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Allure Company Manufactures And Distributes Two Products, M And XY. Overhead Costs Are Currently
Allocated. In the competitive landscape of manufacturing and distribution, understanding cost allocation
methods is crucial for accurate pricing, profitability analysis, and strategic decision-making. Allure
Company, a prominent player in its industry, manages two key products—Product M and Product
XY—while grappling with the complexities of overhead cost allocation. This article provides an in-depth
exploration of Allure’s manufacturing processes, current overhead allocation practices, challenges
faced, and potential improvements to optimize cost management and enhance overall business

performance.

Overview of Allure Company and Its Product Line

Company Background

Allure Company has established itself as a leading manufacturer and distributor specializing in
innovative consumer products. With a focus on quality and customer satisfaction, Allure operates
multiple production facilities and maintains a broad distribution network across various regions. The
company's product lineup includes a diverse range of offerings, with Products M and XY being among

its flagship items.



Product Profiles

- Product M: A high-demand, high-margin product primarily targeted at the retail sector. It involves
complex manufacturing processes, including specialized materials and precise assembly techniques.

- Product XY: A complementary product designed for a different market segment, often requiring
different production methods and distribution channels. It generally involves lower production costs but

serves a different customer base.

Understanding Overhead Costs in Manufacturing

What Are Overhead Costs?

Overhead costs, also known as indirect costs, are expenses that are not directly traceable to a specific

product but are essential for the manufacturing process. These include:

- Factory rent and utilities

- Equipment maintenance

- Salaries of supervisors and support staff
- Depreciation of machinery

- Quality control costs

- Supplies and consumables

Significance of Proper Overhead Allocation

Accurate overhead allocation ensures:

- Precise product costing
- Better pricing strategies
- Improved profit margin analysis

- Informed managerial decision-making



- Enhanced cost control measures

Current Overhead Allocation Practices at Allure

Existing Methodology

Allure currently allocates overhead using a traditional cost allocation approach, primarily based on

direct labor hours or machine hours. The process involves:

1. Calculating total overhead costs.
2. Determining the chosen cost driver (e.g., labor hours).

3. Allocating overhead proportionally based on the driver.

Advantages of the Current Approach

- Simplicity and ease of implementation.
- Minimal need for complex data collection.

- Compatibility with existing accounting systems.

Limitations and Challenges

Despite its simplicity, this method has notable drawbacks:

- Inaccuracy in Cost Allocation: Not all overhead costs correlate directly with labor or machine hours,
leading to distorted product costs.

- Misleading Profitability Analyses: Over- or under-costing products can result in poor strategic
decisions.

- Lack of Visibility into Cost Drivers: The method does not identify specific activities that consume

resources.



Impact of Overhead Allocation on Product Costing and Pricing

Effect on Product M and XY

The current overhead allocation method affects the cost structure of Products M and XY differently:

- Product M: Given its complex manufacturing, it consumes more overhead resources. An inaccurate
allocation might underestimate its true cost, leading to underpricing.
- Product XY: With simpler production processes, overhead costs are less significant, but misallocation

can still skew profitability assessments.

Pricing Strategies and Profit Margins

Proper overhead allocation directly influences:

- Setting competitive yet profitable prices.
- Identifying high-margin products.

- Making decisions about product lines and discontinuations.

Challenges Faced Due to Current Overhead Allocation Method

Cost Distortion

Allocating overhead based solely on labor or machine hours can result in cost distortion, where some

products appear more profitable than they are, and others seem less so.



Decision-Making Impairment

Managers may make suboptimal decisions regarding product development, marketing, or

discontinuation based on inaccurate cost information.

Inability to Identify Cost Drivers

Without insights into specific activities or resource consumption patterns, Allure struggles to implement

targeted cost reduction strategies.

Potential Solutions for Improved Overhead Allocation

Activity-Based Costing (ABC)

ABC is a more sophisticated method that assigns overhead costs based on actual activities that drive

costs. It involves:

- Identifying key activities involved in production.
- Determining cost drivers for each activity.

- Allocating costs based on the extent of activity consumption by each product.

Benefits of ABC Implementation

- More accurate product costing.
- Better understanding of resource utilization.
- Identification of inefficient activities.

- Support for strategic decisions like process improvements and product pricing.



Steps to Transition to ABC

1. Map out all manufacturing activities.

2. Collect data on activity resource consumption.
3. Assign costs to activities.

4. Determine cost drivers.

5. Allocate costs to products based on activity usage.

Strategic Implications for Allure Company

Enhanced Profitability Analysis

By adopting more precise allocation methods like ABC, Allure can:

- Accurately assess the profitability of Products M and XY.
- Identify unprofitable or underperforming product lines.

- Make informed decisions on product development and discontinuation.

Pricing Optimization

Better cost data enables Allure to set prices that reflect true costs, ensuring competitive advantage and

healthy profit margins.

Cost Control and Efficiency Improvements

Understanding specific cost drivers facilitates targeted process improvements, waste reduction, and

resource optimization.



