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accounting research
on t he subj e c t of
processes.

O ve r t h e ye a r s , I
h ave d on e a l o t of
wor k w i t h pro c e s s
management and ac-
t iv it y-based cost ing

(ABC) and have found
it possible to use ABC to calculate the cost
of steps in ever y process and therefore
reconcile operating flows to the cost of
re s ou rc e s con s u m e d . T h i s i s u s e f u l
because al l nonfinancial performance,
resource consumption, and human per-
formance occurs and is best managed in
the context of processes, not siloed depart-
ment records, which have been fine for
account ing record-keeping. This idea
m ay t a ke s om e d i s c u s s i on , but i t i s
straightforward to demonstrate and fun-
damental to leading operating manage-
ment practices.

It str ikes me that the accounting pro-
fession can do better w ith cost account-
ing by lear ning how to do more than
simply capture and repor t on t y pica l
depar t ment expense budgets. Depar t-
ment expense budgets are the building
blo cks of the account ing-deter mined
management control system but not the
physical. If accountants could account for
costs by process as wel l as by depar t-
ment, it would significantly increase the
potent ial value of account ing systems
by reconciling financial and nonfinan-
cial measurements. Exhibit 1 shows an
overlay of cost on a process map and
suggests the measures chain logic of a
pro ce s s m ap. When co s t a nd pro ce s s
analysis are combined, it is feasible to rec-
oncile financial and nonfinancial mea-
surements and therefore align strateg y,
process, and job role/responsibilit y.

It s e e m s t h at we a ccou nt a nt s ke e p
w o r k i n g w i t h i n ou r e x i s t i n g s i l o e d
accounting practices and methods, hop-
i ng t h at we c a n c au s e a l l ot he r me a -
surement systems to align with ours. The
profession speaks in glowing terms about
performance management and the Bal-
anced Scorecard but actually has no way

NEW TECHNOLOGY
DRIVING CHANGE

I
n the 2017 May/June issue of Cost
Management, my Letter from the
Editor posed a challenge to read-
ers and the accounting profession
to answer “how we might correlate

customer sat is fac t ion and value cre-
ation.”1 The response was resoundingly
quiet, which was disappointing. It is my
belief that human beings have the ability
to integrate financial and nonfinancial
measurements, and that the accounting
profession might consider how its prac-
tices and principles could be modified to
achieve this end. This is especially impor-
tant because the accounting firms and
accounting associations are highly com-
mitted to launching integrated reporting
with their support of the International
Integrated Reporting Council.

There is a YouTube v ideo of Rober t
Kapl a n s p e a k i ng ab out t he B a l a nce d
Scorecard, during the first few moments
of which he descr ibes how he teaches
traditional accounting.2 He goes on to say
that he believes there is an oppor tunit y
to do more. Of course, Dr. Kaplan is a major
proponent of the Balanced Scorecard
and has prosely t ized about its founda-
t ional four perspect ives, an impor tant
one of which is the internal or process
perspect ive.

Two years ago at the American Account-
ing Association Management Accounting
Section Midyear Meeting, a Harvard pro-
fessor presented a paper on the subject of
the correlat ion of financial and nonfi-
nancial measurements. It was an inter-
esting and well-researched paper that met
accounting academic research require-
ments extremely well, but it made no ref-
erence to the process construct. I asked,
given her affiliation with Harvard, home
of Robert Kaplan, father of the Balanced
Scorecard, why she had not mentioned
the internal or process perspective. Her
response was informative: There is no

PAU L S H A R M A N i s e d i t o r - i n - c h i e f o f C o s t M a n a g e -
m e nt . He c a n b e re a c h e d at 2 8 9 - 3 3 7 - 2 2 9 7 a n d p s h a r m a n
@ f o c u s e d m a n a g e m e n t . c o m .
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to understand that “if you keep doing
what you have always done, you always
get what you always got!” The account-
ing profes s ion cou ld b e a l i t t le more
adventurous in understanding how work
is performed in the context of processes
and then figuring out how changes can
be made to cost ing methods in order to
align w ith the way organizat ion perfor-
m a n c e a c t u a l l y o c c u r s . Te c h n o l o g y
changes have already created analy t ics
and warehouse technology that are more
than capable of providing accountants
w ith the wherew ithal to do what I am
suggest ing.

Hence, our first article in this issue of
Cost Man age m e nt i s e nt i t le d “S A P
S/4HANA: Revolut ion or Evolut ion in
Business Performance Management,” writ-
ten by Niko Hofmann, René Linsner, and
Frank Poschadel , a l l consultants w ith
Horváth & Partners, one of Europe’s most
respected performance management con-
sulting firms. It has been a long time since
a new enterprise resource planning sys-
tem triggered such intense discussions
in the financial and IT departments. Based
on practical experience, the authors have
examined the topic of SAP S/4HANA in
the ar t icle , pr imar i ly f rom a business
v iew. An addit ional example from the
manufacturing sector provides a realis-
t ic perspective. Our conclusion is that
there are indeed considerable opportu-
nities available. But without a sound busi-
ness design and the boldness to make
changes to business management, the
potential will go unused.

Professor Monica Singhania and San-
jeev Sharma are the authors of our sec-
ond ar t icle, “Profitabilit y and Leverage
Analysis of Indian Railways: Impact of
Cost-based Indexation.” An attempt is made
to analyze the impact of cost-based index-
at ion of fare and freight to fuel price on
the breakeven analysis and leverages of
Indian Railways (IR). The authors aim
to determine the impact of implement-
ing the fuel adjustment component (FAC)
in freight and fare rates on IR’s breakeven
point (BEP) and leverages. BEP represents
the cutoff point for profit or loss of an
organizat ion, and leverages are indica-
tors of r isk. While operat ing leverage is
due to fixed cost associated with the pro-

duction of goods and ser vices, financial
leverage exists due to the presence of
debt in the capital structure of the
company. Leverage analysis enables
understanding and development of
an effect ive relat ionship between
overall risk and returns. The authors
find BEP and margin of safet y to
improve substantial ly after imple-
menting the FAC. In addition, appli-
cation of the FAC in fare and freight
wou ld i mprove I R’s prof i t abi l i t y
(from 0.013 to 0.113) and leverages
by improving operating leverage to
5.48 from 12.85 (w ithout the FAC)
and financial leverage to 1.42 from
4.52 (w ithout the FAC). The results
showcase the profound impact of
fuel costs and recover y on IR’s BEP and
operat ing leverage.

Our next article, “The Domination of
Financial Accounting Over Product Cost-
ing” is the work of John A. Brierley of
the University of Sheffield. This art icle
analyzes Dr. Kaplan’s notion that finan-
cial accounting dominates management
accounting in the context of whether it
dominates product costing and if this is
moderated by the methods used to cal-
culate product costs and the types of cost
system used. This is achieved by con-
ducting 49 semi-structured explorator y
inter v iews w ith management accoun-
tants in the British manufacturing indus-
tr y. The results show that, in general ,
financial accounting does not dominate
product costing, particularly in the fol-
low ing scenarios:
• when product costs are calculated

using ABC or direct cost ing, and if
they are calculated using absorption
costing by a cost system that is sep-
arate from the financial accounting
system (FAS);

• when a database system using
absorption costing is used, provided
the product cost ing system is suffi-
ciently different from the FAS; and

• when operating units use absorption
costing w ith a single system, and
financial accounting information is
regarded as being based on product
cost ing information.
In contrast, financial accounting dom-

inates product cost ing when financial

5FROM THE EDITOR JULY/AUGUST 2017 COST MANAGEMENT

THE ACCOUNTING
PROFESSION COULD
BE A LITTLE MORE
ADVENTUROUS IN
UNDERSTANDING
HOW WORK IS
PERFORMED IN THE
CONTEXT OF
PROCESSES AND THEN
FIGURING OUT HOW
CHANGES CAN BE
MADE TO COSTING
METHODS IN ORDER
TO ALIGN WITH THE
WAY ORGANIZATION
PERFORMANCE
ACTUALLY OCCURS.

...............................................................................................................................................................................
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accounting is regarded as the main func-
tion of the accounting department. Con-
t r a r y to D r. Kapl a n’s a rg u m e nt s , t h e
selection of the method used to calculate
product costs is related not to the dom-
inance of financial accounting but rather
the need to produce good-quality prod-
uct cost information given the particu-
lar context of an operating unit.

Our final article was prepared by Pro-
fessor Par vez Sopariwala, t itled “Activ-
i t y - b a s e d C o s t i ng Sys tems : Shou ld
Facility-level Activity Costs Be Allocated
and, If so, How?” Because most, if not all,
pract icing cor porate cost accountants
learned ABC in their undergraduate or
g r aduate cost/manager ia l account ing
courses, their knowledge of ABC depends
on the treatment of facility-level activi-
ties illustrated in their textbooks. Hence,
the author’s primary objective in this arti-
cle is to provide current accounting stu-
dents and cost accounting professionals
who read Cost Management a reasoned

argument why some facility-level activ-
ities (those like factor y super vision that
are primarily manufacturing- or factor y-
related) should be allocated to a product
using a certain comprehensive activity
driver, in contrast to other facility-level
activities that are primarily administra-
t ive or corporate activ it ies and should
not be allocated to a product. This issue
is impor tant because w ithout accurate
product costs, a business is likely to make
regrettable business decisions, such as
continuing to produce and sell an unprof-
itable product or provide an unprofitable
ser vice.

As always, it w il l be a pleasure to hear
from readers of Cost Management. Please
feel free to send emails to me. ÿ

NOTES
1Sharman, P. , Managing cost to maximize va lue,

Cost Management 31, no. 3 (2017): 3–5.
2“The balanced scorecard,” Harvard business School

Executive Education (2011). Avai lable at: https:/ /
www.youtube.com/watch?v=oNy8kupW8oI.
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It has been a long time since a new
e nt e r p r i s e re s ou rc e p l a n n i n g
( E R P ) s y s t e m t r i g g e re d s u c h
intense discussions in the finan-
cial and IT depar tments. Based on

pract ical experience, we would like to
examine t he topic of SAP S/4HANA,
p r i m a r i l y f ro m a b u s i n e s s v i e w. A n
addit ional example from the manufac-
turing sector prov ides a realist ic per-
s p e c t ive . We conclude t h at t he re a re
i n d e e d c o n s i d e r a b l e opp o r t u n i t i e s
available, but w ithout a sound business
d e s i g n a n d t h e b o l d n e s s t o m a ke
changes to business management, the
potential goes unused.

Corporate management requires
transparency in real time

Increasing requirements of corporate man-

agement. Products and services should be
as innovative and efficient as possible,
sold on the market for a good profit, and
simultaneously creat ing the foundation
for fur ther company grow th. The Inter-
net creates maximum transparency, and
globally competit ive companies vie for
customers. Private customers research
the most favorable prices, and companies
of e ver y s i z e have long s i nce profe s -
sionalized purchasing w ith the objec-
tive of sourcing goods and services under

SAP S/4HANA:
REVOLUTION

OR EVOLUTION

IN BUSINESS
PERFORMANCE

MANAGEMENT?
N I K O H O F M A N N , R E N É L I N S N E R , A N D F R A N K P O S C H A D E L

NIKO HOFMANN i s par tner at the Control ling and Finance Center and an exper t in operat ional management, cost/prof it
a n d l o s s a c c o u n t i n g , a n d p l a n n i n g a n d re p o r t i n g . He i s re s p o n s i b l e f o r a v a r i e t y o f p ro j e c t s i n b o t h t h e m a n u f a c -
t u r i n g s e c t o r a n d t h e s e r v i c e s e c t o r.

R E N É L I N S N E R i s p a r t n e r a t t h e C o n t r o l l i n g a n d F i n a n c e C e n t e r a n d a n e x p e r t i n o p e r a t i o n a l m a n a g e m e n t ,
c o s t / p ro f i t a n d l o s s a c c o u n t i n g , t a x e s , a n d p l a n n i n g a n d re p o r t i n g . He h a s m a n a g e d a v a r i e t y o f l a r g e r p ro j e c t s i n
v a r i o u s i n d u s t r i e s .

F R A N K P O S C H A D E L i s p r i n c i p a l a t t h e C o n t ro l l i n g a n d F i n a n c e C e n t e r a n d a n e x p e r t i n c o r p o ra t e m a n a g e m e n t
a s w e l l a s c o s t / p ro f i t a n d l o s s a c c o u n t i n g a n d re p o r t i n g . He i s re s p o n s i b l e f o r b o t h b u s i n e s s a n d I T d e s i g n a n d I T
i m p l e m e n t a t i o n f o r a v a r i e t y o f l a r g e p ro j e c t s i n t h i s c o n t e x t .

Changing to SAP S/4HANA requires an even greater ef for t to fur ther

improve most companies’ process and data quality.
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the best possible terms. At the same time,
increasing g lobal izat ion leads to ever
more complex value chains within a com-
pany’s ow n organizat ion when cooper-
at ing w ith p ar t ners and suppl iers . In
addition, technological changes like dig-
it izat ion, big data, Industr y 4.0, and the
Internet of Things lead to w ide-reach-
ing upheaval in value creat ion and the
interfaces to customers and suppliers.

In the meantime, customer require-
ments also constantly increase. Instead
of st andard pro duc ts , in many cases ,
customized (or customizable) solutions
are expected. For example, the variety of
models in the automotive industr y has
increased by over 300 percent since 1990.1

Additionally, there are ver y high ser vice
requirements depending on the product
(e.g., immediate availabilit y and deliv-
er y or even remote diagnost ics if there
is a malfunction, including online repairs
whenever possible). To be able to prof-
itably provide products and ser vices in
t his env ironment , comp anies re quire
evermore precise knowledge of which
price is acceptable on the market, what
manufacturing w il l cost, which points
in the value chain contain dormant poten-
tial for optimization, and at which point
targeted accessor y and surcharge poli-
cies can be used to real ize addit ional
profit margins.

Bu t t h i s p ro c e s s i s n o t j u s t a b ou t
achieving greater precision, greater speed
is also v ital . The trend toward hav ing
information available in real time through
Internet research and global, around-
the-clock competit ive pressure leads to
an enormous accelerat ion of manage-
ment and decision-making processes in
companies. Companies do not have a lot
of time for detailed analysis of their own
value chain processes and determining
profitabilit y and market success.

Transparency through digit ization of per-

formance management processes? It quickly
becomes clear that more transparency
requires state-of-the-art financial processes
in all stages of a company’s value chain.
But what does “state of the art” mean in
this context? In the context previously
described, financial information is only
a benefit if it is as complete as possible,
comprehensive, and available quickly and

if it can be used to make operational deci-
sions. With regard to an individual prod-
uct, a pump for example,“complete” means
that the cost items relevant to manufac-
turing a pump can
be determined. In
addit ion to t he
m ater i a ls u s e d
and the produc-
tion costs, the fol-
low ing costs are
also available: the
real costs incurred
for logistics, stor-
age, setup times,
fai lures, defects,
c u s toms dut ies ,
etc., without unre-
alized profits. The
costs incurred for
a pro duc t a long
t he v a lue chain
should be recor-
ded as precisely as
possible and should be able to be assigned
to the product as cost objects, even across
several stages of production. Financial
processes must therefore be closely con-
nected to value chain processes and there-
fore with the flow of materials. Ideally,
they are fully identical.

For the underlying commercial IT sys-
tems, usually reflected in the ERP sys-
tems, this requires complete representation
of all corporate sites and processes (e.g.,
sales, logist ics, and ser v ice processes)
that are as harmonized as possible on the
one hand and a connection to underly-
ing operative systems, up to the level of
the production machines, on the other
hand. The many interfaces in all parts of
a company using the ERP system lead to
considerable challenges in the process,
including the following:
1. Large volumes of data must be

processed.
2. Information from different sources

must be scaled and standardized
globally across the entire value
chain.

3. If there are changes, for example
new products, the systems must be
able to be adapted quickly.

4. With regard to the aforementioned
challenge, it should also be possible

8 COST MANAGEMENT JULY/AUGUST 2017 REVOLUTION OR EVOLUTION

TO BE ABLE TO
PROFITABLY PROVIDE
PRODUCTS AND SERVICES
IN THIS ENVIRONMENT,
COMPANIES REQUIRE
EVERMORE PRECISE
KNOWLEDGE OF WHICH
PRICE IS ACCEPTABLE ON
THE MARKET, WHAT
MANUFACTURING WILL
COST, WHICH POINTS IN
THE VALUE CHAIN
CONTAIN DORMANT
POTENTIAL FOR
OPTIMIZATION, AND AT
WHICH POINT TARGETED
ACCESSORY AND
SURCHARGE POLICIES
CAN BE USED TO REALIZE
ADDITIONAL PROFIT
MARGINS.
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to process ever y thing as quickly as
possible in real t ime.
In processes, it is important to take into

accou nt t hat t he E R P s ys tems on t he
market are often based on separate data
and databases. In the case of SAP, for
example, in the classic financial account-
ing and cont rol l ing env ironment, the
general ledgers and subsidiar y ledgers of
the financial accounting data are kept
separate from the controlling data. SAP
took an initial step toward merging these
areas se ver a l years ago w it h t he New
General Ledger (New GL).

