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Fixed	cost	examples	in	production

Fixed	manufacturing	overhead	costs	and	variable	manufacturing	costs	are	the	two	categories	into	which	accountants	divide	the	operating	costs	of	manufacturing	companies.	Managers	use	these	expenses	in	a	variety	of	ways.	For	instance,	to	conduct	a	profitability	analysis	and	determine	the	price	at	which	to	sell	a	product	to	turn	a	profit,	a
management	team	must	first	determine	the	manufacturing	overhead	costs	of	the	company.	Depending	on	the	nature	of	the	business	and	how	management	defines	fixed	expenses,	companies’	fixed	overhead	costs	can	vary	greatly.	Manufacturing	cost	variables	vs.	fixed	costs	Manufacturing	fixed	costs	are	distinct	from	variable	costs	in	that	they	remain
constant	even	as	production	volume	increases	slightly.	On	the	other	hand,	variable	costs	fluctuate	in	line	with	the	level	of	production.	One	example	of	a	fixed	expense	is	the	property	tax	that	a	business	must	pay	on	its	factories.	It	may	change	following	tax	rates,	but	it	is	unaffected	by	how	productive	a	company’s	factories	are.	However,	variable	costs,
like	labor,	fluctuate	in	line	with	production	levels.	Depreciation	and	upkeep	Equipment	is	a	benefit,	not	a	cost.	However,	businesses	must	pay	for	the	depreciation	of	their	machinery,	which	is	accounted	for	in	their	fixed	overhead	costs.	Companies	also	factor	in	maintenance	costs	for	equipment.	Maintenance	costs	are	similar	when	production	changes
are	within	a	normal	range	of	activity,	even	though	they	vary	when	production	levels	rise	sharply.	Cost	of	supervision	and	insurance	Because	an	organization	can	typically	maintain	its	supervision	overhead	costs	at	the	same	level	or	close	to	it	despite	typical	production	changes,	the	cost	of	supervising	employees	is	typically	a	fixed	cost.	For	instance,	a
toy	factory	may	need	to	hire	more	line	workers	for	the	holiday	season	but	most	likely	won’t	hire	more	managers	to	oversee	the	additional	workers.	Another	standard	illustration	of	a	fixed	manufacturing	overhead	cost	unrelated	to	production	volume	is	the	cost	of	insuring	a	company’s	assets.	Reporting	with	Fixed	Overhead	The	fixed	manufacturing
overhead	costs	that	business	reports	have	an	impact	on	how	profitable	it	appears	to	be.	For	instance,	a	business	with	fixed	overhead	costs	that	are	a	small	percentage	of	the	price	of	each	unit	produced	will	appear	more	profitable	as	production	levels	rise.	The	company	will	be	more	profitable	if	it	sells	the	extra	inventory.	The	company	won’t	benefit
from	the	drop	in	overhead	costs	per	unit	if	the	extra	inventory	is	kept	in	storage.	In	addition	to	the	cost	of	leases,	the	interest	component	of	loans,	and	the	payment	of	utility	bills	like	water	and	electricity,	fixed	manufacturing	costs,	which	make	up	the	overhead,	also	include	these	expenses.	Top	11	Most	Common	Fixed	Cost	Examples	#1	–	Depreciation
Depreciation	is	the	gradual	writing-off	of	a	tangible	asset	throughout	its	life.	Given	that	it	is	incurred	with	the	same	value	over	the	asset’s	lifespan,	it	is	a	fixed	cost.	It	doesn’t	change.	#2	–	Amortization	Intangible	assets	can	have	their	cost	value	reduced	through	amortization.	In	addition,	it	covers	loan	repayment.	Consider	ABC	Corporation	investing