Conclusion: Moving Towards Accurate Cost Management

Allure Company’s current practice of allocating overhead costs based on traditional methods provides
a foundation for cost management but falls short in delivering the accuracy needed for strategic
decision-making. Transitioning to activity-based costing or other advanced allocation techniques can
significantly enhance the understanding of product costs, improve profitability analysis, and support
sustainable growth. As the manufacturing landscape becomes increasingly competitive, embracing
refined overhead allocation practices will position Allure to better respond to market demands, optimize

operations, and maximize profitability for Products M and XY.

Key Takeaways

- Accurate overhead allocation is essential for reliable product costing.

- Traditional methods may lead to cost distortion and poor decision-making.

- Activity-Based Costing offers a more precise alternative.

- Implementing improved cost allocation strategies supports strategic growth and competitiveness.

- Continuous review and refinement of overhead allocation practices are vital for long-term success.

By understanding and optimizing overhead costs, Allure Company can strengthen its financial health,

enhance product profitability, and maintain its competitive edge in the marketplace.

Frequently Asked Questions

How does allocating overhead costs impact the profitability analysis of
products M and XY at Allure Company?

Allocating overhead costs ensures that each product's profitability reflects its true resource

consumption, helping Allure Company identify which product contributes more to covering fixed costs



and generating profit.

What methods can Allure Company use to improve the accuracy of
overhead cost allocation for products M and XY?

Allure Company can adopt activity-based costing (ABC) to more precisely assign overhead costs
based on the actual activities involved in manufacturing each product, leading to more accurate cost

information.

What are the potential consequences of improper overhead cost
allocation on decision-making for products M and XY?

Incorrect overhead allocation can lead to mispricing, under- or over-investment in products, and flawed

strategic decisions, potentially harming profitability and competitive positioning.

Should Allure Company consider changing its overhead allocation
method for products M and XY, and if so, why?

Yes, if the current method results in distorted product costs, shifting to a more precise method like
activity-based costing can improve decision-making and ensure product costs reflect actual resource

usage.

How can overhead cost allocation influence pricing strategies for
products M and XY at Allure Company?

Accurate overhead allocation provides a clearer picture of each product’s true cost, enabling more

informed pricing strategies that ensure profitability while remaining competitive in the market.



Additional Resources

Allure Company Manufactures And Distributes Two Products, M And XY. Overhead Costs Are Currently
Allocated.

In the competitive landscape of manufacturing and distribution, accurate cost allocation is essential for
strategic decision-making, profitability analysis, and financial reporting. Allure Company, a prominent
player in its industry, produces and distributes two key products—Product M and Product XY. Currently,
the company allocates overhead costs across these products, a practice that warrants examination for
its effectiveness, accuracy, and potential areas for refinement. This article delves into the operational
structure of Allure Company, the nature of its overhead costs, the current allocation methods
employed, and the implications of these practices. Furthermore, it explores alternative cost allocation
strategies, their advantages, and their potential to enhance the company’s financial insights and

operational efficiency.

Understanding Allure Company’s Operational Framework

Company Profile and Product Portfolio

Allure Company operates within a manufacturing sector that demands high precision, quality control,

and efficient resource management. Its primary products are:

- Product M: A high-demand consumer item with complex manufacturing processes, requiring
specialized machinery and skilled labor.
- Product XY: A complementary product often bundled with Product M, featuring simpler production

processes but significant distribution channels.

Both products are distributed nationally and have different sales volumes, market segments, and profit

margins. The company's strategic focus involves balancing production efficiency with market demand,



which necessitates accurate cost control.

Manufacturing and Distribution Processes

The manufacturing process for Product M involves multiple stages, including material procurement,
assembly, quality testing, and packaging. It is labor-intensive and relies heavily on machinery, which

incurs depreciation and maintenance costs.

Product XY’s manufacturing is comparatively streamlined, with fewer assembly steps, but it still

demands raw materials, packaging, and quality assurance.

Distribution involves warehousing, transportation, and logistics coordination, which introduce additional

overhead costs that must be allocated appropriately between the two products.

Nature of Overhead Costs in Allure Company

Definition and Components of Overhead Costs

Overhead costs, also known as indirect costs, encompass expenses that cannot be directly traced to a

specific product or cost object. For Allure Company, these include:

- Factory rent and utilities

- Depreciation of machinery and equipment
- Maintenance and repair costs

- Salaries of supervisory and support staff
- Insurance and property taxes

- Warehousing and storage expenses



- Distribution and transportation overheads

These costs are essential for supporting production and distribution but do not vary directly with

production volume in a linear fashion.

Challenges in Overhead Cost Management

Allocating overhead costs accurately is complex because:

- Overhead costs are often shared across multiple products and departments.

- Some costs are fixed in the short term but may vary over longer periods.

- The diversity of activities involved complicates the allocation process.

- Inaccurate allocation can distort product costs, affecting pricing, profitability analysis, and strategic

decisions.

