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18.0 OBJECTIVES 

After studying this unit, you should be able to: 

 Comprehend the concept and importance of activity-based costing; 

 explain the objectives and features of activity-based costing;  

 describe the steps involved in activity-based costing, and   

 compute costs as per the method of activity-based costing system.  

18.1 INTRODUCTION 

Dear learners,  

You have already learnt the main objective of any costing system which 

helps to determine scientifically the cost of a product or service. Costs are of 

various types such as material, labour, utilities, consumables, financial 
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Activity Based Costing charges, depreciation, and many others. But all of them can be segregated 

into two distinct categories, viz. direct costs and indirect costs. 

You have also learnt that direct costs are the costs that are directly traceable 

to the products or the services that are being offered. Indirect costs, which are 

traditionally called ‘overheads’, are not directly traceable to the products or 

services. Hence, these overheads are first identified, classified, allocated, and 

apportioned to convenient service cost centres; reapportioned to production 

cost centres and finally absorbed by the cost units i.e., products or services. 

Direct costs have traditionally been the target of management scrutiny and 

evaluation. Indirect costs, on the other hand, have not had the level of 

scrutiny they deserve. The problem with having only one or two categories 

for pooling indirect costs is that it is very difficult to have the visibility to 

know what costs are truly necessary and what is not. Also, indirect costs can 

impact various products or services quite differently. Activity Based Costing 

(ABC) has been introduced to overcome the limitations of traditional costing 

systems. 

In this unit, the meaning, importance and other aspects of activity costing are 

discussed. Further, how to allocate overhead costs is also explained.  

18.2  BACKGROUND OF ACTIVITY BASED  

 COSTING 

Activity Based Costing is a Technology Trigger Cost Accounting that has 

gained popularity since around the mid-1980s. ABC aimed to correct the 

inaccuracies in the absorption of overheads adapted in traditional costing 

systems.  

ABC’s ability to reveal the distortions inherent in traditional cost accounting 

systems enabled changes in strategy processes, and operations and in turn, 

improved competitive posture. ABC is being nurtured as an ongoing 

technology with incessant inputs from continuous research. Today, ABC is 

considered the foundation of performance management. 

Technological advancements in Information Technology facilitated the 

convenient application of the ABC cost-effectively. New methods have 

evolved that reduced the cost of implementation and operation of ABC 

systems. ERP systems and BI tools made it easier to build and modify 

advanced ABC models and report the information to management. Enhanced 

functionality and reduced cost opened up entirely new applications for ABC. 

ABC has emerged as an integral component of a new generation of business 

performance management solutions. These new solutions include profitability 

management, performance measurement, financial management, 

sustainability and human capital management. 

CIMA, London, asserts that ABC is not a method of costing, but a technique 

for managing the organization better. It is a one-off exercise that measures 
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Activity Based Costingthe cost and performance of activities, resources, and the objects that 

consume the resources in order to generate more accurate and meaningful 

information for decision-making. 

18.2.1 Traditional Distortions 

The main objective of any costing system is to determine scientifically the 

cost of a product or service. Costs are of various kinds such as material, 

labour, utilities, consumables, financial charges, depreciation, and many 

others. But all of them can be segregated into two distinct categories, viz. 

direct costs and indirect costs.  

Direct costs are the costs that are traceable to the products or the services that 

are being offered. On the other hand, indirect costs which are traditionally 

called ‘overheads’ are not traceable to the products or services. Hence these 

overheads are first identified, classified, allocated, and apportioned to a 

convenient cost centre, reapportioned to production centres and finally 

absorbed by the cost units i.e., products or services.  

Direct costs have traditionally been the target of management scrutiny and 

evaluation. Indirect costs, on the other hand, have not had the level of 

scrutiny they deserve. The problem with having only one or two categories 

for pooling indirect costs is that it is very difficult to have the visibility to 

know what costs are truly necessary and what is not. Also, indirect costs can 

impact various products or services quite differently. 

Charging the direct costs to the products is comparatively simple and can be 

done with remarkable accuracy. However, the absorption of indirect costs by 

the cost units is complex and there does exist a possibility of distortion of 

costs leading to hidden and unintentional inaccuracies. Distortions in the 

absorption of overheads may lead to several wrong decisions such as Errors 

in fixation of selling prices; Wrong decisions concerning product mix; 

Ignoring customer orientation; Missing profitable opportunities; etc. Even 

though the basis of charging the overheads is quite logical, such of distortions 

happen to be one of the biggest limitations of the traditional costing systems. 

