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THE CURRENT STATUS OF
ACTIVITY-BASED COSTING:

AN INTERVIEW WITH
ROBIN COOPER AND ROBERT S. KAPLAN

Where is ABC on the path to total implementation?

BY ALFRED M. KING, CMA

Robin Cooper and Robert S. Kaplan
have been pioneers in the field of activi-
ty-based costing (ABC) and have writ-
ten numerous articles on the subject over
the past five years. Prentice-Hall has re-
cently published their latest textbook, De-
sign of Cost Management Systems:
Text, Cases, and Readings. In this in-
terview with Alfred King, senior vice
president of Valuation Research Corpo-
ration and formerly a managing direc-
tor of IMA, they review the background
of ABC, some of the effects it has had on
business, ways in which its focus has
changed, and its future prospects.

After five years of experience
with activity-based costing,
you have had real-world

Robin Cooper

practice with a number of compa-
nies. What are some of the major
types of decisions which you feel
can be made more knowledgeably
with cost management systems that
rely upon activity-based costing
principles?

RC: Most of the early benefits we ob-
served related to managing the mix of
products and customers. A well-de-
signed ABC system provides manag-
ers with a better understanding of the
way profits are generated at both the
product and the customer level. Man-
agers can take advantage of this under-
standing and increase profitability by
getting rid of unprofitable customers
and products or transforming them in-
to profitable ones and attempting to
sell more to the profitable ones.

RSK: We certainly started our work
with a focus on managing product and
customer mix, and that continues to be
an important strategic application of
ABC. In the last few years, however,
we have seen the numbers coming
from the activity-based cost analysis
being used in conjunction with process
improvements. By measuring the
costs of business processes such as
purchasing, taking a sales order, mov-
ing materials, and inspection, people in
some companies for the first time have
seen how costly some of these activi-
ties are. Now they are directing their
improvement efforts to reducing the
cost of performing many of these activ-
ities. Even better, they are attempting
to understand some of the fundamen-
tal drivers of these activities and per-
haps eliminate the need to perform
some activities entirely.

Some people feel that companies
are trying to move into a JIT environ-
ment anyway and that they don’t need

activity-based costing to do so. These
people fail to realize that many oppor-
tunities exist to apply continuous im-
provement activities. Without a finan-
cial model, many efforts may get
directed to areas where there is not a
lot of spending and where the gains
from improvement are not that high.
So developing an activity-based cost
model first helps managers to set pri-
orities. It lets them see where most of
the dollars are being spent, what the
fundamental drivers of those process-
es are, and where, if you can make
changes, they can get big payoffs.

So ABC has turned out to be helpful
for both focusing managerial attention
and setting priorities for continuous
improvement efforts. After the fact,
ABC provides validation about the sav-
ings from successful cost reduction
programs. What are the real cost sav-
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ings from reducing setup time or in-
spection activities or from shortening
material-handling distances? We have
found that activity-based costing and
continuous improvement programs
work extremely well together and are
highly compatible.

ABC also promotes improved de-
sign for manufacturability programs.
The ABC analysis reveals that com-
plex and unique product designs can
lead to high manufacturing and sup-

ticularly those with relatively short
product life cycles, are using results
from the activity-based costing analy-
sis to influence design decisions of
their engineers.

ly short, you don’t have enough time
to correct a poorly designed product

gives these firms, which are selling
their design skill as much as their
products, the ability to fine tune that

low-cost, high-quality products that
meet their customers’ needs.

What are some of the signif-
icant decisions or actions

nies you have worked with? In oth-

with this kind of ABC analysis?

priate actions that companies have
taken?

RSK: We have seen firms eliminate
some of their low-volume customers
from whom they can’t get price in-

creases. Sometimes they are able to
put surcharges on small orders. We

early, though. Most firms haven’t yet
gotten large benefits that are easy to
measure because it is still early in the
process.

ABC is not just getting the num-
bers. For an ABC program to be suc-

ple to buy into the actions, and that
takes time. Then they have to imple-
ment the actions, and that takes time.
Then they have to take the next stage
of action, either to use the excess ca-

tem. To go from an ABC analysis to
bottom line profit improvement re-
quires a whole set of linked steps.

