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A variety of concepts and tools exist which can assist in
improving the performance of an organisation's value
chain.

The Management Accountant plays a key role in
providing information about internal value chain
activities, suppliers and customers which allows
management to identify opportunities for redesigning
or fine-tuning activities to maintain the competitive
position.

TECHNIQUES
FOR CREATING AND
MANAGING VALUE
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Recognises that different Cost per unit is more accurate,

activities drive (create) as different cost drivers are

costs. more realistic than assuming
that costs are just driven by
volume.

Part A: Activity-
Based Costing (ABC)

and cost management Management (ABM) § Management (BPM) value chain analysis
Volume versus variety Cost analysis in the modern business

= Short-term variable costs that vary with production

volume.
;hee mgor;l pl'tilos::phy of manufacturing in variety leads to an increase in ®  Lonticmvanable sostjoiten cosis of soppoit
= sl kel activities) that vary according to the range and
Cost control requires that costs of support activities are related to products complexity of production.
via their causal factors. 1
N ol Cost drivers
The ABC approach is to relate the cost of support activities to cost drivers.
cwll Total cost
i Variety - '
per unit
aosts ABC and decision-making
ABC can assist with strategic decisions such as:
Volume = Pricing strategy.
costs = Make or buy decisions.
o = Promoting or discontinuing products or parts of
Volume increasing the business.
Variety increasing = Developing and designing products.

ABC is extensively used in the services
sector, not just in manufacturing.

Volume costs are falling due
to economies of scale.




ACTIVITY-BASED COSTING (ABD)

PART A

An alternative is time-driven ABC
(TDABC) - resource activity is
measured in terms of the total
potential usable/available time -
so cost of idle time can be
ascertained.

Such as inspection costs,
maintenance costs.

Part A: Activity- Part B: Strategic revenue Activity-Based Business Process Social and environmental
Based Costing (ABC) and cost management Management (ABM) § Management (BPM) value chain analysis

The ABC process overheads >

Use resource

Use resource
cost drivers

Y /

cost drivers Cost pools for
Y support
Primary activities are Cost Is activities
performed directly for ... ostpoolsior | -

products/services/customers. primary activities

Use activity
cost drivers

Activity cost driver rates are calculated as
total cost of activity + activity driver

Support activities create the
environment that enables
primary activities to be
performed.

Cost

Cost absorbed = activity cost driver rate x h
objects

amount of activity consumed by cost object

Merits of ABC Criticisms of ABC

= Absorption costing tends to allocate too great a = More complex than absorption costing.
proportion of overheads to high-volume products = Tends to burden low-volume (new) products so threatens
(which cause relatively little diversity) and too innovation.
small a proportion to low-volume products = Can one cost driver explain the behaviour of all the items in a
(which cause greater diversity and use more cost pool?
support services), whereas ABC traces a more = Arbitrary cost apportionment needed for eg rent and rates.

appropriate amount. This has implications for
pricing.

= |deally suited to customer profitability analysis : : :
(CPA) and can be used in service organisations. Factors affecting of design and adoption of
. ) ABC
= Helps with cost reduction.

= Takes product costing beyond traditional factory Operational diversity/complexity.
floor boundaries and considers overhead Strategic/tactical importance of cost.
functions, such as product design and quality Intensity of competition.
control. Unused capacity.
= Can use TDABC if the total cost of idle time is Implementation of ABC can be viewed as a project. Evaluate
needed; this gets lost with normal ABC the costs/benefits using an appropriate discount rate.

= |dentifying cost/benefits of implementing ABC is problematic

Takes all overheads into account,
including non-production overheads
such as customer services.




Part A: Activity- Part B: Strategic revenue Activity-Based Business Process Social and environmental
EEECL ST (WE | and cost management Management (ABM) | Management (BPM) value chain analysis

Time-driven activity-based costing (TDABC) ABC vTDABC
Kaplan and Anderson (2007) - less complex and costly system ~ ® ABC allocates all costs of a resource to
than ABC products
Step 1 - Identify all organisational resources u :‘DAI?E: ongc il[lsocatgs costs of available
me to produ
— Calculate total cost and capacity of each resources TDABCih 0 o _
i : n erefore recognise and quanti-
S el $ fies idle time costs
Total resource cost ($)
TDABC based f empl
Total available capacity (minutes) " o sed surveys of employee

(not including training time etc)

Step 2 - Estimate time taken for each unique activity carried
or by the resource and multiply by CCR

— Each additional element of task complexity attracts
an incremental cost based on additional time taken.

