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The Costs Are Assigned To Two Cost Pools, One For Fixed And One For Variable Costs. The
Costs Are Then a fundamental concept in cost accounting that helps organizations accurately
allocate expenses to products or services. Understanding this process is essential for managerial
decision-making, budgeting, and financial analysis. Properly categorizing costs into fixed and
variable pools allows businesses to analyze their cost behavior, improve pricing strategies, and
enhance overall financial performance. This article explores the detailed process of assigning costs
to these two primary pools, the methods involved, and the significance of this approach in effective
cost management.

Understanding Fixed and Variable Costs

What Are Fixed Costs?
Fixed costs are expenses that remain constant regardless of the level of production or sales volume
within a relevant range. These costs are incurred even if the organization produces nothing or
operates at full capacity. Examples include:

Rent or lease payments

Depreciation of equipment and buildings

Salaries of permanent staff

Insurance premiums

Property taxes

Fixed costs are essential for maintaining business operations, but they do not fluctuate with short-
term changes in output.

What Are Variable Costs?
Variable costs change in direct proportion to the level of production or sales. They increase as the
output increases and decrease as the output diminishes. Examples include:

Raw materials

Direct labor wages (if paid per unit)



Utilities directly tied to production

Packaging materials

Commission-based sales expenses

Understanding variable costs helps organizations determine the incremental cost of producing
additional units and is critical for break-even analysis.

The Concept of Cost Pools

What Are Cost Pools?
A cost pool is a grouping of individual costs that share common characteristics and are allocated
together to cost objects such as products, services, or departments. The purpose of establishing cost
pools is to simplify the allocation process and improve accuracy when assigning overhead and
indirect costs.

Why Use Cost Pools?

Facilitate the allocation of indirect costs

Provide clarity in cost management

Allow for better cost control and decision-making

Support different costing methods, such as activity-based costing

In the context of assigning costs to fixed and variable categories, two main pools are created—one
for fixed costs and one for variable costs.

Assigning Costs to Fixed and Variable Cost Pools

Step 1: Identifying Cost Components
The initial step involves analyzing all incurred costs and classifying each as either fixed or variable.
This classification depends on the nature of the cost behavior relative to the production volume.

Key considerations include:

Reviewing cost behavior patterns over time1.



Analyzing the relationship between costs and activity levels2.

Consulting historical data and cost records3.

Step 2: Grouping Costs into Pools
Once costs are classified, they are grouped into two pools:

Fixed Cost Pool: Contains all fixed costs

Variable Cost Pool: Contains all variable costs

This segregation ensures that each pool accurately reflects the cost behavior, which is vital for
subsequent allocation processes.

Step 3: Accumulating Costs in Each Pool
In this phase, organizations sum all costs that belong to each category:

Sum of fixed costs over a specific period

Sum of variable costs corresponding to relevant activities

Accurate accumulation is crucial for precise cost allocation and analysis.

Step 4: Determining Cost Drivers
Cost drivers are factors that cause changes in the cost of a resource. For each pool, identifying
appropriate cost drivers helps in allocating costs proportionally:

For fixed costs, the driver might be the number of departments or facilities

For variable costs, the driver could be units produced, direct labor hours, or machine hours

Allocating Costs from Pools to Cost Objects

Step 5: Calculating Allocation Rates
To assign costs from each pool to products or services, organizations calculate allocation rates based
on the total costs and the chosen cost drivers:



Fixed Cost Rate: Total fixed costs divided by the total units of the fixed cost driver (e.g., total
machine hours)

Variable Cost Rate: Total variable costs divided by the total units of the variable cost driver
(e.g., units produced)

Step 6: Applying Allocation Rates
Once rates are established, they are applied to each cost object based on its consumption of the cost
drivers:

Multiply fixed cost rate by the number of units of the fixed cost driver used

Multiply variable cost rate by the number of units of the variable cost driver used

This process results in assigning a proportional share of fixed and variable costs to each product,
service, or department.

