
 

   

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 INTRODUCTION 

Development in technology has influenced the production methods of products. 
If previously, labour was the main component used to convert raw materials into 
products; now machines have taken over. This transition has caused production 
firms to look for new costing methods that take machine hours as one of the main 
sources of cost into consideration. This is because traditional costing methods 
such as job order and process costing emphasise on total labour hours while the 
machine hours are just assumed to be overhead costs. 
 
In this topic, we will discuss the costing system which is said to have overcome 
the weaknesses related to the job order costing system and process costing 
system. This costing system is known as activity-based costing system. The 
characteristics and steps of calculation will be explained. Finally, the advantages 
and disadvantages of this system will also be discussed. 
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LEARNING OUTCOMES 

By the end of this topic, you should be able to:

1. Explain the importance of activity-based costing system; 

2.  Discuss the basic characteristics of  activity-based costing system; 

3.  Differentiate between traditional costing system and activity-
based costing system; 

4. Calculate the product unit cost by using activity-based costing 
system; and 

5.  Summarise the advantages and disadvantages of activity-based 
costing system. 
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  DISADVANTAGES OF TRADITIONAL 
 COSTING SYSTEMS 

The traditional costing systems, which are the job order costing system and 
process costing system were heavily criticised in the 1980s due to its 
disadvantages. These traditional costing systems were designed for businesses 
that had the following characteristics: 

 Small number of products. 

 Direct materials and direct labour as the main components. 

 Small manufacturing overhead costs; therefore, any inappropriateness caused 
by the overhead distribution is not obvious. 

 Assumed that the use of direct and indirect materials in producing the 
products were in direct proportion with the production quantity. 

 
Since the 1990s many businesses have produced lots of products using machines. 
Therefore, the involvement of direct labour has reduced while the overhead costs 
have increased. 
 
Besides that, the traditional costing methods which were based on measurements 
according to quantity were also questioned as there were many costs that did not 
directly related to quantity. For example, the handling of raw materials, cost to 
obtain the raw materials and the cost required to inspect the initial items. 
 
To obtain a product cost or service cost that was more accurate, a new costing 
system that introduced a more meaningful overhead allocation method was 
required. Therefore, activity-based costing system was introduced to fulfil these 
requirements and also as an alternative to the traditional costing systems. 
 

  CHARACTERISTICS OF ACTIVITY-BASED 
 COSTING 
 

 

 

Figure 5.1 shows the comparison between traditional costing systems and 
activity-based costing system. 
 

5.2 

5.1 

Activity-based costing system is a costing method that pools the overhead 
costs of each activity. This cost will then be charged to the product, service or 
cost object based on the required activities. 



           TOPIC 5    ACTIVITY-BASED COSTING 60 

 
 

Figure 5.1:  Comparison between traditional costing system 
and activity-based costing system 

  
In the traditional costing system, overhead costs are pooled according to the 
department (or known as cost centre). Thereafter, by using the cost driver that is 
based on the quantity or volume, the overhead cost will be allocated to its cost 
object (either product or service). 
 
Activity-based costing system emphasises on the requirement to understand the 
connection between the activities that caused the overheads to occur and thereon 
to how the overhead cost is connected to its cost object. Overhead costs are 
pooled according to its activity. Thereafter, by using the moving cost that is not 
based on quantity (such as production batch number, number of preparation 
hours and number of purchase orders), this overhead cost is allocated to its cost 
object. This system uses the actual activities that incur the overhead costs. 
 

 
 
 
 
 

Based on your understanding of traditional costing system and 
activity-based costing system, list the differences between the 
traditional costing system and activity-based costing system. By using 
two production firms in Malaysia such as a local car producer, Proton, 
and an electrical product producer, MEC, obtain information from the 
websites of these companies on the costing system used. Why is the 
system used?  

ACTIVITY 5.1 
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Next, test your understanding on the costing concept via the following exercise. 
 

 
 

  IMPLEMENTATION OF ACTIVITY-BASED 
 COSTING 

The implementation of activity-based costing involves several steps. The steps 
are: 
 
(a) Identifying the Main Activity that Occurs in the Organisation 
 Activities consist of job unit groups. For example, the activity to purchase 

raw materials consists of several tasks such as accepting request to 
purchase, identifying the suppliers, preparing purchase orders and mailing 
the purchase order. These activities are identified when they are being 
conducted. 

 
(b) Charging the Cost to the Cost Centre Activity  
 A cost centre is the individual costs that are pooled and allocated to the cost 

object by using one cost driver. The cost of resources that were used will be 
charged to each activity to decide how much the organisation had spent on 
each activity. This cost will be charged to the activity-based on the reason 
and effect of the cost driver or via interviews with the staff who can provide 
reasonable estimates based on the resources used by each different activity. 

 
(c) Determining the Cost Driver for Each Main Activity 
 Factors that must be considered in selecting the cost driver are: 

(i) The cost driver can provide reasonable description and relation for 
the existence of each cost in the cost centre activity. 

(ii) The cost driver must be measurable and its data can be obtained and 
identified with the cost object. 

  
(d) Charging the Cost for Each Activity to the Cost Object Based on the 

Demands of the Cost Object for that Activity 
By using the selected cost driver, the cost is charged to each activity.  

 
 

5.3 

1. What are the disadvantages of the traditional costing system? 

2. What are the characteristics of an activity-based costing 
system?   

EXERCISE 5.1 
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  CALCULATION OF TRADITIONAL COSTING 
 AND ACTIVITY-BASED COSTING SYSTEMS 

 
 
To help you to understand the calculations of traditional costing and activity-
based costing systems, see the following example: 
 
Example 5.1 
 
Option Sdn Bhd produces two types of car absorbers, which are Absorber X and 
Absorber Y. The following is the information on both products for the year 2009. 
 

 Absorber X Absorber Y 

Units produced (units) 80,000 20,000 

Raw material cost (RM) 1,520,000 920,000 

Direct labour cost (RM) 800,000 260,000 

Unit selling price (RM) 60 142 

Labour hours (hours) 36,000 14,000 

 
The total factory overheads for producing both of the products are RM2,706,000. 
The activities that are related to the production of both products are the machine 
preparation and machine operation. 
 
The information related to these activities is as follows: 
 

 Factory overhead 
Cost 
(RM) 

Activity 

Machine preparation 594,000 13,200 preparation hours 

Machine operation 2,112,000 26,400 machine hours 

 
 
 
 

5.4 

What are the steps involved in calculating the job order costing and 
process costing systems? 

 

SELF-CHECK 5.1 
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For each product, the activities are as follows: 
 

 Absorber X Absorber Y 

Machine preparation (preparation hours) 5,460 7,740 

Machine operation (machine hours) 11,400 15,000 

 
Based on the information given, calculate the cost for both, Absorber X and 
Absorber Y by using the traditional costing and activity-based costing systems. 
Which product is more profitable? 
 
Solution: 
 
(a) Traditional System 
 

The direct costs that are related to the products are: 
 

 Absorber X Absorber Y 

Raw material cost (RM) 1,520,000 920,000 

Direct labour cost (RM) 800,000 260,000 

Total direct cost (RM) 2,320,000 1,180,000 

 
The total factory overhead costs for both products are RM2,706,000. 
These factory overhead (indirect) costs were apportioned using the direct 
labour hours as the cost driver. Therefore: 

 

 Indirect cost rate =  
RM2,706,000

(36,000 14,000)
  

  = RM54.12 per direct labour hour 
 

The indirect costs for both products are: 
 
 Absorber X: RM54.12 x 36,000 labour hours = RM1, 948,320 
 Absorber Y: RM54.12 x 14,000 labour hours = RM757, 680 
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Therefore the costs and profit for Absorber X and Y are: 
 

 Absorber X Absorber Y 

Raw material cost (RM) 1,520,000 920,000 

Direct labour cost (RM) 800,000 260,000 

Indirect cost (RM) 1,948,320 757,680 

Total (RM) 4,268,320 1,937,680 

   

Units produced (units) 80,000 20,000 

Unit selling price  (RM) 60 142 

Unit cost (RM) 53.35 96.88 

Profit per unit 6.65 45.12 

Gross profit margin (%) 11% 32% 

 
By using the traditional costing, Absorber Y is more profitable than 
Absorber X (gross profit margin of Absorber Y compared to Absorber X is 
32% : 11%). 

 
(b) Activity-based Costing System 
 

In producing Absorber X and Y, the two activities identified are: 
 

 Factory 
Overhead Cost 

(RM) 

Activity  

(Hours) 

Distribution Rate 

Machine preparation 594,000 13,200 RM45 per hour 

Machine operation 2,112,000 26,400 RM80 per hour 

  
Therefore, the overhead costs allocated to the products are as follows: 

 

 Absorber X Absorber Y 

Machine preparation = 5,460 hours x RM45 
= RM245,700 

= 7,740 hours x RM45 
= RM348,300 

Machine operation =11,400 hours x RM80 
=RM912,000 

= 15,000 hours x RM80 
= RM1,200,000 
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Based on the information, the unit cost of each product is: 
 

 Absorber X Absorber Y 

Raw material cost (RM) 1,520,000 920,000 

Direct labour cost (RM) 800,000 260,000 

Indirect cost (RM):   

       Machine preparation  245,700 348,300 

       Machine operation 912,000 1,200,000 

Total (RM) 3,477,700 2,728,300 

   

Units produced (units) 80,000 20,000 

Unit selling price  (RM) 60 142 

Unit cost (RM) 43.47 136.42 

Profit per unit 16.53 5.58 

Gross profit margin (%) 28% 13% 

 
By using activity-based costing system, Absorber X is more profitable than 
Absorber Y (gross profit margin of Absorber X compared with Absorber Y 
is 28% : 13%). 
 
Now, test your understanding on management's calculation based on the 
following exercise. 
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Johor Bind Sdn Bhd manufactures products A, B and C. The following 
information is related to the products for the month of March:   
 

Products A B C 

Units produced (units) 120 100 80 

Unit cost (RM): 
     Direct material 
     Direct labour 
Machine hour (per unit) 

 
40 
28 

4 

 
50 
21 

3 

 
30 
14 

2 

 
The factory overhead cost incurred in March is RM25,910. Currently, 
Johor Bind Sdn Bhd allocates the overhead costs based on its machine 
hours. The company intends to adopt the activity-based costing 
system. Following are the overhead costs and appropriate cost drivers 
for the month of March: 
 

Production overhead RM Cost Driver Units  

Machine department 
cost 

10,340 Machine hours 940 

Machine preparation 
cost 

5,250 
Number of production 
batches 

15 

Goods received cost 3,600 
Number of goods 
requisitions accepted 

30 

Inspection cost 2,100 
Number of production 
batches 

15 

Delivery cost 4,620 
Number of orders 
received 

60 

 
All the three products were processed and produced in a production 
batch of 20 units. The requisitions for goods in store are processed in 
batches of 10 units. Orders received are processed in batches of 5 units. 
 
Based on the information above: 

(a) Calculate the total cost of each product by using the machine 
hours as the cost driver. 

(b) Calculate the total cost of each product by using activity-based 
costing system. 

 
 

EXERCISE 5.2 
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  ADVANTAGES AND DISADVANTAGES OF 
 ACTIVITY-BASED COSTING SYSTEM 

The following are the advantages of activity-based costing. 

(a) Activity-based costing provides a reasonable connection between the 
reason and effect/result of the cost and the cost activity used, thereafter 
charged to the cost object. This can thereon increase the accuracy of the 
product costing. 

 
(b) The use of traditional costing system can cause the standard product to be 

over-cost and the more complex product to be under-cost. The use of 
activity-based costing can avoid the occurrence of situations where a 
standard product that is easily produced seems unprofitable while a more 
complex product seems profitable.  

 
The disadvantages of activity-based costing are: 

(a) Activity-based costing system requires management to estimate the cost of 
each cost centre activity and identify the cost driver for that centre. 

(b) The activity cost rate must always be updated. 

(c) Activity-based costing system is detail and expensive to be implemented 
and difficult to be understood. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

5.5 
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Before we end this topic, try the following exercise. 
 

 

1. List the three important factors in selecting cost drivers for activity-
based costing system. 

2. What are the advantages and disadvantages of activity-based 
costing system? 

3. Syarikat Perabot Damimah produces two models of chairs, which are 
the Executive and Home models. The manufacturing overhead costs 
are distributed to the products at a rate of RM80 per machine hour. 
The production information of the two models are as follows: 

 

 Executive  Home  
Direct materials (per unit) RM40 RM65 
Direct labour (per unit) RM25 RM25 
Budgeted Volume  16,000 30,000 
Machine hour (per unit)           2            1.5 

 

Its management accountant intends to use the activity-based 
costing method and has identified three activities that are related 
to the production, which are the machine preparation, processing 
and delivery. The data related to these three activities are as 
follows: 

 

 Executive Home Cost Driver 
Preparation (batches) 100 60 Production batches 
Processing  (hours) 32,000 45,000 Machine hours 
Delivery (deliveries) 200 150 Number of deliveries 

 

The total overhead for the company is RM6,160,000, where 
RM1,344,000 is for preparation, RM3,696,000 for machine processing 
and RM1,120,000 for delivery. 

 
Required: 
(a) Calculate the unit cost for the Executive and Home models by 

using the current costing method used by the company. 

(b) Calculate the unit cost for Executive and Home models by 
using activity-based costing method.      

(c) The current selling price for the Executive model is RM270 per unit 
and the marketing manager proposes to reduce its price by RM30 
to increase sales. Is this proposal reasonable and acceptable? 

 
 

EXERCISE 5.3 
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 The disadvantages of the traditional costing systems, which are the job order 
costing and process costing system caused activity-based costing to be 
introduced.  

 Activity-based costing system is a costing method that pools the overhead 
costs for each activity and then charges the costs to the product, service or its 
cost object based on the activity it requires.  

 Activity-based costing system emphasises on the requirement to understand 
the connection between the activity that caused the overhead costs to occur 
and thereafter how this overhead costs is connected to its cost object. 

  

 

 

Activity-based costing system 

Cost centre/pool 

Traditional based costing system 

 

 


