Activity Based Costing,Question & Answer.

Overview Of Activity Based Costing
Long back when fixed overheads were not large in relation to total costs,the variable costs dominated the cost structure of the company.This prompted the use of the absorption rates which mainly vary with the level of output as variable costs behave exactly in that pattern.
The other thing which was prominent those days was the simplicity of the products the companies used to deal with.Products were not complex with a few different parts contained in them.This meant easy tracing of labor hours and very simple methods used to accumulate costs.
In contrast,nowadays products are complex,which means a lot of different parts,different labour mix.In addition to that,its now a common thing that companies are producing more than one product which makes overheads a high bill.
Due to increased technology,the use of machines have increased,which also has resulted in the decrease of use of manual labour to complete tasks.This has begat non volume related costs such as assemply costs,testing costs etc.Material handling costs have increased also as a result of handling of a various components.
Clearly procurement is never as easy as before, as a lot of components need to be purchased and in a most efficient manner which does not compromise quality.
This then means that it’s no longer business as usual and modern costing techniques such as activity based costing are now necessary. As its name suggests, the technique involves allocating costs according to the identification of activities which attract costs.This can result in a more accurate product cost,and as you know the cost of a product impacts heavily on the ultimate price to be charged on a product.
Problems With Implementing ABC
Much has been written in academic journals of the benefits of using ABC.The majority of organisations still do not use it either. If it’s considered very useful why do captains of industries don’t use it. The major reason hinges on cost and benefit analysis. For ABC to be effective, an accurate system is required  with as many as 50 different activities identified and costs attributed to them.This requires considerable time and effort.A research has focused on problems of implementing the ABC system in which Friedman and Lyne(1999) provide some clues as to why ABC has not been taken with more enthusiasm from a case study. Some reasons were found to be as follows:
· It requires good communication channels which are lacking in many organisations
· Finance department opposed its implementation. Often finance staff appear less dynamic and unable to perceive the needs of the production staff.
· General ledger information too poor to provide reliable ABC information.The resulting figures would have been no better than traditional absorption methods.
Of course if organisations do not have reliable ABC information, then they also forgo the cost management advantages of an ABM system.Since ABC provides the basic building blocks of activities, without ABC there can be no ABM(Activity Based Management).
Practical Approach To Questions
The purpose of this module is not to go into detailed notes of the Activity Based Costing System. However a thorough assumed knowledge is expected in order to meet the requirements of the questions.The questions will involve some complicated issues which examiners always like to examine in applied management accounting questions.It is also important to remind students that at this level of examination, the final decision to be taken is what is very important rather than mere calculations of figures and theory.
When To Use This Module
Please don’t attempt these questions before doing a thorough analysis of the topic Activity Based Costing. It is assumed that students who go through these questions and answer session are doing their final examination preparation for the big day.
Tips & Advice
Usually the topic Activity Based Costing is examined in conjunction with topics like, absorption costing, marginal costing, activity based management and activity based budgeting. In advanced costing the rational is to test your ability to make a decision, recommend and/or to make what if analysis in relation to the cost of the product and hence its final price.
You may be presented with a scenario and asked to use different costing methods to allocate the overheads, to the product. With a given mark up you are asked to determine the final price. Make a decision depending on prevailing facts. Usually Activity Based Costing may reallocate costs differently in the presence of high level non-volume related costs.The tricky to these questions hinges mainly on the proportion of variable or fixed costs and use the appropriate method. You will notice that when variable costs are dominating, the difference between ABC and traditional costing techniques is insignificant.
Final Word
Management Accounting is one of the subjects which give trouble to students. Examiners of competent bodies like CTA emphasise different levels of reasoning depending on the level you are sitting. Some answers you got correct at entry level may not necessarily correct at next higher level.
                                                             Typical Examination Questions
5.1 
	



RDE plc uses an activity based costing system to attribute overhead costs to its three products. The following budgeted data relates to the year to 31 December 2008: 


	Product                               X   Y   Z 

	Production units (000)       15   25 20 

	Batch size (000 units)        2.5 5   4 



Machine set up costs are caused by the number of batches of each product and have been estimated to be £600,000 for the year. 
Calculate the machine set up costs that would be attributed to each unit of product Y. 

The following information is given for sub-questions 5.2 and 5.3 below 
	RS has recently introduced an activity based costing system. RS manufactures two products, details of which are given below as follow
	 

	Budgeted production per annum (units) 
	80,000 (Product R)
	60,000(Product S)

	Batch size (units) 
	100 
	50 

	Machine set-ups per batch 
	3 
	3 

	Processing time per unit (minutes) 
	3 
	5 


The budgeted annual costs for two activities are as follows: 
 Machine set-up $180,000 
 Processing $108,000 
5.2 
The budgeted processing cost per unit of Product R is: 
A $0.20 
B $0.51 
C $0.60 
D $0.45
5.3 
The budgeted machine set-up cost per unit of Product S is: 
A $150 
B $1.80 
C $1.50 
D $30
The following data are given for questions 5.4 and 5.5 
DRP Limited has recently introduced an Activity Based Costing system. It manufactures three products, details of which are set out below: 
	                                                            Product D      Product R    Product P 

	Budgeted annual production (units)    100,000         100,000     50,000 

	Batch size (units)                                 100                50              25 

