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ACCOUNTING OF INDIRECT MANUFACTURING COST
BASED ON ACTIVITY-BASED COSTING (ABC) AND ANALYSIS
OF THEIR EFFECTS ON PRICING

The current article covers the application of indirect manufacturing costs according to the cost system on
the basis of activities and their effect on pricing. The system considers costs based on activities from modern
cost accounting systems that work to achieve a distinguished level of accuracy in determining indirect
manufacturing costs through its focus, it also provides new control methods that contribute to preserving
the indirect costs in the organization and rationalizing its uses, and how it affects the pricing of products.
The importance of this research lays in from the fact that it is looking to clarify indirect manufacturing
costs and how to allocate them and to study the costing system on the basis of activities, which aims to
allocate indirect costs to products more accurately, especially with the increase in the total of indirect
costs as a result of technological development and assistance to management in improving the pricing

process.

pricing.

Research problem. The global competition in our
time has pressured industrial establishments to move
towards modern methods of pricing in order to achieve
a distinguished competitive position that enables these
establishments to win markets and achieve customer
satisfaction, and this matter requires reducing costs to
a minimum in order for these products to compete in
terms of quality and price in the markets. Therefore, the
development of cost systems has become a necessity that
should be dealt with objectively and scientifically to reach
rational pricing decisions. The indirect manufacturing
cost approach based on Activity-Based Costing and
analysing their effects on pricing are the evidence of the
development of accounting thought in order to overcome
the shortcomings that afflicted the traditional methods of
pricing, especially in the conditions of the modern industrial
environment.

The research problem is the imprecise allocation of
indirect costs leads to charging units unjustly produced,
with its share of indirect costs, thus distorting the cost of
one unit of the product. This will lead the management to
unfairly pricing the products, which will result in a decrease
in sales and thus a substantial reduction in profitability due
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to the determination of product prices compared to the
prices offered in the market.

Literature Review. The activity-based costing method
is defined by many scholars. It is a method of measuring
the cost and performance of activities and production
process as well as the behaviour of consumers. The cost-
based system of activities allow costs to be distributed
among the products by the real activities consumed in
production, such as; marketing, sales, delivery and product
services (Dr. Hejazy-A. Suad, 2013 [1]). In addition to
that, it is a method for specifying the indirect costs on
products and services, this method assumes that most of
the indirect costs have a relationship with the activities
and vary according to the different cost directions for
these activities. This method is considered the beginning
of allocating these costs to activities and then to products
to the extent that these products benefit from activities
(Dr. Abu Hashish, 2012 [2]). The manufacturing indirect
costs are divided into indirect material costs, indirect wage
costs, and indirect expenses (Dr. Al-Rubaie and Dr. Al-Saqj,
2008 [3]). It also could be defined as the sum of the costs
involved in the factory; however, it could not be directly
allocated to any production direct charges. Moreover,
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it is allocated to direct goods charges (Al-Rabee Awa,
2015 [4]).

Research goals. The research aims at the following:

— adopting the modern method of allocating indirect
manufacturing costs represented by the activity-based
costing method;

—providing a theoretical framework for price decisions;

— measuring the indirect cost of a product under the
cost entry on the basis of activities and stating its role in
the pricing decision.

Research results. The adoption of the activity-
based costing method is based on a set of integrated and
successive steps, which in between is a cycle for charging
the indirect costs to the activity units. The following are
the steps required to apply activity-based costing method:

First/Identifying and Analysing Activities. This step is
considered as the cornerstone of creating and designing
this system, as this stage requires reviewing the technical
and organizational maps of the facility and analysing the
activities and basic and subsidiary processes with the aim
of identifying and classifying activities and preparing a
plan for the flow of activities. It is noticed that the activities
that take place within any manufacturing establishment are
linked to four main levels through which the cost elements
are allocated and distributed to the products; as follows:

— Activities at the Level of the Production Unit: They
are those activities that are carried out upon the production
of each unit, and thus the number of times that this activity
is carried out varies according to the number of units
produced, and accordingly the costs of these activities
can be charged to the producing units, and examples of
these activities are the installation of product parts and
formulation Producer;

