COST BEHAVIOR ANALYSIS EXAMPLES

CosT BeHAVIOrR ANALYSIS ExAMPLES: A COMPREHENSIVE GUIDE

COST BEHAVIOR ANALYSIS EXAMPLES ARE FUNDAMENTAL TO UNDERSTANDING HOW A BUSINESS'S EXPENSES FLUCTUATE IN
RESPONSE TO CHANGES IN ACTIVITY LEVELS. THIS CRUCIAL FINANCIAL CONCEPT EMPOWERS MANAGERS TO MAKE INFORMED
DECISIONS REGARDING PRICING, BUDGETING, AND PROFITABILITY. BY DISSECTING THE INTRICATE RELATIONSHIPS BETWEEN COSTS
AND THEIR DRIVERS, COMPANIES CAN UNLOCK SIGNIFICANT EFFICIENCIES AND STRATEGIC ADVANTAGES. IN THIS IN-DEPTH
EXPLORATION, WE'LL DELVE INTO THE PRACTICAL APPLICATIONS OF COST BEHAVIOR ANALYSIS, ILLUSTRATING ITS POWER
THROUGH RELATABLE EXAMPLES OF FIXED, VARIABLE, AND MIXED COSTS ACROSS VARIOUS BUSINESS SCENARIOS. WEe wiLL
ALSO EXAMINE HOW THIS ANALYSIS AIDS IN FORECASTING, PERFORMANCE EVALUATION, AND STRATEGIC PLANNING.
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UNDERSTANDING CoST BEHAVIOR; THE FOUNDATION

AT ITS CORE, COST BEHAVIOR ANALYSIS IS ABOUT IDENTIFYING AND UNDERSTANDING THE PATTERNS OF HOW DIFFERENT COSTS
REACT WHEN BUSINESS ACTIVITY CHANGES. THINK OF IT LIKE THIS: IF YOUR BUSINESS WERE A CAR, COST BEHAVIOR ANALYSIS
WOULD BE THE DASHBOARD, TELLING YOU HOW MUCH FUEL (COST) YOU'RE BURNING BASED ON HOW FAST YOU'RE DRIVING
(ACTIVITY LEVEL).

THIS UNDERSTANDING ISNIT_JUST ACADEMIC, IT'S ESSENTIAL FOR SURVIVAL AND GROWTH. W/ITHOUT IT, YOU'RE ESSENTIALLY
DRIVING BLIND, MAKING CRITICAL DECISIONS WITHOUT KNOWING THE TRUE FINANCIAL IMPLICATIONS. ARE YOUR COSTS RISING
BECAUSE YOU'RE SELLING MORE, OR BECAUSE SOMETHING ELSE IS GOING WRONG? COST BEHAVIOR ANALYSIS HELPS YOU
ANSWER THAT QUESTION ACCURATELY.

W/E CLASSIFY COSTS INTO THREE MAIN CATEGORIES BASED ON THEIR BEHAVIOR: VARIABLE, FIXED, AND MIXED. EACH CATEGORY
BEHAVES DIFFERENTLY AND UNDERSTANDING THESE DIFFERENCES IS THE FIRST STEP TO MASTERING COST MANAGEMENT. THIS
FOUNDATIONAL KNOWLEDGE ALLOWS FOR MORE PRECISE BUDGETING, ACCURATE PRODUCT COSTING, AND ULTIMATELY,
IMPROVED PROFITABILITY.

V ARIABLE CosT BEHAVIOR ANALYSIS EXAMPLES

V ARIABLE COSTS ARE THE EXPENSES THAT FLUCTUATE DIRECTLY AND PROPORTIONALLY WITH THE LEVEL OF BUSINESS
ACTIVITY. IF YOUR SALES VOLUME DOUBLES, YOUR VARIABLE COSTS WILL ALSO DOUBLE. THESE ARE THE COSTS THAT ARE
INTIMATELY TIED TO THE PRODUCTION OR SALE OF YOUR GOODS OR SERVICES. IMAGINE A BAKER MAKING CAKES; THE MORE
CAKES THEY BAKE, THE MORE FLOUR, SUGAR, AND EGGS THEY'LL NEED, AND THE MORE PACKAGING THEY'LL USE. THESE
INGREDIENTS AND PACKAGING ARE CLASSIC EXAMPLES OF VARIABLE COSTS.