	Machine set-ups per batch                   3                    4                6 

	Purchase orders per batch                    2                     1               1 

	Processing time per unit (minutes)      2                     3               3 


Three cost pools have been identified. Their budgeted costs for the year ending 31 December 2004 are as follows: 
Machine set-up costs £150,000 
Purchasing of materials £70,000 
Processing £80,000
5.4 
Calculate the annual budgeted number of: 
(a) batches 
(b) machine set-ups 
(c) purchase orders 
(d) processing minutes
5.5 
Calculate the budgeted overhead unit cost for Product R for inclusion in the budget for 2004
The following data are given for sub-questions 5.6 to 5.8 
K makes many products, one of which is Product Z. K is considering adopting an activity-based costing approach for setting its budget, in place of the current practice of absorbing overheads using direct labour hours. The main budget categories and cost driver details for the whole company for October are set out below, excluding direct material costs: 

Budget category £                              Cost driver details 
Direct labour 128,000                        8,000 direct labour hours 
Set-up costs 22,000                            88 set-ups each month 
Quality testing costs* 34,000             40 tests each month 
Other overhead costs 32,000              absorbed by direct labour hours
* A quality test is performed after every 75 units produced 

The following data for Product Z is provided: 

Direct materials budgeted cost of £21.50 per unit 
Direct labour budgeted at 0.3 hours per unit 
Batch size 30 units 
Set-ups 2 set-ups per batch 
Budgeted volume for October 150 units
5.6 
Calculate the budgeted unit cost of product Z for October assuming that a direct labour-based absorption method was used for all overheads. 
5.7 
Calculate the budgeted unit cost of product Z for October using an activity-based costing approach.
5.8 
Explain in less than 50 words, why the costs absorbed by a product using an activity-based costing approach could be higher than those absorbed if a traditional labour-based absorption system were used, and identify two implications of this for management.
The following data are given for sub-questions 5.9 to 5.11 
SM makes two products, Z1 and Z2. Its machines can only work on one product at a time. The two products are worked on in two departments by differing grades of labour. The labour requirements for the two products are as follow: 
Minutes per unit of product 
                                             Z1         Z2 
Department 1                       12         16 
Department 2                       20         15 

There is currently a shortage of labour and the maximum times available each day in Departments 1 and 2 are 480 minutes and 840 minutes, respectively. 

The current selling prices and costs for the two products are shown below:
                                                                              
	                                                                               Z1             Z2

	Selling price                                                   50.00      65.00

	Direct materials                                              10.00     15.00

	Direct labour                                                  10.40     6.20

	Variable overheads                                         6.40      9.20

	Fixed overheads                                              12.80    18.40

	Profit per unit                                                  10.40    16.20


As part of the budget-setting process, SM needs to know the optimum output levels. All output is sold
5.9 
Calculate the maximum number of each product that could be produced each day, and identify the limiting factor/bottleneck. 
5.10 
Using traditional contribution analysis, calculate the ‘profit-maximising’ output each day, and the contribution at this level of output. 
5.11 
Using a throughput approach, calculate the ‘throughput-maximising’ output each day, and the ‘throughput contribution’ at this level of output.
5.12 
CJD Ltd manufactures plastic components for the car industry. The following budgeted information is available for three of their key plastic components: 
	                                                                    W              X                 Y 

	                                                                 £ per unit      £ per unit      £ per unit 

	Selling price                                             200               183               175 

	Direct material                                         50                  40                35 

	Direct labour                                            30                  35                30 

	Units produced and sold                          10,000           15,000         18,000 

	The total number of activities for each of the three products for the period is as follows: 

	Number of purchase requisitions              1,200            1,800           2,000 

	Number of set ups                                     240               260              300 


Overhead costs have been analysed as follows:
Receiving/inspecting quality assurance £1,400,000 
Production scheduling/machine set up £1,200,000 

Calculate the budgeted profit per unit for each of the three products using activity based budgeting. 

The following data are given for questions 5.13 and 5.14 

LM operates a parcel delivery service. Last year its employees delivered 15,120 parcels and travelled 120,960 kilometres. Total costs were $194,400. LM has estimated that 70% of its total costs are variable with activity and that 60% of these costs vary with the number of parcels and the remainder vary with the distance travelled. LM is preparing its budget for the forthcoming year using an incremental budgeting approach and has produced the following estimates:
• All costs will be 3% higher than the previous year due to inflation 
• Efficiency will remain unchanged 
• A total of 18,360 parcels will be delivered and 128,800 kilometres will be travelled. 

