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INTRODUCTION TO
ACTIVITY BASED
COSTING

In  the  competit ive
landscape  of  modern
b u s i n e s s ,
understanding the true
cost  of  products  and
services is not just an
advantage—it  is  a
necessity.  Traditional
costing methods, which
o f t e n  a l l o c a t e
overhead  costs  based
on a single metric like
direct labor hours, can
distort  financial  reality,
leading  to  misguided

pricing  strategies  and
flawed  decision-
making.  This  is  where
Activity  Based Costing
(ABC)  steps  in  as  a
t r a n s f o r m a t i v e
approach.
Activity  Based Costing
i s  a  m a n a g e r i a l
accounting  method
that identifies activities
in an organization and
assigns  the  cost  of
each  activity  to  all
products  and  services
according to the actual
consumption  by  each.
Unl ike  t radi t ional
costing,  which  might
a p p l y  a  b l a n k e t
overhead  rate,  ABC
t r a c e s  e x p e n s e s
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directly  to  the  specific
activities that generate
them,  offering  a  far
more granular view of
profitability.  However,
while  the  precision  of
A B C  i s  h i g h l y
attractive,  it  is  not
without its  drawbacks.
F o r  a n y  b u s i n e s s
leader  or  financial
p r o f e s s i o n a l ,
evaluating  the  pros
and cons of activity
based  cost ing  i s
e s s e n t i a l  b e f o r e
deciding to implement
th i s  sys tem.  Th i s
article provides a deep,
balanced exploration of
both sides of the ABC
co in ,  he lp ing  you
determine  if  it  is  the
right  fit  for  your
organization.

UNDERSTANDING
THE CORE
MECHANICS OF
ABC

Before  diving  into  the
a d v a n t a g e s  a n d

disadvantages,  it  is
vital  to  understand
how  Activity  Based
Costing  functions.  The
process  typ ica l ly
invo lves  four  key
steps:

Identify1.
Activities:
Pinpoint the
major overhead
activities that
incur costs, such
as purchasing
materials, setting
up machinery,
inspecting
quality, or
processing
customer orders.
Assign2.
Resource
Costs:
Determine how
much the
organization
spends on each
of these
activities.
Identify Cost3.
Drivers: For
each activity,



Pros And Cons Of Activity Based Costing 3

3

find a cost driver
that accurately
measures how
often the activity
is performed. For
instance,
"number of
purchase orders"
is a driver for the
purchasing
activity, while
"number of
machine setups"
drives setup
costs.
Assign Costs to4.
Products:
Finally, allocate
the activity costs
to products
based on their
consumption of
each cost driver.

This  methodology
shines  a  light  on  the
true  consumption  of
resources,  revealing
that  h igh -vo lume
products might actually
cost  less  than  their
low-volume,  complex
counterparts  when

indi rect  costs  are
properly accounted for.

THE PROS OF
ACTIVITY BASED
COSTING (ABC)

The  benefits  of
implementing  Activity
Based  Cost ing  are
substantial, particularly
for  organizations  with
diverse product lines or
complex  operational
processes.  Here  are
the  most  compelling
advantages:

1.
Unmatch
ed Cost
Accuracy
and
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Precision
The  most  celebrated
advantage of ABC is its
ability to deliver near-
realistic product costs.
Traditional  costing
often  cross-subsidizes
products,  where  high-
volume  items  absorb
too  much  overhead,
a n d  l o w - v o l u m e ,
spec ia l i zed  i tems
absorb  too  little.  By
tying  costs  directly  to
the  act iv it ies  that
c a u s e  t h e m ,  A B C
e l i m i n a t e s  t h i s
distortion.  This  pros
and cons of activity
b a s e d  c o s t i n g
analysis  begins  here
because  the  precision
gained  is  often  the
primary motivation for
adoption.  Managers
can  finally  see  exactly
which  products  are
profitable  and  which
are draining resources.