DIRECT MATERIALS IN MANUFACTURING

CONSIDER A FURNITURE MANUFACTURER. THE WOOD, SCREWS, VARNISH, AND UPHOLSTERY FABRIC USED TO BUILD A TABLE ARE



ALL DIRECT MATERIALS. FOR EVERY TABLE PRODUCED, A SPECIFIC AMOUNT OF THESE MATERIALS IS CONSUMED. IF THE FACTORY
INCREASES ITS PRODUCTION OF TABLES FRoM 100 10 200 UNITS, THE TOTAL COST OF WOOD, SCREWS, AND VARNISH WILL
ESSENTIALLY DOUBLE. THE COST PER TABLE, HOWEVER, REMAINS RELATIVELY CONSTANT, ASSUMING NO BULK DISCOUNTS OR
CHANGES IN MATERIAL PRICES.

SALES COMMISSIONS

FOR A RETAIL BUSINESS, SALES COMMISSIONS PAID TO EMPLOYEES ARE A PRIME EXAMPLE OF A VARIABLE COST. IF SALESPEOPLE
EARN A 59 COMMISSION ON SALES, AND THE COMPANY SELLS $ 100,000 WORTH OF GOODS IN A MONTH, THE COMMISSION
ExPENSE wouLD BE $5,000. IF sALES INCREASE To $200,000, THE coMMISSION EXPENSE RISES TO $10,000. THE
COMMISSION COST IS DIRECTLY PROPORTIONAL TO THE REVENUE GENERATED.

DIrRecT LABOR IN SERVICE INDUSTRIES

IN A CONSULTING FIRM, THE DIRECT LABOR COSTS ASSOCIATED WITH PROJECT TEAMS CAN BE VIEWED AS VARIABLE. IF THE FIRM
BILLS CLIENTS BASED ON HOURLY RATES FOR CONSULTANTS WORKING ON SPECIFIC PROJECTS, THEN AN INCREASE IN BILLABLE
HOURS (REPEESENTING MORE CLIENT \X/ORK) DIRECTLY LEADS TO HIGHER DIRECT LABOR COSTS. THE COST PER BILLABLE HOUR
REMAINS CONSISTENT, BUT THE TOTAL COST FOR THE PERIOD INCREASES WITH MORE PROJECT ACTIVITY.

SHIPPING CosTs PER UNIT

FOR AN E-COMMERCE BUSINESS, THE COST OF SHIPPING EACH ITEM SOLD IS A VARIABLE COST. |F IT COSTS $5 TO SHIP ONE
PACKAGE, AND THE COMPANY SHIPS 1,000 PACKAGES IN A MONTH, THE TOTAL SHIPPING COST IS $5,000. IF THEY SHIP
2,000 pACKAGES, THE SHIPPING cOST JuMPs To $10,000. THIS HOLDS TRUE AS LONG AS THE SHIPPING PRICE PER UNIT
DOESN'T CHANGE.

Fixep CosT BEHAVIOR ANALYSIS EXAMPLES

Fixeo COSTS, ON THE OTHER HAND, ARE EXPENSES THAT REMAIN CONSTANT IN TOTAL, REGARDLESS OF THE LEVEL OF BUSINESS
ACTIVITY WITHIN A RELEVANT RANGE. THESE ARE THE COSTS YOU HAVE TO PAY WHETHER YOU SELL ONE UNIT OR A
THOUSAND. THINK OF RENT FOR YOUR OFFICE SPACE OR THE SALARY OF YOUR ADMINISTRATIVE STAFF, THESE COSTS ARE
GENERALLY INCURRED IRRESPECTIVE OF SALES VOLUME. W/HILE THE TOTAL FIXED COST STAYS THE SAME, THE FIXED COST PER
UNIT DECREASES AS ACTIVITY INCREASES, BECAUSE THE SAME TOTAL COST IS SPREAD OVER A LARGER NUMBER OF UNITS.

