Do you know what it actually costs to
run your business and what drives these
costs?
It is no secret that every decision maker is expected to deliver more output with less resources in todays
economy. Yes, using technology and improving the efficiency of the operations are some of the focus
areas that can be used, but how can finance contribute to this never-ending drive to deliver more with
less resources?
Knowing what the true costs drivers are and measuring the actual cost in detail is a very powerful
management tool that can be used to improve the bottom line. Using these actual costs from the
identified cost drivers and modeling different scenarios empowers decision makers to make informed
decisions.
For those unfamiliar with the management practice, Activity-Based Costing & Management (ABC/M) is
a discipline that focuses on the efficient and effective management of activities as the route to improving
the value, be it a product or service. Activity based management draws on activity based costing (ABC) as
its primary source of information. Using activity based costing, resources are assigned to activities and
then activities are assigned to cost objects based on the use or consumption of activities.

As Peter Drucker put it, “Efficiency is doing things right; effectiveness is doing the right things.” Put
differently, effectiveness determines if the ladder is against the right wall, while efficiency is how fast you
climb up and down the ladder. If the ladder is against the wrong wall, then is does not matter how fast
you climb the ladder up and down!
The finance function can contribute great value to the organisation by leveraging ABC/M to provide more
accurate analytic information to answer key business questions:
•Which of my products/customers are unprofitable?
•What are the main cost drivers?
•What are my supply chain costs?
•What are my support costs?
•What are my cost pool build up per product/process/channel/customer?
•What is my transport cost per SKU?
•What are the costly processes?
•How can I identify non-value adding activities?
•How can I optimise activities?
•How is funding utilised?

By using ABC/M, an organisation can gain a greater insight of how costs behave in their organisation and
which activities create a significant amount of costs. Once you understand that you can then take action
to control costs based on activities rather than just Profit & Loss reports giving a single view of the story.
ABC assigns cost (through cost drivers) to activities based on their use of resources and assigns costs to
cost objects, such as products or customers, based on their use of activities.

Your General Ledger (GL) will contain your costs and your first step is allocating those costs to resources
supplied. You will then determine the activities and their costs based on resources used, and finally
assign costs to products/services based on their share of activities.

Let’s start by breaking it down to the Why, What and How Well for you.

The value of ABC/M comes from the output of Profit & Loss statement per product, per channel, per
client, per time period, or any other business dimension.

The danger in any ABC project is getting stuck in an agreement around what the
Resources/Activities/Cost Objects are. An ABC project requires accurate data but don’t, for example, get
stuck asking employees to record timesheets to an exact degree to work out some driver values.
Implementing ABC successfully is enabled by embracing the 80/20 rule i.e. its 20% of allocations that
gives you 80% of the benefits. Don't sweat the small stuff but instead ensure you have strong
stakeholder buy in to the ABC project to ensure you can push through the small stuff.

What are the key outcomes of successful ABC implementations?
•
•
•

Fine-tune your strategy to improve profitability by optimising product or customer mix
Providing a clear insight of where to control costs
Changing organisation behavior with clear views and communication across Lines of Business

Every organisation whether a Manufacturer, University or Government Department can use ABC/M to
great benefit. Most important is recognising that each organisation will have different Resources,
Activities and Cost Objects, which makes it just about impossible to buy a package solution off the shelve.
To learn more how IBM Planning Analytics offers the best solution for ABC/M project, please download
our next whitepaper: “Activity Based Costing Powered by IBM Planning Analytics”.
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