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Chapter 13 - Activity Based Costing
Concepts
A.

What is the use of Traditional / conventional / absorption costing

IT helps to put overheads of the company inside the product by means of absorption rate (6 methods for
absorption rate). A company can either have 1 absorption rate for 1 company (blanket method) or 1 rate for 1
production department (departmental method).
Dis-advantages
1.

No product gets its own cost and one product transfers it cost to another product

2.

Different costs get merged and hence lose their nature

3.

Not applicable to the service sector

B.

What is activity-based costing?

It is a new technique as compared to absorption costing. It gives us a better way to allocate overheads to the
products/segments/customers/cost objects. It is done using cost driver and cost driver rate. It is useful for
1.

Companies following target costing.

2.

Customer Profitability Analysis

3.

Direct Product profitability

4.

Value Chain

5.

Assigning Environmental Costs to the products.

C.

Cost drivers are of two types.

1.

Structural Cost Drivers are the organisational factors that affect the costs of a firm’s product e.g. No of
plants, scale, degree of work centralization

2.

Executional cost drivers: are based on the firm’s operational decision on how the various resources are
employed to achieve the goals and objectives. E.g. The participation of the workforce towards continuous
improvement, the importance of total quality management, the efficiency of plant layout etc. are examples
of executional cost drivers.
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What is Activity-Based Management

It is a method of identifying and evaluating activities that a business performs, using activity-based costing to carry
out a value chain analysis or a re-engineering initiative to improve strategic and operational decisions in an
organization.
1.

Strategic ABM is about ‘doing the right things. It uses ABC information to determine which products are to
be manufactured and which activities are to be used.

2.

Operational ABM covers the actions that increase efficiency, lower cost (i.e. reduce the cost driver rate of
activities) and leads to higher revenue through better resources utilisation- in short, the action required to
do things right. In other words, it is all about ‘doing things right.

E.

What is Activity-Based Budgeting

It is a way of forecasting the future. Instead of making functional budgets, we make budgets activity-wise.

Q10 / Category - Concept Builder/ Star Rating -

⭐

1.

Under absorption costing, if overheads are given departmental wise, use departmental
rates.

2.

Under activity-based costing, the cost driver for Receiving and inspecting will be the Number of purchase
requisitions and for production and machine, set-up will be the number of machine setups.

3.

For comments, 1st para - which products will not be sold and which products will be sold at a loss or small
profit. 2nd para - which products have transferred overheads to which products. And 3rd para - the
company should follow Activity-based costing to better true overheads costs.

Q11 / Category - Concept Builder/ Star Rating -

⭐

1.

Volume Based system means, traditional costing i.e absorption costing.

2.

Material handling overheads rate means % of material costing method.

3.

Machining cost should be divided in the ratio of total machine hours.

4.

Cost drivers of these costs are
Cost Driver:

Set – up - Number of Sets ups or number of production runs

Cost Driver:

Machining - Total Machine Hours

Cost Driver:

Receiving - Number of Receipts of RM i.e. no. of times we have ordered

Cost Driver:

Packing - Number of deliveries of FG

Cost Driver:

Engineering - Number of production orders

Cost Driver:

Planting of trees - Number of Trees Planted

Cost Driver:

Solid Waste Removal - Volume of waste generated

Cost Driver:

Research & development activities - R & D hours spent

If the company has asked us to follow EMA, then we need to identify environmental-related costs and find their
cost driver. That will lead to the correct cost.
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Q12 / Category - Classwork/ Star Rating -

⭐⭐⭐

1.

It is a problem only with EMA.

2.

Company earlier used to divide overheads equally, now it is planning to follow EMA.

3.

In EMA, there is a cost of the incinerator, which should be divided based on the amount of waste generated.

4.

Based on EMA, profitability is different. Earlier, it was Rs. 15 each. Now it comes to Rs. 24 for Grade A and
Rs. 6 for Grade B. This is because more waste is generated by Grade B and hence, more cost is given to
Grade 2B.

5.

As the profitability of Grade A rises, we can think of decreasing the SP to capture more market.

6.

For grade B, profit has fallen by Rs. 9. Hence, the company can think of increasing the SP by Rs. 9 but due to
that, demand might start to fall. A long term sustainable approach will be to reduce the amount of waste
generated to reduce the cost.