In addition to the technical prerequisites,
it is impor tant to note that there is also
such a thing as too much information,
which can quickly overburden the recip-
ient and make target-or iented perfor-
mance management, ident i f icat ion of
measures, and decision-making almost
impossible. This applies even more so if
f inancial informat ion is not l inked to
basic operational and logistics processes
or can only be identified and evaluated
w ith limitat ions, for which root cause
analysis is often only possible to a lim-
ited extent. The structuring and user-
fr iendly processing of information are
therefore necessary to gain the full poten-
t ial of available transparency. In prac-
tice, a variety of methods and procedures
are available, such as big data analyses,
exception repor t ing, predict ive analy t-
ics, analy t ical models, etc.

However, these methods are limited if
the data are extremely heterogeneous.
Many companies do not have a broad
and universal ly har monized infor ma-
t ion base. In realit y, systems are devel-
op e d h i s t o r i c a l l y a n d mu s t of t e n b e
m e rge d i nto t h e re p or t i n g s y s te m i n
parts, often manually and at great costs.
Fast and flexible adaptat ion of the sys-
tem is not poss ible , and dat a are not
actual ly avai lable in real t ime, if they
can even be made available at al l .

SAP S/4HANA: The beginning of a new

era? For some time now, a new ERP sys-
tem has been available on the market,
SAP S/4HANA. It replaces the previous
SAP R/3 system, also known as SAP ERP.
The promises and expectat ions associ-
ated with the new product are high. Busi-
ness processes are expected to become

simpler and faster. In addit ion to con-
cepts like digit izat ion, there is even the
promise of real-t ime information pro-
vision. Further innovations are also inte-
grated or closely t ied in, such as BPC
Embedded (business planning and con-
solidation, a standard solution for plan-
ning, reporting, and consolidation) and
SAP BW/4HANA, the well-know n SAP
data warehouse.

First of all, the basis for these are tech-
nical improvements w ith a combination
of a new storage algorithm and in-mem-
or y database technolog y. CPU and data-
i nte ns ive c a l c u l at ion a nd pro ce s s i ng
operations, like order settlement or work-
in-process calculations, are directly per-
formed in the HANA database in SAP
S/4HANA and are thus significantly faster
than they were previously.

In addition to the technical transfor-
mat ion, there are also content-related
improvements w ith regard to business
processes. The basic idea is to provide
information for controlling (management
accounting) items, like cost centers, orders,
customers, or industr y segment, based
on the general ledger account to remove
the classic separat ion of the financial
accounting landscape from the control-
ling landscape. To this end, there will be
an integrated posting document (a so-
called “universal journal”) in the future.
It will link accounting data to other infor-
mation, such as data from controlling,
logistics, or customer management (see
the Sidebar for more information).

Eve n i f t h e p r a c t i c a l u s e of S A P
S/4HANA offers a lot of potent ial for
i mprove me nt , s ome of t he d i s c u s s e d
changes require far-reaching changes to
performance management concepts, man-
agement accounting, processes, and the
organizat ion. Consequently, chang ing
exist ing SAP systems to SAP S/4HANA
is not a simple system upgrade. This is
especial ly due to deeply segregated and
often heterogeneous system landscapes,
highly individualized and modified ERP
installations, the differentiation between
financial and management accounting,
and the ver y specific and indiv idually
structured repor t ing processes that are
thereby often performed manually. All these
factors require more than a plain tech-

9REVOLUTION OR EVOLUTION JULY/AUGUST 2017 COST MANAGEMENT

...............................................................................................................................................................................

THE BASIC IDEA IS
TO PROVIDE
INFORMATION FOR
CONTROLLING
(MANAGEMENT
ACCOUNTING)
ITEMS, LIKE COST
CENTERS, ORDERS,
CUSTOMERS, OR
INDUSTRY
SEGMENT, BASED
ON THE GENERAL
LEDGER ACCOUNT
TO REMOVE THE
CLASSIC
SEPARATION OF
THE FINANCIAL
ACCOUNTING
LANDSCAPE FROM
THE CONTROLLING
LANDSCAPE.

ZMCM-17-07-07-Linsner-RoE_ZMCM Article-R  7/6/17  2:39 PM  Page 9



nical migrat ion. The development of a
business performance management tar-
get picture that structures different busi-
ness management instruments and puts
them in relat ion to each other becomes
very important. A detailed and integrated
concept should b e developed that , in
addition to the technical dimension, also
includes metho ds, pro cesses , and the
organizat ion. Only when all these mea-
sures are taken can a new era also be
introduced in business management with
SAP S/4HANA.

Practical use cases
How d o t h e p re v i o u s l y d e s c r i b e d
improvement potent ials present them-
selves in pract ice? For this purpose, the
existing challenges in business and oper-
ational corporate management are eval-
uated w ith regard to improvements that
c a n b e a ch i e ve d w it h S A P S / 4 H A NA
b a s e d on s p e c i f ic ex a mple s f rom t he
manufacturing sector. This is init ial ly
p e r for me d w it h re g a rd to i nte g r ate d
overall corporate management and then,
in a second step, is based on observations
of selected inst r uments for cor porate
management.

SAP S/4HANA for integrated reporting
and performance management

Initial situation. Many of the previously
described challenges for repor t ing and
operat ional corporate management are
re l e v a nt i n t h e p r a c t i c a l e x a mp l e
descr ibed here. A var iet y of dif ferent
repor t ing landscapes and systems leads

to numerous weaknesses during the
financial organization’s daily work.
While creat ing and transit ioning
the reports, there was a high degree
of manual effor t, l imited possibil-
i t ie s of autom ate d v a l id at ion of
repor t ing dat a , and ult imately a
l i m i t e d a b i l i t y t o a n a l y z e a n d
explain the repor ted dat a ; there
were even inconsistencies in the
reported data. Although the init ial
situation and target always require

company-specific consideration, the ini-
t ial situat ion described here, as well as
the result ing object ives and the poten-

t ials result ing from SAP S/4HANA, can
be transferred well to other companies.

Object ives and benef i t s o f in tegra ted

reporting. The follow ing object ives were
the focus during implementation of inte-
grated repor t ing:
• improving the convergence and

methods of financial and manage-
ment accounting;

• maximizing the consistency and
transparency in the sense of “one
version of the truth”;

• accelerat ing and increasing the effi-
ciency of repor t ing;

• increasing the flexibilit y of repor t-
ing w ith regard to representing the
corporate structure in par t icular ;
and

• creat ing logical data storage for al l
employees in accounting and con-
trolling w ith clearly defined qualit y
responsibilit y for the repor t ing data
in the legal entit ies.
Prerequisite: Clari fying the extent of an

i n t eg r a t ed pe r f o rmance managemen t

approach. The integrated reporting has to
reflect how the company or group is man-
aged and controlled. This is expressed in
business management approaches and
instruments as well as the key perfor-
mance indicators . The fol low ing core
e l e m e nt s w e re d e t e r m i n e d i n t h e
descr ibed pract ical example for busi-
ness management:
• creat ing an integrated repor t ing

landscape for group and segment
repor t ing of the essential financial
control variables (this includes fur-
ther, lower-level management units
in addit ion to the first management
level also repor ted externally);

• reflect ion of the exist ing manage-
ment approach (profit and loss
items and production output quan-
t it ies are repor ted w ithout the mar-
gins result ing from intercompany
[IC] business);

• integrat ion of advanced repor t ing
requirements in management profit
and loss accounts for recording the
complete overhead repor t; and

• integrated repor t ing approach w ith
total reconci l iat ion of fur ther
infor mat ion so that cost control of
the product ion plants or stock
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repor t ing also fol lows a common
rat ionale.
New overa l l ( IT) archi tecture for inte-

grated business management. The imple-
ment at ion of an integ r ated repor t ing
approach and integrated business man-
agement is performed in a comprehen-
sive IT architecture in which the different
levels of the systems are t ransfor med
and integrated. The relevant technical
cornerstones of new integrated repor t-
ing include:
• the harmonizat ion of the data’s

source (transact ional post ing in the
ERP);

• a common consolidat ion rat ionale
for legal and management consoli-
dat ion in the consolidat ion system;

• the methodical changes to creat ing
the IC view w ithout margins
according to the exist ing perfor-
mance management model; and

• integrat ion of fur ther operat ional
repor t contents, such as overhead
repor t ing, or of production cost
management.
Essential business and IT elements of a

solution. In the described practical exam-

ple, achieving the previously il lustrated
object ives requires different business-
and IT-related elements of a solut ion
that was defined and implemented based
on a comprehensive business manage-
ment concept. The reason for this was
that the different object ives could not
b e achie ve d w it h one indiv idu a l e le -
ment of a solut ion, although the tech-
nical and IT-related for m of business
management already had a high degree
of matur it y.

In par t icular, the described elements
for the solution are significant for achiev-
ing the fol low ing results:
• reflect ion of paral lel valuat ion

according to group International
Financial Repor t ing Standards
(IFRS) and local valuat ion;

• fulfi l l ing the repor t ing require-
ments for segment repor t ing;

• being able to reconcile between
legal v iews and management views;
and

• presenting the cost-of-sales method
and detailed functional area views.
Exhibit 1 shows an over v iew of the

essential elements. The most impor tant

11REVOLUTION OR EVOLUTION JULY/AUGUST 2017 COST MANAGEMENT

EXHIBIT 1 Important Technical and IT Solution Elements for Integrated Reporting

ZMCM-17-07-07-Linsner-RoE_ZMCM Article-R  7/6/17  2:39 PM  Page 11



...............................................................................................................................................................................

elements are subsequently described in
detai l in the context of SAP S/4HANA.

Source for integrated reporting and inte-

grated business management (1). An impor-
tant prerequisite for integrated reporting
is the transactional posting of logist ical
transact ions in the ERP system w ith all
required information for accounting and
controlling in one harmonized, central
supporting document. This information
creates the basis for report ing and busi-
ness management. Paral lel avai labi lit y
of internat ional accounting according
to IFRS and the local valuat ion in the
post ing data is also contained therein.
However, delta posting logic will replace
the account-based approach that exists
today. The use of a paral lel ledger com-
bined w ith complete post ing logic for
IFRS and local valuation is the intended
solut ion for the future.

Depicting management reporting for divi-

sions (2). The leading management struc-
ture of the divisions and their lower-level
management units is consistently reflected
in the operative ERP systems as the basis
for integrated repor t ing. A profit center
structure provides the basis for this pur-
pose, and segment al locat ion is derived
from the profit centers. In addition, part-
ner information for companies (partner
companies) and segments (par tner seg-
me nt s ) is do c u me nte d i n accou nt i ng
documents. In contrast to today’s estab-
lished structures, this makes consistent
and integrated post ing of al l t ransac-
t ions to the segments possible, includ-
ing full reconciliat ion between the legal
v iew and management view (div ision)
w ithin the indiv idual companies.

The existing management control logic
and today’s consolidat ion approach for
management units are not based on the
posting or service agreement–based busi-
ness between the div isions or lower lev-
els of the management hierarchy. In future
ERP s ystems, ser v ices w i l l b e set t led
between profit centers and segments that
are based on the transfer price for trans-
act ions between legal units and group
production costs for transactions within
a l e g a l u n i t . Ac c o rd i n g t o t h i s n e w
approach, documentation of IC revenue
and associated costs between management
units are provided in the div ision profit

and loss statement, but they are elimi-
nated in the transition to the group profit
and loss statement.

Creating a management view without IC

margins (3) . A fur ther central require-
ment for new reporting is the disclosure
of margin-free results for the manage-
ment units, in particular the divisions and
legal entities. In addition, the IC view with-
out margins for overhead repor t ing is
being expanded. Today, this is not entirely
ensured w ithin the group view.

Additional management tools based on
group production costs remain. The abil-
ity to fully reconcile the plant cost report
used for production control is ensured
by integrating all
a ccou nt a s s i g n -
ments posted in
t h e E R P. A l i m -
i t e d a b i l i t y t o
transfer at a con-
s o l i d at e d l e ve l ,
w i t h p a r t i c u l a r
focus on the sales
side, is the aim of
the customer and
p ro du c t p rof -
itabilit y analysis
used for the com-
plementar y report ing for detailed port-
fo l i o a n d p rof i t a b i l i t y m a n a g e m e nt .
Whereas changes to content, for exam-
ple by recording internal sale, only took
place on a limited basis, numerous func-
t ionalit ies are prov ided in the ERP to
generate an internal high-qualit y profit
and loss statement w ithout IC margins.
To generate the IC v iew w ithout mar-
g i ns , e i t her p o s t i ng of IC m arg i ns is
avoided, or the incidental IC margins
are correctly documented in the system
as addit ional information w ithin each
transact ion.

As a first example, the solut ion for
provision of div isional results w ithout
IC margins is based on a clear frame-
work of posting rules for IC business. This
regulates IC ser vice exchanges in which
changes to segments/management units
may not occur at the same t ime as an
exchange between companies. After con-
solidat ion of the IC business, the ser-
vice exchange between segments always
remains free of IC margins.
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A further solution element is the over-
head area documentation (e.g., within divi-
sion profit and loss accounts) without IC
margins. This documentation, which was
not previously possible, is achieved by
p o s t i n g t h e I C m a r g i n s t o s e p a r at e
accounts.

Reflection of functional cost areas accord-

ing to the cost-of-sales method and over-

head report ing structure (4). Functional
cost area accounting and the profit and
l o s s a c c ou nt i n g a re i nt e g r at e d i nt o
accounting and depicted according to
the cost-of-sales method: The common
account-based solution, which splits the
a ccou nt s by f u nc t ion a l co s t a re a s , i s
replaced w ith the standard functional-
it y provided by the New GL in SAP for
derivat ion and updating post ing logic
of the functional areas. This function-
alit y is also used to make it possible to
completely integrate overhead repor t-
ing in the consolidat ion system by dif-
ferentiating posted subfunctional areas.
For this purpose, overhead areas (sub-
f u n c t i o n a l a re a s ) a re i n d i v i du a l l y
assigned to profit and loss account func-
tional areas, which requires splitt ing the
a re a s w it h pre v iou s mu lt iple a s s i g n -
ments. During reporting in division profit
and loss accounting, the overhead sub-
functional area is reflected in an indi-
v idual repor t ing line.

In tegrated approach for conso l idat ion

(5). The hither to different methods for
consolidat ing the g roup v iew and the
view of management units will be imple-
mented on the basis of harmonized data

a n d t h e s a m e
me t ho d s i n t he
future. Consoli-
dat ing the man-
a g e m e nt u n i t s
across three hier-
archy levels and
that of the group,
i n c lu d i n g s e g -
ment repor t ing,
is performed in
S A P- B P C a s a

common tool for this purpose. As a data
basis, the companies must deliver uni-
for m ly posted dat a and p ar t ner rela-
t ionship s b ot h for s er v ice excha nges
b e t we e n comp a n ie s a nd b e t we e n t he

management units defined as segments.
Data submission is implemented based
on the standardized char t of accounts
between the legal and management view.
The unifor m st r uc tures for lega l and
management v iews enable comprehen-
sive validat ion at the group and local
levels, which optimally limits inconsis-
t e n c i e s o r d i f fe re n c e s b e t w e e n b o t h
repor t ing landscapes. In addit ion, spe-
cific solutions for consolidation or elim-
ination logic are provided for individual
repor t items. These are outlined in the
fol low ing example.

Integrated report ing support with SAP

S/4HANA. How does SAP S/4HANA now
contribute to the aforementioned func-
t ional and IT-related elements of the
solut ion? It becomes clear ver y quickly
that the benefits associated w ith SAP
S/4HANA can support the objectives on
the business and IT side:
1. Transact ional information distr ib-

uted in today’s SAP landscape is
merged in the universal journal in a
document w ith the assignments
required for accounting and con-
trolling. This includes merging the
legal units’ v iew for accounting w ith
the management units’ v iew (div i-
sions, plants, functional areas, etc.)
for controlling by depict ing paral lel
stock valuat ion according to local
v iew and group view. It also
includes the assignment of relevant
par tner information for consolida-
t ion of the desired repor t ing views
on the group and management unit
levels, as well as the defined
(sub)functional areas.

2. All management accounting activi-
ties (e.g., allocations) for intra- and
IC transactions are integrated in the
universal journal so that the relevant
reporting dimensions — legal units,
management units, functional
area/overhead areas, plants, etc. —
are correctly released and charged,
and there are no deviations between
external accounting and controlling.

3. Comprehensive validat ion capabili-
t ies between the different repor t ing
views are based on post ing in the
ERP and subsequent integrated con-
solidat ion methods in real t ime.
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4. Repor ts in the legal units w ith al l
defined repor t ing requirements are
based directly on the transact ions
in the SAP system w ithout consoli-
dat ion in summar y tables of the
general and subsidiar y ledgers and
controlling-side computer units or
in SAP Business Warehouse.

