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Abstract

This research paper discuss how the importance of adopting activity-based costing for the company
in order to carry out its business strategy. One objective is to implement activity based costing cost
efficiency by cutting costs incurred for non-value added activity. But the phenomenon shows that
there are still many companies / organizations are not interested in adopting the activity based
costing. Many companies do not gain a competitive advantage from the increased cost systems
because they rely on information from the system cost that is designed for simple technology when
the competition was local and not global, and the company produces standard products and services
as well as the speed, quality and performance is less important for success. Use of this system
manager does not have the information that is timely and relevant to guide the
improvement activities that they do, and they do not have valid and accurate information
to
make their strategic decisions about processes, products, services and customers. This article also
outlines the advantages and limitations in adopting activity based costing for the company.
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INTRODUCTION
Changes in business environment, triggered by global competition and technological
innovation, has led to innovations in the use of information within the organization, both
financial and non-financial information. New environments within organizations demand
information and relevant data on the cost and performance of activities, processes, products,
services and customers. At present the company and managers require the system cost to
perform three main functions, as follows,
 Assessment of inventory and cost of goods sold for the measurement of
financial reporting - due to external circumstances with investors, creditors, regulators
and authorities;
 The estimated cost of the activities, products, services and customers - for
internal managers need to understand and improve their operations economizing;
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 Provide information that is accurate and timely economic costs and feedback to
the manager and operator of the efficiency of the process for making decisions, both
strategic and operational.
In this condition the managers need to rethink their managerial practices and this is closely
related to them must reshape their current accounting system, especially the managerial
accounting system. In response to this change researchers have turned their research to the
study of change and innovation in managerial accounting, and a witness of the re- evaluation
of managerial accounting in terms of developing techniques and new systems. Mechanical
managerial accounting as traditional as the absorption of costs, budgeting and performance
measures based on earnings replaced with things

like

accounting

strategic

management, the determination of activity-based costing (ABC), strategic cost management,
measures non- financial, balanced scorecard (BSC) and based costing goals. Some of
these topics, for example, ABC and the BSC, also gained popularity level in practice.
In addition, most are considered important contribution is the establishment of activity-based
costing (ABC). System of activity-based costing (ABC) and activity- based management
(ABM)

appears

to

meet

the

needs accurate information about the costs that are

absorbed by the resources, products, services and customers and this system also allows
indirect costs and support costs to be encouraged to activities and processes, and then to
products, services and customers. In this way managers have gained a clearer picture of
the economic effort and can improve the quality of their decisions. Changes, intense
debate, and high interest came from researchers at the international level, to make the
author develops the article toward the study of managerial accounting

changes

and

practices, tools, and a new managerial accounting techniques,. In order to contribute to
the managerial accounting literature, this article look at how the costing and activity-based
management evolved over the years; how ABC is accepted, adopted and implemented by
organizations and practitioners over the years, and what are the disadvantages of this system
to be very slow progress.
LITERATURE REVIEW
Raffish and Turney conducted a survey of manufacturing industry in the United States and
found that the magnitude of factory overhead cost reaches 30 to 50 percent. Even the
percentage rate of factory overhead cost, especially for the electronics industry is 70 to 75
percent. Therefore, the allocation of factory overhead costs has a major impact on
the calculation of the cost of products mainly for electronics-related industries, such as
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communications Equipment Company. Traditional costing system imposes factory overhead
cost of the product or service individually using a base allocation with volume triggers,
such as direct labor hours and machine hours. The allocation system is needed to assess the
inventory in the financial statements. In practice, many of the organization's resources are
absorbed by the product and the customers individually are not proportional to the volume of
units produced or sold.
The conventional cost allocation practices have limitations, among others:
 Ignore sustaining related activity, such as the handling of raw materials, procurement
of materials, machine setup, production scheduling, and inspection activities;
 This system assumes that the product consumes all resources

