Life cycle costing
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1 What are life cycle costs? A3(a)
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/ Life cycle costing is the third specialist cost accounting technique we will

consider. It accumulates costs over a product's life rather than on a periodic c L‘
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Study guide

A3 Life cycle costing

(a) Identify the costs involved at different stages of the life cycle 2
(b) Derive a life cycle cost in manufacturing and service industries 2
(c)

Identify the benefits of life cycle costing E 1 Q o VW(— 2
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Life cycle costing will probably form part of a question on costing techniques but it has equal weighting in
the syllabus as the other management accounting techniques, so could form an entire question.

1 What are life cycle costs? 12/08, 12/11

) , Life cycle costing tracks and accumulates costs and revenues attributable to each product over the entire
//\,M J(U\/product life cycle.

— 1“‘ (/\(5\/ A product's life cycle costs are incurred from its design stage through development to market launch,
PV;,/,_ $l0 production and sales, and finally to its eventual withdrawal from the market. The component elements

2 ofa product's cost over its life cycle could therefore include the following. 4_ J\
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. Training costs (including initial operator training and skills updating) Mav;(,\ ﬂc&owﬁ{?ﬂj <4
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The cost of purchasing any technical data required
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- . Inventory costs (holding spare parts, warehousing and so on)
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M@Mwﬁ . ‘Retirement and disposal costs. Costs occurring at the end of a product's life L
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Life cycle costs can apply to services, customers and projects as well as to physical products. ? .
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_— Traditional cost accumulation systems are based on the financial accounting year and tend to dissect a

—_ 5oooUJ"u’ product's life cycle into a series of 12-month periods. This means that traditional management accounting
- systems do not accumulate costs over a product's entire life cycle and do not therefore assess a

- Wod‘ﬂf‘g\" product's profitability over its entire life. Instead they do it on a periodic basis.

‘Wife cycle costing] on the other hand, tracks and accumulates actual costs and revenues attributable to
each product over the entire product life cycle. Hence the total profitability of any given product can be

determined. :
but sometinge _deccoiwdro pade nuslt
Life cycle costing is the accumulation of costs over a product's entire life. Aeepn /.A/\a)ew\’\ﬁ&/
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2 The product life cycle’

) A product life cycle can be divided into five phases.

o Development o Maturity
. Introduction . Decline
. Growth

Every product goes through a life cycle.

(a) ) Development. The product has a/r\e/s\eg\rgj and development stage where costs are incurred but no

revenue is generated. gt koo butt rw«ﬁ/.t' be etz l Mmdé
(b)  Introduction. The product is introduced to the market. Potential customers will be unaware of the (A

product or service, and the organisation may have to spend further on advertising to bring the dLULow\f\

product or service to the attention of the market. :
(c) Growth. The product gains a bigger market as demand builds up. Sales revenues increase and the NOJC"‘:‘?

product begins to make a profit. Sauai‘lﬂ-'-‘
(d)  Maturity. Eventually, the growth in demand for the product will slow down and it will enter a period

of relative maturity. It will continue to be profitable. The product may be modified or improved, as a

means of sustaining its demand.
(e) Decline. At some stage, the market will have bought enough of the product and it will therefore

reach 'saturation point'. Demand will start to fall. Eventually it will become a loss-maker and this is

the time when the organisation should decide to stop selling the product or service.

The level of sales and profits earned over a life cycle can be illustrated diagrammatically as follows.
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The horizontal axis measures the duration of the life cycle, which can last from, say, 18 months to
several hundred years. Children's crazes or fad products have very short lives while some products, such
as binoculars (invented in the eighteenth century) can last a very long time.

2.1 Problems with traditional cost accumulation systems
o ————————

Traditional cost accumulation systems do not tend to relate research and development costs to the Y‘(S,@Md\
products that caused them. Instead they write off these costs on an annual basis against the revenue w‘S{'dF
generated by existing products. This makes the existing products seem less profitable than they really

are. If research and development costs are not related to the causal product the true profitability of that MW—“‘

product cannot be assessed. W"t

(Traditional cost accumulation systems usually total all non-production costs and record them as a period’ @(F,e,MﬂJ\:
expense.
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;y\ 2.2 The henefits of life cycle costing 12/11
ANAANANAS

There are a number of benefits associated with life cycle costing.

(a)  The life cycle concept results in earlier getions to generate revenue or to lower costs than otherwise
might be considered.

Z% (b)  Better decisions should follow from a more accurate and realistic assessment of revenues and
costs, at least within a particular life cycle stage.

