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EXECUTIVE SUMMARY 

Today, many organizations – both private and public alike – are under pressure from owners, executive 

management, and activist investors to improve financial/operational performance necessary to either maintain their 

competitive leadership or to address financial challenges posed by today’s economy.  When any of the following 

occur, the organization can benefit from a prescriptive review of their operations: 

 Changes in the business environment due to economic downturns, loss of market share, product/service 

maturity, mergers and acquisitions, deregulation, etc., that impact performance. 

 Growing costs without a similar growth in revenues. 

 Increased demands for performance accompanied by budgetary constraints. 

 Revisions to strategies that require redeployment of effort towards more mission-critical practices. 

 Lack of knowledge regarding the true cost and profitability of products, services, and market channels. 

 Declines in employee engagement and/or customer loyalty affecting competitive performance. 

 Overlap, duplication, and non-mission-critical effort expended on activities across functional bounda-

ries, generating excessive and avoidable costs. 

 When you need to grow the business, but cannot afford to do so. 

 Desire to establish or maintain a leadership position in a highly competitive market. 

When organizations are faced with such financial challenges, the CFO is often looked upon as the “go-to” person 

expected to provide leadership that will navigate the organization through troubled waters.  Unfortunately, many 
executives having this responsibility may not have the authority nor the wherewithal to succeed in times of crisis 

and often pay a personal price if not successful, resulting in a comparatively short shelf-life.  There are numerous 

programs and methodologies designed to enhance performance aimed at cost reduction, revenue improvement, 

customer satisfaction, employee engagement, etc., but these techniques often are void of critical information that 

might tie these programs together to achieve overall performance objectives.  These programs often compete for 

resources while having conflicting goals and objectives.   

 

A critical component to effective financial and operational performance improvement is accurate data on which to 

base decisions – informed decisions grounded on heightened understanding of the relationship between customer 

loyalty, employee engagement, costs, and overall financial performance.  That said, most financially-based 

performance methodologies omit, or fail to connect, critical information that plays a key role in enhancing financial 
and operational excellence. 

 

Another missing component to most operational performance-improvement endeavors is the inclusion of 

stakeholder information necessary to identify areas of sub-optimized value.  The methodology described herein links 

this information to processes and supporting activities within the organization, offering a multitude of opportunities 

to identify and enhance the value proposition as defined and understood by customers or consumers of the 

organization’s products and services.  

 

In addition to linking critical information required to achieve breakthrough improvements in performance, 

executives need tools to understand the true cost and profitability of their products and services.  Tools that enhance 

outcomes that include lower costs, enhanced revenues, engaged employees, and enhancements in overall customer 
satisfaction and loyalty. 
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Activity Value Management® (AVM®), the method described in this paper, provides the linkages necessary to 

achieve outstanding, and oftentimes breakthrough, improvements in financial and operational performance by 

linking data elements that until previously have not been fused for the purpose of improving performance.  Unique 

features of AVM include, but are not limited to, a revolutionary method of accurately costing and measuring the 

financial performance of products and services that includes both cost and effort, inclusion of stakeholder 

experiential data linked to the work processes for the purpose of defining value, and an assemblage of specifically 
designed tools that can be applied to produce breakthrough improvement in financial and operational performance. 

 

 

INTRODUCTION 

xpectations associated with many C-level executives are typically related to their functional responsibilities.  

For example, the Chief Information Officer (CIO) has direct authority and responsibility over the 

informational needs of the organization.  Similar to the CIO, the Chief Technical Officer (CTO) oversees the 

technical aspects of the organization while the Chief Marketing Officer provides leadership regarding marketing 

efforts and the results that those efforts have in promoting the organization’s outputs – all having both authority and 

responsibility.  However, the expectations associated with the Chief Financial Officer (CFO) may not all be directly 

associated with their functional responsibilities – in some areas, they may have responsibility but little, if any, 

authority. 

 

Let’s first define the role of the CFO.  At a high level, one can think of the CFO’s responsibilities in terms of 
timeframes in which they operate… 

 

 PAST – In the past, the CFO’s role was that of a bookkeeper or accountant.  However, today their 

historical role is normally associated with controllership responsibilities, the CFO is ultimately responsible 

for reporting historical financial and operational performance.  These responsibilities are a major fiduciary 

duty to the stakeholders such management, investors, analysts, and governmental reporting agencies. 

 PRESENT – These responsibilities pertain to administering the day-to-day financial operations such as 

accounting, treasury, and adherence to regulatory requirements such as Sarbanes-Oxley, ASC 606, etc.   

Clearly, the first two timeframes are extremely important and perhaps represent the major responsibilities of the 

CFO.  The last timeframe is the subject of this article and is emerging as one of the most important with regard to 

the future of the organization as well as the career trajectory for the CFO… 
 

 FUTURE – The CFO is responsible for leadership and partnership along with other C-Level peers for the 

financial and operational well-being of the organization.  The CFO has been specifically chartered with the 

responsibility for identifying, from a financial perspective, where the organization is performing well along 

with identifying areas where enhancements are required to meet financial and other organizational 

objectives.  This role is getting more attention these days due to more global competition, economic 

upturns (opportunities) and downturns (crisis management).   

Oftentimes, the CFO’s responsibilities related to financial performance enhancements have been relegated to a 

Financial Planning & Analysis (FP&A) team or taken on personally.  However, financial executives may neither 

have the expertise, tools, or the systems necessary to assess the value of what the organization does to create its 

products and services.  A survey conducted by the American Productivity and Quality Center (APQC) polled a 
number of CFOs regarding the their most vexing issues and barriers related to improving the value contribution of 

FP&A to their organizations.  The results of the survey are both surprising and stunning (Exhibit 1) – see Driscoll & 

Kaigh (2015).  

 

E 
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BREAKING THE “LAW OF AVERAGES” 

One of the first steps necessary by the CFO is to assess the financial well-being of the organization – which areas are 

doing well and which areas require financial interventions.  The assessment often taken is the application of one of 

various cost-accounting systems designed to measure the cost and profitability of products and services. 

 

Without accurate cost and profitability data, CFOs may come to false conclusions about financial and operational 
performance and the wrong conclusions often lead to the wrong solutions. 

 

Perhaps without exception, conventional and even more advanced cost accounting systems rely on averages in their 

computations when distributing and/or allocating costs to products and services.  By the very nature of averages, 

targets of such methods are either over- or under-costed.  Using such cost-averaging systems can be compared to the 

social situation that many have experienced (Brown, 2016).  When a group of people decide to “split the check” 

after dining, those who made less-expensive choices will be subsidizing, or covering, the cost of those whose who 

made more expensive selections.  In business, organizations often apply overhead/indirect costs in a similar manner 

that “covers” some Lines of Business (LOBs) that are actually using more overhead resources than others.  

Typically, such systems fall into the following categories: 

 

CONVENTIONAL COST ACCOUNTING 
Having it roots in the 1800’s where factories made a single product and total operating costs were divided by total 

production volume to arrive at fully-burdened unit costs, conventional costing techniques assign indirect and/or 

overhead costs typically through application of overhead rates.  These rates are, in turn, “allocated” to the outputs of 

the organization.  The manner in which overhead costs are spread across the various LOBs is to attach such costs to 

an operational metric associated with each LOB, such as direct labor cost, machine hours, number of employees, 

floor space, revenues, etc.   Such costs are pooled, then assigned to an appropriate metric, then allocated to cost 

objects based on the amount of those metrics associated with each product and service. (See Exhibit 2). 
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However, as the number of LOBs expand, indirect and/or overhead costs grew and were “pooled” then allocated to 

the various LOBs based on those elaborate allocation methods.  The fallacy of this approach is that non-direct costs 

are allocated to products and services irrespective if the various cost objects actually consume or utilize those costs.  

In essence, some LOBs, or cost objects, are subsidizing other LOBs. 

