
Unit 23 

The Decision Making Process: General Cases 

 

ILO1. Relevant and Irrelevant Costs and Benefits 

ILO2. Adding and Dropping Product Lines and Other Segments 

ILO3. Make or Buy Decisions 

 

ILO1. Relevant and Irrelevant Costs and Benefits 

 

For the decision making process, it helps to perceive the process consisting of six steps.  

 

• Each decision is the result of a choice between two or more alternatives, so the first step 

is to define the alternatives 

• Once the alternatives have been defined, you must determine the criteria for choosing 

them 

o Relevant costs and benefits should be considered 

o Irrelevant costs and benefits should be ignored 

• The third step is the differential analysis, or the assumption of future costs and 

benefits 

o The future cost that differs between alternatives is referred to as a differential 

costs. This costs are certainly relevant 

o Future revenue that differs between alternatives is referred to as differential 

revenue 

o The increase in cost between alternatives is referred to as incremental costs 

o A cost that is eliminated when choosing one alternative over another is 

referred to as an avoidable cost 

• The fourth step relates to sunk costs. Sunk costs are irrelevant as they are a cost that 

has already been incurred and cannot be returned 

• The fifth step concerns future costs and benefits. When there is no difference in these 

between alternatives, then their presence is irrelevant 

• Finally, opportunity costs should always play a factor in the decision making process, 

as they represent a potential benefit that is sacrificed when one alternative is chosen 

over another 

 

We can consider this process, by using the following example regarding student Jack, a 

California resident planning to visit his friend in New York, and deciding between the travel 

options; driving his car, or taking the train. 

 

• Irrelevant costs are the cost of his car, and his annual car insurance. These should have 

no bearing on his decision 

• Relevant costs include gasoline, and maintenance fees. The cost of gasoline is avoidable 

if he takes the train. And car maintenance fees occur due to long journeys 

• University parking fees are irrelevant as its not a differential cost 

• The decline in his car’s resale value is relevant as its influenced by the number of miles 

driven 

• The return train ticket price is relevant because he can avoid the expense by driving his 

car 

• The comfort of train is relevant, but difficult to attach a price to 

• Parking fees in New York is relevant because he can avoid the cost by taking the train 



• Having a car for transport in New York is a benefit, but you must also factor the cost 

of car parking fees. This unknown quantity and frequency of parking fees, makes it 

difficult to attach costs to these.  

 

From a financial perspective; based on cost and benefit, Jack is better off taking the train. 

 

We apply the same concept to a manufacturing process by using the following information. In 

this example the company is considering purchasing a new labour saving machine at an annual 

rental price of $3,000. 

 

 Current 

Situation 

 Situation 

With New 

Machine 

 Differential 

Costs and 

Benefits 

Sales (5,000 units @ $40 per unit) 200,000$      200,000$      -             

Less variable expenses:

   Direct materials (5,000 units @ $14 per unit) 70,000          70,000          -             

   Direct labor (5,000 units @ $8 and $5 per unit) 40,000          25,000          15,000       

   Variable overhead (5,000 units @ $2 per unit) 10,000          10,000          -             

Total variable expenses 120,000        105,000        -             

Contribution margin 80,000          95,000          15,000       

Less fixed expense:

   Other 62,000          62,000          -             

   Rent on new machine -                3,000            (3,000)        

Total fixed expenses 62,000          65,000          (3,000)        

Net operating income 18,000$        30,000$        12,000       

 
Fig 23.1 Differential Costs and Benefits 

 

This approach requires two contribution format income statements, one without the machine, 

the other with the machine. The difference between net operating income of $12,000 

represents the difference in benefits. This method of analysis is by far the easiest to navigate 

despite the rarity of sufficient information to complete detailed income statements for each 

alternative. Also, if irrelevant and relevant costs are mixed, it can distort the results.  

 

ILO2. Adding and Dropping Product Lines and Other Segments 

 

We take our analysis to a new level as we investigate the costs and benefits of adding, or 

dropping a product line, or business segment. This decision is primarily based on financial 

impact, so we will use financial information from our company Lovell to aid this process. 

 



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)$  

 
Fig 23.2 Segmented Income Statement 

 

This segment represents digital watches, which have not been very profitable for a number of 

years. Management is now contemplating dropping the line. To start their differential 

analysis, they will compare contribution margin to determine what would be lost to the costs 

that would be avoided if the line was dropped. With the information below we can see fixed 

overheads and fixed administrative expenses both of which won’t be affected if the line is 

dropped. The lost contribution margin of $300,000 is greater than the fixed costs avoided by 

$40,000 ($300,000 - $260,000). This suggests that the segment should be maintained.  