5. The new database technolog y also
enables significant accelerat ion of
repor t ing and processing.
At the same time, there are two fur-

ther impor tant aspects that need to be
taken into account. On the one hand,
many of the aforement ioned s olut ion
elements could have been implemented
in the functions that were already avail-
able in SAP ERP. In p ar t icular, t hese
include the New GL and the mater ia l
ledger in which the described repor t ing
requirements can be ful ly reflected in
this practical example, then supplemented
with automated additional postings. The
addit ional integ rat ion of a l l required
information in the universal journal is
surely a consistent further development
i nto a s t a nd a rd i z e d a n d h a r mon i z e d
finance environment. Overall, using SAP
S/4HANA is more of an evolut ionar y
development step toward greater inte-
grat ion. This const itutes more of a rev-
olut ion when profit and loss accounts
are taken into consideration. This was pre-
viously i l lustrated by using the New GL
in a separate data inventor y. In this case,
the universal ledger creates the oppor-
tunit y to also provide this information
integrated w ith the data from external
accounting, among other things.

The second aspect in this environment
is broader in scope. The potentials that
can be realized with SAP S/4HANA can
only be achieved if important functional
and technical prerequisites are in place. In
the described case, reporting and busi-
ness management were not the only aspects
that were revised. Important IT-related
changes were also implemented in the form
of far-reaching changes and a high level
of standardization in the ERP systems.

In par t icular, the fol low ing improve-
ments were achieved:
• Convergence and methods of finan-

cial and management accounting
were improved (harmonized struc-

tures, integrated transact ional post-
ing of al l required information, and
common consolidat ion logic to
ensure a high degree of conver-
gence).

• Consistency and transparency of al l
repor t ing were achieved in line w ith
“one version of the truth” for al l
repor t ing elements, which allows
harmonized performance manage-
ment of the group and its manage-
ment units.

• The new concept created one logical
data pool for al l employees in
accounting and controlling. Its
responsibilit y for qualit y of basic
repor t ing data can be completely
transferred to the legal units. Indi-
v idual al locat ions and the consoli-
dat ion post ings continue to be
executed on this basis at the group
level but to a much lesser extent.

How does SAP S/4HANA affect
operational management instruments?
As demonstrated, SAP S/4HANA pro-
vides a number of improvement oppor-
tunities for corporate management. The
question as to whether it is a more of an
evolutionary or revolutionary development
can be answered quite differently when
individual business management instru-
ments are taken into consideration.

Operational corporate performance man-

agement areas. As described, operational
management of companies includes two
impor tant areas of responsibi l it y (see
Exhibit 2): management of indiv idual
areas or views of the company (e.g., sites,
functions, markets, regions) and man-
agement in line w ith achieving the over-
a l l op t i mu m p e r fo r m a n c e fo r t h e
company. To achieve this, two perspec-
t ives need to be considered:
• management of market success and

profitabilit y ; and
• management of the value chain and

the individual functions and stages
of the value chain.
Managing market success and profitability.

SAP ERP has already provided an instru-
ment for comprehensive management of
profitability achieved on the market for
several years w ith the CO-PA module
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(Controlling Profitability Analysis). This
faci l itates repor t ing and analysis of a
variety of reporting dimensions (or “char-
acterist ics”), such as product, customer,
sales channel, region, etc. Originally, the
CO-PA module was designed to be an
instrument for sales performance man-
a ge m e nt , m e a s u r i n g a n d m a n a g i n g
turnover and margins achieved in sales.
However, it was then further developed
into a complete profitability statement
in w hich, for example, the ass o ciated
overhead costs of the company or the
individual market segment can be viewed
using allocations. In the process, the CO-
PA module is completely integrated in
the logistical value flows. Two different
appro a ch e s a re ge n e r a l l y av a i l ab l e :
account-based profitability analysis, based
on accounts or cost elements, and cost-
ing-based profitability analysis, in which
the depiction of profit and loss account-
ing is based on so-called “value fields” using
imputed costs in many cases. Costing-
based profitabilit y analysis is part icu-
larly used today. However, there are usually
several challenges associated with using

t h e co s t i n g - b a s e d C O - PA , w h i ch a re
described in the following sections.

CO-PA creates its ow n data invento-
ries w ith a high level of detai l . This can
of te n le ad to a l a rge nu mb e r of d at a
records, which can have a negative effect
on per for mance, in par t icular dur ing
detai led analysis.

For CO-PA, separate value flows must
be establ ished to t ransfer operat ional
data f rom the log ist ica l processes and
objec ts (e.g . , customers, sa les orders ,
p r o j e c t s , c o s t c e n t e r s , p r o d u c t i o n
orders) . With increased complexit y of
the log ist ica l processes , the complex-
ity of the required value flows in the CO-
PA increases, w hich init ia l ly increases
t h e i mpl e m e nt at i on e f for t . Fa r m ore
ser ious is the increase in er ror suscep-
t ibi l i t y t h at a ls o o cc u rs w he n t r a ns -
f e r r i n g d at a i nt o t h e C O - PA du r i n g
oper at ion due to, for example, fault y
preceding processes or dur ing changes
in preceding processes, which can result
in dif ferences between account ing and
CO-PA. Troublesho ot ing and cor rec-
t ions are then of ten complex and t ime-
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intensive. Confidence in the data is also
under mined.

Wh e n a n a l y t i c a l prof i t a n d l o s s
accounting is applied, turnover and pro-
duction costs are based on the cost-of-
sales view. Transitioning to the total cost
method often used in accounting is thus
only possible in selected areas of prof-
itability analysis. If imputed approaches
are also used (e.g., for interest or amor-
tization), this can cause further differences.

The valuat ion of production costs is
init ially based on the valuation from the
perspective of the local accounting area,
possibly containing included IC mar-
gins. If profit and loss accounting is to
be performed based on group produc-
t ion costs , this is only possible if the
turnover resulting from the external cus-
tomers is always valuated with the group
production costs actually incurred, and
this can be reported in the CO-PA. Under
certain technical conditions using a sin-
gle controlling area, this is possible for
standard products using group cost cal-
culat ion. With increased complexit y of
the value flow and products (e.g . , for
configurable products or in project busi-
ness), the complexity of determining the
group production costs also increases.

To depict projects from the PS mod-
ule (Project System), in par t icular for
industr ia l equipment and project and
solut ion business, the CO-PA can only
be uti lized to a limited degree because,
on the one hand, t ransit ioning to the
specif ic analy t ical CO-PA value flows
must be organized, and, on the other
hand, other views and management focus
are required for managing project busi-
ness than for product business. Exam-
ples of this include actual costs instead
of standard costs plus deviat ions, per-
centage-of-complet ion view, determin-
ing provisions, etc.

D e ve l op m e nt of t h e C O - PA’s ow n
repor t ing functions was ver y limited in
the past and not up to date w ith mod-
ern reporting tools. Appealing and user-
f r i e n d l y re p o r t i n g w a s u s u a l l y o n l y
possible using SAP BW and, if neces-
sar y, fur ther repor t ing front ends.

How can SAP S/4HANA contribute to
address ing t he prev iously ment ioned
challenges? First, it is apparent that al l

data are merged to one location in a data
record using the universal ledger. In the
interact ion w ith the changed technical
structure and the in-memory technology,
this leads to a significantly smaller data-
base and, simultaneously, a simpler data
model, as well as faster access and pro-
cessing t imes.

The previously exist ing separat ion of
content from external accounting and
management accounting is eliminated.
All post ings are executed relat ing to an
account. Dedicated cost elements in the
CO module (Controlling) no longer exist.
The account-based profitabilit y analy-
sis in CO-PA thereby becomes the method
of choice. To do this, the value posted to
the account must be enriched w ith the
required infor mat ion dimens ions for
market segment profitabi l it y analysis.
Usage of the cost ing-based profitabilit y
analys is w i l l be less impor tant in the
future. The follow ing sections highlight
two specific potentials.

Availability of goods issue posting. The
(standard) production costs could pre-
viously only be provided in the account-
based profitability
analysis with one
a c c ou nt ( g o o d s
issue) as a total. In
c o s t i n g - b a s e d
profitability anal-
ysis, it was possi-
ble to break down
production costs
according to the
cost component
s c h e m e at t h e
p o i nt i n t i m e
when the turnover was posted. With SAP
S/4HANA, the (standard) product ion
costs are now also available in account-
ing terms in the outline of the cost com-
p o n e nt s c h e m e . Wh e n a pp l y i n g t h e
cost-of-sales method, a two-step post-
ing can init ial ly show goods in transit,
which can later be reposted to be show n
as cost of goods sold. During the post-
ing process, the dimensions of profit and
loss accounting are also assigned at the
same time.

Cost object variances. This also applies
for cost object var iances (product ion
order). These were previously only avail-

16 COST MANAGEMENT JULY/AUGUST 2017 REVOLUTION OR EVOLUTION

IN PRINCIPLE,
DERIVATION OF THE
PROFITABILITY ANALYSIS
CHARACTERISTICS
OCCURS IN REAL TIME;
THAT IS, SETTLEMENT
RUNS (E.G., FOR COST
CENTERS, PROJECTS, OR
COST OBJECTS) ARE NO
LONGER NEEDED TO
PROVIDE PROFITABILITY
ANALYSIS INFORMATION.

...............................................................................................................................................................................
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able in account-based profitability analy-
s i s i n o n e a c c ou nt ( p r i c e d i f fe re n c e
account) and could only be further bro-
ken dow n in costing-based profitabilit y
analysis. In SAP S/4HANA, the cost object
variances in the SAP standard variance
categories — input price variance, input
quantity variance, scrap, etc. — are avail-
able as accounts. These are also assigned
to the dimension of market segment prof-
itabilit y analysis.

Both of these aspects i l lustrate that a
large step toward identify ing accounting
a n d m a n a g e m e nt a c c ou nt i n g c a n b e
achieved. However, we should rea l ize
that much stricter requirements must be
placed on qualit y and completeness of
the data, value flows, and the required
d e r iv at i on r u l e s for m a r ke t s e g m e nt
information, because the previous option
(even if it was not to be recommended)
to correct CO-PA data is no longer avail-
able, or only to a limited degree. In prin-
c i p l e , d e r iv at i on of t h e prof i t a bi l i t y
analysis character ist ics occurs in real
time; that is, settlement runs (e.g., for cost
centers, projects, or cost objects) are no
longer needed to prov ide profitabilit y
analysis information. However, by pro-
v iding profitabi l it y analysis infor ma-

t ion based on group production costs,
t h e s a m e c h a l l e n g e s t h at p re v i ou s l y
existed st i l l remain.

Further significant improvements are
the new Fiori interface and connection
with further reporting tools, such as SAP
Analysis for Office, for analy tical report-
ing and management repor t ing. More
intuit ive user interfaces in conjunction
w ith direct access to posted transact ion
dat a in rea l t ime al low for faster and
more f lex ible ana lys is and c re ate t he
basis for “self-ser v ice repor t ing” up to
the top management level.

Managing the value chain. The fact that
different business functions require dif-
ferent perfor mance management app-
roaches due to their specific tasks must
be taken into account when performance
management instruments and tools are
designed and implemented. Three different
center t y pes can usual ly be discerned
(as show n in Exhibit 3).

In practice, the different management
a pp ro a c h e s a l s o re s u l t i n d i f fe re nt
requirements for the respec t ive man-
agement instruments and the informa-
t ion required. While the budget center
is usual ly managed based on a simple
comparison of budgeted costs and actual

17REVOLUTION OR EVOLUTION JULY/AUGUST 2017 COST MANAGEMENT

EXHIBIT 3 Center Types in the Company
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cos t s , m a nagement of a p er for m a nce
center is more complex. This can be seen
clearly in the example of a production
plant. The responsibi l it y of a produc-
tion plant is to manufacture the required
quantit y of products at the agreed cost
and at the standard cost of goods. Fur-
thermore, an addit ional direct ion from
management is usually set, such as the
de velopment of s t a nd ard pro duc t ion
costs over t ime. On the other hand, pro-
duct ion is not responsible for volume
variances. An example of these variances
would be underuti lizat ion due to miss-
ing quant it ies that result f rom overly
optimist ic sales planning or the effects
of chang ing raw mater ia l pr ices. Pro-
duction can be considered successful if
their consumption variances are as small
as possible. Ideal ly, they equal zero.

Based on this example, it can be seen
that performance management of differ-
ent business funct ions in today’s SAP
landscape must often access data from
different modules. In the case of pro-
duction management, these are the valu-
ated output (change in inventor y), the
actual costs of production cost centers
and product ion orders, and var iances
from cost centers and production orders.
Profit center accounting creates the com-
mon basis in which the functional break-
down of the company is reflected, and the
individual elements of plant performance

management are available at the account
level. However, this itemization is usu-
ally not sufficient. For example, if variance
information is only posted in total to one
account (price differences), addit ional
information from other sources (partic-
ularly cost center accounting and prod-
uct cost accounting) must be added.

The universal ledger in SAP S/4HANA
can significantly simplif y things here.
An outline of the deviation categories can
be derived according to accounts in order
for t h e m to b e d i re c t l y av a i l a b l e for
report ing. Because profit center assign-
ment and fur ther assignments for man-
a ge m e nt a ccou nt i n g a re p o s te d , i t i s
possible to perform a complete analysis
on the basis of the universal ledger data.

While the technical availability or pro-
vision of the data is significantly simpli-
fied with SAP S/4HANA, the interpretation
of the data and, in particular, the inter-
pretation of the variances, continue to
remain complex. One of the greatest chal-
lenges lies in deriving the correct measures
on the production side on the basis of the
deter mined (f inancia l) var iances , for
example. SAP S/4HANA can only pro-
vide the technical basis as the star t ing
point for further analysis with regard to
the causative products, machines, batch
sizes, production sequence, etc. In the
future, complex (stochastic) models will
also be required here. They are used to deter-
mine the causes and also to prevent or
reduce possible deviations beforehand.

Conclusions
A final evaluation of the init ial question
“revolut ion or evolut ion in cor porate
performance management” must be pro-
vided. SAP S/4HANA can achieve sig-
nificant improvements for creat ing the
transparency in real time needed for cor-
porate performance management. Infor-
mation that was previously distr ibuted
is merged in one place; f inancia l and
m a n a g e m e nt a c c ou nt i n g a re m o re
strongly integrated; information is avail-
able faster, in more detai l , and can be
accessed with greater flexibility. However,
more data and granularit y do not auto-
matically mean better management deci-
sions. In reality, the transparency created

18 COST MANAGEMENT JULY/AUGUST 2017 REVOLUTION OR EVOLUTION

INTEGRATED POSTING DOCUMENT IN THE UNIVERSAL
JOURNAL

All data are stored into a central table (known as the ACDOCA
table). This is accessed during every business transaction
and is also available centrally for reporting purposes. Infor-
mation is thus available in enhanced posting documents at
the most detailed level. Not only do they contain account-
ing information, but they also include all data important for
management accounting and profit and loss accounts in
controlling. This includes assignments to cost centers, cost
objects, and profit centers as well as detailed information
with regard to products, customers, sales channels, etc.
This brings significant benefits. Accountants and controllers
work with an identical level of information, which leads to
factual coordination between internal and external account-
ing. Complex reconciliations of external and internal results,
including lengthy coordination meetings, can be eliminated.
Evaluations also become more flexible because different
perspectives on the accounting materials can be seen ad hoc.

...................................................................................................................
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w it h re g a rd to t he re c ipie nt mu s t b e
structured and provided in a recipient-
specific manner. At the same time, the
re q u i re m e nt s of t h e q u a l i t y of t h e
accounting data and preceding processes
and value flows also increase. The expe-
r i e n c e s f ro m t o d ay ’s S A P l a n d s c a p e
demonstrate that high integration is both
a blessing and a curse. Changing to SAP
S/4HANA requires an even greater effort
to f u r t h e r i mprove m o s t comp a n i e s’
process and data qualit y.

The most important aspect in this con-
text, the quality of the performance man-
a ge me nt mo del , re m a i ns u nch a nge d .
Even in the SAP S/4HANA landscape,
the quest ion of how management of the

whole company and individual business
funct ions should be performed in the
context of sound business management
must be answered. Which instruments
are necessar y for this, and which struc-
ture and process prerequisites must be
created? SAP S/4HANA results in new and
improved options for the implementation
of sound business management in today’s
SAP landscape. ÿ

NOTES
1Reil ing, G., “A study of automotive added value:

The trend goes from OEMs to suppl iers,” Auto-
motiveIT (Nov 13, 2012) [translated from German].
Available at: www.automotiveit.eu/studie-zur-auto-
mobi len-wertschopfung-der- t rend-geht-von-dem-
oems-zu-den-zul ieferern/management/id-0038289.
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Indian Railways (IR) integrates India
through a single transportation net-
work, covering almost ever y state,
and caters to the needs of people
across the countr y — people from

diverse income strata and cultural, reli-
gious, and social backgrounds. It serves as
a critical infastructure facilitator for both
passengers and goods and connects cen-
ters of commerce, industry, pilgrims, his-

torical heritage, and tourist attractions, in
addition to linking ports to the hinter-
land. IR br ings the more remote and
underserved areas of the country into the
national mainstream.