Benefits of Assigning Costs to Fixed and Variable Pools

Enhanced Cost Visibility and Control
Separating costs into fixed and variable pools allows managers to:

Identify which costs are controllable in the short term

Understand cost behavior more clearly

Implement targeted cost reduction strategies

Improved Pricing and Profitability Analysis
Knowing the fixed and variable components helps in:

Setting competitive prices that cover costs

Calculating contribution margins

Performing break-even analysis



Better Decision-Making and Planning
Organizations can make informed decisions regarding:

Product line expansion or discontinuation

Cost control measures

Budgeting and forecasting

Challenges and Considerations

Accurate Cost Classification
Misclassification of costs can lead to distorted analysis:

Some costs may have mixed behavior

Requires careful analysis and judgment

Selecting Appropriate Cost Drivers
Choosing the wrong cost driver can affect the accuracy of cost allocation:

Must reflect actual consumption patterns

May require statistical analysis or activity analysis

Dynamic Business Environments
Changes in production processes or market conditions may necessitate periodic updates to cost
pools and drivers to maintain accuracy.

Conclusion
Assigning costs to two primary pools—fixed and variable—is a vital step in effective cost
management. By segregating costs based on their behavior, organizations can analyze their cost
structure more accurately, leading to better pricing, budgeting, and strategic decisions. This
structured approach enhances transparency, control, and profitability, making it a cornerstone of
modern managerial accounting practices. Proper implementation requires careful analysis,



appropriate selection of cost drivers, and ongoing review to adapt to changing operational realities.
Embracing this methodology ultimately supports organizations in achieving financial efficiency and
competitive advantage.

Frequently Asked Questions

How are costs allocated between fixed and variable cost pools
in accounting?
Costs are assigned to two separate pools—one for fixed costs and one for variable costs—allowing
for more accurate cost tracking and analysis based on cost behavior.

What is the purpose of assigning costs to separate fixed and
variable cost pools?
The purpose is to distinguish between costs that remain constant regardless of activity level and
those that vary with production, enabling better decision-making and cost control.

After costs are assigned to fixed and variable cost pools, what
is the next step in cost accounting?
The costs are then allocated to products or services based on appropriate cost drivers, facilitating
accurate product costing and profitability analysis.

How does assigning costs to fixed and variable pools impact
managerial decision-making?
It provides managers with clearer insights into how costs behave, aiding in pricing, budgeting, and
identifying areas for cost reduction or efficiency improvements.

Can assigning costs to two pools improve the accuracy of cost
estimation?
Yes, separating fixed and variable costs enhances the precision of cost estimates by reflecting the
true behavior of costs in relation to activity levels.

Additional Resources
Understanding Cost Allocation: The Role of Cost Pools in Cost Management

In the realm of managerial accounting and cost control, the process of allocating expenses
accurately to products, services, or departments is fundamental for effective decision-making.
Central to this process is the concept of cost pools—distinct categories where costs are accumulated
before being assigned to cost objects. Particularly, costs are typically divided into two primary pools:



one for fixed costs and another for variable costs. This bifurcation allows organizations to analyze
their cost behavior more precisely, facilitate accurate costing, and develop strategic financial plans.
In this article, we explore in depth how costs are assigned to these two pools, the rationale behind
this approach, and the subsequent steps that lead to comprehensive cost analysis.

---

Fundamentals of Cost Pools: An Overview

What Are Cost Pools?

Cost pools are aggregations of individual costs that share common characteristics, often related to
how they behave with respect to production volume or activity level. By grouping similar costs into
pools, organizations simplify the complexity of cost management, allowing for more systematic
allocation and analysis. Cost pools serve as intermediate repositories where costs are accumulated
before being assigned to cost objects such as products, projects, or departments.

The Rationale for Using Cost Pools

- Streamlining Allocation: Instead of assigning each individual cost directly, costs are grouped into
pools, reducing complexity and enhancing accuracy.
- Reflecting Cost Behavior: Different costs behave differently with respect to activity levels; pools
help distinguish between these behaviors.
- Facilitating Variance Analysis: By segregating fixed and variable costs, management can better
analyze variances and identify cost drivers.
- Supporting Cost Control and Decision-Making: Clear categorization enables targeted strategies to
control costs and improve profitability.

---

Division of Costs: Fixed Versus Variable

Understanding Fixed Costs

Fixed costs are expenses that remain constant in total regardless of changes in production volume or
activity level within a relevant range. Examples include rent, salaries of supervisory staff, insurance
premiums, and depreciation of capital assets.

- Characteristics of Fixed Costs:
- Do not fluctuate with output in the short term.
- Per-unit fixed costs decrease as production increases (economies of scale).



- Often associated with long-term commitments or contractual obligations.

Understanding Variable Costs

Variable costs, on the other hand, vary directly with the level of production or activity. Examples
include direct materials, direct labor (hourly wages), utilities tied to production, and commissions.