RC: It’s important to realize that ABC
triggers actions but by itself does not
cause savings to occur. If the ABC sys-
tem is well designed it adds to mana-
gerial intuition, enabling people to put
energy where previously they may not
have put it. The new actions are really
a mixture of the economic insights
provided by the activity-based system,
plus managerial intuition.

port expenses. Several companies, par-

ABC triggers
actions but by itself
does not cause
savings to occur.

RC: When product life cycles are real-

before it is replaced by a new one. ABC

skill, to become proficient at designing

you have seen in the compa-
er words, what are some of the real
“bottom line” dollars-and-cents re-
sults that companies have achieved

What have been some of the appro-

are seeing ABC provide the climate for
these improvement activities. It is still

cessful, organizations have to get peo-

pacity that has been created or to man-
age the excess capacity out of the sys-

RSK: I have asked managers to at-
tempt to quantify the hard, tangible
benefits. In two companies that have
had activity-based cost systems for
several years, I didn’t get a dollars-and-
cents answer. The managers said that
the activity-based cost information pro-
vided a much better language for ev-
erybody to use in their everyday dis-
cussions. Everybody now was talking
from the same page. Before, there was
tremendous conflict. Manufacturing
people blamed the cost accounting
system, and the cost accounting peo-
ple became defensive, saying “you
don’t understand the system,” and the
marketing people were not even part
of the discussion.

Now everybody agrees on what the
underlying economics of the firm are.
The managers I interviewed said this
agreement has been tremendously
helpful to them as they go ahead and
try to manage for the medium to long
term. Everybody is reading from the
same page and not squabbling about
the underlying economics of their
business.

RC: Some of the benefits will be al-
most impossible to identify. For exam-
ple, a well-designed ABC system will
warn against a strategy of introducing
custom products with a selling price
below reported ABC cost. However,
because the firm never introduces a
large number of custom products, the
detrimental effects of adopting such a
strategy are never observed. ABC has
had a profound but invisible effect on
the profitability of the firm.

You mentioned in your pre-
sentation, and in a recent ar-
ticle in Harvard Business Re-

view, that there is a difference be-
tween usage of resources and
spending on resources. Would you
elaborate on that distinction?

RC: The distinction between resource
usage and resource spending is the lat-
est insight in the development of ABC
theory. Fundamentally, you can think
of spending as acquiring the capacity
to perform activities. If you hire an in-
spector who can perform 5,000 inspec-
tions a month, you have created a ca-
pacity, on which you are spending
money, to perform 5,000 inspections.
Usage, on the other hand, has to do
with how many inspections that in-
spector actually performs. Let’s say in
this month, the inspector performs on-
ly 4,000 inspections. ABC calculates
the expense of the activity actually per-
formed. If each inspection costs, say,
$5, and we have used up 4,000 of them,
we used $20,000 of inspection re-
sources. But we are spending at a
$25,000 level. Therefore, this month
we had excess capacity of $5,000 for
the inspection activity. By carefully
identifying usage versus spending,
ABC allows managers to see both how
much of available resources they are
using and the economics of excess ca-

pacity.

RSK: Basically, products and services
are continually using resources. The
supply of resources, machines, and
people, however, comes in lumpy
amounts. We used to say that all costs
are variable in the long run, not real-
izing that is the wrong way to think
about it. The correct way of expressing
this phenomenon is to say that in the
long run spending on resources will
tend to follow their usage. If you want
to find out where spending will be in
the future, you would be better off
looking at usage today and modeling
usage in the future. You may not
change spending in the short run, but
eventually, if management acts, spend-
ing will come into alignment with us-
age.

Cost systems can model resource
usage, but except for a very few types
of resources they can’t model spend-
ing. The only exceptions are those re-
sources acquired from outside the
firm, such as material and energy, for
which, if you don’t use the resource,
you don’t have to pay. But for re-
sources acquired and controlled inter-
nally, spending tends to be fixed in the
short run. It is effectively independent
of usage. Over time, as usage changes,
the spending will align with it, at least
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if managers are paying attention.