 

The conventional cost-accounting systems developed in the late nineteenth century are still used today by at least 

75% of businesses and it’s not unusual, especially in high-tech organizations, to see overhead and indirect costs 

represent more than 50% of total spending.  Therefore, significant errors will be encountered if using conventional 
cost-accounting systems. 

 

Limitations and shortcomings of conventional accounting systems.  The following represents the most significant 

issues related to absorption-type cost accounting: 

 

 Based on faulty assumptions.  It is highly dependent on accurate understanding of the consumption of 

overhead resources by individual lines of business. Conventional approaches assume that there is a 

corresponding linear relationship between the use of direct resources and overhead expenditures – the more 

direct labor or machine hours used, the greater the indirect costs.  This assumption is the root cause of 

distortions as there is no cause-and-effect relationship between the consumption of direct resources and 

indirect spending. 

 Inaccurate product/service costs.  When overhead spending represents a significant portion of total 

expenditures, conventional systems unfairly “burden” products and services by allocating such costs on the 

basis of direct resource consumption.  Also, service industries are most negatively impacted by such 

practices as the distinction between direct and indirect spending is often a blurred.  Inaccurate cost of 

outputs will lead to poor, or uninformed, management decisions, pricing, product mix, profit projections 

and literally all management decisions that rely on an accurate understanding of costs. 
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 Under- and over-costing.  Pooling, aggregation, then allocating average costs distorts product and service 

outcomes.  By definition, the use of averages will over- and under-cost outputs.  LOBs are assigned an 

average cost regardless of the actual overhead expenses required by each line of business. Under-costing 

may lead to lower pricing that reduces profitability while over-costing may contribute to higher pricing that 

sacrifices revenues. 

 Lack of stakeholder input and engagement.  The foundation for success is derived from the organization’s 
value proposition.  Conventional cost accounting systems are numerically based and typically void of 

information necessary to determine value as perceived by customers and employees. 

 Little help to service organizations.  Unlike manufacturing, service organizations typically have not 

identified the factors necessary to assign overhead costs to their service offerings.  Since services are 

“manufactured” at the time of delivery they often require different levels of resource investment depending 

on the needs of the customer.  Kaplan and Cooper (1998, pg. 17): 

Service companies, lacking tangible products, have no financial reporting 

requirements at all for allocating indirect and support expenses to the services they 

produce or the customers they serve.  Consequently, most service companies do not 

suffer from distorted cost numbers; they have no cost numbers at all since they do 

not measure the costs of producing their individual products, delivering their 
individual services, and serving their individual customers…nor do they know 

anything about the costs of the activities and processes they perform. 

 Limited measurement of resource consumption.  Traditional cost accounting systems are numerically based 

and results are expressed in terms of dollars.  Such systems offer little information regarding other forms of 

resource consumption such as work hours and/or Full-Time-Equivalents (FTE).  Such non-financial 

measures are useful for measuring and projecting staff requirements or computing the cost per FTE 

necessary to assess whether personnel resource compensation fits the requirements of the job. 

In conclusion, conventional cost accounting systems are void of credible information necessary for informed 

management decisions regarding financial and operational performance. 

 

 

CONVENTIONAL DRIVER-BASED ACTIVITY BASED COSTING (ABC) 
Recognizing the shortcomings of conventional absorption cost accounting, activity-based costing (ABC) has 

emerged as a tool whereby product cost distortion, as 

computed in conventional absorption cost accounting, is 

lessened.   ABC was designed to eliminate the large cost 

pools and unrealistic allocation methods associated with 

traditional costing methods.  The ABC system is a two-

stage process for allocating resource costs first to 

activities then, in turn, allocating activity costs to cost 

objects (products, services, market channels, etc.).  (See 

Exhibit 3). 

 
Stage 1: Resource costs are allocated to activities using 

resource drivers.  A commonly used resource driver is 

the distribution of total effort expressed as a percentage 

of time or Full-Time Equivalents (FTE).  The 

instructions per a major ABC software tool regarding 

activity costing… 

Wages coming from the GL system will be 

allocated to activities according to the 

distribution of total FTEs associated with those 

activities. 
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The first source of error is the manner in which resource costs are allocated to activities.  Given that the percentage 

of total effort is used to allocate resource costs to activities, perhaps a simple example will demonstrate the fallacy 

of this allocation method: 

 

 A department has 4 employees. 

 Total departmental wages are $400,000 per year. 

 Since each employee represents 25% of total FTE effort, 25% of total wages (e.g., $100,000) will be 

assigned to the activities performed by each employee (see Exhibit 4). 

 

For clarity and transparency, Exhibit 5 details the computation of activity costs as summarized above: 
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 Although all costs have been allocated to the activities performed by the employees, significant errors in 

specific activity costs have occurred.  For example, the activities performed by employee #1 have been 

understated by $92,000 while the activities performed by employee #2 are overstated by $52,000.  Since 

activity costs form the basis by which object costs (e.g., LOBs, market channels, customers, etc.), are 

derived, object costs will be significantly, and negatively, impacted. 

 
The issue related to activity costing becomes more convoluted if more than one employee contributes to a single 

activity and individual activity contributions are masked due to pooling and/or aggregation of resource costs 

obtained from the G/L.  The lack of transparency inhibits the examination of resulting costs for accuracy or 

reasonableness.  

 

Stage 2: A second source of error is the manner in which activity costs are allocated to cost objects.  Once activity 

costs have been determined, a principal Activity Cost Driver (ACD) is identified for which the average cost per 

ACD is computed and used to allocate activity costs to the objects based on the number of ACDs consumed by each 

cost object.  Exhibit 6 represents the conventional ABC model. 

 

 

The issue with allocating activity costs in this manner is the selection of the one single ACD that represents the 

consumption of the activity cost by the cost objects.  Many activities are “driven” by multiple drivers.  For example, 

the activity associated with creating engineering changes can be driven by redesigns, quality issues, competition, 

recalls, design errors, etc.  Another contributing factor associated with cost allocation errors is the use of average 

ACD rates.  By the very nature of averages, items in the population that produced that average may display a wide 

dispersion of values for which the average is not representative of any individual occurrence.  An average may be 

acceptable for understanding a temperature on a specific date, but totally unreliable to comprehend the specific cost 

of a line of business necessary for profitability analysis, pricing, and a host of other decisions that rely on informed 

management.  When averages are used, cost objects will be over- and under-costed (Exhibit 7). There is little 

transparency, or traceability, of the cost elements (e.g., specific resource costs) pertaining to individual LOBs when 

aggregation and averaging are used. 
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Example #1 of Conventional ABC 

Assume an organization processes loans with the following information: 

 Total resource costs are $5,000,000 per year consisting of $3,000,000 of personnel expenses and 

$2,000,000 of non-personnel costs. 

 They conduct two activities, a) Approve Loans and b) Process Loans. 

 They process two types of loans, a) personal loans and b) business loans. 

 Each year, 15,000 personal loans are produced along with 5,000 business loans. 

 An estimate of the personnel effort suggests that, in total, personnel are spending 20% of their time 

approving loans and 80% of their time processing loans. 

 Exhibit 8a illustrates the costing of loans under conventional ABC where both types of resource costs are 

assigned to the activities based on “the distribution of total FTEs.” 
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Both types of loans would be costed identically if resource costs are distributed to activities based on the distribution 

of effort and using the average ACD rate. 

 

Example #2 of Conventional ABC 

Some conventional ABC systems allow for weighting the ACD rates to reflect differences in the effort required to 

perform an activity.  However, it was discovered (based on an assumption from employees performing the activity) 
that the activity of “Approving Loans” requires the same effort for both types of loans, but business loans require 3 

times more effort than personal loans to process.  Weighting in this manner allows for distinguishing differences in 

cost between objects.  Exhibit 8b shows the result. 

