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Introduction

Which Of The Following Costs Is NOT A Relevant Cost For A One-time Special
Order Decision? Assume Idle is a common question faced by managers and
decision-makers when evaluating whether to accept a special order. This
inquiry delves into the core of managerial accounting, specifically the
concept of relevant costs—those that influence decision-making. When a firm
considers a one-time special order, understanding which costs matter and
which do not can significantly impact the decision's outcome. The assumption
that the company is idle (not currently producing the order) adds an
additional layer to this analysis, as it influences the cost considerations
involved. This article explores the types of costs involved, clarifies which
are relevant and which are not, and provides a comprehensive understanding of
how to approach such decisions.

Understanding Relevant Costs in Special Order
Decisions

Definition of Relevant Costs

Relevant costs are costs that will change as a result of the decision at
hand. They are future-oriented and differ between the alternatives being
considered. In the context of a special order, relevant costs are those that
will be affected if the order is accepted, and they typically include
variable costs and any additional incremental costs.

Characteristics of Relevant Costs

e Future-oriented: They pertain to future costs that will be incurred or
avoided depending on the decision.

e Incremental: They differ between the options being considered.

e Avoidable: Costs that can be eliminated if the special order is
rejected.



Irrelevant Costs

Irrelevant costs are costs that do not change regardless of whether the
special order is accepted or rejected. They should not influence the
decision-making process. Common examples include sunk costs, fixed costs that
remain unchanged, and costs not directly affected by the order.

Types of Costs in Special Order Decisions

Variable Costs

These are costs that vary directly with the production volume. In a special
order, variable costs are generally relevant because accepting the order
increases production and associated variable costs.

Fixed Costs

Fixed costs remain constant regardless of the production volume in the short
term. Whether the firm accepts or rejects the special order, fixed costs
typically do not change, making them generally irrelevant for the decision.

Opportunity Costs

Opportunity costs represent the benefits foregone by choosing one alternative
over another. For a special order, the opportunity cost might be the
contribution margin lost from not accepting a different order or using the
idle capacity for regular sales.

Sunk Costs

Sunk costs are past costs that have already been incurred and cannot be
recovered. Since they do not change with the decision, they are irrelevant to
the current decision-making process.

Impact of Idle Capacity on Cost Relevance

Assumption of Idle Capacity

When a company is idle—meaning it has unused capacity—certain costs become
less relevant because accepting a special order does not displace existing
sales or incur additional fixed costs. This scenario significantly influences
the relevance of different costs.



Implications for Cost Analysis

e Variable Costs: Remain relevant as they are directly associated with the
additional units produced for the special order.

e Additional Fixed Costs: May be relevant if the special order requires
extra fixed costs, such as new equipment or facilities.

e Fixed Costs Already Incurred: Generally irrelevant if the company is
truly idle because these costs will incur regardless of the decision.

e Sunk Costs: Always irrelevant, regardless of capacity status.

Common Costs That Are NOT Relevant in a Special
Order Decision

Sunk Costs

Sunk costs, such as research and development expenses or prior marketing
expenditures that have already been paid, should be disregarded. They do not
influence the incremental decision and are irrelevant regardless of capacity
considerations.

Allocated Fixed Overheads

Many firms allocate fixed overheads across products or departments. Since
these costs are not directly traceable to the special order and are unlikely
to change due to acceptance, they are considered irrelevant in the decision-
making process, especially if the firm is idle and no additional fixed costs
are incurred.

Normal Fixed Manufacturing Costs

Fixed manufacturing costs that are part of the regular operating expenses and
will be incurred whether or not the special order is accepted are irrelevant.
Only additional fixed costs, if any, are pertinent.

Unavoidable Costs

Costs that must be paid regardless of the decision, such as taxes or
contractual obligations, are irrelevant when evaluating the special order.



Summary of Relevant and Irrelevant Costs

Type of Cost Relevance

Comments

Variable Costs Relevant the order.

Change with production volume; directly affected by

Fixed Costs (Existing) | Irrelevant

Remain unchanged; incurred regardless of decision.

Sunk Costs Irrelevant

Already incurred and cannot be recovered.

Additional Fixed Costs | Relevant if incurred | extra fixed expenses.

Will only be relevant if the special order necessitates

Opportunity Costs Relevant

Reflect potential benefits lost from alternative
choices.

Conclusion

In the context of a one-

time special order decision, especially when the

company is idle, understanding which costs are relevant is crucial for making

an informed choice. The
result of accepting the
fixed costs. Costs that
costs that will be paid
should be excluded from

key is to focus on costs that will change as a direct
order, primarily variable costs and any incremental
are already incurred, such as sunk costs or fixed
regardless of the decision, are not relevant and

the analysis.

