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Chapter 5 – Cost Estimation Exam Prep Handout 
 
 
1. Hagler's Toupees has the following machine hours and production costs for the last six months of last 
year: 

   
If Hagler expects to incur 14,000 machine hours in January, what will be the estimated total production cost 
using the high-low method?  
A.  $8,750.00 
 
B.  $11,142.50 
 
C.  $22,400.00 
 
D.  $10,889.10 
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2.  The Business School at Eastern College is accumulating data as a first step in the preparation of next 
year's budget development. One cost that is being looked at closely is administrative costs as a function of 
student credit hours. Data on administrative costs and credit hours for the past thirteen months are shown 
below: 

   
The controller's office has analyzed the data and has given you the results from the regression analysis: 

   
If the controller uses the high-low method to estimate costs, the cost equation for administrative salaries is:  
A.  Cost = $96,409.42 + $103.56 × Credit-hours. 
 
B.  Cost = $69,474.40 + $114 30 × Credit-hours. 
 
C.  Cost = $201.21 × Credit-hours. 
 
D.  Cost = $198,808. 
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3.  Thul Company is interested in establishing the relationship between electricity costs and machine hours. 
Data have been collected and a regression analysis prepared using Excel. The monthly data and the 
regression output follow: 

   
If the controller uses regression analysis to estimate costs, the cost equation for electricity cost is:  
A.  Cost = $1,425.18 + $12.00 × Machine-hours. 
 
B.  Cost = $3,726.88 + $1,682.82 × Machine-hours. 
 
C.  Cost = $1,682.82 + $0.49 × Machine-hours. 
 
D.  Cost = $3,726.88 + $5.77 × Machine-hours. 
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E 5-39. Interpretation of Regression Results: Simple Regression  (LO 5-5) 

A local restaurant, Fred's Fish Fry, is estimating nonfood kitchen costs (labor, supervision, utilities, etc.) 
based on food cost. Data were gathered for the past 24 months and analyzed using a spreadsheet program. 
The following output was generated: 

 

The company is planning to operate at a level of $15,000 of food costs per month for the coming year. 

Required 

a. Use the regression output to write the nonfood cost equation. 

b. Based on the cost equation, compute the estimated nonfood kitchen costs (labor, supervision, utilities, etc.) 
per month for the coming year. 

c. Fred has asked you for advice on whether he should rely on the estimate. What will you say? 
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P 5-54. Methods of Cost Analysis: Account Analysis, Simple and Multiple Regression Using a 
Spreadsheet (Appendix A)  (LO 5-3, 4, 5, 7, 8) 

Caiman Distribution Partners is the Brazilian distribution company of a U.S. consumer products firm. Inflation 
in Brazil has made bidding and budgeting difficult for marketing managers trying to penetrate some of the 
country's rural regions. The company expects to distribute 450,000 cases of products in Brazil next month. 
The controller has classified operating costs (excluding costs of the distributed product) as follows: 

 

Page 202 

Although overhead costs were related to revenues throughout the company, the experience in Brazil 
suggested to the managers that they should incorporate information from a published index of Brazilian prices 
in the distribution sector to forecast overhead in a manner more likely to capture the economics of the 
business. 

Following instructions from the corporate offices, the controller's office in Brazil collected the following 
information for monthly operations from last year: 

 

These data are considered representative for both past and future operations in Brazil. 
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Required 

a. Prepare an estimate of operating costs assuming that 450,000 cases will be shipped next month based on 
the controller's analysis of accounts. 

b. Use the high-low method to prepare an estimate of operating costs assuming that 450,000 cases will be 
shipped next month. 

c. Prepare an estimate of operating costs assuming that 450,000 cases will be shipped next month by using the 
results of a simple regression of operating costs on cases shipped. 

d. Prepare an estimate of operating costs assuming that 450,000 cases will be shipped next month by using the 
results of a multiple regression of operating costs on cases shipped and the price level. Assume a price level 
of 145 for next month. 

e. Make a recommendation to the managers about the most appropriate estimate given the circumstances. 
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P 5-51. Interpretation of Regression Results: Simple Regression  (LO 5-5) 

Your company provides a variety of delivery services. Management wants to know the volume of a particular 
delivery that would generate $10,000 per month in operating profits before taxes. The company charges $20 
per delivery. 

The controller's office has estimated overhead costs at $9,000 per month for fixed costs and $12 per 
delivery for variable costs. You believe that the company should use regression analysis. Your analysis 
shows the results to be: 

Monthly overhead = $26,501 + $10.70 per delivery 

Your estimate was based on the following data: 

 

The company controller is somewhat surprised that the cost estimates are so different. You have been 
asked to recheck your work and see if you can figure out the difference between your results and the 
controller's results. 

Required 

a. Analyze the data and your results and state your reasons for supporting or rejecting your cost equation. 

b. Write a report that informs management about the correct volume that will generate $10,000 per month in 
operating profits before taxes. 
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INTEGRATIVE CASE 

Case 5-57. Cost Estimation, CVP Analysis, and Decision Making  (LO 5-4, 5, 8) 

Luke Corporation produces a variety of products, each within their own division. Last year, the managers at 
Luke developed and began marketing a new chewing gum, Bubbs, to sell in vending machines. The product, 
which sells for $5.25 per case, has not had the market success that managers expected and the company is 
considering dropping Bubbs. 

The product-line income statement for the past twelve months follows: 

 

All products at Luke receive an allocation of corporate overhead costs, which is computed as 5 percent of 
product revenue. The 5 percent rate is computed based on the most recent year's corporate cost as a 
percentage of revenue. Data on corporate costs and revenues for the past two years follow: 

 

Roy O. Andre, the product manager for Bubbs, is concerned about whether the product will be dropped 
by the company and has employed you as a financial consultant to help with some analysis. In addition to 
the information given on the previous page, Mr. Andre provides you with the following data on product costs 
for Bubbs: 
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Required 

a. Bunk Stores has requested a quote for a special order of Bubbs. This order would not be subject to any 
corporate allocation (and would not affect corporate costs). What is the minimum price Mr. Andre can offer 
Bunk without reducing profit any further? 

b. How many cases of Bubbs does Luke have to sell in order to break even on the product? 

c. Suppose Luke has a requirement that all products have to earn 5 percent of sales (after tax and corporate 
allocations) or they will be dropped. How many cases of Bubbs does Mr. Andre need to sell to avoid seeing 
Bubbs dropped? 

d. Assume all costs and prices will be the same in the next year. If Luke drops Bubbs, how much will Luke's 
profits increase or decrease? Assume that fixed production costs can be avoided if Bubbs is dropped. 

  