in

proportion

to production volumes this can result in distorted product cost;
 In the current organizational environment in which the company produces a wide range
of products and experience of global competition, it is inappropriate
Hoque (2004), Traditional manufacturing covers routine production process with a
relatively simple labor intensive. In such environments, the allocation of the cost of using
direct labor hours or direct labor costs is sufficient. But in a manufacturing environment with
high techniques, the role of labor decreases drastically. Consequently, product costing
is based on a traditional system would impose tariffs allocation of factory overhead cost is
high. Cooper showed that with the increasing diversification of product volume, size, and
complexity, product costs are calculated using the traditional cost systems will be greatly
distorted.
Cost Allocation System Alternative
The use of the practice of modern manufacturing such as automation, computerized
machines, robotics, and supply management Just-in-time (JIT) can significantly change the
cost structure of production, with a very big change in the relative proportions of
raw materials, direct labor, cost of inventory handling, and technology costs. Management
accounting literature has demonstrated the development of alternative approaches to allocate
costs to the products since the 1980s. Approach to cost allocation is then called
Activity Based Costing (ABC). Meanwhile, activity-based costing provides advantages such
as by providing product cost information product lines more accurately, particularly when
companies produce different product lines and factory overhead cost allocation to
each product line cannot be linked to the volume of products. This system also helps to
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identify and understand the behavior of the product cost, and therefore the potential to
improve the estimated cost of the product.
What is Activity Based Costing
Traditional cost systems assume that products consume all resources with in accordance with
the proportion of production volume. In fact a lot of the organization's resources consist of
activities that have nothing to

do

with

the

physical

volume

of

units

produced.

Consequently, the practice of traditional volume-based cost allocation may report distorted
product costs. Cost accounting literature has proposed a change towards an alternative basis
for costing, ie activity-based costing. This method assumes that the activity causes costs, and
that the product (and customer) creates a demand for activities. With the ABC system,
the cost charged to the product based on the consumption or demand for such products
individually to each activity. Chartered Institute of Management Accountants (CIMA)
defines ABC as: ... attribution (connect) the cost of the units in the base cost of the
benefits received indirect activity, such as booking activity, machine setup, quality
assurance, and so on.
Benefits of Activity-Based Costing (ABC)
Benefits of Activity-based Costing (ABC) system for the management of the company is:
 An assessment of the cost of the system ABC can convince management that
they must take steps to become more competitive. As a result, they can strive to
improve quality while simultaneously focusing on cost reduction are possible. This
analysis could highlight how truly expensive manufacturing process, this

in

turn

can stimulate the activity of organizing process, improving quality, and reducing costs.
 The

management

will

be

in

a

position

to

conduct competitive bidding is

more reasonable.
 ABC

system

can

assist

in

management

decision

making make-buy that

management should do. In addition to costing more accurate then the decision will be
taken by the management gets better and right. This is based on the accuracy of the
calculation of the cost of products that become very important in today's competitive
climate.
 Continues support the improvement, through the analysis of the activity, the ABC
system allows

the elimination or corrective action

against

non-value-added

activities or less efficient. It is closely related to the company's productivity problem.
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 Easier to determine whether the costs are less relevant (cost reduction), the
traditional system, a lot of costs that are less relevant are hidden. ABC transparent
system caused sources of these costs can be identified and eliminated.
 With an improved cost analysis, management can make more accurate analysis of
the production volumes needed to achieve breakeven on low volume products.
Advantages of Activity Based Costing
Some of the advantages of the system cost of Activity Based Costing (ABC) in
the determination of the cost of production is as follows:
 Cost of products that are more realistic, especially in high- tech manufacturing
industry where overhead costs are a significant proportion of the total cost.
 The more factory overhead cost can be traced to the product. In manufacturing
the modem, there is a number of non-factory activity growing. Analysis of ABC costing
system itself paying attention to all the activity so that non- factory cost of the activity
can be traced.
 ABC cost system recognizes that the activity that caused the costs (activities cause
cost)
is not a product, and produce that consuming activity.
 ABC system focuses attention on the real nature of the behavior of costs and assists
in reducing costs and identifying non-value added activity.
 ABC system recognizes the complexity of the diversity of production modems
using multiple cost drivers, many of the cost drivers that are transaction-based rather
than volume-based products.
 ABC system provides a reliable indication of long run variable cost product that
is relevant to the strategic decision making.
 ABC system is flexible enough to explore the cost to the process, the
customer, managerial responsibility area, and also the cost of the product.
DIFFERENCE BETWEEN THE TRADITIONAL COST SYSTEMS AND SYSTEM
ACTIVITY BASED COSTING
In the traditional system can be seen that the costs involved are usually just plain straight
out, namely labor costs and material costs. But over time arises costs can be classified into
direct costs. These costs such as the maintenance, utility costs, and so forth. The system will
charge no fees directly to the base allocation unrepresentative. To assess whether the cost of
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an organization in need of repair, according to Hicks there are some characteristics that can
be used as a guide, as follows:
 The percentage of indirect costs becomes a major part of the total cost, or
factory overhead costs increased continuously in recent years. The tendency in recent
years of an enterprise is repeated by replacing labor with technology. The greater the
technology costs, labor costs required becomes increasingly lower. The end result is a
greater cost will be allocated to the smaller base.
 Operations that use direct labor have been replaced by automated machines.
Extra equipment is able to walk without the help of direct labor can cause distortion in
the distribution of indirect costs, if direct labor to be used as the basis for allocations by
the company.
 Many operations that can be performed with minimal human intervention.
Many operations have a cycle time significantly, where this can be seen with just a
little attention required of workers and at times like that fees are not based on the
process, but on the set up and direct labor cost, there will be errors in distribution costs.
 The presence of humans using machines and engines using humans. In many
facilities there are some operations where workers assisted in carrying out its activities
equipment and workers in control, but it also is an operation in which workers
perform simple actions as material handling equipment at work. Two different situations
require

