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In the realm of managerial accounting and cost analysis, understanding how to effectively utilize
activity-based cost data is essential for accurate budgeting, pricing strategies, and financial
decision-making. One of the key steps after computing activity rates is to determine the total costs
associated with specific activities and to analyze the average cost per thousand units—commonly
used in advertising, marketing, and large-scale production contexts.

This article delves into the process of applying your computed activity rates to ascertain total costs
and the average cost per thousand units. We will explore the concepts, step-by-step procedures,
practical examples, and best practices to ensure you can leverage activity-based costing (ABC) data
effectively for your business needs.

Understanding Activity-Based Costing and Activity
Rates

Before diving into calculations, it’s crucial to review the fundamentals of activity-based costing. ABC
assigns overhead costs to products or services based on the activities that generate those costs,
providing more accurate cost information compared to traditional costing methods.

What Are Activity Rates?

Activity rates are predetermined overhead rates calculated by dividing the total estimated overhead
costs for an activity by the estimated total activity units or activity drivers. They serve as a basis for
allocating overhead costs to products or services based on actual activity levels.

Example:

If the total estimated cost for machine setups is $50,000 and the estimated number of setups is
1,000, then the activity rate for setups is:

\[

\text{Activity Rate} = \frac{\$50,000}{1,000} =\$50 \text{ per setup}

\]



Key Components:
- Total estimated overhead costs for an activity
- Estimated total activity units or activity driver units

Calculating Total Cost Using Activity Rates

Once activity rates are established, the next step is to determine the total overhead cost associated
with actual activity levels during a given period.

Step-by-Step Process

1. Identify the Relevant Activities: List all activities that incur costs and are relevant to the product
or service being analyzed.

2. Determine Actual Activity Levels: Gather data on how many units of each activity were performed
during the period.

3. Apply the Activity Rates: Multiply each activity’s rate by the actual activity level to find the
allocated overhead for that activity.

4. Sum Up the Costs: Add the overhead costs allocated to all activities to find the total overhead
cost.

Formula:
\[
\text{Total Cost} = \sum (\text{Activity Rate} i\times \text{Actual Activity Level} i)

\]
where \(i\) represents each activity.

Determining the Total Cost: Practical Example

Suppose a manufacturing company uses three activities for producing a product: machine setups,
quality inspections, and material handling.

| Activity | Estimated Cost | Estimated Activity Level | Actual Activity Level | Activity Rate |
I | I I I I

| Setups | $60,000 | 1,200 setups | 1,300 setups | $50 per setup |

| Inspections | $30,000 | 2,000 inspections | 2,100 inspections | $15 per inspection |

| Material Handling | $20,000 | 10,000 moves | 11,000 moves | $2 per move |

Calculations:



- Setups: \( 1,300 \times \$50 = \$65,000 \)

- Inspections: \( 2,100 \times \$15 =\$31,500\)

- Material Handling: \( 11,000 \times \$2 = \$22,000 \)
Total Overhead Cost:

\[
\$65,000 +\$31,500 +\$22,000 =\$118,500
\]

This total represents the overhead cost allocated based on actual activity levels, which can then be
combined with direct costs to determine total product cost.

Calculating the Average Cost Per Thousand Units

The cost per thousand units (often denoted as CPM in marketing or per-mille in advertising) is a
metric used to evaluate costs or expenditures relative to a large number of units. It simplifies cost
comparisons and budgeting, especially in high-volume settings.

Why Use Cost Per Thousand?

- Standardize costs across campaigns or products
- Facilitate comparisons between different activities or periods
- Streamline budgeting and forecasting

How to Calculate the Cost Per Thousand Units

Step 1: Determine the total cost associated with producing or marketing a specific number of units.
Step 2: Divide the total cost by the number of units in thousands.

\[

\text{Cost Per Thousand} = \frac{\text{Total Cost}}{\text{ Number of Units} / 1,000}
\]

Example:

If a marketing campaign costs $50,000 and reaches 5,000,000 impressions:

\[
\text{Cost Per Thousand} = \frac{\$50,000}{5,000,000 / 1,000} = \frac{\$50,000}{5,000} =\$10

\]

This indicates the campaign costs $10 per thousand impressions.



Applying Activity Rates to Determine Cost Per
Thousand Units

When applying activity rates to determine the cost per thousand units, focus on the total activity-
based overhead allocated to the production or marketing of those units.

Method:

1. Calculate the total overhead based on activity levels (as shown earlier).
2. Determine the total number of units produced or marketed in the period.
3. Calculate the cost per thousand units:

\[
\text{Cost Per Thousand Units} = \frac{\text{Total Allocated Overhead} + \text{Direct
Costs} }{\text{Total Units Produced} / 1,000}

\]

Comprehensive Example: From Activity Rates to Cost
Per Thousand

Suppose a company produces 20,000 units of a product. The total overhead costs allocated using
activity rates amount to $150,000. The direct costs (materials and labor) amount to $200,000.

Step 1: Total costs:

\[
\text{Total Cost} = \text{Overhead} + \text{Direct Costs} =\$150,000 + \$200,000 =\$350,000

\]

Step 2: Calculate cost per thousand units:

\[

\text{Cost Per Thousand Units} = \frac{\$350,000} {20,000/ 1,000} = \frac{\$350,000}{20} =
\$17,500

\]

Interpretation:
The average cost per thousand units produced is $17,500, which can be used for pricing, budgeting,
or evaluating marketing campaigns or production efficiencies.



Best Practices for Using Activity Rates Effectively

To maximize the benefits of activity-based costing and accurately determine total and per-thousand
costs, consider the following best practices:

- Accurate Data Collection: Ensure that actual activity levels are precisely recorded during the
period.

- Regular Rate Updates: Update activity rates periodically to reflect changes in overhead costs and
activity levels.

- Segregate Fixed and Variable Overheads: Recognize which costs are fixed and which are variable
to refine analysis.

- Use Multiple Activity Drivers: When appropriate, employ multiple activity drivers for complex
activities to improve cost allocation accuracy.

- Integrate with Budgeting and Pricing: Use the derived costs to inform strategic decisions such as
pricing, product line profitability, and resource allocation.

Conclusion

Utilizing computed activity rates to determine total costs and the average cost per thousand units is
a vital skill in managerial accounting. This process enhances cost accuracy, supports strategic
decision-making, and aids in effective budgeting and pricing strategies. By systematically applying
activity rates to actual activity levels, organizations can gain clearer insights into their cost
structures, optimize resource utilization, and improve overall financial performance.

Remember, the key steps involve identifying relevant activities, accurately measuring actual activity
levels, applying the appropriate activity rates, and then analyzing costs relative to production or
marketing volumes. Whether you are managing manufacturing overhead, advertising campaigns, or
service delivery, mastering these calculations ensures you make informed, data-driven decisions that
drive business success.

Frequently Asked Questions

What is the first step in calculating the total cost using
activity rates?

The first step is to multiply each activity rate by its respective activity level to determine the cost for
each activity.



How do you compute the total cost once all activity costs are
calculated?

Add all the individual activity costs together to obtain the total cost.

What is the significance of the ‘cost per thousand' in activity-
based costing?

It helps determine the average cost per thousand units of activity, providing a standardized measure
for comparison and pricing.

How do you calculate the average cost per thousand units?

Divide the total cost by the total number of thousands of units or activities to find the average cost
per thousand.

Can you give an example of how to determine total cost using
activity rates?

Yes, for example, if the activity rate for machining is $5 per hour and 100 hours are used, the cost is
5x 100 = $500. Repeat for other activities and sum all to get total cost.

Why is it important to understand activity rates when
calculating total and average costs?

Because activity rates provide a more accurate reflection of the costs incurred by each activity,
leading to better cost management and pricing strategies.

What factors should be considered when determining the
activity rates used in these calculations?

Factors include the resources consumed by each activity, overhead costs, and the volume of
activities performed.

How does activity-based costing improve cost accuracy
compared to traditional methods?

It assigns costs based on actual activities and resource usage, leading to more precise cost
allocation and better decision-making.

What are some common mistakes to avoid when calculating
total and average costs using activity rates?

Common mistakes include using incorrect activity levels, miscalculating activity rates, or forgetting
to include all relevant activities in the total cost calculation.



How can the calculated average cost per thousand influence
pricing decisions?

It provides a benchmark for setting prices that cover costs and ensure profitability, especially when
considering volume discounts or special offers.

Additional Resources
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Understanding how to effectively utilize activity rates to determine total costs and the average cost
per thousand impressions or units is fundamental in managerial accounting, advertising, and
operational decision-making. This process enables organizations to allocate costs more accurately,
assess the efficiency of activities, and make informed strategic choices. In this article, we will
explore in depth how to leverage activity rates, compute total costs, and derive the average cost per
thousand, providing practical insights, detailed steps, and considerations.

Introduction to Activity-Based Costing and Activity
Rates

Before diving into calculations, it is essential to understand what activity rates are and their role in
cost management.

What Are Activity Rates?

Activity rates are predetermined costs assigned to various activities within an organization based on
their specific drivers. They serve as a basis for allocating indirect costs more accurately rather than
using broad averages.

Features of Activity Rates:

- Calculated by dividing total estimated overhead costs for an activity by the total expected activity
units (cost driver units).

- Reflect the true consumption of resources by different activities.

- Enable more precise cost allocation, especially in complex or diverse operations.

Pros:

- Increased accuracy in product costing.

- Better insights into the drivers of costs.

- Supports strategic decision-making by pinpointing costly activities.

Cons:



- Requires detailed data collection.
- Can be complex to implement and maintain.
- Estimation errors in activity levels can affect cost accuracy.

Calculating Total Cost Using Activity Rates

Once activity rates are established, the next step is to compute the total cost associated with each
activity and, consequently, the total overhead cost.

Step-by-Step Process

1. Identify Cost Drivers and Activity Rates:
- For each activity, determine the relevant cost driver (e.g., machine hours, number of setups).
- Use historical or estimated data to compute the activity rate:

\[

\text{Activity Rate} = \frac{\text{Total Estimated Overhead for the Activity}} {\text{Total Estimated
Activity Units} }

\]

2. Determine Actual or Expected Activity Levels:
- For the period or project, establish the expected activity units for each activity (e.g., actual
machine hours used, number of setups).

3. Allocate Costs to Activities:
- Multiply the activity rate by the actual activity units:

\[
\text{Cost Assigned to Activity} = \text{Activity Rate} \times \text{Actual Activity Units}
\]

4. Sum Up All Activities:
- Total cost is the sum of all allocated activity costs:

\[
\text{Total Overhead Cost} = \sum (\text{Activity Rate} i \times \text{Actual Activity Units} i)
\]

Example:
Suppose a company has two activities:
| Activity | Estimated Overhead | Estimated Activity Units | Activity Rate |

I | | | |
| Machining | $50,000 | 10,000 machine hours | $5 per hour |

| Setup | $20,000 | 200 setups | $100 per setup |




Actual activity levels for a period:

- Machining: 9,500 hours
- Setup: 180 setups

Calculations:

- Machining: $5 x 9,500 = $47,500
- Setup: $100 x 180 = $18,000

Total overhead cost:

\[

\$47,500 +\$18,000 =\$65,500
\]

This total represents the total cost allocated based on activity rates.

Determining Total Cost

The total cost comprises all direct and indirect costs associated with production or activity.

Including Direct Costs

While activity-based costing primarily helps allocate overheads, it’s essential to include direct costs
(direct materials and direct labor) to get a comprehensive total cost.

Total Cost Formula:

\[
\text{Total Cost} = \text{Direct Materials} + \text{Direct Labor} + \text{Allocated Overhead}

\]
Example:

Continuing from the previous example, assume:

- Direct materials: $30,000
- Direct labor: $15,000

Total cost:

\[
\$30,000 +\$15,000 +\$65,500 =\$110,500

\]



This total provides a complete picture of the expenses incurred for the period or product line.

Calculating the Average Cost Per Thousand (Cost per
Mille)

The "cost per thousand" (CPM) is a standard metric, especially in advertising, but it also applies in
other contexts where scaling costs per units of a thousand.

Definition and Importance

- Cost per thousand refers to the cost associated with every thousand units of activity, impressions,
or production.

- It simplifies cost comparisons across campaigns or products of different sizes.

- Widely used in advertising to gauge the cost efficiency of media buys.

Steps to Compute Cost Per Thousand

1. Determine Total Cost:
- Use the total cost calculated earlier, whether for a campaign, product, or activity.

2. Identify the Total Units (in thousands):
- Total activity units or impressions, divided by 1,000.

3. Calculate the Cost Per Thousand:

\[

\text{Cost per Thousand} = \frac{\text{Total Cost}}{\text{Total Units} / 1,000}
\]

Example:

Suppose a marketing campaign costs $50,000, and it has generated 2,500,000 impressions.

- Total units in thousands: 2,500,000 / 1,000 = 2,500
- Cost per thousand:

\[
\$50,000 /2,500 =\$20
\]

This means the campaign costs $20 for every thousand impressions.



Practical Applications and Considerations

Using activity rates to determine costs and average costs per thousand is invaluable across various
domains.

Applications

- Manufacturing: Precise product costing, cost control, and pricing strategies.
- Advertising: Evaluating media costs and optimizing campaigns.

- Project Management: Budgeting and resource allocation.

- Service Industries: Costing service delivery activities.

Considerations and Best Practices

- Accuracy of Data: Reliable activity levels and cost estimates are crucial.

- Regular Updates: Activity rates should be reviewed periodically to reflect changes.

- Cost Driver Selection: Choosing appropriate and measurable drivers enhances accuracy.
- Overhead Allocation: Ensure all relevant indirect costs are included.

Pros and Cons of Using Activity-Based Costing for Cost
Determination

Pros:

- Provides a detailed view of cost drivers.

- Improves pricing accuracy.

- Helps identify high-cost activities for efficiency improvements.
- Facilitates better strategic decision-making.

Cons:
- Implementation can be complex and resource-intensive.

- Requires continuous data collection and monitoring.
- May be overkill for small or simple operations.



Conclusion

Effectively using computed activity rates to determine total costs and the average cost per thousand
units is a cornerstone of accurate cost management and strategic planning. By systematically
identifying cost drivers, calculating activity rates, allocating overheads, and scaling costs per unit,
organizations can gain valuable insights into their operational efficiency and profitability. While the
process demands diligent data management and periodic review, the benefits of precise costing,
better resource allocation, and informed decision-making make it a worthwhile endeavor. Whether
in manufacturing, advertising, or service sectors, mastering these calculations empowers managers
to optimize costs, enhance competitiveness, and achieve financial goals.
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