The distortions can be narrated by means of a simple example. Suppose XYZ 

Limited, a manufacturing company, is producing two products, A and B. The 

direct material cost for the products is Rs. 15,00,000& Rs.25,00,000 

respectively, totalling Rs. 40,00,000. Assuming that the total overheads are 

Rs. 20,00,000 and the company adopts direct material cost as the basis for 

absorption. The rate of absorption works out to 50% as shown below: 

Direct Material Cost   : Rs.40,00,000 

Overheads                   :  Rs.20,00,000 

 Rate of absorption    : (2000000 / 4000000) 100 = 50% 

Absorption by A          : 1500000 X 50%  = Rs.7,50,000 

Absorption by B          : 2500000 X 50%  = Rs.12,50,000 
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Activity Based Costing Product B is loaded with a higher quantum of overheads because of the fact 

that it consumes more of the direct material. Assuming that in the course of 

time, engineers have been able to bring down the direct material costs of 

product B to Rs. 22,50,000, without any change in the material costs of 

product A and also the total of the overheads, the revised cost computations 

would read as follows: 

Direct Material Cost   :  Rs.37,50,000 

Overheads                   :  Rs.20,00,000 

 Rate of absorption     :  (2000000 /3750000) 100 = 53.3333% 

Absorption by A          : 1500000 X 53.3333%  = Rs.8,00,000 

Absorption by B          : 2250000 X 53.3333%  = Rs. 12,00,000 

Even though, there is no change as regards product A, the absorption of 

overheads by it has gone up by Rs. 50,000/- from Rs. 7,50,000/- to Rs. 8, 

00,000/- which is an evident distortion. This distortion in costs may propel 

wrong decisions in several areas like make or buy, pricing decisions, 

acceptance of export offers, etc. 

18.2.2 Introduction to Activity Based Costing 

In the initial phase, Activity Based Costing was introduced with a view to 

overcoming the limitations of traditional 

costing systems. CIMA defines Activity 

Based Costing as, ‘cost attribution to cost 

units on the basis of benefit received from 

indirect activities e.g., ordering, setting up, and assuring quality.’ One more 

definition of Activity Based Costing is, ‘the collection of financial and 

operational performance information tracing the significant activities of the 

firm to product costs.’ 

The activity-based costing system assumes that products consume activities 

and activities consume costs. It leads to a more precise allocation of 

manufacturing overheads amongst the products. Activity-based costing 

provides a means to collect indirect costs in multiple categories and then 

apply the results individually to the products and services. By using multiple 

overhead pools and cost drivers, activity-based costing can provide more 

accurate cost figures for costing and pricing products and services. Activity 

may be considered as the cost pool of convenience, and the cost driver is the 

factor that impacts the cost of activity. 

The focus of ABC is on accurate information about the true cost of products, 

services, processes, activities, distribution channels, customer segments, 

contracts, and projects. ABC can help managers make better decisions about 

what they offer. This process also encourages continual operating 

improvements. Once business process costs are known with reasonable 

accuracy, activity-based budgeting can set realistic goals for improving the 

Products consume 

Activities and Activities 
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Activity Based Costingprocesses and for identifying those processes that are no longer needed or are 

unprofitable.  

18.2.3 Important Terms Used in Activity Based Costing 

Before going ahead with other aspects of ABC let us understand the 

following terms that are widely used in activity-based costing:  

(i)  Activity: An activity means an aggregate of closely related tasks having 

some specific functions that are used for the completion of goals or 

objectives. For example, customer order processing is an activity. It 

includes receiving orders from customers, interacting with the 

production department regarding capacity to produce and giving 

commitment to the customer regarding delivery time. Other activities 

may be assembling, packaging, advertising etc.  

(ii)  Resource: Resources are elements that are used for performing the 

activities or factors helping in the activities. For example; order 

receivers, telephones, computers etc., are resources in customer order 

processing activity. It may include material, labour, equipment, office 

supplies, etc. 

(iii)  Cost: Cost is the amount paid for the resources consumed by the 

activity. For example; salaries, printing and stationery, telephone bills, 

etc. are costs of customer order processing activity. It is also known as 

the activity cost pool. 