 

 
or 
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Exhibit 8b clearly shows a significant difference in the cost of each type of loan.  This difference would have a 

substantial impact on both pricing and profitability. 

 

Example #3 of Unconventional ABC 

Contrary to the conventional ABC guideline of allocating all resource costs based on the distribution of effort, if a 

distribution other than that of the FTE effort was used for non-salary expenses, (in this example, if 30% of Non-
Salary expenses are allocated to “Approve Loans” and the remainder applied to “Process Loans”), although 

activity costs would be changed, the average cost per loan would be the same as illustrated in Exhibit 8c. 
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Example #4 of Unconventional ABC 

If the costing model in Exhibit 8c included a weighting factor as described previously, Exhibit 8d illustrates this 

unconventional ABC cost model: 

 

or 

 
As Exhibits 8a and 8c demonstrate, regardless of the resource cost allocation made to activities, if average ACD 

rates are used, the “average” costs for loans remains the same – simply the total resource costs divided by the total 

volume of loans. 
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Exhibits 8b and 8d both use a weighting factor and although the resultant costs are similar, they are different.  

However, both are still incorrect if the distribution of salary costs is allocated on the basis of effort when, in fact, the 

distribution of employee costs differs from the distribution of effort. 

 

Example #5 of Unconventional ABC 

Differing from conventional ABC guidelines, if salary expenses were distributed NOT on the basis of effort but on 
the basis of individual cost contribution, a different distribution may result if more expensive employees participate 

in approving loans as compared to lesser-expensive employees engaged in loan processing.  The cost model 

displayed in Exhibit 8e, shows a significant and materially different result than that provide in conventional ABC. 

 

 
or 
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Note: All examples of unconventional ABC are typically never used to compute activity costs as they produce 

unreliable results. 

 

Limitations and shortcomings of conventional ABC systems.  The following represents the most significant issues 

related to conventional ABC.  Many of the advantages of ABC, over that of conventional absorption cost 

accounting, are offset by its disadvantages: 
 

 Lack of process identification and activity dependencies.  In most applications of ABC, a simple “laundry 

list” of activities are used which are void of their interdependent relationships.  The lack of activity 

dependencies significantly limits the use of ABC for effective operational and financial management. 

 Limited to financial measures only.  Since the data source for ABC is typically the general ledger, the only 

measure of resource consumption is dollars.  Selection of activities requiring corrective action based solely 

on cost is misleading as cost is not equivalent to value. However, measuring the activity “cost” in terms of 

the effort expressed in FTEs consumed in addition to dollars can uncover additional opportunities for 

improvement.  The case study at the conclusion of this paper demonstrates the importance of “costing” 

activities in terms of FTEs in addition to dollars. 

 Continued reliance on cost “pools.” Although ABC was developed to overcome the disadvantages of cost 
pools as used in conventional cost accounting, ABC continues to use pooling at the activity level.  Since 

costs are pooled, aggregated, and blended by activity, individual resource cost components lose their 

identity.  In addition to activity pools, other pools are created to facilitate the allocation of costs to activities 

such as utility and facility pools that are allocated to activities based on floorspace or headcount.  

Whenever costs are pooled and distributed to LOBs on the basis of averaged transfer or ACD rates, 

individual LOB costs will be distorted – a result from over- and under-costing. 

 

When the G/L is used as the resource data source, many of the accounts are often pooled and these costs are 

assigned to activities in total without any discrimination based on activities and LOBs supported by 

individual employees.  The cross-functional nature of processes and activities across a multitude of LOBs, 

presents a major cause of cost distortion in ABC.  The use of activity pooling in ABC creates the same 

issues as in conventional cost accounting for which ABC was originally designed to replace. 

 Lack of necessary bi-directional audit trails.  A required component of effective cost management is a 

good understanding of the origin and uses of resources.  Since ABC uses a two-stage cost assignment 

process in which costs from the GL start out pooled and further aggregated by activity before such costs are 

allocated to objects, all individual resource identification is lost.  As such, it is very difficult, or impossible, 

to determine which resources are associated with each cost object.  With hundreds, if not thousands, of  

individual resource expenditures, the inability to trace the costs back from objects to their source, 

significantly limits decisions affecting product mix, staffing, divestitures, optimizing shared costs, process 

improvement, etc. 

 Reliance on drivers to cost objects.  Identifying and tracking a single primary activity cost driver is an 

arduous task and is often the most time consuming and expensive aspect of implementing ABC.  Service 

companies whose output can often be described as intangible, find it most difficult to identify the drivers 
for those intangible activities.  Driver identification and maintenance is required before ABC can be 

implemented and both the time and cost required to complete this task is often a major contributor to 

failure.  There are a host of other issues related to the use of ACD rates to map costs from activities to 

objects: 

- When computing ACD rates, quality, capacity, product mix, and productivity are often not 

considered and as such, ACD rates cannot adequately project future resource requirements.  

- ACD rates are often treated as pure variable costs.  As volumes increase, resulting costs increase 

proportionately.  ACD rates do not often distinguish between fixed and variable costs.  

Consequently, ACD rates are not good predictors of cost behavior as volumes change – one major 

factor to management’s lack of support for ABC as a predictive tool. 
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- ACD rates are often computed over a fixed period of time and as such may not reflect the 

influences of seasonality, non-linearity, or other factors that may impact object costs.  Also, since 

ACD rates are computed by dividing the activity cost by the volume of the driver, if the driver 

volume is not “normal” the rate will be either higher or lower than normal and unsuitable for 

product costing.  Kaplan and Cooper (1998, pg. 279) stated the following with respect to the use 

of cost drivers: 

Actual activity cost driver (ACD) rates, whether calculated daily or monthly, are 

inappropriate to use for operational feedback and control.  Nor should actual ACD 

rates be used for product and customer costing either… Managers who fail to 

understand the issues [associated with the use of cost drivers] may set 

inappropriate priorities for process improvement initiatives and make incorrect 

decisions about products and customers. 

 Lack of cost independence and weighted driver rates. To distinguish the differences in consumption of 

costs between various objects, some variants of ABC permit weighting ACD rates.  Weighting ACD rates, 

in theory, is to ensure that the ABC system recognizes that some cost objects consume more of an activity’s 

cost than other objects. However, weighting factors are “relative” meaning that the weighting factor is 

based on a multiplier of what would be considered a “base” cost.  In practice, when process improvements 

are made to one object, freed resource costs will be absorbed by the other objects – ABC systems are 
considered as closed systems adhering to a zero-sum-game process.  For example, referring to Example #2 

of Conventional ABC, if improvements were made to the processing of business loans such that the 

weighting factor was reduced from 3 to 2 as compared to personal loans, the resulting cost of both personal 

and business loans becomes… 

 

As expected, the unit cost of business loans dropped 17.78% from $450 to $370.  However, the unit cost of 

personal loans increased by 14.75% from $183 to $210.  The cause of the significant increase in unit cost 
incurred by personal loans is a result of an improvement made solely to business loans and the zero-sum-

game characteristic in the manner in which costs are processed under conventional ABC.  Perhaps in many 

instances, some objects may transition from being profitable to unprofitable when the only changes that 

occurred were to other objects.  Such practices raise concerns and lowers confidence regarding the 

accuracy and precision of costs produced using conventional ABC (see Higgins & Young, 2001). 

 Use of average costs.  Identical to the issue cited under conventional absorption costing, the use of average 

ACD rates will over- and under-cost objects. 

