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The Use of Activity- Based Costing System for Product Cost

Determinaiion in Manufacturing Companies'

AKINLEYE, G' T' and ADIGBOLE' EZEKIEL ' A

Department of Accounting, Adekunle Aiasin Universitlt' Akungbu

Akoko, Ondo State. i"i'i"iL"*ent-of Financial Studies' Redeemer

U n iv er s ity, nu ii ip tii o 
" 

C ity, Ili o w e' o g u n Stat e' N ig e r i o

Abstract r -.:- -

ifr" tirav examined three basic systems of costing useo

determining proau.i tott information' these. are: Absorp:'

ii;t;il.l costine. Direct costing' and Activitl'- based co: - 
-

iffiA;. of tt.r. trr?.t systems' Ablorotion costing and Acir'

based costing are the common systeins used tbr product

i.t..r*i""ion'as of ioauy. For a veiy long time' absorption c' : -

was mainly the system available for product costing besides :
;tid *iri.n is used for special situations' However' rn

Activity- based 
"oriitg 

*ut iiroduced through the works of C '

*Jr"prr* It has t"."" *gutd that wlren a company manut;-

,"ri"ty 
"i.omplex 

producis, ABC;s the best costing systenr

ioi pioau"t cost aiitt-i""tion' Jo veriflu this claim' I]' '
discussed the use "ilgc for cost determination and used oSI !

liig. t-td, a medium scale manufacturing company. based '

if"" il;., Nigeria, as a case 1tyt. The studv utilized sec: - -'*

data. The results .f,o*"a that, ABi has great potentials ti-': -

product costing.

Introduction
The goal of any costing svstem t: 

'? 
ployid:,:t]:,:it:,3:"

inforiration tbr managernent use' In the determination oI p: -

se.rice cost informat[n, any of these three costing s,vsten"r- r i

"or,irg, 
Absorption costing,-and Activity-based costi,g s\ s '' - ' rr,.

be used. The use of any o-ithe costing systems will depe- - rrurr

"i:..,*. 
i"r which the Lost information is being measured - 'r-''llLr

id;;, 2005). Before the advent of activity-based C,-: ' : :lrrrrr
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absorption costing system was the most common system of
determining product costs. hence it is regarded as the traditional
costing system most of the time. The use ofactivity-based costing for
product or service cost determination is gradually on the increase
(Innes and Mitchell 1995). It has been discovered that with the
traditional absorption costing, the 'true'cost of producing aproduct or
service cannot be accurately determined in a company with
heterogeneous products. The traditional costing system distorts
products costs because only one cost driver or at most two cost
drivers which are also volume based. typically direct labour hours or
machine hours are used in allocating overhead costs to products or
services. The use of one or two cost drivers which are also volume
based in allocating overhead costs to products could be problematic
lor a company with diverse products or services. Hence, it is said that
absorption costing system is deficient in improving global
:ompetitiveness (Johnson, 1 990).

--an ABC therefore. achieve improved accuracy in product costs
Jetermination by using multiple costs drivers to allocate overheads to
:roducts or services? That is the goal ofthis study.

Literature Review
lilton, (2002\ identified the following reasons for product costs
:rtbrmation or service :

Stock valuation and income measurement for the purpose of
financial reporting: Product cost information is the major
determinant of stock values of products that have been
manufactured. The valuation of stocks and cost of sales
during a period enables the income of an organization to be
measured and reported in the income statement for that
period.

Planning purposes: The product costs are required for the
preparation and actualization of business plan. This is
particularly relevant in the area of budgeting and standard
costing.
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oDecisionmakingpurposes:Theknowledgeofthe'true'c"
of a product 

-can -enha.tc. 
efltctive decision tnakii--

especiaily in the fbllowing areas: Determination of prod'...

pri".; deiermination of optimum product mix to prodttcc '
ihe knowledge of 'true' cost of a product can revea.l tht 

' '

products whlch are money spinners and those which :':'

money losers.

o'Costcontrolandreduction:Theknowledgeofaproductc''
willgoa.longwayinassistingaConlpallvitltrtaltaginr:
costs] obpoituniiy tbr cost irnprorerrrent nill be rercr --

when a good cosl information is produced' ln thi-s era

competiti-ononlyorganizationsthatknowlron.toetl-ectir'
*pnuge their coits cin survive and maximize prof rts'

