TEAM ACTIVITY – Chapter 5

I. Andrews Company has overhead costs that it believes are driven by labor hours. The following information is available for the prior year:

	Month
	Labor hours
	Overhead Costs
	Month
	Labor Hours
	Overhead Costs

	January
	2,500
	$55,000
	July
	6,500
	$74,000

	February
	2,800
	59,000
	August
	7,500
	77,000

	March
	3,000
	60,000
	September
	7,000
	75,000

	April
	4,200
	64,000
	October
	4,500
	68,000

	May
	4,500
	67,000
	November
	3,100
	62,000

	June
	6,500
	71,000
	December
	6,500
	73,000


1)  Calculate the variable cost per labor hour using the high-low method.

2) Calculate the fixed cost per month using the high-low method.

3) Estimate the cost for the upcoming month when they expect to have 3,200 labor hours.

First choose the months with the highest and lowest activity (driver). In this case, August is the highest month and January is the lowest. We’ll use the activity AND COSTS from those two months even if other months have higher or lower costs.

1) Solve for variable cost per unit:

VCU = (High cost – low cost) / (high activity – low activity) = ($77,000 - $55,000)/ (7,500 – 2,500) = $4.40 per hour

2) Solve for fixed cost per month:

Choose data from either the high month or the low month:

TC = TFC + VCU(x)

High month:
$77,000 = TFC + $4.40(7,500)

Low month:
$55,000 = TFC + $4.40(2,500)



TFC = $44,000/month





TFC  = $44,000/month

You now can create a formula to solve for total costs in a month:  TC = $44,000 + $4.40X

3) Use the formula to solve for a month with 3,200 labor hours:

TC = $44,000 + $4.40(3,200) = $44,000 + $14,080 = $58,080

II. Sedlak, Inc. sold 3,000 units last year at $35 each. Direct materials, direct labor, and variable overhead cost $13 each. Fixed overhead was $31,000 for the year. Variable selling and administrative expenses were $2 each. Fixed selling and administrative expenses were $23,000 for the year. Prepare a contribution margin income statement for last year.

Note that DM + DL + VOH = $13. They are the variable COGS. V Selling + V Admin = $2.

Sales (3,000 x $35)



$105,000

Less variable costs:

  Var COGS (3,000 x $13)
$39,000

  Var Sell/Admin (3,000 x $2)
    6,000 
    45,000
Contribution margin



    60,000

Less fixed costs:

  Fix COGS (FOH) 

  31,000

  Fix Sell/Admin


  23,000

    54,000
NOI





$    6,000
Now, just because it’s a good thing to know, what would this have looked like in a traditional format?
Sales (3,000 x $35)



$105,000

Less Cost of Goods Sold

  Var COGS (3,000 x $13)
$39,000

  Fix COGS (FOH) 

  31,000

     70,000
Gross margin




     35,000

Less operating expenses:

  Var Sell/Admin (3,000 x $2)
    6,000

  Fix Sell/Admin


  23,000

     29,000
NOI





$     6,000
Cost behavior indicates how the costs relate to changes in the volume of the driver activity (sometimes this is units)


Variable costs

Fixed costs

Mixed costs

We need to be able to split mixed costs into their fixed and variable components for useful decision making. There are 3 methods: Scattergraph, High-Low, and Least squares regression analysis. What are the benefits and problems with using each of them.

What is contribution margin?

Be able to calculate a traditional and a contribution margin income statement.
