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ACTIVITY BASED COSTING

A B C - Activity Based Costing

· A further suitable and prompt abbreviation can be 

 A B C - Actively Breathe Costing

                                  (Or)

                   Act Best to Customers
                                  (Or)

                   Activity Boosts Costing   

SIMPLE BASICS OF ABC

An Organization performs activities to do its business.  These activities define the kind of business you are in. E.g. an accounting firm prepares tax returns; a University teaches students.  Al l these activities consume resources and it is the consumption which adds to overhead costs. So, the basis of activity-based costing is: to look at the activities required to produce the cost of the product or service. ABC is generally used as a tool for understanding product and customer cost and profitability.
 INTRODUCTION: 

 As global competition intensifies, companies are producing an increasing variety of products and services.  They are finding that producing different products and services places varying demands on their resources.  The need to measure more accurately how different products and services use resources has led companies such as American Express, Boeing, General Motors, and Exxon Mobil to refine their costing systems.  One of the main ways companies around the globe have refined their costing systems is through activity based costing.  

EVOLUTION OF ACTIVITY BASED COSTING SYSTEM

The concepts of ABC were developed in the manufacturing sector of the United States during the 1970’s and 1980’s.During this time , the consortium for advanced manufacturing – International , now known simply as CAM-I , provided a formative role for studying and formalizing the principles that have become more formally known as Activity Based Costing . 
           “Necessity is the mother of Invention” Right and it’s an ISO certified Statement. What could have been the deficiencies of Traditional Cost systems, which lead to the discovery of the ABC System?

The Answer is here: 

i) The present costing system has developed convenient Overhead recovery basis and blanket overhead recovery are acceptable when valuing stocks for financial reporting, but they are inappropriate when used for decision-making and typical product strategy decisions.  Such decisions have implications.  Over 3-5 years and over this period many fixed costs become variable.

ii) In discussing the question ‘Does your Company need a new cost system?’ Cooper suggested that the managers should ask themselves ‘ Do I really know what my products cost?’  If the answer to this question is ‘NO’   he argued that managers should consider whether it is necessary to undertake a detailed analysis of their cost accounting Systems.  But rather than undertaking a major and costly analysis in every case, he suggested that managers look for the symptoms which are indicative of a need for ABC.

iii) The traditional fixed verses variable cost split is often unrealistic since, business grows and become more complex.

iv) It’s easy to determine accurate costs of products or services when a company has only a few products .when companies expand their product offerings and these products use different amount of resources such as supervision, quality control it is more difficult to determine accurate costs of products. This situation is a main reason why companies use ABC.


Dell computer’s personal computers are categorized into different lines such as desktops, laptops and servers. The three basic activities for manufacturing personal computers are: a} designing computers b} ordering component products c} configuring the assembly line so the manufacturing process is as efficient as possible. Finished machines are packed and shipped to buyers. That sounds simple and it is.  But not simple enough so managers can assume that the costs to manufacture all computers are the same. If they assumed that they’d be making product decisions with flawed information. That’s because different activities are needed to produce different computers in the different product lines
v) Traditional costing fails to capture cause and effect relationships

vi) Growing dissatisfaction among the working executives regarding traditional costing, which is based on averages and estimates?
vii) Traditional accounting was confined merely to furnish information at product level.  The new manufacturing technology demands the feedback of performance while production is still in progress rather than history.

  Having escaping from the conventional/Traditional half-baked system lets enter now into a perfectly baked, cream coated, finely garnished system – the ABC System.

TERMINOLOGY: 

A Cost Object:  It is an item for which cost measurement is required e.g. Product or a customer.

A Cost Driver: It is a factor that causes a change in the cost of an activity. As historical data are sometimes not available to undertake statistical testing of the relationship between the cost driver and the behavior of cost pool, the choice of the cost driver are to be found:
Pure Volume Cost Drivers- Pure volume cost drivers are the most common and represent a reasonable homogenous measure of the output of the activity concerned. Eg- NO of customers / no of inspections

Weighted Volume Cost Drivers- these are used where the output of activity is clearly homogenous.

Situational Cost Drivers-Sometimes Situational Characteristics Of The Activity Can Be Important In Determining Its Work Load.
Motivational Cost Drivers-These are used when the intention is to motivate cost conscious behavior rather than produce product cost information in then most accurate manner.
Companies engage in many activities that consume resources and thus cost cause to be incurred. All activities have cost drivers i.e., the factors having direct cause effect relationship to a cost. The accounting system must first recognize that costs are created and incurred at the following different levels:

Unit level cost:  Traditionally, cost drivers were viewed only at the unit level. These drivers create unit-level costs meaning that they are caused by the production or acquisition of a single unit of product or the delivery of a single unit or service.

Batch level cost:  Costs are caused by a group of things being made, handled or processed at a single time are referred to as batch level costs. 
Product- level cost:  A cost caused by the development, production or acquisition of different items is called a product level or process level cost. These include engineering change orders, equipment maintenance, product development and scrap, if related to product design.

Facility - level cost: Some costs cannot be related to a particular product line. These are instead related to providing a facility. For e.g. Cost of maintaining a building or plant security or advertisement promoting the organization.

Organizational - level cost: Certain costs are incurred at organizational level for the single purpose of supporting continuing facility operations. These organizational level costs common to many different activities and products and services can be prorated among services and products on an arbitrary basis only. These costs are not product related .thus they should be subtracted from net product revenues instead of an arbitary and illogical apportionment.
Cost Pool: Costs are grouped into pools according to the activities, which drive them. In this al costs associated with procurement i.e. ordering, inspection, storing etc would be included in this cost pool and cost driver identified.

The technique of ABC lays importance on different costs for different costs, which are relevant to a particular decision.

A case study conducted by J.James and F.Mitchell in their “Activity Based cost management; a case study of development and implementation the main activities and cost drivers are identified.

STAGES IN DEVELOPED ABC SYSTEM:

            The steps required to develop an ABC system are as follows:

Step 1: IDENTIFY RESOURES
            Resources represent the expenditure of an organization. These are the same costs that are represented in a traditional accounting, ABC links these cost to products, customers or services.

Step2.IDENTIFY ACTIVITIES
          Activities represent the work performed in an organization. ABC accounts for the costs based on what activities caused them to occur. By determining the actual activities that occur in various departments it is then possible to more accurately relate these costs to customers, products and services.

Step 3.IDENTIFY COST OBJECTS 


ABC provides profitability by one or more cost object. Cost object profitability is utilized to identify money-losing customers to validate separate divisions or business units. Defining outputs to be reviewed is an important 

Step in a successful ABC implement action.

Step 4.DETERMINE RESOURCE DRIVERS

Resource drivers provide the link between the expenditure of an Organisation and activities performed within the Organisation.

Step 5 DETERMINE COST DRIVERS

             Determination of cost drivers completes the last stage of the model.  Cost drivers trace or links the cost of performing certain activities to cost objects.

Simply,

                                                    Total cost of activity (cost pool)

      Activity cost driver rate = ---------------------------------------------

                                                          Activity cost driver

Step 6 Assign Costs to the cost objects using the formula:  costs = resources consumed * activity cost driver rate

IMPLEMENTATION OF   ABC SYSTEM:

        In ABC the hidden weakness and high cost segments are identified for maximum effectiveness of cost accounting system.  The process of designing and implementing an ABC System for support departments usually by way of interviewing the concerned departmental heads to have an insight into the departmental operations and into the factors that trigger departmental activities.  Subsequent analysis traces these activities to specific products.

The practical stages in the ABC implementation are:

i) Staff training:  The need for the cooperation of staff in the concerted team effort for mutual benefit must be emphasized throughout the training activity.

ii) Activity definition:  The listed transaction must be rationalized in order to aggregate those in similar categories and eliminate those deemed immaterial.

iii) Activity driver selection: A single driver covering all the transactions grouped together, activity probably does not exist, multiple driver models could be developed if the data were available.

iv) Costing: A single representative activity driver can be used to assign costs from the activity pools to the cost and objects. 

       This procedure can there be repeated for all material activities.

   ABM MODEL: 
     The early adopters of Activity Based Costing used it to produce more accurate product costs but it soon become apparent to the users that it could be extended beyond purity product costing to a range of cost management applications.  The term activity based management (ABM) is used to describe the cost management application of ABC. Activity Based management is a discipline that focuses on the management of activities as the route to improving the value received by the Customer and the profit achieved by providing this value.  This discipline includes cost driver analysis, activity analysis and performance management.

       ABC supplies the information and ABM uses this information in various analysis designed to yield continuous improvements.  Consortium for Advanced Management – International (CAM-I) pictorially presents ABM Model: 

ABC SUPPORTS CORPORATE STRATEGY:


ABC supports corporate strategy in many ways such as:

1. ABC system can be effectively support the management by furnishing data at the operational level and strategic level. Accurate product costing will help the management to compare the profits that various customers, brands or regions generate and to decide on pricing strategy dropping unprofitable lines etc.

2. It encourages management to redesign the products. 

3. ABC will report on the resource spending vis-à-vis resource consumption and reduce demand in organizational resources leads to increase in profits.

  But many ABC applications are selective –special studies within subparts of the organization such as business division.

4. ABC analysis helps managers focus their attention and energy on improving activities and the actions allow the insights from ABC to be translated to increased profits.

5. The cost drivers established by the system can be used to measure activity performance and efficiency.

6. The accurate feedback can be provided to cost centre managers on their performance based on their consumption of resources during a period.

SURVEYS OF COMPANY PRACTICE: ABC is being implemented by a growing number of companies around the globe. Specific ABC applications vary from Organisation to Organisation.  A few organization use ABC as their basic, ongoing cost accounting system. The UK study by Drury & Tayles indicated that company size and business sector had a significant impact on ABC adoption rates.

The adoption rates were:

              -45% for the largest organisations.

              -51% for financial and service Organisations

           A Survey of U S Companies in the food and beverage industry found 18% of the respondents implementing ABC and 58% considering it.  

   Although the ABC Adopters used significantly more cost pools and cost drivers than the non-adopters, most adopters used fewer cost pools and drivers compared with what is recommended in the literature.  Approximately 50% of the ABC adopters used less than 50 cost centers and less than 10 separate types of cost drivers rates.


The Canadian survey reported the two most common implementation problems were difficulties in defining activities and difficulties in selecting cost drivers.  

          The two top-ranked problems in the New Zealand survey were difficulties in obtaining reliable data and lack of middle management acceptance. 

             The Dutch survey cited problems of other priorities and lack of time, as well as the difficulty and cost of collecting data.

CONCLUSION:


Many Manufacturing companies have implemented ABC reported benefits experienced by them which include:

· More accurate cost information for product costing and pricing (71%)

· Improved cost control and management (66%)

· Improved insight into cost drivers (5%)

· Better performance measures (46%)

· More accurate customer profitability analysis (25%).

A lot of Fillip and scope has been given to the cost cutting measures. ABC can rightly fit in the industrial and service sectors .ABC though requires initial cost to sow the yield in the future of the fruit comes at a price which is equitable to the company and justifiable to the customer since the real prices fits perfectly like gloves.

