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When a company faces a decision to produce a product internally (make) or purchase it from an external
supplier (buy), understanding the relevant costs is crucial for making an informed choice. The decision
hinges on analyzing all costs that will be affected by the decision, ensuring that the company does not
overlook any important expense. Among these, variable manufacturing costs and factory-related costs play a
significant role. This article explores the concept of relevant costs in a make-versus-buy decision,
emphasizing the importance of variable manufacturing costs and factory expenses in the decision-making
process.

---

Understanding the Make-versus-Buy Decision

Definition and Purpose
A make-versus-buy decision involves evaluating whether it is more cost-effective for a company to
manufacture a product in-house or to purchase it from an external supplier. This decision affects various
aspects of the company's operations, including costs, capacity, quality, and strategic focus.

Factors Influencing the Decision
Several factors impact the choice between making and buying, including:
- Cost considerations (fixed and variable costs)
- Production capacity and equipment availability
- Quality control and supplier reliability
- Lead times and delivery schedules
- Impact on company’s core competencies
- Long-term strategic goals

---



Relevant Costs in Make-versus-Buy Decisions

Definition of Relevant Costs
Relevant costs are those costs that will be directly affected by the decision at hand. These costs are future-
oriented and differ between the options being considered. They exclude sunk costs—costs already incurred
and unrecoverable—and focus on incremental costs.

Main Components of Relevant Costs
In a make-versus-buy scenario, relevant costs typically include:
- Variable manufacturing costs
- Avoidable fixed manufacturing costs
- Additional costs such as setup, inspection, or transportation
- Opportunity costs, if applicable

---

The Role of Variable Manufacturing Costs

What Are Variable Manufacturing Costs?
Variable manufacturing costs are expenses that fluctuate directly with the level of production output. They
include:
- Raw materials
- Direct labor wages (if labor is paid per unit)
- Variable manufacturing overheads, such as utilities, supplies, and consumables

Why Are Variable Costs Critical?
Variable costs are crucial because:
- They directly impact the cost of producing each unit.
- They change in response to production volume, making them highly relevant for decision-making.
- They help determine the minimum price at which manufacturing is feasible.



Analyzing Variable Costs in Make-versus-Buy Decisions
When considering whether to produce or buy, companies compare:
- The total variable manufacturing costs associated with producing in-house
- The purchase price from suppliers
- The impact of variable costs on overall profitability

If the variable manufacturing costs are lower than the purchase price, producing in-house may be more
advantageous, provided other factors are favorable.

---

Factory-Related Costs in Make-versus-Buy Analysis

Understanding Factory Costs
Factory costs encompass all expenses related to the manufacturing facility and operations. These include:
- Fixed manufacturing overheads (depreciation, rent, supervisory salaries)
- Variable manufacturing overheads
- Indirect costs related to the factory environment

Fixed vs. Variable Factory Costs
- Fixed factory costs are expenses that remain constant regardless of production volume, such as factory rent
or equipment depreciation.
- Variable factory costs fluctuate with production levels, such as utility costs or supplies tied directly to
manufacturing activity.

Are Factory Fixed Costs Relevant?
Generally, fixed factory costs are considered irrelevant to short-term make-versus-buy decisions because:
- They are sunk or unavoidable in the short term
- They do not change based on whether the product is made or purchased

However, if the decision affects capacity utilization or leads to potential shutdowns or expansions, fixed costs
may become relevant.

---



Additional Costs and Considerations

Opportunity Costs
Opportunity costs refer to the benefits foregone when choosing one alternative over another. For example:
- Using factory space for manufacturing vs. leasing it out
- Allocating labor to make vs. outsource

Setup and Quality Costs
Additional costs associated with:
- Setting up machines for production
- Ensuring quality standards
- Inspection and testing

These costs should be included if they are avoidable or differ between options.

Transportation and Delivery Costs
Purchasing from suppliers may incur:
- Shipping and freight costs
- Handling and customs fees
- Delivery lead times

Conversely, in-house production involves internal logistics costs.

---

Step-by-Step Approach to Analyzing Relevant Costs

1. Identify all costs associated with making the product:
- Variable manufacturing costs per unit
- Avoidable fixed manufacturing costs
- Setup, inspection, and other variable costs

2. Identify all costs associated with buying the product:
- Purchase price per unit
- Shipping, handling, and delivery costs



- Any additional costs associated with procurement

3. Determine fixed costs that are unavoidable or irrelevant:
- Fixed factory overheads not impacted by the decision
- Sunk costs

4. Assess capacity constraints and opportunity costs:
- Can the factory be used for other profitable activities?
- Would outsourcing free capacity for additional revenue?

