable than it really is. Because of such an allocation, the meat line showed a loss of $1,000, but it in effect contributes $500 ($7,000 - $6,500) to the recovery of the store’s common fixed costs.
Utilization of Scarce Resources
In general, the emphasis on products with higher Contribution margin maximizes a firm’s total net income, even though total sales may decrease. This is not true, however, where there are constraining factors or scarce resources. The constraining factor is the factor that restricts or limits the production or sale of a given product. The constraining factor may be machine hours, labor hours, or cubic feet of warehouse space. In the presence of these constraining factors, maximizing total profits depends on getting the highest contribution margin per unit of the factor (rather than the highest contribution margin per unit of product output).
EXAMPLE 8: Assume that a company produces two products, A and B, with the following contribution margins per unit:

A


B 

Sales 







$8 


$24

Variable costs 






6


20

CM 







$2


 $4

Annual fixed costs 






$42,000

As is indicated by CM per unit, B is more profitable than A since it contributes more to the company’s total profits than A ($4 vs. $2). But let us assume that the firm has a limited capacity of 10,000 labor hours. Further, assume that A requires 2 labor hours to produce and B requires 5 labor hours. One way to express this limited capacity is to determine the contribution margin per labor hour:

A

 B

CM/unit 






$2.00

 $4.00

Labor hours required per unit




 2

   5

CM per labor hour    




$1.00 

 $0.80

Since A returns the higher CM per labor hour, it should be produced and B should be dropped.
Another way to look at the problem is to calculate total CM for each product.

    A

                           B
Maximum possible production 

5,000 units                             2,000 units

    (10,000 hours ÷ 2 hours)          (10,000 hours ÷5 hours)

CM per unit                                                     $ 2                                               $ 4

Total CM 




$10,000 


  $8,000
Again, product A should be produced, since it contributes more than B ($10,000 vs. $8,000).
Plant shut down decision (deciding when to close a department or factory)
It is possible that some costs are avoidable in the longer term but not in the short term. For instance, it may be necessary to give notice to cease renting a space occupied by a department. If the notice required is, say, three months then the rental is an unavoidable cost until the three months ’ notice has expired. After that time it becomes an avoidable cost, as long as notice is given now.

The idea of costs being unavoidable in the short term adds a new dimension to our decision-making. Not only is it necessary to decide whether costs are inherently avoidable, but we may also need to determine when they will become avoidable.

In the very short term almost all costs are unavoidable. In the long term almost all costs are avoidable because the whole organization could be shut down completely. Here we are talking about time horizons in between these two extremes.

The following exercise will give you some practice at identifying the costs which are relevant to a decision to close a department: the avoidable costs. It will also demonstrate how to decide on the correct timing for a decision.

A company is considering the closure of its internal printing department. The department prints all of the company’s publicity material and it also carries out other printing jobs as required.
An external firm has offered to produce all of the company’s printing requirements for a total cost of £9,000 per month. The internal printing department’s costs are as follows:

(a) A total of 80,000 sheets of customized paper are used each month, at a cost of £ 50 per 1,000 sheets. The contract for supply of the paper requires three months’ notice of cancellation. The company does not hold stocks of the paper but any excess can be sold for a net price of £ 20 per 1,000 sheets.

(b) A total of 400 liters of fluorescent ink are used each month, at a cost of £ 1.80 per liter.

The contract for supply of this ink requires 1 month’s notice of cancellation. No stocks of ink are held but any excess can be sold for £ 0.50 net per liter.

(c) Other paper and materials costs amount to £ 2,850 per month.

(d) The printing machinery is rented for £ 4,500 per month. It is operated for 120 hours each month. The rental contract can be cancelled with 2 months’ notice. 

(e) The two employees in the department are each paid £ 1,000 per month. The company has a no-redundancy policy which means that the employees are guaranteed employment even if the department closes.

(f) Overhead cost for the printing department is as follows:

        (i) Variable overhead: £ 4 per machine hour.

       (ii) Fixed overhead: £ 3 per machine hour.

Variable overhead varies in direct proportion to the machine hours operated. Fixed overhead represents an apportionment of central overheads which would not alter as a result of the printing department’s closure.

Requirement

Calculate the long-term monthly saving or extra cost which will result from the closure of the printing department. If you consider that the department should be closed, you are asked to advice on the most appropriate timing for its closure.

Solution

The long-term monthly saving or cost can be calculated by identifying the relevant costs, ignoring the effect of the notice required on certain of the contracts.

The labour costs and the fixed overheads are not relevant. They would be incurred even if the department is closed.

Relevant cost of internal printing

  £ Per month

            Customized paper   80×£50                       4,000

Fluorescent ink 400 × £1.80                        720

           Other paper and material                            2,850

Machine rental                                          4,500

Variable overhead £4 ×120                        480

           Total relevant cost of internal printing      12,550

                                  Cost of external printing services                 9,000
Monthly saving from closure                    3,550
Therefore the offer from the external supplier should be accepted, resulting in a monthly saving of £ 3,550. This saving would only be made in the long term’, once all of the relevant notice periods have expired. In the immediate short term, some costs would still be incurred because of the need to give notice of cancellation. It is possible to demonstrate the effect of this by charting in which month each saving will be made. In the following table, ‘month 1’ is taken to mean ‘one month from now’.

                     Relevant savings and revenues

                               Month 1            Month 2          Month 3         Month 4

                                                                      £                      £                        £                      £

Customized paper (note 1)                          –                       –                        –                      4,000

Revenue from sale of excess paper          1,600               1,600                1,600                       –

Fluorescent ink (note 2)                             –                      720                    720                      720

Revenue from sale of excess ink                200                    –                        –                          –

Other paper and materials (note 3)             2,850                2,850                  2,850                 2,850

Machine rental (note 4)                                 –                        –                       4,500                4,500

Variable overhead (note 3)                         480                     480                      480                   480

Relevant savings and revenues                 5,130                  5,650                   10,150            12,550

External cost                                           9,000                   9,000                     9,000              9,000
Saving/(excess cost) from closure        (3,870)                 (3,350)                  1,150               3,550
Note that the monthly saving settles down at the ‘long-term’ amount of £ 3,550 once all of the notice periods have expired.

Notes

1. The saving on customized paper will not be made until month 4, because 3 months’ notice is required and the company is obliged to purchase the paper. However, if printing is ceased immediately the paper could be re-sold for £ 1,600 per month.

2. The saving on fluorescent ink will not be made until month 2 because the company will be obliged to purchase it for the first month. If printing is ceased immediately the ink could be re-sold for £ 200 for 1 month.
3. The other material costs and the variable overheads are relevant from month 1, because they can be avoided as soon as the department closes.

4. The machine rental will only be saved from month 3 onwards, because it must be paid for anyway for the next 2 months.

Recommendation

The printing department should be closed in month 3 and £ 1,150 will be saved in that month. From month 4 onwards the monthly saving will amount to £ 3,550. In the meantime, notice should be given on the relevant contracts as follows:

Customized paper: give immediate notice. Continue to use the paper for two months, and then resell the supplies in month 3 when the department is closed.

Fluorescent ink: give notice at the end of month 1. The notice will then expire at the beginning of month 3 when the department is closed.

Printing machinery: give immediate notice. The notice will then expire at the beginning of month 3 when the department is closed.
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