I R i n c u r s s u b s t a nt i a l e x p e n d i t u re
ever y year on a var iet y of unremuner-
at ive ser v ices. These costs are mostly
due to low ordinar y second-class fare,
monthly/per iodical season t ickets for

PROFITABILITY
AND LEVERAGE

ANALYSIS OF
INDIAN RAILWAYS:

IMPACT OF
COST-BASED

INDEXATION
M O N I C A S I N G H A N I A A N D S A N J E E V S H A R M A

M O N I C A S I N G H A N I A i s a p ro f e s s o r o f m a n a g e m e n t s t u d i e s a t t h e Un i v e r s i t y o f D e l h i . S h e g o t h e r u n d e r g ra d u -
a t e d e g re e f ro m S h r i R a m C o l l e g e o f C o m m e rc e a n d h e r g ra d u a t e d e g re e f ro m t h e D e l h i S c h o o l o f E c o n o m i c s . Mo n -
i c a i s a Fe l l o w Me m b e r o f t h e In s t i t u t e o f C h a r t e re d Ac c o u n t a n t s o f In d i a . S h e h a s t h e d i s t i n c t i o n o f b e i n g p l a c e d
o n t h e m e r i t l i s t o f t h e e x a m i n at i o n s c o n du c t e d b y b o t h t h e Un i v e r s i t y a s w e l l a s t h e In s t i t u t e . S h e h a s b e e n a w a rd e d
a P h . D. i n t h e a re a o f c o r p o ra t e f i n a n c e a n d t a x a t i o n f ro m t h e Un i v e r s i t y o f D e l h i . S h e i s t h e a u t h o r o f s e v e n b o o k s
o n d i re c t t a x l a w s a n d s e v e ra l re s e a rc h p a p e r s p u b l i s h e d i n l e a d i n g j o u r n a l s . S h e t e a c h e s m a n a g e m e n t a c c o u n t i n g ,
m a n a g e m e n t c o n t ro l s y s t e m s , p ro j e c t m a n a g e m e n t , a n d c o r p o ra t e t a x a t i o n t o M B A s t u d e n t s . S h e c a n b e re a c h e d a t
m o n i c a @ f m s . e d u .

S A N J E E V S H A R M A w o r k s w i t h t h e In d i a n R a i l w a y Ac c o u n t s S e r v i c e a n d i s p r e s e n t l y s e r v i n g a s d e p u t y c h i e f p r o -
j e c t m a n a g e r h a n d l i n g t h e Ac c o u n t i n g R e f o r m s P r o j e c t o f t h e M i n i s t r y o f R a i l w a y s . T h e p r o j e c t i n v o l v e s i m p l e -
m e n t a t i o n o f a c c r u a l a c c o u n t i n g , p e r f o r m a n c e c o s t i n g , a n d o u t c o m e b u d g e t i n g i n In d i a n R a i l w a y s . He h o l d s a n
M B A f r o m t h e Fa c u l t y o f M a n a g e m e n t S t u d i e s a t t h e Un i v e r s i t y o f D e l h i a f t e r s t u d y i n g c o m m e r c e a n d l e g i s l a t i v e
l a w s a t t h e Un i v e r s i t y.

Application of the fuel adjustment component in fare and freight for Indian Railways

would improve its profitabi l ity and leverages by improving operating leverage.

ZMCM-17-07-20-Singhania-FAC_ZMCM Article-R  7/6/17  3:03 PM  Page 20



...............................................................................................................................................................................

21IMPLEMENTING THE FAC JULY/AUGUST 2017 COST MANAGEMENT

EXHIBIT 1 Growth in Traffic Earnings

(Adapted f rom Ind ian Rai lways Annua l Repor t and Accounts 2011–12. Ava i lab le a t :
http://www.indianrailways.gov.in/railwayboard/view_section.jsp?lang=0&id=0,1,304,366,554,1276.)

Year

Passenger Goods

Amount
( INR in mil l ions)

% increase over
previous year

Amount
( INR in mil l ions)

% increase over
previous year

2002–03 125,750 12.3 265,050 6.7

2003–04 132,980 5.7 276,180 4.2

2004–05 141,130 6.1 307,780 11.4

2005–06 151,260 7.2 362,870 17.9

2006–07 172,250 13.9 417,170 15.0

2007–08 198,440 15.2 474,350 13.7

2008–09 219,310 10.5 534,330 12.6

2009–10 234,880 7.1 585,020 9.5

2010–11 257,930 9.8 628,450 7.4

EXHIBIT 2 Growth in Yield per Unit of Performance

(Adap ted f rom Ind ian Ra i lways Annua l Repor t and Accounts 2011-12 . Ava i lab le a t :
http://www.indianrailways.gov.in/railwayboard/view_section.jsp?lang=0&id=0,1,304,366,554,1276.)

Year

Freight traffic Passenger traffic

NTKM
(mill ions)

Yield per
NTKM (INR)

PKM
(mill ions)

Yield per
PKM (INR)

2002–03 353,194 0.75 515,772 0.24

2003–04 381,241 0.72 542,052 0.25

2004–05 407,398 0.75 575,608 0.25

2005–06 439,596 0.82 616,632 0.25

2006–07 480,993 0.86 695,821 0.25

2007–08 521,372 0.91 771,070 0.25

2008–09 551,448 0.97 839,203 0.26

2009–10 600,548 0.97 904,761 0.26

2010–11 625,723 1.00 980,131 0.26
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EXHIBIT 3 Average Unit Cost of Fuel (High-speed Diesel and Electricity) for Traction on IR

(Adap ted f rom Ind ian Ra i lways Annua l Repor t and Accounts 2011-12 . Ava i lab le a t :
http://www.indianrailways.gov.in/railwayboard/view_section.jsp?lang=0&id=0,1,304,366,554,1276.)

Year
Unit cost (per
kiloliter) INR

in mil l ions

% increase
over last year

Unit cost (per
thousand kilowatt

hours) INR in mill ions

% increase
over last year

2002–03 175,228.8 43,840

2003–04 197,103.7 11.1 42,830 –2.4

2004–05 238,996.0 17.5 42,400 –1.0

2005–06 289,000.5 17.3 42,900 1.2

2006–07 311,658.3 7.3 43,250 0.8

2007–08 311,507.9 0.0 44,100 1.9

2008–09 341,413.1 8.8 44,270 0.4

2009–10 331,882.1 –2.9 45,180 2.0

2010–11 377,273.7 12.0 47,220 4.3

EXHIBIT 4 Distribution of Fixed Costs

Data from: Indian Railways Annual Statistical Statements 2011–12. Available at: http://www.indian
rai lways.gov. in/rai lwayboard/view_sect ion. jsp?lang=0&id=0,1,304,366,554,1276.

Goods Suburban Nonsuburban Total

GTKM (in mill ion
kilometers) 1,067,281 35,001 542,073 1,644,355

% of GTKM 64.91 2.13 32.97

Fixed cost (INR in
mill ions) 519,990 17,050 264,100 801,140

suburban and nonsuburban passengers,
a variety of concessions allowed on pas-
senger t ickets, and the transpor tat ion
of cer tain goods that cost less than the
oper at ion of t r a ins , w hich imposes a

heavy burden on IR’s f inances. Thus, a
gap is created between the revenues gen-
erated through these ser v ices and their
operat ing costs . The loss incur red by
I R f o r t h e s e s o c i a l s e r v i c e s d u r i n g
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2010–2011 amounts to INR 157,135.1 mil-
l ion, which compr ises 16.62 percent of
t he tot a l re venue ear nings and 17.57
percent of the total expenditure. Hence,
in order to reach ever y cor ner of the
countr y, the financial health of IR needs
to be improved.

Fuel (diesel and elec t r ic it y) const i-
tutes the second largest component of
I R’s op er at i ng ex p ens e s , or ord i na r y
work ing expenses . Dur ing 2010–2011,
f u e l c o n s t i t u t e d 2 4 . 5 p e rc e nt o f t h e
ordinary working expenses, of which elec-
tricit y comprised 9.1 percent and diesel
made up 15.4 percent . Whi le a lot of
at tent ion has b een paid to areas such
as dow nsizing , auster it y measures, and
e x p e nd it u re cont rol , no s e r iou s d i s -
cuss ion has t aken place to analyze the
impact of fuel costs and the fuel adjust-
ment component (FAC) of fare/f reig ht
on profitabi l it y and the leverage analy-
s is of IR. We aim to address this issue.
The rest of the ar t icle is st r uc tured as
fol lows: First , we discuss the histor ica l
backg round of IR in ter ms of rate f ix-
at ion over the past few decades. In the

next sect ion, we rev iew the exist ing lit-
erature on breakeven point (BEP) and
operating leverage analysis w ith respect
t o t h e FAC , s o a s t o i n d e x f a r e a n d
f re i g ht t o f u e l . Ne x t , w e ou t l i n e t h e
research desig n of the study, including
the objec t ive, the dat a set considered
for m o de l - bu i l d i n g , a n d t h e appl i e d
technique of BEP and operat ing lever-
age. This sect ion also discusses the lim-
itat ions of our work. We conclude w ith
the analys is and findings of our study
a n d s u m m a r i z e t h e con clu s i ons t h at
can subsequent ly b e draw n.

Historical background
Tradit ionally, IR has been perceived as
an essential public service that should pro-
vide affordable transport ser vices to the
economica l ly wea ker populat ion, not
j u s t t h e a f f lu e nt c l a s s e s . T h e r at e of
g row t h in I R re venues has b e en out -
str ipped by the rate of increasing costs
due to a loss of market share in the prof-
itable freight business, lack of flexibil-
ity in pricing, the high cost of internally

23IMPLEMENTING THE FAC JULY/AUGUST 2017 COST MANAGEMENT

EXHIBIT 5 IR Sales–Revenue Mix

Data from Indian Railways Annual Statistical Statements 2011–12. Available at: http://www.indian
rai lways.gov. in/rai lwayboard/view_sect ion. jsp?lang=0&id=0,1,304,366,554,1276.
*From the Explanatory Memorandum on Rai lway Budget 2011–12. Avai lable at : ht tp: / /
www.indianrailways.gov.in/railwayboard/uploads/directorate/finance_budget/RailBudget_11-
12/Explantory_Memorandum.pdf.)

Services
Amount
( INR in

mil l ions)
%

Passenger, suburban (Statement No. 12) 17,870 1.85

Passenger, nonsuburban (Statement No. 12) 239,190 24.74

Total passengers (Statement No. 6) 257,060 26.59

Goods (Statement No. 6) 606,870 62.77

Other 102,880 10.64

Total* 966,810 100
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EXHIBIT 6 BEP Analysis of IR Revenues: 2010–2011

Goods

Passenger Total

Suburban Nonsuburban

VC, fuel only (INR in mil l ions) 65,120 6,100 80,400 151,620

FC, distr ibuted based on GTKM (INR in mil l ions) 519,990 17,050 264,100 801,140

Total cost (INR in mil l ions) 585,110 23,150 344,500 952,760

Operat ing earnings (INR in mil l ions) 606,870 17,870 239,190 863,930

Other earnings, distr ibuted based on earnings (INR
in mil l ions) 72,270 2,130 28,480 102,880

Total earnings, operat ing and non-operat ing (INR in
mil l ions) 679,140 20,000 267,670 966,810

NTKM/PKM (in mil l ions) 625,720 137,130 841,380

Sales (operat ing earnings) per NTKM and PKM (INR) 0.970 0.130 0.284

VC per NTKM (goods) and PKM (passengers) (INR) 0.104 0.044 0.096

Prof i t – Volume (PV) rat io = (Sales – VC) ×
100 / Sales (%) 89.27 65.86 66.39

Contr ibut ion = Sales – VC (INR) 0.866 0.086 0.189

BEP = FC / Contr ibut ion, NTKM or PKM (units in
mil l ions) 600,582.6 198,677.8 1,399,392.8

BEP operat ing earnings = FC / Contr ibut ion (INR in
mil l ions) 582,489.8 25,890.6 397,823.5

BEP operat ing earnings per NTKM (goods) and per
PKM (passengers) (INR) 0.960 1.449 1.663

Margin of safety (with operat ing earnings) = (Sales –
BEP) / Sales 0.04 –0.45 –0.66

Sales (total earnings) per NTKM or PKM (INR) 1.09 0.15 0.32

PV rat io = (Total revenue – VC) × 100 / Total
revenue (%) 90.41 69.50 69.96

Contr ibut ion = Total revenue – VC (INR) 0.981 0.101 0.223

BEP total earnings = FC / Contr ibut ion in NTKM and
PKM (units in mil l ions) 529,895.6 168,256.8 1,186,550.3

BEP total earnings = FC / Contr ibut ion (INR in
mil l ions) 575,133.3 24,537.3 377,484.9

BEP total earnings per NTKM (goods) and per PKM
(passengers) (INR) 0.847 1.227 1.410

Margin of safety (with total earnings) 0.15 -0.23 –0.41
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s ou rc e d p ro du c t s a n d s e r v i c e s , a n d
investments in unremunerative projects.

Therefore, IR needs to accelerate the
grow th rate of its revenues from both
freight and passenger traffic to improve
its finances. Fixation of passenger fares,
especially for the lower classes, is gen-
erally governed by polit ical considera-
t i on s , a n d t h i s i n e v i t ab l y l e a d s to
subsidization. A part of this subsidiza-
tion is made up by inflat ing upper-class
fares; however, increasing upper-class
fare can only contribute so much to this
subsidy. As a result, the burden of cross-
subsidization is borne by freight traffic
to balance the finances, which makes it
costlier and uncompetit ive — especially
when it comes to road services. If this prac-
tice is not stopped by rationally linking
passenger fare to input costs, IR will soon
be outpriced in the freight market. There-
fore, it is essential to establish a suitable

tariff structure that can not only cover
the cost of operat ion but also provide
for the replacement of assets and grow th
of business. IR, thus, needs to develop a
pricing policy to index fare and freight
with the Wholesale Price Index in respect
to the cost of petrol and diesel.

E x h i b i t s 1 a n d 2 s h ow t h e g row t h
trends of revenue, y ield per unit , and
fuel costs since the last tar iff revision.

Fuel costs are the product of fuel con-
sumption and fuel price. There has been
a continuous rise in fuel cost since the
last fare revision in 2002–2003, as indi-
cated in Exhibit 3.

As shown in Exhibits 2 and 3, the growth
in yield per unit has been significantly less
than the increase in fuel costs. However,
since the decision to increase fare and
freight is subject to sociopolit ical fac-
tors, indexing f reight and fare to fuel
price through the FAC is the only accept-

EXHIBIT 7 Sales–Revenue Mix of IR (INR in millions)

*Statement No. 12 of Annual Stat ist ical Statements 2011–12.

**Statement No. 6 of Annual Stat ist ical Statements 2011–12.

***From the Explanatory Memorandum on Railway Budget 2011–12. Avai lable at:
http:/ /www.indianrai lways.gov. in/rai lwayboard/uploads/directorate/f inance_budget/
Rai lBudget_11-12/Explantory_Memorandum.pdf.

Indian Rai lways Annual Stat ist ical Statements 2011–12. Avai lable at: http:/ /www.indian
rai lways.gov. in/rai lwayboard/view_sect ion. jsp?lang=0&id=0,1,304,366,554,1276.

Services

Figures
without FAC

Projected figures
with FAC

Amount % Amount %

Passenger, suburban* 17,870 1.85 18,830 1.76

Passenger, nonsuburban* 239,190 24.74 299,560 27.97

Total passenger** 257,060 26.59 318,390 29.72

Goods** 606,870 62.77 649,900 60.67

Other 102,880 10.64 102,880 9.6

Total*** 966,810 100 1,071,170 100
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EXHIBIT 8 BEP Analysis of IR Revenues (Projected Revenues with the Implementation of FAC): 2010–2011

Goods

Passenger Total

Suburban Nonsuburban

VC, fuel only (INR in mil l ions) 65,120 6,100 80,400 151,620

FC, distr ibuted based on GTKM (INR in mil l ions) 519,990 17,050 264,100 801,140

Total cost (INR in mil l ions) 585,110 23,150 344,500 952,760

Operat ing earnings (INR in mil l ions) 649,900 18,830 299,560 968,290

Other earnings, distr ibuted based on earnings
(INR in mil l ions) 72,270 2,130 28,480 102,880

Total earnings, operat ing and non-operat ing
(INR in mil l ions) 722,170 20,960 328,040 1,071,170

NTKM/PKM (in mil l ions) 625,720 137,130 841,380

Sales (operat ing earnings) per NTKM and PKM
(INR) 1.039 0.137 0.356

VC per NTKM for goods and per PKM for pas-
sengers (INR) 0.104 0.044 0.096

PV rat io = (Sales – VC) × 100 / Sales (%) 89.98 67.60 73.16

Contr ibut ion = Sales – VC (INR) 0.935 0.093 0.260

BEP = FC / Contr ibut ion, NTKM or PKM (units in
mil l ions) 556,392.5 183,700.5 1,013,907.7

BEP operat ing earnings = FC / Contr ibut ion (INR
in mil l ions) 577,890.9 25,224.3 360,987.6

BEP operat ing earnings per NTKM for goods and
per PKM for passengers (INR) 0.889 1.340 1.205

Margin of safety (with operat ing earnings) =
(Sales – BEP sales) / Sales 0.11 –0.34 –0.21

Sales (total earnings) per NTKM or PKM (INR) 1.15 0.15 0.39

PV rat io = (Total revenue – VC) × 100 / Total rev-
enue (%) 90.98 70.90 75.49

Contr ibut ion = Total revenue – VC (INR) 1.050 0.108 0.294

BEP total earnings = FC / Contr ibut ion in NTKM
and PKM (units in mil l ions) 495,193.8 157,368.6 897,303.3

BEP total earnings = FC / Contr ibut ion (INR in
mil l ions) 571,521.8 24,053.0 349,845.2

BEP total earnings per NTKM for goods and per
PKM for passengers (INR) 0.791 1.148 1.066

Margin of safety (with total earnings) 0.21 –0.15 –0.07

...............
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able solution to achieve financial viabil-
ity for the system. This article attempts
to determine the impact of implement-
ing the FAC in freight and fare rates on
IR’s BEP and leverages. Based on pub-
lished data, an attempt has been made to
study how implementing an FAC in fare
and freight affects IR profitability.