RenT AND PROPERTY TAXES

A BUSINESS LEASING A RETAIL STORE OR AN OFFICE SPACE WILL INCUR A FIXED MONTHLY RENT PAYMENT. THIS RENT REMAINS
THE SAME WHETHER THE STORE HAS A BUSY SALES MONTH OR A SLOW ONE. SIMILARLY, PROPERTY TAXES ON OWNED FACILITIES
ARE TYPICALLY A FIXED ANNUAL EXPENSE, NOT DIRECTLY TIED TO SALES OR PRODUCTION VOLUME.

SALARIES OF ADMINISTRATIVE AND MANAGEMENT STAFF

THE SALARIES OF YOUR CORE ADMINISTRATIVE TEAM — HR, ACCOUNTING, AND SENIOR MANAGEMENT — ARE GENERALLY FIXED.
THESE INDIVIDUALS ARE ESSENTIAL FOR THE OPERATION OF THE BUSINESS, AND THEIR PAYCHECKS DON'T FLUCTUATE BASED ON



HOW MANY UNITS ARE SOLD OR PRODUCED IN A GIVEN WEEK. THEY PROVIDE A STABLE OPERATIONAL BACKBONE.

DePRECIATION OF EQUIPMENT (STRAIGHT-LINE METHOD)

W/HEN A COMPANY PURCHASES A LARGE PIECE OF EQUIPMENT, LIKE A MANUFACTURING MACHINE OR A SERVER FOR ITS I'T
INFRASTRUCTURE, IT'S TYPICALLY DEPRECIATED OVER ITS USEFUL LIFE. USING THE STRAIGHT-LINE DEPRECIATION METHOD, A
FIXED AMOUNT IS EXPENSED EACH ACCOUNTING PERIOD. THIS DEPRECIATION EXPENSE IS A FIXED COST, UNAFFECTED BY THE
PRODUCTION LEVELS IN THAT PERIOD.

INSURANCE PREMIUMS

BUSINESS INSURANCE POLICIES, SUCH AS GENERAL LIABILITY, FIRE, OR PRODUCT LIABILITY INSURANCE, USUALLY INVOLVE FIXED
PREMIUM PAYMENTS, OFTEN PAID ANNUALLY OR MONTHLY. THE INSURANCE PROVIDER DOESN'T ADJUST THE PREMIUM BASED ON
YOUR COMPANY'S SALES PERFORMANCE IN A PARTICULAR QUARTER.

ANNUAL SOFTWARE LICENSES

MANY BUSINESSES PAY FOR ANNUAL LICENSES FOR ESSENTIAL SOFTWARE, LIKE ACCOUNTING SOFTW ARE, CRM SYSTEMS, OR
DESIGN TOOLS. THESE LICENSE FEES ARE TYPICALLY A FIXED COST FOR THE YEAR, REGARDLESS OF HOW HEAVILY THE SOFT\W ARE
IS USED OR HOW MANY TRANSACTIONS ARE PROCESSED THROUGH IT.

Mixep CosT BEHAVIOR ANALYSIS EXAMPLES

MIXED COSTS, ALSO KNOWN AS SEMI-VARIABLE COSTS, HAVE BOTH A FIXED AND A VARIABLE COMPONENT. THEY WILL INCUR A
BASELINE COST EVEN IF THERE IS NO ACTIVITY, BUT THEN AN ADDITIONAL COST IS ADDED AS ACTIVITY INCREASES. A GREAT
REAL-WORLD EXAMPLE IS A UTILITY BILL. YOU'LL LIKELY HAVE A BASE CHARGE FOR HAVING ELECTRICITY OR WATER SERVICE
(THE FIXED COMPONENT)/ AND THEN YOU'LL PAY FOR THE ACTUAL AMOUNT YOU CONSUME (THE VARIABLE COMPONENT).

UTiLiTy BiLLs

As MENTIONED, UTILITY BILLS ARE A CLASSIC EXAMPLE. THERE'S OFTEN A FIXED MONTHLY SERVICE CHARGE TO KEEP THE
CONNECTION ACTIVE, AND THEN A PERUNIT CHARGE FOR THE ELECTRICITY, GAS, OR WATER CONSUMED. IF A FACTORY
OPERATES AT A VERY LOW CAPACITY, IT STILL PAYS THE BASE SERVICE FEE, BUT WHEN PRODUCTION RAMPS UP, THE ENERGY
CONSUMPTION (VARIABLE COMPONENT) INCREASES THE TOTAL BILL SIGNIFICANTLY.