A simplification of ABC with a single focus on 'time
Looks at practical capacity, not theoretical capacity.
Key inputs:

] cost per time Unit of capacity
) the time units taken for an activity.




STRATEGIC REVENUE AND COST

PART B

MANAGEMENT

Part A: Activity-
Based Costing (ABC)

Product _|
features

There are two forms of
product functionality of
interest to customers: hard
functions and soft functions

Part B: Strategic revenue
and cost management

Activity-Based
Management (ABM)

Business Process Social and environmental
Management (BPM) value chain analysis

Pricing
role of =
SMA

Generic

Basic value required
(e.g. a drink to satisfy thirst)
which is indistinguishable
from any other beverage

(e.g. a stand
milk in 600

Specified

Value received in conformity
to contract specifications

ard flavoured
ml cartons)

Augmented

Added value which extends
beyond minimal expectations
(e.g. a deluxe flavoured milk in
500 ml plastic bottles

\

]

L ]

Cost plus

Price at com

petitive parity

Price at value to client

A J

\

i

]

Reduce cost

Estimate competitor’s price

Estimate customer value




Understanding life cycle costs helps
determine opportunities for cost
reduction, especially pre-production
decisions where many of the
subsequent costs are determined.

Takes selling price as given
by market so, to achieve a
desired profit margin, costs
must be at or below target
cost.

Part B: Strategic revenue
and cost management

Part A: Activity- Activity-Based Business Process Social and environmental
Based Costing (ABC) Management (ABM) § Management (BPM) value chain analysis

\ Life cycle costing Target costing
The target costing process
Determine currently- | Determine product
achievable cost concept
A Y
Establish target
price Establish
desired profit
margin
1 Set target
cost
‘ Calculate cost gap ‘
\j
| Try to close the gap |

Kaizen costing

Standard costing vs Kaizen costing

Kaizen costing process
o \ ~ ~
Current year Used for ... cost control cost reduction
Actual cost : base cost :
performance IZ e .
atend of 1| Kaizen goal:
previous year 1 cost reduction Actual
! amount cost
1 ., 1 reduction
i L amount | Standards/cost every 6-12 months  monthly
1 1 i
1 7’ H reduction targets are
1 Cost base | set
1 for next year |
1 1
1 1
1 1 <
+ Time
31.12.X0 31.12.X1 -0
Key Actual cost port ; . Employees are ... the cause of the source of
------- ctual cost performance of current year ;
Kaizen goal: cost reduction rate problems solutions

Kaizen provides

opportunities for in-
production cost

Variances don't work as
standards keep

improvements.

Kaizen is Japanese
for 'improvement'.

changing.




ACTIVITY-BASED MANAGEMENT (ABM)

Takes ABC cost analysis and
uses it to improve
organisational profitability.

Focuses management attention
on key value-added activities
(which enhance value to customer
and to customer satisfaction), key
customers and key products.

~

Part A: Activity-
Based Costing (ABC)

Activity-hased management (ABM)

Aspects of ABM

Part B: Strategic revenue Activity-Based Business Process
and cost management VELELEL LR B Management (BPM)

Social and environmental
value chain analysis

Cost reduction (controlling/reducing the incidence of cost drivers) and process improvement.
Activity value analysis:

- Value-added and non-value-adding.
- Eliminate non-value adding activities to reduce costs without affecting revenue.
— Core/primary, support and diversionary/discretionary.

Design decisions (providing cost driver information to ensure production of low cost products
meeting customers' requirements).

Cost driver analysis.

Continuous improvement/Kaizen (eliminating non-value-added activities).

Performance evaluation (using measures relating to volume, time, quality and cost driver rates).
Benchmarking (internal, functional, competitive and strategic).




Popular in the 1990s as a
technique for rethinking
business processes and
reducing value chain costs.

Part A: Activity-
Based Costing (ABC)

Part B: Strategic revenue
and cost management

Activity-Based ST EEER GLEEERE Social and environmental
Management (ABM) [LELERTEE(=1 )] value chain analysis

Business process management (BPM)

Business Process

Management

A process is a collection of activities that takes one or
more kinds of input and creates an output.

The organisation

— ;; Sgaid et
Inputs \ / environmental impact
= People \ - Outputs
»  Materials / &
= Money = Services
= |nformation — > = Profits
—.] L = Taxes

Aim: fundamental
examination of all parts of a
process with the intention of
lowering the value chain
cost.




