Student exercise - 3
High Road Challenge Company makes two products, touring bicycles and mountain bicycles. The touring bicycles product line is a high-volume line, while the mountain bicycle is a low-volume, specialised product.
In using activity-based costing, the company has identified four activities that were important cost drivers in order to allocate costs to an overhead. These activities were purchasing materials, setting up machines when a new product was started, inspecting products, and operating machines.
The company’s accountants estimated the overhead and the volume of events for each activity. For example, management estimated the company would purchase 100,000 pieces of materials that would require overhead costs of $200,000 for the year. These overhead costs included salaries of people to purchase, inspect, and store materials. Setting up machines for a new product would need 400 setups and overhead of $800,000.  The company would have 4,000 inspections and overhead of $400,000.  Finally, running machines would cost $600,000 for 20,000 machine hours.
These estimates were made last year and will be used during all of the current year. In practice, companies most frequently set rates for the entire year, although some set rates for shorter periods, such as a quarter.
Look at the overhead rates computed for the four activities in the table below. Note that the total overhead for current year is $2,000,000 using activity-based costing, just as it was using a traditional costing method. The total amount of overhead should be the same whether using activity-based costing or traditional methods of cost allocation to products. The primary difference between activity-based costing and the traditional allocation methods is the amount of detail; particularly, the number of activities used to assign overhead costs to products. Traditional allocation uses just one activity, such as machine-hours. Activity-based costing used four activities in this case. In practice, companies using activity-based costing generally use more than four activities because more than four activities are important. We used four to keep the illustration as simple as possible.
The estimated activity costs (predetermined overhead rates) are shown in Table 1 below.
Table 1                                     
	Activity
	Cost driver
	Activity cost (£)
	Estimated units

	Purchasing materials
	Pieces of material
	200,000
	100,000 pieces

	Machine set-ups
	Machine set-ups
	800,000
	400 set-ups

	Inspections
	Inspection hours
	400,000
	4,000 inspection hours

	Machine operation
	Machine hours
	600,000
	20,000 machine hours

	Total overhead
	
	2,000,000
	


During a period of one month, the High Road Challenge Company recorded the information about the actual number of activity cost units for each of the two products. These details are illustrated in Table 2 below.

Table 2
	Activity
	Touring bicycle
	Mountain bicycle

	Purchasing materials
	6,000 pieces
	4,000 pieces

	Machine set-ups
	10 set-ups
	30 set-ups

	Inspections
	200 hours
	200 hours

	Machine operation
	1,500 hours
	1,500 hours


Required
1. Construct a Microsoft Excel spreadsheet to show how the activity overheads detailed in table 1, compare between the two bicycles that the company produces for the given period
2. Comment on how the Activity-based costing in this case, differs from using traditional costing methods
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