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0000 OO0 Managerial Judgment Managerial judgment is critically important in determining cost
behavior, and it is byfar the most widely used method in practice/Many managers simply use their experience and
past observation of cost relationships to determine fixed and variable costs. This method, however, may take a
number of forms. Some managers simplyassign particular activity costs to the fixed category and others to the
variablecategory, ignoring the possibility of mixed costs. Thus, a chemical firm may regard materials and utilities as
strictly variable with respect to pounds of chemical produced and all other costs as fixed. Even labor, a traditional
and common example of a unit-based variable cost, may be fixed for this firm. The appeal of thismethod is
simplicity. Before opting for this course, management would do well tomake sure that each cost is predominantly
fixed or variable and that the decisions being made are not highly sensitive to errors in classifying costs. To illustrate
the useof judgment in assessing cost behavior, consider Elgin Sweeper Company, a leading manufacturer of
motorized street sweepers. Using production volume as the costdriver, Elgin revised its chart of accounts to
organize costs into fixed and variable components. Elgin's accountants used their knowledge of the company to
assign expenses, using a decision rule that categorized an expense as fixed if it were fixed75 percent of the time and
variable if it were variable 75 percent of the time. Management may instead identify mixed costs and divide these
costs intofixed and variable components by deciding just what the fixed and variable partsare--that is, using
experience to say that a certain amount of a cost is fixed andthat, therefore, the rest must be variable. For example, a
factory may put the leasepayments for a photocopier into one account and the cost of paper and toner intoanother.
The result is that it is easy to group the lease account with other fixed costaccounts and to treat the variable costs
separately. Then, the variable component canbe computed using one or more cost/volume data points. This has
the advantage ofaccounting for mixed costs but is subject to a similar type of error as the strictfixed/variable
dichotomy. That is, management may be wrong in its assessment. Finally, management may use experience and
judgment to refine statisticalestimation results. Perhaps the experienced manager might "eyeball” the data andthrow
out several points as being highly unusual or might revise results of estimation totake into account projected
changes in cost structure or technology. Martin Color-Fi, arecycler, found itself paying top prices for discarded
plastics. Demand for recycl able plastics had mushroomed, and prices tripled in the space of a year. The reason for
thegrowth in demand? A run-up in the price of cotton due to poor crops in China,Pakistan, and India. The
shortage of cotton led Asian mills to substitute polyester andother synthetics. These synthetic fabrics are made from
PET (the polyethyleneterephthalate found in recyclable plastic bottles). Companies like Martin must lookforward,
not backward, to predict the impact of demand for substitute products onprices and profits.7 Statistical techniques
are highly accurate in depicting the past, butthey cannot foresee the future, which is, of course, what management
really wants. The advantage of using managerial judgment to separate fixed and variable costs is its simplicity. In
situations in which the manager has a deep understanding of the firm and its cost patterns, this method can give
good results. However, if themanager does not have good judgment, errors will occur. Therefore, it is important to
consider the experience of the manager, the potential for error, and the effectthat the error could have on related
decisions.
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