(iv)  Cost Object: Cost Object refers to an item for which cost measurement 

is required. e.g., a product, a service, or a customer. 

(v)  Cost Pool: A Cost pool is a term used to indicate the grouping of costs 

incurred on a particular activity that drives them. 

(vi)  Cost Driver: Any element that would cause a change in the cost of the 

activity is a cost driver. Cost drivers are the basis of charging the cost of 

activity to the cost object. Cost drivers are used to trace the cost of a 

product by using a measure of resources consumed by each activity. For 

example, frequency of order, number of orders, etc. may be cost drivers 

of customer order processing activity. A Cost Driver may be a Resource 

Cost Driver or an Activity Cost Driver. A resource cost driver is a 

measure of the quantity of resources consumed by an activity. An 

activity cost driver is a measure of the frequency and intensity of 

demand, placed on activities by cost objects.  

18.2.4  Objectives of Activity Based Costing 

Objectives of activity-based costing are: 

(i) To remove the distortions in the computation of total costs as seen in the 

traditional costing system and bring more accuracy in the computation of 

costs of products and services. 
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Activity Based Costing (ii) To help in decision-making by accurately computing the costs of 

products and services. 

(iii) To identify various activities in the production process and further 

identify the value-added activities. 

(iv) To distribute overheads on the basis of activities. 

(v) To focus on high-cost activities. 

(vi) To identify the opportunities for improvement and reduction of costs. 

18.2.5  Importance of Activity based Costing  

The importance of activity-based costing can be understood by the points 

mentioned below:  

(i) Activity-based Costing (ABC) improves the decision-making process by 

providing correct and relevant product cost data.  

(ii) Multiple cost drivers are used in ABC that are transaction (activity)-

based rather than product-based. Cost drivers and rates may also help in 

the scheming of new products or existing products.  

(iii) It follows all activities even outside the factory premises to calculate 

more overheads.  

(iv) It focuses on the cause-and-effect relationship in costing.  

18.3 IMPLEMENTATION OF ABC 

There are eight vital steps to the implementation of ABC. 

1. Identification of Cost Objects: The cost objects of any organization 

are the products or services. 

2. Identification of Activities: An in-depth analysis of the operating 

processes of each responsibility segment may throw up the main 

activities that are being performed in the organization. 

3. Tracing the Direct Costs: The direct cost of products or objects may 

comprise direct material cost, direct labour cost and direct expenses. 

Classification of as many of the total costs as direct costs as is 

economically feasible should be made. It reduces the amount of costs 

to be classified as indirect. 

4.  Relating the Indirect Costs to the Activities: After identifying the 

organizations' activities, the various items of indirect costs are related 

to activities, viz. both support and primary which caused them. As a 

result of relating the items of indirect costs to various activities, cost 

pools or cost buckets are created. 

5. Distribution of Support Activities: The spreading of support activities 

(i.e., activities that support or assist manufacturing) across the primary  
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activities (correlated to the number of 

units produced) is done on som

suitable base that reflects the use of 

support activity. The base is the 

cost driver and is measured by 

how the support activities are 

used.

6.  Determining the Activity 

Cost Drivers: The 

determination of the 

activity cost drivers is 

done in order to relate

the overhead collected 

in cost pools to the 

cost objects of 

products. It is done 

on the basis of the 

factor that drives 

the consumption of 

the activities.

7.  Calculating the Activity 

Cost Driver Rates: The 

activity cost driver rates for 

each activity are ca

in the way in which overhead 

absorption rates would be 

calculated under the traditional 

system. it can be formulated as 

Activity Cost Driver Rate =Total 

Cost of Activity/Activity Driver. 

These Activity Cost Driver Rates are 

to be used for ascertai

of overhead chargeable to 

various cost objects or 

products.

8.  Computing the Total Cost: The total costs of the products shall be 

computed by adding all direct and indirect costs assigned to them. 

The amount of overhead chargeable to a produc

be calculated by multiplying the activity cost driver rates by different 

amounts of each activity that each product or other cost object 

consumes.

Taking forward the example of XYZ Limited, cited in the earlier paragraphs, 

after ado

as furnished in Table 1, in relation to product A and product B. 