— Activities at the Level of Production Batches: they
are those activities that are carried out upon the production
of each group of products. Thus, the number of times in
which the activities related to the batches are carried out
varies according to the number of batches produced, and
therefore the costs of these activities can be charged to the
produced batches, but these costs are fixed in proportion
for the number of units that make up each batch. Examples
of which the preparation of machines are whenever
production of each batch of products ends, and a batch of
requested spare parts;

— Activities at the Production Level: they are the
activities necessary for the production of each different
type of the company’s products and are carried out to serve
the different products of the facility and thus the cost of
these activities can be charged to the different products.
But these costs are fixed in relation to the number of
units of each product or each batch of production and
from Examples: Establishing product specifications,
implementing engineering change orders, and developing
product-specific testing methods;

— Activities at the Level of Facilities: These are grouped
in an optimal way as possible in a single activity center,
since they are linked to production in a comprehensive
manner and are not related to other parts or characteristics

of the products that are manufactured, such as lighting,
guarding, cleaning.

Second / Aggregation of Activities in Clusters of Costs.
After defining the activities in the facility, the second phase
begins by dividing the activities into a series of cost centers
(activity cost pools). The basis of this division could be
listed as follow:

1. If one of the activities has a special nature or of
relative importance, it is preferable to consider it as an
independent cost center. The material importance is not
determined only in relation to the current circumstances,
but is also determined according to the future plans of the
project.

2. If there is a homogeneous group of activities and it
has similar cost drivers, then it can be considered a single
cost center.

3. If there are activities that are not homogeneous in
terms of the nature of their work, but are consistent in the
nature of their costs, that is, they have similar cost drivers
and they can be grouped in one cost center (one cost
collector).

4. The costs in each cost pool are directly proportional
to the activity, that is, all costs in the cost pool must change
in proportion to the changes in the level of activity.

Third / Identifying Cost factors. Cost factors are a
means between the cost of the activity and the outputs of
the products or services, and therefore it is a quantitative
measurement that reflects the outputs of the activity. The
factors of the costs are chosen in two stages: where the
first stage is to allocate the elements of indirect costs on
activities, and the second stage is to allocate the costs
of activities on products. It indicates that the benefit
of choosing the drivers or causes of costs in two stages
enables different standards for the consumed resources
that can be used in each stage as well as the availability
of information on resource consumption at the center level
than at the product level.

Fourth / Determining the Cost of the Products. After
completing the activities grouping in the cost pools and for
the purpose of charging the products with their share of
the indirect costs for each cost accumulator, this is through
the selection of cost. Drivers for the second stage, which
must reflect the extent of the product’s consumption of the
resources benefiting from the activities and this is through
one of the following methods:

1. Conducting the allocation of the total activity cost
on the basis of the number of times the activity performed,
such as the number of times the machines are equipped,
the number of purchase orders, and the number of sales
requests. The application of this method indicates that the
occurrence of the activity consumes the same amount of
resources each time it occurs.

2. Depending on the time required to complete the
activity or in another way allocating the costs of the
activities according to the time taken to implement the
activity, such as the time it took to equip the machines.

3. The actual measurement of the resources used every
time this activity is performed as a means of measuring
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Table 1
Examples of activity centers, cost drivers, and the possible cost to transfer them
Activity level Activity Center Cost drivers Transferable cost
— Activities related to machinery .
and product nit such as cutting . _ — Power costs / maintenance costs /
. . > |- Machine hours /working hours the work costs
Product Unit maintenance ¢ . il task -
_ Different Work-related — Number of output units - Indl}strla tasks / deprematlon
activities of maintenance equipment
;rﬁg?s) 7?3&%25 p;lor((i:l};gtsif)n — Number of orders issued / — Costs of maintaining records /
Production orders p number of times materials received assignments used
Batches . . — Number of production orders / — Business cut-off costs /
— Preparing the equipment ber of d ime / h Material handline lab
to work /material handling number of downtime / stop hours aterial handling labor cost
— Number of times of examination / go(;fztf?:s?gagfyniﬁtm] /
— Quality inspection / product hours of examination time ~ Cost of ar(tls I‘II)l anagement / parts
testing — Hours of tests / number of types . p g It/ pe
The Product . . e . keeping cost / product engineering
— Product design/ parts inventory | of parts / hours of specialist operation / desioni 74 .
management — Designing time hours / C?St gs;gngng CO}Slt. epreciation
Number of Engineering change orders of speciatized machinery
and equipment
— Factory management salaries /
— The factory in general — Machine hours building depreciation
Facilities — Building works — Work hours — Benefits and insurance /
— Personnel management and — Number of workers / administrative cost
training number of training hours — The cost of managing people /
facilities for medical services