Traditional Costing SYstem

The traditional costingsystem also known as absorption costlng "
system of costing under-which all production costs are allooate ;
products. The unit cost of a product or service uncler tl-ris s1'steul "

i;;lrd. direct material .ort, dir..t labour cost. r'ariable p'oc

overheads and fixed production overheads' Absorption cos:

allocates all'manufacturing overheads whether frxed or yariabl'

proaucts. The non manufacturing costs are simply treated 1.t 
p.,

costs. overheads are charged to products using a two-stage alloca'

process and with the ,*. oiu single cost driver at the second stage
' Abrorption costing is suitable fbr both external and inte -

reporting purposes. For external reporting' absorption cost '

prlductis'the cost normally used for stock ,aluatior.r and inc

*"urrra-.nt as it is the one acceptable b-v the Statetler'

Accounting Standard (SAS) No. 4 - Stock and Work-in-pro-- '

valuation.

Limitations of traditional costing (absorption costing) sYstent

The absorptioncosting system suff'ers fiom the tbllowing proble:'

Firstly, it 
^uses 

single iost driver such as plant wide or departn';'

rates in the secondltage of the two-stage allocation process. T1'-'

1ao
JJ6

,l:,.
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of a single cost driver such as direct labour hour rate or machine hour
rate on allocating overheads to products is not adequate and cannot
accurately trace overheads to cost object. According to cooper and
Kaplan (1988), organizations with Ligh overheadl and a mix of
products or services, using a single cost driver may distort product
costs. Therefore, where a company produces -o.. thun one product
or service. the use of a single cost driver may not be adequate. The
more the cost drivers used in allocating overhead cost to pioducts the
more accurate the product or service costs derived.

Secondly, the use of only a volume based cost driver in
allocating overhead costs will not produce an accurate product costs.
This is because not all overheads cost components are'utlr-" related
as there are some overheads which vary wilh batches ofunits e.g. set-
up costs. The distortion of products costs become evident when non
volume (or unit) related overhead form a significant part of the total
product cost. It has been found that non unit based overheads costs
usually fbrm about 50Yo to 40o/o of the total product costs (cooper,
1990). As a result of this, it has been argued ihut ubrorption costing
understates the cost of complex low volume products and overstates
thecost of a simple high volume product (Awasthi, lgg4). The report
of inaccurate product cost information for managernent use will
negatively affect management's decisions on producf mix and pricing
of products (where cost-plus pricing is in use) and this can lead to
severe long run losses. Such distorted product cost information is
also not suitable for cost control. cooper and Kaplan (1991) also
criticized the traditional costing system when they ,t o*"a how the
allocation of service departmeits' overheads on the basis of volume
could lead to distortion inproducts setting. They argued that this kind
ofallocation could result in incorrect decisionrnakiig by managers.

Notwithstanding the limitations of traditional 
-or 

absorption
costing in distorting product cost information, the system is still
much relevant for external financial reporting pr.por", in stock
valuation and income measurement. Thii is becausi costs derived
fiom this system are verifiable. Also, where anorganizationproduces
only one product, product cost computed using-absorption costing

\-
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can still be relevant for decision making by the management. In this

;;;il; muy ue no ,reed for an elaborate and expensive costing

system like activity-based costing'

Activity Based Costing SYstem 
.

e..oraing to the Rmeiican Institute of Management Accountants

ililt; f.tivity based costing 
,. is a merhodology that measures tire

cost and performance of activities. resources and cost objects. assign'

,.*ri..', to activities and activities to cost objects based on their use .

uJr..ognizes the."rr.r relationships of cost drivers to activitles

S.ff.rU"Iger, and Sctrneide' (1990)' also defined Activitl'- base:

costing (ABC) u, 
" 

,vr,"r" oi costing that fbcuses on the activitie,

;;;iffi;J ,o proar.l products or. services. Activities become t'i-.

