Memo
To: Sales Manager
From: Accountant
Date: 23/09/2018
SUBJECT: ACTIVITY BASED COSTING SYSTEM
Traditional costing system
	Operating Overhead
	
	Direct Labor hours
	
	Current Operating Overhead
	

	Molding
	$420,000
	
	
	
	

	Materials handling &Setup
	$180,000
	
	
	
	

	Trimming
	$150,000
	
	
	
	

	Inspection
	$100,000
	
	
	
	

	
	850,000
	40,000
	850/000/40,000
	21.25
	Per hour

	
	
	
	
	
	

	
	
	Job
	
	
	

	
	Direct labor hours
	 402
	
	
	

	
	Direct material
	10,000
	
	
	

	
	Direct labor
	15,000
	
	
	

	
	Factory overheads @ 21.25 per hour
	8,543
	
	
	

	
	
	
	
	
	

	
	Total cost
	33,543
	
	
	



[bookmark: _GoBack]Activity Based Costing (ABC)
	Activity
	Cost
	
	Total Activity Allocation Base
	
	Activity Allocation rate

	Molding
	420,000
	/
	300000/Machine hours
	=
	$1.40

	Materials handling and setup
	180,000
	/
	120,000/Lbs of material
	=
	$1.50

	Trimming
	150,000
	/
	30,000/DLH(trimming)
	=
	$5.00

	Inspection
	100,000
	/
	2,000/No. of inspections
	=
	$50.00 

	
	850,000
	
	
	
	

	
	
	
	
	
	




Total cost based on ABC
	
	Job
	

	Direct material
	10,000
	

	Direct labor
	15,000
	

	Molding
	560
	

	Materials handling and setup
	5,250
	

	Trimming
	1,260
	

	Inspection
	150
	

	Total Cost
	32,220
	



ABC associates the costs of the different activities expected to be undertaken in order to provide services to customers. Under ABC, resource consumption and the consequent cost incurrence are driven by these particular activities undertaken. Each cost object is assigned costs based on the resources consumed while performing activities. As such, it provides improved, accurate and appropriate information necessary to inform decision making. ABC is more accurate than the traditional costing method. 
ABC seeks to identify and provide information on the most accurate costs of individual products based on the activities that go into making the product/ or providing the service and the resources consumed. It thus increases cost efficiencies and is key in highlighting which products are profitable and products that are selling at a loss. On the other hand, the traditional costing method uses indirect costs and arbitrary allocation percentages for overheads. Traditional costing is also known for distorting information on costs of individual products.  This method is not very specific on highlighting accurately the resources and activities that go into producing a product and thus resulting in cost inefficiencies. 
ABC provides a higher awareness of cost drivers.  As such, it is easy to identify inefficiencies in the cost drivers thus enabling cost reduction. It helps reveal unnecessary costs that become targets for elimination. It also enables the streamlining of production processes to increase efficiency. This affects cost estimates in such a manner that the improvements made lead to a reduction in costs. 
