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1.  High –Low Method; Scattergraph Analysis   (LO2, LO3)

     Zerbel Company, a wholesaler of large, custom-built air conditioning units for 

     Commercial buildings, has noticed considerable fluctuation in its shipping expense 

     from  month to month, as shown below:

          Month                                        Units                                Total Shipping

                                                           Shipped                                Expense

         January………………..                  4                                     $2,200

         February                                          7                                     $3,100

         March                                              5                                     $2,600

         April                                                2                                     $1,500

         May                                                 3                                     $2,200

         June                                                 6                                     $3,000

         July                                                  8                                     $3,600

1. Using the high-low method, estimate the cost formula for shipping expense.

2.  What factors, other than the number of units shipped, are likely to affect the company’s 

            shipping expense?  Explain.

HIGH-LOW METHOD: 
This is a method for separating costs into fixed and variable components, based upon the difference between costs at the highest and lowest observed levels of activity 
With the high-low technique, the highest and lowest levels of activity are identified for a period of time.  Say the highest repair paid is $2000, and the lowest is $1500. The difference in cost between the highest and lowest level of activity represents the variable cost ($2000 - $1500 = $500) associated with the change in activity (1500 tshirts on the high end and 1,000 tshirts on the low end yields a 500 tshirts difference from high to low).  The cost difference is divided by the activity difference to determine the variable cost for each additional unit of activity ($500/500  = $1 ).  The fixed cost can be calculated by subtracting variable cost (per-unit variable cost multiplied by the activity level) from total cost.  Thus fixed cost is 2000-(1500*1)=$500 


1. Estimating the variable costs and fixed costs

Total operating cost when 8 units shipped are: $3600
Total operating cost when 2 units shipped are: $1500
The difference represents the variable cost= 3600-1500=$2100 associated with the change in units which are 8-2=6, Thus variable cost per unit= 2100/6= $350

Fixed cost can be calculated by subtracting variable costs from total cost, thus we have taken the level of 8 units
Fixed cost= 3600-(8*350) = 3600-2800= $800
Variable cost= $350 per unit and fixed cost = $800
2.  Total cost (Y) = fixed cost (a) + (variable rate per unit (b)* volume of activity (x)) 

Y= 800+350*X

   3.  What factors, other than the number of units shipped, are likely to affect the company’s 

            shipping expense?  Explain.

Other factors can be levying of the taxes by the government, change in the fixed costs such as rent, salaries. Thus this will have affect on the shipping costs even if the units shipped remain same.
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2.  Cost Behavior; High-Low Method  (LO1, LO3)

      Speedy Parcel Service operates a fleet of delivery trucks in a large metropolitan area.  A careful

      Study by the company’s cost analyst has determined that if a truck is driven 120,000 miles during 

      A year, the average operating cost is 11.6 cents per mile.  If a truck is driven only 80,000 miles  

      During a year, the average operating cost increases to 13.6 cents per mile.

Problem:

 1.  Using the high-low method, estimate the variable and fixed cost elements of the annual cost of

      truck operation.

Total operating cost when truck is driven 120000 miles is 
Total cost= Average cost * Miles run= 120000*11.6=$1392000

Total operating cost when truck is driven 80000 miles is 

Total cost= Average cost * Kms run= 80000*13.6= $1088000
The difference represents the variable cost= 1392000-1088000=$304000 associated with the change in kms which are 120000-80000=40000kms

Thus variable cost per unit= 304000/40000= $7.6 per mile
Fixed cost can be calculated by subtracting variable cost (per-unit variable cost multiplied by the activity level) from total cost, thus we have taken the level of 80000kms.

Fixed cost= 1088000-(80000*7.6) = $480000
Variable cost= 7.6 per unit and fixed cost = 480000
 2.  Express the variable and fixed costs in the form y = a + bX.

Y= 480000+7.6X

 3.  If a truck were driven 100,000 miles during a year, what total cost would you expect to be incurred ? 
Here X= 100000,

Y= 480000+7.6*100000= 480000+760000= $1240000

Reference: 
1. Management accounting by Khan & Jain 

