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Good Day,

included is a discussion of some of the important terms and concepts we hope are well understood here at the firm. The first part reviews costs defined as fixed, direct, indirect, sunk, marginal and opportunity. Some costs are expected and others will vary depending on our operation plans. Secondly, this memo conveys management’s allocation philosophy for sustainability.


Fixed costs are predictable expenses that will stay the same within an accounting period. Examples are rent, salaries, taxes or insurance. These costs are set in stone and will not be subject to change when implementing production. While these costs are expected, management must remember that only optimal leveraging will decide the long term success of the company. “The term leverage has been popularized to mean the special force and effects to produce more than normal results from a given course of action. In business the same concept is applied, with the employment of fixed cost items in anticipation of magnifying returns at high levels of operation” (Block et al., 2005, pg 113). The firm’s decisions regarding fixed costs have an important impact on how we will compete with other companies in this rapidly advancing time.

Direct costs are an “expense that can be traced directly to (or identified with) a specific cost center or cost object such as a department process or product” (Businessdictionary.com, 2008) This term is also known as variable cost and examples are materials, labor and utilities. These expenses will vary for the firm depending on our plan for operations.


Indirect costs are not directly relatable to a specific product, however, are incurred for other functions. Examples are taxes, security or advertising. These expenses will vary depending on our choices within an accounting period. Sunk costs are those that will not be considered for future expenses, such as an unprofitable equipment decision.

“Marginal cost at each level of production includes any additional costs required to produce the next unit” (Wikipedia.org, 2008) Examples include any additional expenses incurred when expanding production (labor, materials etc.). An Opportunity cost is the revenue forgone by current allocation decisions. This expense is also known as the Shadow Price (unb.ca, 2005).


All of the definitions mentioned are all essential to the workings of the firm. The following is a brief discussion of ways that costs are potentially combined to achieve results. Our decisions to buy new equipment or rely on variable resources will greatly affect our cost structure.


“Operating leverage reflects the extent to which fixed assets and associated fixed costs are utilized in the business” (Block et al., 2005 pg 114). Management needs to consistently analyze the cost/benefit of decisions to invest in real capital or reduce risk by increased labor. Establishing a competitive standard for our output will help us reach efficiency goals. Additionally, we must know our breakeven point and the best options for marginal cost choices when striving for profit maximization. The company will only be as strong as the choices we make.

Every department is important to us, as well as the people (our most valuable resource). When we are developing new ideas of the future, a timely reminder in management meetings will help us refresh our hopeful perspective. This is the primary purpose of the memo today. Deciding to take advantage of increased cash flow to invest, or following a more conservative approach requires balanced thought processes (Block et al., 2005, pg 116). Though at times we may expect to increase the economy of scale due to prosperity, the company should maintain the necessity of proper market demand analysis and acknowledging capacity restrictions. We must “match an acceptable return with the desired level of risk” (Block et al., 2005, pg 118).


We would like to convey to you today the importance of our combined/balanced leverage plan for the firm’s future. Though many celebrated companies have succeeded with aggressive operational and financial leverage campaigns, we believe in a safer/conservative focus. As the firm grows, our expansion plans will be developed through informed thought processes to avoid any unpredicted budget concerns. Management continues to study the relationship between leveraging decisions and the effects on net income. Thank you for your continued commitment orientation and please make contact via e-mail or telephone with any questions you might have.




Sincerely,






Brian Duncan
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