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important factors that influence the decision-making process. When companies are faced with the choice of
producing a component internally (making) or outsourcing it to an external supplier (buying), understanding
the cost implications is crucial for making an informed decision that maximizes profitability and operational
efficiency. This article explores the various costs involved, with a particular focus on variable
manufacturing costs, and discusses additional considerations that businesses should evaluate to arrive at
the optimal choice.

Understanding the Make-versus-Buy Decision

The make-versus-buy decision is a strategic choice companies encounter regularly. It involves evaluating
whether it is more cost-effective and beneficial to produce a product, component, or service internally or to
purchase it from an outside supplier. This decision impacts production processes, supply chain management,
costs, quality, and overall competitiveness.

Relevant Costs in the Decision-Making Process

The core of the make-versus-buy decision lies in analyzing relevant costs—expenses that will change depending
on the decision. Identifying these costs accurately ensures that the decision is based on economic rationality
rather than on sunk costs or irrelevant expenses.

Variable Manufacturing Costs

Variable manufacturing costs are costs that vary directly with the level of production volume. They include:

Direct materials

Direct labor costs (if wages vary with production volume)

Variable manufacturing overheads (e.g., utility costs, indirect materials)

In a make-versus-buy scenario, these costs are often the primary consideration because they are avoidable if the
company chooses to buy rather than produce. For example, if producing a component in-house requires $10 per
unit in direct materials and $5 in variable labor, these costs are relevant because they will be incurred only if
the company continues to produce.

Fixed Manufacturing Costs

While variable costs are directly related to production volume, fixed manufacturing costs are expenses that
do not change with the level of production in the short term, such as:



Factory rent

Depreciation of manufacturing equipment

Salaries of permanent factory staff

In the make-versus-buy decision, fixed costs are generally considered irrelevant because they will be incurred
regardless of whether the company produces or purchases the component, unless the decision leads to the
shutdown of the manufacturing activity.

Additional Relevant Costs and Considerations

Beyond variable manufacturing costs, other factors also influence the decision:

Opportunity Costs: The benefits foregone by not using resources elsewhere. For instance, manufacturing
capacity used for one product might be more profitable if allocated differently.

Quality and Reliability: The quality standards of the supplier versus in-house production can influence
costs indirectly through defect rates or rework costs.

Delivery and Lead Times: Longer lead times from external suppliers might incur inventory holding costs or
production delays.

Capacity Constraints: If manufacturing capacity is limited, the decision might depend on which option
maximizes overall output or profit.

Strategic Considerations: Protecting proprietary technology or maintaining control over quality might
favor making rather than buying.

Cost Analysis in the Make-versus-Buy Decision

A thorough cost analysis involves comparing all relevant costs associated with each option. The process
typically includes:

Step 1: Identify Relevant Costs

Determine which costs are avoidable and directly attributable to each option. For instance, if fixed costs are
unavoidable, they should not influence the comparison unless the decision affects fixed costs directly.

Step 2: Calculate Cost per Unit for Making

Sum the variable manufacturing costs per unit and any incremental fixed costs (if applicable), which depend on
the decision. For example:

- Direct materials: $10 per unit
- Direct labor: $5 per unit



- Variable overhead: $2 per unit

Total relevant cost per unit to make = $17

Step 3: Determine Purchase Price

Compare the relevant cost per unit with the supplier’s price. If the purchase price is lower than the total
relevant manufacturing cost, buying might be more cost-effective.

Step 4: Consider Non-Cost Factors

Include qualitative factors such as quality, supplier reliability, and strategic importance. These may
outweigh cost considerations in certain scenarios.

Examples of Make-versus-Buy Cost Analysis

To illustrate, consider a company evaluating whether to produce a component in-house or purchase from an
external supplier:

In-house variable costs per unit: $15 (materials + labor + overhead)

External supplier price per unit: $12

Fixed costs if producing internally: $50,000 annually (irrelevant unless the decision affects fixed
costs)

Since the variable cost to produce ($15) exceeds the supplier’s price ($12), the company might lean towards
buying, assuming quality and other factors are comparable.

Implications of the Make-versus-Buy Decision

Choosing to buy instead of make can have significant implications:

Cost Savings

- Reducing variable costs can lead to immediate savings.
- Avoiding fixed manufacturing costs if production is discontinued.

Operational Flexibility

- Buying can provide flexibility to adapt to demand fluctuations without the risk of excess capacity.



Impact on Quality and Control

- External suppliers may not meet the company's quality standards, potentially increasing costs due to
rework or returns.

Strategic Considerations

- Maintaining in-house production might be vital for protecting proprietary processes or technology.
- Outsourcing might lead to dependency on suppliers, which could be risky.

