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Understanding the cost structure of a business is fundamental for effective
management, budgeting, and decision-making. Ziegler Inc., a company seeking
to refine its cost analysis, has chosen to implement the high-low method for
estimating its total costs along with the separation of fixed and variable
components. This decision highlights a strategic move towards a more
straightforward, data-driven approach to cost estimation, especially
beneficial when detailed cost behavior data is limited or when quick
approximations are required. In this article, we delve deeply into the high-
low method, exploring how Ziegler Inc. can leverage it to gain valuable
insights into its cost structure, the steps involved in applying this
technique, and its advantages and limitations.

Understanding the High-low Method

What Is the High-low Method?

The high-low method is a simple, analytical technique used in managerial
accounting to estimate the variable and fixed components of a business’s
total costs. It is based on analyzing the highest and lowest activity levels
and their corresponding total costs over a specific period. This method
assumes that the highest and lowest activity points can provide a reasonable
approximation of the overall cost behavior.

The core idea is to use two data points—those with the maximum and minimum
activity levels—to determine the variable cost per unit and the total fixed
cost. Once these components are identified, managers can estimate total costs
at different activity levels, facilitating budgeting and decision-making.

Why Use the High-low Method?

The high-low method offers several advantages, making it an attractive choice
for companies like Ziegler Inc.:

- Simplicity: It requires only two data points, making it easy to implement
without complex calculations or detailed data.



- Speed: Quick to perform, especially useful in preliminary analysis or when
time is limited.

- Minimal Data Needs: Does not require comprehensive cost data across all
activity levels, making it suitable when only limited historical data is

available.

However, it is important to recognize that the method also has limitations,
which will be discussed later.

Steps for Applying the High-low Method at
Ziegler Inc.

Applying the high-low method involves a systematic approach, which Ziegler
Inc. can follow to estimate its cost structure accurately.

Step 1: Gather Cost and Activity Data

The first step is to collect relevant data over a specific period, including:
- Total costs incurred at various activity levels.

- The corresponding level of activity for each data point (e.g., units
produced, hours worked, etc.).

For example, Ziegler Inc. might review monthly data over the past year,
noting total manufacturing costs and units produced each month.

Step 2: Identify the Highest and Lowest Activity
Levels

Next, identify the periods with:
- The highest activity level (e.g., highest units produced).
- The lowest activity level (e.g., lowest units produced).

Record the total costs associated with these activity levels.

Step 3: Calculate the Variable Cost per Unit

Using the data points for the highest and lowest activity levels, calculate



the variable cost per unit:

\ [

\text{Variable Cost per Unit} = \frac{\text{Total Cost at Highest Activity} -
\text{Total Cost at Lowest Activity}}{\text{Highest Activity Level} -
\text{Lowest Activity Level}}

\1

This calculation isolates the variable component, assuming that the
difference in total costs is solely due to variable costs.

Step 4: Determine the Fixed Cost

Once the variable cost per unit is known, estimate the total fixed cost using
either the high or low activity data point:

\ [

\text{Fixed Cost} = \text{Total Cost at Activity Level} - (\text{Variable
Cost per Unit} \times \text{Activity Level})

\1

Choosing either the high or low activity point, Ziegler Inc. can compute the
fixed costs, which are assumed to remain constant across different activity
levels.

Step 5: Formulate the Cost Equation

With the estimated fixed and variable components, Ziegler Inc. can establish
its total cost equation:

\ [

\text{Total Cost} = \text{Fixed Cost} + (\text{Variable Cost per Unit} \times
\text{Activity Level})

\1

This equation enables the company to predict costs at various levels of
activity, aiding in planning and analysis.

Practical Example: Applying the High-low Method
at Ziegler Inc.

Suppose Ziegler Inc. reviews its monthly costs and finds:

| Month | Units Produced | Total Costs ($) |
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| January | 10,000 | 50,000 |

| July | 20,000 | 70,000 |

Highest activity level: 20,000 units in July ($70,000).