We can’t predict spending because
that is a managerial decision. We can
predict resource usage. We can show
managers where spending likely will
change based on changes in resources
being used. If excess capacity exists
and they don’t want to get rid of that
capacity, managers can use it to gen-
erate more throughput, thus earning
more revenues without increasing
spending. So the resource usage mod-
el turns out to be critically important.
It should be a good predictor of future
spending.

Putting it a different way, if

you cut your usage of re-

sources but don’t reduce
your spending on people and other
overhead elements, then in the
short run you will not have any im-
provement in bottom line profit-
ability. Is that a fair way of putting
it?

RSK: Absolutely. In effect, your prod-
ucts will cost less because they are us-
ing fewer resources, but you will have
a lot more excess capacity that is not
being used by existing products or
customers.

In your recent joint text-

book, Design of Cost Manage-

ment Systems, you have a
chapter on capacity costing. You
have some very interesting con-
cepts on what you believe is the
most appropriate method of calcu-
lating capacity cost.

RSK: At first we thought that the cost
of excess capacity was a side issue to
ABC but one that we still needed to get
straight. We now realize that excess
capacity costing is not a side is-
sue—it’s a central issue. Excess capac-
ity provides the link between resource
usage and resource spending. Spend-
ing on capacity-type resources gives
you a supply of available time or avail-
able number of transactions that can
be handled. If you don’t use all that ca-
pacity, you should charge to the prod-
ucts and customers only the portion of
the capacity that actually is used. The
remaining amount, which is not used,
is considered part of the cost of being
in business for that period or, specifi-
cally, the cost of unused or idle capac-
ity. Many companies make the mis-
take of taking their total spending on
resources and dividing by actual out-
put. By doing that, the unit cost of
product output fluctuates significantly,

*

Authors Cooper and Kaplan plan next joint project.

period by period, depending upon vol-
ume fluctuations. That makes the
whole picture difficult to interpret.

RC: Activity-based costing changes
our view of capacity. In a traditional
unit-based system, capacity is defined
by the volume of production—the
number of units produced. In ABC, ca-
pacity is defined as the ability to per-
form activities, therefore, every activi-
ty identified in ABC has the potential
of going into an excess capacity posi-
tion. A well-designed ABC system
should identify the practical capacity
to perform each activity and use that
capacity to generate the costs of per-
forming the activity.

There has been a lot of em-

phasis on cost management

for manufacturing organiza-
tions. An even larger part of our
gross national productis devoted to
service operations of one sort or an-
other. Bring us up to date on where
activity-based costing stands in this
major arena.

RSK: Banks, particularly the money
center banks, have been doing some-

thing like activity-based costing for 20
years. That work continues, and it is
migrating out to more and more
banks. The recent trend in banks is to
get out of their “factory,” which is
where they do transactions process-
ing, and to look at their customer prof-
itability. This focus mirrors some of
the issues that we are seeing in man-
ufacturing companies. In our book we
wrote a case that describes the early
development of a large bank’s custom-
er profitability report. As in manufac-
turing companies, the bank is using
the customer profitability analysis to
share its economics with its custom-
ers, trying to change customers’ be-
havior, perhaps by repricing some of
the services it is providing or getting
the customers to use its service in dif-
ferent ways. The customer profitability
application in the bank is very similar
to what we find in manufacturing com-
panies.

We are starting to work with insur-
ance companies to examine their cost
structures. We have been successful in
understanding the operating expenses
of insurance companies, again by type
of product as well as by type of custom-
er. We are working with a telecom-
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munications company to look at the
cost and use of the network. Other ap-
plications are with airline companies,
looking at flight route profitability, and
airline information systems depart-
ments, examining the reservation sys-
tems and the billing systems. ABC is
migrating very naturally to all of these
service organizations.

People in service organiza-

tions, in the broad sense,

shouldn’t hesitate to look at
activity-based costing as a tech-
nique and a tool for continuous im-
provement.

RSK: Service companies have exactly
the same set of issues as manufactur-
ing concerns in analyzing their operat-
ing expenses, in finding out what activ-
ities are being performed by their
resources, and in learning which prod-
ucts, services, and customers are de-
manding those activities. This infor-
mation enables them to take actions to
transform losses into profits and in-
crease the profits from existing ser-
vices and customers even further.