TeLerHONE PLANS wWiITH UsAGe CHARGES

MANY BUSINESS PHONE PLANS INCLUDE A FIXED MONTHLY FEE FOR A CERTAIN NUMBER OF MINUTES OR DATA, PLUS AN
ADDITIONAL CHARGE FOR ANY USAGE EXCEEDING THAT INCLUDED AMOUNT. THIS CREATES A MIXED COST SCENARIO WHERE PART
OF THE BILL IS PREDICTABLE AND FIXED, WHILE ANOTHER PART VARIES WITH USAGE PATTERNS.



SALESPERSON’'S COMPENSATION (BASE SALARY + COMMISSION)

A COMMON COMPENSATION STRUCTURE FOR SALESPEOPLE INVOLVES A FIXED BASE SALARY PLUS A VARIABLE COMMISSION ON
SALES. THE BASE SALARY IS THE FIXED COMPONENT, ENSURING THE SALESPERSON HAS A GUARANTEED INCOME. THE COMMISSION
IS THE VARIABLE COMPONENT, DIRECTLY TIED TO THEIR SALES PERFORMANCE. THE TOTAL COMPENSATION WILL VARY BASED ON
BOTH THE FIXED SALARY AND THE FLUCTUATING COMMISSION EARNED.

VEHICLE LEASE WITH MILEAGE CHARGES

A COMPANY MIGHT LEASE A FLEET OF VEHICLES. THE LEASE ITSELF MIGHT HAVE A FIXED MONTHLY PAYMENT. HO\X/EVER, IF THERE
ARE ADDITIONAL CHARGES BASED ON MILEAGE EXCEEDING A CERTAIN LIMIT, THIS CREATES A MIXED COST. THE FIXED LEASE
PAYMENT COVERS THE BASIC USAGE, WHILE THE MILEAGE CHARGES ARE VARIABLE, INCREASING WITH THE ACTUAL KILOMETERS
OR MILES DRIVEN BY THE VEHICLES.

MAINTENANCE COSTS

CERTAIN MAINTENANCE COSTS CAN EXHIBIT MIXED BEHAVIOR. FOR EXAMPLE, A ROUTINE PREVENTATIVE MAINTENANCE SERVICE ON
A MACHINE MIGHT BE A FIXED COST. HO\X/EVER/ THE COST OF REPAIRS DUE TO WEAR AND TEAR FROM INCREASED USAGE
(VARIABLE) WOULD ADD TO THE TOTAL MAINTENANCE EXPENSE. THE MORE A MACHINE IS USED, THE MORE LIKELY IT IS TO
REQUIRE VARIABLE MAINTENANCE.

THE IMPORTANCE OF CosT BEHAVIOR ANALYSIS IN DECISION-MAKING

(UNDERSTANDING COST BEHAVIOR IS NOT JUST AN ACCOUNTING EXERCISE;, IT'S A CRITICAL ENABLER OF SOUND BUSINESS
DECISIONS. W/ ITHOUT THIS INSIGHT, MANAGERS ARE PRONE TO MAKING COSTLY ERRORS IN PRICING, BUDGETING, AND STRATEGIC
PLANNING. FOR INSTANCE, IF A COMPANY INCORRECTLY ASSUMES ALL COSTS ARE FIXED, THEY MIGHT UNDERPRICE THEIR
PRODUCTS DURING A SALES DOWNTURN, LEADING TO SIGNIFICANT LOSSES.

CONVERSELY, IF THEY BELIEVE ALL COSTS ARE VARIABLE, THEY MIGHT HESITATE TO INVEST IN FIXED ASSETS THAT COULD
IMPROVE EFFICIENCY AND LONG-TERM PROFITABILITY. COST BEHAVIOR ANALYSIS PROVIDES THE CLARITY NEEDED TO NAVIGATE
THESE COMPLEXITIES. [T ALLOWS FOR ACCURATE FORECASTING OF EXPENSES BASED ON PROJECTED SALES OR PRODUCTION
LEVELS, WHICH IS VITAL FOR FINANCIAL PLANNING AND RESOURCE ALLOCATION.