Lowest activity level: 10,000 units in January ($50,000).
Calculate variable cost per unit:

\[

\frac{70,000 - 50,000}{20,000 - 10,000} = \frac{20,000}{10,000} = \$2 \text{
per unit}

\1

Determine fixed costs using January data:

\ [
50,000 - (2 \times 10,000) = 50,000 - 20,000 = \$30,000

\1]

Therefore, the estimated cost equation:

\ [
\text{Total Cost} = \$30,000 + \$2 \times \text{Units Produced}

\1]

Ziegler Inc. can now estimate costs at any production level, facilitating
better budgeting and cost control.

Advantages of the High-low Method for Ziegler
Inc.

Implementing the high-low method provides Ziegler Inc. with several strategic
benefits:

Ease of Use: The method is straightforward, requiring minimal data and
simple calculations.

Quick Estimations: Enables rapid assessment of cost behavior, useful for
initial analysis or when detailed data is unavailable.

Cost Behavior Insights: Helps distinguish between fixed and variable
costs, essential for decision-making.

Budgeting and Planning: Facilitates cost predictions at different
activity levels, aiding resource allocation.



Limitations and Considerations

Despite its advantages, the high-low method has notable limitations that
Ziegler Inc. should consider:

Limitations of the High-low Method

1. Sensitivity to Outliers: The method relies on only two data points,
which can be skewed if these points are not representative due to
anomalies or irregularities.

2. Assumption of Linearity: It assumes a straight-line relationship between
cost and activity, which may not hold true in complex environments with

step costs or nonlinear behaviors.

3. Ignores Intermediate Data: Disregards data points between the high and
low levels, potentially missing nuances in cost behavior.

4. Potential for Inaccuracy: When costs are highly variable or when there
are significant fixed costs that fluctuate, estimates may be unreliable.

Mitigating Limitations

Ziegler Inc. can adopt strategies to mitigate these limitations:

- Use multiple data points and regression analysis for more accurate
estimates when data permits.

- Cross-verify results with other costing methods, such as the scatterplot
method or account analysis.

- Regularly update estimates to reflect changes in cost behavior over time.

Conclusion

Ziegler Inc.’'s decision to utilize the high-low method for estimating its
total costs and dissecting fixed and variable components is a strategic move
to streamline its cost analysis process. This method’s simplicity and speed
make it a practical tool for quick assessments, especially when detailed data



is scarce or rapid decision-making is required. Through systematic
application—collecting relevant data, identifying extremes, calculating
variable costs, and estimating fixed costs—the company can develop a
functional cost model to assist in budgeting, planning, and operational
control.

However, Ziegler Inc. must remain cognizant of the method’s limitations,
particularly its sensitivity to outliers and assumptions of linearity. For
more accurate and comprehensive insights, it should consider supplementing
the high-low method with other analytical techniques, especially as more
detailed data becomes available.

Ultimately, the high-low method serves as a valuable starting point in cost
analysis, providing Ziegler Inc. with a foundational understanding of its
cost behavior, enabling more informed decisions and strategic planning. As
the company grows and accumulates more data, it can transition to more
sophisticated methods, ensuring that its cost estimates remain relevant and
reliable in an ever-changing business environment.

Frequently Asked Questions

What is the high-low method that Ziegler Inc. has
decided to use for estimating costs?

The high-low method is a cost estimation technique that uses the highest and
lowest activity levels to approximate fixed and variable costs within a
period.

Why might Ziegler Inc. choose the high-low method
over other cost estimation methods?

Ziegler Inc. may prefer the high-low method because it is simple, quick to
implement, and requires minimal data, making it suitable for preliminary cost
analysis.

What are the main steps Ziegler Inc. should follow
when applying the high-low method?

Ziegler Inc. should identify the periods with the highest and lowest activity
levels, record the total costs during those periods, and then calculate the
variable cost per unit and fixed costs based on these points.

How does Ziegler Inc. calculate the variable cost
per unit using the high-low method?

The variable cost per unit is calculated by dividing the difference in total



costs between the high and low activity levels by the difference in activity
levels.

What assumptions does Ziegler Inc. need to make when
using the high-low method?

Ziegler Inc. assumes that costs are linear between the high and low activity
levels and that the highest and lowest points are representative of overall
cost behavior.

How can Ziegler Inc. estimate total costs once the
fixed and variable components are determined?

After calculating the variable cost per unit, Ziegler Inc. can multiply it by
the activity level to find variable costs and then add fixed costs to
estimate total costs at any activity level.