fundamental cost accu*uraton points. costs are nonnally traced :

activities and activities are then traced to products based on ri -

utilization of u.tiuiti.t Ly products' Activity- basg{ costing can a''

be defined u, u.oriirg systernthat identifies activities perfbrmed i: -

firm and us.s muttrpi;cost drivers (volume and non volume based , -

;;.rg, overhead to products or services. Activity-based cosi.---

;rd; is based on'th'"t premises and these are: Cost oble;''

(productsorservices)consume^activities;ActivitiesCoI)SUi].-:
)!ro"rr.r; and consumption of resources drives costs. T:- ,

unaerstanaing is.iiti.ut to effective management of overhead cc'.:

ir, * org*izition. The assumption that products consume resour;. '

and drive costs is thus rejected by ABC system'

Activity-basedcostingwasdeveloped.byCooperandKaplan(19:r
u, u,nJr. refined appioach for asslgning overheads to products ":
il;t;;,1"" of pioduct cosrs. It is claimed that ABC pror :,

;;il;t*.t informationthat is useful for decision-making purp''>:

ABCsystemsprovidemoreaccurateproductcostinfbrmatior.
costrnanagement.Itfocusesattentiononindirectcosts(overhe'-.
*d t u.al rather than allocates each expense category to --::

p"t f.ri* .ost, objec! By so.doing ABC tends to make "indrr'-

;*p;";;t direct".in deteimining ptd"t costs both producttor '- -

non pr
activits

The e

fbllou'
o

produ;
2002i
decad

oAr
m,:

da:

oO'
i
t
CC

rTl

Actir:'
syste:
{BC
direc:
\\'ith i
do nc:
alloc"
l\\'o - s:

but ir.

340

:l



. t . -tturmnotion in lllunulttctuing Conqaniti
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i rnd e\Pensive costing

I rnagement Accountants

'cr1og1' that measures tl']e

:{ 3nd cost objects. assigns

r':rects based on their use'

. --fst drivers to activities'
r retlned Activitl'- based

. :ocuses on the activities

:s .\ctivities become the

,S,S 3r€ nonnallY traced to

.,-r products based on the

q - based costing can also

rs rcti\:ities perfbrmed in a

: and non volume based) to

.\ctivitY-based costing

i ihese are: Cost objects

::.s. Activities consullli
rrces drives costs. This

iSement of overhead cost'
:cl,JLlcts consume feSourc€ :

tim.

Cooper and KaPlan (1988

r,r erheads to products an;

i"rnred that ABC Prol'ide'
iec ision-making Purpose s

LnJuct cost infbrmation ti:
r .ndirect costs (overhead'

e\pense category to th;

C tends to make "indirect'
t .osts both Production an:
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non production costs can be allocated to a product depending on the
activities consumed by the product or service.

The emergence of ABC system became necessary due to the
lollowing reasons:
o There are more numerous products and complicated
production systems with varying production requirements (Hilton,
2002). The traditional absorption product costing was developed
decades ago when companies had few range ofproducts.
o Labour is becoming an ever smaller component of total product

costs (Hilton.2002\. Therefore, labour may not be an appropriate
cost driver for allocating all overhead cost items to products.

o Availability of information required for an ABC system due to a
more highly developed information technology in the modem
day.

o Overheads were relatively small and the distortions arising from
inappropriate overhead allocation were not significant. But
today. overhead constitutes a significant part of total production
costs.

o There is intense global competition thus requiring the need for the
determinant of true costs of products. Where competition is stiff
there will be the need to effectively manage cost in order to have
reduced product prices.

Activity-based costing is different from the traditional costing
system in the allocation of overhead costs to products or services.
ABC treat direct costs (direct material cost, direct labour cost and
direct expenses) in the same way with the traditional costing systems.
With ABC nearly all costs are treated as direct except where products
do not consume activities which led to the incurrence ofthe cost. The
allocation of overhead costs to products under ABC is done using a
two-stage allocation process just as done under the traditional system
but in a different approach.
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ABC Two-stage Overhead Costs Allocation Process

under ABC. overhead costs are allocated to products using a tu,- -

stage allocation procedure just like the traditional costing systen::

ThI two-stage ailocation procedure here is however ditlbrent lio:-

that of traditional costing in the following ways: Firstly. in the 1l:,

stage of the allocation process of ABC overheads are not allocated '

defartments but to activities (which are rnany); and secondlr. .

