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Readings

11-1: “Relevance Added: Combining ABC with German Cost Accounting” by Gunther Friedl, PROF. DR., Hans-Ulrich Kupper, PROF. DR., and Buckhard Pedell, PD DR, Strategic Finance (June 2005), pp. 56-61.

This article describes ABC costing and German cost accounting (GPK) and provides a comparison of the two methods. GPK is presented as a superior method for relevant cost analysis. The authors encourage the use of both ABC and GPK.

Discussion Questions

1.  What is GPK?
2.  How does GPK compare to ABC costing?
3.  What are the key elements of GPK?
4.  What are the two types of cost centers used in GPK? Explain the difference.


11-2: “Analyzing Sustainability Impacts,” by Marc J. Epstein and Kristi Yuthas, Strategic Finance (January 2012), pp. 27-33

To bypass traditional “triple-bottom-line” thinking, the authors offer a practical tool that can determine the real costs and benefits of going green. This cost-benefit tool allows financial managers to consider both the financial and social outcomes of potential decisions without the need for advanced knowledge of sustainability models or methods. The process requires five basic steps. This article provides a practical tool that can be used to determine the real costs and benefits of” going green.”

Discussion Questions

1. What is the principal link between this article and the material discussed in Chapter 11 of the text?
2. In the opinion of the authors of this article, what are “sustainability outcomes” a function of?
3. Provide an overview of the five-stage decision process recommended by the authors as a way to incorporate sustainability outcomes into traditional decision-making models. 
4. Provide an overview of the CityClean, Inc. example offered by the authors. 
11-3: “A New Hue of Green for the Management Accountant,” by T. L. Barton and J. B. MacArthur, Strategic Finance (March 2011), pp. 36-41. (Note: This reading could also be assigned in conjunction with Chapter 12: Capital Budgeting.) 

With energy prices at historically high levels, there’s ample incentive for companies to consider investing in energy-saving technology that’s both cost efficient and environmentally friendly. Management accountants can help the cause by preparing cost-benefit analyses of alternative investment possibilities that contribute to the further “greening” of the United States. This creates a win-win situation for all.

Discussion Questions

1. Provide an overview of the context for the decision problem explored in this article. 
2. What were the major financial costs and benefits associated with the investment in the wind turbine by Jiminy Peak Mountain Resort? 
3. What were some of the major non-financial (i.e., qualitative or strategic) factors associated with the investment by Jiminy Peak Mountain Resort?
4. According to the authors, what are the primary roles that the management accountant can play in terms of investment decisions similar to the one described in this article? 





Case 11-1: Decision Making Under Uncertainty
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Exquisite Foods Incorporated (EFI) sells premium foods. Three independent strategies are being considered to promote a new product, Soufflés for Microwaves, to dual-career families. Currently the contribution margin ratio on EFI’s foods is 65%, which is expected to apply to the new product. EFI's policy for promoting new products permits only one type of advertising campaign until the product has been established.
STRATEGY ONE
The first strategy concentrates on television and magazine advertising. EFI would hire a marketing consultant to prepare a 30-second video commercial and a magazine advertisement. The commercial would air during the evening to address the working market, while the magazine advertisement would be place in magazines read by career-minded individuals. This advertising campaign would provide EFI $230,000 expected contribution from sales.
STRATEGY TWO
The second strategy promotes the product by offering 25% off coupons in the Sunday newspaper supplements, with a projected 15 percent redemption rate on sales revenue. EFI would hire a marketing consultant for $5,000 to design a one-quarter page, two-color coupon advertisement. The coupon would be distributed in the Sunday newspaper supplements at a cost of $195,000. Based on prior experience, EFI expects the following additional sales from this form of advertisement.
	Expected sales
	Probability

	$500,000
	10%

	 600,000
	25  

	 700,000
	35  

	 800,000
	20  

	 900,000
	10  



STRATEGY THREE
The third strategy offers a $0.50 mail-in rebate coupon attached to each box of Soufflés for Microwaves. EFI would hire a marketing consultant for $5,000 to create a one-sixth page, one-color rebate coupon. Printing and attaching costs for the rebate coupon are $0.07 per package, and EFI is planning to include the rebate offer on 500,000 packages. Although 500,000 packages may be sold, only a 10 percent redemption rate is expected. EFI expects the following additional sales from this type of promotion:
	Expected sales
	Probability

	$400,000
	10%

	 450,000
	30  

	 500,000
	35  

	 550,000
	20  

	 600,000
	 5  



REQUIRED:
1. Exquisite Foods Incorporated (EFI) wishes to select the most profitable marketing alternative to promote Soufflés for Microwaves. Recommend which of the three strategies presented above should be adopted by EFI. Support your recommendation with appropriate calculations and analysis.
2. What selection criteria, other than profitability, should be considered in arriving at a decision on the choice of promotion alternatives?