RC: The fascinating aspect of service

“product” is somewhat plastic. In man-
ufacturing you have a widget that you
can kick around, and therefore every-
body accepts the product as a widget.
The resources consumed by widgets

tend to be fairly consistent over time.

When you look at the products in ser-
vice companies, the customer defines

that are consumed.

In a service business, when you
view products as consuming activities,
you can partition the “standard prod-
ucts” in numerous ways. For example,
a passbook savings account that is
used once a month and has a balance
of more than $5,000 differs greatly
from one that is being used continu-

though they are the same standard
passbook product on the surface, can
be treated as very different products.

Let’s switch gears. How

does activity-based costing

help justify the major invest-
ments that companies are making
in continuous improvement, such
as design for manufacturability, to-
tal quality control, JIT, and other
techniques?

RSK: With the hierarchical model of

operating cost expenses that Robin de-
veloped, we now see that a lot of sup-
port resources are going to perform
batch and product-sustaining types of
activities. We never focused on these
kinds of activities before. When we
look at where the continuous improve-
ment activities—including total quality
management, just-in-time, and design
for manufacturability—are being ap-
plied, they are revealed, under an ac-
tivity-based cost analysis, to be batch
and product-sustaining activities. The
reason why there is so much interest
in working on those activities is that
we spent 40 or 50 years studying and
improving the unit-level activities of di-
rect labor time, machine hour time,
and material content of products.

industries is that the definition of their

The distinction
between resource
consumption and

resource spending 1s

the latest insight in

the development of
ABC theory.

to a much greater extent the resources

ously and has near-zero balances. In an
ABC analysis those two accounts, even

We probably have obtained most of
the benefits from trying to improve ac-
tivities that are performed each time
we make a unit of a product. We have
not focused on the activities necessary
to produce a batch of a product such
as setting up a machine, moving mate-
rials, writing purchase orders, or han-
dling customer orders; or to do prod-
uct-sustaining activities such as
designing products, initiating engi-
neering change notices, and the like.
The ABC hierarchical model signals
the tremendous buckets of opportuni-
ty in batch and product-sustaining ac-
tivities that can be improved by Kaizen
or continuous improvement activities.

RC: We can see this effect by revisit-
ing the capacity, spending, and re-
source usage issues we talked about
earlier. ABC allows you to take snap-
shots at regular intervals to see how
well the JIT, DFM (design for manu-
facturing), and TQC programs have re-
duced resource usage. This resource
usage decrease should be well cap-
tured by the ABC analysis. Simulta-
neously, ABC identifies excess capac-

ity. It tells how well the firm has man-
aged to find alternative uses for the re-
sources that now have been freed up.
Thus it shows how effectively compa-
nies are implementing continuous im-
provement and whether they have suc-
cessfully achieved bottom line benefits
from their efforts by reducing the
spending on resources to the now low-
er demands for resources.

You have been working in
activity-based costing about
five years. Where do you
think we will be over the next five
years in the cost-management ABC
area?

RSK: One direction will be to attack
corporate and general overhead to find
out the activities performed by corpo-
rate overhead resources and what the
drivers of those activities are. I suspect
that many of those activities are done
not for individual products or individ-
ual customers but for regions or lines
of business.

A second direction will be to look
more closely at the research and devel-
opment activity, the resources going
into R&D, and what types of activities
are being performed there. If we can
monitor R&D and help that whole
product and technology management
activity, we should be able to develop
improved financial measures for prod-
uct and process development.

RC: 1 see activity-based systems being
applied to understand the life cycle
cost of a product. ABC can capture the
introduction phases of a product—all
the chaos required to educate the cus-
tomer, make prototypes of new prod-
ucts, and so on. All those costs will be
captured. As the product matures,
these early costs disappear to be re-
placed by straight manufacturing
costs. The improved insights on total
life cycle costs will allow us to begin
thinking about better design methods
and how to market and price products
so that over their lives they can be
more profitable.

