Activity-Based Costing:
The First Decade

The basic concepts and mechanics of activity-bascd costing (ABC) have
been around for decades. For a varicty of reasons, however, they were sel-
dom used. Althongh cost accounting wid transaction recording were the
twor key driving forces in the development of accounting ideas prior to the
twenticth century, several key cvents during this century placed cost
accounting squately in the “back scat” of accounting theory and practice.

PRE-ABC ERA

As the century began, specialized branches of accounting were not neces-
saty. When the first deeade infroduced a lederal ineome tax, a new spe-
clalized arca began—tax accounting. In the 19305, when the Security and
Exchange Acts placed a greater emphasis on nancial accounting, cost
accounting was split off as « sepurate discipline, with finaneial accounting

surviving as the mainsream of accounting. Because tax and [inancial
accounting priactices are mandared by law or regulation, complinnce with
them is not optional. As a result, organizations spent most of their

ACCOUNTING FESOUTCes on these two areas. Cost accounting was macde a step-
child and relegated to @ role of supporting its two law- and regulation-
backed siblings.

Asthe contury continued, events such as the compilation of the Inter-
nal Revenue Code (TRCY in 19561 and the crcarion ol the Financial
Accounting Stundards Board (FASBY in the carly 1970s, placed even
arearer emphasis on the compliance aspects of accounting, aspects served
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by financial and ax accounting, Gost accounting developed somewhat dur-
ing this peried but, in keeping witln its secorrd-class citizen status, was severely
limited i its ability to keep up with changing dmes.

Pertiaps the complaceney of o United States growing into an industrial
glant while other counries’ cconomies were being dechinated by two world
wurs also suppressed any interest o the development of cost accounting,
U5, companics did not need w know thelr costs very well because the
Lnited States was tlie only nation that stll had companics capable of 1nass-
producing quality products for use within the country as well as worldwide.
Forturzately, as Ure country’s grip on industrial suprenmacy began to slip in
the T970s and carly 1980y, knowledgeable individuals began to question the
relevance of traditivizl cost accounting pracices. They noted that, unlike
financial and tax accouning, which serve 1o keep an organization in con-
plisrrce with laws and regulations, an oganizalion’s cosl greouniing informalion
ean aobually make or break an otherwise sound fusiness,

PRIMARY PURPOSE OF COST INFORMATION
The reason faulty cost information can have such a devastating impact on

A organization can be scen from a listing of uses and users of ¢ost account-
ing information:

Use User

Owerall inventory valuation Outsiders
Orverall cost of goads sald Qutsicders
Strategic planning Management
Capital budgeting Management
Opceratiomal planning Management
Operational budgeting Management
Product cost control Manuagement
Process cosl control Managemeni
Product costing/pricing Management
Decision modeling Managerment
Financial analysis Management

It is easy to sce {rom this listing who ranks as the major user of cast infor-
mation. Management uses cost information regularly in its soaregic and
tactical decision making. Outsiders care only that the organization’s overall
cost ol goods sold and inventary valuarion are correct.
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Whiy was 1, tren, thiat most cost accounting systeins were {and in maost
cases sl ure) based on laws, regulations, and pronouncenients of tax and
tirraneial accounting authorities? A major reason was Uldl Iary accounlants
it industry camne from Hnanclal or public accounting backgrounsds. They car-
ried the outside reporting orientation of their prior positions with tiem o
their roles in industry, The possibility tiat something may be wrong with
using firancial reporing-oriented cost data in making marageinent decl-
siors sitnply never occurred o dienn.

Another reason was Ure misconception that maintaining two cost sys-
ters s e expensive aixd the berefits of laving the second system canol
cutwelgh s additonal expense. Because the tax und financial rules carry
the welght of Law, tere s no option but to liave a systen Ut keeps the
orgdartizdation in complianee. A cost systein that reflects reality iy optional.
The decision on a second systenn was casy it munagement believed suchs
systernn would be too costly,

A third reason was that the siinple, exuremely gencralized costing
pravtices, such as those allowed 0 comply with tinancial and tax require-
mients, were within the computational limitations of mnanual and pre-1950
colnputer systems. 1Uway difficult enough wo install o systern thiat could si-
ply track dircct lubor or inachine hours, Developing one any more complex
was out of the question.