$50,000	to	buy	a	patent	that	will	become	invalid	in	5	years.	The	five	years	before	its	expiration	should	be	used	for	amortization.	An	amortization	expense	of	$10,000	will	be	incurred	as	a	fixed	book	cost.	#3	–	Insurance	It	is	a	recurring	premium	paid	per	the	terms	of	the	policy.	For	instance,	the	cost	of	insuring	the	factory	structure	is	fixed,	regardless
of	how	many	units	are	produced	there.	#4:	Rent	Paid	Rent	for	the	location	where	business	is	done	is	a	fixed	expense.	This	sum	is	independent	of	the	company’s	performance.	Even	for	a	retail	store,	the	rent	is	set	and	unaffected	by	the	sales	volume.	#5	–	Interest	Expense	Fixed	costs,	also	referred	to	as	debt	expenses,	are	the	interest	expenses
associated	with	any	borrowings	made	from	banks	and	financial	institutions	in	the	form	of	bonds,	loans,	convertible	debt,	or	lines	of	credit.	#6	–	Property	Taxes	Businesses	must	pay	a	property	tax	to	the	government,	a	fixed	expense	based	on	the	company’s	assets	value.	Once	a	year,	it	is	paid.	#7	–	salaries	Salaries	are	the	compensation	given	to
company	employees	regardless	of	the	number	of	hours	worked.	Consequently,	the	rent	and	salary	businesses	pay	each	employee	each	month	remain	fixed	and	can	be	used	as	an	example	of	a	fixed	cost.	#8:	Utility	Costs	The	cost	of	using	various	utilities,	such	as	electricity,	gas,	phone,	internet,	and	telephone,	is	generally	fixed.	#9:	Marketing	and
advertising	costs	Any	small	business	budget	includes	marketing	as	a	significant	expense.	The	advertising	budget	covers	various	costs,	including	print	and	broadcast	advertisements,	brochures,	marketing	initiatives,	catalogs,	etc.	Promotional	activities	include	giveaways,	competitions,	focus	groups,	and	surveys.	Although	the	expense	dollar	amount	can
change	from	quarter	to	quarter	or	year	to	year,	it	is	a	fixed	cost.	#10:	Equipment	Rental	Equipment	is	rented	out	and	used	for	an	extended	period	in	various	production	units.	Such	equipment	rentals	have	fixed	costs	associated	with	them.	#11	–	Attorney’s	Fees	The	costs	associated	with	the	company’s	legal	actions	and	the	creation	of	regulations	are
fixed	in	nature,	making	them	fixed	costs.	Conclusion-	Fixed	Costs	of	Manufacturing	Fixed	costs	are	a	crucial	part	of	a	business.	Profit	forecasting	and	break-even	point	calculation	are	essential	in	business.	It	should	be	kept	lower	in	the	early	stages	of	a	business	because	the	revenue	will	be	less.	It	will	undoubtedly	take	time	for	a	business	to	grow	and
attract	customers.	The	business	will	typically	have	different	fixed	expenses.	Businesses	that	rely	more	on	labor	than	tangible	assets	won’t	have	many	fixed	assets.	Some	of	the	companies	do	things	like	prepare	taxes	and	design	websites.	On	the	other	hand,	businesses	that	require	a	lot	of	physical	assets,	like	airlines	and	automakers,	will	have	a	high
level	of	fixed	assets.	As	a	result,	we	can	also	conclude	that	fixed	costs	do	not	affect	production	choices.	How	do	fixed	costs	work?	A	type	of	expense	or	cost	known	as	fixed	costs	does	not	change	whether	the	volume	of	goods	or	services	sold	increases	or	decreases.	They	are	frequently	referred	to	as	overhead	costs	and	are	time-related,	such	as	monthly
rent	or	interest	payments.	As	a	business	produces	more	units,	they	are	crucial	to	achieving	higher	profit	margins	per	unit.	Fixed	Cost	Fixed	costs	are	one	of	the	two	elements	of	the	overall	cost	of	a	good	or	service	a	business	offers,	along	with	variable	costs.	They	are	costs	of	doing	business	that	remain	constant	regardless	of	changes	in	output.
