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Understanding the true cost of products is vital for making informed pricing, production,
and strategic decisions. Traditional costing methods often allocate overhead uniformly,
which can distort the actual profitability of individual products. In this context, Activity-
Based Costing (ABC) has emerged as a more precise approach, assigning overhead costs
based on the actual activities that drive expenses. This article explores how a company
with two products—A and B—utilizes ABC to analyze their costs, interpret the results, and
leverage insights for better managerial decision-making.

Introduction to Activity-Based Costing (ABC)

What Is Activity-Based Costing?

Activity-Based Costing is a costing methodology that assigns overhead costs to products
based on the activities required to produce them. Unlike traditional costing systems that
allocate overhead uniformly or based on direct labor hours or machine hours, ABC
recognizes that different products consume activities differently. This approach enhances
accuracy in product costing, leading to better pricing strategies and resource allocation.

Why Use ABC in Multi-Product Companies?

For companies producing multiple products, overhead costs can constitute a significant
portion of total costs. When products vary significantly in their production complexity, setup
requirements, or resource consumption, traditional methods may misrepresent their
profitability. ABC helps managers identify which products are truly profitable and which
may be subsidized by others, enabling strategic decisions such as product discontinuation,
process improvements, or pricing adjustments.

Scenario Overview: The Company and Its



Products

Suppose a manufacturing company produces two distinct products: Product A and Product
B. The company has prepared a detailed analysis using ABC, outlining the activities
involved in production and the associated costs. The goal is to understand how costs are
distributed across products and to interpret the data for strategic insights.

Details of the ABC Analysis

Activities Identified

The company has identified several key activities that drive overhead costs:

Machine Setup

Production Scheduling

Quality Inspection

Material Handling

e Order Processing

Each activity consumes resources differently depending on the product being
manufactured.

Cost Pools and Cost Drivers

For each activity, the company has assigned a cost pool and identified a cost driver:

| Activity | Total Cost | Cost Driver | Total Units of Driver | Cost per Driver Unit |

R —— |oomom oo oo P oo |

| Machine Setup | $50,000 | Number of setups | 500 setups | $100 per setup |

| Production Scheduling| $30,000 | Number of production runs | 200 runs | $150 per run |
| Quality Inspection | $20,000 | Number of inspections | 1,000 inspections | $20 per
inspection |

| Material Handling | $25,000 | Tons of material handled| 5,000 tons | $5 per ton |

| Order Processing | $15,000 | Number of orders | 300 orders | $50 per order |



Activity Consumption by Products

The analysis shows how each product consumes these activities:

| Activity | Product A | Product B |

R ——— R R — |

| Machine Setup | 100 setups | 400 setups |

| Production Scheduling| 50 runs | 150 runs |

| Quality Inspection | 200 inspections | 800 inspections |
| Material Handling | 1,000 tons | 4,000 tons |

| Order Processing | 100 orders | 200 orders |

Calculating Cost per Product Using ABC

Step 1: Assign Costs to Activities

Using the cost pools and activity consumption data, calculate the total activity costs
allocated to each product:

Machine Setup:
- Product A: 100 setups x $100 = $10,000
- Product B: 400 setups x $100 = $40,000

Production Scheduling:
- Product A: 50 runs x $150 = $7,500
- Product B: 150 runs x $150 = $22,500

Quality Inspection:
- Product A: 200 inspections x $20 = $4,000
- Product B: 800 inspections x $20 = $16,000

Material Handling:
- Product A: 1,000 tons x $5 = $5,000
- Product B: 4,000 tons x $5 = $20,000

Order Processing:
- Product A: 100 orders x $50 = $5,000
- Product B: 200 orders x $50 = $10,000

Step 2: Sum Up Total Costs for Each Product

Total activity-based overhead costs:

| Product | Total Overhead Cost |
R |



| A|$10,000 + $7,500 + $4,000 + $5,000 + $5,000 = $31,500 |
| B | $40,000 + $22,500 + $16,000 + $20,000 + $10,000 = $108,500 |

Interpreting the Results

Cost Drivers and Profitability

The analysis reveals that Product B consumes significantly more resources across all
activities, especially in setups, production runs, and inspections. Consequently, its
overhead cost is markedly higher than that of Product A. This information is crucial for
evaluating profitability, as a simple unit cost calculation might mask the true overhead
contributions.