Identification of Cost 

Costs to the Activities

Calculating the Activity 

Calculating the Activity 

activities (correlated to the number of            

units produced) is done on some 

suitable base that reflects the use of 

support activity. The base is the 

cost driver and is measured by 

how the support activities are 

used. 

Determining the Activity 

Cost Drivers: The 

determination of the 

activity cost drivers is 

done in order to relate 

the overhead collected 

in cost pools to the 

cost objects of 

products. It is done 

on the basis of the 

factor that drives 

the consumption of 

the activities. 

Calculating the Activity 

Cost Driver Rates: The 

activity cost driver rates for 

each activity are calculated 

in the way in which overhead 

absorption rates would be 

calculated under the traditional 

system. it can be formulated as 

Activity Cost Driver Rate =Total 

Cost of Activity/Activity Driver. 

These Activity Cost Driver Rates are 

to be used for ascertaining the amount 

of overhead chargeable to 

various cost objects or 

products. 

Computing the Total Cost: The total costs of the products shall be 

computed by adding all direct and indirect costs assigned to them. 

The amount of overhead chargeable to a produc

be calculated by multiplying the activity cost driver rates by different 

amounts of each activity that each product or other cost object 

consumes. 

Taking forward the example of XYZ Limited, cited in the earlier paragraphs, 

after adopting ABC the company has identified the activities and cost drivers, 

as furnished in Table 1, in relation to product A and product B. 

Figure 18.1: Steps in Implementation of ABC

Activity Based Costing

Identification of Cost 
Objects

Identification of 
Activities

Tracing the Direct 
Costs

Relating the Indirect 
Costs to the Activities

Distribution of 
Support Activities

Determining the 
Activity Cost Drivers

Calculating the Activity 
Cost Driver Rates

Calculating the Activity 
Cost Driver Rates

Computing the Total 
Cost

           

Computing the Total Cost: The total costs of the products shall be 

computed by adding all direct and indirect costs assigned to them. 

The amount of overhead chargeable to a product or cost object shall 

be calculated by multiplying the activity cost driver rates by different 

amounts of each activity that each product or other cost object 

Taking forward the example of XYZ Limited, cited in the earlier paragraphs, 

pting ABC the company has identified the activities and cost drivers, 

as furnished in Table 1, in relation to product A and product B.  

Figure 18.1: Steps in Implementation of ABC 
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Activity Based Costing Table 18.1: Identification of Activities and Cost Drivers 

Serial Activity Cost Driver 

 

Units of Consumption 

Product A Product B Total 

1 Mould Cleaning Direct    

2 Material Inspection Number of Receipts 400 600 1000 

3 Machine Set up Number of Setups 3500 6500 10000 

4 Machine Maintenance Machine Hours 20000 30000 50000 

5 Quality Control Inspections 5000 10000 15000 

6 Packing Orders 375 625 1000 

 

In order to facilitate the apportionment of the overheads of Rs. 20,00,000/- to 

product A and product B, the activity rates of absorption may be computed as 

detailed in Table 18.2.  

Table 18.2: Computation of Activity Wise Rate Per Unit 

Serial Activity Rupees Base  Units Rate per Unit of 

Base 

1 Mould Cleaning 2,50,000 Direct   

2 Material Inspection 2,00,000 Number of 

Receipts 

1000 200 

3 Machine Set up 4,50,000 Number of 

Setups 

10000 45 

4 Machine 

Maintenance 

6,25,000 Machine 

Hours 

50000 12.50 

5 Quality Control 3,00,000 Inspections 15000 20 

6 Packing 1,75,000 Orders 1000 175 

7 Total 20,00,000    

 

The apportionment of overheads to product A and product B is computed in 

Table 18.3. 

Table 18.3: Apportionment of Overheads 

Activity Product A Product B Total 

Workings Rupees Workings Rupees Rupees 

Mould Cleaning  100000  150000 250000 

Material  400 @ Rs.200 80000 600 @ Rs.200 120000 200000 

Inspection 3500 @Rs.45 157500 6500 @Rs.45 292500 450000 

Machine Set up 15000  187500 35000  437500 625000 

Machine Mtce. @Rs.12.5  @Rs.12.5   

Quality Control 5000 @Rs.20 100000 10000 @Rs.20 200000 300000 

Packing 375 @Rs.175 65625 625 @Rs.175 109375 175000 

Total  690625  1309375 2000000 
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Activity Based CostingThe results of the adoption of ABC are obvious from Table 18.3.  It has 

enabled XYZ Limited to refine the distribution of costs between product A 

and product B, and thereby better the accuracy. In fact, the company has been 

able to trace the mould cleaning costs to the extent of Rs. 2,50,000/- as direct 

costs.  