traiing costs to products under ABC many cost driverS ilfe LlSc -

insteai of a single cost driver normally used in the traditionai costi- -

system. The two-stage process for allocating overhead .to c, ,

objective (products / sirvice) under the ABC system can be depicr. -

in the following rnodel :

Stage
One

Overhead Costs Assig
of ov
to co

Activity

costs pools

Product

Scheduting

Engineering

Support
I 

t nsRection lMaterial

lHandling

Machine

set up

0
ol

0t

rverhr

nmen

'serv

Products /service or customers

lgnmeni
rverhea-
ost pot'

Stage
Two

heads ;

t0f:
'servlce L!

appropri:.:

actlvltY cost,l: ,

(Source: Adopted from Hilton' 2002)

First stage allocation Process
In the first stage allocation process of activity - based costing sr s..

activities are identihed and costs are then assigned to them ( c,'

activity cost pools). The activities identified are classified as a.:

cost pools which are likened to cost centers to which the tradi::

costing system allocates overheads before absorbing thenr

produits. Activity cost pools cut across departments and are lt.. -

many unlike few departments regarded as cost centers i:

itef,r
Basc
Tt-=
I lr!

:!:.:

rJ!-

isei
:llo" -t.
>er\.,:
dire.

taker.

sen i;.
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:,Jitionai costir'-
erhead to ct's

- .'an be dePici::

I Assigrtnlent
of overhead

to cost Poo'

or service ustng

apProPriate

activitl cost d

" - rlsed costing s) s

,,.-tred to them (c-

- -::-classitied as al'
r *'hich the tradr:

, absorbing then'
- --:rnents and are t'''

cost centers
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traditional costing. In ABC system the accumulation point for
overheads is the activity cost pool which could be: production
scheduling, engineering support, inspection. material handling,

machine set up etc. These activity cost pools replaced departments

used as first accumulation point under the traditional costing system.

Second stage allocation process
After overheads costs have been assigned to the various activity cost
pools. activity cost drivers which drive the activities are determined

and used in allocating overheads to cost objects (products or service).

Activity cost drivers are measures of consumption of activities by
products or services. Examples of activity cost drivers are : number

of moves of materials, inspection hours, number of purchase orders,

number of set-up, production runs, number of designs etc. A good

cost driver should be a true driver of the cost of an activity and must

be measurable.

The ABC system uses multiple cost drivers to allocate overhead cost

fiom activity cost pools to products or service. This is one major
factor that makes ABC to be superior to traditional costing system

that uses a single cost driver or at best a two cost driver in allocating
overheads costs to products or service. The number of costs drivers to

be used will depend on the activities identified in an organization.

Steps in Determining Product or Service Costs Using Activity-
Based Costing System
The steps involved in determining product cost under the ABC
system can be examined under four to six steps, but in this paper, we
have decided to use five steps. Which ever number of steps being

used, the most important thing is to fully cover the two-stage
allocation process in the ABC system. In determining product or
service costs using the steps given here, the allocation of direct costs

rdirect material cost, direct labour cost and direct expenses) has been
taken for granted since they are directly traceable to products or
senices; these costs do not constitute problem in cost allocation.

343
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Hence, the focus here is the inclusion of overhead costs in the cost of a
product or service .The five steps examined are:

o Identificationandclassificationofactivities
o Collection of overhead cost by activities into cost pools
o Determination of activity cost drivers which drive costs in the

activity cost pool
o Compute cost driver rate for each activity cost pool
o Compute productor service costs

ldentification And Classifi cation Of Activities
The first step in implementing ABC system fbr product cc,
computation is the identification and definition of activity in *
organization. Activities are actions which give rise to :".
consumption of resources. To determine the activities in '
organization, the questions to be asked are:
(a) What kind ofstaffwork here (Departrnent)?
(b) What does eachperson do?

Initially, too many detailed tasks and sub-activities rlil
identified but to minimize costs, similar activities are gro'-: -

into main activity centers called activity cost pools. The .-

useful way ofcombining activities into costpools is to ors:-
them into five general levels or layers and these are: unit -

batch level, product level, customer-level, and organiza'.
sustaining activities. Cooper, (1990) identilied and des;- ."

these levels as follows.

