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Executive summary

In this report I will be discussing the methods Activity based costing (ABC) and Earned value management (EVM) and why businesses use them to boost profits for their organisation, I will also be discussing their individual advantages and disadvantages within an organisation, whilst writing about these strategies I will also compare both to see which suits best to a running business. In this report I will also mention other methods such as marginal costing and absorption costing and what they can bring to a business and I will also talk about the negatives they could potentially bring to a business.

























introduction
In the modern day, effective cost management has become a very big factor within businesses and organisations due to the forever changing business landscape. Cost effective management is a process in which an organisation has to plan, monitor and control their spending in order to stay within their required budget whilst being able to make profit along the way which is their main priority. Cost effective management being used within an organisation consists of many things such as identifying issues causing  a loss of profit to the business, identifying trends and patterns within the business to see where their strong and weak points are and lastly managing costs on orders the business may make involving materials they’ll need to bring in or any labour costs they’ll need to make for instalments. Many organisations follow a cost effective management strategy because it is a simple yet effective way of covering all of the important financial decisions an organisation will make. There are two effective ways which an organisation can cover their expenditures, first one being Activity based costing (ABC), this is a method many organisations use because it is intended to drastically improve the accuracy of cost allocation. The other method organisations may use is Earned value management (EVM), this is a technique used to assess the projects performance and gives a more structured approach when tracking progress and performance.









ABC (Activity based costing)
In this section I will be going more into depth on Activity based costing (ABC) discussing any advantages or disadvantages it may have as well as definitions.
“Activity based costing is a method where it assigns overheads and indirect costs to products and services through activities rather than the tradition volume based metrics”, Will Kenton 2025. (Overheads are a continuous expense to keep a business running which cannot be measured by a certain revenue unit.) By using this technique, it has been proven to increase the accuracy on cost insights, helping businesses to refine pricing strategies and identify major cost drivers. In this fast paced modern day world of business, it is crucial that an organisation has a great understanding of their cost insights because its about where you are spending your money, why you’re spending it and how these costs are going to affect you short term and long term. Erik Hooijer 2023, states “In modern businesses, decision-making driven by intuition or a gut feeling is rapidly becoming obsolete. Today’s leaders rely on data-driven decisions. And when it comes to financial decisions, cost insights are at the helm.” This means that cost insights are much more important than they are made out to be and offer a lot more than just finding out where your expenses are going, it outlines opportunities for an organisation, portrays potential risks to your organisation which can help you divert away from them to avoid any inconveniences and can give your organisation that competitive edge as it will force the organisation to make more thought through and informed decisions that will get them closer to their goal being profit. 
Businesses refining their pricing strategy means constantly making changing and improving prices on their products to maximize customer satisfaction in order to keep them coming back, it is very important for a business to have the same returning customers as they are a guaranteed source of income. In addition, there are many different types of pricing strategies, some being competitive pricing, this is where an organisation will set their prices based on their competitor’s offerings. This strategy is used by many organisations such as Asda where they purposefully lower the prices on their products to entice people to shop there over other options such as Tesco or Sainsburys. Another type of pricing strategy is dynamic pricing, this is where an organisation will change its prices on its products depending on the demand of the product. For example, an organisation will raise a product price if that product is in demand because it will most likely mean that the supply of that product has decreased meaning its harder to get. 
Whilst Activity based costing has many advantages it also has some downsides to it being the fact that it’s expensive to implement and maintain because it is highly complex and requires resources frequently so it can keep up to date whilst still producing accurate results. Another disadvantage is that it can occasionally be time consuming as the system needs time to collect all of the data.

EVM (Earned value management)
Earned value management is a technique businesses use that looks at the projects performances and progress by evaluating measurements. Earned value management will show you if the value of the work you’re doing matches up with the amount spent on actually doing that work and can figure out if its within the businesses budget and also if it’s worth continuing.  By using this method it gives project managers an early warning system to address possible problems before they become serious and enables a clear visual representation of project performance trends. There are many advantages of using earned value management such as having the ability to improve the accuracy of project forecasts by using data collected from this technique, this also means that project managers will have a more clear understanding and will be more likely to predict future patterns within the project which can help them prepare for any outcome. Another advantage is enhanced communication between shareholders as it can build a platform for discussing the organisations project or any trends or patterns thy may see, this is important because having good communication means that workers will be more likely to be on the same wavelength at all times which means better results, in addition it is very important that all members are on the same wavelength within an organisation especially in today’s fast changing environment.