5.13 
Calculate the total variable costs related to the number of parcels delivered. 
5.14 
Calculate the total variable costs related to the distance travelled.
5.15 
An ABC system refers to 
A A Japanese style problem solving device that is particularly helpful in inventory 
management 
B An inventory management method that concentrates effort on the most important items 
C Accuracy, brevity and clarity in the quality of system reporting 
D A mainframe solution to managing inventory 

5.16 
Which of these is an advantage of ABC? 
A Very good for a company which has one or two products 
B Gives 100% illustration of what drives fixed costs 
C Cheap to run and maintain 
D More efficient management of resources
5.17 
For a hospital which of these does not seem like a sensible activity and cost driver? 
Activity Cost driver 
A Insurance for building Maintenance costs 
B Phone appointments No. of patients 
C Patient main reception No. of patients 
D Length of patient stay No. of patients 

5.18 
Satisfying customers whilst minimising resource use is an example of: 
A Activity based management 
B Customer profitability analysis 
C Distribution channel profitability 
D Business process re-engineering
5.19 
Y Ltd operates an activity based costing system to allocate overhead to cost units. 
In its budget for the year, the company expected to undertake a total number of quality control inspections of 550 at a total cost of £5,775. During this period, a total number of inspections of 468 were undertaken, which incurred an actual cost of £4,500. The over or under recovery of these costs for the above period was 
A Over absorption £414 
B Under absorption £414 
C Over absorption £1,275 
D Under absorption £1,275 

5.20 
A Ltd has recently introduced an activity based costing system. It manufactures two products details were as follows: 
Product A Product B 
Budgeted annual production (units) 50,000 30,000 
Batch size (units) 1,000 300 
Machine set ups per batch 7 5
Budgeted costs for the machine set up for the above period was £55,250. The budgeted machine set up cost per unit for the above period was: 
A £50 
B £55 
C £60 
D £65
5.21 
An accountancy practice recovers its fixed salaries of audit managers, by charging a fixed amount to a client on the basis of the number of hours of consultation provided. Budgeted salaries for the period were £300,000 and actual salaries and consulting hours performed for the period were £320,000 and 16,000 hours respectively. There was an over absorption of salary overhead for the period of £24,000. 
The overhead absorption rate per consultancy hour would have been? 
A £15.00 
B £18.75 
C £20.00 
D £21.50
5.22 
The accounting entry for an over absorption of production fixed overhead for a period, within an integrated system of cost bookkeeping would be? 
Debit Credit 
A Work-in-progress account Production overhead control account 
B Production overhead control account Profit and loss account 
C Cost of sales account Production overhead control account 
D Production overhead control account Finished goods control account
5.23 
The double entry for the transfer of completed production for a company operating an integrated cost ledger bookkeeping system would be? 
Debit Credit 
A Work-in-progress account Finished goods control account 
B Cost of sales account Work-in-progress account 
C Finished goods control account Work-in-progress account 
D Cost of sales account Finished goods control account
5.24 
Activity based costing (ABC) is claimed to provide more accurate product costs than a traditional absorption costing system. 
Which of the following statements does NOT support this claim? 
A ABC uses cost drivers to allocate overhead costs to products by cost pool 
B ABC will improve gives an exact understanding of how overheads were consumed 
C ABC assigns overheads to each major activity 
D ABC uses volume based cost drivers
5.25 
A company uses an activity based costing system. Three products are manufactured, details of which are given below: 
A B C 
Annual production (units) 80,000 100,000 50,000 
Batch size (units) 100 50 25 
Machine set-ups per batch 3 4 6 
Annual machine set-up costs are $150,000. 
The machine set-up cost per unit of Product B (to the nearest $0.01) is: 
A $0.46 
B $0.65 
C $6.70 
D $0.54
5.26 
	Put the following stages of an activity based budgeting system in chronological order. 
· Take action to adjust the capacity of resources to match the projected supply 

	· Determine the resources that are required to perform organisational activities 

	· Estimate the production and sales volume by individual products and customers 

	· Estimate the demands for organisational activities 

	


5.27 
Classify the following activity based costs incurred in a multi-product manufacturing environment by placing the activities next to the costs below: 
 Unit level activities 
 Batch level activities 
 Product sustaining activities 
 Facility sustaining activities 
	
Cost 
	             
             Classification 

	Purchase order processing costs 

	Product advertising costs 

	Factory rent and rates 

	Direct labour costs 

	Product redesign costs 

	Material handling costs 


5.28 
A company uses an activity based costing system to attribute overhead costs to its three products. The following budgeted data relates to this year: 

Product                             X             Y           Z 
Production (units)            50,000     25,000    20,000 
Batch size                         250         100         400 

Material handling costs are determined by the number of batches of each product and have been estimated to be $60,000 for the year. What is the cost driver rate for material handling costs?
5.29 
	Details of 2 customers Mr Pink and Mr White and total company sales: 
	            
	 

	Number of: 

	Packs sold (000) 
	50 (Mr Pink)
	27 (Mr White)
	300 (Company)

	Sales visits to customers 
	24 
	12 
	200 

	Orders placed by customers 
	75 
	20 
	700 

	Normal deliveries to customers 
	45 
	15 
	240 

	Urgent deliveries to customers 
	5 
	0 
	30 



Activity costs:                                            $000s 
Sales visits to customers                            50 
Processing orders placed by customers     70 
Normal deliveries to customers                 120 
Urgent deliveries to customers                  60 

Work out the 4 relevant cost drivers
5.30 
	Details of 2 customers Mr Pink and Mr White and total company sales:
	
	

	Number of: 

	Packs sold ‘000
	34 (B)
	45 (D)
	300 (Company)

	Sales visits to customers 
	30 
	12 
	200 

	Orders placed by customers 
	43 
	30 
	700 

	Normal deliveries to customers 
	70 
	45 
	240 

	Urgent deliveries to customers 
	25 
	4 
	30 

	