Unihlevel activities
These activities are performed each time a unit is produced. T- .

of unit-level activities should be proportional to the number . .

produced e.g. provision ofpower to run processing equipmen.
a unit level activity since power tends to be consumed in prop. -

the number of units produced.
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B at c h -lev e I ac tivitie s
These activities are performed each time a batch is handled or
processed regardless of how many units are in the batch. For example
tasks such as; placing purchase orders. setting up equipment, and ,o

arranging for shipments to customers are batch-level activities. The
cost for these activities is a batch or customer order. Costs at the batch
level depend on the number of batches processed rather than on the
nunr ber of units produced.

P roduct- lev el activ itie s
These are activities which relate to specific products line and are

usually carried out regardless of how many units of products are

produced or batches are run. Examples of product level activities are

research and development, product design, advertising a product etc.

the cost of these activities vary with number of product line
developed or designed or advertised.

C us t omer- I evel ac t iv itie s

These relate to activities on specific customets such as mailing
customers. checking customers' account.

Organizat ion -sus tai n in g ac I iv i I i e s

These activities are carried out regardless of which customers are

served. which products are produced, how many batches are run or
how many units are made.
Organization-sustaining activities include : preparing annual reports
to 

- 
shareholders. arranging for loans. cleaning of offices,

administrative and general management activities etc.

In an ABC system the combination of activities is carried out in
regards to levels. Limit-level activities should not be combined with
batch-level activities or product-level activities etc. Only those
activities that are highly correlated with each other within a level are

combined.
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Collection OfOverheads IntoActivity Cost Pools

After activities have been identifled, the next step :

identify cost of activities and then assign them to these activitrt-.
classified of costs according to activities is called activity cosi :
An activity cost pool is a "bucket" in which costs are accumula:,
that relate to a single activity in an ABC system (Garison and Norc.
2000).

Overhead costs are collected from the accounting record.
the organization and then assigned to activity cost pools.
Typical actir,ity costpools with their levels and drivers are:

Activity cost pool Level or layer ofActivity Activity nreasures
(Cost driver)
Machine hour
Number of set-
Nunrber of C ustr
ordels

Product design Product level activity Number of designs
Customerrelations Customerlevelactivitv Nnmberclfactive

C ustonr ers

Determination Of Activity Cost Drivers
At this stage, appropriate cost drivers for assigning c, '

activities to cost objects (products or service) are selected -

drivers are the factors that affect the cost of an actiyity; thc.
measures of consumption of activity by cost objects ( produc.
services). To determine appropriate cost driver the question .

asked is: what is the main driver of costs in each activity pool'l :
of the criteria lbr a good cost driver, according to Innes. J. (20[):
It must be a true driver of the cost of an activity: it nrL.,

measurable; it should be the best measure of capacily of that a,-.

and it must have positive effect on employee's behavior.
Activity cost drivers consist of three types according t.

(2004) and these are explained as follow-s:

Machinepower Unitlevelactivity
Machine set-up Batch level activity
Customerorders Batchlevelactivity
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Transuction driver:
These drivers count the number of times an activity is performed e.g.
number of purchase orders processed. number of customer order
processed. number of set-up undertaken. etc.

Duration drivers:
These represent the time required to perfbrm an activir,v. Examples
of duration drivers are set-up hours and inspection hours. The use of
duration drivers can be preferred to transaction drivers if for example.
one product requires a short set-up time and another require a long
time. In this case using set-up hours as the cost driver will more
accurately ffreasure activity resource consumption than the
transaction driver (number of set-ups) which assumes that an equal
amount of activity resources are consulned by both products.

Intensity drivers:
These drivers directly charge fbr the resources used each time an
activity is perforrned. Intensity drivers involve direct charging based
on the actual activity resources committed to a product. The cost
driver is expressed per unit of a product. Examples of some cost
drivers with their activity cost pools are given above (refbr to
previous table under activity cost pools).

Computation Of Cost DriverRate
Har,ing selected the cost drivers. the next step will be to compule cost
driver rates. The cost driver rate is a cost function that links costs and
cost drivers with resources used. This cost function is used to
;onvert the pool of costs and cost driver data into a rate per cost
lriver. unit or percentage of other costs amount or an allocation
rercentage (Sollenbenger and Schneider . 1996). A cost driver rate is
rrrived at by dividing activity cost pool overheads by its cost driver.

