Answer 12 - Absorption & ABC Costing
 (a)  Full budgeted production cost per unit using absorption costing
Product 				   X 		   Y 		   Z 		 Total
Budgeted annual production (units) 	10,000		8,000		12,000
Labour hours per unit 			2·5		3		4
Total labour hours			25,000		24,000		48,000		97,000
Overhead absorption rate = £660,000 / 97,000 = £6.80 per hour.
Product (at £ per unit)		   X		   Y		   Z
Direct materials 		12.00		14.00 		11.00
Direct labour 			15.00		18.00		24.00
Overhead (£6.80 x 2·5 / 3 / 4) 	17.00 		20.40 		27.20
–––––– 	–––––– 	––––––
Full cost per unit 		44.00		52.40 		62.20
–––––– 	–––––– 	––––––

[bookmark: _GoBack](b)  Full budgeted production cost per unit using activity based costing
Product 				   X 		   Y 		   Z 		Total
Budgeted annual production (units) 	10,000 		8,000 		12,000
Batch size 				200 		400 		150
Number of batches (i.e. set ups) 	50 		20 		80 		150*
Number of purchase orders per batch 	3 		3 		2
Total number of orders 			150 		60 		160 		370**
Machine hours per unit 			1·1 		1·1 		1·2
Total machine hours 			11,000 		8,800 		14,400 		34,200***
Cost driver rates (£):
Cost per machine set up 	160,000 / 150* = 1,066.67
Cost per order 			150,000 / 370** = 405.41
Cost per machine hour 		350,000 / 34,200*** = 10.23





Allocation of overheads to each product (£):
Product 				   X 		   Y		   Z 		Total
Machine set up costs			53,333 		21,333 		85,334	 	160,000
[1,066.67 x 50/20/80]
Material ordering costs 			 60,812		24,325 		64,866	 	150,003
[405.41 x 150/60/160]
Machine running and facility costs 	112,530 	90,024	 	147,312 	349,866
[10.23 x 11,000/8,800/14,400]
––––––––	––––––––	–––––––– 	––––––––
Total 					226,675 	135,682 	297,512 	660,000 
–––––––– 	––––––––	–––––––– 	––––––––
(Rounding error ignored)
Number of units produced 		10,000 		8,000 		12,000
Overhead cost per unit (£):		22.66 		16.96 		24.79
Total cost per unit: 			£ per unit 	£ per unit 	£ per unit
Direct materials 			12 		14 		11
Direct labour 				15 		18 		24
Overhead 				22.66 		16.96 		24.79
––––––		––––––		––––––
ABC cost per unit 			49.66 		48.99 		59.79
–––––– 	–––––– 	––––––
(c) Activity Based Costing (ABC)
The traditional approach to dealing with overheads is to deal with them in a broad manner, but ABC takes a more precise approach.  ABC takes the view that overheads are caused or driven by activities.  The organisation has to establish which activities are driving the costs and how much those costs are.  The traditional approach would be to treat machine set ups as a general overhead that the individual products (irrespective of the product type) might bear equally.  
Traditional costing is inefficient but is straightforward to administer with accounting systems already providing the required information.  Absorption costing used arbitrary bases for allocating and absorbing the costs.  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.
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