Conclusion: Making an Informed Choice

The relevant costs in a make-versus-buy decision extend beyond just variable manufacturing costs. While these
costs are central to the analysis, companies must also consider other relevant factors such as opportunity
costs, qualitative aspects, capacity constraints, and strategic priorities. A comprehensive cost-benefit
analysis, incorporating both quantitative and qualitative data, ensures that the decision aligns with the
company's overall objectives and maximizes value. Ultimately, understanding the full spectrum of relevant
costs and considerations enables businesses to make sound, strategic decisions that support long-term
success.

Frequently Asked Questions

In a make-versus-buy decision, why are variable manufacturing costs
considered relevant?

Variable manufacturing costs are considered relevant because they change with the production volume and
directly impact the decision to produce internally or purchase externally.

Besides variable manufacturing costs, what other costs should be included
in a make-versus-buy analysis?

Relevant costs also include any incremental costs such as additional labor, materials, or overhead that
vary with the decision, as well as opportunity costs and avoidable fixed costs.

Are fixed manufacturing costs relevant in a make-versus-buy decision?

Typically, fixed manufacturing costs are not relevant if they do not change with the decision, as they are
unavoidable and do not impact the incremental analysis.

How do opportunity costs influence a make-versus-buy decision?

Opportunity costs represent the benefits foregone by choosing one alternative over another and are relevant if
they differ between making or buying options.

What role do variable manufacturing costs play in cost comparison during



make-versus-buy decisions?

Variable manufacturing costs are crucial because they directly affect the total cost of producing in-house,
influencing whether it's more economical than buying externally.

Can sunk costs affect a make-versus-buy decision?

No, sunk costs are past costs that cannot be changed and are not relevant to the current decision-making
process.

How does the availability of internal capacity impact the relevant costs in
a make-versus-buy analysis?

If internal capacity is limited, the opportunity cost of using that capacity for making the product becomes
relevant, affecting the decision.

In what scenarios would variable manufacturing costs be insufficient for
making a buy decision?

Variable costs alone may be insufficient if fixed costs or qualitative factors like quality, supplier reliability,
or strategic considerations are significant.

How does outsourcing influence the relevant costs in a make-versus-buy
decision?

Outsourcing introduces external costs, such as purchase price and potential impacts on quality or delivery,
which must be weighed against internal variable costs.

Why is it important to consider only relevant costs in a make-versus-buy
decision?

Focusing on relevant costs ensures that the decision is based on actual incremental costs and benefits, leading
to more accurate and economically sound choices.

Additional Resources
In a make-versus-buy decision, the relevant costs include variable manufacturing costs as well as other
critical financial considerations that influence whether a company should produce a component internally or
purchase it from an external supplier. This decision-making process is fundamental in operational management,
affecting profitability, resource allocation, and strategic positioning. A comprehensive understanding of the
relevant costs involved enables managers to make informed choices that optimize cost efficiency and align with
the company's long-term objectives.

---

Understanding the Make-or-Buy Decision

The make-or-buy decision is a strategic choice faced by organizations when determining whether to manufacture
a product or component internally or to outsource its production to an external supplier. This decision hinges
on a detailed analysis of various costs and benefits, including direct and indirect expenses, quality
considerations, capacity constraints, and long-term strategic implications.



Key Factors Influencing the Decision:
- Cost efficiency
- Quality control
- Capacity availability
- Supplier reliability
- Lead times and flexibility
- Strategic importance of the component
- Impact on core competencies

While numerous elements influence this decision, financial considerations—specifically relevant costs—are
often the primary focus. Understanding which costs are relevant ensures that managers do not base their
decisions on sunk costs or fixed expenses that are unaffected by the choice.

---

Defining Relevant Costs in Make-or-Buy Analysis

Relevant costs are those that will change depending on the decision to make or buy a product. They directly
impact the financial outcome of the choice at hand. Conversely, irrelevant costs are expenses that would
remain unchanged regardless of the decision, such as sunk costs or allocated fixed costs.

Core Principles of Relevant Cost Analysis:
- Costs must be avoidable or avoidable if the decision changes.
- Only future costs and benefits are considered.
- Sunk costs are excluded, as they cannot be recovered or changed.
- Both variable and certain fixed costs can be relevant if they are avoidable.

In the context of manufacturing, relevant costs typically include variable manufacturing costs, some fixed
costs, and any additional costs or savings associated with the decision.

---

Variable Manufacturing Costs: The Cornerstone of Relevant Costs

Variable manufacturing costs are expenses that vary directly with the level of production. They include raw
materials, direct labor, and variable manufacturing overhead such as utilities and supplies that are directly
attributable to manufacturing activities.