What are some limitations of using the high-low
method that Ziegler Inc. should be aware of?

The high-low method can be affected by outliers or atypical data points, and
it assumes linearity, which may not always be accurate, potentially leading
to less precise estimates.

How will Ziegler Inc. benefit from using the high-
low method for cost estimation?

Using the high-low method allows Ziegler Inc. to quickly and easily estimate
fixed and variable costs, aiding in budgeting, decision-making, and cost
control efforts.

Additional Resources

Ziegler Inc. Decides To Use The High-Low Method To Estimate Total Cost, Fixed
Costs, and Variable Costs

When it comes to cost estimation and managerial decision-making,
understanding the behavior of costs relative to production levels or activity
is crucial. Ziegler Inc., a manufacturing firm with a diverse product line,
has recently opted to employ the high-low method-a practical and
straightforward approach—to analyze its cost structure. This decision marks a
strategic effort to better allocate resources, forecast expenses, and make
informed financial decisions.

In this comprehensive review, we will delve into the rationale behind Ziegler
Inc.'s adoption of the high-low method, explore the mechanics of how it
works, analyze its benefits and limitations, and provide a detailed example



of how Ziegler Inc. might implement this approach to estimate its total
costs, fixed costs, and variable costs.

Understanding the High-Low Method: An Overview

The high-low method is a simple analytical technique used to estimate the
variable and fixed components of a company's total costs based on historical
data. It relies on identifying the periods with the highest and lowest levels
of activity and then analyzing the corresponding total costs.

Core Principles of the High-Low Method:

- The method assumes that costs are a linear function of activity levels
within relevant ranges.

- It uses only two data points—namely, the highest activity level and the
lowest activity level-to derive cost estimates.

- The approach separates variable costs, which change proportionally with
activity, from fixed costs, which remain constant within the relevant range.

Why Ziegler Inc. Chose the High-Low Method:

- Simplicity and Ease of Use: The method is straightforward, requiring
minimal data and calculations, making it accessible for managers without
advanced statistical training.

- Speed of Analysis: It allows quick estimation, which is beneficial for
rapid decision-making or initial cost assessments.

- Data Availability: Often, only high and low activity periods are
sufficiently reliable for initial estimates, especially if detailed data
isn't readily available.

Steps in Applying the High-Low Method at
Ziegler Inc.

Applying the high-low method involves a systematic process:

1. Collect Activity and Cost Data

Ziegler Inc. begins by gathering data on total costs and corresponding
activity levels over a specific period-monthly, quarterly, or annually. For

example:

| Period | Total Cost ($) | Activity Level (Units Produced) |



I I
| Month A | 50,000 | 1,000 |
| Month B | 70,000 | 1,500 |
| Month C | 55,000 | 1,200 |
| Month D | 80,000 | 1,800 |
| Month E | 52,000 | 1,050 |

2. Identify High and Low Activity Points
From this data, identify:

- Highest activity level and corresponding cost
- Lowest activity level and corresponding cost

Suppose:

- Highest activity: Month D (1,800 units, $80,000)
- Lowest activity: Month E (1,050 units, $52,000)

3. Calculate the Variable Cost Per Unit
Using the formula:

\ [

\text{Variable Cost per Unit} = \frac{\text{Cost at High Activity} -
\text{Cost at Low Activity}}{\text{High Activity Units} - \text{Low Activity
Units}}

\1]

Plugging in values:

\ [

\frac{80,000 - 52,000}{1,800 - 1,050} = \frac{28,000}{750} \approx \$37.33
\text{ per unit}

\1]

4, Determine Fixed Costs

Once the variable cost per unit is known, fixed costs can be estimated by
rearranging the total cost equation:

\ [
\text{Total Cost} = \text{Fixed Cost} + (\text{Variable Cost per Unit} \times

\text{Activity Level})
\1]

Using either high or low data point:

\ [
\text{Fixed Cost} = \text{Total Cost} - (\text{Variable Cost per Unit} \times

\text{Activity Level})



\1]
At high activity:

\ [

\text{Fixed Cost}
\$12,806

\1

80,000 - (37.33 \times 1,800)

80,000 - 67,194 =

At low activity:

\ [

\text{Fixed Cost}
\$12,803.50

\1

52,000 - (37.33 \times 1,050)

52,000 - 39,196.50 =

The close similarity confirms the linear assumption and indicates a fixed
cost of approximately \$12,805.

