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Dr. M.S. Bazaz
Cost Behavior: Analysis and Use

· The Effect of a change in activity on variable (Fixed) costs and also on per unit variable (fixed) costs.

· Cost Formula and cost determining at a new level of activity.

· Analyze a mixed cost using the high-low method.

· Analyze the Least-squares regression method of mixed costs.

· Income Statement – using the contribution format.

· Variable Costs:

· Activity base and cost driver

· True variable versus Step-variable costs.

· The linearity assumption and the relevant range.

· Fixed Costs:

· Committed fixed costs: (i.e.: depreciation, salaries of top management)

1. they are long term in nature

2. they cannot be reduced to zero even short period of time without impairing the long-term goal of the organization.

· Discretionary fixed costs: (i.e.: advertising, R&D, mgt. development program)

· usually arise from annual decisions by management.

· fixed costs and relevant range.

· Mixed costs

· Cost formula

· Separation of variable and fixed elements:

· High-Low Method

· It is very simple to apply

· it suffers from a major defect in that it utilizes only two data points.

· generally two points are not enough to produce accurate results.

· The scatter graph method.

· All points are considered when the line is drawn through visual inspection

· The least-Squares Regression Method:

· It simply computes the regression line that minimizes the sum of these squared errors.

· Adjusted R​​2: indicates the percentage of the variation in the dependent variable (cost) that is explained by variation in the independent variable (activity).

· Contribution Format:

· Using cost behavior, it might be more appropriate to prepare income statement based on contribution approach for management.

· Contribution margin: is the amount of remaining from sales revenues after variable expenses have been deducted.  This amount contributes toward covering fixed expenses and then toward profits for the period.