(c)  Life cycle thinking can promote long-term rewarding in contrast to short-term profitability
rewarding.
. Yeseoanc

(d)  The life cycle concept helps managers to understand acguisition costs vs. operating and support
costs. It encourages businesses to find a correct balance between investment costs and operating
expenses. N
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3 Life cycle costing |n m B&acturlg g,and service

industries _{L\ af{hc% \d,(_(/d’}.?'{’ Nu,o&,c&(
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Both manufacturing and service industries take similar steps to’ensure that returns are maximised over
)%. M: the product/service life cycle. /WNPJ*’AA: 2eof

- ‘ n )
\(}Q‘M&y With life cycle costing,mw{are traced to individual products over complete life cycles.

FAST FORWARD )

revenues generated in the future,

,_(;K (@)  The total of these costs for each individual product can therefore be reported and compared with
——
)C{ 9\ (b)  The visibility of such costs is increased.
0 (
(
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0’0 . ‘Vﬁ or failure in devefoping new products. In today s competitive environment, where the ability to
0)"‘/&\7 produce new or updated versions of products is paramount to the survival of an organisation, this

information is vital.
oy

c)  Individu duct profitability can be better understood by attributing alf costs to products.

d)  Asaconsequence, more accurate feedback information is available on the organisation's success

3.1 The importance of the early stages of the life cycle

It is reported that some organisations-operating within an advanced manufacturing technology
jﬂ» environment find that approximat a product's life cycle cost is determined by decisions made
— —— e
[’\/’J\ early within the cycle at the design stage. Life cycle costing is therefore particularly suited to such

j"PNZéDé‘/ organisations and products, monitoring spending and commitments to spend during the early stages of a

product's life cycle
) (pe
\§ In order to compete effectively in today's competitive market, organisations nee rede3|gn continually
their products with the result that product life cycles have become muct‘r‘short r’The planning, design

and development stages of a product's cycle are therefore critical to an organlsatlon s cost management
= < process. Cost reduction at this stage of a 's life cycle, rather than during the production process, is
one of the most important ways of reducing product cost,
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the return over the product life cycle
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etween 70% to 90% of a product's life cycle costs are determined by decisions made early in the life
cycIe at the de3|gn or development stage. Careful design of the product and Mﬁnd other

tt the lif |
cost to a minimum over the life cycle. other @Aﬁ% _}Duﬂ/.)
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[ |_This is the time from the conception of the product to its launch. More products come onto the market EW"P

nowadays and development times have been reduced over the years. Competitors watch each other very

o~ carefully to determine what types of product their rivals are developing. If an organisation is launching a

new product it is vital to get it to the market place as soon as possible. This will give the product as long a
period as possible without a rival in the market place and should mean increased market share in the long
run. Furthermore, the life span may not proportionally lengthen if the product's launch is delayed and so
sales may be permanently lost. It is not unusual for the product's overall profitability to fall by 25% if the

JseAaunch is delayed by six months. This means that it is usually worthwhile incurring extra costs to keep the

launch on schedule or to speed up the launch.

3.2.3 Minimise breakeven time (BET) (vpP i Salec ¥ s H sl odipn T

— >
A short BET is very important in keeping an organisation liquid. The sooner the product is launched the
quicker the research and development costs will be repaid, providing the organisation with funds to

develop further products. f(-‘a.)‘f:ef, Jqovll:u- fFMftv
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—3.2.4 Maximise the length of the life span busk— s

Product life cycles are not predetermined; they are set by the actions of management and competitors.
Once developed, some products lend themselves to a number of different uses; this is especially true of
materials, such as plastic, PVC, nylon and other synthetic materials. The life cycle of the material is then a
series of individual product curves nesting on top of each other as shown below.

Sales
revenue 0 own

On the other hand, in today's fast moving world, an organisation co

to establish an early presence in a particular market.
lve AR vAAsio~

3.2.5 Minimise product proliferation: “((/eso convuwon pLodfoar~ / Compon itz
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If products are updated or superseded too quickly, the life cycle is cut short and the product may just
cover its R and D costs before its successor is launched. ,! k’_ ‘o LS m/\w ,

3.2.6 Manage the product's cashflows ot Pc{z

ose out to a competitor if it failed

Hewlett-Packard developed a return map to manage the lifecycle of their products. Here is an example.
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Key time periods are measured by the map: (/fo(d/i"‘ﬂ P‘l"“’")
(@)  Time to market
(b)  Breakéventime | ket + W/‘V
(c)  Breakeven time after product launch | a0 sale P due e +* (o flk Mo
(d)  Return factor (the excess of profit over the investment) wh

Changes to planned time periods can be incorporated into the map (for example, if the development plan le
takes longer than expected) and the resulting changes to the return factor at set points after release
highlighted.

97
3.3 Service and project Jife cycles “kﬁ ’
. 3:3genice and(roject e cycl

W - ‘A service organisation will have services that have life cycles. The Adifference is that the R & D stages
’\ ' T i . s
\"{U/ will not exist in the same way and Wﬁame impact on subsequent costs. The different
,\0\6;)-},/ processes that go to form the complete service are important, however, and consideration should be
(

given in advance as to how to carry them out and arrange them so as to minimise cost.