Therefore, the cost most commonly identified as NOT relevant in this scenario

is the sunk cost, since

it does not influence the incremental decision.

Recognizing the distinction between relevant and irrelevant costs helps
managers avoid unnecessary considerations and focus on the economic
implications of accepting or rejecting the special order. Ultimately, a clear
understanding of cost relevance ensures more accurate and effective decision-
making within managerial accounting frameworks.

Frequently Asked Questions

Which cost is NOT relevant when evaluating a one-
time special order assuming idle capacity?

The fixed manufacturing

overhead costs that will remain unchanged regardless



of the order are not relevant.

In a scenario where idle capacity is assumed, which
of the following costs can be ignored in the special
order decision?

Sunk costs and fixed costs unaffected by the order are not relevant to the
decision.

When considering a one-time special order with idle
capacity, which cost is irrelevant?

Allocated fixed overhead costs that do not change with the order are
irrelevant.

For a special order decision assuming idle capacity,
which type of cost should be excluded from the
relevant cost analysis?

Past costs or sunk costs that are already incurred and cannot be recovered
are irrelevant.

In the context of a special order with idle
capacity, which cost typically does not impact the
decision?

Fixed costs that are unaffected by the order and will be incurred regardless
of acceptance are not relevant.

Additional Resources

Understanding Relevant Costs in One-Time Special Order Decisions

Making decisions about accepting or rejecting special orders is a common
challenge faced by managers and financial analysts. These decisions often
involve analyzing costs and benefits to determine whether a particular order
will add value to the company. A fundamental concept in these scenarios is
the idea of relevant costs. Recognizing which costs are relevant and which
are not is crucial for making sound, economically justified decisions.

In this detailed review, we focus on the question: Which of the following
costs is NOT a relevant cost for a one-time special order decision? Assume
idle. To thoroughly explore this, we will delve into the nature of relevant
costs, the impact of idle capacity, and how various costs are classified
within this context.



Defining Relevant Costs in Special Order
Decisions

Relevant costs are costs that will change as a direct result of accepting or
rejecting a specific decision. They are future-oriented, incremental, and
avoidable, meaning that they are costs that can be eliminated if the decision
is not pursued.

Key characteristics of relevant costs include:

- Future-oriented: They pertain to the future and are not sunk costs.

- Incremental: They represent additional costs or revenues resulting from the
decision.

- Avoidable: They can be eliminated if the decision is not made.

In the context of a special order, relevant costs typically include:

- Variable manufacturing costs directly attributable to the order.

- Additional materials, labor, or overhead costs incurred specifically
because of the order.

- Opportunity costs associated with the use of idle resources or capacity.

Conversely, costs that are sunk, fixed, or unavoidable are generally
considered irrelevant.

Impact of Idle Capacity on Cost Relevance

The assumption of idle capacity significantly influences which costs are
relevant. Idle capacity refers to the unused portion of a firm's production
facilities or resources. When idle, the firm can often accept a special order
without displacing current sales or incurring additional fixed costs.

Implications of idle capacity:

- Incremental costs are primarily variable costs that increase with the
order.

- Fixed costs that do not change with the order (e.g., rent, salaries) are
typically irrelevant because they are unaffected by accepting the order.

- The decision hinges on whether the order covers incremental costs and
provides additional contribution margin.

However, if capacity is not idle — i.e., the firm is operating at full



capacity — accepting a special order may require forgoing existing sales,
leading to opportunity costs that must be considered.

Common Costs in Special Order Decisions

To identify which costs are relevant or not, it’'s essential to understand
different types of costs involved:

1. Variable Manufacturing Costs
Direct materials

Direct labor directly attributable to the order
Variable manufacturing overheads

Relevance: These are typically relevant because they increase directly with
the order.

2. Fixed Manufacturing Costs

Factory rent
Salaries of supervisors
Depreciation of equipment

Relevance: Usually irrelevant if they do not change with the order,
especially when capacity is idle. They are sunk or fixed costs that will be
incurred regardless.

3. Sunk Costs

- Past costs that have already been incurred and cannot be recovered.
- Examples: Previous research costs, equipment purchased in the past.

Relevance: Always irrelevant for decision-making.
4. Opportunity Costs

- The benefit foregone from the next best alternative.
- Example: Revenue lost from existing customers if capacity is diverted.

Relevance: Highly relevant if capacity is constrained; irrelevant if capacity
is idle.