2.
Enhanced
Visibility
into Cost
Drivers
ABC  forces  managers
to think beyond simple
l abo r  o r  mach ine
hours. It compels them
to  ask,  "What  truly
drives our costs?" This
visibility  is  a  game-
changer .  I t  might
reveal that the cost of
f requent  machine
setups  or  excessive
quality  inspections  is
the true culprit behind
a  product's  lackluster
marg in .  Wi th  th i s
k n o w l e d g e ,  t h e
organization can focus
on improving efficiency
in  specific  activities
rather  than  making
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across-the-board  cuts.

3. More
Informed
Pricing
and
Product
Mix
Decisions
When  you  know  the
true cost of a product,
y o u  c a n  p r i c e  i t
inte l l igent ly .  ABC
enables  companies  to
identify  unprofitable
products that might be
losing money after  all
o v e r h e a d  i s
c o n s i d e r e d .
Conversely,  i t  can
h i g h l i g h t  h i d d e n
gems—products  that
appear marginal under

traditional  costing  but
are  actually  highly
profitable.  This  clarity
allows  businesses  to
optimize  their  product
m i x ,  s u n s e t  l o s s
leaders,  and negotiate
p r i c i n g  w i t h
confidence.

4. Better
Cost
Managem
ent and
Waste
Reductio
n
A B C  p r o v i d e s  a
roadmap  fo r  cos t
r e d u c t i o n .  B y
highlighting non-value-
added  activities—such
as  rework,  excessive
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handling, or redundant
inspections—managers
can  target  specific
areas  fo r  p rocess
improvement.  This  is
far more effective than
arbitrary  budget  cuts.
For  example,  if  the
data shows that billing
costs are high due to a
high volume of manual
invoices,  the company
c a n  i n v e s t  i n
automated  bi l l ing
systems to reduce that
specific activity cost.

5.
Improved
Performa
nce
Measure

ment
Activity  based  costing
a l l o w s  f o r  m o r e
accurate  performance
eva luat ion  a t  the
departmental  and
individual  levels.  It
helps  in  establishing
b e n c h m a r k s  f o r
a c t i v i t i e s  a n d
measuring  efficiency.
Furthermore, it can be
integrated  with  other
management  systems
l i k e  B a l a n c e d
Scorecard  or  Kaizen
c o s t i n g  t o  d r i v e
c o n t i n u o u s
improvement.

THE CONS OF
ACTIVITY BASED
COSTING (ABC)

Despite  its  theoretical
appeal  and  tangible
benefits, Activity Based
Costing is not a silver
bullet.  It  comes  with
significant  challenges
t h a t  c a n  m a k e  i t
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impractical  for  some
organizations.  Let  us
e x a m i n e  t h e s e
drawbacks  with  the
same  critical  eye.

1. High
Implemen
tation
and
Maintena
nce Costs
T h e  m o s t  c i t e d
disadvantage of ABC is
i t s  c o s t  a n d
c o m p l e x i t y .
Implementing  an  ABC
system is not a simple
software  upgrade;  it
requires  a  significant
investment of time and
money.  Companies
often  need  to  h i re
external  consultants,

purchase  specialized
software, and dedicate
substantial  employee
hours to data collection
a n d  a n a l y s i s .
F u r t h e r m o r e ,
maintaining the system
requires  continuous
effort to update activity
drivers and cost pools
a s  t h e  b u s i n e s s
evolves.  For  small  to
m e d i u m - s i z e d
enterprises,  this  pros
and cons of activity
b a s e d  c o s t i n g
balance  often  t ips
toward  the  negative
b e c a u s e  t h e
implementation  cost
may  outweigh  the
benefits.

