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Learning Objective 1: Use the following five-step decision-making process to 
make decisions:make decisions:
1. identify the problem and uncertainties, 
2. obtain information, 
3 make predictions about the future  3. make predictions about the future,
4. make decisions by choosing among alternatives, and 
5. implement the decision, evaluate performance, and learn

Learning Objective 2: Distinguish relevant from irrelevant information in decision 
situations. . . only costs and revenues that are expected to 
occur in the future and differ among alternative courses of 
action are relevant

Learning Objective 3: Explain the opportunity-cost concept and why it is used in 
decision making    in all decisions  it is important to decision making. . . in all decisions, it is important to 
consider the contribution to income forgone by choosing a 
particular alternative and rejecting others

Learning Objective 4: Know how to choose which products to produce when there 
are capacity constraints. . . select the product with the 
highest contribution margin per unit of the limiting resourcehighest contribution margin per unit of the limiting resource

1



Relevant Cost Analysis
• Relevant costs are costs to be incurred at some future time and that differ for each option 

available to the decision maker

Relevant Cost Analysis
available to the decision maker.

• Every decision involves choosing from among at least two alternatives.

• A relevant cost or benefit is a cost or benefit that differs, in total, between the 
alternatives. Any cost or benefit that does not differ between the alternatives is irrelevant 
and can be ignored. Relevant costs and benefits are also known as differential costs and 
benefits.

• Avoidable costs are those costs that can be eliminated in whole or in part by choosing 
one alternative over another. Avoidable costs are relevant costs.

Two broad categories of costs are never relevant in decisions:Two broad categories of costs are never relevant in decisions:
1. Sunk costs.
2. Future costs that do not differ between alternatives.

To make a decision:
1.  Eliminate costs and benefits that do not differ, in total, between alternatives.
2.  Base the decision on the remaining costs and benefits.

Relevant CostsRelevant Costs
The Car Purchase Decision

Committed, or "Sunk"
Costs

Not Committed, 
Discretionary

Not Relevant
R l t C t       

Costs That Differ Among 
Options

Example:Purchase of 
Buyer's Guide for the 
N  C

Relevant Cost       
Example: Price of new 
car

New Car

Costs That Do Not Differ 
A  O i

Not Relevant         
Example: Price of old 

Not Relevant         
Example: American Auto 

Among Options
p

car
p

Club membership
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Relevant CostsRelevant Costs
Which costs are not relevant to the decision to keep the old machine or 

•• Old machine cost $4,200 when purchasedOld machine cost $4,200 when purchased

p
replace it with a new, more efficient one?

•• Old machine has a book value of $2,100Old machine has a book value of $2,100
•• Purchase price of a new machine is $7,000Purchase price of a new machine is $7,000
•• New machine is expected to last two yearsNew machine is expected to last two years
•• New machine will have zero salvage valueNew machine will have zero salvage value

R i t ld hi ld b $3 500 d ld ll tR i t ld hi ld b $3 500 d ld ll t•• Repairs to old machine would be $3,500 and would allow two moreRepairs to old machine would be $3,500 and would allow two more
years of productivityyears of productivity
Power for either machine is expected to be $2 50Power for either machine is expected to be $2 50•• Power for either machine is expected to be $2.50Power for either machine is expected to be $2.50

•• New machine will reduce labor costs by $0.50 per hourNew machine will reduce labor costs by $0.50 per hour
•• Expected level of output per year: 1 000 unitsExpected level of output per year: 1 000 units•• Expected level of output per year: 1,000 unitsExpected level of output per year: 1,000 units
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