 Lack of intangible experiential information.  Activity Based Costing has been used exclusively as a tool for 

furthering the understanding of costs and profitability of products and services.  ABC is NOT a 

performance-improvement system.  Using costs exclusively, without consideration of value, as the basis for 

management decisions regarding performance improvement will create a situation whereby “the wrong 
conclusions lead to the wrong solutions.”  Similar to conventional cost accounting and a primary principle 

of Lean thinking, ABC is often void of customer and employee experiential input necessary to determine 

value. 
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 Lack of prescriptive analytical tools.  A singular tool used in ABC to identify opportunities for improving 

performance is identifying activities as being either value-added or non-value-added (NVA), targeting 

NVA activities for elimination.  However, Kaplan and Cooper (1998, pg. 157-158) noted:   

Under careful scrutiny, people usually cannot consistently define what constitutes a 

value- or non-value-added activity… The dollars saved by improving the efficiency of a 

value-added activity are just as valuable as the dollars saved by improving the efficiency 
of a non-value-added activity. 

Oftentimes, contemporary performance improvement efforts improve processes that should not be 

performed at all. 

 

 

TIME DRIVEN ACTIVITY BASED COSTING  
Time Driven Activity Based Costing, or TDABC, is a method that uses the time required for each step in a process 

to cost objects (see Kaplan & Anderson, 2007).  TDABC was developed to overcome some of the drawbacks of 

more conventional ABC approaches.  The steps used to compute product and service costs are straightforward under 

TDABC. 

 

First, the cost of capacity supplied (the capability to complete transactions) is computed which begins with an 
assessment of the total resource costs within a department engaged in processing transactions.  These costs can 

include personnel, employee benefits, management, occupancy, utilities, equipment, indirect, and overhead 

spending, etc., all required to support transaction processing within the department.  The practical capacity to 

process transactions is computed by identifying the time actually available to process work.  Dividing the total cost 

of capacity supplied by the practical capacity (expressed in units of time) to process transactions, provides the cost 

per unit of time associated with the availability of resources. 

 

Whereby the practical capacity for employee resources is defined as total availability during a time period (e.g., 

monthly, quarterly, etc.) less the time associated with non-production events and activities, such as training, breaks, 
vacations, meetings, communication, etc.  For example, if the cost of capacity supplied for a department is $725,000 

and the practical capacity (e.g., the total time available by all employees to actually process transactions) is 837,000 

minutes, the capacity cost rate is… 

 
 

Secondly, estimates of the time required for each step in the transaction process are made.  These estimates are 

oftentimes made by the project team by setting a production standard by observing the operation or obtaining an 

estimate of the time required by interviewing the employees engaged in the process.  Such time standards represent 
an average time required to process a unit of work. 

 

For each process performed in a department, a time equation is developed that includes the time required for each 

step, activity, characteristic, or variant in the process and can be mathematically expressed as… 

 

Total Process Time (TPT) = (Base time x quantity) + ∑ (𝒕𝒊𝒎𝒆 𝒑𝒆𝒓 𝒗𝒂𝒓𝒊𝒂𝒕𝒊𝒐𝒏 𝒙 𝒒𝒖𝒂𝒏𝒕𝒊𝒕𝒚)𝒏
𝒊=𝟏 i 

where n = the number of unique activity variations in the process with the Total Processing Time (PTP) representing 

the sum of the individual activity times. 
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An example can best describe how a cost equation can be developed.  Exhibit 12 displays the flow-charted process 

steps for an Accounts Payable process: 

 

 
 

The estimated time standards (minutes) for each process activity is shown in Exhibit 13… 

 

 

There are 10 employees in the department and each employee has 2 weeks of vacation, 10 paid holidays, 6 paid sick 

days per year, and 1 hour each day for breaks, communication, and training.  As a result of this computation, each 

employee contributes 24,750 minutes per quarter to production.  On average, 4,970 A/P invoices are received both 

electronically and by mail each quarter.  Invoices have from 1 to 3 line items per invoice.  Exhibit 14, displays the 

quarterly departmental expenses and the resulting total cost per minute. 
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The following is the Time Equation for processing A/P invoices… 

 

Total Process Time (TPT) = 0 + (5 x quantity receive on-line) + (12 x quantity received via mail) 

 + (7 x number with 1 line item) + (14 x number with 2 line items) 

 + (21 x number with 3 line items) + (10 x number of IC calls) 

 + (6 x number with 1 line item) + (12 x number with 2 line items) 

 + (18 x number with 3 line items) + (16 x number of vendor calls) 

 + (2 x number of invoices) + (2 x number of ACH payments) 
 + (15 x number of checks remitted) 

 

Or, 

 

Total Process Time (TPT) = 0 + (5 x 4,075) + (12 x 895) 

 + (7 x 3,080) + (14 x 1,342) 

 + (21 x 548) + (10 x 1,882) 

 + (6 x 3,080) + (12 x 1,342) 

 + (18 x 548) + (16 x 895) 

 + (2 x 4,970) + (2 x 4,175) 

 + (15 x 845) = 191,418 minutes 

 
Exhibit 15, displays the volume-cost analysis for the A/P department. 
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From a cost perspective, the operation in Accounts Payables is running at 78.43% with the cost of excess capacity 

being $38,698.   The difference in practical capacity (245,700 minutes) and the used capacity (191,418 minutes) is 

64,282 minutes per quarter, equivalent to 2.62 Full-Time Equivalents (FTEs). 
 

Limitations and shortcomings of conventional TDABC systems.  The following represents the most significant issues 

related to Time Driven Activity Based Costing.  Because of the complexity of TDABC, the number of significant 

limitations may actually exceed that of conventional ABC.  Any advantages of TDABC over conventional ABC and 

conventional cost accounting are offset by its disadvantages: 

 

 Lack of visibility of non-productive time.  Since the cost associated with departmental non-productive time 

is integrated into the cost of capacity supplied and the resulting cost per minute, the total cost of such 

events are not computed individually so visibility to such costs are hidden.  Additionally, since resource 

costs are blended and the blended resource rate is applied to each activity without identification of 

individual resources, TDABC cannot identify specific unused resources – necessary for performance 

improvement. 

 Managerial time included in production time.  The work of management is included in the computation of 

the total cost of capacity and thus losing visibility of the non-production time and cost of management, 

necessary if management activities are to be measured, analyzed, and improved. 

 Limited to time being the only driver.  Costs in TDABC are derived from the time required to perform 

various process steps.  However, there are many tasks that, at best, can be designated as “knowledge work” 

that cannot be described by process time and such efforts may constitute a significant portion of total 

spending.  Such efforts are often “allocated” to departments and/or LOBs using arbitrary methods similar to 

that used in conventional absorption cost accounting. 
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 Void of qualitative information.  TDABC practitioners promote the advantage of eliminating surveying and 

interviewing employees.  Yet, if production standards are not available, extensive interviewing in each 

department would be necessary to create standard times for each step in a process.  Additionally, without 

interviews, qualitative information that would provide insights into operational roadblocks, concerns, and 

opportunities would not be identified – clearly required for performance improvement.  Such input from 

stakeholders is necessary for employee engagement to evaluate the level of performance and whether 
process costs are reasonable. 

 Lack of pre-determined activities.  Costs are computed individually by department without the benefit of 

identifying cross-functional enterprise-wide activity costs.  If individual pre-defined activities are not 

defined, yet a single averaged resource cost rate is computed, non-production costs that may have a 

negative impact on department performance will not identified.  Also, without pre-defined cross-functional 

activities, organization-wide costs associated with activities cannot be produced nor cross-functional costs 

and duplication identified. 

 Compounded errors in time standards.  TDABC relies on estimations from employees and management 

regarding times required for each process step.  Employees may feel they are under investigation, resulting 

in estimation errors.  Validation of process-step times are not typically performed nor consideration of 

other factors that would influence the time estimates like level of training, volume, non-linearity, process 
bottlenecks, different characteristics across multiple LOBs, etc.   Estimation errors may be compounded 

from process step to process step, producing significant over- and under-estimates of total process times 

resulting in significant costing errors.  (Cardinaels & Labro) 2009 referenced the research of Ittner (2009) 

who, in turn, stated that experience suggests, that employees’ time estimates regarding their activities are 

often inaccurate. Also, “despite the widespread use of time estimates in costing and a general sentiment that 

time estimates may be prone to error, there has been little research into what causes this error.” 