Resource: prepared by the researcher

costs. This method requires an extra effort to keep track of
these costs and in return it leads to more accurate results,
especially in those situations in which large resources are
exhausted.

We calculate the indirect manufacturing cost of the
units of the product, and also on the level of the total units
produced. After determining (124.1 IQD/minute) in the year
(2019) and (127 IQD/minute) in the year (2020) per units.

The selling price per product is determined by adding
a profit margin (15% — 10%) for years (2019-2020) to the

total cost of the product according to the factory policy
followed in calculating the selling price of the products.
Conclusions. Due to the importance of applying the
cost-based method on the basis of activities, this requires
the creation of cost awareness for workers in manufacturing
units, and it is considered one of the methods through which
accuracy in measurement and control can be achieved
and the information necessary for planning and decision-
making is provided. The awareness of manufacturing
workers could enhance by holding seminars and training

Table 2
The share of the indirect manufacturing cost of one product according to ABC
Model type Quantity ABC per unit Total ABC
Military clothing (2 pieces) 2019 60,000 1,491.59 89,495,192.31
2020 62,442 1,588.57 99,193,394.88
. . . 2019 12,350 307.02 3,791,675.13
Security clothing (2 pieces) 2020 15,700 399.42 6,270,879.41
. . 2019 8,900 221.25 1,969,142.83
Clothing for corporate staff (2 pieces ) 2020 9.250 23533 2.176.770.33
Services companies (2 pieces) 2019 10,800 268.49 2,899,644.23
2020 12,000 305.29 3,663,461.54
Trousers & jacket 2019 2,670 66.38 177,222.85
2020 3,890 98.96 384,971.29
Jacket sport 2019 5,500 136.73 752,008.21
2020 6,050 153.92 931,193.41
Pupils’ clothes 2019 11,480 285.39 3,276,279.78
2020 12,750 324.37 4,135,704.63
Military boots 2019 5,850 145.43 850,763.67
2020 6,780 172.49 1,169,468.51
. 2019 50,000 1,242.99 62,149,439.10
Masks & hospital clothes 2020 66,000 1,679.09 110,819,711.54

Resource: prepared by the researcher
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Table 3
The determination of the selling price of products
Model type Manufacturing cost per unit Profit margin Price per unit
.. . . 2019 7,499.40 1,049.92 8,549.32
Military clothing (2 pieces) 2020 8,660.24 866.02 9,526.26
Security clothing (2 pieces) 2019 36,434.33 5,100.81 41,535.14
2020 34,443.47 3,444.35 37,887.81
. . 2019 50,557.76 7,078.09 57,635.84
Clothing for corporate staff (2 pieces ) 2020 48.644.76 4.864.48 53.509.24
Services companies (2 pieces) 2019 41,663.34 5,832.87 47,496.20
2020 45,063.54 4,506.35 49,569.89
Trousers & jacket 2019 168,525.85 23,593.62 192,119.47
2020 139,013.48 13,901.35 152,914.83
Jacket sport 2019 81,811.64 11,453.63 93,265.27
2020 89,382.22 8,938.22 98,320.44
Pupils’ clothes 2019 39,195.47 5,487.37 44,682.84
2020 42,412.74 4,241.27 46,654.01
Military boots 2019 76,916.93 10,768.37 87,685.30
2020 79,758.47 7,975.85 87,734.32
. 2019 8,999.28 1,259.90 10,259.18
Masks & hospital clothes 2020 8,193.37 819.34 9,012.71

Resource: prepared by the researcher using Table 2

courses in universities and institutes. These training are for
the purpose of preparing them scientifically and practically
and thus developing their ability to deal with modern
methods upon implementation.