RSK: We also will understand better
how to link the information from an ac-
tivity-based cost analysis to perfor-
mance measures. We must target the
areas where improvements are neces-
sary and provide feedback on how well
people are doing. We can improve
those critically important measures.

RC: Many firms today are pointed in
the right direction: reduce defects, re-
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duce cycle time, improve design. Rap-
idly those firms are going to reach a
point at which there is a tradeoff be-
tween introducing new products
quickly versus a decrease in cycle
time. I think at that point ABC can play
a critical role and help healthy firms to
manage those tradeoffs.

A lot of people today are preaching
that you don’t need cost informa-
tion—that all you need to know is in
which direction to jump. I think that is
a shallow analysis. Perhaps there are
times when a cost/benefit tradeoff is
so obvious you don’t need to run the
financial numbers. Once you get rid of
those glaring inefficiencies, however,
the financial numbers will be very im-
portant to guide companies’ efforts.

RSK: In the 1980s, there was a lot of
slack rope in organizations that had
not been managing their processes
well. Now that they have made contin-
uous improvements, the rope is start-
ing to get tight. When the slack is re-
duced, companies will need an
economic model—based on financial
numbers—to help them understand
the nature of the tradeoffs needed.

As you are designing an ABC

system, is there any conflict

between an emphasis on
performance measurement and an
emphasis on product costing?

RSK: There is no conflict. If you are in-
terested mostly in understanding
products and customer profitability,
then you can design a comparatively
simple ABC system to give you the ma-
jor insights on product and customer
profitability. If you want to go inside
processes, improve them, and make
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them more efficient—in effect, the ac-
tivity management story—then com-
panies need to understand activities at
a more detailed level. They have to do
a deeper and more comprehensive
analysis of the underlying activities.

RC: We have learned during the last
few years that the appropriate way to
design an ABC system depends on
what you want the system to do. You
can’t use a cookie cutter approach to
ABC, even in the same firm. One divi-
sion may need a customer orientation,
another division a product orientation,
and a third a cost reduction orienta-
tion, while a fourth might have a prod-
uct design orientation. All of these sys-
tems will be different. Not only will the
ABCs differ across the facilities, but
within the same facility over time they
have got to evolve and adapt to chang-
ing conditions.

Let me wrap up this inter-

view with a final question on

cost management and ABC.
What is the most important role
ahead for the management accoun-
tant in this exciting process?

RSK: Increasingly, the financial per-
son will create value in the organiza-
tion because he or she really under-
stands the operations and is able to
develop a customized system that has
the highest payoff at the least cost for
that organization. That role will re-
quire continual involvement in man-
agement-level activities and an under-
standing of the critical success factors
in the business, the technology of the
business, the nature of the outside
product, and customer markets. Sys-
tems must be kept appropriate and up
to date for that environment to meet
management objectives. It’s a more
challenging—perhaps a more fright-
ening—task. Certainly it is going to be
a much more exciting and interesting
time for management accountants.
‘We now have the tools the manage-
ment accountant can use to provide a
common language for managers in op-
erations, in engineering, in product de-
sign, and in marketing, to talk about
the economics of their business. This
requires that the management accoun-
tant be involved with all those groups,
making sure that everybody is reading
from the same page and fully under-
stands the economics of the business.
The management accountant is not a
decision maker by herself or himself
but is in a position to provide informa-
tion to focus management’s attention

so that management will make the de-
cisions that will increase value.

RC: In the really successful implemen-
tations we see the ABC system owned
by everybody. It has become a business
system, not an accounting or financial
system. That moves the management
accountant’s role from being a record
keeper on the sidelines to being one of
the active players. One of the implica-
tions is that the modern management
accountant has to have a very broad
business education. It is good for the
profession to make the management
accountant more of a generalist.

RSK: To reinforce that, some new ac-
creditation standards recently were
passed for business schools in general
and accounting departments in partic-
ular. If you look closely you will see
that there is now a requirement that
accounting students get some expo-
sure to operations and technology
management. This is part of the recog-
nition that accountants have to under-
stand the businesses in which they are
operating.

If they do, will they be able to
play on the top management
team?

RSK: We hope that they eventually be-
come top management! |
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