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Understanding how costs behave is essential for any business aiming to make
informed financial decisions. Song, Inc., a manufacturing company
specializing in electronic components, recently adopted the high-low method
to analyze its cost behavior. During their analysis, the company observed
that at a machine activity level of 22,000 units, certain costs exhibited
specific patterns that informed their strategic planning. This article
explores how Song, Inc. utilizes the high-low method, the significance of
their observations at 22,000 units, and how this approach aids in effective
cost management.

What Is the High-Low Method?

The high-low method is a simple yet effective technique used in managerial
accounting to estimate the fixed and variable components of a mixed cost. It
relies on analyzing the highest and lowest activity levels and their
associated costs to determine how costs change with activity.

Key Principles of the High-Low Method

Identify the periods or data points with the highest and lowest activity
levels.

Note the total costs associated with these activity levels.

Calculate the variable cost per unit by dividing the change in total
cost by the change in activity level.

Determine the fixed costs by subtracting total variable costs (based on
activity level) from total costs at either the high or low point.

This method assumes a linear relationship between cost and activity within
the relevant range, making it a practical tool for quick estimations.



Application of the High-Low Method at Song,
Inc.

In their recent analysis, Song, Inc. examined the costs associated with their
machinery operations. They observed that at an activity level of 22,000 units
(the high point), certain costs peaked, providing valuable data for their
analysis.

Data Collection and Observation

e At 22,000 units of machine production, total costs amounted to $440,000.

e At the lowest activity level, 10,000 units, total costs were $220,000.

These data points form the basis for estimating the variable and fixed
components of their machinery-related costs.

Calculating Cost Behavior Using the High-Low
Method

The process involves several straightforward calculations:

Step 1: Determine the Variable Cost Per Unit

Using the data points:
- Highest activity: 22,000 units, $440,000
- Lowest activity: 10,000 units, $220,000

Change in cost:
$440,000 - $220,000 = $220,000

Change in activity:
22,000 units - 10,000 units = 12,000 units

Variable cost per unit:
$220,000 / 12,000 units = $18.33 per unit

Step 2: Calculate Total Fixed Costs

Using either the high or low point:



At 22,000 units:
Total variable cost = 22,000 units $18.33 = $403,260

Fixed costs:
$440,000 (total cost at high point) - $403,260 (variable cost) = $36,740

Alternatively, verify with the low point:
10,000 units $18.33 = $183,300

Fixed costs:

$220,000 - $183,300 = $36,700

Slight difference due to rounding; average fixed costs approximate to $36,720

Significance of the 22,000-Unit Observation for
Song, Inc.

The observation at 22,000 units provides critical insights into the company's
cost structure.

Understanding Cost Behavior

- The high activity level reveals the upper bounds of variable costs and
fixed costs, assisting in planning for peak production scenarios.

- Recognizing that total costs increase linearly with activity helps in
forecasting future expenses based on projected production levels.

Budgeting and Forecasting

- With a clear estimate of variable costs per unit ($18.33), Song, Inc. can
predict costs for upcoming periods.

- The fixed cost estimate ($36,720) remains constant within the relevant
range, aiding in establishing stable budgets.

Cost Control and Decision Making

- Identifying fixed and variable components enables the company to implement
targeted cost control measures.

- The data supports decisions such as whether to scale production up or down,
based on cost behavior patterns.

Advantages of Using the High-Low Method at



Song, Inc.

Employing the high-low method offers several benefits:

Ease and Speed

- The method is straightforward, requiring minimal data and computational
effort.
- It allows quick estimations, valuable for managerial decision-making.

Focus on Relevant Data

- By concentrating on the highest and lowest activity levels, the method
filters out anomalies or irregular data points.

Cost Management Insights

- Helps identify whether costs are primarily fixed or variable, guiding
strategic planning.

Limitations and Considerations for Song, Inc.

While useful, the high-low method has limitations that Song, Inc. should
consider:

Assumption of Linearity

- It assumes a linear relationship between cost and activity, which might not
hold true across all activity levels.

Potential Data Variability

- Outliers or unusual data points at high or low activity levels can skew
results.