THIS ANALYSIS ALSO PLAYS A KEY ROLE IN PERFORMANCE EVALUATION. BY UNDERSTANDING WHICH COSTS SHOULD CHANGE
WITH ACTIVITY AND WHICH SHOULD REMAIN STABLE, MANAGERS CAN IDENTIFY AREAS WHERE COSTS ARE BEHAVING
UNEXPECTEDLY, SIGNALING POTENTIAL INEFFICIENCIES OR PROBLEMS THAT NEED INVESTIGATION. |T'S ABOUT GETTING TO THE
‘WHY' BEHIND THE NUMBERS.

PRACTICAL APPLICATIONS OF COST BEHAVIOR ANALYSIS EXAMPLES

THE REAL POWER OF COST BEHAVIOR ANALYSIS LIES IN ITS PRACTICAL APPLICATION ACROSS VARIOUS BUSINESS FUNCTIONS.
IT's NOT JUST ABOUT CATEGORIZING COSTS; IT'S ABOUT USING THAT CATEGORIZATION TO DRIVE TANGIBLE IMPROVEMENTS
AND INFORMED CHOICES.



BrReAk-EVEN ANALYSIS

A FUNDAMENTAL APPLICATION IS BREAK-EVEN ANALYSIS, WHICH DETERMINES THE SALES VOLUME NEEDED TO COVER ALL COSTS.
BY SEPARATING FIXED AND VARIABLE COSTS, BUSINESSES CAN CALCULATE THEIR BREAK-EVEN POINT. THIS TELLS THEM HOW
MANY UNITS THEY MUST SELL OR HOW MUCH REVENUE THEY NEED TO GENERATE TO AVOID A LOSS. THIS IS CRUCIAL FOR
SETTING SALES TARGETS AND ASSESSING THE VIABILITY OF NEW PRODUCTS OR SERVICES.

BUDGETING AND FORECASTING

ACCURATE BUDGETING RELIES HEAVILY ON UNDERSTANDING COST BEHAVIOR. |F A SALES FORECAST PREDICTS A 200/0 INCREASE
IN PRODUCTION, A BUSINESS CAN USE ITS KNOWLEDGE OF VARIABLE COSTS TO ESTIMATE THE INCREASE IN RAW MATERIAL AND
DIRECT LABOR EXPENSES. SIMILARLYI IT CAN PROJECT THAT FIXED COSTS LIKE RENT AND SALARIES WILL REMAIN UNCHANGED.
THIS ALLOWS FOR MORE REALISTIC AND ACHIEVABLE BUDGETS.

PRICING STRATEGIES

DECIDING ON THE RIGHT PRICE FOR A PRODUCT OR SERVICE IS A DELICATE BALANCE. COST BEHAVIOR ANALYSIS HELPS INFORM
THIS. UNDERSTANDING VARIABLE COSTS PER UNIT ALLOWS A COMPANY TO ENSURE THAT THE SELLING PRICE COVERS THESE
DIRECT COSTS AND CONTRIBUTES TO COVERING FIXED COSTS AND GENERATING PROFIT. |T ALSO HELPS IN DETERMINING IF SPECIAL
DISCOUNTS OR PROMOTIONS ARE FINANCIALLY FEASIBLE.

Make-or-Buy Decisions

W/HEN A COMPANY NEEDS A COMPONENT OR SERVICE, IT FACES A “MAKE-OR-BUY" DECISION. |F THE COST TO MANUFACTURE A
COMPONENT INTERNALLY (CONSIDERING VARIABLE AND RELEVANT FIXED COSTS) IS HIGHER THAN PURCHASING IT FROM AN
EXTERNAL SUPPLIER, THE ANALYSIS POINTS TOWARDS BUYING. THIS DECISION IS DIRECTLY INFLUENCED BY THE COST BEHAVIOR
OF INTERNAL PRODUCTION.