Identifying Costly Activities

Activities like machine setup and quality inspections are major cost drivers for Product B.
The high number of setups and inspections indicates that Product B may require more
complex or varied manufacturing processes, leading to higher overhead absorption.

Implications for Pricing and Strategy

- Pricing: Knowing the actual costs enables the company to set prices that cover overheads
and ensure profit margins.

- Product Mix Decisions: If Product B's profitability is lower after considering direct costs,
but overhead absorption is high, the company might explore process improvements or
consider discontinuing the product.

- Process Improvements: Identifying activities with high costs suggests areas where
efficiency can be improved—reducing setup times or inspection requirements could lower
costs substantially.

Using ABC for Better Management Decisions

Product Pricing Strategies

Accurate costing enables more strategic pricing, ensuring products are not underpriced due
to traditional costing distortions. For instance, if Product B's true overhead cost is high, the
company may need to adjust its selling price or find ways to reduce costs.



Cost Reduction Initiatives

By analyzing activity consumption, management can target specific activities for process
improvements:

- Streamlining setup processes to reduce the number of setups

- Automating inspections

- Optimizing material handling procedures

Product Portfolio Optimization

ABC provides insights into which products are most resource-intensive and profitable:
- Focus on products with higher margins

- Consider discontinuing or redesigning less profitable items

- Allocate resources more effectively based on activity consumption

Budgeting and Forecasting

ABC data supports more accurate budgeting, as overheads are allocated based on actual
activity levels. This leads to better resource planning and control.

Limitations and Challenges of ABC

While ABC offers increased accuracy, it also involves complexities:

- Data collection can be time-consuming and costly

- Maintaining updated activity and cost driver data requires ongoing effort
- Not all activities may be easily measurable or assignable

Despite these challenges, the benefits of precise costing often outweigh the drawbacks,
especially in competitive markets or complex production environments.

Conclusion

The example of a company analyzing its two products through Activity-Based Costing
illustrates the profound impact this methodology can have on understanding true product
costs and profitability. By systematically assigning overhead costs based on actual
activities, management gains clearer insights into resource consumption, cost drivers, and
areas for improvement. Whether it's refining pricing strategies, streamlining processes, or
making strategic product decisions, ABC equips managers with the detailed information
needed to enhance competitiveness and profitability. As manufacturing environments
become more complex, adopting activity-based costing becomes increasingly valuable for
making data-driven, strategic decisions.



Frequently Asked Questions

What is the purpose of using Activity-Based Costing
(ABC) in analyzing products A and B?

ABC helps in accurately allocating overhead costs to products based on the activities they
consume, leading to better understanding of product profitability and more informed pricing
and production decisions.

How does Activity-Based Costing differ from traditional
costing methods for products A and B?

Unlike traditional costing, which allocates overhead based on a single volume measure like
direct labor hours, ABC assigns costs based on multiple activities and their actual
consumption by each product, providing more precise cost insights.

What are common activities considered in the ABC
analysis for products A and B?

Common activities include order processing, machine setups, quality inspections, and
material handling, among others, each contributing differently to the total cost depending
on the product.

How can ABC analysis influence the pricing strategy for
products A and B?

By revealing the true cost of each product, ABC enables more accurate pricing that covers
costs and maximizes profit, potentially leading to price adjustments for less profitable
products.

What insights can a company gain from the ABC
analysis of products A and B?

The company can identify which activities are driving costs, determine the profitability of
each product, and find opportunities for cost reduction or process improvement.

How might the analysis affect decisions on product mix
and resource allocation?

Understanding the cost structure helps management decide which products to emphasize
or phase out and how to allocate resources efficiently to maximize overall profitability.

What challenges might a company face when



implementing ABC for products A and B?

Challenges include collecting detailed activity data, accurately assigning costs, and the
complexity of maintaining and updating the system regularly.

Can ABC help in identifying unprofitable products or
activities for products A and B?

Yes, ABC provides detailed cost information that can highlight unprofitable products or
activities, guiding strategic decisions to improve overall financial performance.

Additional Resources

Understanding Activity-Based Costing in a Dual-Product Company: An In-Depth
Analysis

In the competitive landscape of modern manufacturing and service industries, companies
are constantly seeking more precise methods to allocate costs and enhance profitability
analysis. When a company offers multiple products—such as Products A and B—traditional
costing methods often fall short in providing accurate insights into the true costs associated
with each product. This is where Activity-Based Costing (ABC) emerges as a transformative
approach. By dissecting the company's activities and assigning costs based on actual
resource consumption, ABC enables managers to make data-driven decisions that optimize
pricing, product mix, and operational efficiency.

This article delves into a hypothetical yet representative scenario where a company with
two products, A and B, employs ABC and has prepared a detailed analysis. We will explore
the fundamentals of ABC, interpret the provided data, and analyze how the costing
approach influences strategic decision-making. Our goal is to furnish a comprehensive
understanding of how activity-based costing reshapes cost management and profitability
evaluation in a multi-product environment.

Introduction to Activity-Based Costing (ABC)

What Is Activity-Based Costing?

Activity-Based Costing is an accounting methodology that assigns overhead and indirect
costs to products and services based on the activities that generate those costs. Unlike
traditional costing systems, which often allocate overhead uniformly—say, based on direct
labor hours—ABC recognizes that different products consume resources differently and that
activities are the true drivers of costs.

Key Principles of ABC:



- Activities as Cost Drivers: Identifies specific activities (e.g., machine setups, quality
inspections, order processing) that incur costs.

- Cost Pools: Groups related activities into pools, each with associated costs.

- Cost Drivers: Assigns costs from these pools to products based on the extent to which
each product uses these activities.

- Accurate Cost Allocation: Results in more precise product costing, enabling better
profitability analysis.

Benefits of ABC:

- Provides a clearer picture of the true cost and profitability of individual products.
- Helps identify non-value-adding activities that can be improved or eliminated.

- Facilitates better pricing strategies and product line decisions.

- Supports process improvement initiatives.

Why Is ABC Particularly Useful for a Two-Product
Company?

In a scenario with two products—A and B—traditional costing methods might distort
profitability analysis if, for example, one product requires significantly more machine setups
or quality inspections than the other. ABC can reveal such discrepancies, enabling
managers to identify which product truly contributes to overhead costs and profitability.

Overview of the Company’s Context and Data

Suppose the company produces Products A and B and has undertaken an ABC analysis to
understand their costs better. The company has provided data on:

- The activities involved in manufacturing and selling both products.
- The total costs associated with each activity.

- The extent of activity consumption by each product.

- The resulting cost per activity and per product.

While the detailed data isn’t explicitly provided here, typical analysis includes the following
components:

- Activity identification: For example, machine setups, quality inspections, order processing,
and shipping.

- Cost pools: The total costs attributable to each activity.

- Cost drivers: The measures used to allocate activity costs, such as number of setups,
inspection hours, or orders processed.

- Activity consumption rates: The level of activity usage by each product.

This analysis aims to determine the cost per unit or per batch for each product, considering



their respective activity consumption patterns.

Breakdown of Activities and Cost Allocation

Common Activities in Manufacturing and Selling

In a typical two-product scenario, activities can be grouped as follows:

- Design and Engineering: Developing product specifications.

- Machine Setups: Preparing machinery for production runs.

- Manufacturing Operations: Actual production activities, such as machining, assembly, or
packaging.

- Quality Inspection: Checking products for defects or compliance.

- Order Processing: Handling customer orders, invoicing, and documentation.

- Distribution and Shipping: Delivering finished products to customers.

Each activity incurs costs, which can be categorized into:

- Fixed costs: Cost remains constant regardless of production volume (e.g., equipment
depreciation).
- Variable costs: Cost varies with activity level (e.g., inspection labor hours).