Q13 / Category - Classwork/ Star Rating -

⭐

1.

It is Nov 2019 question

2.

Just identify the cost drivers and it is almost the end of the answer.

3.

Cost Driver:

Packing Material Costs - Packing Materials(kg.)

Cost Driver:

Energy Cost - Energy Usage (KWH)

Fines for Release of Toxins into Air

Toxins Released

Operating Costs of Pollution Control Equipment

Pollution Control Machine Hours

Q14 / Category - Homework/ Star Rating -

⭐⭐⭐

1.

It is May 2019 question

2.

It is similar to Q12

3.

For answering past d and e, please read theory - chapter number 4.

Q15 / Category - Homework/ Star Rating -

⭐

1.

Sales will depend on quantity sold while prime cost depends on quantity produced. Do
remember, defective units will also entail cost.

2.

Cost Driver: Inspection activity - Total inspection hours (no. of inspection hours per run x no. of runs).

3.

Cost Driver: Machine repair and maintenance - Total inspection hours

4.

Whenever you are asked to rank the products, use absolute total profit as a base. For comments purposes
(if required), you can compute profit as a percentage of sales.

Q16 / Category - Classwork/ Star Rating -

⭐⭐

1.

The company currently follows a labour hour system.

2.

Company wants to shift to ABC and hence gives us 4 activities.

3.

Problem has given us all the expenses which we need to classify into 4 activities.
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4.

For equipment operation & maintenance expenses, it is given to us. If, you cannot find an exact activity, put
it in the closest activity.

5.

For technicians' wages, 30% part will go in the ratio of which equipment maintenance expenses had gone
i.e.A1:A2 and A4 in the ratio of 15:70:15.

6.

Once, all activities cost were ascertained, all cost drivers were too easy.

7.

We are making a total statement of cost in this question. In end, we divide by the number of units to get the
factory cost per unit.

8.

There is one thing that ICAI got wrong. We have given a note for that.

Q17 / Category - Classwork/ Star Rating -

⭐

1.

It is a question on Bank

2.

Find the activity cost. Current costs are given. Changes are given. Estimate the cost for the
budget period.

3.

Cost drivers are easy.

Q18 / Category - Classwork/ Star Rating -

⭐

1.

It is a question on BEP with ABC

2.

BEP = Fixed cost ÷ Contribution per unit.

3.

Fixed Cost will include Cost calculated based on activity-based costing i.e. Cost Driver Rate x level of
activity.

Q19 / Category - Classwork/ Star Rating -

⭐

1.

It is the same as the previous question.

2.

Just remember, when units per run will change, even fixed costs will change.

Q20 / Category - Classwork/ Star Rating -

⭐⭐⭐

1.

It is a problem, where cost driver rates are given and levels of cost drivers are given.

2.

It is a problem with convenience stores that deal in multiple products.

3.

Through ABC, we are able to find the true profitability of each product line i.e. soft drinks, fresh drinks and
ready to eat. This is done activity-wise. This will be a far better way of finding overheads instead of finding
only 1 single figure of overheads and dividing among the products in the ratio of COGS. if that is done, then
products that have higher Purchase costs will get higher overheads also.

5.

Following ABC, help you to get

6.

a.

true profitability

b.

decide product priorities

c.

It helps a company to fix staff responsibilities and evaluate performance.

d.

find out ways and means to reduce the cost in future.

Finally, the company is following Kaizen costing to reduce the cost and we have to find reduced for the next
to next month. That is only the calculative part.
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Q21 / Category - Homework/ Star Rating -

⭐⭐⭐

1.

It is a May 2018 exam question.

2.

Company is an airline company and it has two divisions. We have to find profitability
department wise.

3.

It is an easy problem where cost drivers can be found out from the names of the activities only.

Q22 / Category - Classwork/ Star Rating -

⭐⭐⭐

1.

It is the Nov 2020 RTP problem.

2.

IT wants to accept the offer provided the PV ratio is 28% or more. That is why we need to
find the cost.

3.

Company currently follows absorption costing and follows the percentage of labour cost and material cost
method. Based on that cost is given to us although in class we have still tried to test it.

4.

