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EXAMPLES OF COSTS THAT ARE NORMALLY  

VARIABLE WITH RESPECT TO OUTPUT VOLUME 

Merchandising company 

 Costs of goods (merchandise) sold 

Manufacturing company Manufacturing company 

   

  Direct materials 

Variable elements of MOH: 

Indirect materials 

   

  Direct labor* 

  

Lubricants 

Supplies 

Power 

 

Both merchandising and manufacturing companies 

 Variable elements of selling and administrative costs:  Variable elements of selling and administrative costs: 

  Commissions 

  Shipping costs 
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TYPES OF FIXED COSTS 

• Committed fixed costs relate to investment in plant, equipment, and basic administrative structure. It is difficult to 
reduce these fixed costs in the short-term. Examples include: 

 E i t d i ti  • Equipment depreciation. 

• Real estate taxes. 

• Salaries of key operating personnel. 

• Discretionary fixed costs arise from annual decisions by management to spend in certain areas. These costs can 
often be reduced in the short-term. Examples include: 

• Advertising. 

• Research  • Research. 

• Public relations. 

• Management development programs. 

  

TREND TOWARD FIXED COSTS 

The trend is toward greater fixed costs relative to variable costs. The reasons for this trend are: 

• Increased automation of business processes. 

• Shift from laborers paid by the hour to salaried knowledge workers. 

8



Learning Objective 1: Explain the two assumptions frequently used in cost-behavior 
estimation    cost functions are linear and have a single cost estimation . . . cost functions are linear and have a single cost 
driver

Learning Objective 2: Describe linear cost functions    graph of cost function is a Learning Objective 2: Describe linear cost functions. . . graph of cost function is a 
straight line and three common ways in which they behave. . . 
variable, fixed, and mixed

Learning Objective 3: Understand various methods of cost estimation. . . for example, 
the regression analysis method determines the line that best 
ffits past data

Learning Objective 4: Outline six steps in estimating a cost function using Learning Objective 4: Outline six steps in estimating a cost function using 
quantitative analysis . . . the end result (step 6) is to evaluate 
the cost driver of the estimated cost function
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Learning Objective 4: Outline six steps in estimating a cost function using 
quantitative analysis    the end result (step 6) is to evaluate quantitative analysis . . . the end result (step 6) is to evaluate 
the cost driver of the estimated cost function

Step 1: Choose the dependent variable
Step 2: Identify the independent variable  or cost driver  Step 2: Identify the independent variable, or cost driver. 
Step 3: Collect data on the dependent variable and the cost 

driver. 
Step 4: Plot the data. 
Step 5: Estimate the cost function. 
Step 6 E al ate the cost dri er of the estimated cost Step 6: Evaluate the cost driver of the estimated cost 

function. 
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The Linear Cost FunctionThe Linear Cost Function

y  =  a  +  bX

The Dependent
Variable:

The cost that is

The Independent
Variable:

The cost driver
being predicted

The cost driver

The slope of
The Intercept:
Fixed Costs

The slope of
the line:

variable cost 
per unitper unit
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Sample Cost – Activity Plot
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Hi h L  M th d Pl tHigh – Low Method Plot
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ANALYSIS OF MIXED COSTS: HIGH-LOW METHOD
EXAMPLE: Kohlson Company has incurred the following shipping costs over the past eight 
months: 

 

 Units 
Sold 

Shipping 
Cost 

January ... 6,000 $66,000 
February 5 000 $65 000February . 5,000 $65,000 
March ..... 7,000 $70,000 
April........ 9,000 $80,000 
May ......... 8,000 $76,000 
June 10 000 $85 000June ........ 10,000 $85,000 
July .........  12,000 $100,000 
August .... 11,000 $87,000 
 

 

With the high-low method, only the periods in which the lowest activity and the highest 
activity occurred are used to estimate the variable and fixed components of the mixed cost.
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EVALUATION OF THE HIGH-LOW METHOD
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Regression Analysis

• Regression analysis is a statistical method thatg y
measures the average amount of change in the
dependent variable associated with a unit change in onep g
or more independent variables

• Is more accurate than the High-Low method because theIs more accurate than the High Low method because the
regression equation estimates costs using information
from all observations; the High-Low method uses only; g y
two observations
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LEAST‐SQUARES REGRESSION METHOD

The least-squares regression method for analyzing mixed 
costs uses mathematical formulas to determine the regression costs uses mathematical formulas to determine the regression 
line that minimizes the sum of the squared “errors.”
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Sample Regression Model Plot
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The Barnett Company has assembled the following data pertaining to certain costs that cannot be 
easily identified as either fixed or variable. Barnett Company has heard about a method of 
measuring cost functions called the high-low method and has decided to use it in this situation. 

 
  
 
What is the cost function?  

(a) y = $43 191 + $0 19X 

What is the estimated total cost at an operating 
level of 8,000 hours? 

 
(a) y = $43,191 + $0.19X 

 
(b) y = $2,430 + $4.28X  

 
(c) y = $4,875 + $5.25X  

level of 8,000 hours? 
(a) $43,740 
(b) $36,670 
(c) $37,125 

 
 

(d) y = $41,900 + $0.23X 
 

( ) $ ,
(d) $46,875 
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