ACTIVITY BASED COSTING
The change of manufacturing techniques has in some cases made traditional costing systems inappropriate, hence this has given rise to other systems such as Activity Based Costing (ABC).

Consider the situation where there are two identical plants.  Plant X produces 500,000 units of Product A and Plant Y produces 50,000 units of Product A and 450,000 of many products which are similar to A.  The variable cost structure of the two plants are similar but Plant Y has more overheads in the following areas:

Set up costs

(for each production run of a similar product)

Inspection costs
(for each production run of a similar product)

Inventory costs
(due to range of products)

Purchasing costs
(extra staff to buy the greater range of raw materials)

Despatching costs
(more complex due to range of products)

If direct labour hours or direct machine hours are used to allocate the overheads then in Plant Y Product A will suffer about 11% of these additional overheads and a small run of another product, say 1000, will be allocated about 0.2%.  Therefore the high-volume products will subsidise the low-volume products.  This cost allocation is misleading as the additional overheads in Plant Y compared to Plant X arise due to the complexity of the operations.  The products which contribute to the complexity should bear the additional costs ie the costs of producing Product A in Plants X and Y should be similar.
The essence of ABC is that it is activities which cause cost, not products, and it is products which consume activities.  If the cost of activities and their relationship to products is understood there can be established a basis for product costing performance measurement.
ABC can be thought of as a method of charging overheads to cost units on the basis of benefits received from the particular indirect activity eg ordering, planning, setting, etc.  ABC seeks not only to allocate overheads to products on a more realistic basis than simply production volume, but also attempts to show the relationship between overhead costs and the activities that cause them.

The key difference between ABC and the traditional systems is the way that the costs of support activities are collected and then charged to cost units.
An ABC system is made up of four stages:

Stage 1.
Identify the main activities in the organisation eg material handling, purchasing, reception, dispatch, machining, assembly, etc.

Stage 2.
Identify the factors which determine the costs of an activity.  These are known as cost drivers eg number of purchases and orders, number of orders delivered, number of set ups etc.

Stage 3.
Collect the costs of each activity.  These are known as cost pools and are directly equivalent to conventional cost centres.

Stage 4.
Charge support overheads to products on the basis of their usage of the activity, expressed in terms of the chosen cost driver(s).

The figure overleaf shows the outline of ABC contrasted with conventional product costing.

It can be seen that the main differences between the two systems is at the second stage.  In a traditional system overheads would be charged to products using at the most two absorption bases, labour and/or machine hours, whilst ABC systems use many drivers as absorption bases (number of set ups, number of orders, number of despatches, etc).  Hence it is argued that ABC should produce more realistic product costs.

When dealing with classification of costs we saw that traditional systems divided costs into variable, those that change with production volume, eg direct material, power etc and fixed, those that do not change with production volume, which includes most overheads.

ABC views costs as short-term variable costs, long-term variable costs and fixed costs.  Short-term variable costs equate with variable costs as under traditional cost accounting.  These are traced to products using production volume-related cost drivers as appropriate, eg direct labour hours, direct machine hours, direct material etc.  If products use these in different proportion then several rather than one or two would be used as cost drivers.

Long-term variable costs are overhead costs which do not vary with production volume but do vary with other measures of activity, but not immediately ie there is a time lag eg cost for stock handling, production scheduling, set ups, production engineers etc.

Fixed costs are costs which do not vary with any activity indicator.
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The advantages of ABC are:
1.
More realistic product costs are likely to be obtained.

2.
More overheads can be traced to the product, especially non-factory floor activities.

3.
ABC recognises that activities cause cost, not products, and it is products which consume activities.

4.
ABC helps in reducing costs by identifying activities which do not add to the value of the product.

5.
ABC is more relevant to strategic decision making.

6.
ABC can trace costs to processes, customers, areas of managerial responsibility as well as product costs.

The disadvantages of ABC are:

1.
It is likely to be more complex and hence more expensive to administer.

2.
In companies who have to use market based pricing it is not so useful.

3.
It still has problems with common costs, cost driver selection and non-linearity of cost drivers.

Tutorial example

Plant Y produces about one hundred products.  Its largest selling product is Product A; its smallest is Product B.  Relevant data is given below:
	
	Product A
	Product B
	Total products

	Units produced per annum

Material cost per unit

Direct labour per unit

Machine time per unit

Number of set ups p.a.

Number of purchase orders for materials

Number of times material handled

Direct labour cost per hour

Overhead costs:

  Set up

  Purchasing

  Material handling

  Machines
	50,000

£1.00

15 minutes

1 hour

24

36

200
	1,000

£1.00

15 minutes

1 hour

2

6

15
	500,000

500

2,800

12,000

£5

£

280,000

145,000

130,000

   660,000

1,215,000




Total machine hours are 600,000.

Use (a) a conventional system and (b) ABC to find a unit product cost.

Example

Assume that a firm makes four products A, B, C and D.  Data for the past period are as follows:

	Product
	Output units
	Number of production runs in period
	Direct labour hours per unit
	Machine hours per unit
	Material cost per unit
	Material components per unit

	A

B

C

D
	25

25

250

250
	3

4

7

10

24


	2

4

2

4
	2

4

2

4
	£30

£75

£30

£75
	8

5

8

6


Direct labour costs £7 per hour.

	Overhead costs
	£

	Short-run variable costs

Long-run variable costs:

  Scheduling costs

  Set-up costs

Material handling costs
	8,250

7,680

3,600

  7,650

27,180




Find the unit production cost using

(a)
conventional product costing using a labour hour or machine hour overhead absorption rate

(b)
ABC with the following cost drivers:



Short-term variable costs:

Machine hours



Scheduling costs:


Number of production runs



Set-up costs:



Number of production runs



Material handling costs:

Number of components

(c)
Compare the results from the two methods.
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