The absorption rates are dependent on the cost drivers which bear a direct 

influence on the activities whereby overhead rates would change only if there 

is a change in the relevant cost driver.  Till such time there is a change in any 

of the activities or cost drivers, product A would continue to bear an 

overhead distribution of Rs. 5,90,625/, (Rs. 6,90,625/- reduced by direct costs 

of 100000 relating to mould cleaning) and product B would be loaded with 

Rs. 11,59,375/-, (Rs. 13,09,375/- as reduced by direct costs of 150000 

relating to mould cleaning). 

Management practices and methods have changed a lot over the last decades 

and will continue to change. Organisations are moving from managing 

vertically to managing horizontally. It is a move from a function orientation 

to a process orientation. Total quality management (TQM), just-in-time (JIT), 

benchmarking and business process reengineering (BPR) are all examples of 

horizontal management improvement initiatives. These initiatives are 

designed to improve an organization’s work processes and activities to 

effectively and efficiently meet or exceed changing customer requirements. 

ABC continues to maintain the momentum of change.   

Check Your Progress Exercise 18.1 

Note: a)   Use the spaces given below for your answers. 

 b)   Check your answer with those given at the end of the unit.  

1. What is activity-based costing? 

……………………………………………………………………………

……………………………………………………………………………

……………………………………………………………………………

…………………………………………………………………………… 

2. MCQs 

(a) Process of Costal location under Activity Based Costing is 

(i) CostofActivities→Activities→CostDriver→Costallocatedtocosto

bjects 

(ii) Cost Driver →Cost of Activities →Costal located to cost 

objects→Activities 

(iii) Activities → Cost of Activities →Cost Driver →Costal located to 

cost objects 

(iv) Activities →Cost Driver→Cost allocated to cost objects→ Cost of 

Activities 
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Activity Based Costing (b)  Cost Driver is 

(i) Grouping of costs on a particular activity which drives them. 

(ii) Item for which cost measurement is required. 

(iii) Elements that would cause a change in the cost activity. 

(iv) All of the above 

18.4 ACTIVITY BASED BUDGETING 

A budget is defined as a statement expressed in quantitative and monetary 

terms prepared before a defined period of time for the policy to be pursued 

during that period to achieve a given objective. In other words, a budget is 

always prepared ahead of time, it is expressed either in quantitative terms or 

monetary terms or both, it reflects the objective to be achieved during that 

period and hence the policy to be followed during that period is put in the 

budget.  

Budget helps in planning for the future. It also helps in controlling as there is 

a continuous comparison of actual with budget. Any deviation between the 

two is identified for taking suitable action. In simple terms, a budget is a plan 

of action expressed in terms of money. 

Traditional budgeting is based on traditional cost accounting whereas 

activity-based budgeting is based on activity-based costing. Activity-based 

Budgeting provides a strong link between the objectives of an organization 

and the objectives of a particular activity. In other words, it involves the 

identification of activities and dividing them into value-adding and non-

value-adding activities. The non-value-adding activities are eliminated in due 

course of time.  

The following are the features of Activity Based Budgeting. 

1. It uses activity analysis to relate costs to activities. 

2. It identifies cost-improvement opportunities. 

3. There is a clear link between strategic objectives and planning and the 

tactical planning of the ABC process. 

18.5 ACTIVITY BASED MANAGEMENT 

The Activity Based Management is a tool of management that involves 

analyzing and costing activities to improve efficiency and effectiveness. The 

Activity Based Cost Management is a set of actions that management can 

take, based on information from an Activity Based Costing system, to 

improve profitability.  
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Towards continuous improvement, Activity Based Management keeps on 

attempting 

Analysis, on 

Cost Driver Analysis: 

to be identified in order to manage activity costs. Cost driver analysis 

identifies these causal factors. For example, in a stores department, it may be 

observed that slow

reason being the staff in the stores is not trained properly in this area. 