	Activity
	Cost Driver Rate


	Normal Delivery
	 $700/Delivery


	Order Processing
	$400/Order

	Urgent Deliveries

	$3000/Urgent Delivery

	Sales Visits

	$500/Visit

	
	
	
	
	

	
	Fill in the CPA statement below: 
	 
	

	
	

	$000 (B)
	$000(D) 

	
	
	
	

	
	
	
	

	
	

	
	

	
	
	

	
	
	

	
	
	
	
	

	
	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	Blank Page 


Turn Overleaf









Blank Page 


Turn Overleaf
	
	
	

	5.31 
The main difference (or differences) between how traditional costing and activity based costing treat indirect manufacturing costs is (are) that 
A Traditional costing uses only production volume based drivers while activity based costing uses only non-production volume based drivers. 
B D and E 
C Traditional cost allocations are usually based on a plant wide overhead rate, while ABC systems use departmental overhead rates. 
D Traditional costing treats only unit level costs as variable, while ABC systems treat unit level, batch level and product level costs as variable. 
E A and C
5.32 
	Indicate which are true or false. Statements 
	 

	· If products are uniform and customers are similar in their demands, activity based costing may not offer a significant advantage over machine hours when assigning overhead. 

	· In activity based costing, the manufacturing overhead cost per unit will depend partially on the number of units in a batch. 

	· The cost to set up production equipment is best allocated directly to products via machine hours. 


5.33 
Which would be the most favourable basis for allocating manufacturing overhead for a factory with automated equipment and a significant variation of services by its indirect labour? 
A Direct labour hours 
B Machine hours 
C ABC 
D None of the above
5.34 
	The ABC cost allocation system excludes consideration of which of the following if any? 
· Costs allocated to service departments using the reciprocal costing method 

	· Committed fixed costs 

	· Direct costs of materials 

	· Variable non-manufacturing costs 

	· Manufacturing fixed overhead costs 


5.35 
	Which of the following, if any, is true of an activity based costing system?
· An activity based costing system will provide a more accurate apportionment of overheads to products than absorption costing 

	· An activity based costing system will cost less to administer than an absorption costing system 

	· The activity based costing system will be less detailed than an absorption costing system 

	· An activity based costing system is easier to administer than an absorption costing system 


5.36 
	Indicate which are true or false. Statements 
	 

	· Under ABC, indirect manufacturing costs are predominantly assigned on the basis of direct machine hours. 

	· Setup cost is an example of a batch-level cost. 
	· . 

	· In ABC the assumption is that products use resources or cause costs. 


5.37 
A company has a budgeted level of fixed overheads of £385,000 and the overhead recovery rate is £4.25 per machine hour, what is the number of machine hours we expect to use? 
A 4,250     C 90600
B 385,000  D1636

C 90,600 
D 1,636




5.38 
Which would be the least favourable basis for allocating manufacturing overhead for a factory with automated equipment and a significant variation of services by its indirect labour? 
A Direct labour hours 
B Machine hours 
C ABC 
D None of the above
5.39 
Which of the following statements is correct? 
A Activity based costing uses a number of activity cost pools, each of which is allocated to products on the basis of direct labour hours 
B An activity based costing system is generally easier to implement and maintain than traditional costing system 
C Activity rates in activity based costing are computed by dividing costs from the first-stage allocations by the activity measure for each activity cost pool 
D One of the goals of activity based management is the elimination of waste by allocating costs to products that waste resources
5.40 
All of the following are examples of batch level activities except? 
A Worker recreational facilities 
B Purchase order processing 
C Setting up equipment 
D Clerical activity associated with processing purchase orders to produce an order for a standard product
5.41 
		
	
	
	
	


The estimated total cost and expected activity for a company's activity cost pools are as follows. 
	Hrs for Product A 
	Hrs for Product B 

	Total Costs =£150,000 
	500 
	700 



The activity rate under the activity based costing system for this activity is closest to:

A 300
B 125
C 214
D 140




5.42 A company uses activity-based costing to compute product costs. The company applies overheads using a predetermined overhead rate for each activity cost pool. 

Budgeted costs were £20,000 and budgeted activity was 1,250. Actual activity for the current year was 3,000. The amount of overhead applied for this activity during the year was closest to: 
A £42,000 
B £26,780 
C £48,000 
D £34,190 

5.43 
All of the following are examples of product level activities except: 
A Parts administration 
B Advertising a product 
C Testing a prototype of a new product 
D Human resource management 

5.44 
	A company has two products, X and Y. The annual production and sales level of product X is 17,000 units. The annual production and sales level of product Y is 13,000. The company uses activity based costing and has prepared the following analysis showing the estimated total cost and expected activity for each of its three activity cost pools. Activity cost pool 
	Budgeted overhead cost 
	Hrs for Product X 
	Hrs for Product Y 
	Total 

	Alpha 
	$15,000 
	800 
	300 
	1,200 

	Beta 
	$30,000 
	400 
	700 
	1,100 

	Gamma 
	$45,000 
	100 
	2,300 
	2,400 


The ABC overhead absorption rate for Gamma is: 
A $29.32 
B $19.57 
C $18.75 
D $17.66
5.45 A company has two products G and H.The annual production and sales level of product G is 9000 units.The annual production and sales level of product H is 20000.The company uses activity based costing and has prepared the following analysis showing the estimated total cost and expected activity for each of its three activity cost pools.
	 
