A LOOK BACK

An overview of a job-order
costing system was provided in
Chapter 2. After describing the
accumulation of direct materials
and direct labor costs on jobs, we
discussed the plantwide overhead
rate approach to assigning
manufacturing overhead to jobs.

A LOOK AT THIS
CHAPTER

Chapter 3 continues the
discussion of the allocation of
overhead costs. After addressing
the advantages and disadvantages
of the use of a plantwide
overhead rate, we provide an
overview of activity-based
costing, a technique that uses a
number of allocation bases to
assign overhead costs to
products.

A LOOK AHEAD

After comparing job-order and
process costing systems, we
provide an overview of a process
costing system in Chapter 4.
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DECISION FEATURE

Pedaling to Oblivion and Back

Claudia Post started a small bicycle-messenger service, Diamond Courier, in Philadelphia after having

been unceremoniously fired by a local courier service. With her background in sales, a minimum of
dollars to plunk down on starting her company, and an approach that demanded customer service
every mile of the way, Claudia was looking at $1 million dollars in sales within 17 months. Tracking
delivery trends and anticipating customer needs, she added truck deliveries, airfreight services, a
parts-distribution division, and a legal service that served subpoenas and prepared court filings for law
firms in the Philadelphia region. Within three years Diamond was booking $3.1 million dollars in
annual sales and had 40 bike messengers, an office staff of 25 employees, about 50 independent drivers
and one big problem.The company was losing money.

Post sold her jewelry to meet payroll and pay bills and with input from an adviser, she took a
close look at the profitability of each of the company’s lines of business. Post had assumed that if she
charged a competitive rate, kept clients happy, and increased sales, she would make money. However,
an activity-based analysis indicated that the average cost of a bike delivery, including overhead, was
$9.24, but she was charging only $4.60. Recalls Post: “The bicycle division, which | thought of as
Diamond’s core business, was generating just 10% of total revenues and barely covered its own
direct-labor and insurance costs. Worse, the division created more logistical and customer-service
nightmares than any other single aspect of Diamond, therefore generating a disproportionate share of
overhead costs.” With smaller competitors charging as little as $3 per delivery, she decided to drop
the bicycle messenger service and concentrate on other, more profitable lines of business. Further
analysis later led to Post closing down the airfreight and parts distribution divisions, and the business
was back on track with profits rolling in.

Today, barely |3 years after Diamond Courier made its first local messenger delivery, the
company, now Diamond Transportation Group, Inc., is a leading national provider of transportation
logistics management. States Post: “Today, as in 1990, Diamond delivers highly reliable and innovative
solutions that meet our customers’ objectives and enhance their profitability. And consistent with
good business practices, we keep our eye on the numbers. Every day.”

Sources: Susan Greco, “Are We Making Money Yet?” Inc., July 1996, pp. 52-61; and Cheryl A.
Hodolitz, Diamond Transportation Group, private communication.

LEARNING
OBJECTIVES

After studying Chapter 3,
you should be able to:

LOI| Understand the basic
approach in activity-based costing
and how it differs from
conventional costing.

LO2 Compute activity rates
for an activity-based costing
system.

LO3 Compute product costs
using activity-based costing.

LO4 Contrast the product
costs computed under activity-
based costing and conventional
costing methods.

LO5 Record the flow of costs
in an activity-based costing
system.



s discussed in earlier chapters, direct materials and direct labor costs can be di-

rectly traced to products. Overhead costs, on the other hand, cannot be easily

traced to products and some other means must be found for assigning them to
products for financial reporting and other purposes. In the previous chapter, overhead
costs were assigned to products using a plantwide predetermined overhead rate. This
method is simpler than the other methods of assigning overhead costs to products that will
be described in this chapter, but this simplicity has a cost. A plantwide predetermined
overhead rate spreads overhead costs uniformly over products in proportion to whatever
allocation base is used—most commonly, direct labor-hours. This procedure results in
high overhead costs for products with a high direct labor-hour content and low overhead
costs for products with a low direct labor-hour content. However, the real causes of over-
head may have little to do with direct labor-hours and as a consequence, product costs
may be distorted. Activity-based costing attempts to correct these distortions by more ac-
curately assigning overhead costs to products.

ASSIGNING OVERHEAD COSTS TO PRODUCTS

Understand the basic approach
in activity-based costing and
how it differs from conventional
costing.
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Companies use three common approaches to assign overhead costs to products. The sim-
plest method is to use a plantwide overhead rate. A slightly more refined approach is to
use departmental overhead rates. The most complex method is activity-based costing,
which is the most accurate of the three approaches to overhead cost assignment.

Plantwide Overhead Rate

Our discussion in the two preceding chapters assumed that a single overhead rate, called a
plantwide overhead rate, was being used throughout an entire factory. This simple approach
to overhead assignment can result in distorted unit product costs, as we shall see below.