cost distribution with a different approach, if only one method is used, there

will be errors in charging.
ABC assumes that activities cause costs and that the product (and customers) creates
a demand for activities. ABC analysis focuses on how costs react to changes in various
levels of activity. ABC provides recognition that a business must understand the factors that
trigger each main activity, the cost of the activity, and how the activities associated with the
product.
CLASSIFICATION OF ACTIVITIES IN THE ACTIVITY BASED COSTING
Product driven this activity can be grouped into four categories, as follows:
1.

Unit-level activities: are activities undertaken each time one unit of product produced,
the size of this activity is influenced by the number of units of products produced. Costs
incurred for the activities of this unit is called charge- level activity-level activities unit
cost, examples of factory overhead costs for this activity is the cost of electricity and the

Copyright © 2017, Scholarly Research Journal for Interdisciplinary Studies

Mr. Krushnavadan R. Parmar
(Pg. 12512-12519)

12518

cost of operating the machine. Raw material costs and direct labor costs are also included
in the cost of the unit- level activity, but not included in the overhead costs.
2.

Batch-level

activities:

are

activities

undertaken

whenever

a

batch

of

products manufactured, the size of this activity is influenced by a number of batches of
products manufactured. Examples of activities that are included in this group are setup
activity, the activity of production scheduling, materials management activities
(movement of materials and purchase order), and inspection activity. Costs arising from
this activity are batch-level activities costs, these costs vary batch of products
manufactured, but is fixed in relation to the number of product units produced in each
batch.
3.

Product-level activities: also called product-sustaining activities are activities
undertaken to support a wide range of products manufactured by the company. These
activities consume inputs to develop products or allow products produced and sold.
This activity can be tracked on individual products, but the resources consumed by
these activities are not affected by the number of products or batches of products
produced. Examples of activities that are included in this group is the research and
product development activities, production process, product specifications, engineering
changes and product enhancements. Costs arising from this activity is called the productlevel activities cost.

4.

Facility-level activities: called a facility-sustaining activities include activity is to
support the manufacturing process is generally required to provide facilities or the
plant's capacity to produce, but the extent of this activity is not related to volume or
product mix manufactured. This activity is used jointly by various different types of
products, or in other words the activity is done to maintain the existence of the company.
Examples of these activities include, for example: plant management, building
maintenance, security, landscaping, plant lighting, cleanliness, property tax, and
depreciation of the plant. Plant management activities of an administrative nature, such as
plant management activities, employees, and accounting for the cost. The cost for this
activity is called with facility- level activities cost.

Although this ABC system looks more complex than the traditional cost system, but the
system is able to produce more accurate cost calculation. This activity can also be
classified, as follows:
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Repetitive and Non Repetitive activities: Repetitive activity is repeated or
continuous, whereas the non-repetitive activity is an activity performed only one time.

2. Primary and Secondary activities: Primary activity (production activity) is an activity
that has a direct contribution to the activities of the department or organizational unit,
whereas the secondary activity (production support activity) supports the primary
activity.
3.

Value added activities is an activity that can directly provide benefit to the
company, while the non-value added activities are activities that do not provide benefits
to the company.

CONCLUSION
From the above authors to conclude that the method of calculating the cost of using the ABC
system has weaknesses that can make management decisions only oriented to long- term
decisions alone. In fact, what happens on the pitch is the number of conditions that would
cause there must be a decision or policy managers in the short term. In companies
that have a long history of success by relying on traditional cost calculations, it will be
difficult to convince management that a new cost accounting system is needed. The solution
for this problem is to continue to use the traditional system, which is already known, and
experiment with ABC separately, by using it first for one product line, the facility, or a
category of expenses such as service departments
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