5. Selling and Administrative Expenses

- Fixed administrative expenses
- Variable selling expenses



Relevance: Variable selling expenses are relevant, fixed selling expenses are
generally irrelevant unless they vary with the order.

Which Costs Are NOT Relevant When Idle?

Now, focusing on the core question: which costs are NOT relevant for a one-
time special order decision assuming idle capacity?

Key point: When capacity is idle, the firm can accept the order without
affecting current operations or incurring additional fixed costs. Therefore,
certain costs become irrelevant.

Typically irrelevant costs include:
1. Fixed Manufacturing Overheads

- Rationale: Since fixed manufacturing costs are often incurred regardless of
whether the special order is accepted (especially when capacity is idle),
they are not incremental.

- Example: Depreciation expense on machinery or rent paid on factory space,
which remains unchanged whether or not the order is accepted.

2. Sunk Costs

- Rationale: Past expenses, such as equipment purchases or research costs, do
not influence current decision-making.

- Example: Costs spent on developing a product that are already incurred and
cannot be recovered.

3. Fixed Selling and Administrative Expenses

- Rationale: These costs are generally not affected by the special order if
they are fixed and not directly linked to the order.

- Example: Salaries of administrative staff or office rent, which will be
paid regardless of accepting the order.

4, Costs That Are Not Incremental

- Rationale: Any cost that remains unchanged regardless of the decision is
irrelevant.

- Example: Insurance premiums or property taxes that do not vary with
production level.



Summary of Relevant vs. Irrelevant Costs 1in an
Idle Capacity Scenario

| Cost Type | Relevant? | Reason |

| Variable Manufacturing Costs | Yes | They increase directly with the order.
I

| Fixed Manufacturing Overheads | No | Usually fixed and unaffected by the
order when capacity is idle. |

| Sunk Costs | No | Already incurred and unrecoverable. |

| Fixed Selling & Administrative Expenses | No | They are fixed and not
influenced by the order. |

| Opportunity Costs | Yes | If capacity is constrained; irrelevant if
capacity is idle. |

| Additional Materials & Direct Labor | Yes | These are incremental costs. |

Practical Example: Applying the Concepts

Suppose a factory produces widgets and has significant idle capacity. The
company receives a one-time order for 1,000 widgets at a price below regular
selling price but above variable costs.

Costs involved:

- Direct materials per widget: $5

- Direct labor per widget: $3

- Variable manufacturing overhead per widget: $2

- Fixed manufacturing overhead per period: $10,000 (incurred regardless of
order)

- Fixed administrative expenses per period: $5,000

- Sunk costs: $20,000 spent last year on research

Analysis:

- Relevant costs:

- Direct materials: $5 x 1,000 = $5,000
- Direct labor: $3 x 1,000 = $3,000

- Variable overhead: $2 x 1,000 = $2,000
- Total incremental cost: $10,000

- Irrelevant costs:

- Fixed manufacturing overhead: $10,000 (fixed, not changed)
- Fixed administrative expenses: $5,000

- Sunk costs: $20,000



Decision:

- Since the incremental costs total $10,000, and the order price exceeds
variable costs, accepting the order can contribute positively to profit,
assuming no other constraints.

Important note: The fixed costs (overheads and administrative expenses) and
sunk costs are ignored in this analysis because they are not affected by the
decision due to idle capacity.

Special Considerations When Capacity Is Not
Idle

While the discussion so far assumes idle capacity, real-world scenarios often
involve constrained resources. In such cases:

- Opportunity costs become relevant, as accepting the special order might
mean sacrificing regular sales.

- Fixed costs may become relevant if the special order displaces existing
profitable sales.

Thus, the classification of relevant and irrelevant costs hinges on capacity
utilization.

Conclusion

In summary, when analyzing a one-time special order under the assumption of
idle capacity, the primary focus is on incremental costs that directly relate
to the order. Costs that are not affected by accepting the order—such as
fixed manufacturing overheads, sunk costs, and fixed administrative
expenses—are considered not relevant.

Specifically, the costs that are NOT relevant include:

- Fixed manufacturing overheads
- Sunk costs
- Fixed administrative expenses

Recognizing these irrelevant costs prevents decision-makers from
overestimating the costs associated with accepting a special order. This
focus ensures that decisions are based on the true economic impact,
facilitating optimal resource allocation and profitability.



Final note: Always verify whether capacity is idle or constrained, as this
critical factor influences the classification of costs in special order
decisions. Properly distinguishing relevant from irrelevant costs ensures
accurate analysis and supports sound managerial decision-making.
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