Managers have to address this cost driver to correct the root cause of this 

problem and take proper action.

Activity Analysis: 

added activities and efforts are made to eliminate the non

activities.

Performance Analysis: 

appropriate measures to re

organizational units consistent with each unit’s goals and objectives. 

Performance Analysis aims to identify the best ways to measure the 

performance of factors that are important to organizations in order 

stimulate continuous improvement.

Put simply Activity Based Management (ABM) is Activity Based Costing 

(ABC) in action.

18.6 ADVANTAGE ABC 

The following list reflects the results of several surveys of practice in the 

United States, the United Kingdom

choose ABC.

 Cost Reduction: ABC measures how many activities are costly and 

then takes steps to reduce their costs by changing the production 

process or outsourcing those activities. 

Towards continuous improvement, Activity Based Management keeps on 

attempting Cost Driver Analysis, Activity Analysis, and Performance 

Analysis, on a continuous basis. 

Cost Driver Analysis: The factors that cause activities to be performed need 

to be identified in order to manage activity costs. Cost driver analysis 

identifies these causal factors. For example, in a stores department, it may be 

ed that slow-moving and obsolete stock is not disposed of in time, the 

reason being the staff in the stores is not trained properly in this area. 

Managers have to address this cost driver to correct the root cause of this 

problem and take proper action. 

tivity Analysis: Activity Analysis identifies value

added activities and efforts are made to eliminate the non

activities. 

Performance Analysis: Performance analysis involves the identification of 

appropriate measures to report the performance of activity centres or other 

organizational units consistent with each unit’s goals and objectives. 

Performance Analysis aims to identify the best ways to measure the 

performance of factors that are important to organizations in order 

stimulate continuous improvement. 

Put simply Activity Based Management (ABM) is Activity Based Costing 

(ABC) in action. 

ADVANTAGE ABC  

The following list reflects the results of several surveys of practice in the 

United States, the United Kingdom, and Canada to determine why companies 

choose ABC. 

Cost Reduction: ABC measures how many activities are costly and 

then takes steps to reduce their costs by changing the production 

process or outsourcing those activities.  

Cost Driver Analysis

Activity Analysis

Performance 
Analysis

Activity Based Costing

 

Towards continuous improvement, Activity Based Management keeps on 

Cost Driver Analysis, Activity Analysis, and Performance 

The factors that cause activities to be performed need 

to be identified in order to manage activity costs. Cost driver analysis 

identifies these causal factors. For example, in a stores department, it may be 

moving and obsolete stock is not disposed of in time, the 

reason being the staff in the stores is not trained properly in this area. 

Managers have to address this cost driver to correct the root cause of this 

Activity Analysis identifies value-added and non-value-

added activities and efforts are made to eliminate the non-value-adding 

Performance analysis involves the identification of 

port the performance of activity centres or other 

organizational units consistent with each unit’s goals and objectives. 

Performance Analysis aims to identify the best ways to measure the 

performance of factors that are important to organizations in order to 

Put simply Activity Based Management (ABM) is Activity Based Costing 

The following list reflects the results of several surveys of practice in the 

, and Canada to determine why companies 

Cost Reduction: ABC measures how many activities are costly and 

then takes steps to reduce their costs by changing the production 

Cost Driver Analysis
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Activity Based Costing  Product pricing and decisions of whether to continue producing a 

product or keeping a particular customer. ABC implementers 

generally believe that ABC provides more accurate cost information 

than conventional costing does. Management can use this information 

to negotiate price increases with customers or to drop unprofitable 

products.  

 Budgeting and performance measurement: management can use more 

accurate cost information to improve budgets and measures of 

department and division performance. 

Research on “Activity-Based Cost Management Practices in India: An 

Empirical Study” by Dr Manoj Anand, Dr B S Sahay, and Subhashish Saha 

revealed that the firms who have adopted ABC were significantly more 

successful in capturing accurate cost information for value chain analysis and 

supply chain analysis vis-à-vis the firms who had not adopted ABC. The need 

for customer profitability analysis and budgeting led corporate India to 

extend their ABC systems from the basic level to the advanced level, 

extending it to facility level and customer level activities.   

Product, customer, and business-unit profitability are the objectives of the 

activity-based cost systems. The top management support, ABCM-linked 

performance valuation and compensation plans, number of applications of 

ABCM in the organization and time-in-use of application have been found to 

be ABCM success determinants by Foster and Swanson (1997). 