2.
Significan
t
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Complexi
ty and
Data

Intensity
ABC  i s  inherent ly
complex.  It  requires
b r e a k i n g  d o w n
p r o c e s s e s  i n t o
numerous  activities,
each with its own cost
d r i ve r .  I n  a  l a rge
organization,  this  can
lead  to  hundreds  or
even  thousands  of
activity  pools.  The
sheer  volume  of  data
r e q u i r e d  c a n  b e
overwhelming, and the
system is only as good
as the data fed into it.
I f  t h e  d a t a  i s
inaccurate or outdated,
the  resul ts  can  be
m i s l e a d i n g .  T h e
complexity also makes
it  difficult  for  non-

financial  managers  to
understand,  reducing
trust  and  usabil ity
a c r o s s  t h e
organization.

3.
Subjectivi
ty in
Activity
and
Driver
Selection
While  ABC  aims  for
p rec i s i on ,  i t  s t i l l
involves  significant
subjective  judgment.
C h o o s i n g  w h i c h
activities  to  include,
how  to  group  them,
and  which  cost  driver
best  represents  them
is not an exact science.
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F o r  e x a m p l e ,  i s
"number of  orders"  or
"time spent per order"
a  better  dr iver  for
ordering  costs?  The
choice can significantly
affect  the  final  cost
a l l o c a t i o n .  T h i s
subjectivity can lead to
d isputes  between
departments  and  can
u n d e r m i n e  t h e
perceived objectivity of
the system.

4.
Potential
for
Resistanc
e from
Employee

s
Implementing  ABC
o f t e n  r e q u i r e s
employees  to  track
t h e i r  t i m e  a n d
activities  meticulously.
This  can be perceived
as  micromanagement
o r  " B i g  B r o t h e r "
monitoring,  leading  to
resistance  and  low
morale.  Employees
may feel threatened if
the analysis shows that
their activities are non-
v a l u e - a d d e d ,
potentially putting their
j o b s  a t  r i s k .
O v e r c o m i n g  t h i s
cultural hurdle requires
s t r o n g  c h a n g e
management and clear
communication  about
the  system's  benefits
f o r  t h e  e n t i r e
organization.
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5.
Difficulty
in
Updating
and
Maintaini
ng
Relevanc

e
Business environments
a r e  d y n a m i c .  A s
processes change, new
p r o d u c t s  a r e
i n t r o d u c e d ,  a n d
technology  evolves,
the ABC model must be
updated  to  remain
accurate.  Creating the
model  is  a  one-time

project;  keeping  it
relevant is an ongoing
e x p e n s e .  M a n y
companies  invest
heavily in an initial ABC
implementation,  only
t o  l e t  t h e  m o d e l
become  obso le te
within  a  few  years
because  they  a re
unwilling to commit to
t h e  c o n t i n u o u s
maintenance required.

WHEN SHOULD
YOU USE ACTIVITY
BASED COSTING?

Understanding  the
pros  and  cons  of
a c t i v i t y  b a s e d
costing is meaningless
without context. ABC is
n o t  s u i t a b l e  f o r
everyone.  It  tends  to
be  most  beneficial  in
the following scenarios:

High Overhead
Costs: When
indirect costs
represent a large
portion of total
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costs, traditional
allocation
methods are
likely to be
inaccurate.
Diverse
Product
Portfolio:
Companies that
produce a wide
variety of
products with
different
volumes,
complexities,
and batch sizes
benefit greatly.
Complex
Production
Processes: If
products flow
through multiple
departments,
setups, and
inspections, ABC
provides
essential clarity.
Intense
Competition: In
markets where
pricing pressure
is high, knowing

your true cost is
a strategic
weapon.

Conversely, ABC might
b e  o v e r k i l l  f o r
organizations  with
simple  processes,  a
single  product  line,  or
very  low  overhead
costs.  In  such  cases,
the  complexity  and
cost  of  the  system
s imp ly  canno t  be
justified.