- Characteristics of Variable Costs:
- Change proportionally with output.
- Per-unit variable costs remain constant regardless of volume.
- Critical for assessing the impact of production changes on total costs.

The Importance of Segregating Fixed and Variable Costs

Separating costs into these categories allows managers to understand how costs behave as activity
levels change, which is vital for:

- Break-even analysis
- Marginal costing
- Pricing strategies
- Cost control initiatives

---

Assigning Costs to Cost Pools: The Process

Step-by-Step Approach

1. Identify All Relevant Costs: Collect data on all expenses related to operations, categorizing each
as fixed or variable.
2. Group Costs into Pools: Based on their nature, assign costs to either the fixed cost pool or the
variable cost pool.
3. Determine Cost Drivers: Establish the basis for allocation—activity measures such as machine
hours, labor hours, units produced, or other relevant metrics.
4. Calculate the Total Cost in Each Pool: Sum all costs assigned to each pool over a specific period.
5. Assign Costs to Cost Objects: Allocate the total fixed and variable costs to products, departments,
or projects based on the identified cost drivers.

Illustrative Example

Suppose a manufacturing firm incurs the following costs:



- Fixed costs: Factory rent ($50,000/month), Supervisor salaries ($20,000/month)
- Variable costs: Raw materials ($10 per unit), Direct labor ($5 per unit)

The costs are grouped into:

- Fixed Cost Pool: $70,000 per month
- Variable Cost Pool: $10 per unit (raw materials) + $5 per unit (labor)

If the firm produces 10,000 units in a month, the total costs assigned are:

- Fixed: $70,000 (regardless of units)
- Variable: 10,000 units × ($10 + $5) = $150,000

These pools are then used to determine product costs or to analyze how costs change with
production levels.

---

Post-Pooling Allocation: Distributing Costs to Products
or Services

Choosing Appropriate Cost Drivers

The selection of cost drivers is critical for accurate allocation. For fixed costs, drivers might include
square footage (for rent), or number of supervisory staff hours. For variable costs, drivers often
relate to units produced, machine hours, or direct labor hours.

Methods of Allocation

- Absorption Costing: Both fixed and variable costs are assigned to products, often using
predetermined rates.
- Activity-Based Costing (ABC): A more refined approach where costs are assigned based on multiple
activity drivers, allowing for more precise cost attribution, especially in complex environments.

Implications of Proper Cost Allocation

Accurate allocation ensures that:

- Product profitability analysis reflects true costs.
- Pricing strategies are based on complete cost information.
- Cost control measures focus on the right areas.
- External financial reports comply with accounting standards.



---

Analytical Significance and Strategic Implications

Cost Behavior Analysis

Segregating costs into fixed and variable pools facilitates understanding how total costs evolve with
production or activity level changes. This insight supports:

- Forecasting future costs
- Identifying opportunities for cost reduction
- Evaluating scalability

Break-Even and Contribution Margin Analysis

Knowing the fixed and variable components allows managers to determine the break-even point and
analyze contribution margins, which are essential for strategic planning and decision-making.

Cost Management and Control

- Fixed Cost Management: Focused on long-term commitments; strategies involve renegotiating
leases or optimizing facility usage.
- Variable Cost Control: Involves negotiating supplier contracts, improving process efficiencies, or
reducing waste.

Limitations and Considerations

While the division into fixed and variable pools is beneficial, challenges include:

- Accurately classifying mixed costs (costs that have both fixed and variable components)
- Selecting appropriate cost drivers
- Handling costs that do not fit neatly into fixed or variable categories

---

Conclusion: The Significance of Cost Pool Allocation in
Financial Strategy



The systematic assignment of costs into fixed and variable pools is a cornerstone of effective cost
management and strategic planning. This approach enables organizations to analyze their cost
structures more precisely, improve profitability analysis, and make informed decisions regarding
pricing, production, and resource allocation. As competitive pressures intensify and product
complexities increase, the importance of meticulous cost pooling and allocation cannot be
overstated. By understanding the nuances of how costs are grouped and assigned, managers can
better control expenses, optimize operations, and position their organizations for sustainable
success in dynamic markets.

---

In essence, the process of assigning costs to fixed and variable pools provides a foundational
framework for managerial decision-making, empowering organizations to adapt to changing
conditions with agility and insight.
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