Variable	costs,	on	the	other	hand,	are	regarded	as	volume-related	because	they	alter	with	the	output.	In	conclusion,	every	business	incurs	both	fixed	costs	and	variable	costs.	A	type	of	expense	or	cost	known	as	fixed	costs	does	not	change	whether	the	volume	of	goods	or	services	sold	increases	or	decreases.	They	include	things	like	rent,	interest,	and
depreciation.	Dissecting	Fixed	Costs	Let’s	say	a	milk	factory	has	fixed	costs	for	its	phone	lines,	security	system,	and	facility	rent	because	these	costs	are	unaffected	by	the	factory’s	volume	of	milk.	On	the	other	hand,	the	factory’s	wage	costs	are	erratic	because	it	will	have	to	bring	on	more	staff	if	production	rises.	An	analytical	formula	can	track	the
relationship	between	fixed	and	variable	costs	in	management	accounting.	It	understands	the	allocation	of	total	costs	between	the	two	categories	of	costs.	It’s	crucial	to	divide	the	costs,	and	predicting	the	revenue	from	various	unit	sales	changes	has	an	impact	on	upcoming	marketing	campaigns.	Management	decisions	to	spend	money	on	particular
fixed-cost	items	typically	lead	to	discretionary	fixed	costs.	Advertising,	machinery	upkeep,	and	research	and	development	(R&D)	expenses	are	discretionary	costs.	The	cost	of	production	1.	Total	Fixed	Cost	Total	fixed	costs	are	the	producer’s	total	outlays	for	acquiring	reliable	production	inputs.	The	production	factors	are	money,	land,	labor,	and
business.	Rent	for	the	factory,	interest	payments,	salaries	for	employees	hired	permanently,	and	other	expenses	are	examples	of	fixed	factors	of	production.	2.	Total	Variable	Cost	Total	variable	costs,	also	known	as	direct	costs,	change	with	production.	Fuel,	raw	materials,	and	labor	costs	are	a	few	variable	costs.	3.	Sunk	Cost	Sunk	costs	are	expenses
that	cannot	be	recouped	if	a	business	fails.	These	costs	include	money	spent	on	marketing	and	advertising,	specialized	equipment	with	no	scrap	value,	and	other	investments	whose	value	cannot	be	recovered	in	any	other	way.	Economies	of	Scale	For	economies	of	scale	to	be	realized,	fixed	costs	are	essential.	A	situation	where	a	business	makes	more
money	per	unit	as	it	produces	more	units	is	referred	to	as	an	economy	of	scale.	Over	only	a	specific	range	of	production	volumes,	fixed	costs	remain	constant.	Such	costs	must	be	raised	when	production	rises	sufficiently.	For	instance,	new	equipment	might	need	to	be	purchased	to	increase	production.	Let’s	use	the	lease	on	a	building	a	business	pays
for	as	an	example	of	a	fixed	cost.	The	lease	payment	is	still	entirely	due	even	if	a	company	must	pay	$60,000	each	month	to	cover	the	lease	cost	despite	not	producing	anything	during	that	particular	month.	The	lease	cost,	however,	is	divided	among	500	refrigerators	if	it	produces	500.	The	fixed	cost	of	the	lease	is	divided	among	more	refrigerators	if
the	company	sells	1,000	refrigerators.	The	cost	per	unit	is	now	lower,	and	the	company	is	making	more	money.	How	to	Calculate	the	Contribution	Margin	at	a	Specific	Production	Level	–	Overhead	&	Fixed	Cost	Difference	The	necessary	costs	associated	with	operating	your	beverage	manufacturing	business	are	known	as	fixed	costs.	All	costs	are	fixed
except	for	the	direct	labor	and	materials	used	on	the	production	line.	Unlike	variable	costs,	most	of	your	fixed	costs	don’t	change	throughout	the	year.	Other	costs,	like	utilities,	are	regarded	as	fixed	costs	because	their	fluctuations	over	successive	months	are	so	constrained.	The	total	manufacturing	cost	per	unit	is	calculated	by	dividing	the	fixed	costs
