Week 11


	

	Activity-Based Costing

	Product/Cost Relationships

	by

	Troy Buchanan

	


	


11/5/2007 

Origin
Activity Based Costing, or ABC for short, has been in use since the early 20th century.  As the manufacturing industry became more complex, managers needed a way to keep a closer watch on manufacturing costs within the company.  This in turn allowed them to more appropriately price their products, making them more competitive. (DirectoryM)
By the 1980’s ABC had been in use for nearly 80 years, though it had yet to be truly identified and defined as a solid business practice.  Although in 1987, Robert Kaplan and W. Bruns first defined ABC in their book, Accounting and Management: A Field Study Perspective, it was in 1988 that Robin Cooper and Kaplan worked together on a series of articles for the Harvard Business Review that better defined the practice of ABC.  They also recognized the reasons it was more beneficial to business than traditional cost accounting methods. (Wikipedia.org)
General Purpose

The purpose of ABC is to more accurately define the overhead and/or indirect costs associated with the manufacturing process and apply those costs to the product. (Answers.com)  In the past, cost accountants would add a percentage of expenses into direct costs as an allowance for indirect costs. (Wikipedia.org)  With the advent of ABC, expenses are now more accurately defined and added to product lines appropriately.  Although the process to define these expenses is sometimes tedious and costly, for some companies it provides an invaluable tool with which to measure the profitability of a product.
Organizational Strategy

A definite organizational strategy has to be in place before beginning the process of identifying actual costs within the manufacturing process, as well as implementing a plan once those costs are identified.

Although a small company or a company with only a product or two may be able to dive right into ABC analysis and implementation, a larger organization must do some careful planning before beginning.  Sometimes, a pilot project using only product or department is an ideal place to start.  This allows the ABC pilot project team to get some experience as well as hopefully providing some semi-rapid results that can be utilized in the short-term, thereby proving the effectiveness of the method. (Tarr)  According to the OSD Comptroller iCenter website, which provides financial services information for the Department of Defense, there are four steps to ABC implementation:
1. Identify activities—perform an in-depth analysis of the operating processes of each responsibility segment. Each process may consist of one or more activities required by outputs. 

2. Assign resource costs to activities—this is sometimes called "tracing." Traceability refers to tracing costs to cost objects to determine why costs were incurred. DoD categorizes costs in three ways: 

a. Direct—costs that can be traced directly to one output. Example: the material costs (varnish, wood, paint) to build a chair. 

b. Indirect—costs that cannot be allocated to an individual output; in other words, they benefit two or more outputs, but not all outputs. Examples: maintenance costs for the saws that cut the wood, storage costs, other construction materials, and quality assurance.) 

c. General & Administrative—costs that cannot reasonably be associated with any particular product or service produced (overhead). These costs would remain the same no matter what output the activity produced. Examples: salaries of personnel in purchasing department, depreciation on equipment, and plant security. 

3. Identify outputs—identify all of the outputs for which an activity segment performs activities and consumes resources. Outputs can be products, services, or customers (persons or entities to whom a federal agency is required to provide goods or services). 

4. Assign activity costs to outputs—assign activity costs to outputs using activity drivers. Activity drivers assign activity costs to outputs based on individual outputs’ consumption or demand for activities. For example, a driver may be the number of times an activity is performed (transaction driver) or the length of time an activity is performed (duration driver). (OSD Comptroller iCenter)
While these steps seem simple enough, they can sometimes be difficult to achieve, which is why there are still a great number of companies today that still use traditional costing methods instead of the more accurate ABC method.  Investigating or implementing an ABC method requires a commitment from top management, which will filter down to each and every employee.
Strengths and Weaknesses

While the thought behind ABC makes sense, and the results would be of great benefit for many companies, there are still some inherent problems with the methodology.

In some instances, costs can be defined, but where and how to assign them can be extremely difficult.  An example would be the salary of the company’s CEO.  This is difficult to assign because there is no solid method of doing so. (Wikipedia.org)  Just because a cost cannot be assigned to a product or products does not mean that the ABC method is seriously flawed and should be abandoned.  According to Robert Kaplan, one of the founding fathers of ABC, small inconsistencies are acceptable.  The objective is to be “approximately right”. (Kaplan and Anderson)

A strength of ABC, as has been mentioned throughout this paper, is having a better understanding of what indirect or overhead costs go into the cost of a product.  Knowing exactly how much time and materials go into a product from all areas instead of just the ones that are obvious is of great value to any organization.  It leads to more efficient processing in the manufacturing process, which in turn leads to greater profits through realization of cost savings.
Specific Applications

There are too many specific applications of ABC to be listed here, but it will suffice to say that many industries could see benefits from implementing an ABC method, or at the very least identifying actual costs within a process.


One interesting example I found through my research was how United States shipyards were being compared to Northern European shipyards in their conversion from mainly military use to commercial shipbuilding.  A large part of this study required determining hidden costs within the process that are the result of bloat and financial sloppiness that are inherent in the fulfillment of government contracts. (Kvaerner Masa Marine INC Annapolis MD)
Conclusion

In conclusion, we can see that the methodology behind Activity-Based Costing is sound, and can result in sometimes great savings to a company willing to take the time, effort and expense to implement a plan.  Although there are some pitfalls to the process, with perseverance and a solid commitment from management, ABC can be of great benefit to a manufacturing company.
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