The necessity of adopting the cost method on the basis
of activities instead of relying on a single charge rate at
the plant level in allocating indirect manufacturing costs
because of the benefits that are achieved both at the level of
measurement and control and the provision of information
necessary for planning and decision-making.

There is a need to adopt the idea of the cost approach
on the basis of activities, especially in light of price
competition for products, as they have a significant impact
on price flexibility and thus achieve competitive advantage
for products.

The importance of clarifying the feasibility of applying
the cost-based approach on the basis of activities in order
to convince the plant management that this approach is
the best solution in determining product prices through
demonstrating the research sample.
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YYET KOCBEHHBIX ITPOU3BOACTBEHHBIX 3ATPAT HA OCHOBE JEATEJIBHOCTH (ABC)
N AHAJIN3 UX BIIUAHUA HA HIEHOOBPA3OBAHUE

B oannoti cmamoee paccmampueaemcs npumeHeHue KOCGEHHbIX NPOU3B00CMBEHHbIX 3ampam 6 COOMEemcmeuu ¢
CUCMEMOUL 3ampam Ha OCHOBE U006 OesMEeNbHOCIU U UX 6IUAHUE HA YyeHoobpa3zosanue. Cucmema yuumoleaem 3ampanbol
HA OCHOBE OeliCMEULl COBPEMEHHBIX CUCTEM YYema 3ampam, Komopbvle UCHONb3YIOMCA 05 OOCMUNCEHUS YPOGHS MOUHO-
cmu npu onpeodenenu KOC6eHHbIX NPOU3B0OCMBEHHbIX 3AMPAMm 3a cuem ceoell HanpagiIeHHOCMU, a MaKice npedocmas-
Jislem HOogble Memoobl KOHMPOJis, KOMopble CHOCOOCMBYION COXPAHEHUIO KOCBEHHBIX 3ampam 6 opeaHu3ayuu u payuo-
HAMU3AYUU UX UCNOIb306AHUS U KAK 9MO 81usem Ha YeHoobpaszosanue. Basicnocms ucciedos8anus 3aKka04aemcs 6 mom,
4mo OHO HANPABIEeHO HA GbIACHEHUE KOCEEHHBIX NPOUZBGOOCMBEHHBIX 3ampam U CnOcob08 ux pacnpeoenerus, a makice
HA U3y4eHue cucmembvl KaibKyIAYUY 3ampam Ha 0CHOGe 6U008 0esIMelbHOCHU, KOMopas Hanpaesiena na bonee mounoe
pacnpeoeneniie KOC8eHHbIX 3ampam Ha NPOOYKMbl, 0COOEHHO € YYemoM yeeluyeHue CyMmbl KOC6EHHbIX 3ampam & pe3yiib-
mame MexHoON02UYECKO20 PA3GUMIULS U NOMOWU MEHEONCMERTNY 8 COBEPUEHCIBOSAHUU NPOYeccd YeHO00Pa308aHUsL.

Knrouegvie cnosa: xocsennvle npouzgo0cmeennble 3ampamol, YNPaeieH4ecKull yuem, KaabKyIsayus 3ampanm no 6Uu0am
0esamenvHOCmuU, OYeHKd, YeHoobpasosaHue.