It wants to find contribution margin when the company follows activity-based costing. We use the cost
drivers told by the question: For material related costs we follow a total number of parts and for labour
related costs we follow a total number of labour operations.

5.

In part (ii), we have to say whether ABM is useful or not. Mention about Strategic and Operational ABM
discussed in the beginning.

Q23 / Category - Concept Builder/ Star Rating -

⭐

Value-Added Activities: The Value Added activities are those activities that are
indispensable in order to complete the process. The customers are usually willing to
pay (in some way) for these services. By default, only processing time is Value Added
Activity.
Non-Value-Added Activities: The Non-Value Added activity represents work that is not valued by the external or
internal customer. Non-Value Added activities do not improve the quality or function of a product or service, but
they can adversely affect costs and prices. Non-Value Added activities create waste, result in the delay of some
sort, add costs to the products or services and for which the customer is not willing to pay. Inspection, waiting
time, move time, set up costs are examples of Non-Value Added activities.

Q24 / Category - Classwork/ Star Rating 1.

Manufacturing cycle efficiency

⭐⭐⭐

= Value added time / Total manufacturing cycle time
= Value added time / (Value added time + Non-Value added time)
It is a measure of how much time a company is spending on value-added activities.
2.

Manufacturing cycle time
= total time per batch/units per batch
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Cycle efficiency
= Value added time / (Value added time + Non-Value added time including delay in capturing or processing
the order)

Q25 / Category - Classwork/ Star Rating -

⭐⭐⭐

1.

It is May 2021 - RTP question

2.

It is the same as the previous question except that you have to make an equation & get the answer.

3.

We have to find the original MCE and Revised MCE

4.

Then we have to talk about Cellular Manufacturing, which in any case will come in our next few chapters.

Q26 / Category - Classwork/ Star Rating -

⭐⭐⭐

1.

It is a case study problem

2.

It discusses everything from absorption costing to the activity-based problem.

3.

Company has two products: Custom made PIANO and Standard product Electronic Keyboard Instruments.

4.

For PIANO, customisation is required which is done by PROFESSIONAL CRAFTSMEN. These people are
given space in the company only. The company charges its customers the amount paid to PROFESSIONAL
CRAFTSMEN plus 10%. The company is not sure that it is recovering the entire cost as the cost of space
occupied by these PROFESSIONAL CRAFTSMEN is not considered.

5.

Moreover, all also realise that ABC will be more useful for the PIANO division as every unit will be different
while for Electronic Keyboard Instruments, it will not be much useful.

6.

ABM will help such companies to
a.

Price the PIANO properly. Currently, the company is only having a mark up of Rs. 37,50,000 which
is not even enough to meet the expense of the space kept for the PROFESSIONAL CRAFTSMEN

b.

Analysis of Activities: Company should assess the value of each activity and do only those
activities which add value to the customer.

c.

Performance measurement

Examples of Activities with Cost Drivers

No.

Activities

Cost Drivers

1

Receiving /
Procurement

2

Production scheduling/machine set up

No. of setups

3

Machine oriented activity or Machine
department costs

Total Machine Hours

4

Administration overheads for spare parts

Number of spare parts

5

Material handling costs

Number of times material was handled
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6

Receiving or Store receiving

Number of receipts

7

Packing

Number of deliveries

8

Engineering

Number of production
Engineering hours

9

Planting of trees

Planting of Trees because of pollution
generated by the manufacture of each
product.

10

Solid Waste Removal

The volume of waste generated by each
product (in Million metric tonnes)

11

Research & development activities

R & D hours spent

12

Inspection Cost

Total inspection hours

13

Advertising

Time spent on each product on TV or
Radio or Number of units sold or Sales in
rupees

14

Rework Cost

Number of units reworked

15

Assembly cost

Hours of assembly hours or labour hours

16

Quality testing

Hours of quality testing time

17

Computer Processing

Number of computer transactions

18

ATM Services

Number of ATM services

19

Bank issuing Statements

Number of statements

20

Activities depending on the Material cost

TOTAL number of material parts (number
of units x number of material units per
product)

21

Sales visits

Number of customer visits

22

Delivery - regular

Number of regular deliveries

23

Delivery – rushed

Number of rushed deliveries
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