Computation Of Product Or Service Costs

The final step in determining product cost in an ABC system is to
:ompute product or service costs. In cornputation of costs direct
:osts (direct materials, direct labour cost and direct expenses) which
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are easily traccable to products is directly chargecl to tltettt' In ln

ABC systern all ;;#il;o'tt *t"it"t productitrtr or norl

production which is incurred as a result of ihe consulnption oI

activities uy p'oo"1' o'-tt"ites are.;;;ed and charged to sucir

oroducts. If it can bJp'*;';;;; p'oauti"onsutned acti\ il'v tlterr ir

must bear part of .t.lJ.t,. ot that activjiv. [n allocatirrg tl.rerltea.l.

coststoproducts,.u.h"o,tdriver,u..,.olo,utedisrntrttipliedbytlre
amount of activitie' t"'""*"a !y.ftt ptoi"t" sen'ice' This is tirc

ftacing of costs *tfg"ta i"-*iiuititt''o cost objects (products oL

service).

It should be noted that the first two steps in deterrnining product cos:

underABC expla#;;;;;is the firsi,stage of overheads allocattot:

process i^ an asC;ffi;;ll.ii; fh{};.;tDthree 
steps constitute th'

iecond stage overheads allocation process'

Research Methodologv
The study utilized" s"eLndary data tiom the cost department o

''ISIONINig. 
r_i., u';;dr; scale man,rt'acturing colnpan-v in otir

Osun State,Nigeria' The company p-roduces leather wallets' bags atr:

foiders in uuttt''t''?ls;;loNi Nig" I-to' was judgrnetrtallv cltosett I

fairly reprt'""t *unufacturing tompuni"'"beiause of its stea'l

production fl"* ;;;;;ontuultlty o"l int years' The data relatcs :

the oroduct,"n u.iirjrl.s o1'the rir.t qruri.iol2008. The descriPtir -

"r"ivr."r 
technique was adoPted'

Production Data of Osisioni Nig' Ltd'

iioa".tion and costs

Productionunits 20'000 6'0b0 16000

UnitinbatchPerrun 19-01 10 100

Directmate'iurtolipt'u"it f 50 f;tu Io*
Direct labour Per unit (hrs) 5 ']

Directrabo";;I$i;hl rt+ N(r N4
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Total estimated labour hours : 1g2,000 hours

The total overhead cosr. of NI. 201.200 is composed of the
fbllowing four costs:

Machinepower
Production Setup
Product design
General management

Cost driverinformation is given below:Products: r

i i) Machine tirne 1in hours) perunir: ,Y#[t'ii) Numberofproduction runs 20
(Barches):

iii) Nurnberofprocluctdesign for l0
each product line:

iv) The proportion oftime spent by 2
General Mauagernelrt on the
products is:

\ource: OSISIONI Nig. Ltd. January_March, 200g

.)SISIONI statement of product cost using Activity Basedrl'osting system

N
331,200
359,900
241,200
270.0a0

1.201.200

Bags Folders
2.5hrs I hr
600 t60

30 20

t2

Wallets Bags
(20000 units) ( I 2000 units)
Total Unit Toral Unit
N'000 CostN N,000 CostN

1.000.000 50 216,000 36
400,000 20 108,000 t8

99.360 4.91 165,600 27.60 66,240 4.14

349

-ect Material cost.
-ect labour cost
:rhead Costs:
.:hine Power cost

Folders
( I 6000 units)
Total Unit
N'000 CostN
66,000 4g
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(SeeaPPendix 1)

ProductionSet-up 9,200 0'46 276'000 23'00 73'600 4 (''

cost(See aPPendix2)
ProductDesign 40,200 2'01 120'600 20'10 80'400 5 r''

cost (See append ix 3 )

GeneralManagement 108,000 5'40 54'000 9'00 I08'000 6'-:

Cost(See aPPendix4)
Total 1,656,760 82'84 940'200 133'7 650'240 8l r-

Source: Computed by the authors (2009)

Summary of Unit and Total Product cost computt":

usingABC

Products Unit cost (N) Total costt\

Wallets - 82'84 1'656'761)

Bags 133'70 940'200

Folders ' 84'52 650'240

OSISIONI
Approach

N
DirectMaterial cost.

