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Activity-Based Costing

Activity-Based Costing (ABC)

Activity-Based Costing (ABC) is a costing methodology that assigns costs to activities based on their use of
resources. This approach differs from traditional costing methods, such as absorption costing, by focusing
on the activities that drive costs rather than allocating costs based on volume metrics like direct labor hours
or machine hours.

ABC is particularly useful in industries where overhead costs make up a significant portion of total costs and
where products or services consume resources differently. By identifying the activities that consume
resources and assigning costs accordingly, ABC provides a more accurate representation of the true cost of
products or services.

Related Terms: Cost Driver, Overhead Costs, Absorption Costing

Explanation: ABC involves identifying the activities within an organization, determining the cost of each
activity, and then allocating those costs to the products or services that consume the activities. This
methodology helps management understand the true cost of producing a product or providing a service by
linking costs to the activities that drive them.

For example, consider a manufacturing company that produces two products, Product A and Product B.
Product A requires a significant amount of setup time, while Product B requires more machine maintenance.
Using traditional costing methods, both products would be allocated overhead costs based on a single
volume metric, such as direct labor hours. However, with ABC, the company would identify the setup and
maintenance activities as cost drivers and allocate the overhead costs based on the actual consumption of
these activities by each product.

ABC can provide valuable insights into cost behavior and help management make more informed decisions
about pricing, product mix, and process improvements. However, implementing ABC can be complex and
resource-intensive, requiring detailed data collection and analysis.

Overall, Activity-Based Costing is a powerful tool for understanding the true cost of products or services
and can help organizations optimize their cost structures for better profitability and competitiveness.
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