Activity cost pool 
	
Budgeted 
overhead cost 
	
Hours for
Product G 
	
Hours for
Product H 
	

Total 

	Alpha 
	$24,000 
	800 
	300 
	1,200 

	Beta 
	$88,000 
	400 
	700 
	1,100 

	Gamma 
	$12,000 
	100 
	2,300 
	2,400 



The overhead cost per unit of product G under activity based costing is:
A $5.39
B $3.56
C $10.45
D $7.56



5.46 A company has three activity cost pools and applies overhead using predetermined overhead rates for each activity cost pool. Estimated costs and activities for the current year are presented below for the three activity cost pools:

Activity Cost Pool    Budgeted Costs    Hours For Product V                            
G                                       £45000                                	6
H                                       £10000                                               70
I                                        £25000                                               130
The ABC overhead rates for G,H and I to the nearest whole number is
A G = £396, H = £300, I = £450 
B G = £143, H = £7,500, I = £192 
C G = £450, H = £261, I = £396 
D G = £7,500, H = £143, I = £192
	
	    
	            

	
	
	

	
	
	

	
	
	


5.47 
When there are batch level or product level costs, in comparison to a traditional cost system, an activity based costing system ordinarily will shift costs from: 
A Standardised to specialised products 
B High volume to low volume products 
C Specialised to standardised products 
D Low volume to high volume products
5.48 
	The following are steps in ABC:Select all that apply.
· Calculation of cost application rates
· Identification of cost drivers
· Assignment of cost to products
· Identification of cost pools


	

	

	



5.49 
Shah Rukh Khan’s production company writes songs for Indian films. 

During a recent period, his company wrote 10,000 songs which cost £145,000. If 3,312 of these songs were sad songs and the remainder were happy songs, what would be the costs allocated to the happy songs? 
A £96,976 
B £48,024 
C £145,000 
D £10,000
5.50 
Which of the following apply if any? 
	· 
· ABC systems: Use a single volume based cost driver 

	· Assign overheads to products only based on the products' use of labour 

	· Often reveal products that were under or overcosted by traditional costing systems 

	· Typically use fewer cost drivers than more traditional costing systems 

	· Have a tendency to distort product costs 


5.51 
	Which of the following cannot use ABC? 
· Manufacturers 

	· Financial-services firms 

	· Book publishers 

	· Hotels 

	· None of the above, as all are able to use this costing system 


5.52 
	Which of the following statements about ABC is false? 
· ABC cannot be used by service businesses 

	· ABC can help a company eliminate (or reduce) non-value added costs 

	· ABC results in less cost “averaging” of various diversified activities compared to traditional absorption costing 

	· ABC results in more costs being classified as direct costs 

	· ABC tends to reduce cost distortion among product lines 




End of Practice Questions

Answers




	5.1 Answer is £7.50 per unit of product Y Product 
	X 
	Y 
	Z 

	Production units 
	15,000 
	25,000 
	20,000 

	Batch size 
	2,500 
	5,000 
	4,000 

	Number of set ups required 
	15,000 / 2,500 
= 6 
	25,000 / 5,000 
= 5 
	20,000 / 4,000 
= 5 



Total number of set ups required=6+5+5=16
Cost per set up=£600000/16=£7500
Machine set up costs attributed to product Y=£37500*5=£187500
Set up cost per unit of Y=£187500/25000=£7.5


5.2 Answer is C
                                                                          Product R  Product S  Total
Budgeted production per annum(units)    80000        60000         140000
Number of batches                                         800            1200            2000
Number of machine set-ups                         2400           300000       540000
Cost driver rate=$108000/54000=$0.20
Total processing costs = $0.2*240000=$48000
Processing costs per unit = $48000/80000=$0.60


	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	


5.3 Answer is B 
Cost driver rate = $180,000 / 6,000 = $30 per set up 
Total set-up costs = $30 x 3,600 = $108,000 
Set up cost per unit =$108,000 / 60,000 = $1.80


	5.4 Budgeted number of batches 

	Product D 
	100,000 ÷ 100 = 
	1000 

	Product R 
	100,000 ÷ 50 = 
	2000 

	Product P 
	50,000 ÷ 25 = 
	2000 =Total5000

	

	Budgeted number of machine set-ups 

	Product D 
	1000 batches x 3 
	3000 

	Product R 
	2000 batches x 4 
	8000 

	Product P 
	2000 batches x 6 
	12000=Total 23000

	

	Budgeted number of purchase orders 

	Product D 
	1000 batches x 2 
	2000 

	Product R 
	2000 batches x 1 
	2000 

	Product P 
	2000 batches x 1 
	2000 =Total 6000

	 

	Budgeted number of processing minutes 

	Product D 
	100,000 x 2 = 
	200,000 

	Product R 
	100,000 x 3 = 
	300,000 

	Product P 
	50,000 x 3 = 
	150,000 =Total 650000

	 

