Memorandum

TO:
Marketing Manager

FROM:
Company President

RE:
Production Cost Savings

After careful analysis by the production department and the v.p. of finance, the company has recently purchased and installed new state-of-the-art equipment which will reduce production costs.  Specifically, the production department is confident that they can reduce unit production costs by 3 percent for each additional 100,000 units that are produced.  Of course, this rate of savings may ultimately taper off, but if that happens it is likely to be quite some time in the future.  

These economies of scale depend on total units produced and will not be affected by changes in the specific product features.  

From this point forward, your production summary report will include the total cumulative production using the new equipment.  You can use this to forecast your unit production costs for the coming year or to adjust estimates you get from the TMGPlan pro forma (it does not adjust the cost of goods estimates for economies of scale).  

The unit product cost charged for each year will be based on the cumulative production volume at the end of the preceding year.  For example, if your production summary reports a cumulative production volume of 50,000 units, then your unit product cost for the coming year will be the ‘base’ unit cost times 0.975 (i.e., the economies of scale amount to a 1.5% reduction from the base unit cost.)