 

The research of (Cardinaels & Labro) 2009 suggests that employees tend to significantly overestimate their 

Rtime (e.g., in minutes) that they spend on activities when asked to estimate their efforts using time units.  

They found in their research that 77% of the participants over-estimated their time by 37% on average.  

Such estimation errors increase resulting cost computations to the point that decisions based on these 

estimates may be unusable.  Exit questionnaires administered by Cardinaels & Labro (2008) indicated that 
there is much greater confidence in the accuracy of their percentage estimates than in their absolute time 

(minutes) estimates. 

 Complexity of time equations.  TDABC is only beneficial when the number of individual products or 

services are limited to only one or two LOBs.  Multiple LOBs, with each having unique time standards, 

would add insurmountable complexity to the development of cost equations as evidenced by the simple 

example described previously. 

 

Ratnatunga (2012) stated “we conclude the following: the TDABC model has similar implementation 

complexities to ABC if modelling conditions are strictly adhered to … and in its simplest form, the model 

generates the same decision information errors of traditional costing.” 

 Use of averages.  TDABC relies heavily on averages which distort outcomes: 

- The capacity cost rate (e.g., the cost per time period), representing an average cost per minute 

of employee effort, could contain significant variations from that average that would contribute 

to over- and under-costing as with conventional and ABC costing methods. 

- Production standards are estimated averages of the time required to perform an activity and 

like other averages, the standards may not reflect the variations in the time based on LOB, 

complexity, linearity, and other factors that would significantly influence production times. 

- Average time estimates are treated as variable, driven by the quantity of production where the 

total time is proportional to the quantity. Economies of scale, batch sizes, and other factors that 

would affect output are normally not considered in actual practice. 
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 Misapplied corporate, independent, and support costs.  Many departments in the organization do not 

directly “touch” a product or service but support the infrastructure of the business.  If these costs are not 

included in the total departmental cost, such spending will be missed in the computation of the cost rate.  

Many organizations will assign such costs utilizing arbitrary methods described under conventional cost 

accounting (e.g., by revenue, machine hours, etc.).  When assigned as an overhead cost, they will not 

typically represent the cost of the process and/or capacity cost rate related to the production of the 
transactions.  These allocations of support costs rarely represent the demands on the support functions from 

individual operating departments.  Although it is recommended that TDABC should be applied in these 

support departments as well.  However, the driver for much of their work is not time as many of the support 

activities and/or events are variable in nature.  It is often recommended that such costs are to be 

accumulated – corporate sustaining expenses - then allocated to the departments using more rational 

methods.  Given that the work in the support functions most likely will not directly pertain to the processes 

performed in a department, such costs would have to be allocated to multiple departments that support 

multiple LOBs which would be an impossible task. The errors that could be created would be considerable 

in some industries – high-tech firms often incur such costs that are more than 50% of total spending. 

 Treats costs as linear.  TDABC treats costs as linear with no consideration for capacity or identification of 

fixed and variable costs – simply resource costs divided by volume.  Cost-Volume-Profitability analysis is 
hampered by the lack of understanding of the cost behavior over changes in volumes. 

 Inadequacy of unused and/or excess capacity information.  Although TDABC computes the cost of excess 

or unused capacity, the resultant cost is challenging, at best, as a tool that can be used to improve resource 

utilization and performance.  Since the capacity cost rate is a result of blended costs, both direct and 

indirect, it is difficult to determine the sources of the excess capacity.  Does the excess capacity cost stem 

from direct, front-line or touch labor; management and/or supervision; inaccurate processing step rates; 

indirect and overhead costs allocated to the department; or a combination of these factors?  The only valid 

cost of excess capacity is that related to direct, front-line, or touch labor that is directly involved in 

processing transactions which is oftentimes impossible to determine.  Given that the determination of 

overall LOB profitability must include all costs, including excess capacity costs, such costs would have to 

be allocated across LOBs reminiscent of the methods used in conventional absorption costing for which 

TDABC was designed to replace.  

 Difficulty in application across functional areas.    Process costs may be distorted if processes are 

performed across multiple departments.  TDABC is best applied when the entire process is performed in 

one department with an averaged resource cost rate. 

 

Exhibit 16a displays how processes are often desired to occur, transitioning from department to department 

with each department completing their total contribution to the delivery of products and services before the 

next process continues at the next department. 
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However, Exhibit 16b shows the reality of processes in most organizations. 

 
 

The nature of cross-functional work, especially without pre-defined activities that would facilitate the 

accumulation of costs as the process moves from department to department, makes it very difficult, if not 

impossible, to define total product cost and profitability using TDABC. 

 Lack of specific resource identification.  Necessary for informed management decisions regarding 
performance improvement, resource identification under TDABC is hidden within the blended capacity 

cost rate.  The activities and costs associated with non-production effort within a department are disguised 

which inhibits the determination as to whether the right activities for the right LOBs are performed by the 

right personnel.  Under TDABC, resource identification contained within unused capacity cannot be 

identified.  If considerable unused capacity is determined, this leaves management little opportunity to 

identify the resource components involved. 

 

In summary, Time Driven Activity Based Costing (TDABC), as a variant of an ABC solution, may be a misnomer 

as it may not adhere to the fundamental principles of Activity Based Costing such as organization-wide activities 

necessary to capture costs throughout the enterprise rather than simply by department.  TDABC appears to be more 

akin to the application of Industrial Engineering production rates used for costing processes based on time standards 

sometimes associated with Short-Interval-Scheduling (SIS) and referred to as Reasonable Expectancies (REs) – the 
expected time to process a unit of production. Costing an LOB requires the summation of both cost and time 

equations associated with every process performed by every department that contributes to each LOB. 

 

 

A Different Perspective on Costs and Performance Management  

This paper introduces a new way of thinking about managing diverse information related to both financial and 

operational performance – Activity Value Management (AVM).  Unlike ABC and TDABC, AVM does not have its 

roots in accounting but in Value Engineering (VE), a technique for increasing the value of products, services, and 

functional outcomes rather than simply providing cost information (see Carlson & Young, 1993).  As such, AVM 

goes much further than costing techniques to first diagnose performance then prescribe changes necessary to 

improve performance, enhance customer loyalty, and improve employee engagement. 

 

AVM is a multi-dimensional performance management solution that delivers a profound impact on: 

 Line of business and channel performance 

 Mission-critical processes and activities 

 Customer loyalty and engagement 

 Revenue generation, and 

 Cost optimization. 
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The AVM methodology accomplishes these outcomes through a unique process that differs from other costing 

methods, especially in the way overhead and indirect costs are considered and the inclusion of qualitative 

experiential information provided by stakeholders. 

 

The principal objectives of AVM are to: 

 

 Diagnose performance while identifying true cost & profitability by… 

- Defining all organizational processes and activities. 

- Capturing and assigning all costs, both direct and indirect, to processes, activities, products, and 

services. 

- Determining financial performance levels (profitability) across delivery systems. 

- Capturing stakeholder experiential data necessary to create, validate, or modify the value proposition. 

 Improve productivity, performance, profitability, and resource utilization by… 

- Identifying and implementing mission-critical operational improvements. 

- Acting to improve stakeholder loyalty, capacity, efficiency, asset utilization, and resource management. 

- Identifying and updating Key Performance Indicators (KPIs) and Key Risk Indicators (KRIs) as 

appropriate to improve performance while limiting risks. 

 

while secondary objectives include: 

 

 Providing complete transparency linking resource components (both personnel and non-personnel) directly 

to activities and lines of business through a bi-directional audit trail that traces resources to cost objects and 

from cost objects to specific resource elements. 

 Costing objects independently of each other, so changes in some cost objects will not affect the costs and 

profitability of other objects. 