	5.5 Budgeted cost per set up 

	£150,000 ÷ 23000 = 
	£6.52 per set-up 

	Budgeted cost per order 

	£70,000 ÷ 6000 = 
	£11.67 per order 

	Budgeted cost per minute of processing 

	£80,000 ÷ 650,000 = 
	£0.123 per minute 

	Overhead unit cost for product R 

	£ 

	Set-up 
	(£6.52 x 4 set-ups) ÷ 50 units 
	0.52 

	Order 
	(£11.67 x 1 order) ÷ 50 units 
	0.23 

	Processing 
	£0.123 x 3 minutes 
	0.37 =Total 1.12

	



	5.6 Budgeted unit cost for product Z 
	£ 

	Direct material 
	21.50 

	Direct labour (W1) £16 x 0.3 hours = 
	4.80 

	Fixed overhead absorbed (W2) £11.00 x 0.3 hours = 
	3.30 =Total 29.6

	29.60 

	W1 Labour rate per hour 

	£128,000 ÷ 8,000 hours = 
	£16.00 

	W2 Fixed overhead absorption rate per hour 

	£ 

	Set-up cost 
	22,000 

	Quality testing cost 
	34,000 

	Other overhead cost 
	32,000=Total 88000

	

	Budgeted direct labour hours 
	8000 

	Fixed overhead absorbed per labour hour (£88,000 ÷ 8,000 hrs) = 
	£11.00 

	5.7
 Budgeted unit cost for product Z 
	£ 

	Direct material 
	21.50 

	Direct labour £16 x 0.3 hours = 
	4.80 

	Set-up cost (£250 x 2 per batch) ÷ 30 units per batch = 
	16.67 

	Quality testing (£850 per test ÷ 75 units each test) = 
	11.33 

	Other overhead cost (£4 per labour hour x 0.3 hours per unit) = 
	1.20=Total=55.5

	55.50 

	Cost drivers 

	Set-up cost (£22,000 ÷ 88 set-ups) = 
	£250 
	per set-up 

	Quality testing (£34,000 ÷ 40 tests) = 
	£850 
	per test 

	Other overhead cost (£32,000 ÷ 8,000 labour hours) = 
	£4 
	per labour hour 


5.8  
	

	Tip
The ABC approach recognises the complexity and diversity of how different products consume different resources and therefore fixed overhead. This gives a better overall understanding of product costing when contrasted to the simple absorption costing approach. Four implications for management of using ABC have been provided below; however the question only requires two. The ABC approach could lead to a higher cost absorbed, if a product consumes far more resources and therefore shares a higher proportion of the cost drivers e.g. set-up, quality testing etc. Rather than just how much labour time each product consumes when contrasted to absorption costing


. 
More efficient management of resources by a greater understanding of what drives fixed overhead to be incurred e.g. increase batch sizes to reduce unit cost. 
Better costing information for planning, control or decision making. 
More realistic pricing to cover fixed overhead being incurred by different products. 
Better profitability analysis of different products 


	5.9 
                               Z1 
	                
                Z2


	Depart 1  
	480 minutes ÷ 12 = 
	40.0 
	480 minutes ÷ 16 = 
	30.0 

	Depart 2 
	840 minutes ÷ 20 = 
	42.0 
	840 minutes ÷ 15 = 

	56.0 


Department 1 is the limiting factor/bottleneck. It is the most binding constraint on production due to its limitation of being able to produce less of both products than department 2.
	5.10
                                  Z1 
	
                 Z2
 

	Selling price 
	50.00 
	65.00 

	Less: 

	Direct material 
	10.00 
	15.00 

	Direct labour 
	10.40 
	6.20 

	Variable overhead 
	6.40 
	9.20 

	Contribution per unit (£) 
	23.20 
	34.60 

	Department 1 (minutes per unit) 
	12 
	16 

	Contribution per minute (£) 
	1.93 
	2.16 

	Ranking 
	2nd 
	1st 

		
	2nd 
	1st 



		
	2nd 
	1st 



	2nd 
	1st 



	
	 




Given there is no maximum sales demand for product Z2 the total of 480 minutes each day for department 1 should be allocated to making this product. The maximum contribution earned would therefore be 480 minutes x £2.16 contribution earned per minute = £1,036.80 contribution per day. 480 minutes would make (480 minutes ÷ 16 minutes) 30 units of product Z2.
5.11 
	Tip: Throughput accounting aims to maximise contribution whilst minimising conversion e.g. labour and overhead cost. It is essentially the same principle as limiting factor analysis, but assumes the only true variable cost when calculating throughput contribution is the material and component cost only of making a product. 

	Throughput Contribution

	=

	sales less material cost only ‘the only true variable cost’


	Z1	Z2
	Selling price 
	50.00 
	65.00 

	Less: 

	Direct material 
	10.00 
	15.00 

	Throughput contribution per unit (£) 
	40.00 
	50.00 

	Department 1 (minutes per unit) 
	12 
	16 

	Throughput contribution per minute (£) 
	3.33 
	3.13 

	Ranking 
	1st 
	2nd 



Given there is no maximum sales demand for product Z1 the total of 480 minutes each day for department 1 should be allocated to making this product. The maximum throughput contribution earned would therefore be 480 minutes x £3.33 throughput contribution earned per minute = £1,598.40 throughput contribution per day. 480 minutes would make (480 minutes ÷ 12 minutes) 40 units of product Z1.
	5.12 
                                        