5. Calculate and compare total relevant costs for each option.

---

Case Example: Making vs. Buying

Suppose Company XYZ is evaluating whether to produce a component internally or purchase it from a
supplier. The details are:

- Variable manufacturing cost per unit: $20
- Fixed manufacturing overhead (unavoidable): $50,000 annually
- Production capacity: allows for 10,000 units
- Purchase price per unit: $25
- Shipping cost per unit if bought: $2

Analysis:
- Total variable cost for in-house production at full capacity: 10,000 units × $20 = $200,000
- Total cost if bought: 10,000 units × ($25 + $2) = $270,000

Since fixed overheads are unavoidable and do not change with the decision, the relevant comparison
focuses on variable costs. Producing in-house costs $200,000, while buying costs $270,000. Therefore, based
purely on variable costs, manufacturing internally is more economical.

However, if the company is considering expanding capacity or has spare capacity, opportunity costs and
strategic considerations may influence the decision.

---



Conclusion: Making Informed Make-versus-Buy Decisions

A comprehensive understanding of relevant costs is essential for effective decision-making in a make-
versus-buy scenario. While variable manufacturing costs are the primary components influencing the
decision, factory-related fixed costs are often less relevant unless capacity or strategic factors come into play.
Companies must carefully analyze all incremental costs, opportunity costs, and other associated expenses to
determine the most cost-effective and strategic option.

By systematically evaluating these costs and considerations, organizations can optimize their operations,
improve profitability, and align their sourcing strategies with long-term business goals. Ultimately, a
detailed and accurate cost analysis ensures that the decision to make or buy is grounded in financial reality
and strategic insight.

---
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Frequently Asked Questions

What are the key relevant costs to consider in a make-versus-buy
decision?
The key relevant costs include variable manufacturing costs and any additional costs directly associated
with the decision, such as factory expenses if applicable.

Does the factory cost always need to be included in the make-versus-buy
analysis?
Not always; factory costs are relevant only if they are variable and directly affected by the decision. Fixed
factory costs are usually not relevant.

Why are variable manufacturing costs important in a make-versus-buy
decision?
Variable manufacturing costs are important because they change with the production volume and directly
impact the cost comparison between making or buying.



Can fixed factory costs be ignored in the decision-making process?
Yes, fixed factory costs are generally considered sunk costs and are not relevant unless they can be avoided
or changed as a result of the decision.

How does including factory costs influence the decision to make or buy?
Including factory costs helps ensure that all relevant variable costs are considered, providing a more
accurate comparison of the total costs involved in each option.

Are opportunity costs relevant in a make-versus-buy decision?
Yes, opportunity costs can be relevant if choosing to make or buy affects the use of factory resources or
capacity that could be used elsewhere.

What role does contribution margin play in this decision?
Contribution margin helps determine whether making or buying adds more value to the company by
comparing the additional revenues and variable costs involved.

How can a company determine if factory costs should be included as
relevant costs?
A company should include factory costs if they are variable and will change as a result of the decision; fixed
costs are typically excluded unless they can be avoided.

What is the impact of ignoring factory costs in a make-versus-buy
analysis?
Ignoring factory costs can lead to inaccurate conclusions, potentially causing a company to choose an option
that is not truly cost-effective.

Are there any other costs besides variable manufacturing costs and factory
costs that should be considered?
Yes, additional relevant costs may include setup costs, transportation, quality control, and any other costs
directly associated with either making or buying the product.



Additional Resources
Make-versus-buy Decision: The Critical Role of Relevant Costs Including Variable Manufacturing Costs and
Factory Expenses

In the complex landscape of manufacturing and business operations, making the right strategic decisions can
be the difference between profitability and loss. One of the most fundamental decisions companies face is
whether to produce a component or product internally (make) or purchase it from an external supplier
(buy). This choice—commonly referred to as the make-versus-buy decision—requires a thorough analysis of
relevant costs to determine the most economical and strategic option.

At the heart of this analysis are relevant costs, which are those expenses that will change depending on the
decision made. Importantly, these costs include not only the variable manufacturing costs but also factory-
related expenses, which often encompass fixed costs that are directly attributable to the manufacturing
process. Understanding what costs are relevant and how they influence the decision is crucial for managers
aiming to optimize resource allocation and maintain competitive advantage.

This article provides an in-depth exploration of the elements involved in a make-versus-buy decision,
emphasizing the significance of variable manufacturing costs and factory expenses as relevant costs. We
will dissect each component, clarify their roles, and provide practical guidance for conducting a
comprehensive cost analysis.

---

Understanding the Make-versus-Buy Decision

The make-versus-buy decision is a strategic choice faced by organizations when determining whether to
produce a component or product in-house or to outsource production. This decision is influenced by various
factors, including cost considerations, capacity constraints, quality control, supplier reliability, and strategic
alignment.

Key Objectives of the Decision:
- Minimize total costs
- Optimize production capacity
- Ensure quality standards
- Maintain flexibility and control
- Support long-term strategic goals

While qualitative factors such as supplier relationships and quality considerations are important, the
quantitative assessment primarily hinges on a detailed analysis of relevant costs.



---

Defining Relevant Costs in Make-versus-Buy Decisions

Relevant costs are those costs that will be affected by the decision at hand. In the context of make-versus-
buy, these are costs that differ between producing internally and purchasing externally.