 Delivering a unique set of prescriptive analytic tools that uncover breakthrough opportunities to improve 

financial and operational improvement. 

 Engaging the entire workforce in the improvement effort necessary to gain acceptance of change proposals. 
 

These objectives are accomplished by… 

 

1. Using a revolutionary costing philosophy that directly 

assigns all costs and effort simultaneously to activities, 

products, and services without any intermediate cost 

aggregation, averaging, or indirect allocation – improving 

the accuracy and precision of costing and profitability 

assessment and… 

2. Delivering a business assessment system that improves 

financial and operational performance by linking 

qualitative experiential stakeholder input to those 
activities, costs, and LOBs, then applying a unique set of prescriptive analytic tools that identify 

breakthrough performance opportunities (Exhibit 17). 

 

AVM provides the connections between customer and employee experiential data and organization performance 

(Exhibit 17).  Unlike ABC and TDABC, which are both typically implemented using a project team working in 

isolation, AVM is applied by an internal team of employees who, in turn, engage a broader population of employees 

throughout the organization – this structure ensures greater ownership and acceptance of change proposals.   The 

implementation team reports to an executive Steering Committee that provides oversight and guidance. To ensure 
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success, AVM adheres to the following job plan (Exhibit 18) whereby the implementation team provides project 

status to the Steering Committee after each of the plan steps: 

 
Planning 

During planning, organizational goals, objectives, and concerns are obtained from executive management that form 

the foundation for the hierarchical process map to which both cost and effort will be assigned (Exhibit 19). 

 

 
 

Also during the planning step, the data collection process will be defined and scheduled. 
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Data Collection 

Data collection includes both quantitative and qualitative information.  During this step, individual resource costs 

(unbundled from the G/L), efforts, and experiential inputs are assigned directly to object families and activities 

simultaneously as shown in Exhibit 20. 

 

 
This method of direct costing – treating all costs as direct – overcomes the inaccuracies and traceability issues 

encountered with the costing techniques described previously.  In difference to conventional absorption costing 

(average rates), conventional ABC (average ACD rates) and TDABC (averaged capacity cost rates), AVM 
computes driver costs only after LOB costs have been determined with an understanding of the cost behavior (e.g., 

fixed and variable) of the resource components contained within each LOB.  The resulting driver cost and effort 

rates are unique for each LOB and can be used for future forecasting, budgeting, and staffing. 

 

Roger Smith, the oftentimes maligned CEO who had risen through the accounting and finance ranks to lead one of 

the world’s largest corporations – General Motors – has been attributed to the statement “The numbers tell me what 

to do,” brought GM to the brink of bankruptcy in the early 1990s.  His tenure at GM is often considered a failure as 

decisions “based on the numbers” undermined customer loyalty, and amassed considerable debt, as market share in 

the US dropped 24% from 46% to 35%.  The numbers DO NOT tell you what to do, your employees and customers 

do and the numbers tell you how well you’ve listened!  

 
Most financially-based and quantitative methods used for performance management are void of such stakeholder 

input, a necessary ingredient to identify value-improvement opportunities.  Experiential input from customers, 

competitions’ customers, employees, vendors, distributors, and others affected by the organization’s performance is 

an important factor for effective performance management.  AVM uses a number of data-collection techniques to 

capture stakeholder preferences including surveys, focus groups, and direct interviews.  This information is critically 

important as loyal customers drive market and financial performance. 
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Management interviews are integral to the AVM process.  Unlike ABC and TDABC which are typically void of 

such information, it’s important to gather the thoughts from employees who are closest to the work.  There are two 

components to an AVM interview, a) validate activity and cost object assignments (if engineered and validated time 

standards are available, they may be used), and b) capture employee experiences regarding issues, concerns, 

roadblocks, and opportunities.  The outputs from the interviews are given a priority rating then assigned to 

processes, activities, and lines of business.  Almost without exception, in nearly every AVM application, a single 
management or employee comment has uncovered a multi-million-dollar opportunity. 

 

Synthesis 

Once the data has been collected, initial reports are generated that document the cost and effort of the activities 

supporting each LOB, financial performance, as well as the issues and opportunities identified by process, activity, 

and line of business.  From this information, target opportunities requiring corrective action and/or improvement are 

identified.  Initial observations are reviewed, approved, and prioritized for further analysis with the help and 

guidance of executive management.  The goal in this step is to identify the top 5-7 major opportunities out of 

typically several dozen prospective areas of improvement. 

 

Data Analysis 

AVM provides a host of prescriptive analytic tools to uncover specific areas for performance improvement (see 
Higgins & Young, 2003).  The following describe just a few of the tools for 

change used by AVM: 

 

 Activity Scoring.  This extremely simple, yet powerful, tool 

measures how well an activity aligns with the strategic direction of 

the organization.  Once activities have been defined, each one can 

be scored based on its relevance and performance as shown in 

Exhibit 21.  Experiential data from employees and customers can 

be used to identifying the activity scores. The scoring model 

presented in the exhibit has proven useful in understanding the 

contributions, or lack thereof, of the activities to organizational 
objectives. 

 

Once the activities have been scored, a gap analysis can be 

performed that targets activities for improvement based on a) high 

cost but low relevance, b) high-relevance with low performance, 

or c) high relevance with too low of an investment.  (see Exhibit 

22). 

 Organization Analysis.  Many studies show that the number of a 

manager’s direct reports has a direct bearing on the performance 
of the work group.  Guidelines as to what constitutes a desirable 

number are based on several contributing factors.  Often, the ratio 

of six employees to one manager is deemed as being optimal 

(Tomasko, 1987), but averages can be deceptive as the number of 

direct reports is dependent on the nature of work, the skill level of 

the employees, and/or the amount of direct supervision required. 

 Mission Analysis.  Mission analysis is the determination of the 

level of focus or attention to the individual and/or group mission.  

To ensure the highest level of productivity, employees should be 

doing more of what they should be doing (mission activities) and 

less of what they should not be doing (non-mission-related 

activities).  Time and cost applied to non-mission-related 
activities represent a Lean tenet associated with the elimination of 

waste and such costs and efforts can be redeployed to more mission-critical work. 
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 Misplaced Effort.  Many work groups perform activities that should be performed by other work groups.  

This often occurs when the responsible groups fail to adhere to their mission-related activities.  Such efforts 

are referred to as “hidden” or “shadow” costs within departments or work groups which cannot be 

identified through more conventional methods such as ABC and TDABC. 

 Composite Analysis.  Unique to AVM is the ability to directly link resources to LOBs.  Under most costing 

scenarios, if an LOB is eliminated because of underperformance, it is commonly assumed that the total cost 
of the LOB would also be eliminated.  This assumption is often misleading given the shared costs incurred 

in most organizations today. 

 Compensation Analysis.  Since AVM also assigns effort (expressed in work hours and Full-Time-

Equivalents {FTEs}), the cost per FTE can be assessed for each activity or process to ensure that the 

compensation is commensurate with activity requirements.  For example, highly-compensated employees 

performing an activity that could be accomplished by those having less cost. 

 Risk Analysis.  Operational and financial risks can be associated with the performance of processes and 

activities as a further method of identifying areas of opportunity requiring corrective action. 

 Fragmentation Assessment.  Again, because work effort and individual human resources can be linked to 

activities, fragmentation analysis (e.g., the number of people that participate in an activity compared to the 

FTE content) can be used to identify highly fragmented activities that impact productivity and 
effectiveness. 

 Cost of Failure.  The cost of prevention, appraisal, internal failure, and external failure can be determined 

in only a few hours once activity costs have been determined.  This analysis is important to identify and 

target activities performed due to organizational failures. 

It must be noted that many of the tools and techniques offered in AVM would be “off limits” or simply not available 

in many purported performance-improvement methodologies such as ABC, TDABC, Lean, Six-Sigma, and Lean 

Six-Sigma.  Changes to compensation, organizational structure, pricing, product mix, discontinuance of 

products/services, are among those areas that are typically taboo for such improvement initiatives but are considered 

under AVM. 