Why Are Variable Costs Critical?
- They are avoidable if production is halted or shifted.
- They fluctuate with production volume, providing a clear measure of incremental costs.
- They form the baseline for comparing the costs of making versus buying.

For example, if a company considers outsourcing a component, the variable manufacturing costs associated
with producing that component in-house—such as raw materials and direct labor—are pivotal in the decision.
If outsourcing results in lower variable costs, the company might favor buying.

Limitations of Relying Solely on Variable Costs:
- Fixed costs may also be relevant if they are avoidable or impacted by the decision.
- Ignoring fixed costs can lead to incomplete analysis, especially if some fixed costs are avoidable in the short
run.

---



Additional Relevant Costs to Consider in Make-or-Buy Decisions

While variable manufacturing costs form the core of relevant costs, several other financial considerations
must be incorporated into a comprehensive analysis.

1. Avoidable Fixed Costs
- These are fixed costs that can be eliminated if the product is outsourced.
- Examples include allocated supervision salaries, depreciation on equipment used solely for the component, or
maintenance costs specific to the manufacturing process.
- If fixed costs are unavoidable (e.g., allocated corporate overhead), they are generally considered irrelevant
since they will persist regardless of the decision.

2. Setup and Transition Costs
- Expenses incurred in establishing or terminating production processes.
- For example, costs of reconfiguring machinery or retraining staff.
- These are often one-time costs that should be factored into the decision if they are avoidable and significant.

3. Quality and Inspection Costs
- External suppliers may incur different costs related to quality assurance, inspection, and testing.
- If outsourcing affects product quality, potential costs of returns or rework should be considered.

4. Opportunity Costs
- The benefits foregone by choosing one alternative over another.
- For example, if internal capacity used for manufacturing could be employed more profitably elsewhere, the
potential profit becomes a relevant cost.

5. Cost of Purchasing
- The purchase price paid to suppliers.
- Negotiations may influence this cost, and discounts or volume rebates should be considered.

6. Non-financial Factors
- While not costs per se, factors such as supplier reliability, strategic importance, and potential for
innovation influence the decision.

---

Cost Analysis: Making vs. Buying

Step-by-Step Approach:

1. Identify all relevant costs associated with manufacturing in-house, including variable costs, avoidable
fixed costs, and transition costs.
2. Determine the purchase price offered by potential suppliers.
3. Compare total relevant costs for both options.
4. Account for qualitative factors and strategic considerations.
5. Make an informed decision based on cost comparison and strategic fit.

Example Scenario:
Suppose a company produces a component with the following data:

| Cost Element | In-House Production | Outsourcing |
|--------------|---------------------|--------------|
| Raw materials | $50,000 | Included in purchase price |
| Direct labor | $20,000 | Included in purchase price |
| Variable manufacturing overhead | $10,000 | Included in purchase price |
| Avoidable fixed costs | $5,000 | N/A |



| Transition costs | $2,000 | N/A |
| Purchase price per unit | N/A | $80,000 |

In this scenario, the relevant costs for making the component would include the raw materials, direct labor,
variable overhead, avoidable fixed costs, and transition costs. The purchase price would be compared against
these costs to determine the most economical choice.

---

Strategic and Qualitative Considerations

While cost analysis is crucial, strategic considerations often influence the make-or-buy decision:

- Quality Control: Maintaining high standards may favor in-house production.
- Core Competencies: Outsourcing non-core activities allows the company to focus on its strengths.
- Supply Chain Reliability: Dependence on external suppliers introduces risks of delays or quality issues.
- Flexibility: In-house manufacturing offers greater control over production schedules.
- Long-term Cost Implications: Outsourcing may reduce costs initially but could have implications for
innovation or future capabilities.

These factors, although not directly quantifiable in monetary terms, are vital in making a balanced decision.

---

Conclusion: The Integral Role of Relevant Costs in Decision-Making

The make-versus-buy decision is a nuanced process that extends beyond simple cost comparisons. While variable
manufacturing costs are fundamental, a comprehensive analysis must include avoidable fixed costs, transition
expenses, opportunity costs, and qualitative factors. Recognizing which costs are relevant ensures that
managers base their decisions on accurate, meaningful financial data, leading to optimal resource allocation
and strategic positioning.

By meticulously evaluating all relevant costs, organizations can avoid pitfalls such as underestimating the
true expense of outsourcing or overlooking potential cost savings from internal production. Ultimately, the
decision hinges on a thorough understanding of the interplay between costs, strategic priorities, and
operational capabilities, ensuring that choices foster long-term value creation and competitive advantage.
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