Answer 2 - Costing and Pricing
i. [bookmark: _GoBack]At present, the business makes each type of casing in a batch.  The direct materials and labour costs will be recorded for each batch.  A share of the overheads will be added for the period in which production of the batch takes place.  The basis of absorbing the overheads into a batch is a matter of managerial judgement.  One method is to use direct labour hours spent working on the batch, relative to total direct labour hours worked during the period.  If the activity is capital-intensive, a machine-hour basis of dealing with overheads might be more appropriate.  Overheads might be collected department by department and charged to the batch as it passes through each department.  Alternatively all overheads for the entire production facility might be totalled and dealt with more globally.  Once the full cost (direct costs plus a share of indirect costs) has been ascertained for the batch, the cost per aluminium casing can be established by dividing the batch cost by the number in the batch.
The uses to which this information can be put are as follows:
· Pricing- the business will need to have information on whether it can produce the good or service at a price that the market will bear, maybe before production has begun.  However, in some circumstances depending on the current market conditions, a manufacturer would be unlikely to be able to base prices on full cost, and competing with others would have to be a “price- taker”.
· Control- a system of budgetary control can be implemented using variance analysis on the planned future costs of production against the actual costs incurred.  Appropriate action can be taken based on the results of this process. However, care has to be taken where managers are held accountable for overhead costs over which they have little control.
· Assessing efficiency- comparing costs for the forthcoming period with those of previous periods (or with other similar businesses) can indicate the efficiency of the operation.  This can be misleading information if costs have been derived on different bases e.g. overheads might be absorbed on a business-wide basis in one business and on a departmental basis in the other.
· Performance measurement- valuing work in progress to measure the performance of an operation is vital.  

ii. Whereas the traditional approach to dealing with overheads is to deal with them in a fairly broad manner, ABC takes a more enquiring approach.  ABC takes the view that overheads are caused or driven by activities.  It is a matter of finding out which activities are driving the costs and how much cost they are driving e.g. a significant part of the costs of making casings of different sizes might be resetting machinery to cope with a batch of different size from its predecessor batch.  Where a particular model is made in very small batches, because it has only a small market, ABC would advocate that this model is charged directly with its machine setting costs.  The traditional approach would be to treat machine setting as a general overhead that the individual casings (irrespective of the model) might bear equally.  It is claimed that ABC leads to more accurate costing and thus to more accurate assessment of profitability.  The other advantage of using ABC and identifying cost drivers is that once the drivers have been identified, the costs are likely to become more controllable.  Thus the ability of management to assess the benefit of certain activities against their cost becomes more feasible.