 

 

AVM Outcomes 

AVM removes the barriers that block performance improvement while focusing on generating increased revenues 
while optimizing operating expenditures.  With AVM-based solutions, organizations can identify and act on 

solutions that lead to performance breakthroughs.  AVM requires less time and expense than ABC and TDABC 

while providing more timely, relevant, and actionable information regarding organizational performance.  

Stakeholder input provides a source of performance information that meets short-term financial improvement 

without sacrificing long-term viability. 

 

AVM focuses on fact-driven solutions with a bias towards action.  Some typical outcomes are: 

 

 Improved profitability through better pricing strategy, product mix, cost correction, and cost optimization. 

 Improved under-performing LOBs. 

 Increased revenues. 

 Lowered expenses through the reduction or elimination of unnecessary and avoidable costs. 

 Improved workforce effectiveness through greater focus on mission-critical activities. 

 Enhanced quality of products and services. 

 Improved budgeting, forecasting, and planning. 

 Higher levels of customer loyalty and employee engagement. 
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CASE STUDY: Financial Services Organization 

An organization providing services to the financial community was experiencing some performance challenges.  The 

information below is an outline of the organization’s statistics: 

 

 Company: 

- Financial services 

- $360M in revenues, $280M in total expenditures (including $17M of corporate allocations), and 2,500 

employees 

 Major Issues/Concerns: 

- $25M profit gap between predictive models and actual performance 

- Lack of understanding of cost & profit for 15 LOBs 

- Flat, or non-existent, revenue growth 

- High number of customer complaints and defections (60% customer churn every 2 years) 

 What They Did and Results: 

- Implemented Six-Sigma – slow start with little bottom-lint impact 

- Hired a nationally-recognized consulting firm to identify the cause of the profit gap which failed to 

identify the “revenue leak” 

- Attempted Activity Based Costing – later abandoned 

- Internally employed AVM – reversed financial and operational setbacks 
 

Executive management identified the following major areas of concentration for the AVM diagnostic and 

prescriptive evaluation: 

 
 

Following the AVM job plan the internal implementation team, with the assistance of a broader base of management 

personnel, completed the following steps: 

 Identified 480 cross-functional processes/activities representing all functional departments (identified along 

with activity definitions in only 1 week). 

 Directly assigned all cost and effort, to activities and LOBs (without aggregation, pooling, averaging, or 
allocating). 

 Captured customer, competitive, and employee experiential data (e.g., trust drivers, issues, concerns, and 

opportunities) ≈ 2,600 anecdotal statements were assigned a severity rating then ascribed to processes, 

activities, and LOBs. 
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 Analyzed results using a number of select diagnostic and analytical tools to identify performance-

improvement opportunities. 

 Identified and prioritized dozens of opportunities (e.g., Customer Support, pricing, organizational 

structure, Sales compensation, etc.). 

 Implemented over $30M in financial opportunities accompanied by a 15% increase in revenues ($45M) 

after revenues had been stagnant for the previous 4-5 years. 
 

 

Discovery – LOB Profitability 

First of all, they discovered the true cost and profitability of their LOBs with some interesting surprises.  Exhibit 24 

displays the profitability of each line of business: 

 

 
Exhibit 24 

 

Exhibit 25 shows another arrangement that better shows the ranking and relative profitability of the LOBs.  This 

display lends itself to greater understanding of the contributors to bottom-line performance – sometimes referred to 

as a “whale curve” as the CUM line resembles the shape of a whale with the highest point in the CUM curve 
representing the highest potential profitability.  The LOBs displayed to the right of the highest point on the CUM 

curve represent losses.  Warning: Typically, the potential profitability cannot be achieved by eliminating the LOBs 

producing losses due to the shared resource costs that would remain. 

 

 
Exhibit 25 
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Of special interest were LOB #5 and LOB #6.  LOB #5 (core) was the company’s principal service offering – the 

service from which the company was founded decades previously.  Prior to this study, the cost-accounting system 

indicated that the core offering was barely profitable and losing ground when, in fact, it was operating at a 40% 

fully-costed margin.  As a result of the inaccurate information stemming from their cost-accounting system, LOB #6 

(alternate) was developed as a more automated solution and the cost-accounting system indicated that this offering 

was highly profitable, so customers were migrated from the core LOB to the alternate offering at the same 
transaction price. What was learned from the AVM study was while the core service was actually highly profitable, 

customers were being transferred to the alternate service that was performing at a negative 18% margin.  If, instead 

of migrating customers to the alternate offering, they remained with the core offering, overall profitability would 

have been $25M higher. 

 

The cause of the profit gap was that under the previous cost-accounting system, overhead and indirect costs were 

allocated on the basis of revenue.  Because the core offering generated over 50% of total revenues it received a 

disproportionately higher amount of overhead costs while the alternate offering, with much larger overhead 

requirements, only accounted for 16% of revenues and thus received a disproportionately lower allocation of 

overhead costs.  Again, the core offering was “subsidizing” the alternate offering.  Only the direct costing used by 

AVM was able to identify the root cause of the profitability gap. 

 

Discovery – Customer Support 

Of the several dozen areas of opportunity discovered in the AVM analysis, a major area of concentration was 

focused on Customer Support.  This area was selected on the basis of a) negative customer/employee feedback (see 

the following excerpt), b) total process cost, and c) excessive cross-functional and misplaced effort. 

 

    42   *SUPPORT CUSTOMERS 

    $23,955,430 (8.48%) - 443.23 FTE (18.60%) - 17,729.21 Hrs/Wk (18.60%) 

 

----------------------------------------------------------| R I S K S |--------------------------------------------------------- 
 

Risk #1: Customer satisfaction and loyalty will decrease if adequate customer support is not provided, 

leading to customer churn and possible loss of future business. 

Severity: 7  Likelihood of Occurrence: 4.5  Detectability: 6  Risk Priority Number (RPN): 189  (High)  

Corrective Action Index (CAI): 31.5  (High) 

 

Risk #2: Ability to profitably grow the business and increase market share will be hampered if exceptional 

customer support is not provided. 

Severity: 7  Likelihood of Occurrence: 5  Detectability: 3  Risk Priority Number (RPN): 105  (Med)  

Corrective Action Index (CAI): 35  (High) 

 
--------------------------------------------------------------------------------------------------------------------------------- 

 

----------------------------------------------------| C O M M E N T S |---------------------------------------------------- 

 

Comment     10. (Int #8) - Concern: customers dislike call transfers.  

 

Comment     11. (Int #14) - Concern: Biggest Frustration - Equipment/Software - system is outdated 

and cannot transfer data between entities.  Example, quarterly reports.  SYSTEM HAS 

EQUIPMENT NEVER BILLED.  If both systems were compatible this would be caught earlier.  

Now it takes a long time to catch.  [Dashboard Severity = Positive/Opportunity] 

 

Comment     12. (Int #14) - Concern: Biggest Frustration - Other system issue between systems is the 

billing system for equipment and the customer accounting information, when the system record is 

created with current month's date.  If the inventory record is not activated, the billing record will 

transfer the billing and held in buffer until someone activates/cancels the inventory record.  

[Dashboard Severity = Concern/Issue/Problem] 
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Comment     26. (Int #35): Supports 7,000 customers (Field Service) and their primary role is to 

address customer issues and to upgrade Acme's offerings (e.g. from LOB #5 to LOB #6).  Currently 

experiencing a 17% "churn" rate -- the most significant reason for churn is not meeting the value 

proposition -- the cost of the value received.  Another reason for churn is that they moved to a 
competitor.  [Dashboard Severity = Concern/Issue/Problem] 

 

Comment     29. (Int #35) - Opportunity: Changed Immediately – Reactive Response.  We provide re-

active service vs pro-active service such as calls for upgrades and being able to show the customers 

the value proposition we offer.  Like to have a 50/50 split between re-active and pro-active work.  