The activity-based costing system can be extended to the administration 

overheads and the marketing and distribution overheads allocation amongst 

the products for customer profitability analysis and channel analysis. The 

introduction of the ABC system in an organization can be either 

supplementary to the traditional cost accounting system as an offline system 

or it can be fully integrated with the decision support systems such as ERP. 

The firms using activity-based costing systems are found to be more 

successful in capturing: 

1. Accurate cost and profit information for: 

a. product pricing; 

b. customer profitability; 

c. inventory valuation; 

d. value chain analysis; 

e. supply chain analysis; and 

f. outsourcing decisions  

2. Accurate profit analysis by product, process, department, and 

customer 
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Activity Based Costing3. Better insight for benchmarking and budgeting 

4. Better insight into manufacturing performance 

5. Linking up cause and effect relationship 

Activity-based costing has equal opportunities in both the manufacturing as 

well as service sectors and the motivations are uniform over the stages of 

adoption. The major difficulties faced by the ABCM-user firms while 

designing activity-based cost systems are developing activity dictionaries & 

cost drivers and lack of review of the ABCM implementation initiative.  

The application of activity-based costing has resulted in changes in various 

management decision areas, prominent among them, being the focus on 

profitable customers, pricing strategies, and sourcing decisions.  

The application of ABCM has an impact not only on the decisions within the 

firm but also on the decisions beyond the boundaries of the firm. The 

decision areas beyond the boundaries of the firm include a focus on profitable 

customers, sourcing decisions, elimination of redundant activities, 

distribution channels, and strategic focus. The product mix, process 

simplification, and product pricing are included in decisions within the 

boundaries of the firm. 

Check Your Progress Exercise 18.2 

Note: a)   Use the spaces given below for your answers. 

 b) Check your answer with those given at the end of the unit.  

1. What is activity-based cost management? 

……………………………………………………………………………

……………………………………………………………………………

……………………………………………………………………………

…………………………………………………………………………… 

2. What are the advantages of Activity Based Costing?  

 ……………………………………………………………………………

……………………………………………………………………………

……………………………………………………………………………

…………………………………………………………………………… 

Activity 18.1: 

Visit an agri enterprise, collect data relating to material handling, identify the 

costs and respective activity drivers and allocate costs based on the activity 

driver.  
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Activity Based Costing …………………………………………………………………………………

…………………………………………………………………………………

…………………………………………………………………………………

…………………………………………………………………………………

…………………………………………………………………………………

………………………………………………………………………………… 

18.7 BASIC ILLUSTRATIONS  

In this section, some basic illustrations are given for a better understanding of 

how to compute cost as per the Activity-based costing system.  

Illustration 1: 

You are given the following information:  

Total Overheads ₹1,00,000 

Costs relating to setups 50% 

Costs relating to inspections 50% 

Number of Setups 100 

Number of Inspections 50 

Calculate the various Cost Driver Rates. 

Solution: 

Step 1 – Pooling the costs 

Category Working Cost Pool (₹) 

Set-up costs (1,00,000 × 50%) 50,000 

Inspection costs (1,00,000 × 50%) 50,000 

Total Overheads  1,00,000 

 

Step 2 – Calculation of Cost per Driver 

Category Number of 

drivers 

Cost Pool 

(₹) 

Working Cost per Driver 

Rate (₹) 

Set-up costs 100 50,000 (₹50,000÷ 100) 500 

Inspection costs 50 50,000 (₹50,000÷50) 1000 

 

Illustration 2:  

A company manufactures 500 units of product AX. The following details are 

available:  
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Activity Based CostingMaterial cost to manufacture: ₹ 1,50,000 

Labour cost: ₹2,65,000 

Material Reordering Cost: ₹4,500 

Material Handling Cost: ₹2,500  

Material orders:  35 

Material movements: 20 

Calculate the total material cost under Activity-based costing.  

Solution: 

Total Material Cost under Activity Based Costing 

Serial Particulars (₹) 

1 Material cost to manufacture 1, 50,000 

2 Material Reordering Cost 4,500 

3 Material Handling Cost 2,500 

4 Total Material Cost- 1, 57,000 

Explanatory Comment: Material Reordering Cost and Material Handling 

Cost are directly traced to the Total Material Cost under the system of ABC. 