by	the	total	number	of	beverage	units	produced	at	the	end	of	a	production	run.	Choose	the	Fixed	Costs.	The	manufacturing	and	nonmanufacturing	indirect	costs	necessary	to	produce	your	beverages	are	known	as	fixed	costs.	Your	factory	and	office	building’s	rent	or	mortgage,	property	taxes,	and	utility	costs	are	examples	of	fixed	costs.	Fixed	costs
include	insurance	premiums	and	factory,	office,	and	production	equipment	depreciation.	Your	non-hourly	employees’	salaries,	such	as	those	paid	to	corporate	executives	and	factory	floor	supervisors,	are	regarded	as	fixed	costs.	Include	fixed	costs	Fixed	costs	can	be	entered	monthly	or	annually,	whereas	variable	costs	are	entered	into	your	accounting
system	as	they	happen.	After	your	accounting	year,	depreciation	on	your	buildings,	machinery,	and	equipment	may	be	written	off.	After	the	monthly	accounting	cycle,	the	monthly	expenses	you	incur,	such	as	your	factory	mortgage,	should	be	recorded	in	your	accounting	records.	However,	prepaid	fixed	costs	are	handled	differently,	including
insurance	premiums.	Although	the	premium	is	paid	annually,	you	must	deduct	it	over	12	months	as	the	coverage	is	used	up.	Give	Fixed	Manufacturing	Costs	their	due	All	fixed	manufacturing	costs	are	combined	at	the	end	of	the	monthly	accounting	cycle.	You	count	the	beverage	units	you	produced	over	the	same	period	on	the	same	day.	The
remaining	fixed	manufacturing	costs	are	then	divided	equally	among	the	beverage	units.	Divide	the	total	fixed	costs	by	the	number	of	units	produced	to	determine	the	allocation	amount.	For	instance,	if	you	produced	100,000	cans	of	your	beverage,	your	total	fixed	costs	were	$50,000.	You	have	a	fixed	cost	per	unit	of	$100,000	/	$50,000	=	$0.50.
Determine	the	Break-Even	Price.	Each	beverage	unit’s	selling	price	must	cover	your	fixed	and	variable	manufacturing	costs.	Add	up	your	variable	and	fixed	manufacturing	costs	to	determine	the	break-even	point.	Add	up	the	quantity	of	produced	beverage	units.	To	determine	your	break-even	point,	divide	the	beverage	units	by	the	sum	of	your	variable
and	fixed	costs.	Consider	that	you	produced	200,000	units	of	beverages	and	had	$80,000	in	fixed	and	variable	costs.	40	cents,	or	200,000	divided	by	80,000,	is	the	break-even	point.	You	must	sell	each	beverage	unit	for	at	least	40	cents	to	make	a	profit.	Fixed	Costs	in	Manufacturing-	Frequently	Asked	Questions	Do	fixed	manufacturing	costs	ever
become	variable?	Fixed	costs	in	manufacturing	are	a	necessary	component	of	the	production	process;	they	cover	salaries,	equipment,	rent,	and	insurance	and	generally	do	not	change	within	short	time	frames.	However,	over	the	long-term	certain	fixed	costs	may	become	variable;	for	instance,	if	a	manufacturing	facility	is	destroyed	in	a	flood	or	fire,
the	cost	of	rebuilding	that	facility	or	obtaining	new	equipment	goes	up	significantly.	Thus	even	though	a	manufacturer	will	typically	plan	to	incur	fixed	costs	year	after	year	and	predict	future	revenue	based	on	these	numbers,	unexpected	changes	can	cause	some	of	these	Fixed	Costs	to	become	Variable	Costs.	What	is	the	best	way	to	determine	if	a
cost	is	fixed?	Fixed	costs	in	manufacturing	are	those	expenses	that	remain	consistent	regardless	of	activity	or	production	levels.	Determining	the	exact	fixed	cost	can	be	an	intricate	task;	using	a	comprehensive	costing	approach	is	the	best	way	to	determine	a	fixed	cost	accurately.	This	approach	should	include	examining	all	costs	related	to	operating