Direct labour cost

OverheadCosts:
N1,201200
( See apPendix 5)

Total
79.015

StatementofProductCostusingfanditir':i';

Wallets Bags Folder:
(20000units) (l2000units) 

- 
(16000ur '

Toial Unit Total Unit lgtl] ^

X0OO CostN N'000 CostN N'000

1,000,000 50 216,000 36 
-6-9,0^90

+bo,ooo 20 1o8.ooo l8 256'000

360,360 18.018 600,600 50'05 240'240 :

1,760,360 88.018 924.600 104'055 61' '

Source: Computed by the authors (2009)

TraditionalApproach
Products

Summary of Unit and Total Cost computed u*tnll

Unitcost(N) Tolalcss(r
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tKrraulucrwing Cotl*

73,600 4.60

80,400 5.03

108,000 6.75

650.240 84-51

L%
j ) (16000 ttr

: Total
\ N'000

66.000
256.000

r 5 240.240

1.0)) o I -

: rtg)

.r computcd-!rylE

Total cost(\ t

AAU: African Studies Review

Wallets - gg.0l g

Bags 104.05
Folders _ 79.015

Discussion OfAbc Results

1,760,360
924,600
562,240

From the case of OSISIONI Nig. Ltd., it is discovered that the direct
costs- direct material cost and direct labour cost have been allocatedto the three products, wailets, Bags and Forders. These costs aredirectly traceable to the products. Tf,e overhead costs have also been
allocated to the five activity cost pools in the .o.puny [i...'ua.t irr.power. Production Set-up, product design, 

'and 
General

nlanagement). This is tle first stage of the two-Jtage overhead cost
allocation process in ABC system-of determining iroduct cost. The
activities identified in oSISIoNI company are the consumers of theres.urces of the company as far as ovirheads are concerned. They
drive overhead costs. At the second stage of the overheads allocation
process. cost accumulated in activity cost pools are re-allocated to the
three products- wallets, Bags and Folders. u.ing tt 

".orioL;lcts. 
Thetbllowing cost drivers which are the measures ortne consuinption of

activities by the products were used in ailocating trr. 
"*rn."ds 

to theproducts:
Machine hours used for Machine power cost; Number of

batches of units per production run used for irroduction'set-up cost;
Number of product rine designed used for product designtost; andProportion of time spent by General management for General
nranagement cost.
with the use of fbur cost drivers by ABC system in the company forallocating the whole overheads to the products, the pro-iuct cost
computed will be more accurate than the product coit computed
under the traditional costing svstem that uses only one cost driver.
The reason fbr this is.that thehigher the cost drivers used in allocating
costs to products the more accurare wilr be the product costs
computed.

It is also obse^'ed in this case of osISIoNI that of the four
cost drivers used in allocating or erhead costs to products, only one
, Machine hours) is related ro'oiume of production, *t iL ihe ttrree
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r of clesigns' and ProPortr
others ( Number of Batches run' Nutnbe'

of Management Time spent) are.lon volume related' Uuder t" '

traditionai costing';# t#gl;-;ost driver normally used in allocalt:.'

overheads to p'oauti"it ""'"ffv 
volume related notrvithstanding l: '

fact that the substan't;1;;:'91 "t;1t"at 
are not volume relai' -

mostof the time' In iliisi'cNr Nig' Ltd" onlv the machine power I

N331,200),.p"""Ii"f zg'l' "rtht 1"-i'oierhead 
cost is volLi::-'

related, while the iGe other components- Production set-'*

Product desi gn and General managemenJ co sts repre sentin g 7 2ot o

the total overheads ;;;;;""-';t'-tlttated''fhus the use oib

volume and non '";;;;;ili 
t"u drivers in allocating overhe:-

to product u' ao"t itrrJ;iht ABC systenr tnake the product '

ctmPuted to be more accurate'

SummaryAndConclusion ity [.,, "

Efforrs have been;;. in this_ papel !o ex1min1,T:il

costing u, u good t""iif"' can be uied in detennintng acc "-.