Limited Data Points

- Using only two data points ignores other data that could provide a more
accurate picture.

To mitigate these issues, Song, Inc. can complement the high-low method with
other techniques such as regression analysis or scatter diagrams for more



precise insights.

Conclusion: Strategic Benefits for Song, Inc.

By applying the high-low method, Song, Inc. has gained valuable understanding
of its cost behavior, particularly at the 22,000-unit activity level. The
insights derived enable better budgeting, forecasting, and cost control,
ultimately supporting strategic decisions regarding production levels and
resource allocation. Although the method has its limitations, when used
judiciously, it serves as a powerful tool for managerial accounting.

As Song, Inc. continues to refine its cost analysis techniques, integrating
multiple methods will help ensure more accurate financial planning and
sustainable growth. Understanding cost behavior remains a cornerstone of
effective management, and the high-low method provides a practical starting
point for companies looking to improve operational efficiency.

Frequently Asked Questions

What is the high-low method used by Song, Inc. to
analyze cost behavior?

The high-low method estimates variable and fixed costs by analyzing the
highest and lowest levels of activity, in this case, machine usage, to
determine how costs change with activity levels.

How does Song, Inc. apply the high-low method at
22,000 machine units?

Song, Inc. compares the total costs at the highest and lowest machine usage
points, including the 22,000 unit level, to calculate the variable cost per
unit and fixed costs.

Why is identifying cost behavior important for Song,
Inc.?

Understanding whether costs are fixed or variable helps Song, Inc. plan
budgets, forecast profits, and make informed decisions about production
levels and pricing.

What challenges might Song, Inc. face when using the
high-low method?

The high-low method can be influenced by outliers or unusual costs at the



high or low activity levels, potentially leading to inaccurate estimates of
cost behavior.

Can the high-low method be used for all types of
costs at Song, Inc.?

No, the high-low method is most effective for costs that have a clear linear
relationship with activity levels; it may be less accurate for mixed or non-
linear costs.

How can Song, Inc. improve the accuracy of its cost
analysis beyond the high-low method?

Song, Inc. can use additional methods like regression analysis to consider
all data points and obtain a more precise understanding of cost behavior
across different activity levels.

Additional Resources

Song, Inc., Uses The High-Low Method To Analyze Cost Behavior. The Company
Observed That At 22,000 Machine Hours, The Total Manufacturing Costs Were
$220,000.

Understanding how costs behave in relation to production activity is
fundamental for effective managerial decision-making. Song, Inc., Uses The
High-Low Method To Analyze Cost Behavior. The Company Observed That At 22,000
Machine Hours, The Total Manufacturing Costs Were $220,000. This observation
provides a starting point for estimating variable and fixed costs associated
with manufacturing, enabling the company to better forecast expenses, set
budgets, and make strategic operational choices.

In this guide, we will explore how the high-low method works, why it is
useful, and how Song, Inc. can apply it to analyze their cost behavior based
on the observed data.

What Is the High-Low Method?

The high-low method is a straightforward technique used in cost accounting to
estimate the variable and fixed components of a total cost. It relies on
identifying the periods or data points with the highest and lowest levels of
activity and the corresponding total costs. Using these two points, the
method calculates the variable cost per unit and the fixed costs.

Why Use the High-Low Method?

- Simplicity: It requires only two data points, making it easy to implement.



- Quick Estimation: It provides a rapid way to approximate cost behavior
without detailed analysis.

- Initial Analysis: Useful in the early stages of cost analysis or when
detailed data is unavailable.

Limitations

- Sensitivity to Qutliers: The method assumes that the highest and lowest
activity levels are representative, which may not always be true.

- Ignores Variability: It does not account for fluctuations between the high
and low points.

- Limited Accuracy: More sophisticated methods (like regression analysis) can
provide more precise estimates.

Applying the High-Low Method: The Case of Song, Inc.
Step 1: Gather Data
The key data points provided are:

- High activity level: 22,000 machine hours
- Total costs at high activity: $220,000

Suppose Song, Inc. has also recorded a low activity level with corresponding
total costs. For illustration, assume:

- Low activity level: 12,000 machine hours
- Total costs at low activity: $160,000

Note: If actual low activity costs are unavailable, this example uses
hypothetical data to illustrate the process.