Marginal Costing
Marginal costing is a method of costing that focuses on how costs change when the level of production changes. Instead of spreading all costs across every unit produced, this approach looks only at variable costs the costs that rise or fall directly with output, such as materials, labour, and certain overheads. Fixed costs, like rent or salaries, are treated differently. Since they remain the same no matter how much is produced, they are recorded as costs of the period rather than being assigned to each unit. One of the main advantages of marginal costing is that it provides a simple and clear understanding of cost behaviour. By separating variable costs from fixed costs, it helps managers see how costs change with different levels of production. This clarity makes it easier to analyse the impact of producing or selling additional units. In addition Marginal costing is also very useful for short-term decision-making. Also Drury explains that marginal costing emphasises the separation of fixed and variable costs, allowing managers to focus on contribution when making short-term decisions, since it focuses on contribution the amount each product earns after covering variable costs it becomes easier to decide whether to accept special orders, discontinue a product, or choose between alternative production options. Another useful advantage of marginal costing is that it helps in better inventory valuation and profit measurement, this is because marginal costing includes only variable costs in valuing inventory, closing stock is not inflated with fixed overheads. This often results in a more realistic profit figure, especially when production levels fluctuate. It prevents profits from appearing higher simply because more units were produced and stored rather than sold, giving a clearer picture of actual business performance. In contrast to these pros there are also some cons that come with marginal costing because marginal costing heavily emphasises short-term decisions, managers may be encouraged to prioritise short term gains over long term sustainability. Contribution-only decisions may ignore crucial strategic elements like capacity planning, customer relationships, and brand value. (Drury, 2018) also says One limitation of marginal costing is that it assumes all costs can be classified strictly as fixed or variable, an assumption that is rarely accurate in real business situations. Many costs are semi-variable or step-fixed, which reduces the precision of marginal costing. Lastly marginal costing can be misleading when the business is operating close to full capacity. In such cases, fixed costs may no longer remain fixed, and opportunity costs such as lost production capacity become significant, reducing the usefulness of marginal costing for decision making. (Bhattacharyya, 2011) backs this up by saying Marginal costing also loses accuracy when companies operate near full capacity. Fixed costs may begin to change and opportunity costs become more significant, reducing the usefulness of marginal costing for decision making. 

Absorption costing
Absorption costing is a method of costing that is applied to inventory valuation. It covers both variable and fixed manufacturing overhead costs in addition to labour and material costs. Full costing is another name for absorption costing. Businesses use this method because its “compliance with GAAP”, Absorption costing is required under accepted accounting principles for external financial reporting and ensuring consistency. In addition it is used because it gives a more broad view of costs, works well with accounting standards and has an influential impact on decision making and financial reporting. Absorption costing has many benefits such as providing a full view on production costs as it comprises both variable and fixed production costs, so each unit represents the entire amount of resources used to make it. This provides a more thorough understanding of the actual cost of production of a product. Another advantage of using absorption costing is that it helps businesses consider the full cost of production when setting prices. This is especially important for long-term decisions where covering both variable and fixed costs is essential for sustainability. In contrast here are some of the disadvantages that come with using absorption costing with one being over production, since fixed overheads are allocated to units of inventory, producing more units lowers the fixed cost per unit and can artificially increase profits. This may motivate managers to produce more than the business can sell, leading to excess stock and higher storage costs, this can lead to less profit being made as all the excess money made from sales will be spent on units that may never sell and will eventually be outdated or useless to customers. Another disadvantage that comes with absorption costing is that its not too helpful when it comes to analysing cost behaviour because it does not separate fixed and variable costs clearly, which makes it less useful for understanding cost behaviour. Business managers may often struggle to identify how costs will change if output increases or decreases. 

Difference between marginal costing and absorption costing
The main difference between absorption costing and marginal costing, two methods for calculating a product's cost, is how they handle fixed production overheads. Only variable costs, such as labour, materials, and variable overheads, are included in the price of each unit when using marginal costing. Fixed overheads are directly charged to the income statement and handled as period costs. Because marginal costing emphasises contribution, managers can see how much each unit contributes to making a profit and paying fixed expenses. However Absorption costing provides a more complete picture of total production costs and is necessary for external financial reporting under accounting standards like IFRS and GAAP. It incorporates both variable and fixed production costs in the cost of each unit. Fixed overheads are absorbed into product costs using a predetermined rate and become part of the inventory value, overheads are expensed only when the goods are sold, not when they are produced. Out of these two methods I have written about absorption costing seems to be the more useful and used method in business, according to accounting standards such as IFRS and GAAP and supported by authors like (Drury 2018) and (Horngren et al. 2015) absorption costing is the method most commonly used by businesses, as it is required for external financial reporting. (Horngren 2015) also emphasises that absorption costing is the accepted method for external reporting under accounting standards, while marginal costing serves as a managerial tool.






Conclusion
In conclusion, Activity based costing (ABC) and earned value management (EVM) are both effective strategies businesses use for better understanding, they are both effective strategies for businesses because they both excel in giving accurate details for understanding the costs and performance in metrics. Activity based costing can manage complexity more efficiently as Traditional costing often fails in environments with many products or high overheads. ABC performs well in such settings because it recognises the real relationship between activities and costs. Whereas earned value management can signal any early warning signs, it does this by helping identify cost overruns or schedule delays early, allowing managers to take corrective action before problems become serious. 
Furthermore marginal costing adds further value to a business because it is helpful for management as It enables the management to start a new line of production which is advantageous. It is helpful in determining which is profitable whether to buy or manufacture a product. The management can take decision regarding pricing and tendering (Siljak M). However it lacks when it comes to long term decisions, marginal costing mainly focuses on short term profit rather than long term which could impact a team if they got their sights set out on a goal which will take longer than expected. Furthermore businesses also use absorption costing as a strategy as well as marginal costing because it is able to track profit more accurately than anything else, this is important because managers always like to know specific figures so they know what to change and what not to. However this strategy does lack when it comes to production line comparison as it can complicate comparisons between different product lines.
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