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Traceable Costs Can Become Common Costs

Fixed costs that are traceable to one segment may be a common cost of
another segment. For example. United Airines might want a segmented
income statement that shows the segment margin for a particular fight from
Chicago to Paris further broken down into first-class, business-class, and
‘economy-class segment margins. The airine must pay a substantial landing
fee at Charles DeGaulle airport in Paris. This fixed landing fee is a traceable
cost of the fight. but it is a common cost of the first-class, business-class, and
‘economy-class segments. Even if the first-class cabin is empty, the entire
landing fee must be paid. So the landing fee is not a traceable cost of the first-
class cabin. But on the other hand, paying the fee is necessary in order to
have any first-class, business-class, or economy-class passengers. So the
landing fee is a common cost of these three classes.
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‘Segmented Income Statements and the Contribut
Approach

In the remainder of the chapter, we'lllearn how to use the contribution
approach to construct income statements for business segments. These
‘segmented income statements are useful for analyzing the profitabilty of
‘segments, making decisions, and measuring the performance of segment
managers.

Traceable and Common Fixed Costs and the
Segment Margin

You need to understand three new terms to prepare segmented income
statements using the contribution approach—traceable fixed cost, common
fixed cost. and segment margin

A traceable fixed cost of a segment is a fixed cost that is incurred because
ofthe existence of the segment—if the segment had never existed, the fixed
costwould not have been incurred: and if the segment were eliminated, the
fixed cost would disappear. Examples of traceable fixed costs include the
following

= The salary of the Fritos product manager at PepsiCo is a traceable fixed
cost of the Fritos business segment of PepsiCo

= The maintenance cost for the building in which Boeing 747 are
assembled is a traceable fixed cost of the 747 business segment of
Bosing

= The liability insurance at Disney World i a traceable fixed cost of the
Disney World business segment of The Walt Disney Corporation

A common fixed cost s a fixed cost that supports the operations of more
than one segment but is not traceable in whole or in part to any one segment.
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Even if a segment were entirely eliminated, there would be no change in a
true common fixed cost. For example:

« The salary of the CEO of General Motors is a common fixed cost of the
various divisions of General Motors.

= The cost of heating a Safeway or Kroger grocery store is a common fixed
cost of the store’s various departments—groceries, produce, bakery, meat.
and so forth.

« The cost of the receptionist's salary at an office shared by a number of
doctors is a common fixed cost of the doctors. The cost s traceable to the
office, but not to individual doctors.

To prepare a segmented income statement, variable expenses are deducted
from sales to yield the contribution margin for the segment. The contribution
margin tells us what happens to profis as volume changes—holding a
‘segment's capacity and fixed costs constant. The contribution margin is
especially useful in decisions involving temporary uses of capacity such as
special orders. These types of decisions often involve only variable costs and
revenues—the two components of contribution margin.

The segment margin is obtained by deducting the traceable fixed costs of a
‘segment from the segment's contribution margin. It represents the margin
available after a segment has covered all of its own costs. The segment
‘margin is the best gauge of the long-run profitebilty of a segment because it
includes only those costs that are caused by the segment If a segment can't
cover its own costs, then that segment probably should be dropped (unless it
has important side effects on other segments). Notice, common fixed costs
are not allocated to segments

From a decision-making point of view, the segment margin is most useful in
major decisions that affect capacity such as dropping a segment. By contrast,
as we noted earler.the contribution margin is most useful in decisions
involving short-run changes in volume, such as pricing special orders that
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involve temporary use of existing capacity.

HAS THE INTERNET KILLED CATALOGS?
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‘Smith & Hawken, an outdoor-accessories retailer, has experienced
Internet sales and declining catalog sales. These trends seem
suggests that the Intemet
make catalogs obsolete. Yet, Smith & Hawken, like many retailers vith
g Intenet sales, has no plans to discontinue ts catalogs. In fact,
the total number of catalogs mailed in the United States by all companies.
has jumped from 166 billion in 2002 to 19.2 billion in 2005. Why?

Catalog shoppers and Intemet shoppers are not independent customer
‘segments. Catalog shoppers frequently choose to complete their sales
transactions online rather than placing telephone orders. This explains
why catalogs remain a compelling marketing medium even though
catalog sales are declining for many companies. If retailers separately
analyze catalog sales and Intemet sales, they may discontinue the
catalogs segment while overlooking the adverse impact of this decision
on Intemet segment margins

‘Source: Louise Lee, “Catalogs, Catalogs, Everywhere,” BusinessWeek,
December 4, 2006, pp. 32-34.
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Identifying Traceable Fixed Costs

The distinction between traceable and common fixed costs is crucial in
segment reporting because traceable fixed costs are charged to segments
and common fixed costs are not. In an actual situation, it is sometimes hard to
determine whether a cost should be classified as traceable or common

The general guideline is to treat as traceable costs only those costs that
would diseppear over time if the segment itself disappeared. For example, it
one division within a company were sold or discontinued, it would no longer
be necessary to pay that division manager’s salary. Therefore the division
manager's salary would be classified as a traceable fixed cost of the division
On the other hand, the president of the company undoubtedly would continue
to be paid even if one of many divisions was dropped. In fact, he o she might
even be paid more if dropping the division was a good idea. Therefore, the
president’s salary is common to the company’s divisions and should not be
charged to them

When assigning costs to segments, the key pointis to resist the temptation to
allocate costs (such as depreciation of corporate facilties) that are clearly
common and that will continue regardless of whether the segment exists or
not. Any allocation of common costs to segments reduces the value of the
segment margin as & measure of long-run segment profitabilty and segment
performarce.