OBJIIK HEITPAMUX BUPOBHUYUX BUTPAT HA OCHOBI AISAJIBHOCTI (ABC)
TA AHAJII3 IX BILUIMBY HA IITHOYTBOPEHHS

Y ecmammi oocniooiceno ma obrpynmoeano nioxio 00 po3noodiny HenpsaMux UpOOHUYUX eumpam 6iON08IOHO 00
Memody Ha ocHosi eudig Oisnvhocmi (ABC) ma ix eniug na yinoymeopenus. I1ioxio 0o 00Ky Henpamux eupoOHUUUX
sumpam, 3aCHO8AHUU HA KATbKVIAYII 8UMpam HA OCHOBI OIANbHOCMI Mda AHANI3 iX 6NAU8Y HA YIHOYMBOPEHHH, €
CBIOYEHHAM PO3BUMKY OVXeanmepCcbKoi OyMKU 3 Memol0 NOOONAHHS HeOONIKi8, AKI 6NIUHYIU HA MPAOUYIHI Memoou
YIHOYMEOPEHHS, 0OCOONUBO 6 YMOBAX CYUACHO20 NPOMUCTOB020 8UpOOHUYMEA. Memoo po3nodiny eumpam Ha 0CHOSI 8U0I8
OIANLHOCI CHPAMOBAHULL HA OOCACHEHHS BUSHAYEHO020 PIBHA MOYHOCMI Y GUSHAYEHH] HENPAMUX SUPOOHUYUX GUMPA
3a605KU CB0IU CNPSAMOBAHOCMI, A MAKONC 3a0e3neyye HOBI MEMoOU KOHMPOIIO, WO CHPUSIOMb 30EPeNCceHHIO HeNnPIMUX
sumpam 6 opeanizayii ma payionanizayii it suxopucmants. Basxcaugicme 00CniONCeHHs NONALAE 8 MOMY, U0 B0OHO NPAcHe
NOSACHUMU HEeNnpMi GUPOOHUY] 6UMPAMU Ma CROCOOU iX Po3nodiny ma OOCIIOUMU CUCTNEMY KAAbKYAAYIL 6umpam Ha
OCHOGI 8U0i6 JILIbHOCMI, AKA CUPIMOBAHA HA PO3NOOLL HENpPAMUX SUMPAm HA NPOOYKYIlo, 0COOIUBO 3 YPAXYBAHHAM
30iNbWEHHA 302abHOI CYMU HENpAMUX GUMPAM 6 pe3yNbmami MexHoI02i4H020 PO3GUMKY Ma OONOMO2U KEPIGHUYMEBY
6 yoockonanenni npoyecy yinoymeopents. IIpoorema Oocniodicens noiizae 6 momy, wjo HeKOPeKmHull po3nooin
HenpsIMUx 6UMpanm 3yMO6GII0€ CME0PeHHs. 000AMKOBUX OOUHUYL NPOOYKYIT 3 YACMKOIO HENPIMUX UMPAN, CHOMEOPIOIOYU
mum camum cobisapmicme 0ounHuyi npooykyii. Taxuili pesyiemam KanbKYI08aunHs cobisapmocmi oOuHuyi npooykyii
3YMOBUMb HEKOPEKMHICb BUSHAYEHHs YIHU, WO 6NIUHE HA 3MEeHWeHHS 00cA2y Npooajxcié i, 8i0n0ioHO, CYmMmeESo
SHU3UMb NPUOYMKOBOCMI OISLIbHOCIIE CYO '€kma 20cnodapiogants. 3a 8i0cymnocmi mouHo20 UMIPIOBAHHSA MA HAOAHHS
ingpopmayii, HeoOXiOHOT 0 PO3NOOLTY HENPAMUX SUPOOHUYUX SUMPAM 3a MPAOUYIIHUMU MEMOOAMU, UKOPUCTNAHHS
memody ABC npuzeede 00 nadawns i0nogionoi ma mounoi ingopmayii npo eumpamu Ha NPOOYKYII0, Wo CRpUsmume
KepisHUuymsy npuimamu npaguibHi piuienHs wooo yinoymeopenns. Bukopucmanna memody ABC cnpuse niosuiyeniio
00i3HarHocmi npo sumpamu 0Jis NPAYIBHUKIE BUPOOHUYUX NIOPO30LNIE, A MAKONC MOYHOCII OYIHKU Ma KOHMPOIIO 8UMpPam
3 memoio Qpopmyeants ingpopmayis, HeoOXIOHOI 0115 NIAHYB8AHHA OIATLHOCIE NIONPUEMCNEA.

Kniouoei cnoea: nenpsami supodnuyi gumpamu, ynpasiiHCoKutl 001K, KatbKYIsayis eumpam Ha 0CHO8I OisIbHOCHI,
BUMIDIOGAHHS, YIHOYMBOPECHHAL.
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