machinery,	utilities,	maintenance,	and	other	overhead	expenses	to	determine	which	will	remain	unchanged	based	on	production	numbers	or	activity	levels.	Fixed	costs	also	play	a	role	in	pricing	decisions	within	organizations,	so	their	accurate	assessment	is	critical	for	success.	Should	product	costing	be	broken	into	a	fixed	and	variable	portion	for
analysis	over	1	lump	sum	cost?	Determining	if	product	costing	should	be	broken	into	fixed	and	variable	costs	for	analysis	over	lump	sum	costs	is	essential	for	production	and	manufacturing	businesses.	Fixed	costs	in	manufacturing	are	mostly	consistent	regardless	of	changes	in	output	level	due	to	factors	such	as	wages,	insurance	premiums,	rent	or
mortgage	payments,	and	other	overhead	costs.	Fixed	costs	allocated	initially	provide	a	value	to	aid	with	cost	management	decisions	instead	of	just	one	lump	sum	cost.	The	effective	use	of	fixed	costs	can	improve	efficiency	and	allocate	resources	essential	to	success.	Fixed	costs	must	be	kept	as	low	as	possible	while	recognizing	their	contribution	to
profit	over	revenue	increases.	Analyzing	manufacturing	outputs	with	separate	fixed	and	variable	costs	helps	visualize	what	proportionate	portion	is	devoted	to	products,	services,	and	other	financial	objectives	while	providing	invaluable	data	that	allows	companies	to	nurture	growth	on	projects	forward.	What	happens	when	different	people	assess
whether	a	cost	is	fixed	and	cannot	agree?	Fixed	costs	in	manufacturing	can	be	a	point	of	contention	between	people,	as	different	stakeholders	may	assess	these	costs	differently.	It	is	crucial	to	work	collaboratively	to	accurately	evaluate	whether	or	not	a	cost	is	fixed;	without	clear-cut	agreement	and	understanding	from	all	parties,	discrepancies	in	the
belief	surrounding	Fixed	Costs	can	disrupt	the	company’s	budgeting	plan	and	production.	In	some	cases,	it	might	even	be	necessary	to	involve	third-party	professionals	with	experience	in	Fixed	Cost	analysis	to	help	ensure	that	everyone	involved	is	on	the	same	page.	Such	professionals	will	be	able	to	make	a	more	balanced	assessment	of	Fixed	Costs
and	ensure	that	any	Fixed	Costs	incurred	are	still	manageable	in	terms	of	budgeting	and	production.	Fixed	Costs	in	Manufacturing-	Recommended	Reading	How	To	Calculate	Manufacturing	Overhead	Manufacturing	Overhead	–	Formula,	Examples,	And	More	Fixing	the	Manufacturing	Overhead	Misallocation	Problem	Absorption	costing	impacts
manufacturing	profitability	10	Common	Costing	Methods	–	How	to	Choose	One	for	Your	Business	How	Distorted	Cost	Data	Leads	to	Manufacturing	Cost	Allocations	The	Evils	of	Cost	Allocation	in	Manufacturing	Production	The	cost	It	is	the	economic	expense	that	an	organization	or	company	has	for	the	production	or	distribution	of	a	good	or	provision
of	a	service.	The	total	cost	is	given	by	the	sum	of	the	fixed	cost	and	the	variable	cost.What	is	the	fixed	cost?The	fixed	cost	It	is	that	cost	that	an	organization	or	company	has	that	does	not	vary,	since	the	company	cannot	do	without	this	type	of	expenses	that	are	essential	for	the	activity	that	the	organization	carries	out.	For	instance:	the	cost	of	renting	a
business	premises,	office	or	warehouse.	Fixed	costs	usually	occur	over	a	specified	period	of	time	and	do	not	depend	on	the	level	of	production;	to	greater	or	lesser	production,	the	total	fixed	cost	of	a	company	remains	stable.These	costs	are	usually	paid	monthly	and	can	be	modified	over	time	according	to	the	needs	and	situation	of	the	company.	Fixed
costs	vary	according	to	the	number	of	employees,	the	type	of	company	or	according	to	the	goods	or	services	provided.Fixed	cost	is	usually	graphed	with	a	horizontal	line,	since	there	is	no	variability	in	it.	A	company	will	always	try	to	reduce	costs	to	the	minimum	necessary	for	its	growth.What	is	variable	cost?The	variable	cost	It	is	the	cost	that	a