	
                         
	
            

	                                        £ 
	                          £ 
	             £ 

	Selling price 
	            200.00 (W)
	183.00 (X)
	175.00 (Y)

	Direct material 
	            50.00 
	40.00 
	35.00 

	Direct Labour 
	            30.00 
	35.00 
	30.00 

	Contribution 
	            120.00 
	108.00 
	110.00 

	Overhead  using ABC 

	W1 Receiving/inspecting            W                X                         Y

	W (1200 ÷ 10,000 units) x £280 
	33.6
	
	

	X (1800 ÷ 15,000 units) x £280 
	
	33.6
	

	Y (2000 ÷ 18,000 units) x £280 
	
	
	31.11

	W2 Production/machine set up                     W              X             
	Y

	W (240 ÷ 10,000 units) x £1,500 per set up 
	36.00 
	
	

	X (260 ÷ 15,000 units) x £1,500 per set up 
	
	26
	

	Y (300 ÷ 18,000 units) x £1,500 per set up 
	
	
	25

	Profit per unit 
	
	50.4
	48.4
	53.89

	W1 Receiving/inspecting 

	£1,400,000 ÷ (1,200 + 1,800 + 2,000) = £280 per requisition 

	W2 Production/machine set up 

	£1,200,000 ÷ (240 + 260 + 300) = £1,500 per set up 


5.13 Answer is $102,118 
Costs that varied with number of parcels = $194,400 x 70% x 60% = $81,648 
Cost per parcel last year = $81,648 /15,120 = $5.40 
Parcel related cost for next year = $5.40 x 1.03 x 18,360 = $102,118 
5.14 Answer is $59,699 
Costs that vary with kilometres travelled = $194,400 x 70% x 40% = $54,432 
Cost per km = $54,432 / 120,960 = $0.45 
Distance related costs for next year = $0.45 x 1.03 x 128,800 = $59,699

Costs that vary with kilometres travelled = $194,400 x 70% x 40% = $54,432 
Cost per km = $54,432 / 120,960 = $0.45 
Distance related costs for next year = $0.45 x 1.03 x 128,800 = $59,699 
5.15 Answer is B 
An inventory management method that concentrates effort on the most important items
5.16 Answer is D 
5.17 Answer is D 
5.18 Answer is A 
5.19 Answer is A 
OAR = 5,775/550 = £10.50 per inspection 
Absorbed (468 x £10.50)     4,914 
Actual overhead                 4,500 
Over absorption                   414 
5.20 Answer is D
Number of batches (50,000/1,000 = 50) + (30,000/300 = 100) = 150 batches 
Number of set ups (50 x 7) + (100 x 5) = 850 
Therefore £55,250/850 = £65 a set up 
5.21 Answer is D 

Actual salaries         £320000
                                  
	


Over absorption       £24000
 
	


Overhead absorbed £344000  workings £344000/16000=£21.5AR
	 

	
	



5.22 Answer is B 
5.23 Answer is C 
5.24 Answer is B
5.25 Answer is D 
                                         A                  B                  C 
Total number of batches 80,000/100    100,000/50  50,000/25 
                                        =800             =2,000        =2,000 
Number of set ups           800 x 3        2,000 x 4     2,000 x 6 
                                        =2,400          =8,000         =12,000 
Total number of set ups = 2,400 + 8,000 + 12,000 = 22,400 
Machine cost per set up = $150,000 / 22,400 = $6.70 
Machine set up cost per batch B = $6.70 x 4 = $26.80 
Machine set up cost per unit of B = $26.80 / 50 = $0.54
5.26 Answer
	 

4th 
	

Take action to adjust the capacity of resources to match the projected supply 

	3rd 
	Determine the resources that are required to perform organisational activities 

	1st 
	Estimate the production and sales volume by individual products and customers 

	2nd 
	Estimate the demands for organisational activities 



	5.27 Answer Cost 
	Classification 

	Purchase order processing costs 
	Batch level activities 

	Product advertising costs 
	Product sustaining activities 

	Factory rent and rates 
	Facility sustaining activities 

	Direct labour costs 
	Unit level activities 

	Product redesign costs 
	Product sustaining activities 

	Material handling costs 
	Batch level activities 



5.28 Answer is $120 
Number of batches = (50,000 / 250) + (25,000 / 100) + (20,000 / 400) = 500 
Material cost per batch = $60,000 / 500 = $120 
5.29 Answer 
Cost per sales visit = $50,000 / 200 = $250 
Cost per order = $70,000 / 700 = $100 
Cost per normal delivery = $120,000 / 240 = $500 
Cost per urgent delivery = $60,000 / 30 = $2,000 

	5.30 Answer 
                                                B 
	
                         D 

	Costs 
	$000 
	$000 

	Sales visits 
	$500 x 30 = 15 
	$500 x 12 = 6 

	Orders processing 
	$400 x 43 =17.2 
	$400 x 30 = 12 

	Normal deliveries 
	$700 x 70 = 49 
	$700 x 45 = 31.5 

	Urgent deliveries 
	$3,000 x 25 = 75 
	$3,000 x 4 = 12 

	Total costs 
	156.2 
	61.5 





5.31 Answer is D




























	
5.32 Answer
Statements 
	

True or False 

	If products are uniform and customers are similar in their demands, activity based costing may not offer a significant advantage over machine hours when assigning overhead. 
	True 
ABC is most effective when there are variations in batch size, processes, or customer demands. 