CSR has increased the
need for organisations to
consider social and
environmental impact of
activities.

Part A: Activity- Part B: Strategic revenue Activity-Based I S (LI (Social and environmental
Based Costing (ABC) and cost management Management (ABM) § Management (BPM) value chain analysis

\ Social and environmental value chain analysis

_~ Underestimates cost of poor environmental behaviour

Traditional ) . Poor management
management™ Underestimates benefits of improvements decision-making
accounting ~~ Distorts and misrepresents environmental issues Managers are unaware of

™ Classifies environmental costs as general overheads q - these costs, have no

Social and environmental value chain analysis attempts to make all LT:;?;;] g?g\:]m anvah:l%h o
relevant, significant costs visible so that they can be considered in S b aics e
business decision making using: '

= |nput/output analysis —=  Product pricing
e e —( S
= Life cycle costing — —a  Setting performance targets




SOCIAL AND ENVIRONMENTAL VALUE CHAIN ANALYSIS

Organisations may need to
invest in upstream (supplier)
monitoring activities to ensure
that suppliers not only commit
to, but also continually comply
with, environmental and social
expectations.

Part A: Activity-
Based Costing (ABC)

Part B: Strategic revenue
and cost management

Supplier costs

= Purchasing. = Poor quality.
= Delivery failure. = Holding inventory.

Global suppliers

Cheaper labour.
= |ower tax.
= Economies of scale.
= But quality concerns. These can be managed by:

— Seeking ISO accreditation status from potential suppliers:

e.g. ISO 9000 Quality Management; ISO 14000
Environmental Management; 1ISO 26000 Social
Responsibility; ISO 3100 Risk Management.

- Ensuring suppliers comply with a code of conduct.

Activity-Based
Management (ABM)

Business Process
Management (BPM)

Social and environmental
value chain analysis

Supplier management

Strong relationships:

Minimise disruptions.
Generate ideas for improvement.

Improve coordination of production
and logistics — making JIT a reality.

Supply chain disruption

Supplier failure.

Logistics failure.
Natural disaster.
Geo-political events.




SUPPLIER

MANAGEMENT

Supply chain costs

Purchasing
Delivery failure
Poor quality
Holding inventory

Supplier failure, logistics
failures, natural disasters
and geo-political events can
all disrupt the supply chain

Outsourcing
and offshoring

Customer Profitability
Analysis (CPA)

Total Quality
Management (TQM)

Strategic
Operational

Legal and regulatory
Financial

UPSTREAM ACTIVITIES

PART C

Supplier management

Closer relationships with suppliers reduces risk,
builds partnerships, opportunities to improve.
But: may weaken your negotiating power.

Supplier selection

= Cost v quality balance Reduce risks
= Single or multisource Identify opportunities for improvement

During the selection process assess ability, expertise, Mutually beneficial _ '
experience Suppliers that are more responsive and adaptive
to your needs

®  More trust: less checking needed

Global sourcing issues: - culture and
language

= Differernt legal and political jurisdictions

m  Little interpersonal interraction

»  Potential reputational damage (e.g. sourcing from
low labour cost locations)

Can be addressed with codes of conduct

Various ISO standards exist.
Accreditation of suppliers
improves the reliability of the
supply chain, for example
ISO9000 Quality management




TQM is the process of applying a zero defects

philosophy to the management of all resources Focus on prevention of —_—
and relationships within an organisation, as a defects rather than putting

means of developing and sustaining a culture of them right afterwards.

continuous improvement which focuses on

meeting customer expectations.

Part C: Upstream activities: Total Quality Outsourcing
Supplier management [EVELTN R el )l | and offshoring

Customer Profitability
Analysis (CPA)

~~ Total Quality Management (TQM) Measuring and controlling quality

i
2.
3

Employees and quality

Two hasic principles of TQM

Internal customers and suppliers

—a  Cost of prevention:
Costs incurred prior to or during
; production in order to prevent
Cost of quality substandard or defective products/
services from being produced.

Cost of appraisal:

Costs incurred in order to ensure that
outputs produced meet required quality
standards.

Cost of internal failure:

Costs arising from inadequate quality
which are identified before the transfer of
ownership from supplier fo purchaser.

—=a  (Cost of external failure:
Costs arising from inadequate quality
discovered after the transfer of
ownership from supplier to purchaser.

Internal and external failure costs are 'non- =
conformance' costs. These costs are likely to be high.

Prevention and appraisal are 'conformance’ costs.
Expenditure here is likely to reduce failure costs and
hopefully reduce costs overall.