Current Overhead Allocation Method at Allure Company

Traditional Cost Allocation Approach

Allure Company employs a plant-wide overhead rate based on a single cost driver—often direct labor

hours or machine hours. This method involves:
1. Calculating the total overhead costs for the period.
2. Dividing this total by the total units of the chosen cost driver (e.g., total machine hours).

3. Applying the resulting rate to each product based on its consumption of that driver.

For example, if the total overhead is $1,000,000 and total machine hours are 10,000, the overhead



rate is $100 per machine hour. Product M and XY then absorb overhead based on their respective

machine hours.

Advantages of the Plant-Wide Rate

- Simplicity and ease of calculation.
- Minimal administrative overhead for tracking multiple cost drivers.

- Suitable for companies with homogeneous production processes.

Limitations and Drawbacks

- Overgeneralization: The method assumes that overhead costs are driven uniformly by the selected
driver, which may not be accurate.

- Cost distortion: Products that consume more or less of the allocated driver may be under or over-
costed.

- Decision-making impact: Misallocated costs can lead to incorrect pricing, product line decisions, and

resource allocation.

Implications of Overhead Allocation on Product Costing and

Profitability

Impact on Product M and XY Cost Structures

Given the different production complexities, Product M likely consumes more machine hours,

supervisory effort, and maintenance resources than Product XY. Under the plant-wide overhead rate,



this uneven consumption may not be accurately reflected, leading to:

- Product M: Potentially overcosted if overhead is allocated based solely on machine hours, especially
if other overhead components are driven by factors like labor or facility usage.

- Product XY: Possibly undercosted, which can result in misleading profitability figures.

Consequences for Pricing and Strategic Decisions

Incorrect cost allocation can cause:

- Pricing errors: Overcosted products may be priced too high, reducing competitiveness; undercosted
products may be priced too low, eroding margins.

- Product line evaluation: Misinterpretation of profitability may lead to the discontinuation of viable
products or unwarranted expansion of unprofitable ones.

- Resource misallocation: Investment decisions may be based on flawed cost data, affecting overall

efficiency.

Exploring Alternative Cost Allocation Strategies

Activity-Based Costing (ABC)

ABC offers a more refined approach by assigning overhead costs based on multiple activities that

drive costs, such as:

- Machine setups
- Quality inspections

- Material handling



- Shipping and distribution activities

Implementation Steps:

1. Identify major activities involved in manufacturing and distributing products.
2. Assign costs to these activities based on actual resource consumption.
3. Determine cost drivers for each activity.

4. Allocate activity costs to products based on their usage of these drivers.
Advantages:

- Greater accuracy in product costing.

- Better understanding of cost behavior.

- Enhanced decision-making capabilities.

Challenges:

- Increased complexity and data requirements.

- Higher administrative costs for tracking multiple activities.

Departmental or Multiple Cost Driver Approaches

Instead of a single plant-wide rate, companies can employ multiple overhead rates based on different

departments or functions, such as:
- Production department rate based on machine hours.
- Quality control rate based on inspection hours.

- Distribution rate based on shipment volume.

This hybrid approach can strike a balance between simplicity and accuracy.



Case Study Analysis: Potential Impact of Alternative Allocation

Methods at Allure Company

Applying ABC or departmental rates could reveal that:

- Product M, with its complex manufacturing, consumes more setup hours and quality inspections,
leading to higher allocated overheads under activity-based methods.
- Product XY, being simpler, incurs fewer indirect costs, which may be better reflected with a tailored

allocation.
This nuanced understanding could:
- Adjust product profitability assessments.

- Inform targeted process improvements.

- Enable more strategic pricing and product development.

Implications for Management and Future Strategies

Enhancing Cost Visibility

Adopting more accurate overhead allocation methods can improve visibility into true product costs,

enabling management to:

- Identify cost-saving opportunities.
- Optimize resource allocation.

- Develop competitive pricing strategies.



Supporting Strategic Decisions

Accurate costs influence decisions such as:

- Product line expansion or contraction
- Process improvement investments

- Market expansion strategies

Integrating Cost Data with Performance Metrics

Linking detailed cost information with sales data, customer profitability, and market trends can lead to

more comprehensive strategic planning.

Conclusion: Moving Toward More Accurate Cost Allocation

Allure Company’s current practice of allocating overhead costs via a plant-wide rate provides simplicity
but at the expense of accuracy. As the company faces increased competition and demands for precise
financial insights, transitioning toward more refined approaches like Activity-Based Costing or
departmental rates is advisable. These methods, though more complex, can significantly improve the

accuracy of product costing, profitability analysis, and strategic decision-making.

In a landscape where margins are razor-thin and customer expectations are high, understanding the
true costs associated with each product is not just a financial exercise but a strategic imperative. By
embracing more sophisticated cost allocation techniques, Allure Company can position itself for

sustainable growth, enhanced competitiveness, and better resource management.

Final thoughts: The move from traditional overhead allocation to more nuanced methods represents a

critical evolution in managerial accounting. For Allure Company, this transition could unlock insights



that drive profitability, innovation, and long-term success in a dynamic marketplace.
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