	In activity based costing, the manufacturing overhead cost per unit will depend partially on the number of units in a batch. 
	True 
For example, a setup cost of £900 is associated with the batch of items that will be processed. A large quantity of items processed will mean a low setup cost per unit. A small quantity of items being processed will mean a high setup cost per unit. 

	The cost to set up production equipment is best allocated directly to products via machine hours. 
	False 
Setup costs should not be allocated directly to products via machine hours. Setup costs should be allocated to the batch of products that will be run after the setup occurs. 



5.33 Answer is C
It is highly unlikely that machine hours will correlate with the indirect labour cost. 
It is highly unlikely that direct labour hours will correlate with the indirect labour cost
	5.34 Answer 

Direct costs of material is the answer.

	

	


	

	 

	


5.35 Answer 
	Which of the following, if any, is true of an activity based costing system? 


	An activity based costing system will provide a more accurate apportionment of overheads to products than absorption costing 

	An activity based costing system will cost less to administer than an absorption costing system is the answer.

	

	 



	5.36 Answer Statements 
	


True or False 

	Under ABC, indirect manufacturing costs are predominantly assigned on the basis of direct machine hours. 
	False 

	Setup cost is an example of a batch-level cost. 
	True 
Setting up a machine is directly associated with the batch of items that will be processed after the setup occurs. 

	In ABC the assumption is that products use resources or cause costs. 
	False 
It is activities and not products. 


5.37 Answer is C 
£385,000 / £4.25 = £90,588, therefore £90,560
5.38 Answer is A 
Since the equipment is automated, direct labour hours would be the least favourable basis. 
ABC is the most favourable basis for allocating a variety of services provided by indirect labour.
5.39 Answer is C 
Rather than using a single allocation base (such as direct labour hours), activity based costing uses a number of allocation bases for assigning costs to products (thus statement A is false). 
Generally, an activity based costing system is harder (rather than easier) to implement and maintain than a traditional costing system (thus statement B is false). 
Rather than eliminating waste by allocating costs to products that waste resources, activity based management is a management approach that focuses on managing activities as a way of eliminating waste and reducing delays and defects (thus statement D is false). 
Statement C is true.
5.40 Anwar is A 
Batch level activities are activities that are performed each time a batch of goods is handled or processed, regardless of how many units are in a batch. Further, the amount of resources consumed depends on the number of batches run rather than on the number of units in the batch. 
Worker recreational facilities relate to the organization as a whole rather than to specific batches and, as such, would not be considered a batch level activity. On the other hand, purchase order processing, setting up equipment, and the clerical activities described are activities that are performed each time a batch of goods is handled or processed, and, as such, are batch level activities.
5.41 Answer is B 
£150,000 / (500 + 700) = £125
5.41 Answer is B 
£150,000 / (500 + 700) = £125  

5.42 Answer is C 
Determine the budgeted activity rate 
Activity rate = £20,000 / 1,250 = £16.00 
Determine the amount of overhead applied to actual activity of 3,000 
Actual amount of overhead applied = 3,000 x $16.00 = £48,000
5.43 Answer is D 
Product level activities are activities that relate to specific products that must be carried out regardless of how many units are produced and sold or batches run. Human resource management activities relate to the organization as a whole rather than to specific products and, as such, would not be considered a product level activity. On the other hand, advertising, testing of prototypes and parts administration are activities that relate to specific products, and, as such, are product level activities.
5.44 Answer is C 
$45,000 / 2,400 = $18.75
5.45 Answer is B 
Alpha = ($24,000 / 1,200) x 800 = $16,000 
Beta = ($88,000 / 1,100) x 400 = $32,000 
Gamma = ($12,000 / 2,400) x 100 = $500 
Total overhead cost of product G = $16,000 + $32,000 + $500 = $48,500 
Cost per unit of product G = $48,500 / 9,000 = $5.395.
5.46 Answer is D 
G = £45,000 / 6 = £7,500 
H = £10,000 / 70 = £143 
I = £25,000 / 130 = £192

5.47 Answer is B 
Under traditional costing methods, overhead costs are allocated to products on the basis of some measure of volume such as direct labour hours or machine hours. This results in most of the overhead cost being allocated to high volume products. In contrast, under activity based costing, some overhead costs are allocated on the basis of batch level or product level activities. This change in allocation bases results in shifting overhead costs from the high volume products to low volume products.
	5.48 Answer 

3 
	

Calculation of cost application rates 

	2 
	Identification of cost drivers 

	4 
	Assignment of cost to products 

	1 
	Identification of cost pools 


5.49 Answer is A 
OAR = £145,000 / 10,000 = £14.50 per song 
Happy songs = 10,000 – 3,312 = 6,688 
Total cost for happy songs = £14.50 x 6,688 = £96,976
	5.50 Answer 


	 

	Often reveal products that were under or overcosted by traditional costing systems 
	

	 

	

	5.51 Answer 

	

	None of the above, as all are able to use this costing system

	

	


	

	5.52 Answer 
 

	

	ABC cannot be used by service businesses
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