OUTSOURCING AND OFFSHORING

Specialist contractors can
offer better quality and
efficiency than if you tried to
do everything yourself.

Common activities include IT,
legal advice, HR, logistics and
market research, though
these can represent quite
high risk activities in certain
organisations.

Part C: Upstream activities:
supplier management

Total Quality
Management (TQM)

Outsourcing
and offshoring

Customer Profitability
Analysis (CPA)

— Choosing activities to outsource
An activity is a candidate for outsourcing unless the organisation must control it to maintain its competitive
position, or if the organisation can deliver to a level comparable with the best organisations in the world.

Activities should be risk assessed before a decision to outsource is made. Low risk activities are usually
appropriate for outsourcing, eg:

= Facilities and network management = Security services
= Temporary staffing = Catering
= Payroll

DO NOT OUTSOURCE STRATEGICALLY IMPORTANT ACTIVITIES.

Never outsource Strategic

direction

Outsource under tight control Internal audit, HR and
legal advisory services

IT sharing
Outsource under service-level Logistics, call centres, helpdesks, data centres,
performance agreements manufacturing of parts or products
Low outsourcing risk Facility management, network management, temporary staffing
Payroll, security services and catering

Offshoring

In an effort to cut costs, many organisations are now offshoring all or part of their manufacturing and service chains to
low labour cost countries.

Pros and Cons

Relationship management (covering contract

V] Frees up time Can be more expensive management, project management and

[ Should be cheaper Lost skills supplier management) is critical here:

[V] Take advantage of expertise Commercial sensitivity = Specification of service and standards.
No guarantee of quality = Performance measurement.

An example would be
a bank's call centre.




More money can be spent ]
on marketing for the most Aim to:

profitable groups. D Eliminate unprofitable

customer groups.

D Or change the way sales
are made to them.

Part C: Upstream activities:
supplier management

Total Quality
Management (TQM)

Qutsourcing
and offshoring

Customer Profitability
Analysis (CPA)

— Customer profitability analysis (CPA)
o anlysi ofthe rvenuesand st assaled withspcffc ostomers o customer gowps.

The relative profitability of specific customers/ Profits Customer type
customer groups can be assessed, and High Passive * Costly to service T
strategies aimed at attracting and retaining the *  Product crucial to customer i= Paytopprices -~
. . = Good match to supplier H -7
most profitable customers implemented. : L
A io_--7 B
Customers ca Netmargin | e e
o . realised Inexpensive to service .77 i Aggressive
= The aim is to attract as many accepting = Pricesensive .- i = Customer levarages buying power
customers as possible. = Eew special P s e Low Plrioel and highly customised
emandg - : specifications
= Many large retail organisations fall into the T e : D
demanding category. Low . :
Low High
Limitations of CPA Cost to serve Losses
The extent of customer profitability is dependent on the
= The allocation of common costs is arbitrary amount by which the net margin realised from sale
= The treatment of unavoidable or committed costs exceeds the customer-specific costs.

Advantages of CPA

Identifies unprofitable customers and products.

= |dentifies whether poorly performed customer service causes
some customers to become unprofitable.

= Focuses management attention on improving profitability for
both customers and products.

Due to their very stringent
product and order
turnaround requirements.




Costs are then linked into
individual customers or
customer groups to
determine their profitability.

Part C: Upstream activities:
Supplier management

Total Quality

[elii: V1 /AT Customer Profitability
Management (TQM)

and offshoring Analysis (CPA)

CPA and ABC

The necessary analysis of costs can be successfully
carried out using ABC cost drivers.

Unprofitable customers identified by CPA should be
persuaded to alter their buying behaviour (eg
discouraged from placing lots of small orders).

The ABC approach also highlights where cost :
reduction efforts should be focused (eg reduce cusmmer |i|'e CVC|BS

ordering cost). Customers can be costed over their life cycle and
expected future cash flows discounted.

Managing and retaining unprofitable customers

= |deally, transform an unprofitable customer into a profitable one by:
— Increasing the realised net margin.
- Reducing the service cost.

= Usually an organisation will choose to focus only on profitable customers, and those that have been made
profitable.

= But may choose to retain unprofitable customers if:

- Currently loss-making but new and growing: potentially profitable in future.
- Provide qualitative benefits eg leading edge technology or marketing.
- Highly reputed.

Could maybe give
discounts for bulk
buying.

Promotional expense is front
loaded; sales grow with
time and later purchases
may be more differentiated.