ACTIVITY BASED
COSTING VS.
TRADITIONAL
COSTING: A
PRACTICAL
COMPARISON

To fully grasp the pros
and cons of activity
based  costing ,  i t
helps to see it side-by-
s i d e  w i t h  t h e
traditional  method.
Traditional  costing
often  uses  a  single
plantwide  overhead
rate  based  on  direct
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labor  hours .  For  a
manufacturer  making
both  simple,  high-
volume  widgets  and
complex,  low-volume
g a d g e t s ,  t h i s  i s
problematic.
Under  t rad i t iona l
costing,  the  simple
widgets may absorb a
disproportionate  share
of  overhead  because
they consume the most
direct  labor  hours.
M e a n w h i l e ,  t h e
complex  gadgets ,
which require frequent
setups,  specialized
engineering, and extra
quality  checks,  may
appear  cheaper  than
they  really  are.  ABC
reverses this distortion.
It  allocates high setup
costs  to  the  complex
gadgets  that  require
many  setups  and  low
setup  costs  to  the
simple  widgets.  The
r e s u l t  i s  o f t e n  a
shocking  revelation:
the "profitable" product

is  losing  money,  and
t h e  " e x p e n s i v e "
product  is  actually  a
profit center.
This distinction is why
ABC  i s  f requent ly
recommended  for
companies  undergoing
c o s t  r e d u c t i o n
initiatives  or  strategic
pricing reviews.

BEST PRACTICES
FOR SUCCESSFUL
ABC
IMPLEMENTATION

If  you are  considering
adopt ing  Act iv i ty
Based  Costing  despite
i t s  c h a l l e n g e s ,
following  these  best
p r a c t i c e s  c a n
significantly  improve
y o u r  c h a n c e s  o f
success:

Start Small: Do
not try to model
the entire
company at
once. Begin with
a pilot project in
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a single
department or
product line to
demonstrate
value and build
momentum.
Involve Cross-
Functional
Teams: Do not
leave the project
solely to the
accounting
department.
Engage
operations,
production, and
engineering
teams. They
understand the
activities best.
Focus on
Materiality: Do
not waste time
tracking trivial
activities. Focus
on the 20% of
activities that
drive 80% of the
costs.
Use
Technology
Wisely: Modern

software
solutions have
made ABC much
easier to
manage. Look for
tools that
integrate with
your existing ERP
system to
automate data
collection.
Commit to
Continuous
Review: Treat
the ABC model
as a living
document.
Schedule regular
reviews to
update cost
drivers and
activity pools to
reflect current
operations.

CONCLUSION:
BALANCING THE
PROS AND CONS
OF ACTIVITY
BASED COSTING

Activity  Based Costing
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is a powerful tool that
offers  a  superior
understanding  of  cost
behavior,  profitability,
a n d  r e s o u r c e
consumpt ion .  For
organizations drowning
i n  c o m p l e x i t y  o r
struggling with  pricing
s t r a t e g i e s ,  t h e
precision of ABC can be
transformative.  The
pros  and  cons  of
a c t i v i t y  b a s e d
costing reveal a clear
trade-off:  you  are
exchanging  simplicity
for  accuracy,  and  low
upfront  cost  for  long-
term strategic insight.
Ultimately, the decision
to  adopt  ABC  should
not be based solely on
accounting  theory  but
o n  a  p r a g m a t i c
assessment  of  your

business needs. If your
overhead  costs  are
high, your product mix
is  diverse,  and  your
c o m p e t i t i v e
environment  demands
accurate  pricing,  the
benefits  of  ABC  are
likely  to  outweigh  the
significant  investment.
H o w e v e r ,  i f  y o u r
o p e r a t i o n s  a r e
straightforward  and
your  marg ins  a re
s tab le ,  a  s imp le r
traditional  costing
system may serve you
perfectly well. The key
is not to be swayed by
the allure  of  precision
alone,  but to carefully
weigh  the  real-world
costs  and  benefits
wi th in  the  un ique
c o n t e x t  o f  y o u r
organization.