company	or	organization	has	that	is	modified	according	to	the	sales	volumes	or	the	level	of	activity	of	the	company.	Variable	cost	increases	when	production	increases	and	decreases	when	production	decreases.	For	instance:	a	logistics	company	expands	its	fleet	of	trucks,	it	will	need	more	fuel	to	provide	its	service.	The	higher	the	production	volume,
the	higher	and	more	diverse	the	variable	costs	will	be.	The	proper	management	that	a	company	has	with	respect	to	variable	cost	will	make	said	organization	more	or	less	competitive	with	respect	to	its	competitors.	Over	time,	variable	costs	can	stabilize	and	be	controlled.The	variable	cost	is	graphed	with	a	line	in	an	upward	direction	(the	higher	the
production,	the	higher	the	total	variable	cost).Fixed	cost	examplesReal	estate	taxes.Public	services	(electricity,	gas,	water).Rental	of	real	estate	(offices,	warehouses).InsuranceOffice	supplies.Internet	service.Indirect	labor.Surveillance	staff.Administration	expenses.Transport.Taxes	(licenses,	municipal	taxes).Variable	cost	examplesDirect	raw
material.Direct	inputs.General	materials.Sales	commissions.Containers	and	packaging.Specific	taxes.Fuel	and	energy	resources.Distribution	costs.External	suppliers.	More	examples	in:	Administrative	expenses	Breaking	Down	Fixed	Costs	Let	us	say,	in	a	milk	factory,	the	monthly	payments	for	the	phone	lines	and	security	system	and	the	monthly	rent
for	the	facilities	are	fixed	costs	as	they	do	not	change	according	to	how	much	milk	the	factory	produces.	On	the	other	hand,	the	factory’s	wage	costs	are	variable	as	it	will	need	to	hire	more	workers	if	the	production	increases.	An	analytical	formula	can	track	the	relationship	between	fixed	cost	and	variable	cost	in	management	accounting.	It	is
important	to	know	how	total	costs	are	divided	between	the	two	types	of	costs.	The	division	of	the	costs	is	critical,	and	forecasting	the	earnings	generated	by	various	changes	in	unit	sales	affects	future	planned	marketing	campaigns.	Discretionary	fixed	costs	usually	come	about	from	decisions	made	by	management	to	spend	on	certain	fixed	cost	items.
Examples	of	discretionary	costs	include	advertising,	machinery	maintenance,	and	research	and	development	(R&D)	expenditures.	Costs	of	Production	1.	Total	Fixed	Cost	Total	fixed	costs	are	the	sum	total	of	the	producer’s	expenditures	on	the	purchase	of	constant	factors	of	production.	The	factors	of	production	include	capital,	land,	labor,	and
enterprise.	Examples	of	fixed	factors	of	production	include	rent	on	the	factory,	interest	payment,	salary	of	permanent	staff,	etc.	2.	Total	Variable	Cost	Total	variable	costs	are	costs	that	vary	with	production,	and	they	are	also	called	direct	costs.	Some	examples	of	variable	costs	include	fuel,	raw	materials,	and	some	labor	costs.	3.	Sunk	Cost	Sunk	costs
are	the	costs	that	cannot	be	recovered	if	a	company	goes	out	of	business.	Some	examples	of	sunk	costs	include	spending	on	advertising	and	marketing,	specialist	machines	with	no	scrap	value,	and	other	investments	whose	value	cannot	otherwise	be	recovered.	Economies	of	Scale	Fixed	costs	are	crucial	for	achieving	economies	of	scale.	Economies	of
scale	refer	to	a	scenario	where	a	company	makes	more	profit	per	unit	as	it	produces	more	units.	Fixed	costs	only	remain	unchanged	over	a	certain	range	of	production	volumes.	When	production	increases	far	enough,	such	types	of	costs	must	be	increased.	For	example,	additional	machinery	may	need	to	be	purchased	to	add	production	capacity.