Assigning Costs to Activities and Products

The company’s analysis involves:

1. Determining Activity Cost Pools: Summing all costs associated with each activity.

2. Identifying Cost Drivers: For example, number of setups for setup costs, number of
inspections for inspection costs.

3. Calculating Activity Rates: Dividing total activity costs by total activity driver units to find
a cost per activity unit.

4. Allocating Costs to Products: Multiplying the activity rate by the quantity of activity units
used by each product.

This process results in a more accurate picture of how much each product "costs" in terms
of resource consumption, which is essential for pricing and profitability analysis.



Analysis of Cost Data and Product Profitability

Calculating Product Costs Using ABC

Suppose the company’s ABC analysis yields the following hypothetical data:

| Activity | Total Cost | Total Driver Units | Cost per Driver Unit | Product A Usage | Product B
Usage |

R — oo R — O — oo oo |

| Machine Setups | $40,000 | 200 setups | $200/setup | 50 setups | 150 setups |

| Quality Inspections | $30,000 | 1,000 inspection hours | $30/hour | 300 hours | 700 hours |
| Order Processing | $20,000 | 2,000 orders | $10/order | 800 orders | 1,200 orders |

| Shipping | $10,000 | 1,000 shipments | $10/shipment | 300 shipments | 700 shipments |

Step 1: Compute activity rates:

- Machine setups: $200 per setup

- Inspections: $30 per inspection hour
- Orders: $10 per order

- Shipping: $10 per shipment

Step 2: Allocate costs to each product:
Product A:

- Machine setups: 50 setups x $200 = $10,000
- Inspections: 300 hours x $30 = $9,000

- Orders: 800 x $10 = $8,000

- Shipping: 300 x $10 = $3,000

Product B:

- Machine setups: 150 setups x $200 = $30,000
- Inspections: 700 hours x $30 = $21,000

- Orders: 1,200 x $10 = $12,000

- Shipping: 700 x $10 = $7,000

Total activity costs assigned:

| Product | Total Cost |

R ——— |

| Product A | $10,000 + $9,000 + $8,000 + $3,000 = $30,000 |

| Product B | $30,000 + $21,000 + $12,000 + $7,000 = $70,000 |

This allocation reveals the relative resource consumption of each product, which may differ
significantly from traditional absorption costing figures.



Implications for Product Costing and Pricing

With these detailed costs, managers can analyze:

- Cost per unit: Dividing total activity costs by the number of units produced.
- Profitability margins: Comparing revenues against the true product costs.
- Cost drivers' impact: Recognizing which activities contribute most to product costs.

Suppose Product A produces 1,000 units and Product B produces 2,000 units. Then:

- Cost per unit A: $30,000/ 1,000 = $30
- Cost per unit B: $70,000 / 2,000 = $35

If the selling prices are $50 and $60 respectively, the profit margins after activity-based
costs are:

- Product A: $50 - $30 = $20 per unit
- Product B: $60 - $35 = $25 per unit

This analysis indicates that although Product B has a higher total cost, it also yields a higher

profit per unit, influencing strategic decisions regarding product focus and resource
allocation.

Strategic Insights and Decision-Making

Product Mix Decisions

Understanding precise costs helps managers decide which products to emphasize, modify,
or discontinue. For instance:

- If Activity-Based Costing reveals that Product A consumes disproportionate setup and
inspection resources, its profitability might be overstated under traditional costing.

- Alternatively, if Product B's higher activity consumption is justified by higher revenue, the
company can focus on expanding Product B.

Pricing Strategies

Accurate cost data enables optimal pricing strategies:

- Ensuring prices cover true costs and contribute to profit margins.
- Identifying products that are underpriced relative to their activity-based costs.
- Adjusting prices to reflect the resource consumption and demand elasticity.



Process Improvement and Cost Reduction

ABC highlights activities with high costs and high consumption. This insight allows for:
- Streamlining processes to reduce setup times or inspection hours.
- Automating repetitive activities.

- Eliminating non-value-adding activities.

Such initiatives can lower costs, improve margins, and enhance competitive positioning.

Cost Control and Performance Measurement

By continuously monitoring activity costs
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