For these and other reasons, day-to-day cost accounting systems were
developed to support financial and tax accounting. Throughout the devel-
eprent of accounting during the first elght decades of this century, this
practice held untl it evolved into an accepted law of nature: An organiza-
tion’s cost accounting systern exists to support its financial and tax account-
ingr systems. This was the “first philosophical crror” in the establishment of
most cost systems. Sore rwdimentary system must oxist that will enable a
company to comply with finanecial and tax requirements, but an organiza-
tion’s cost systern should be designed to provide management with the cost
information it needs o make sound husiness decisions.

DAWN OF TIIE ABC ERA

In the carly 1980s, challenges began to the ways in which cost information
was citleulited and used. Individuals such s Robert Kaplan, Robin Cooper,
. Thomuts Johnson, Peter Turney, and El Goldratt began challenging the
relevance of raditional costing practices in articles, boaoks, and specches.
Goldratt’s now fumous statement. that “cost accounting is the number one
cnemy of productivity”™ was a particularly effective “call to arms.” As a resulr,
academics, practitioners, and associations began o develop new approaches
rer cost information. These included Drs. Kaplan, Cooper, Johnson, and
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Turney, as well ay vrgunizations like the Consortivim for Advanced Manu-
facturing International (CAM-D), Insttute of Management Accourntartys
AMAY, and the Sodiety of Munagement Accountanty of Canada {SMACG]
The efforts of these and many otwer individualy and groups developed a
body of knowledge that came w be known as Acfiviy-Based Costing, or situply
ABC, in the Tate 1980s,

As often happens, the developrnent of a catchy tide Ut can be repre-
sertted by a TLA {threedetter acronyim} kicked off the establislnuent of a new
industry: “The ABG Industry,” Sottware packages were developed tw assistin
the immplemnentation of ABC, Expensive scrninars were offered w educate
potenttial users in the theory and use of ABCG, Academnics sought to “outde”
cacll otlier witll new and better ways 10 describe, define, and design ABC sys-
tems, Lurge accoumning and comnsulting firms established dielr own “ABC
Consulting Groups™ t pertormn six-figure consuliing projects. Smaller firms
senl thelr accountants and industrial cogineers o seminars 10 becorne
instarn “ABC Experts™ and begin tielr ABG practices. To add more prestge
o the subject, some began calling it activity-based munragement (ABM} or
activity-based budgeting (ABBY, hotll of which can basically be defined as
using activity-hased costing infornatdon w better imarage the business, Soune
cotrsultaiis in related arcas began calling thelr services ABCG 1o alract more
clients. Like many other concepts, propencints of ABG/ABM/ABE begun
placing its position at the center of the universe with all other disciplines
revolving around it.

As all thiy activity has taken place, the complexity of ABG has grown.
It has bhegun to develop its own nomenclature. Instead of being a concept
Lo adopt, it has beeorne a system o implemernt. To many, the software, not
the coneept, has become activity-hased costing. The pereeption that ABO is
@ corplex set of mechanics that must be integrated into an organization’s
day-to-day reporting systems has hecome widespread. Attemnpts have been
made to codity the procedures for implementing ABC, almost as if they
woere a tax code or body of financial pronouncemernts. Activity-based costing
has begurn to beeorne an end it itself, nota means to an end. So much focus
has bheen placed on the various Implementation tools that have been devel-
oped w accornmodate ABC’s growing complexity that the tools themselves
have become mistaken for the concept.