Illustrative	Example	Let’s	take	the	example	of	a	fixed	cost	such	as	a	company’s	lease	on	a	building.	If	a	company	must	pay	$60,000	each	month	to	cover	the	cost	of	the	lease	but	does	not	manufacture	anything	during	the	month,	the	lease	payment	is	still	due	in	full.	On	the	other	hand,	if	it	produces	500	refrigerators,	the	cost	of	the	lease	is	spread	over
500	units.	If	the	company	sells	1,000	refrigerators,	it	spreads	the	fixed	cost	of	the	lease	over	more	refrigerators.	The	company	now	incurs	a	lower	cost	per	unit	and	generates	a	higher	profit.	More	Resources	CFI	offers	the	Financial	Modeling	&	Valuation	Analyst	(FMVA)®	certification	program	for	those	looking	to	take	their	careers	to	the	next	level.	To
keep	learning	and	developing	your	knowledge	base,	please	explore	the	additional	relevant	resources	below:	Breaking	Down	Fixed	Costs	Let	us	say,	in	a	milk	factory,	the	monthly	payments	for	the	phone	lines	and	security	system	and	the	monthly	rent	for	the	facilities	are	fixed	costs	as	they	do	not	change	according	to	how	much	milk	the	factory
produces.	On	the	other	hand,	the	factory’s	wage	costs	are	variable	as	it	will	need	to	hire	more	workers	if	the	production	increases.	An	analytical	formula	can	track	the	relationship	between	fixed	cost	and	variable	cost	in	management	accounting.	It	is	important	to	know	how	total	costs	are	divided	between	the	two	types	of	costs.	The	division	of	the	costs
is	critical,	and	forecasting	the	earnings	generated	by	various	changes	in	unit	sales	affects	future	planned	marketing	campaigns.	Discretionary	fixed	costs	usually	come	about	from	decisions	made	by	management	to	spend	on	certain	fixed	cost	items.	Examples	of	discretionary	costs	include	advertising,	machinery	maintenance,	and	research	and
development	(R&D)	expenditures.	Costs	of	Production	1.	Total	Fixed	Cost	Total	fixed	costs	are	the	sum	total	of	the	producer’s	expenditures	on	the	purchase	of	constant	factors	of	production.	The	factors	of	production	include	capital,	land,	labor,	and	enterprise.	Examples	of	fixed	factors	of	production	include	rent	on	the	factory,	interest	payment,	salary
of	permanent	staff,	etc.	2.	Total	Variable	Cost	Total	variable	costs	are	costs	that	vary	with	production,	and	they	are	also	called	direct	costs.	Some	examples	of	variable	costs	include	fuel,	raw	materials,	and	some	labor	costs.	3.	Sunk	Cost	Sunk	costs	are	the	costs	that	cannot	be	recovered	if	a	company	goes	out	of	business.	Some	examples	of	sunk	costs
include	spending	on	advertising	and	marketing,	specialist	machines	with	no	scrap	value,	and	other	investments	whose	value	cannot	otherwise	be	recovered.	Economies	of	Scale	Fixed	costs	are	crucial	for	achieving	economies	of	scale.	Economies	of	scale	refer	to	a	scenario	where	a	company	makes	more	profit	per	unit	as	it	produces	more	units.	Fixed
costs	only	remain	unchanged	over	a	certain	range	of	production	volumes.	When	production	increases	far	enough,	such	types	of	costs	must	be	increased.	For	example,	additional	machinery	may	need	to	be	purchased	to	add	production	capacity.	Illustrative	Example	Let’s	take	the	example	of	a	fixed	cost	such	as	a	company’s	lease	on	a	building.	If	a
company	must	pay	$60,000	each	month	to	cover	the	cost	of	the	lease	but	does	not	manufacture	anything	during	the	month,	the	lease	payment	is	still	due	in	full.	On	the	other	hand,	if	it	produces	500	refrigerators,	the	cost	of	the	lease	is	spread	over	500	units.	If	the	company	sells	1,000	refrigerators,	it	spreads	the	fixed	cost	of	the	lease	over	more
refrigerators.	The	company	now	incurs	a	lower	cost	per	unit	and	generates	a	higher	profit.	More	Resources	CFI	offers	the	Financial	Modeling	&	Valuation	Analyst	(FMVA)®	certification	program	for	those	looking	to	take	their	careers	to	the	next	level.	To	keep	learning	and	developing	your	knowledge	base,	please	explore	the	additional	relevant
resources	below:


