CHAPTER 5

ACTIVITY-BASED COSTING and ACTIVITY-BASED MANAGEMENT

I.  LEARNING OBJECTIVES

1. Explain how broad averaging undercosts and overcosts products or services

2. Present three guidelines for refining a costing system

3. Distinguish between simple and activity-based costing systems

4. Describe a four-part cost hierarchy

5. Cost products or services using activity-based costing

6. Explain how activity-based costing systems are used in activity-based management

7. Compare activity-based costing systems and department costing systems

8. Evaluate the costs and benefits of implementing activity-based costing systems

II.  CHAPTER SYNOPSIS

Chapter 5 focuses on allocation of indirect costs by using an activity-based costing (ABC) system. Companies that produce a variety of products need a costing system that allocates costs based on the varying resource demands of each product.  Activity-based costing systems can help companies make better decisions about pricing and product mix, and assist in decisions about product design, by providing more accurate information about how different products and services use resources. Activity-based costing systems identify activities as the cost objects.

Inaccurate costing systems can provide misleading cost information and may result in product undercosting and overcosting. Three guidelines for refining a costing system are direct-cost tracing, indirect-cost pools, and cost-allocation bases.  

A cost hierarchy segregates costs into different cost pools. ABC systems typically use a cost hierarchy with four levels — output unit-level costs, batch-level costs, product-sustaining costs, and facility-sustaining costs.

III.  CHAPTER OUTLINE

Traditional product-costing methods often use a single indirect-cost rate to allocate costs to all products.  That method doesn’t work well when a company produces a range of products that employ different resources in varying amounts.  The Plastim example in this chapter illustrates how use of a single allocation measure resulted in overcosting of a simple product and undercosting of a more complex product. Use of direct manufacturing labor hours as a single allocation base for the two products was not appropriate since the more complex CL5 lens required considerably more setup hours than the simple S3 lens and was also produced in smaller batches. 

(Exhibits 5-1 and 5-2 illustrate the Plastim simple costing system.)

     Do Chapter Quiz # 1.
Assign Exercise 5-16.

Refining a costing system to reduce the use of broad averages for allocating the cost of resources to cost objects provides managers with better information and can improve the quality of business decisions. Three guidelines for refining a costing system are direct-cost tracing, indirect-cost pools, and cost-allocation bases. Direct-cost tracing tries to categorize as many of the costs as direct costs as is cost-effective, since allocation of indirect costs is typically not as precise as direct-cost tracing. The indirect-cost pools guideline refers to increasing the number of indirect-cost pools so that each pool contains a more homogeneous group of indirect costs, with similar cause-and-effect relationships between cost driver and indirect cost. In keeping with the cost-allocation base guideline, there should be a cause-and-effect relationship between each cost-allocation base (the cause) and each cost pool (the effect).

Do Chapter Quiz #2.

Assign Problems 5-28, 5-29, 5-30, and 5-31.

Simple costing systems with few indirect-cost rates allocate costs broadly.  However, using a simple costing system in today’s increasingly complex business environment results in greater inaccuracy of product costing. Refined costing systems reduce the use of broad averages for allocating costs and provide better product cost information. Activity-based costing systems are refined costing systems that focus on activities as cost objects and allocate costs on the basis of the activities needed to produce each product or service.

(Exhibits 5-6 compares simple and activity-based costing systems.)

Do Chapter Quiz #3.

Assign Exercise 5-18 PHGA.

A cost hierarchy categorizes indirect costs on the basis of the types of relationships between the indirect costs and the product or service being produced or performed.  Activity-based costing systems often use a cost hierarchy with four levels – output-unit-level costs, batch-level costs, product-sustaining costs, and facility-sustaining costs. Costs are assigned to one of those four levels depending on whether the costs occur with each unit or batch of units, or are costs incurred for the product line but not individual units/batches, or are organizational costs incurred that cannot be specifically allocated to individual product lines.

Do Chapter Quiz #4.

Assign Exercises 5-17 PHGA  and 5-19 EXCEL.
TEACHING TIP

Activity-based costing can be a difficult concept for students.  Using the suggested reading article “Activity-Based Costing for Higher Education Institutions” as the basis for an in-class exercise helps students better understand and relate to the concepts in this chapter.
The three guidelines for refining costing systems are direct-cost tracing, creating homogeneous indirect-cost pools, and identifying cause-and-effect cost allocation bases.  We can develop a refined activity-based costing system by applying those guidelines and the following seven-step approach:

1. Identify the products that are the chosen cost objects.

2. Identify the direct costs of the products.

3. Select the cost-allocation bases (activities) to use for allocating 

indirect costs to the products.

4. Identify the indirect costs associated with each cost-allocation base (activity).

5. Compute the rate per unit of each cost-allocation base (activity) used to allocate 

indirect costs to the products.

6. Compute the indirect costs allocated to the products.

7. Compute the total costs of the products by adding all direct and indirect

costs assigned to the products.

(Exhibits 5-3, 5-4, and 5-5 illustrate a Plastim activity-based costing system.)


Do Chapter Quizzes #5-7.

Assign Exercise 5-23 PHGA.
 

Activity-based costing systems can provide a company with improved product cost information.  Activity-based management (ABM) is a management decision-making approach that uses activity-based costing information to improve business performance.  ABC systems provide managers with information that can be used to improve decisions about product mix and pricing, cost reduction, process improvement, and product design.

Do Chapter Quiz #8.

Assign Exercise 5-24 PHGA.

The ultimate reason for refining a costing system is to improve the management decision-making process by providing enhanced product cost information. Department-costing systems improve on the early single-cost-allocation-base costing systems by developing separate cost-allocation bases for departments with different cost drivers.  Activity-based costing systems can refine the costing system even further by segregating department costs with different cost drivers (activities) into a  separate cost pool for each significant department activity.
Do Chapter Quiz #9.

Assign Problem 5-31.

Refining a costing system only makes sense if the benefits of a refined costing system exceed the costs on implementing a refined costing system. Implementing an ABC system may provide “net” benefits if significant amounts of indirect costs are allocated using one or two cost pools, if most indirect costs are unit-level costs, if products use different resources because of product differences, if financial reports display questionable results, and if there is considerable disagreement between operations and accounting departments about product costs.

Do Chapter Quiz #10.

Assign Exercise 5-26 and Problem 5-35.
IV.
CHAPTER 5 QUIZ
1. Production-cost cross-subsidization results from

a. allocating indirect costs to multiple products. 

b. assigning  traced costs to each product.

c. assigning costs to different products using varied costing systems within the same organization.

d. assigning broadly averaged costs across multiple products without recognizing amounts of resources used by which products.  

2. In refining a cost system 

a. total direct costs are unchanged because they can be traced in an economically feasible way to the product and traced costs are more accurate.

b. the costs are grouped in homogeneous pools of the same or similar amounts.

c. the criterion of cause and effect is used to relate indirect costs to a factor that systematically links to a cost object.

d. the organization looks for cost-allocation bases that will provide a uniform spreading of indirect costs to each product.

Question 3 is based on the following data:


The average cost data are for In-Sync Fixtures Company's (a retailer) only two product lines, Marblette and Italian Marble.  






            Marblette 
       Italian Marble
  

Purchase volume


  20,000

    
1,000
 


Purchase cost per unit


       $50


 $250



Shipments received


         12

     
     12



Hours used per shipment
*

           5

     
       3



* These data were accumulated after a careful activity analysis.


Currently, In-Sync Fixtures uses a traditional costing system with indirect costs allocated using purchased cost of goods as a basis.  In-Sync Fixtures is considering refining the allocation of  their receiving costs of $40,000.  They realize that the Italian Marble is heavier and requires more care than the Marblette but that the Marblette comes in larger volume.

3. Which statement can be made using the results of the activity analysis performed by In-Sync Fixtures?

a. The use of this refined activity-based costing system will increase the accuracy of the resulting product costs because a more appropriate cost driver will be used as the allocation base.

b. The traditional allocation method currently being used is causing product-cost cross-subsidization with the product line Marblette being undercosted.

c. The cost allocated to the Italian Marble product line under the current traditional system is more than the activity-based costing allocated cost.

d. The use of this refined activity-based costing system will increase the accuracy of the resulting product costs because it probably will cost less to trace the costs to the product lines.
4. Building or plant security is an example of

a. unit-level costs.




c. product-sustaining costs.

b. batch-level costs.



d. facility-sustaining costs. 

5. The allocation of indirect costs in an activity-based costing system

a. may require other costs to be allocated  to activities before the costs of the activities can be allocated to the products.

b. is simplified because more costs are identified as direct costs.

c. requires the use of heterogeneous cost pools.

d. is simplified because a limited number of activities are identified as cost objects.

Information for questions 6 and 7 is given below:

Chris has a custom curtain and chair cover shop.  The job-costing system was designed using an activity-based approach.  There are two direct-cost categories (direct materials and direct labor) and three indirect cost pools.  These three cost pools represent three activity areas of work at the shop.  

Activity Area


Cost Driver Used for Allocation

Cost-Allocation Rate

Materials handling 

Number of pieces in the pattern


$  2.00 per piece

Stitching


Number of pieces in the pattern


$25.00 per piece

Assembly/Installation

Direct labor hours



$15.00 per hour

In October Chris made and installed five sets of curtains and chair covers for clients.  A set includes curtains for two windows and coverings for three chairs. The direct labor rate is $20.00 per hour.  Cost data for curtains and covers follows:

Direct



Direct

   
Units


Material

Number

Labor 


Produced

Costs

of Pieces
Hours

       
Curtains
      
     
      10


$2,000

      1

  20

Chair coverings

      15


$3,375

      6

  90

6. The cost for a set of curtains and chair coverings would be

a.  $5,375.


b.   $2,385.

c.   $2,085.

d.   $1,253.

7. The indirect costs for the shop in October were

a. $11,925.

b.   $5,375.

c.   $4,900.

d.  $4,350.

8. Evaluating customer reaction of the trade-off of giving up some features of a product for a lower price would best fit which category of management decisions under activity-based management?

a. Pricing and product-mix decisions

c.   Design decisions 

b.
Cost reduction decisions


d.   Discretionary decisions

9. Which of the following statements is more representative of activity-based costing in comparison to a department-costing system?

a. The use of multiple cost-allocation bases
b. The use of indirect-cost rates for significant resource use
c. The use of the cause-and-effect criterion
d. The use of multiple cost pools
10. A significant limitation of activity-based costing is the

a. attention given to indirect cost allocation. 

b. many necessary calculations.

c. operations staff’s attitude toward the accounting staff.

d. use it makes of technology.
CHAPTER 5 QUIZ SOLUTIONS:  
1. D   2. C    3. A  4. D   5. A      

6. B   7. D   8. C   9. C   10. B
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LEARNING OBJECTIVE #1:





Explain how broad averaging undercosts and overcosts products or services.


























LEARNING OBJECTIVE #2:





Present three guidelines for refining a costing system.


























LEARNING OBJECTIVE #3:





Distinguish between simple and activity-based costing systems.
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LEARNING OBJECTIVE #4:





Describe a four-part cost hierarchy.























LEARNING OBJECTIVE #5:





Cost products or services using activity-based costing.














LEARNING OBJECTIVE #6:





Explain how activity-based costing systems are used in activity-based management.




















LEARNING OBJECTIVE #7:





Compare activity-based costing systems and department-costing systems.























LEARNING OBJECTIVE #8:





Evaluate the costs and benefits of implementing activity-based costing systems.
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