	Welcome to the guided example for the self-study problem from Chapter 18, Strategic performance measurement, cost centers, profit centers and the balanced scorecard.

The requirements in this self-study problem will be asking you to determine the type of SBU management appears to use for a claims processing department, prepare a budget for one month, assuming the organization first uses the discretionary-cost method and then uses the engineered-cost method.  Finally, you will be asked to craft a more effective argument to top management in requesting additional clerks.

	The requirements relate to three of the chapters learning objectives, 

1. Identifying the objectives of management control
1. Defining strategic performance measurement and showing how centralized, decentralized, and team-oriented organizations can apply it within its setting, and 
1. Explaining the role of strategic performance measurement in service firms and not-for-profit organizations

With this information in mind, let’s look at the facts in the case.

	C. B. (Chuck) Davis is the manager of the claims processing department for Liberty Life Insurance Co. He has 12 clerks working for him to process approximately 900 claims per month. The number of claims varies somewhat, and, in recent years, it has been as low as 810 and as high as 1,020 per month.  In the most recent month, January, the department processed 915 claims.

Assume that each clerk earns a monthly salary of $2,400, including benefits, and works an eight-hour day, except for 40 minutes of break time.  Also assume that each month has an average of 22 working days

Chuck has argued with Liberty officials that his 12 clerks are not enough to handle 1,000 or more claims; he knows from a recent study of his department that it takes a well-trained clerk an average of 121 minutes to process a claim but processing time also varies widely, from as little as a few minutes to as much as several hours, depending on the claim’s complexity. 

While Liberty management agrees that 12 clerks are not sufficient for a month with 1,000 claims, it notes that most months require that only 800 claims be processed. Management concludes, therefore, that 12 clerks are about right. 

	There are several requirements for this fact pattern.  You are to determine what type of SBU Liberty management appears to use for the claims processing department.  You are then to prepare a budget for the claims department for January, first assuming that Liberty uses the discretionary-cost method and then assuming that Liberty uses the engineered-cost method.  Finally, you are to assume the manager’s role and develop a more effective argument to top management in requesting additional clerks?

	First is the determination of the type of SBU.  


	Liberty management is apparently using a cost center for its claims department because it generates no revenues. Since management has chosen not to adjust the number of clerks for the changing number of claims each month, it appears to be using a discretionary-cost method to budget these costs. That is, management has determined it is more effective to provide a reasonable resource, the 12 clerks, for the claims processing area and not to be concerned directly with the clerks’ efficiency, the slack during slow times, or the hectic pace at peak load times. Management’s view is that the work averages out over time.  This leads to the second requirement – preparing a budget for January assuming that, in fact, Liberty uses the discretionary-cost method.

	If Liberty uses the discretionary-cost method, the budget would be the same each month and would not depend on the level of claims to be processed, so you need to determine the costs of having the department ready to process a steady flow of claims.  

	The budget would include the costs to provide the number of clerks that management judges to be adequate for the job, which is 12 clerks and that would be multiplied by the average monthly salary of $2,400, yielding and average costs of  $28,800 per month.

	If Liberty uses the engineered-cost method, each claim that is processed has a budgeted cost based on the average time used, as determined by a work flow study. The number of claims a clerk can process each month, assuming 22 working days, is computed as follows,
Eight hours per day times 60 min. per hour means 480 min. per day, but you are also told that there are 40 min. of break time, leaving 440 min. of productive time per day.  That is multiplied by the average of 22 workdays per month, to yield 9680 min. of productive time per month.  If, as stated, the average minutes per claim is 121, than a staff member should be able to prepare 80 claims per month, which is the 9680 min. divided by the average of 121 min. per claim.
Staff members earn $2400 on average, so the 2400 is divided by the 80 claims per month to yield an average cost per claim of $30, but this is only the first step.

They were 915 claims in January and that is multiplied by the average expected cost of $30 per claim so the budget would be for $27,450.

You know from the previous calculation that the actual expenditures are $28,800 for the 12 workers and you now know that the engineering cost budget is only $27,450 and so there is an unfavorable variance of $1350

	This unfavorable variance is best interpreted as the cost of unused capacity for processing claims. 

The capacity for processing claims is 80 claims per clerk multiplied by 12 clerks for a total of 960 claims.  Since only 915 claims are processed, the department has unused capacity of 45 claims.  At this point you can compare the 45 claims of excess capacity to the 80 potential claims per month a clerk can prepare and that ends up being a little over one half of a full-time equivalent.  Alternatively, you could multiply the excess claims capacity of 45 by the engineering cost per unit of $30 per claim, meaning there is $1350 of unabsorbed cost.  If that amount is divided by the average rate of pay for a clerk for the month, which is $2400, you end up with the same .5625 full-time equivalents of excess capacity.

	Given your results and management’s view of the situation, you are left with crafting a more strategic argument for the staffing increase.

	You could make the strategic argument that the claims processing department should be staffed for peak capacity rather than for average capacity to ensure promptness and accuracy during the busy months and to provide a better basis for employee morale, which is an important factor in performance during the low-volume months as well.


	Through the completion of this self-study problem you have 
· Determined the type of SBU management appear to use for a claims processing department.  
· You have also prepared a budget for one month assuming the organization first uses the discretionary-cost method and then uses the engineered-cost method.  
· [bookmark: _GoBack]Finally, you crafted a more effective argument to top management in requesting additional clerks.