 
Contribution Margin

Solution

Contribution margin lost if digital 

  watches are dropped (300,000)$   

Less fixed costs that can be avoided

   Salary of the line manager 90,000$      

   Advertising - direct 100,000      

   Rent - factory space 70,000        260,000      
Financial disadvantage of dropping 

the digital wataches product line (40,000)$     

 
Fig 23.3 Contribution Margin Analysis 

 

By using comparative income statements like below, we can also make the decision regarding 

the segment. If the product line is dropped, the company forfeits the contribution margin of 

$300,000. But we have other costs that we should examine. Factory overheads of $60,000 

would be the same regardless if the product line was dropped or not, so its influence is 

irrelevant. Conversely, if the line is dropped the product manager’s salary is negated so that 

does have bearing on the decision, where depreciation ($50,000) is a sunk cost. From our 

analysis using these income statements, we would find that the company would retain 

$40,000 additional profit by keeping the line. 

 



 Keep 

Digital 

Watches 

 Drop 

Digital 

Watches  Difference 

Sales 500,000$    -$            (500,000)$  

Less variable expenses: -              

   Manufacturing expenses 120,000      -              120,000     

   Shipping 5,000          -              5,000         

   Commissions 75,000        -              75,000       

Total variable expenses 200,000      -              200,000     

Contribution margin 300,000      -              (300,000)    

Less fixed expenses:

   General factory overhead 60,000        60,000        -             

   Salary of line manager 90,000        -              90,000       

   Depreciation 50,000        50,000        -             

   Advertising - direct 100,000      -              100,000     

   Rent - factory space 70,000        -              70,000       

   General admin. expenses 30,000        30,000        -             

Total fixed expenses 400,000      140,000      260,000     
Net operating loss (100,000)$   (140,000)$   (40,000)$    

 
Fig 23.4 Comparative Income Statements 

 

The risk in this decision making process lies with the allocation of fixed costs. If questions 

arise to the validity of maintain the line despite the apparent $100,000 loss, its answered in  

the way common fixed costs are allocated to products. 

 

Unavoidable common fixed costs occurring in the income statement give the appearance of 

an unprofitable segment. However, care needs to be addressed, as dropping the line would 

decrease the company’s overall net operating income.  

 

ILO3. Make or Buy Decisions 

 

The make or buy decision comes about from production. Companies are often involved in 

multiple activities across the value chain which makes it vertically integrated in structure. If 

they have the choice between internal production, or procurement through an external supplier, 

this is referred to a make or buy decision.  

 

Vertical integration has a number of advantages: 

 

• Greater flow of parts and material used for production in comparison to an external 

supplier 

• Better quality control 

• Realizing profits through their own production  rather than outsourcing 

 

Vertical integration also has a number of disadvantages: 

 

• Failure to capitalize on suppliers economics of scale 

• Control over production process 

 



We can examine this integration by using Essex company below. We figure they produce 

component 4A with unit product costs in the table. 

 

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$    

 
Fig 23.5 Essex Example 

 

The company needs to address the concern of producing part 4A internally, or buying it from 

a supplier. If we consider, the avoidable costs of direct materials ($180,000), direct labour 

($100,000) variable overhead ($20,000) and the managers salary ($40,000) then we can 

analyze the table and make the best decision. 

 

 

 Cost 

Per Unit Cost of 20,000 Units

Make Buy

Outside purchase price  $   25   $   500,000 

Direct materials (20,000 units) 9$      180,000    

Direct labor 5        100,000    

Variable overhead 1        20,000      

Depreciation of equip. 3        -            

Supervisor's salary 2        40,000      

Allocated gen. fact. overhead 10      -            
Total cost 30$    340,000$  500,000$   

 
Fig 23.6 Cost Analysis 

 

As we stated previously, we do not need to consider the impact of depreciation for our 

decision as depreciation is a sunk cost. The allocated general factory overheads make up the 

common costs to all products manufactured in the factory and would remain the same if part 

4A was outsourced so this cost is also irrelevant. Looking at the total costs for both options, it 

is more advantageous for Essex to produce the part internal as they have a $160,000 benefit 

by doing so. 

 

A final area of consideration related to decision making is opportunity costs. These costs do 

not get recorded as no capital disbursement is involved. However, they do identify the 

economic benefits that are sacrificed by pursuing a particular decision. If we assume Essex 

accepted the offer from the supplier to producer the part, then the factory space in Essex 

normally used to produce the part would be not be used. If it cannot be used for an alternative 

purpose, the opportunity cost is zero. If the space has a separate use, then the opportunity cost 

would be equal to the segment margin. 
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