5. Formulate the Cost Equation
The estimated total cost equation becomes:
\ [

\text{Total Cost} = \$12,805 + \$37.33 \times \text{Units Produced}
\]

Advantages of the High-Low Method for Ziegler
Inc.

The decision to utilize the high-low method aligns with Ziegler Inc.'s
operational needs and strategic objectives. Here are some key advantages:

1. Quick and Cost-Effective

Minimal data requirements make it ideal for rapid estimates.
Saves time compared to more complex techniques like regression analysis.

N

. Useful for Preliminary Analysis

Offers an initial understanding of cost behavior.
Helps managers make quick decisions, such as pricing, budgeting, or
evaluating changes in production levels.

3. Facilitates Cost Control



- By isolating fixed and variable components, Ziegler Inc. can better control
and manage costs.

- Identifies the extent of fixed costs that must be covered regardless of
activity levels.

4. Suitable for Multiple Scenarios

- Can be easily adapted to different products, departments, or cost centers
within Ziegler Inc.

Limitations and Challenges of the High-Low
Method

While beneficial, the high-low method is not without its limitations. Ziegler
Inc. should be aware of these to avoid misinterpretation of results:

1. Sensitivity to Outliers

- The method relies on only two data points, which may not represent typical
operational conditions.

- Outliers or anomalous periods can skew estimates.

2. Assumes Linearity

- The approach presumes a straight-line relationship between cost and
activity, which may not hold true over broader ranges.

3. Ignores Mid-Range Data

- Does not consider data points between high and low activity levels,
potentially missing nuances in cost behavior.

4. Limited Accuracy

- Less precise than regression analysis, especially when costs are not
perfectly linear or when multiple cost drivers exist.

5. Not Suitable for All Cost Types

- Best suited for costs that are predominantly variable and fixed; less
effective for semi-variable or mixed costs.



Deep Dive: Applying the High-Low Method at
Ziegler Inc. — A Hypothetical Scenario

Suppose Ziegler Inc. has the following additional data for a fiscal year:

| Month | Total Cost ($) | Units Produced |

EERERTES <= mene e R R EEE |
| March | 45,000 | 1,000 |
| July | 75,000 | 2,000 |

The company wants to estimate its cost behavior to forecast upcoming
expenses.

Step 1: Identify high and low points

- Highest activity: July (2,000 units, $75,000)
- Lowest activity: March (1,000 units, $45,000)

Step 2: Calculate variable cost per unit

\ [

\frac{75,000 - 45,000}{2,000 - 1,000} = \frac{30,000}{1,000} = \$30 \text{
per unit}

\1

Step 3: Determine fixed costs

Using July data:

\ [

\text{Fixed Cost} = 75,000 - (30 \times 2,000) = 75,000 - 60,000 = \$15,000
\1]

Step 4: Final cost equation

\ [

\text{Total Cost} = \$15,000 + \$30 \times \text{Units}

\1]

This equation can now be used for budgeting and forecasting for upcoming
periods.

Implications for Ziegler Inc.: Strategic Use of



Cost Estimation

Adopting the high-low method empowers Ziegler Inc. with several strategic
advantages:

- Enhanced Budgeting Accuracy: Clear understanding of fixed and variable
costs enables more precise budgeting.

- Pricing Decisions: Knowledge of cost behavior assists in setting
competitive prices that cover costs and ensure profitability.

- Cost Control Measures: Identifying fixed costs highlights areas where cost
reductions or efficiency improvements can be targeted.

- Profit Planning: Better estimates of total costs at different activity
levels facilitate profit margin analysis.

Complementing the High-Low Method with Other
Techniques

While the high-low method is valuable, Ziegler Inc. should consider
supplementing it with other analytical tools for more comprehensive insights:

- Regression Analysis: Provides more accurate estimates by considering all
data points and minimizing errors.

- Scatter Diagrams: Visualize the relationship between cost and activity,

revealing non-linearity or anomalies.

- Contribution Margin Analysis: Helps assess how variable and fixed costs

impact profitability.

By combining these methods, Ziegler Inc. can
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