Theoretical framework
To remain financially solvent, IR must not
only earn enough revenue to meet the oper-
at ional costs (the cost of administra-
t ion, repair and maintenance of assets,
train operat ion, provision of deprecia-
tion, pension benefits, and dividend pay-
ments), but it must also have sufficient
surplus for the expenses of further devel-
opment and expansion.

Pr i c i n g p o l i c y, t h e re fo re , d i re c t l y
impacts IR’s financial well-being. While
adopting an appropriate pricing policy,
IR should consider its role as a premier
public uti lit y concern and its effect on

rail users and the general economic devel-
opment of India.

Research design
Objective. This article attempts to study

the impact of indexing fare and freight to
fuel price on the profitability and lever-
ages of IR. This analysis further highlights
a need for timely implementation of fare
and freight revision through the FAC to
compensate for changes in fuel price and
the resultant impact on IR finances.

Data. IR publishes various reports and
statements, including the Indian Rail-
ways Year Book, which contains infor-
mation on the railway network (for each
zone in addit ion to the entire system),
rai lway infrastructure and expenditure
thereon, its assets (e.g., tracks, bridges,
electrification, signal and telecom, rolling
stock, tract ion, passenger business, and
f reight operat ions), and asset ut i l iza-
tion. The Indian Railways Year Book and
the Annual Stat ist ical Statements from
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various years, in addit ion to the find-
ings from the explorator y study “Cost-
based Indexing of Fare and Freight to
Fuel Price: Innovative Pricing Policy for
Indian Railways,” were our main sources
of reference data and information. 1

Model and methodology. The model and
methodology of BEP and leverage analy-
sis are described in the following sections.

BEP. The BEP depends on the relat ive
rat ios of f ixed costs (FC) and var iable

costs (VC) of different ser v ices and has
been analyzed for both traff ic ear nings
and tot a l e ar ning s . T he B E P is i l lu s -
trated for each t y pe of ser v ice. For this
purpose, our assumptions and method-
olog y include:
• VC as the actual expenditure on fuel

(for suburban and nonsuburban
passenger and goods transpor t);

• FC as total cost minus VC (distr ibu-
t ion has been made based on gross

.................................................
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EXHIBIT 9 Leverage Analysis Without FAC

Goods

Passenger services

TotalSuburban Nonsuburban

VC, fuel only (INR in mil l ions) 65,120 6,100 80,400 151,620

FC, distr ibuted based on GTKM (INR in mil-
l ions) 520,020 17,060 264,060 801,140

Total cost (INR in mil l ions) 585,140 23,160 344,460 952,760

% of GTKM 64.91 2.13 32.97

Sales, operat ing earnings (INR in mil l ions) 606,870 17,870 239,190 863,930

Other earnings, distr ibuted based on earnings
(INR in mil l ions) 72,270 2,130 28,480 102,880

Total earnings, operat ing and non-operat ing
(INR in mil l ions) 679,140 20,000 267,670 966,810

Capital at charge (INR in mil l ions), interest-
bear ing government capital 678,557.2 22,253.0 344,639.8 1,045,450

Contr ibut ion = Sales – VC (INR in mil l ions) 614,020 13,900 187,270 815,190

EBIT = Contr ibut ion – FC (excluding dividends
to government) (INR in mil l ions) 126,070.4 –2,113.8 –60,496.6 63,460.0

Interest (dividends to general revenues) (INR in
mil l ions) 32,071.6 1,051.8 16,289.2 49,412.5

EBT = EBIT – Interest (INR in mil l ions) 93,998.8 –3,165.6 –76,785.7 14,047.5

Operat ing leverage = Contr ibut ion/EBIT 4.87 –6.57 –3.10 12.85

Financial leverage = EBIT/EBT 1.34 0.67 0.79 4.52

Total leverage = Contr ibut ion/EBT 6.53 1.24 19.13 58.03

EBT/Capital at charge 0.139 –0.142 –0.223 0.013
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EXHIBIT 10 Leverage Analysis with Implementation of FAC

Goods

Passenger services

TotalSuburban Nonsuburban

VC, fuel only (INR in mil l ions)

FC, distr ibuted based on GTKM (INR in mil-
l ions) 520,020 17,060 264,060 801,140

Total cost (INR in mil l ions) 585,140 23,160 344,460 952,760

% of GTKM 64.91 2.13 32.97

Sales, operat ing earnings (INR in mil l ions) 649,900 18,830 299,560 968,290

Other earnings, distr ibuted based on earn-
ings (INR in mil l ions) 72,270 2,130 28,480 102,880

Total earnings, operat ing and non-operat ing
(INR in mil l ions) 722,170 20,960 328,040 1,071,170

Capital at charge (INR in mil l ions), interest-
bear ing government capital 678,557.2 22,253.0 344,639.8 1,045,450

Contr ibut ion = Sales – VC (INR in mil l ions) 657,050 14,860 247,640 919,550

EBIT = Contr ibut ion – FC (excluding divi-
dends to government) (INR in mil l ions) 169,100 –1,150 –130 167,820

Interest (dividends to general revenues)
(INR in mil l ions) 32,071.6 1,051.8 16,289.2 49,412.5

EBT = EBIT – Interest (INR in mil l ions) 137,028.8 –2,205.6 –16,415.7 118,407.5

Operat ing leverage = Contr ibut ion/EBIT 3.89 –12.88 –1,956.54 5.48

Financial leverage = EBIT/EBT 1.23 0.52 0.01 1.42

Total leverage = Contr ibut ion/EBT 4.79 –6.74 –15.09 7.77

EBT/Capital at charge 0.202 –0.099 –0.048 0.113

tonne-kilometers [GTKM] worked
for these ser vices);

• sales (operat ing earnings) as earn-
ings from fare and freight;

• total earnings as operat ing and non-
operat ing earnings; and

• non-operat ing earnings have been
distr ibuted in rat io of passenger
earnings to goods earnings.
The follow ing concepts assist in our

analysis.

The VC of pro duc t keeps chang ing
w ith changes in volume of production.
In this study, fuel (diesel and electr ic-
it y) for ser vices is assumed to be a VC
and comprises 16 percent of the total
cost (see Exhibit 4).

FC is the cost of product that does not
change over time with changes in volume
of production. For this study, staff cost,
repairs, maintenance, and overhead have
been assumed as the FC, which comprise
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83.22 percent of the total costs. The FC for
each service has been distributed on the
basis of GTKM (available from the Annual
Statistical Statements No. 16 and No. 32 from
2011–2012), as depicted in Exhibit 4.2

Contribution is equal to sales less VC.
This is the profit before adjust ing the
FC, so it includes both profit and FC.

Net tonne-ki lometers (NTKM) and
passenger-kilometers (PKM) are the per-
for mance parameters indicat ing tota l
payload kilometers of freight traffic and
passenger traffic (from Annual Stat ist i-
c a l S t at e m e nt No. 1 2 a n d No. 1 3 of
2011–2012). 3

The BEP is the point of no profit and
no loss for the organization.

Ma rg i n of s afe t y i s t he d i f fe re nce
between actual sales and breakeven sales.
Profit is the difference between sales rev-
enue and total cost.

Leverage analysis. The follow ing con-
cepts assist in our analysis.

E a r n i ng s b efore i nte re s t a nd t a xe s
(EBIT) is an indicator of operat ional
profitabilit y of an organizat ion and is
crit ical ly linked to fixed cost. The for-
mula is: EBIT = Profit/ loss + Finance
costs + Income tax expense.

Earnings before taxes (EBT) is an indi-
cator of net profitability of an organiza-
tion immediately before taxes. The general
formula used for computing EBT is: EBT
= Revenue – Expenses (excluding tax).

Operat ing leverage is an indicator of
business r isk.

Financial leverage attempts to estimate
the percentage change in net income for
a 1 percent change in operating income.
Financial leverage refers to the amount
of debt in the capital structure of the
business firm. Financial leverage refers to
the right side of the balance sheet, and oper-
ating leverage refers to the left side of the
balance sheet — the plant and equipment
side. While operating leverage determines
the mix of fixed assets or plants and equip-
ment used by the business firm, finan-
cial leverage refers to how the operation
will be financed.

Analysis and findings
This study examines the possible impact
of a wide range of strategic decisions in

crucial areas such as pr icing policies,
product mixes, and other important con-
siderations in the planning process in a
simple yet analy tical form. Armed with
just three inputs of data (i.e., sales price,
VC, and FC), the effect of the decisions
that potentially alter the basic nature of
m a n a ge r i a l de c i s ion - m a k i ng c a n b e
derived. The analysis is bifurcated into two
parts: BEP analysis (Part A) and leverage
analysis (Part B). Each of these parts is
fur ther div ided into two sect ions: one
based on the current scenario and the
other based on the implementation of the
FAC, or the prospective scenario.

Part A: BEP analysis. Current scenario.
The revenue earnings of IR are derived
from passenger (suburban and nonsub-
urban) fare, freight, and other miscel-
l a n e ou s e a r n i n g s . T h e f re i g ht a n d
passenger earnings comprise 61 percent
and 30 percent of earnings, respectively.
T h e re ve nu e m i x of I R fo r t h e ye a r
2010–2011 is depicted in Exhibit 5.

We attempt to identify the BEP of three
ser v ices (go o ds, suburban passenger,
and nonsuburban passenger) w ith and
w ithout the FAC to determine its impact
on profitabi l it y. BEP defines the limit
up to which movement of a commodit y
is cost-effect ive and beyond which cost
advantage shifts to other ser vices. As the
determination of BEP involves the rat io
of FC and VC, the elements that const i-
tute the FC and VC become crit ical for
analysis. For IR, VC in terms of costs per
tonne-kilometer include the fuel costs,
and the remaining costs are fixed. The
breakeven analysis of various ser v ices
w ithout the FAC is show n in Exhibit 6.

P ros p ec t ive s ce n ar i o. If co s t - b a s e d
indexat ion of fare and f reig ht to f uel
p r i c e i s i mp l e m e nt e d , t h e p roj e c t e d
sales–revenue mix of IR for 2010–2011
would be as show n in Exhibit 7.

The BEP analysis including the FAC
would be as depicted in Exhibit 8.

Fi n d i n g s . T h e p roj e c t e d f i n a n c i a l
results of indexing fare/freight to fuel
price show that the total operating earn-
ings improve from INR 863,930 million
t o I N R 9 6 8 , 2 9 0 m i l l i o n , w h i l e y i e l d
improves to INR 1.039 per NTKM, INR
0.137 per PKM (suburban), and INR 0.36
PKM (nonsuburban) if only operat ing
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WHILE ADOPTING
AN APPROPRIATE
PRICING POLICY,

IR SHOULD
CONSIDER ITS

ROLE AS A
PREMIER PUBLIC

UTILITY CONCERN
AND ITS EFFECT
ON RAIL USERS

AND THE GENERAL
ECONOMIC

DEVELOPMENT OF
INDIA.
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earnings are taken into account. If the non-
operat ing ear nings are also included,
t h e e a r n i n g s w ou l d i n c re a s e t o I N R
1,071,170 million from INR 966,810 mil-
lion. The improvement in yield per NTKM
or PKM would be INR 1.15, INR 0.15, and
INR 0.39 for goods, suburban, and non-
suburban seg ments , respec t ively. The
BEP and marg in of safet y would als o
improve substantial ly.

Pa r t B : Leve r a ge a n a l y s i s . L e ver age
means the employment of assets or funds
for which a firm pays a FC or fixed return.
Oper at ing lever age is an indicator of
business r isk arising as a result of high
FC other than interest . With a higher
proportion of FC and a lower proportion
of VC, IR has high operating leverage. The
higher the degree of operating leverage,
the g reater the potent ia l danger f rom
forecast ing r isk. It must cont inuously
work to cover heft y FC. Financial lever-
age is an indicator of financial r isk aris-
ing as a result from the presence of debt
in the capital structure of the organiza-
t ion. Total leverage is an indicator of
combined risk of both business and finan-
cial risk. Low return on capital indicates
a dominance of social considerat ions in
investment and pricing policy over con-
siderat ion of profit.

The concept of leverage, in general, is
used in breakeven analysis and in the
development of the capital structure of
a business firm. Leverages w ithout the
implementat ion of the FAC for IR are
show n in Exhibit 9. Leverages w ith the
implementat ion of the FAC are show n
in Exhibit 10.

Findings. As shown, application of the
FAC in fare and f re i g ht for IR would
improve its profitabilit y (i.e., EBT/cap-

ital at charge from 0.013 to 0.113) and
leverages by improving operating lever-
age to 5.48 from 12.85 (w ithout FAC)
and financial leverage to 1.42 from 4.52
(w ithout FAC).

Summary and conclusion
We aim to determine the impact of imple-
menting the FAC in freight and fare rates
for IR on its BEP and leverages. The BEP
represents the cutoff point for the orga-
nizat ion’s profit or loss, and leverages
are indicators of risk. While operating
leverage is due to FC associated w ith the
production of goods and services, finan-
cial leverage exists due to the presence
of debt in the capital structure of the
company. Leverage analysis enables under-
standing and developing an effective rela-
tionship between overall risk and returns.
We find the BEP and margin of safety to
improve substantially after implement-
ing the FAC. In addition, application of
the FAC in fare and freight would improve
IR’s profitability from 0.013 to 0.113 as
well as its leverages, improving operat-
ing leverage to 5.48 from 12.85 (w ithout
FAC) and financial leverage to 1.42 from
4.52 (without FAC). These results demon-
strate the profound impact of fuel costs
and recover y on the BEP and operating
leverage of IR. ÿ

NOTES
1Singhania, M. and Sharma, S., Cost-based indexing

of fare and freight to fuel pr ice: Innovative pricing
pol icy for Indian Rai lways, Cost Management 30,
no. 2 (2016): 24–39.

2“Ind ian Ra i lways Annua l Stat is t ica l Statements
2011–12 ,” Ava i l ab le a t : h t tp : / /www. ind i an ra i l -
ways.gov.in/railwayboard/view_section.jsp?lang=0&id=
0,1,304,366,554,1276.

3 Ibid.
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K aplan and his co-authors
have popularized the notion
that financial accounting
dominates management
accounting. Johnson and

Kaplan argue that advances in U.S. man-
agement accounting ended by 1925, as
management accountants have failed to
develop new techniques. They argue that
this failure was due partly to the domi-
nance of financial accounting, which has
resulted in the development of a financial
accounting mentalit y when preparing
management accounting information for
decision-making and control.1 Thus, the
domination of financial accounting means
that management accounting information
is produced from the financial accounting
system (FAS), which was never intended to
be used for decision-making and control.
In other words, for management account-
ing information to be useful, it should be
prepared by the management accounting
system (MAS), rather than the FAS.

The objec t ive of this research is to
study the results of interviews with man-

agement accountants in order to under-
s t a n d t h e e x t e nt t o w h i c h f i n a n c i a l
accounting may dominate a particular area
of management accounting, namely prod-
uct cost ing. In par t icular, the research
is original because it examines the extent
to which the methods used to calculate
product costs (i.e., absorption cost ing,
direct or variable cost ing, or act iv it y-
based cost ing [ABC]) and the t y pe of
cost system used (i.e., single, separate,
or database systems) affect the extent to
w hich management account ing infor-
mation is influenced by financial account-
ing considerat ions. Thus, the research
focuses on how product costing systems
are used and how they can f ulf i l l the
needs of management accountants. This
is impor tant because if the preparat ion
of financial accounting information dom-
inates the preparat ion of product cost-
ing information, then this may constrain
the usefulness of product cost informa-
t ion used by management accountants.

Prior research into financial account-
ing dominat ion has not considered the

THE DOMINATION
OF FINANCIAL

ACCOUNTING
OVER PRODUCT

COSTING
J O H N A . B R I E R L E Y

J O H N A . B R I E R L E Y i s a s e n i o r l e c t u re r i n a c c o u n t i n g a n d f i n a n c e a t t h e Un i v e r s i t y o f S h e f f i e l d . Hi s re s e a rc h
i n t e re s t i s i n p ro d u c t c o s t i n g .