W
W
. Q"'A/) J W Products that take years to produce or come to fruition are usually caIIe, and discounted cash L\_E_\_L
\AQ flow calculations are invariably used to cost them over their life cycle in advance. The projects need to be M
W\
monitored very carefully over their life to make sure that they remain on schedule and that cost overruns —
re not being incurred. Spe lcer 0 sk MMW
3.4 Customer life cycles
SI\P“M Customers also have life cycles, and an organisation will wish to maximise the return from a customer

- W over their life cycle. The aim is to extend the life cycle of a particular customer or decrease the ‘churmn’
rate, as the Americans say. This means encouraging customer loyalty. For example, some supermarkets

v'r{’{/\ ﬁ and other retail outlets issue loyalty cards that offer discounts to loyal customers who return to the shop

and spend a certain amount with the organisation. As existing customers tend to be more profitable than

- su owhuo-ﬂ/ new ones they shoulld be retained wherever possible. % Cl N A ,ui(‘mé\
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ustomers become more profitable over their life cycle. The profit can go on increasing for a period of

years. For example, if you open a bank account, take out insurance or

invest in a pension, the company involved has to set up the account, run checks and so on. The initial cost

s high and the company will be keen to retain your business so that it can recoup this cost. Once
customers get used to their supplier they tend to use them more frequently, and so there is a double
benefit in holding on to customers. For example, you may use the bank to purchase shares on your behalf,
oryou may take out a second insurance policy with the same company.

- bod\l“ /"“w The projected cash flows over the full lives of customers or customer segments can be analysed to
thob/highlight the worth of customers and the importance of customer retention. It may take a year or more to

et

e,
“Y 4

/'\‘,ui—('recoup the initial costs of winning a customer, and this could be referred to as the payback petiod of the. $
investment in the customer.
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Life cycle costing Aools

D\MO f/i‘e‘U/SoIaris specialises in the manufacture of solar panels. It is planning to introduce a new slimline solar panel
specially designed for small houses. Development of the new panel is to begin shortly and Solaris is in the
process of determining the price of the panel. It expects the new product to have the following costs.

Year 1 Year 2 Year 3 Year 4
Units manufactured and sold 2,000 15,000 20,000 5,000
$ $ $ $
R&D costs 1,900,000 100,000 - -
Marketing costs 100,000 75,000 50,000 10,000
Production cost per unit 500 450 400 450
Customer service costs per unit 50 40 40 40
Disposal of specialist equipment 300,000

Financial Director believes this will not cover all of the costs throughout the lifecycle.
Required
Calculate the cost per unit looking at the whole life cycle and comment on the suggested price.

Life cycle costs

The Marketing Director believes that customers will be prepared to pay $500 for a solar panel but the

—_— $'000
R&D (1,900 + 100) 2,000
Marketing (100 + 75 + 50 + 10) 235
Production (1,000 + 6,750 + 8,000 + 2,250) 18,000
Customer service (100 + 600 + 800 + 200) 1,700
Disposal 300
Total lifecycle costs 22,235
Total production (‘000 units) « 42 »
Cost per unit 529.40 7 £ /\AW

The total life cycle costs are $529.40 per solar panel which is higher than the price proposed by the [V(AC'A'

marketing director. Solaris will either have to charge a higher price or look at ways to reduce costs.

— Sma“fum It may be difficult to increase the price if customers are price sensitive and are not prepared to pay more.
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. Costs could be reduced by analysing each part of the costs throughout the life cycle and actively seeking
AL/ st savings. For example, using different materials, using cheaper staff or acquiring more efficient

. technology. . e
‘S;M!/L“’L Pl/latj’ — oot - lM,w(
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o Life cycle costing tracks and accumulates costs and revenues attributable to each product over the entire
product life cycle.

o A product life cycle can be divided into five phases.
= Development = Maturity
= Introduction = Decline
= Growth
o Both manufacturing and service industries take similar steps to ensure that returns are maximised over

the product/service life cycle.

1 Match the following costs to the appropriate life cycle cost classification.
Costs Classifications
Design Inventory costs
Energy costs Acquisition costs
Warehousing Maintenance costs
Transportation Operation costs
Customer service Product distribution costs
2 Life cycle costing is the profiling of cost over a product's production life. True or false?
3 Life cycle costing is particularly useful in an AMT environment, where 10% of a product's life cycle costs

might be determined by decisions made early within the cycle at the design stage. True or false?

- 2c: Life cycle costing | PartA Specialist cost and management accounting techniques @



1 Cost Classification
Design Acquisition costs
Energy costs Operation costs
Warehousing Inventory costs
Transportation Product distribution costs
Customer service Maintenance costs
2 False. It also looks at development costs and so on which are incurred prior to production, and any

dismantling costs, which are incurred once production ceases.

3 False. The percentage is usually much higher.

i Q4 Introductory | 17 ' 31 mins |
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