18.8 ILLUSTRATIVE EXAMPLE OF KISAN 

Taking forward the illustrative example Kisan, discussed in earlier units, the 

‘Net Value Added’ by each of the crops can be presented in Table 18.4. 

Table 18.4: Cost of Cultivation of Kisan: Activity-Wise Net Value Added 

Serial Particulars Cotton Soyabean Wheat Oranges Total 

A Area (Acres) 5 2 2 3  

       

B Activity wise Expenses      

1 Land Preparation  39900 7600 3600  51100 

       

2 Sowing 36800 22300 14900  74000 

       

3 Nutrients 19680 4120 0 46200 70000 

       

4 Interculture & Weed Control 21500 6300 2400 14100 44300 

       

5 Pesticide Spray 13200 1500 0 13500 28200 
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6 Plant Support Wood    12075 12075 

       

7 Irrigation 9300 1500 1500 14490 26790 

       

8 Harvesting  31875 3880 3900 9000 48655 

       

9 Transportation  4800 700 1000 22500 29000 

       

10 Crop Insurance 12500 2000 2000 18000 34500 

       

10 Total Cost of Cultivation (1..9) 189555 49900 29300 149865 418620 

       

11 Interest on Working Capital 15164 3992 2344 11989 33490 

       

12 Total Cost 204719 53892 31644 161854 452110 

       

C Revenue 280000 70000 40000 450000 840000 

       

D Net Value Added (C-B) 75281 16108 8356 288146 387890 

       

E General Expenses     84000 

       

F Agriculture Margin     303890 

 

Note: The noncash costs of depreciation amounting to Rs. 10,000/- and 

interest on fixed capital of Rs. 1,60,000/- have not been considered in the 

above table. If these two items are added to the general expenses, the 

agriculture margin will come down to Rs. 1,33,890/-. 

18.9 LET US SUM UP 

In this unit, you have already learnt the following: 

 Activity-based costing provides a means to collect indirect costs in 

multiple categories and then apply the results individually to the 

products and services. By using multiple overhead pools and cost 

drivers, activity-based costing can provide more accurate cost figures 

for costing and pricing products and services.  

 Activity may be considered as the cost pool of convenience; and the 

cost driver is the factor that impacts the cost of activity. 
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Activity Based Costing The system assumes that products consume activities and activities 

consume costs.  

 It leads to a more precise allocation of overheads amongst the 

products. Activity-based costing provides a means to collect indirect 

costs in multiple categories and then apply the results individually to 

the products and services. 

 Activity-based budgeting is based on activity-based costing. It 

provides a strong link between the objectives of an organization and 

the objectives of a particular activity. 

 Activity Based Management is a tool of management that involves 

analyzing and costing activities to improve efficiency and 

effectiveness. 

18.10 KEYWORDS 

Activity :  An activity means an aggregate of closely related tasks 

having some specific functions that are used for the 

completion of a goal or objectives.  

Cost Driver :  Any element that would cause a change in the cost of 

an activity is a cost driver. Cost drivers are the basis of 

charging the cost of activity to the cost object. Cost 

drivers are used to trace the cost of the product by 

using a measure of resources consumed by each 

activity.  

Cost Object :  Cost Object refers to an item for which cost 

measurement is required. e.g., a product, a service, or a 

customer. 

Cost Pool :   A Cost pool is a term used to indicate the grouping of 

costs incurred on a particular activity that drives them. 

Cost :  Cost is the amount paid for the resources consumed by 

the activity.  

Resource :  Resources are elements that are used for performing 

the activities or factors helping in the activities.  
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18.12 ANSWERS TO CHECK YOUR PROGRESS 

EXERCISES  

Check Your Progress Exercise 18.1 

1. Activity Based Costing is an accounting technique that assigns costs to 

activities rather than products or services. This enables resources and 

overhead costs to be more accurately assigned to products and services 

that consume them.  

2. (a) (iii); (b) (iii)   

Check Your Progress Exercise 18.2   

1. Activity Based Cost Management is a set of actions that management can 

take, based on information from an Activity Based Costing system, to 

improve profitability. 

2. The advantages of activity-based cost management consist of Cost 

Reduction, Product pricing, Budgeting and performance measurement. 

     