Step 2: Calculate Variable Cost Per Machine Hour
Using the high-low data points, the formula is:

Variable Cost per Hour = (Cost at High Activity - Cost at Low Activity) /
(High Activity - Low Activity)

Plugging in the numbers:

($220,000 - $160,000) / (22,000 - 12,000)
$60,000 / 10,000 hours
$6 per machine hour

Variable Cost per Hour
Variable Cost per Hour
Variable Cost per Hour



Step 3: Determine Total Fixed Costs

Once the variable cost per hour is known, fixed costs can be estimated by
substituting one of the data points into the cost equation:

Total Cost = (Variable Cost per Hour x Number of Hours) + Fixed Costs
Rearranged as:
Fixed Costs = Total Cost - (Variable Cost per Hour x Number of Hours)

Using the high activity point:

$220,000 - ($6 x 22,000)
$220,000 - $132,000
$88,000

Fixed Costs
Fixed Costs
Fixed Costs

Alternatively, check with the low activity point:

Fixed Costs
Fixed Costs
Fixed Costs

$160,000 - ($6 x 12,000)
$160,000 - $72,000
$88,000

The consistency confirms the validity of the estimates.

Interpreting the Results
Based on the analysis:

- Variable cost per machine hour: $6
- Total fixed costs: $88,000

This means that for every additional machine hour, Song, Inc. incurs

approximately $6 in variable costs, and regardless of activity level, fixed
costs amount to about $88,000.

Practical Applications for Song, Inc.
Understanding cost behavior via the high-low method enables Song, Inc. to:
1. Forecast Future Costs

Using the estimated variable and fixed costs, the company can predict total
costs at different levels of machine hours, aiding in budgeting and planning.

2. Make Pricing Decisions



Knowing the variable cost per unit helps determine minimum price points to
ensure profitability.

3. Evaluate Cost Control Measures

By analyzing fixed costs, management can identify areas where fixed expenses
could be reduced or better managed.

4. Perform Break-Even Analysis
Calculating the break-even point in machine hours:

Break-Even Machine Hours = Fixed Costs / (Price per machine hour - Variable
cost per machine hour)

(Assuming the selling price or cost per unit is known)

Limitations and Considerations

While the high-low method is useful, it is important to recognize its
limitations:

- Data Selection: The accuracy depends on correctly identifying the highest
and lowest activity levels. Outliers or unusual periods can distort
estimates.

- Assumption of Linearity: The method assumes a straight-line relationship
between costs and activity, which may not always hold, especially at extreme
levels.

- Ignoring Intermediate Data: It overlooks data points between high and low
activity levels, which could provide a more nuanced picture.

To mitigate these issues, Song, Inc. could complement the high-low method
with other techniques such as scatter diagram analysis or regression analysis
for more precise cost behavior estimates.

Enhancing Cost Analysis Accuracy
For more refined insights, consider the following approaches:

- Regression Analysis: Statistical techniques that analyze all data points to
estimate variable and fixed costs more accurately.

- Multiple Data Points: Using several activity levels to plot a cost line and
compute estimates via best-fit methods.

- Regular Data Review: Periodically updating cost estimates to reflect
changes in operations or market conditions.



Conclusion

The use of the high-low method by Song, Inc. offers a practical and quick way
to analyze cost behavior based on observed activity levels. By identifying
the highest and lowest activity points—such as the observed 22,000 machine
hours and corresponding costs—the company can estimate variable costs per
machine hour and fixed costs. These insights support better decision-making,
cost control, and strategic planning.

While the method has limitations, when applied carefully and supplemented
with other analyses, it remains a valuable tool in managerial accounting. For
Song, Inc., understanding their cost structure via the high-low method lays
the groundwork for more sophisticated cost management strategies and
operational efficiencies.

Remember: Accurate cost behavior analysis is essential for setting
competitive prices, optimizing operations, and ensuring the financial health
of your business. Use the high-low method as part of a broader toolkit to
gain comprehensive insights into your company's cost dynamics.
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