ABC AT SMALL AND MID-SIZED BUSINESSES

It is suggested that the high cost and complexity of ABC has discouraged
most srrrall and mid-sized organizations from improving thelir cost informa-
tion. In both its 1996 and 1997 Activity-Based Costing Surveys, the Cost
Management Group of the IMA founed that size was 4 significant factor in
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whether an organizatdon adopted ABCG Whereas sales of firms adopting
ABC averaged $101 1o $500 million, nonadopters” sales were n the $11 w0
$ 100 million rauge. No menton was made of orguanizations with sales below
$11 million, which would lead w the conclusion that adoption in that group
was almost nil. The report stated et "several companies clted the Jack of
resources {(people and dollars) as a reason for not adopting ABC,” and “this
Issue is probably mmost prevalent in smaller comparies.”

As will be discussed o Chapter 17, 1Us not the lack of resources that
keeps small finmns trom adopting ABC, 1t is e ferreived lack of resources
that does so. Word gets around about six-figure consulting fees, hundreds
of persorn-days of work, massive data collection eftorts, new software, and
expensive systenn conversions. No wonder smaller organizations believe
they do not liave the resources W undertake o project w adopt ABC! For-
tuniately, this perception is incorrect. Actvity-based costing is o beautitully
simple concept that can be adopted in g wide variety of ways, The complex,
integrated systerns devised by consultants and software comnpanics are not
usually required. The goul of ABG is (o develop usable cost informmation
that accurately retlects the causc-und-eifect relationships between costs,
activities, and products or services, Sometimes, all that is required s that
mranapers clrange the way they think. At other tmes, modifications must be
mrade i1 how an existing cost svstem works, Persondd computer spread-
shicets often can be developed to provide accurate and relevant cost infor-
mation “offline.”

T be universally usctul, particularly to be usetul to small aned mid-sized
organizations, ABC must be understood at its basic conceptual level. Systerns
aned soflware are sccondary Issues that present only one approach to adopting
the concept. Trying to adopt ABG by applving detailed, step-by-step instrue-
tions for its implementation or by uying to “fill in the blanks” of a software
package is like trying Lo paint a scli-portrait using someonce clse as a mocdel.
Althrough the resulting painting will probably quality as @ portrait, it will come
out looking a lot more like the other person than it will loeking like you.

After a decade of developrent and promeoton, ABC seems to have
fullen far short of the acceptance levels that the soundness of the concept
should have led 1t to attain. It has probably done more to improve the prof-
itability of software developers, conference coordinators, and consulting
firrms than it has the profitability of users. The responses 1 receive o a ques-
tion I ask whenever Laddress a group of nonaccountants reinforees this view,
When presenting the coneept of ABC (o such groups, [ begin with the ques-
tion, “Heow many peaple here have heard ahout activity-based costing?” Usu-
ally, 60 to 70% of the individuals in the audience will raise their hands, When
[ ask the follow-up question, “How many peaple here have heard anything
goad ahout activity-hased costing?,” only about halt of those hands are raised.
Obviously, something is preventing the message from getting through.
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The biggest obstacle 1o the universal acceptance amd use of ABC s
beer, i1 my view, the cmpliasis placed on its “computational virtuosity”
instead of ity “business utility” by the industial engineers, software devel-
opers, dnd dccountants who promote and implement the concept, The
backgrounds fromn whiclh these individuals come are detad] oriented, so ity
only matural that they are impressed with the theoretical correctness and
precision of ABCG™s caleulations. The tendency of sucli practitioners is o
develop solutions that are more detailed und complex than e problem
deyerves or requires. Owners damxd 1anagers of businesses, however, do not
care gbout “computational virtuosity.” They are inpressed with ideas tat
Tave “business utility,” the ability w help them make more money aad carn
a better return on thelr {or thedr owirer’s) investinent Thiey want praciical
solutions to e problems st land, not “overenginecered” solutions that
seenn more complicvated than the problems they are designed 1o solve.

It ABC: Is to gain the universal acceptance 1t deserves, U needs o be
unrderstood as tie simple, yet valuable, business ool it really is. The chaplery
that follow deseribe this simple concept and how 1t can be used to create a
powertul business tool that can improve the financal performance of amny
business, regardless of its industry, size, or comnplexity.