When cost systems were developed in the 1800s, cost and activity data had to be col-
lected by hand and all calculations were done with paper and pen. Consequently, the em-
phasis was on simplicity. Companies often established a single overhead cost pool for an
entire facility or department as described in Chapter 2. Direct labor was the obvious
choice as an allocation base for overhead costs. Direct labor-hours were already being
recorded for purposes of determining wages and direct labor time spent on tasks was of-
ten closely monitored. In the labor-intensive production processes of that time, direct la-
bor was a large component of product costs—Iarger than it is today. Moreover, managers
believed direct labor and overhead costs were highly correlated. (Two variables, such as
direct labor and overhead costs, are highly correlated if they tend to move together.) And
finally, most companies produced a very limited variety of similar products, so in fact
there was probably little difference in the overhead costs attributable to different products.
Under these conditions, it was not cost-effective to use a more elaborate costing system.

Conditions have changed. Many companies now sell a large variety of products that
consume significantly different overhead resources. Consequently, a costing system that
assigns essentially the same overhead cost to every product may no longer be adequate.
Additionally, many managers now believe that overhead costs and direct labor are no
longer highly correlated and that other factors drive overhead costs.

On an economywide basis, direct labor and overhead costs have been moving in op-
posite directions for a long time. As a percentage of total cost, direct labor has been de-
clining, whereas overhead has been increasing.! Many tasks that used to be done by hand
are now done with largely automated equipment—a component of overhead. Further-

!Germain Boer provides some data concerning these trends in “Five Modern Management Accounting
Myths,” Management Accounting, January 1994, pp. 22-27. Since 1849, on average, material cost has
been fairly constant at 55% of sales. Labor cost has always been less important than direct materials
and has declined steadily from 23% of sales in 1849 to about 10% in 1987. Overhead has grown from
about 18% of sales to about 33% of sales over the last 50 years.






130

Concept 3—1

Chapter 3

Activity-Based Costing (ABC)

Activity-based costing (ABC) is a technique that attempts to assign overhead costs more
accurately to products than the simpler methods discussed thus far. The basic idea under-
lying the activity-based costing approach is illustrated in Exhibit 3—1. A customer order
triggers a number of activities. For example, if Nordstrom orders a line of women’s skirts
from Calvin Klein, a production order is generated, materials are ordered, patterns are
created, textiles are cut to pattern and then sewn, and the finished products are packed for
shipping. These activities consume resources. For example, ordering the appropriate ma-
terials consumes clerical time—a resource the company must pay for. In activity-based
costing, an attempt is made to trace these costs directly to the products that cause them.

Rather than a single allocation base such as direct labor-hours or machine-hours, in
activity-based costing a company uses a number of allocation bases for assigning costs to
products. Each allocation base in an activity-based costing system represents a major ac-
tivity that causes overhead costs. An activity in activity-based costing is an event that
causes the consumption of overhead resources. Examples of activities in various organi-
zations include the following:

e Setting up machines.

e Admitting patients to a hospital.

e Scheduling production.

e Performing blood tests at a clinic.
e Billing customers.

e Maintaining equipment.

e Ordering materials or supplies.

e Stocking shelves at a store.

e Meeting with clients at a law firm.
e Preparing shipments.

e Inspecting materials for defects.

e Opening an account at a bank.

Activity-based costing focuses on these activities. Each major activity has its own
overhead cost pool (also known as an activity cost pool), its own activity measure, and its
own predetermined overhead rate (also known as an activity rate). An activity cost pool
is a “cost bucket” in which costs related to a particular activity measure are accumulated.
The activity measure expresses how much of the activity is carried out and it is used as
the allocation basis for applying overhead costs to products and services. For example, the
number of patients admitted is a natural choice of an activity measure for the activity ad-
mitting patients to the hospital. An activity rate is a predetermined overhead rate in an
activity-based costing system. Each activity has its own activity rate that is used to apply
overhead costs.

For example, the activity setting up machines to process a batch would have its own
activity cost pool. Products are ordinarily processed in batches. And since each product
has its own machine settings, machines must be set up when changing over from a batch
of one product to another. If the total cost in this activity cost pool is $150,000 and the to-
tal expected activity is 1,000 machine setups, the predetermined overhead rate (i.e., ac-
tivity rate) for this activity would be $150 per machine setup ($150,000 + 1,000 machine
setups = $150 per machine setup). Each product that requires a machine setup would be
charged $150. Note that this charge does not depend on how many units are produced af-
ter the machine is set up. A small job requiring a machine setup would be charged $150—
just the same as a large job.

Taking each activity in isolation, this system works exactly like the job-order costing
system described in the last chapter. A predetermined overhead rate is computed for each
activity and then applied to jobs and products based on the amount of activity required by
the job or product.


















































































