Characteristics of Relevant Costs:
- They are avoidable or incrementally incurred if the decision changes.
- They are future costs, not sunk costs.
- They vary depending on the choice made.

Conversely, irrelevant costs include sunk costs and fixed costs that will be incurred regardless of the
decision.

Why Focus on Variable Manufacturing Costs and Factory Expenses?

While the general rule is to consider all costs that differ between options, a common misconception is to
include all fixed costs. However, only those fixed costs that are avoidable or directly attributable to the
decision are relevant. This often includes variable manufacturing costs and certain factory-related expenses.

---

Variable Manufacturing Costs: The Core of Relevant Costs

Variable manufacturing costs are expenses that change directly with the level of production volume. They
are central to the make-versus-buy analysis because they represent the incremental costs of producing an
additional unit or batch internally.

Components of Variable Manufacturing Costs:

- Direct Materials: Raw materials directly incorporated into the product.
- Direct Labor: Wages of workers directly involved in manufacturing.
- Variable Manufacturing Overhead: Costs such as utilities, maintenance, and supplies that fluctuate with
production volume.

Significance in Decision-Making:

Including variable manufacturing costs in the relevant cost analysis ensures that the decision reflects the



true incremental cost of producing in-house. If these costs are higher than the purchase price, outsourcing
may be advantageous; if lower, in-house production may be justified.

Example:

Suppose a company produces a component with the following variable costs:

- Direct materials: $5 per unit
- Direct labor: $3 per unit
- Variable manufacturing overhead: $2 per unit

Total variable manufacturing cost per unit: $10

If the outsourcing cost per unit is $12, it would be more economical to produce in-house. Conversely, if the
external supplier charges $9 per unit, outsourcing becomes the better option.

---

Factory Expenses: Beyond Variable Costs

While variable manufacturing costs are straightforward, factory expenses encompass a broader spectrum of
costs, some of which are fixed in nature. The key is to distinguish between costs that are avoidable and
those that are fixed and unavoidable when making the decision.

Factory-Related Costs in Context:

- Fixed Factory Overhead: Includes depreciation, property taxes, and salaries of permanent factory staff.
These costs are typically incurred regardless of whether the product is made or bought, making them
generally irrelevant to the decision unless they are avoidable.
- Variable Factory Overhead: Costs that fluctuate with production volume, such as electricity or supplies,
are relevant.
- Factory Capacity Costs: Expenses related to factory capacity utilization, which can influence whether to
produce or buy.

The Relevance of Factory Expenses:

- Avoidable Fixed Costs: If certain fixed factory costs can be eliminated if production ceases, they are
relevant.
- Unavoidable Fixed Costs: Costs that remain regardless of the decision are irrelevant.

Practical Implication:



Suppose the factory has fixed costs of $100,000 annually, but only $20,000 of that is directly tied to the
production of the component in question and can be eliminated if production stops. Only the $20,000 is
relevant for the make-versus-buy decision.

---

Constructing a Cost Comparison Framework

To make an informed decision, managers often develop a comparative table that outlines all relevant costs
for both options.

Sample Table:

| Cost Element | Making In-House | Buying from Supplier | Relevance |
|----------------|-----------------|----------------------|-----------|
| Direct Materials | $5/unit | N/A | Relevant if produced internally |
| Direct Labor | $3/unit | N/A | Relevant |
| Variable Manufacturing Overhead | $2/unit | N/A | Relevant |
| Fixed Factory Overhead (avoidable) | $X | N/A | Relevant if avoidable |
| Purchase Price | N/A | $9/unit | Relevant |
| Additional Setup Costs | $Y | N/A | Relevant if applicable |

By calculating the total relevant costs under each option, managers can identify the less costly alternative.

---

Additional Factors Beyond Costs

While cost analysis is fundamental, strategic factors often influence the decision:

- Quality Control: Producing internally allows better control.
- Capacity Constraints: If in-house capacity is limited, outsourcing might be necessary.
- Long-term Strategic Goals: Vertical integration or supplier relationships may influence choice.
- Reliability and Lead Times: Dependence on external suppliers can pose risks.
- Flexibility: In-house production offers more agility.

These qualitative factors, although not quantified in the cost analysis, should complement the economic
evaluation.



---

Conclusion: The Nuanced Nature of Relevant Costs in Make-
versus-Buy Decisions

In the realm of manufacturing and procurement, the decision to make or buy hinges on a detailed
understanding of relevant costs, especially variable manufacturing costs and factory-related expenses. While
variable costs are often straightforward to identify, factory expenses require careful analysis to determine
their relevance based on avoidability.

An effective make-versus-buy analysis involves:

- Identifying all costs that differ between the two options.
- Excluding sunk costs and fixed costs that are unavoidable.
- Considering qualitative factors that impact strategic objectives.

Ultimately, a comprehensive evaluation of relevant costs empowers managers to make economically sound
decisions that align with the company's operational and strategic goals. Recognizing the importance of
variable manufacturing costs and factory expenses ensures that the analysis reflects the true incremental
costs, leading to more accurate, informed, and strategic choices in a competitive marketplace.
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