PeErFORMANCE EVALUATION AND CONTROL

MANAGERS CAN USE COST BEHAVIOR ANALYSIS TO EVALUATE THE PERFORMANCE OF DEPARTMENTS OR PROJECTS. IF ACTUAL
COSTS DEVIATE FROM WHAT'S EXPECTED BASED ON THE ACTIVITY LEVEL, IT SIGNALS AN ISSUE. For EXAMPLE, IF VARIABLE
MANUFACTURING COSTS PER UNIT INCREASE SIGNIFICANTLY, IT MIGHT INDICATE INEFFICIENCIES IN PRODUCTION, OR RISING
MATERIAL COSTS THAT NEED TO BE ADDRESSED.

o CosT-VoLUME-PROFIT (CVP) ANALYSIS: THIS IS A CORNERSTONE OF MANAGERIAL ACCOUNTING, DIRECTLY
EMPLOYING COST BEHAVIOR (FIXED AND VARIABLE) TO UNDERSTAND THE RELATIONSHIP BETWEEN COSTS, SALES
VOLUME, AND PROFIT. |T'S USED FOR PLANNING AND DECISION-MAKING.

o CONTRIBUTION MARGIN ANALYSIS: CALCULATING THE CONTRIBUTION MARGIN (SALES ReVENUE - V ARIABLE COSTS) IS
VITAL. [T SHOWS HOW MUCH REVENUE IS AVAILABLE TO COVER FIXED COSTS AND CONTRIBUTE TO PROFIT.
(UNDERSTANDING THE CONTRIBUTION MARGIN PER UNIT IS KEY FOR PRICING AND PRODUCT MIX DECISIONS.

o AcTiviTY-BAsep CosTING (ABC): \WHILE MORE coMPLEX, ABC REFINES COST BEHAVIOR BY ASSIGNING OVERHEAD
COSTS TO ACTIVITIES THAT DRIVE THEM, OFFERING A MORE ACCURATE VIEW OF COST BEHAVIOR FOR DIVERSE
PRODUCTS AND SERVICES.



Key TAKEAWAYS FOR IMPLEMENTING CoST BEHAVIOR ANALYSIS

EFFECTIVELY IMPLEMENTING COST BEHAVIOR ANALYSIS REQUIRES A SYSTEMATIC APPROACH. FIRST, IT'S CRUCIAL TO
ACCURATELY IDENTIFY THE COST DRIVER FOR EACH EXPENSE. THIS IS THE FACTOR THAT CAUSES THE COST TO CHANGE. FOR
INSTANCE, MACHINE HOURS MIGHT DRIVE MANUFACTURING OVERHEAD, WHILE THE NUMBER OF CUSTOMER ORDERS MIGHT DRIVE
ORDER PROCESSING COSTS.

SECOND, BUSINESSES NEED TO SELECT APPROPRIATE METHODS FOR DISTINGUISHING BETWEEN FIXED AND VARIABLE COSTS.
TECHNIQUES LIKE THE HIGH-LOW METHOD, SCATTERGRAPH METHOD, OR REGRESSION ANALYSIS CAN HELP ANALYZE HISTORICAL
DATA AND SEPARATE THE FIXED AND VARIABLE COMPONENTS OF MIXED COSTS. THE CHOICE OF METHOD OFTEN DEPENDS ON THE
COMPLEXITY OF THE COST AND THE DESIRED LEVEL OF ACCURACY.

FINALLY/ AND PERHAPS MOST IMPORTANTLY, THE INSIGHTS GAINED FROM COST BEHAVIOR ANALYSIS MUST BE INTEGRATED INTO
THE COMPANY'S OPERATIONAL AND STRATEGIC DECISION-MAKING PROCESSES. |T SHOULDN'T REMAIN SOLELY WITHIN THE
ACCOUNTING DEPARTMENT. REGULAR REVIEW AND DISCUSSION OF COST BEHAVIOR PATTERNS WITH OPERATIONAL MANAGERS
CAN LEAD TO PROACTIVE ADJUSTMENTS AND CONTINUOUS IMPROVEMENT, ENSURING THAT THE BUSINESS REMAINS AGILE AND
PROFITABLE IN A DYNAMIC MARKET.

Q: WHAT IS THE PRIMARY GOAL OF COST BEHAVIOR ANALYSIS?

A: THE PRIMARY GOAL OF COST BEHAVIOR ANALYSIS IS TO UNDERSTAND HOW DIFFERENT COSTS CHANGE IN RELATION TO
FLUCTUATIONS IN BUSINESS ACTIVITY LEVELS. THIS UNDERSTANDING ALLOWS BUSINESSES TO PREDICT COSTS MORE
ACCURATELY, MAKE BETTER~-INFORMED DECISIONS ABOUT PRICING, BUDGETING, AND RESOURCE ALLOCATION, AND ULTIMATELY
IMPROVE PROFITABILITY.