product costs espeJially *ht'" u to*ouny prodttces ttore that

oroduct. a.t'u"y-nu"l costing 'y"t* 
emerged rnainly becaL" '

ih. fuilrr. "rtr'"iiaitio"ut 
t6'tit'g svstem in producing acc'. -

productorservice."'"'egcchargesaitcostsioproductsu'}..:,:
oroduction or n* 

-froauction.cost provided .::,t]:tt'tt
::;.ii,.J'tht *touttttwere usedby products or servrce'

ABC is b"*d on the preinise that activitie's co: ' -'t'"

resources u'a p'oi""tt o''e"ite io"t"mes activities' The si s - '"

different f'"* "b;;;J" 
t"tting (traditional costing) system: ttr

allocation of overhead costs to product or service' ABC ' ',*trt

determines ** ;ffiit, ."tt p_o9f.^*J uses multiple cost dri' '- trt

allocate o"'i"uhli;ild*' 
'It is for this reason that ABC p: - ''tirr

costs are much;;;J;t;'rate than that of the traditional ; ':m

system'In 
conclttsion' implementing *:i]l'I^-:1:::",i:,"

product cost deternti""i""'"ttte nrust-be taken to ensurc that '

environment t' uuui'tlUtt" ABC- system should not reFi-'

traditional costing tVt[*1* tft"uld lomplement it since it c'-

352



t. I onulnttnring C o rt't
AAU: African Stuilies Review

used for external reporting purpose. The ABC system has
tremendous benefits if properly installed in an organizationas it can
ensure the effective management of cost in a c<impetitive
environment.
Appendix
ABC cost driver rates and costs allocated
(l) MachinePowercost :(N331,200)

Costdriver: machine hour (Unit level)

s- and ProPortto

*ated. Under 1t
used in allocatu

nrithstanding d

ot volume relat

nachine Power (

ad cost is voltl
toduction set-t

oresenting 727o

tus the use of b

locating overhe
- Cte Product

, "rne activitr l'

-, .:iluining acc

-.:ces ntore tillll

-:: mainlY beca''
- :roducing acc

, :o Proclucts 
s:

-.J activities
: service'

I activities cor

ltiviiies- The sYs

costing) sYstenu

rrvice. ABC

multiPle cost dr

;asontiratABC Prr

t the traditional c

,liw-based costrn

* to .rrrut. that th

should not rePla

ment it since itcat

Products Hrs
Wallets------ 1.5hrs
Bags------ 2.5hrs
Folders---.- thr

5hrs

Cost driverrate (lrtr)
x 66,240 :
x 66,240 :
x 66.240 :

Cost allocated (N)
99,360
165,600
66.240
331.200

: N460

MachinePowerpercostdriver : N331.200 N66,240
52) Production Sgt-up cosraJlocation (N 35g,g00)

cost driver: Number ofproduction inRuns flatch level)
Products Batches costdriverrate(N) iostalrocated(N)
Wallets---- 20 X 46i,0 = 9,200
Bags------ 600 X 460 = 276,000
Folders----- 160 X 460 : 73.600780 35S.S00

Set-up cost perproduction : N Jjg"ggQ
r 790

Product Design cost (N 241 200)
cosf driver : Number of production I ine designed (product level)
No ofDesigns Cost drir.ers rare e,l) Coit allocated (N)
Wallets ----- I0 X 4020 : '40,200

Folders ------- 20 X 4020 = SO.+OO
60 241.200
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ProductDesigncostperproductline 
: N241200 : N4020

60

(4) GeneralManagement (N 270'000) .^
cost driver: tropofion of tin.,. spent (organizatior.ral sustaining level)

CostdriversrateN Costallocated(N)

Wallets------ 2 X 54'000:108'00t)
Bags1X54'00054'00{l
Folders Z X 54'000 :108'000

i 2-+l'lot)

Generalmanagementcostperproportion 
:N270'000 : N54'000

5

(5) Traditional Cost Driver:
Machine hour (Unit level)

Products Hrs Costdriverrate (N)

Wallets------ 1.5hrs X 240240

Rcos----- 2.5hrs X 240'240

F"ia.tt----- lhr X 240'240

5hrs

L.. -,1

Cost allocated (N t

: 360.360
: 600-600
: 240.240

1 .201 "20i-)
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