Currently working 90% on re-active work.  [Dashboard Severity = Concern/Issue/Problem] 

 

Comment     30. (Customer Survey) - Defectors: The majority of customer defection is driven by an 

unattractive cost/benefit value proposition, customer service issues, and warranty problems.  1) 

cost/price - 18%, 2) wasn't worth it (value) - 10%, 3) low check volume (value) - 8%, 4) do not receive 

bad payments (value) - 6%, 5) not honor or pay for warranty work - 5% [Dashboard Severity = 
Concern/Issue/Problem] 

 

Comment     31. (Customer Survey) - Defectors: From a revenue perspective, the most critical issues 

to address are competitive pricing, warranty, and customer service.  The average monthly billings for 

defectors that left for lower-cost competitive offerings had the highest average billings of $375, 

followed by customer service ($300), then by warranty problems ($290), and finally value ($185).  

[Dashboard Severity = Concern/Issue/Problem] 

 

It can be easily determined if customer input was received from dissatisfied, satisfied, and loyal customers.  It is 
important to note which comments come from each type of customer to identify those activities requiring corrective 

action. 

 

A major cause of customer defection was the lack of adequate issue resolution – between 75-80 percent of customer 

inquiries required escalation before the issue could be resolved.  Although not the responsibility of the Sales 

function (their mission was to generate revenue), customers called on Sales personnel to intervene on their behalf to 

get their problems addressed – the Customer Support function fell under Operations.   The result was excessive and 

avoidable costs within the Sales function as shown in the cross functional analysis (Exhibit 26): 

 

 

In addition to assigning costs to activities, AVM (unlike contemporary costing techniques) also assigns effort in 

terms of the number of FTEs consumed by process and activity.  This feature creates additional benefits associated 

with staff forecasting and the measurement of the cost associated with the effort expended in an activity – in this 
case, it costs almost twice as much to “Support Customers” in Sales ($68,880) as compared to Operations ($36,533).  

This begs two questions: “How much does the non-mission-related effort in Sales detract from their mission of 

generating revenues?” and “Where should the activity Support Customers be performed?”  The following (Exhibit 

27) addresses these questions by describing the distribution of effort within Sales… 
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The strategy of shifting Sales effort from non-mission to a more mission-related focus could not be accomplished 

until the Customer Support function in Operations was given the tools, training, and staff necessary to resolve 

customer issues by the first person customers contacted.  However, shifting effort in Sales from the non-mission-
related activity of supporting customers to their mission of generating revenues improved concentration on their 

mission by 50%.  This effort, significantly reversed customer churn, dramatically reduced the nearly $14M of 

duplicated costs in Sales through normal attrition, all while allowing Sales to enhance revenue production by some 

15% or about $45M annually, breaking 4-5 years of stagnant revenue growth.  This achievement was also stimulated 

by modifying the sales compensation plan, emphasizing greater quality of revenue, and profit production rather than 

the quantity of deals. 

 

Discovery – Detrimental Organizational Structure 

In an effort to uncover the causes related to customer dissatisfaction, the AVM team wondered if the organizational 

structure itself contributed to the problem.  Examining the structure uncovered the following with regards to the 

structure (Exhibit 28). 

 

 

It was found that many of the issues faced by customers stemmed from the departments having the highest spans of 

control with significant employee turnover, inadequate training, and the lack of management oversight.  Given that 

the average span of control (9.01) seems reasonable according to Tomasko, many departments that “touched” the 

customer in one way or another had excessive spans exceeding 40:1.  Reversing prior efforts to reduce costs through 

elimination of management, additional supervision was added accompanied by improved training which achieved a 

marked reduction of errors that reached the customers (e.g. external failure) which was a major contributor in 

reducing customer churn. 
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OTHER USES OF AVM INFORMATION 

Given the visibility and bi-directional traceability of resource costs in activities and lines of business, AVM lends 

itself to a number of related uses.  The following represents only a sample of other applications that users have 

discovered: 

 

 Forecasting and budgeting.  AVM recognizes the fixed and variable components contained in activities and 

drivers.  As such, projections of future spending are not treated as linear as in ABC and TDABC, but reflect 

the cost behavior of components included in each activity.  This feature allows for more predictable 
spending as volumes change. 

 Strategic and tactical planning.  Each activity in AVM can be identified as to whether it contributes to, or 

detracts from, the strategic direction of the organization.  Oftentimes, there is a gap between the strategic 

plan and the operational response to that plan – AVM closes that gap by measuring the alignment of 

activities to goals and objectives. 

 Wage and salary administration.  Since unique job profiles under AVM are generated for each resource, 

the administration of wage and salary information can be more precise and individually established. 

 Quantification of “soft areas.”  Negative drivers can be assigned “hard costs” by linking activities to such 

areas as poor communications, inadequate training, lack of information, poor planning, inadequate 

employee engagement, etc., bringing to light the costs associated with events and circumstances that 

hamper performance that previously could not be measured. 

 Strategic pricing.  Oftentimes, prices for many products and services are set without a complete 

understanding of costs or competitive positioning.  Qualitative information captured from customers can 

confirm the expected value proposition and the gaps that exist with respect to the customers’ experience 

and the delivery of products and services. Through the understanding gained through an AVM study that 

links customer experiential data with organizational outputs, prices can be established that maximizes 

profitability, competitiveness, and market share.  Prices should be established based on price elasticity, 

product utility (ability to address unmet needs by competitive offerings), customer alternatives, and a 

thorough understanding of costs as provided through and AVM analysis. 

 Improvement diagnosis.  The prescriptive diagnostic capabilities of AVM will identify the most opportune 

areas of concentration for other improvement methodologies such as Lean management, Six-Sigma and 

Lean Six-Sigma, that ensures the highest possible ROI. 

 Investment analysis.  Analyzing project 

investments necessary to understand the ROI 

is oftentimes difficult, if not impossible, to 

perform.  IT projects for example, have a poor 

success rate according to Bloch, Blumberg, 

and Laartz (2012) – see Exhibit 29.  Project 

benefits and ROI can be easily determined by 

examining the impact that the project will 

have on activity costs, efforts, and 

performance.  For each activity potentially 

affected by the project, the necessary changes 

to the activity that must be incorporated in the 
project can be identified.  Also, if the project 

performs as required, the change to the 

activity cost can be estimated, forming the foundation for the ROI computation.  Given the financial size of 

IT projects – major ERP investments entail tens of millions of dollars – require a thorough analysis of both 

the costs and benefits.  Such analysis can be performed in short order after an AVM study is performed. 
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CONCLUSION 

CFOs need to take a leadership role partnering with their C-level counterparts when it comes to improving financial 

and operational performance, especially with regard to decisions associated with changes in product mix, customer 

loyalty, employee engagement, staffing, and other areas of business.  However, many contemporary methodologies 

used to determine these metrics are inaccurate.  The method outlined in this paper improves costing that links 

specific and accurate costs – normally labeled as overhead, general, or administrative – to specific LOBs to 

determine true and reliable costs.   

 
The determination of value is in the “eye of the beholder” which is often through the lens of the customer.  The 

experience of the author supports the premise that decisions regarding change should not be made in isolation or 

based upon an incomplete evaluation of the business.  Meaningful change can only be made by considering the 

viewpoints of all stakeholders. Inclusion of qualitative experiential data from key stakeholders, linked to the cost of 

organizational activities, creates and additional dimension that is typically void in other contemporary approaches.  

Understanding financial performance from this perspective helps CFOs make strong decisions that enhance 

profitability; employee and customer loyalty; and efficiencies that help companies expand and improve.  Focusing 

on increasing value is the hallmark of this approach rather than cost reduction – having people do more of what they 

should be doing and less of what they should not be doing is the objective! 
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