Cost Behaviour
Planning and decision making are two key areas of management, an understanding of what our costs are and how they behave under certain conditions is of crucial importance to the decision making process.
Costs can be seen from the perspective of how they behave, react and fluctuate according to organisational activity; this is a very powerful management tool. In this context costs are either
· Fixed costs
· Stepped fixed costs
· Variable costs
· Semi-variable costs
Fixed Costs
Fixed costs are also called non-controllable costs and they remain the same whatever the level of activity that an organisation does over a period of time For example, the cost of our car road tax will be the same whether we drive it 200 miles a year or 15,000 miles. The same applies to insurance, purchase price, radios etc.
Other costs that will be largely fixed in nature, despite how much we sell (up to a point) include:
· Wages and salaries – fixed amounts
· Insurance
· Rent and rates
· Depreciation on assets
· Leasing charge
If our business expands or contracts to a certain point then we our fixed costs may alter.
Stepped Fixed Costs
These are fixed over a range of output and then suddenly increase in one big jump. Example: a staffing level of up to 20 people may only require one foreman but, if the staff level is more than 20, an extra foreman will be needed.
Variable Costs
Variable costs are also called avoidable/controllable costs and fluctuate according to activity
If we refer to our car example above then a variable cost would be petrol, which will vary according to the amount of mileage that we do. Other examples of variable costs are:
· Inventory
· Wages and salaries – paid on the basis of piecework, hourly rate etc.
· Bonuses
· Sales commissions
· Postage and stationery
· Semi-variable costs
We will have some costs, which will not fit the category of fixed or variable. Some of our costs have a fixed and variable element. For example, our telephone costs are made up of a rental element, which is fixed, and the costs of our actual calls, which are variable. Other examples of semi-variable costs are:
· Gas and electricity costs
· Photocopier rentals
The benefits of any decision-making will be improved if we can split our semi-variable costs into the fixed and variable elements – we need not concern ourselves with ‘insignificant’ amounts
[bookmark: _GoBack]High Low Method
One of the more common methods of splitting total costs into its fixed and variable elements is by the use of the High Low Method. The method only uses two data pairs and it is quick and easy to calculate. The method has limitations, for example assuming representative cost behaviour between the two data pairs.
The High Low method is so called because it involves using information on total cost for both the highest and lowest recorded activities, for example consider the two sets of cost data below regarding machine hire whereby costs will be analysed by behaviour and used to predict costs at a level of (say) 6,000 units.
Total Cost
Lowest Activity 3,000 units £18,000
Highest Activity 4,500 units £21,000
At this stage we do not know what the fixed cost part of the above totals is but we do know that it is constant at both levels of activity. From this we know that the difference in total cost between 3,000 and 4,500 units must be due to difference in total variable cost.
It is possible to write:
Unit variable cost = (Difference in cost)/(Difference in activity)
Using the figures above:
Unit Variable cost = (£21,000-£18,000)/(4,500 units – 3,000 units) = £2 per unit
Since we now have a unit variable cost, we can work out the fixed cost:
Total Cost = Fixed Cost + Total Variable Cost
TC = FC + TVC
For 3,000 units we can write:
£18,000 = FC + 3,000 x £2
£18,000 = FC + £6,000
FC = £12,000
We can now put together a simple expression for calculating total machine hire cost at any level of activity (Q):
TC = £12,000 + £2Q
Total cost for 6,000 units can then be calculated as:
TC = £12,000 + £2x 6,000
TC = £24,000
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