Q: CAN YOU GIVE A SIMPLE ANALOGY FOR FIXED AND VARIABLE COSTS?

A: IMAGINE YOU OWN A LEMONADE STAND. THE COST OF THE LEMONS, SUGAR, AND CUPS YOU USE TO MAKE EACH CUP OF
LEMONADE IS A VARIABLE COST — YOU NEED MORE IF YOU SELL MORE. THE COST OF THE STAND ITSELF, OR A PERMIT YOU MIGHT
HAVE PAID, IS A FIXED COST — YOU PAY FOR IT REGARDLESS OF HOW MANY CUPS OF LEMONADE YOU SELL.

QI How DOES COST BEHAVIOR ANALYSIS HELP IN SETTING PRODUCT PRICES?

A: BY IDENTIFYING VARIABLE COSTS PER UNIT, BUSINESSES CAN ENSURE THAT THEIR SELLING PRICE COVERS THESE DIRECT COSTS.
FURTHERMORE, UNDERSTANDING THE TOTAL FIXED COSTS ALLOWS THEM TO DETERMINE THE NECESSARY SALES VOLUME AT A
GIVEN PRICE TO ACHIEVE PROFITABILITY. THIS INFORMATION IS CRUCIAL FOR SETTING COMPETITIVE YET PROFITABLE PRICES.

Q: \WHAT IS THE HIGH-LOW METHOD IN COST BEHAVIOR ANALYSIS?

A: THE HIGH-LOW METHOD IS A SIMPLE TECHNIQUE USED TO SEPARATE THE FIXED AND VARIABLE COMPONENTS OF A MIXED
COST. |T INVOLVES IDENTIFYING THE PERIODS WITH THE HIGHEST AND LOWEST ACTIVITY LEVELS AND THEIR CORRESPONDING
TOTAL COSTS. THE DIFFERENCE IN COSTS IS ATTRIBUTED TO THE VARIABLE COST PER UNIT, AND THEN THE FIXED COST IS
CALCULATED BY SUBTRACTING THE TOTAL VARIABLE COST FROM THE TOTAL COST AT EITHER THE HIGH OR LOW ACTIVITY
LEVEL.

QI ARE THERE ANY LIMITATIONS TO COST BEHAVIOR ANALYSIS?

A: YES, COST BEHAVIOR ANALYSIS HAS LIMITATIONS. |T OFTEN ASSUMES A LINEAR RELATIONSHIP BETWEEN COSTS AND
ACTIVITY, WHICH MAY NOT ALWAYS HOLD TRUE IN REALITY. ALSO, THE “RELEVANT RANGE” IS IMPORTANT;, COSTS MIGHT



BEHAVE DIFFERENTLY OUTSIDE OF THIS EXPECTED RANGE OF ACTIVITY. FURTHERMORE, EXTERNAL FACTORS LIKE ECONOMIC
CHANGES OR NEW TECHNOLOGY CAN ALTER COST BEHAVIOR PATTERNS.

Q: How DOES A COMPANY DETERMINE THE “RELEVANT RANGE” FOR ITS COSTS?

A: THE RELEVANT RANGE REFERS TO THE SPAN OF ACTIVITY LEVELS WHERE THE ESTABLISHED RELATIONSHIPS BETWEEN COSTS
AND THEIR DRIVERS ARE EXPECTED TO HOLD TRUE. COMPANIES TYPICALLY DETERMINE THIS RANGE BASED ON THEIR CURRENT
OPERATIONAL CAPACITY, HISTORICAL DATA, AND FUTURE BUSINESS PLANS. FOR INSTANCE, IF A FACTORY CAN PRODUCE
BETWEEN 1,000 anD 5,000 UNITS PER MONTH, THAT'S ITS RELEVANT RANGE FOR ANALYZING COST BEHAVIOR. COSTS MIGHT
CHANGE SIGNIFICANTLY IF PRODUCTION GOES ABOVE OR BELOW THIS RANGE.
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