There is little evidence suppor ting the notion that financial accounting dominates product

costing, and even where it does, it appears to be an issue of l ittle concern.
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ex tent to w hich f inanc i a l account ing
requirements for inventor y or stock val-
uation indicated by single systems dom-
inates the extent to which product costs
are prepared for decision-making. This
is impor tant because product costs for
decision-making can be based either on
financia l account ing requirements or
product cost infor mat ion deter mined
by identifying the relevant cost of a deci-
sion. Fur ther more, pr ior research has
not considered the extent to which finan-
c i a l a c c o u nt i n g d o m i n at i o n v a r i e s
b e t w e e n t h e a b s o r p t i o n c o s t i n g a n d
direct cost ing or ABC methods used to
calculate product costs, as well as between
single, separate, and database systems.
This is impor tant because it is expected
that operat ing units in which financial
accounting dominates product cost ing
calculate product costs using absor p-
t ion cost ing , w hereby overhead costs
are assigned to product costs using unit-
or volume-based cost drivers, as required
by financial accounting standards. It is
expected that these operat ing units w il l
use a single system because of the desire
to meet f inancial account ing require-
ments. In contrast , f inancial account-
ing requirements are not expec ted to
dominate the prep ar at ion of pro duc t
costs in operat ing units that use either
direct cost ing or ABC because they take
more care to ident if y relevant costs for
decis ion-ma k ing . Such pro duc t costs
are expected to be calculated using sep-
arate systems or database systems and
are not based on financial accounting
requirements.

The domination of financial accounting
Product costing systems that are designed
for inventor y or stock valuation in order
to sat isf y financial accounting require-
m e nt s h ave b e e n re g a rd e d a s b e i n g
unlikely to provide accurate and timely
information about product costs for the
purpose of management decision-mak-
ing and operat ional control in dy namic
environments.2 Specifically, Kaplan argues
that product costs repor ted by such a
cost system are too aggregated and too
late to b enef i t pro duc t ion st af f . Fur-
thermore, it has been suggested that busi-

nesses should not operate such a cost
system because it w il l sat isf y only the
first of the three purposes of cost sys-
tems, which include: (1) to allocate costs
between cost of goods sold and inven-
tor y for inventor y valuat ion and profit
measurement; (2) to provide information
for decision-making; and (3) to provide
data for planning, control, and perfor-
mance appraisal. 3 Specifical ly, the first
pu r p o s e s at i s f ie s f i na nc i a l rep or t i ng
requirements, while the second and third
are concerned w ith sat isf y ing manage-
ment accounting’s requirements by meet-
ing management’s internal information
needs. 4 Kaplan notes, however, that when
cost system designers are aware of these
different purposes, any attempt to estab-
lish different systems to meet each pur-
pose is stopped by senior management
who, due to the domination of a finan-
cial accounting mentalit y, insist “on a
s i ng l e ‘of f i c i a l ’ s y s te m ,” w h i ch i s t h e
inventor y valuat ion system. 5 This sug-
gests that rather than using a single sys-
t e m t o s at i s f y t h e t h re e p u r p o s e s of
inventor y valuat ion, decision-making,
and control, organizat ions should use
either three separate cost systems to meet
each pur pose (separate systems) or a
database cost system in which the three
systems are integrated and information
is extracted to meet each purpose when
it is needed (database systems). 6

In prior research, there is a lack of con-
sensus about whether financial account-
ing dominates management accounting.
There is evidence to show that product
costing and control procedures are influ-
enced heav i ly by financial account ing
requirements.7 In contrast, other research
has found no evidence of the FAS dom-
inating the MAS.8 Others have crit icized
the notion of domination because of the
lack of attention given to whether man-
agers are aware of the limitations of the
data obtained and use a variety of different
pieces of information in a flexible way for
decision-making.9 In addition, the con-
t inued development in the capacit y of
MASs has led some to argue that the crit-
icism of the notion of the dominance of
financial accounting over management
accounting as being somewhat redun-
dant.10 Related to this, it has been suggested

33FINANCIAL ACCOUNTING DOMINATION JULY/AUGUST 2017 COST MANAGEMENT

IN PRIOR
RESEARCH, THERE
IS A LACK OF
CONSENSUS
ABOUT WHETHER
FINANCIAL
ACCOUNTING
DOMINATES
MANAGEMENT
ACCOUNTING.

ZMCM-17-07-32-Brierley-FAD_ZMCM Article-R  7/6/17  3:17 PM  Page 33



...............................................................................................................................................................................

that as there has been much integration
between the MAS and FAS in the capture
of accounting data, management accoun-
t ants may p erceive t heir infor mat ion
needs in terms of financial accounting
information, which does not necessarily
mean that the FAS dominates the MAS.11

This may not be the case, however, if a data-
base system is used to capture financial
and management accounting informa-
tion that is analyzed and prepared in dif-
ferent ways for different purposes. In this
case, the integration of the MAS and FAS
means that information prepared for man-
agement accounting purposes could be dif-
ferent from that prepared for financial
accounting.12

The four-stage model of product costing
systems
Kaplan developed a four-stage model to
formally ident if y four different stages
of product cost system design.13 In Stage
1 systems, transact ions are either not
recorded or recorded w ith a large num-
ber of errors. Stages 2, 3, and 4 of these
product cost ing systems can be used to
calculate product costs to meet one or
more of the three purposes of product
cost information mentioned previously.
In Stage 2 systems, the cost system is a
single system that is used for financial
accounting purposes. It is regarded as
being inadequate for providing accurate
product cost and control infor mat ion
because the system uses a small number
of unit-based cost drivers to assign over-
head costs to product costs, rather than
us ing non-unit-based cost dr ivers to
assign overhead costs to product costs
based on the act iv it ies that drive those
costs. 14 Stage 2 systems are said to pro-
vide distor ted product cost and control
information that is too aggregated, too
l at e , a n d t o o f i n a n c i a l l y o r i e nt at e d
because it is produced by a system that
is suitable for financial accounting pur-
poses rather than for product cost ing
purposes. 15

In Stage 3 systems, operat ing units
have three separate cost systems to sat-
isf y each of their three pur poses. The
product cost system can be an ABC sys-
tem that assigns overhead costs to prod-

uct costs using non-unit-based cost dri-
vers. Inventor y valuat ions for financial
accounting purposes are obtained from
a Stage 2 system that can allocate pro-
duction costs between cost of goods sold
and inventory. The control system should
aim to provide timely and accurate finan-
cial and nonfinancial information. 16 In
this case, product costing information is
produced separately from the FAS. It is
not dominated by the FAS.

In Stage 4 systems, the ABC product
costing system and the control system are
integrated into a single cost database,
which is used to prepare the financial
statements.17 The database can allow cer-
tain costs , such as nonmanufactur ing
costs, which are excluded from the cost
of goods sold and inventor y valuat ions
in the financial statements, to be included
in product costs for decision-making.
In addit ion, cer tain facilit y-level costs
(such as factor y depreciat ion), which
are included in the cost of goods sold and
inventor y in the financial statements,
can be excluded from individual prod-
uct costs. Stage 4 systems can be in the
for m of enter pr ise res ource planning
systems. 18 Alternatively, they can be in
the form of a stand-alone database cost
system that can meet inventor y valuation
requirements to which adjustments are
made to produce separate cost databases
for product cost ing and control. 19 Even
though the FAS and MAS are integrated,
the use of some form of database means
that the FAS does not influence the pro-
duction of product costs.

Research method
The interviewees were a nonrandom sam-
ple of 49 qualified cost and management
accountants working in the British man-
ufacturing industr y who responded to a
questionnaire survey about product cost-
ing practices and had agreed to be inter-
viewed. Information about the domination
of f inancia l account ing over pro duc t
costing was obtained by responses to two
quest ions from the quest ionnaire. The
first question asked: In your operating unit,
to what extent do you agree/disagree that
the requirement to produce accounting
information to meet financial account-
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ing requirements dominates the need to
produce product cost informat ion for
decision-making? The second question
asked: In your operat ing unit, to what
extent do you ag ree/disag ree that the
product cost ing system used for deci-
sion-making is designed mainly to pro-
vide information for published financial
accounting statements? In the question-
naire, decision-making was defined as
pr icing , make-or-buy, cost reduct ion,
product mix, output level, product design,
evaluation of new production process,
and product discontinuation decisions.
The responses to both quest ions were
m a r ke d on a f ive - p oi nt s c a l e w i t h
responses r ang ing f rom 1–5, w here 1
indicates strongly agree and 5 indicates
strongly disagree . These responses were
reverse scored, summed, and divided by
two for data analysis.

Information about cost system design
was obtained by asking whether product
cost information was:
1. taken (and not subsequently

adjusted) from a single cost data-
base that is used for stock valuat ion
(single system);

2. taken from a product cost ing system
that is separate from the single cost
database used for stock valuat ion
(separate system); or

3. taken from an adjustment of prod-
uct cost information produced by
the single cost database that is used
for stock valuat ion using a separate
cost database (database system).
Here, the first response is analogous

to the preparat ion of product cost ing
information using an FAS, and the sec-
ond and third responses are analogous
to the preparat ion of product cost ing
information that is based on manage-
ment accounting information. In addi-
t ion, the quest ionnaire also requested
information about whether product costs
were c a lculated us ing direc t cost ing ,
absorption cost ing, or ABC. The inter-
views enhanced the richness of the ques-
tionnaire findings by asking interviewees
the reasons for particular responses made
on the questionnaire. An interview design
was chosen to address the research objec-
t ive to g ive a de ep er ins i g ht into t he
ex tent to w hich f ina nc i a l accou nt ing

dominates product cost ing by examin-
ing the reasons why financial account-
ing does or does not dominate product
costing. The interviews were semi-struc-
tured, recorded, and conducted face-to-
face at the inter viewee’s operat ing unit.

Findings
Of the 49 interviewees, the median, mean,
and standard deviat ion for the measure
of the extent to which financial account-
ing dominates product cost ing are 2.50,
2.72, and 1.09, respectively. These figures
indicate that financial accounting does
not rea l ly dominate pro duc t cost ing .
Based on the responses to quest ions on
the questionnaire, the inter viewees were
from operating units that were not overly
large (median annual sales revenue =
£ 3 6 m i l l i o n , a n d m e d i a n nu m b e r of
employees = 295) and were from a vari-
ety of manufacturing industries. Exhibit
1 shows the relat ionship b etween the
t y pe of cost system design for operating
units and whether they use ABC, direct
cost ing, or absorption cost ing.

Financial accounting does not dominate

product costing. As expected, none of the
interviewees from operating units prepar-
ing product costs for decision-making
using ABC or direct costing felt that finan-
cial accounting dominated the prepara-
tion of product costs for decision-making,
and, as expected, none of them produce
product costs from a single cost system
used for financial accounting. The inter-
viewee from the only operating unit using
ABC calculated product costs for deci-
s ion-making using a separate system.
Like Cooper and Kaplan, he considered
financial accounting information to be
unsuitable for calculating product costs
and, by implicat ion, the product costs
should not be taken from a single system
used to prepare the financial accounts.
He said, “The first thing to do is to not
allow the financial [accounting] system
to dictate your costings. The traditional
problem is most financial [accounting]
systems are set up to cater for external par-
ties. They’re there for the shareholders and
the stock exchange and tax people. They’re
not there to provide management infor-
mation. They never were.”
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The operating units using direct cost-
ing use either a separate system, database
system, or a system in which direct prod-
uct costs are calculated initially and then
adjusted to prov ide produc t costs for
inventor y valuation by including fixed
manufacturing overhead costs. Although
the latter t y pe of cost system was not
anticipated, it is similar to the database
systems described previously, except that
it operates in reverse. In this case, the
financial accounting costs are prepared
from the direct product costs, rather than
the product costs for decision-making
being prepared from the financial account-
ing costs. As with the operating unit using
ABC, by using direct costing the interviewees
said that their operating units ensure that
the product costing system is different
from the FAS and hence financial account-
ing does not influence product costing.

Unexpectedly, of the operating units using
absorption costing to calculate product
costs, 6 operating units use separate sys-
tems, and 10 use database systems. All of

the operating units using absorption cost-
ing with separate systems consider finan-
cial accounting to not dominate product
costing. The following comments from
two of these inter viewees (from manu-
facturers of pharmaceut icals and pre-
ser ves, respectively) on the domination
of financial accounting over product cost-
ing are typical:

The product cost ing side has ver y litt le to do
w it h t he f i na nc i a l accou nt i ng s ide of i t at
all….Obviously, you’ve got to keep your finan-
cial reporting requirements in the background.
You can’t divorce the two. I wouldn’t have said
t he y’d t a ke a ny pr i m a r y i s sue i n f i n a nc i a l
accounting at al l , real ly.

I would say hardly any, to be honest. When we
do a product cost, we do it because of the com-
mercial outlet. We don’t think, ‘If we do this,
how w i l l i t af fe c t t he f inanc i a l account ing
requirements?’ It’s ver y much commercial ly
generated.

The v iews expressed are s imi lar to
inter v iewees using direct cost ing. The
decision to keep the costing systems sep-
arate is not based on avoiding the pos-
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EXHIBIT 1 The Relationship Between the Domination of Financial Accounting Over Product Costing and the
Calculation of Product Costs and Cost System Design

Adjustment
Single Separate Database of product
system system system cost dataa Total

Descr ipt ion n (%) n (%) n (%) n (%) n (%)

Financial accounting does not dominate product cost ing:

Operat ing units using
ABC or direct cost ing − (−) 2 (33) 1 (17) 3 (50) 6 (100)

Operat ing units using
absorpt ion cost ing 17 (53) 6 (20) 9 (27) − (−) 32 (100)

Useable responses 17 (45) 8 (21) 10 (26) 3 (8) 38 (100)

Financial accounting dominates product cost ing:

Operat ing units using
ABC or direct cost ing − (−) – (–) − (−) – (–) − (−)

Operat ing units using
absorpt ion cost ing 10 (91) – (–) 1 (9) – (–) 11 (100)

Useable responses 10 (91) – (–) 1 (9) – (–) 11 (100)

Total usable
interviewees 27 (55) 8 (16) 11 (23) 3 (6) 49 (100)

a The inventory valuat ion is an adjustment to the product cost data.
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sible adverse effects of the domination
of financial accounting, but rather on
the need to produce relevant product
cost information for decision-making.

Although the adjustments to the data-
base systems in nine operating units using
absorption costing are fairly limited, they
are sufficient for the interviewees to say
that financial accounting requirements
do not dominate product costing. Most of
the adjustments in the database systems
are to update the standard costs in the
FAS to provide actual product costs for
decision-making or to make minor changes
to the calculation of the fixed overhead,
such as excluding some or all fixed over-
head costs from a product cost for a par-
ticular decision. These adjustments are
not as extensive as those discussed by
Cooper and Kaplan, and there is no attempt
to calculate product costs that could be
described as having ABC characteristics.
Even so, the interviewees felt that these lim-
ited adjustments provide more relevant prod-
uct cost information that is different to
the financial accounting costs, which is con-
sistent with the idea that managers pro-
duce the information they need to assist
in managing their businesses.20 For exam-
ple, an interviewee from a manufacturer
of foodstuffs, whose only adjustment to
the financial accounting costs is to update
standard costs to actual costs, said:

I’m a management accountant, so I like to think
that our financial repor t ing requirements do
not drive our management reporting systems,
and we’ve been very careful to keep the two very
dist inct. Our statutor y accounts are not pre-
pared from our MASs, and similarly with prod-
u c t c o s t i n g . Ye s , t h e re i s a f u n d a m e nt a l
requirement to value your stock, so therefore
you’ve got to have a standard cost , but our
standard costs used for product cost ing are
based on management information rather than
stock valuat ion requirements.

Thus, this relat ively simple change is
regarded as providing management infor-
mation rather than financial account-
ing information.

The inter v iewees in operat ing units
using absorption costing and single sys-
tems, which state that financial account-
ing does not dominate product cost ing,
felt that the production of relevant man-
agement accounting information is the
main driver of the financial accounting
information. This is contrar y to the sug-

gest ion that management accountants
might perceive their information needs
in terms of financial accounting.21 Thus,
rather than financial accounting domi-
nat ing product cost ing, the culture in
these account ing dep ar t ments is that
pro du c t co s t i n g dom i n ate s f i n a n c i a l
account ing. For example, an inter v ie-
wee from a ceramics manufacturer said,
“I believe that management [account-
ing] information for decision-making is
f a r m o re i mp o r t a nt t h a n f i n a n c i a l
[account ing] infor mat ion. We tend to
work that way around. Most of the infor-
mation that requires financial account-
i n g w e t e n d t o a r g u e w h at w e u s e i s
management decision information.”

The argument here is that, notw ith-
standing the use of absorption cost ing,
the accounting information is produced
to satisfy product costing purposes, and
it is a lmost incidental that it sat isf ies
financial accounting purposes.

Financial accounting dominates product

costing. None of the operating units using
direct cost ing and ABC felt that finan-
cial accounting dominates product cost-
ing. For operating units using absorption
cost ing w ith single systems, for which
financial accounting is said to dominate
product cost ing , 8 of the 10 inter v ie-
wees acknowledge that there is litt le or
no attempt to consider the possibi l it y
of obtaining more relevant product cost
information. For example, an inter vie-
wee from a medical equipment manu-
facturer said:

The f inancia l account ing requirements are
really what’s driving the product costing struc-
ture, to some extent because we have to al lo-
cate al l of our overheads and such like into
there, and that’s what’s forming the basis of our
inventor y valuation from a financial account-
ing point of view. So the importance of it really
is that it’s driv ing ever y thing in our cost ing
structure to some extent. It’s certainly driving
the bottom-level numbers that we get. There-
after, we haven’t done an aw ful lot to invest i-
gate what we can do to segregate some of the
more meaningful elements of the management
accounting costs.

A n i nte r v ie we e f rom a n i ndu s t r i a l
machiner y manufacturer went fur ther
and said that he regards the preparation
of the financial accounts as being the
most important part of the accounting
function and that, consequently, all man-
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agement accounting information is sub-
servient to this. The management account-
ing informat ion is produced from the
financial accounting information and has
to be reconci led back to the financial
accounting information. He said:

The ultimate job that we have got is to produce
the financial [accounts]. That is the cor po-
rate and the legal obligat ion of our account-
ing team. The fact that you’ve then got the
spin-off of a management accounting func-
t ion there that w il l be produced from figures
that have been compiled from the financial
[accounts]. What you w il l find is that you w il l
not balance the financial [accounting] figures
to the pro duc t cost ing or the management
[accounting] information. It’s always balanc-
ing the management [account ing] informa-
tion to the financial [accounts]. The financial
[accounting] is always the driver…. Mar t in
w il l always put adjustments into the manage-
ment [accounting] side of things to make it bal-
ance back to the financial [accounts].

In these cases, the usefulness of prod-
uct cost ing infor mat ion for decis ion-
making is not an issue. The main concern
is w ith producing financial accounting
i n fo r m at i o n , a n d t h e m a n a g e m e nt
accountants perceive their product cost-
ing information needs in terms of finan-
cial accounting information. 22 In these
cases, although the relevance of product
cost ing information can be improved,
contrar y to Kaplan and his co-authors,
there is no crit icism of the dominance
of financial accounting leading to the
calculation of poor-quality product cost-
ing information. In these operating units,
the management accountants are con-
tent w ith their product costs.

For the other two inter v iewees, the
domination of financial accounting over
product cost ing arose in small operat-
ing units employ ing only one accoun-
t a nt , w h o h a s s ol e re s p ons ibi l i t y for
producing accounting information. In
t h e s e t w o c a s e s , m o nt h l y f i n a n c i a l
accounts are the only accounting infor-
mation produced because of the lack of
resources preventing the production of
separate product cost information for
decision-making. An inter viewee from
a foodstuffs manufacturer said:

The financial accounts are the only accounts
that are produced at the moment. We need to
prepare those financial accounts both for our-
selves and our parent company. That dominates
it because we’ve actually got to do it, and really
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at the moment that’s the only way, through lack
of manpower, we can actually make decisions
really. At the moment, it [financial accounting]
does dominate it because we don’t have an up-
to-date product costing. We’ve got to use the finan-
cial accounts at the moment.

Simi larly, the management accoun-
tant in a small packaging manufacturer
acknowledged the domination of finan-
cial accounting, the deficiencies of pro-
ducing only financial accounting–based
information for management account-
ing purposes, and the need to produce
more relevant product cost information
for the business. He said:

I’m the only financial ly qualif ied person in
the company. So obviously my primar y role,
like it or lump it, is to produce a set of finan-
cial accounts ever y month. If I don’t do it, we
don’t know where we are, and we don’t know
where we’re going, and, obviously, that’s the pri-
mar y function of any accounts department —
to produce the monthly P&L, and the balance
sheet, and all the rest of it. So that obviously
dominates my time and my focus for the first
two weeks of any month….And then it’s a mat-
ter of ever y thing else tags on the end. And due
to the way we’ve worked, and due to the nature
of other things that have been going on, it has
been dominated by the financial side of things.
One of my tasks for this year is to change the
focus of what I do and start moving away from
focusing on the financial stuff. Oh yes, I’ve
got to produce the financial stuff and get it done
and get it done on time, but to move to pro-
ducing more cost ing information, more mar-
ginal analysis information for decision-making
to p ass around to the sa les team and sa les
director and the production side of things. So
at the moment it is dominated by financial,
but I’ve got a task to change that around.

This was the on ly inter v iewee w ho
discussed the possibi l it y of prepar ing
relevant costs for decision-making and
producing different cost information for
different decisions.

The inter viewees in these two small
operat ing units are the only operat ing
units using single systems that acknowl-
edge the deficiencies of their single sys-
tems for the preparation of product costs
for decision-making. Their concern about
the use of financial accounting informa-
tion in product costing is not due to the
domination of financial accounting, but
rather the lack of resources to invest in a
product costing system that could produce
more relevant product costs for decision-
making. This means that only financial
account ing–based infor mat ion can be
produced because of the statutory require-
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ment to produce it, after which there are
no extra resources to produce separate
management accounting information for
use within the organization. In all of the
larger operating units using absorption cost-
ing, and with financial accounting having
an influence over product cost ing, the
inter viewees seemed relat ively content
with the financial accounting–based prod-
uct cost information and did not consider
the need to invest in a separate system or
database system or use ABC or direct cost-
ing to produce more relevant costs for
decision-making.

The interviewee from the only operat-
ing unit using a database system felt that
financial accounting dominates product
costing but not because of issues relating
to financial accounting. This interviewee
from an aerospace manufacturer felt that,
although adjustments are made to finan-
cial accounting–based product costs in
order to provide more relevant product
cost information for decision-making,
these costs cannot be used outside the
accounting department. This is because
of the problem with non-accounting staff
not being able to understand the cost
informat ion. In order to maintain the
understandabi l it y of the product cost
information, fewer adjustments are made
to financial accounting–based costs, which
reduces the availability of relevant cost infor-
mation. The preparation of more relevant
costs for decision-making is regarded as
counterproductive as it is likely to con-
fuse non-accounting staff. Thus, the issue
is not about the influence of financial
accounting over product costing, but the
lack of accounting knowledge of non-
accounting staff.

Conclusion
The findings reveal that there is l itt le
supp or t for t he not ion t hat f inancia l
accounting dominates product cost ing,
and even where it does, it appears to be
an issue of litt le concern. This is largely
because management accountants are
sat isf ied, in general, w ith the product
cost information produced. This result
is significant because the present research
s how s t h at i t hold s re g a rd le s s of t he
methods used to calculate product costs.

When operating units calculated prod-
uct costs using ABC or direct costing, the
issue of financial accounting domina-
tion was irrelevant. Operating units used
direct cost ing or ABC because this was
regarded as providing useful information
for decision-making. The emphasis on
calculat ing costs in ways that were rel-
evant for decision-making purposes was
a ls o ev ident in oper at ing units us ing
absorption cost ing w ith a product cost
system that was separate from the FAS;
to a large extent , this appl ied als o to
operat ing units using database systems.
There were more mixed results in
operat ing units using absor pt ion
cost ing w ith single systems. In the
op e r at i n g u n i t s t h at c o n s i d e re d
absorption-based product costs as
relevant costs , there was no ev i-
dence of any financial accounting
domination. Financial accounting did
appear to dominate, however, in sit-
uations where product costs were pro-
duced in a single system from financial
accou nt i ng i nfor m at ion t hat w as not
deemed capable of producing relevant
i n for m at ion for de c i s ion - m a k i ng . In
these situations, the management accoun-
tants seemed to perceive their product
cost ing information in terms of finan-
cia l account ing requirements . Never-
theless, they were st i l l sat isfied w ith the
pro du c t co s t s pro du c e d a n d d i d n o t
re g a rd t h e d o m i n at i o n of f i n a n c i a l
accounting as an issue of concern. The
only instance where financial account-
ing dominat ion caused concern about
the calculat ion of product costs was in
small operat ing units using absorption
cost ing that did not have the resources
to invest in product cost ing systems to
produce more relevant product costs for
decision-making.

In future research, it is necessar y to
emphasize the extent to which the dom-
ination of financial accounting can var y
w ith the extent to which cost informa-
t ion is used in decision-making. Thus,
in some organizat ions domination may
b e hi g h b e c au s e l i t t le u s e is m ade of
product costs in decision-making, and
then management accountants prepare
product costs using financial account-
ing information. In contrast, if product
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costs are used al l of the t ime in deci-
sion-making, they may take more care in
the preparation of product costs to ensure
that relevant costs are prepared for deci-
sion-making using methods such as ABC
or direct costing. In addition, the research
should consider if the extent of domination
varies between different decisions. For
example , i t may b e that for s o-ca l led
“impor tant” organizat ional decis ions,
tai lored product costs are prepared for
these decisions, and hence domination
is low. Whereas for more routine deci-
sions, when such costs are not prepared,
then financial accounting information
may be more likely to dominate.

In addition, it is necessar y to extend
the research to nonmanufacturing orga-
nizations to assess the extent to which
the notion of financial accounting dom-
ination exists in organizations that have
different cost structures than manufac-
turing firms and whether the results of this
research relating to manufacturing firms
are replicated in nonmanufacturing firms.

Overall, it can be concluded that there
is little evidence to suggest that the meth-
ods used to calculate product costs are
unduly influenced by financial account-
ing considerat ions. Although financial
accounting domination has been regarded
as being the reason for the lack of inno-
vat ion in U.S. management accounting
for much the 20th centur y, the results of
this research show that Brit ish manage-
ment accountants do not regard finan-
cial domination as an issue, even when
they are using t radit ional abs or pt ion
costing to calculate product costs.23 The
results demonstrate that the most impor-
tant influence on the methods used to cal-
culate product costs and the degree of
contentment w ith those costs is the par-
t icular context facing operat ing units.
Notw ithstanding the variety of contexts
i n w h i c h t h e y op e r at e , m a n a g e m e nt
accountants are general ly happy w ith
their product cost information. ÿ
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Despite the corporate world’s
gener a l ent hu s i as m for
ac t iv i t y - b as e d cos t ing
( A B C ) s ys tems , St r at ton ,
D es ro ches , L aws on , and

Hatch find that between 60 and 70 per-
cent of their ABC-user respondents feel
the “need to find better ways to allocate
cost accurately.”1 Considering that a dis-
cussion of ABC is included in practically
ever y cost accounting and managerial
accounting textbook, one would think
that the principles of ABC allocat ions
have been clearly conveyed to the read-
ers of these textbooks.

Unfor tunately, this is not the case. It
is t r ue that cost account ing and man-
a ge r i a l accou nt i ng tex t b o ok s by a nd
l a r g e s u g g e s t s i m i l a r t re at m e nt s fo r
unit- level act iv it ies (supplies , energ y,
lu b r i c a nt s , e t c . , f o r w h i c h c o s t s a r e
charge d to pro duc t s u s ing u nit - le vel

activity drivers like number of units, direct
labor hours, or machine hours), batch-
level act iv it ies (setups or sales invoic-
i n g f o r w h i c h c o s t s a r e c h a r g e d t o
products using batch-level act iv it y dri-
v e r s l i ke n u m b e r o f s e t u p s o r s a l e s
invoices , resp e c t ively) , and pro duc t-
or customer-level activities (where prod-
uct advertising or design costs are traced
or charged to product lines). The incon-
s i s te nc y a r i s e s w it h w h at to do w it h
faci l it y-level or organizat ion-sustain-
ing act iv it ies (hereaf ter, faci l it y-level
act iv it ies) where cost account ing and
manager ia l account ing textbooks dis-
ag ree on the fol low ing:
1. whether these facility-level activities

should include just manufacturing
activities or both manufacturing and
nonmanufacturing activities; and

2. whether the costs relating to these
facility-level activities should be

ACTIVITY-BASED
COSTING SYSTEMS:

SHOULD FACILITY-
LEVEL ACTIVITY

COSTS BE ALLOCATED
AND, IF SO, HOW?

PA RV E Z R . S O PA R I WA L A

PA RV E Z R . S O PA R I WA L A , P h . D. , i s a p ro f e s s o r i n t h e S c h o o l o f Ac c o u n t i n g a t G ra n d Va l l e y S t a t e Un i v e r s i t y i n
G ra n d R a p i d s , Mi c h i g a n . Hi s re s e a rc h i n t e re s t s i n c l u d e a c c o u n t i n g f o r c a p a c i t y u t i l i z a t i o n a n d s t ra t e g i c a n a l y s i s
o f i n c o m e . He c a n b e re a c h e d a t s o p a r i w p @ g v s u . e d u o r ( 6 1 6 ) 3 3 1 - 7 4 0 6 .

The primary objective is to provide current accounting students and cost account-

ing professionals a reasoned argument for why some facil ity- level activit ies

should be allocated to a product using a cer tain comprehensive activity driver.
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EXHIBIT 1 Five Best-selling Cost and Managerial Accounting Textbooks (2012)

Names of top five best-
sell ing cost and manager-
ial accounting textbooks

What do costs relating to
facil ity- or organization-
level activit ies include?

Should these costs
be allocated to the
product/service?

Blocher, E., Stout, D., Juras,
P., and Cokins, G., Cost
Management: A Strategic
Emphasis. 6th ed., (New York:
McGraw-Hill Irwin, 2012).

Only manufactur ing costs Not clear

Brewer, P., Garr ison, R.,
and Noreen, E., Introduc-
t ion to Managerial Account-
ing . 5 th ed., (New York:
McGraw-Hil l I rwin, 2009).

Only manufactur ing costs Only al locate for f inancial
repor t ing

Edmonds, T.P., Tsay, B., and
Olds, P.R., Fundamental
Managerial Accounting Con-
cepts. 5th ed., (New York:
McGraw-Hill Irwin, 2009).

Only manufactur ing costs Al locate

Eldenburg L.G. and Wolcott ,
S.K., Cost Management:
Measuring, Monitor ing, and
Motivat ing . 2nd ed., (Hobo-
ken, N.J.: John Wiley &
Sons, 2011).

Manufactur ing costs

Nonmanufactur ing costs

Typical ly not al located

Do not al locate

Garr ison, R., Noreen, E.,
and Brewer, P., Managerial
Accounting . 15 th ed., (New
York: McGraw-Hil l Educa-
t ion, 2015).

Manufactur ing and
nonmanufactur ing costs

Do not al locate

Horngren, C.T., Datar, S.M.,
and Rajan, M.V., Cost
Accounting: A Mangerial
Emphasis . 15th ed., (Upper
Saddle River, N.J.: Pearson,
2015).

Manufactur ing and
nonmanufactur ing costs

Either treatment, as long as
pros and cons of al locat ion

are recognized

Kinney, M.R. and Raiborn,
C.A., Cost Accounting:
Foundations and Evolutions .
9 th ed., (Mason, O.H.:
South-Western CENGAGE
Learning, 2013).

Manufactur ing and
nonmanufactur ing costs

Do not al locate

Lanen, W., Anderson, S.,
and Maher, M., Fundamen-
tals of Cost Accounting . 4 th

ed., (New York: McGraw-Hil l
I rwin, 2014).

Only manufactur ing costs Al locate

Mowen, M.M., Hansen,
D.R., and Heitger, D.L.,
Cornerstones of Managerial
Accounting .6 th ed., (Boston:
CENGAGE Learning, 2016).

Only manufactur ing costs Not clear

Weygandt, J.J., Kimmel,
P.D., and Kieso, D.E., Man-
agerial Accounting: Tools
for Business Decision Mak-
ing . 7 th ed., (Hoboken, N.J.:
John Wiley & Sons, 2015).

Only manufactur ing costs Not clear
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allocated to the product or merely
written off to the income statement.2

As most, if not al l , pract icing cor po-
rate cost accountants lear ned ABC in
their underg r aduate or g r aduate cost
account ing or manager ia l account ing
courses, their knowledge of ABC depends
on the treatment of faci l it y-level act iv-
ities illustrated in their textbooks. Hence,
our primar y objective is to provide cur-
r e nt a c c o u nt i n g s t u d e nt s a n d c o s t
accounting professionals who read Cost
Management a reasoned argument for
why some facilit y-level activ it ies (those
such as factor y super vision that are pri-
m a r i l y m a nu f a c t u r i n g - o r f a c t o r y -
related) should be allocated to a product
using a cer tain comprehensive act iv it y
driver, in contrast to other facilit y-level
ac t iv it ies that are pr imar i ly adminis-
t r at ive or cor por ate ac t iv it ies , w hich
should not be al located to a product. 3

This issue is impor t ant as a business
w ithout accurate product costs is l ikely
to make regrettable business decisions,
such as cont inuing to produce and sel l

an unprofitable product or prov ide an
unprofitable ser v ice.

St rat ton et a l . echo this sent iment:
“Our results provide ample suppor t for
the conclus ion that ABC metho ds do
indeed provide significant value to man-
agers. We believe the use of ABC pro-
vides companies with superior cost- and
profitabilit y-measurement systems.” 4

How do cost accounting and managerial
accounting textbooks treat costs
relating to facility-level activities?
Exhibit 1 lists the five best-selling man-
agerial accounting textbooks and the five
best-selling cost accounting textbooks in
alphabetical order and reveals those that:
1. consider faci lit y-level act iv it ies to

be manufacturing or both manufac-
turing and nonmanufacturing; and

2. recommend allocat ing costs relat ing
to facilit y-level act iv it ies, recom-
mend not al locat ing costs relat ing
to facilit y-level act iv it ies, or were
unclear about al locat ions. 5

43FACILITY-LEVEL ACTIVITY COSTS JULY/AUGUST 2017 COST MANAGEMENT

EXHIBIT 2 An Extremely Simple Situation of a Manufacturing Company: Facts and Workings
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The fol low ing sect ion evaluates the
two prominent treat ments of faci l it y-
level act iv it ies used in this sample of 10
cost accounting and managerial account-
ing textbooks.

An evaluation of the two prominent
textbook treatments of facility-level
activities
Exhibit 2 reveals an extremely simple
situat ion of the stage two allocat ion for
a manufacturing company for which all
factor y and administrat ive operat ions
(e.g. , account ing , pay rol l , and cor po-
rate management) are under the same
roof. 6 This company manufactures two
products — Product A and Product B.
Product A is assembled from basic raw
materials and requires extensive assem-
bly, whereas Product B is assembled using
finished components and hence requires
less assembly.

In addition, Exhibit 2 reveals the stage
two allocation process wherein activity
costs, along with direct material and direct
labor costs, are assigned to each product
using the following activity drivers:
• number of units produced for per-

unit inspect ions (a representat ive
unit-level act iv it y);

• number of purchase orders for pur-
chasing (a representat ive batch-
level act iv it y);

• number of design hours for design
(a representat ive product-level
act iv it y); and

• direct labor hours for two examples
of faci lit y-level act iv it ies — fac-
tor y-related and corporate manage-
ment act iv it ies. 7

While the stage two treatments for per-
unit inspections, purchasing, and design
are not an issue here, the treatments for
factor y-related and corporate manage-
ment act iv it ies are, and their different
influences on product costs are now dis-
cussed in the following two scenarios.8

Costs relating to factory-related and cor-

porate management activit ies al located to

products. Using all the data from Exhibit
2, Exhibit 3 allocates all activity costs to
Products A and B and reveals that total
costs of $363,250 and $412,750 and unit
costs of $363.25 and $103.19 are charged
to Products A and B, respectively. Unfor-
tunately, this treatment has the following
two flaws.

Allocating costs relating to corporate man-
agement activities to products. Since cor-
porate management act iv it ies have no
relationship to either product, their costs

44 COST MANAGEMENT JULY/AUGUST 2017 FACILITY-LEVEL ACTIVITY COSTS

EXHIBIT 3 Stage Two Allocations: Costs Relating to Factory and Corporate Management Activities Allocated to
Products
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cannot be considered resources used in
the manufacture and sale of these prod-
ucts. As a result, these corporate man-
agement costs should not be allocated to
the two products.

Using a volume-based activity driver to
allocate costs relating to factor y-related
activities. In contrast to corporate man-
agement act iv it ies, costs relat ing to fac-
tory-related activities should be included
in the cost of each product since these
factor y-related costs represent resources
used in the manufacture of these prod-
ucts. However, the problem is in deter-
mining the appropriate activity driver to
a l l o c ate t h e s e co s t s . O u r e x a mpl e i n
E x h ibi t 2 a l l o c ate s t h e s e co s t s u s i n g
direct labor hours, thereby implying that
Products A and B used factor y-related
act iv it ies in a rat io of 3:1 (9,000 direct
labor hours for Product A vs. 3,000 direct
labor hours for Product B) because the
work done in the factor y was 75 percent
for Product A and 25 percent for Prod-
uct B. Unfortunately, that assumption is
not cor rect because the work done in
the factory was not only direct labor–ori-
ented but also included inspections, pur-
chasing, and design, all of which favored
Product B. 9 As a result, ignoring act iv i-
ties such as inspections, purchasing, and
design could have effect ively overstated
the al locat ion of the costs of factor y-

related activities to Product A and under-
stated the allocation to Product B. Hence,
a more appropriate activity driver would
find some way to incorporate the influ-
ences of these three omitted activit ies in
the al locat ion of the costs of factor y-
related act iv it ies. 10

Costs relating to factory-related and cor-

porate management activit ies not al located

to products. Using the data from Exhibit
2, Exhibit 4 al locates al l act iv it y costs,
except those related to factor y and cor-
porate management act iv it ies, to Prod-
ucts A and B and reveals that total costs
of $288,250 and $387,750 and unit costs
of $288.25 and $96.94 are charged to
Products A and B, respectively. Not allo-
cat ing the costs relat ing to cor porate
management ac t iv it ies to pro duc ts is
appropriate since, as discussed prev i-
ously, these act iv it ies do not in any way
contribute to the manufacture and sale
of the two products.

On the other hand, not allocating the
costs of factory-related activities to prod-
ucts is not appropriate since these activ-
ities do contribute to the manufacture of
the products, and as discussed, these costs
should be allocated to the products even
though such allocation may use a flawed
activity driver like direct labor hours.

As might be expected, the total costs
charged to each product and its respective

45FACILITY-LEVEL ACTIVITY COSTS JULY/AUGUST 2017 COST MANAGEMENT

EXHIBIT 4 Stage Two Allocations: Costs Relating to Factory and Corporate Management Activities Not Allocated
to Products
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unit costs var y between the two interpre-
tations, as one interpretation allocates all
costs relating to facility-level activities to
the products whereas the other does not.
Since both interpretations are inconsistent
w ith cost account ing and manager ia l
accounting principles, the following sec-
tion recommends an interpretation more
in concert with these principles.

What do we recommend?
This article recommends that costs relat-
ing to corporate management act iv it ies
should not be allocated since these activ-
it ies do not contribute in any way to the
manufacture and sale of the product. On
the other hand, it is recommended that
costs relat ing to factor y-level act iv it ies
should be al located to products since
these activities do contribute to the man-
ufacture of the products. However, there
is just ifiable concern that act iv it y dri-
vers (such as direct labor hours) do not
always represent al l the work done in
the factor y for each product.

What if there was a methodolog y that
could incorporate al l the work done in
the factor y (i.e., direct labor plus act iv-
it ies such as inspec t ions, purchasing ,
and design)? Since the act iv it y drivers
for these four act iv it ies are dif ferent,

they are not addit ive. Hence, the best
way to determine the work done in the
factory is to add the costs of all these activ-
ities. Actually, the 1998 John Deere Com-
ponent Works (A) case used value-added
costs to al locate costs relat ing to fac-
tor y-related ac t iv it ies to pro duc ts . 11

Hence, the employ ment of value-added
costs al lows the inclusion of al l act iv i-
t ies (i.e., direct labor, inspect ions, pur-
chasing , and desig n) that presumably
influenced the costs of factor y-related
act iv it ies. 12

Using the data from Exhibit 2, Exhibit
5 allocates unit-, batch-, and product-level
act iv it y costs, as done in Exhibits 3 and
4. However, the value-added costs for
Products A and B need to be determined
in order to al locate the costs relat ing to
factor y-level activities. The value-added
costs in the factor y for Product A include
a direct labor cost of $180,000, an inspec-
t ion cost of $3,000, a purchasing cost of
$2,500, and a design cost of $2,750 for
a tota l va lue-added cost of $188,250.
Similarly, the value-added costs for Prod-
uct B can be determined at $87,750, lead-
ing to total value-added costs for both
produc ts of $276,000. Since the costs
relat ing to factor y-level act iv it ies are
$80,000, the factor y-related costs per
value-added dollar are about $0.29, lead-
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EXHIBIT 5 Stage Two Allocations: Costs Relating to Factory Activities Allocated but Costs Relating to Corporate
Management Activities Not Allocated to Products
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ing to allocations of $54,565 and $25,435
for Products A and B, respect ively.

Hence , E x h ibit 5 re ve a ls t hat tot a l
costs of $342,815 and $413,185 and unit
costs of $342.82 and $103.30 are charged
to Products A and B, respectively. Not sur-
prisingly, these total and unit costs are
different from those computed in Exhibits
3 and 4, as al l three interpretat ions are
different.

Summary and conclusion
Exhibits 3, 4, and 5 reveal that using dif-
ferent methods of treating the costs relat-
ing to facility-level activities can produce
widely different total costs and unit costs
for Products A and B, thereby leading to
potential problems for business decision-
m a k i ng . We su g ge s t t h at t he i s sue of
whether and how the costs relat ing to
facility-level activit ies are allocated be
resolved as follows: First, costs relating
to corporate management activities should
not be allocated because corporate man-
agement activities have no relationship to
either product, and hence its costs can-
not be considered resources that were
used in the manufacture and sale of these
products. In contrast, the costs relating
to factor y-level activities should be allo-
cated, as they represent resources that
were used in the manufacture of these
products. In addition, we suggest that a
comprehensive act iv it y driver, such as
value-added costs, be used to al locate
costs relating to factor y-level activities
to different products. ÿ

NOTES
1Stratton, W.O., Desroches, D., Lawson, R.A., and

Hatch, T. , Act iv i ty-based cost ing: Is i t st i l l re le-
vant? Management Accounting Quarter ly 10, no. 3
(2009): 36.

2While we use a manufacturing environment to deter-
mine faci l i ty- level act iv it ies with costs that should
be al located or written off, the principles outl ined
here apply equal ly to a nonmanufacturing or ser-
vice environment.

3The cor respond ing fac i l i ty - leve l cost to factory
supervision in a cert if ied publ ic accounting (CPA)
f irm would be the off ice manager, one whose job
would be to ascertain that appropriate faci l i t ies are
avai lable to support the accounting professionals
in their audit, tax, and other responsibi l i t ies. The
corresponding corporate faci l i ty- level act iv ity in a
CPA firm would be the managing partner, one whose
responsibi l i t ies, among others, include planning
the firm’s future strategy, maintaining cl ient rela-

t ions, and being the outside partner, ( i .e. , the face
of the firm to the outside world). In a smaller CPA
firm, a senior partner might take on the dual role
of off ice manager and outside partner. In this case,
such an individual’s compensation relat ing to his
or her duties as the off ice manager should be al lo-
cated to the audit, tax, and other activities, whereas
that relat ing to his or her duties as the managing
partner should not be al located.

4Op. cit . note 1, p. 39.
5The names of the f i ve bes t - se l l i ng manager i a l

accounting textbooks and the five best-sel l ing cost
accounting textbooks for 2012 were provided by one
of the major textbook publishers. It is possible that
other textbook publ ishers could have used l ists
and years revealing the names of textbooks that are
different from the ones used here. However, the
divers i ty of t reatments exhib i ted in the chosen
sample in Exhibit 1 strongly suggests that such
diversity would be present in any other l ist of best-
sel lers.

6According to Brewer, Garrison, and Noreen, “In the
f i rst stage, overhead costs are assigned to the
activity cost pools. In the second stage, the costs
in the activity cost pools are al located to products
using activity rates and activity measures.” Since
this art ic le relates to faci l i ty- level act iv it ies and
whether and how their costs should be al located
to products, we concentrate on the second stage;
Brewer, P., Garr ison, R., and Noreen E., Introduc-
t ion to Managerial Accounting . 5 th ed., (New York:
McGraw-Hil l I rwin, 2009).

7Some textbooks include direct materials and direct
labor as unit- level act ivit ies; see: Kinney, M.R. and
Raiborn, C.A., Cost Accounting: Foundations and
Evolut ions . 9 th ed., (Mason, O.H.: South-Western
CENGAGE Learning, 2013). Others appear to l imit
the definition of unit-level activities to overhead activ-
it ies; see: Lanen, W., Anderson, S., and Maher, M.,
Fundamentals of Cost Accounting . 4 th ed., (New
York: McGraw-Hi l l I rwin, 2014). Since the treat-
ment of direct materials and direct labor is not an
issue here, we adopt the second interpretation and
l imit the definit ion of unit- level costs to overhead
activit ies.

8We assume that al l act iv it ies that can reasonably
classified as unit-level, batch-level, and product-level
have already been so classif ied. Hence, we focus
on the remaining activit ies ( i .e. , those that cannot
be so conveniently classified since they have no causal
relat ionship with an activity driver) .

9Units produced are in the rat io of 1:4 (1,000 units
of Product A vs. 4,000 units of Product B), purchase
orders are in the rat io of 1:3 (100 purchase orders
for Product A vs. 300 purchase orders for Product
B), and design hours are also in the ratio of 1:3 (200
design hours for Product A vs. 600 design hours
for Product B).

10 Using direct labor hours in this example is not a val-
idat ion that direct labor hours are an appropriate
activity driver for al l costs relat ing to faci l i ty- level
activities, but a recognition that using even a flawed
activity driver ( l ike direct labor hours) is preferable
to not using one and, consequently, not al locat ing
any costs relating to factory-level activit ies to each
product.

11 Kaplan, R.S., “John Deere Component Works (A).”
Harvard Business School Case 187-107 (May 1987);
th is va lue -added methodo logy is ment ioned in
Lanen, Anderson, and Maher (Op. cit. note 7 Lanen,
p. 337).

12 Applying this methodology to a service environ-
ment l ike a CPA firm could require the CPA firm to
use either the total direct costs or the total bi l l ings
from its audit, tax, and other act iv it ies as the base
and al locate the salary of the firm’s off ice manager
to audit , tax, and other act iv it ies in the rat io of
total direct costs or the total bi l l ings.
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We welcome the submission of articles
on any topic related to cost management.
Case studies are also welcome.The article
should be written with an eye toward aid-
ing the reader in improving the financial
and nonfinancial performance of his or her
business using cost management techniques.

Manuscripts for publication, and cor-
respondence relating to them, should be
sent to:

Paul Sharman Editor in Chief
Cost Management
5070 Spruce Avenue
Burlington, Ontario,
L7L 1M8, Canada
psharman@focusedmanagement.com

While the utmost care will be given to
all manuscripts submitted, we cannot accept
responsibility for unsolicited manuscripts.
Articles accepted for publication are sub-
ject to editorial revision.

Articles must include a brief author bio
and an Executive Summary. It is strongly sug-
gested that articles end with a “Conclu-
sions” paragraph. Articles must be submitted
in an electronic format (MS Word). E-mails
are welcome.

If sending through the regular mail or
special delivery service, please include a
diskette of the article fi le, along with a
hard copy. Ar t i c les should be double -
spaced with liberal margins. Length should
be 20 to 25 pages.

Within your article, use many headings
and subheadings to break up and empha-
size your points. Type all headings flush
with the left-hand margin. Endnotes are used,
not footnotes.

Illustrations and graphs (exhibits) accom-
panying manuscripts should be supplied in
black laser-printed form. These exhibits
should contain a minimum of shading and
other design elements.

Typewritten or freehand lettering is not
acceptable. All lettering must be typeset.
Do not staple or paperclip il lustrations. If
possible, place all i l lustrations between
sheets of cardboard before mailing, to pre-
vent folds.

Please include electronic files for these
exhibits, saved in one of the following for-

mats: .eps, .tif, .gif. Exhibits may be edited
for content.

If you are reprinting in your article any
previously copyrighted material, the pub-
lisher must have letters of permission to
reprint from the copyright holder. These
letters must be submitted together with
the manuscript.

Except in rare cases, Cost Management
only publishes articles if they have not yet
appeared or been accepted for publication
elsewhere. There is generally no objection,
however, to having articles that appear in
this publicat ion reprinted in other non-
competitive publications at a later date if
appropriate permission is requested from
us at that time.

Style. Contributors are writing for an audi-
ence with varying degrees of knowledge.
Therefore, when addressing sophisticated
or complex issues, your writing should be
sufficiently clear to be useful to nonex-
perts. Assume that some readers will not
have specific knowledge of the particular
topic being discussed. All readers, whether
expert or not, do need guidance on rela-
tively complex questions and, at times, on
the more basic ones.

Article titles should be kept short and
to the point.Each article requires a strong
organizational structure. Be sure to state
the main point(s) of the article at the out-
set rather than at the end. Avoid unnecessary
modifiers and qualifying phrases. Always
choose the simplest word that is accurate.
I l lustrate the concepts presented in the
article with narrative or dollars-and-cents
examples, step-by-step checklists, side-
bars, tables, and charts . These devices
help readers apply the information and
make it easier for them to grasp the con-
cepts. Headings should be kept short, yet
stil l guide the reader through the discus-
sion. Use sidebars to break up the text and
enhance your article. Sidebars can high-
light additional information; explain a con-
cept further; offer tips, suggestions, and
cautions; compare advantages and disad-
vantages; and present checklists. Sidebars
can also contain information that is use-
ful to the reader but does not fit into the
organizational structure of your article.
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Right now, you’re reading
about the newest tax
developments delivered
straight to your inbox.

Right now, you’re sending
over hard to find tax
information to your client
or company in seconds.

Right now, you need the
most accurate, up to date,
and easy to find information
on tax law.

Right now, you don’t have
time for much else.

Thomson Reuters Checkpoint: 
When you need all the right information, right now.

Tax.ThomsonReuters.com/Checkpoint
© 2014 Thomson Reuters/Tax & Accounting.All Rights Reserved.
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Adapt to a changing landscape
Tax law is alive. It is constantly changing, growing and evolving. That’s why it’s not enough
to just keep up with these shifts. Today’s demands require immediate, actionable research
that breathes life into continually morphing regulations. But what if you could get the whole
picture of a tax research question in one place? And what if you could use that knowledge
to open up a new world of revenue opportunities?

See the clarity, color and context you need to fully understand each business tax issue
and take action with award-winning Thomson Reuters Checkpoint Catalyst.

“We’ll look at a transaction or a question that a tax payer or a client has, and we find
ourselves branching out into other new areas because of Checkpoint Catalyst.”
          — Kym Anderson, CPA, CVA, CGMA, Director, Jones & Company

Checkpoint Catalyst®

Get your free trial at checkpointcatalyst.com

©2017 Thomson Reuters
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