Case 11-2: Profitability Analysis


Sportway, Inc. is a wholesale distributor supplying a wide range of moderately priced sporting equipment to large chain stores. About 60 percent of Sportway's products are purchased from other companies while the remainder are manufactured by Sportway. The company has a Plastics Department that is currently manufacturing molded fishing tackle boxes. Sportway is able to manufacture and sell 8,000 tackle boxes annually, making full use of its direct labor capacity at available work stations. Presented below are the selling price and costs associated with Sportway's tackle boxes.

	Selling price per box 	
	
	$86.00

	Costs per box 
	
	

	Molded plastic 	
	$ 8.00
	

	Hinges, latches, handle 	
	9.00
	

	Direct labor ($15.00/hr.) 	
	18.75
	

	Manufacturing overhead	 
	12.50
	

	Selling and admin. cost	
	17.00
	 65.25

	Profit per box	
	
	$20.75



	Because Sportway believes it could sell 12,000 tackle boxes if it had sufficient manufacturing capacity, the company has looked into the possibility of purchasing the tackle boxes for distribution. Maple Products, a steady supplier of quality products, would be able to provide up to 9,000 tackle boxes per year at a price of $68.00 per box delivered to Sportway's facility.
	Bart Johnson, Sportway's product manager, has suggested that the company could make better use of its Plastics Department by manufacturing skateboards. To support his position, Johnson has a market study that indicates an expanding market for skateboards and a need for additional suppliers. Johnson believes that Sportway could expect to sell 17,500 skateboards annually at a price of $45.00 per skateboard. Johnson's estimate of the costs to manufacture the skateboards is presented below.
	Selling price per skateboard 	
	
	$45.00

	Costs per box 
	
	

	Molded plastic 	
	$5.50
	

	Wheels, hardware 	
	7.00
	

	Direct labor ($15.00/hr.) 	
	7.50
	

	Manufacturing overhead	 
	5.00
	

	Selling and administrative cost	
	9.00
	34.00

	Profit per box	
	
	$11.00



	In the Plastics Department, Sportway uses direct labor hours as the application base for manufacturing overhead. Included in total manufacturing overhead for the current year is $50,000 of factory-wide, fixed manufacturing overhead that has been allocated to the Plastics Department, and would not change irrespective of the option chosen. For each unit of product that Sportway sells, regardless of whether the product has been purchased or is manufactured by Sportway, there is an allocated $6.00 fixed overhead cost per unit for distribution that is included in the selling and administrative cost for all products. Total selling and administrative costs for the purchased tackle boxes would be $10.00 per unit.

REQUIRED:

1. Prepare an analysis based on the data presented that will show which product or products Sportway Inc. should manufacture and/or purchase to maximize profitability and show the associated financial impact. Support your answer with appropriate calculations. 
2. Identify the strategic factors Sportway should consider in its product decisions. 
(CMA adapted)


Case 11-3: The Superior Valve Division
In 2013, the Superior Valve Division of the Able Corporation found itself in a position typical of fast-growing companies. Although sales revenues were increasing rapidly, capital equipment allocations from Able were less than desired, and profits were variable. Jerry Conrad, the general manager of the division, enrolled that year in a seminar on contribution margin income sponsored by the American Management Association (AMA). According to Conrad, "Before I went to that seminar, my knowledge of contribution margin income was limited to casual comments that I overheard at group general managers' meetings. A large acquisition in the automotive aftermarket industry had always used a contribution margin approach in its accounting systems. All other segments of the Able Corporation used the full costing method, but this company was allowed to keep its contribution margin cost system because a forced change of systems at the time of acquisition would have been too disruptive."
	Jerry believed that the full cost reports used in his division were accurate. He and Frances Kardell, the Division Controller, were confident they knew the total manufacturing cost of each of their products. However, Jerry did not have the same confidence in his staff's ability to determine how volume changes would affect profits. He was convinced that better utilization of plant and equipment and a more effective pricing structure would lead to substantially improved earnings. The division was not as profitable as others in the industry or other similar-size divisions in the corporation that had comparable manufacturing processes.
	A main point of the AMA seminar was that product lines do not produce profits; they produce contribution margin (sales revenue minus variable costs), which can become profits only after fixed costs are covered. The seminar also underscored not only the importance of cost behavior analysis but also the arbitrariness of many fixed cost allocations. Jerry immediately saw in contribution margin a new approach to solving Superior Valve's problems with both product mix and pricing decisions. 
	Jerry discussed the subject of contribution margin with Todd Talbott, the Group Controller. After hearing the advantages and disadvantages of the approach, Jerry recommended that his division's product costing system be overhauled for the third time since Able Corporation acquired Superior Valve 20 years ago. Todd agreed to support a change in the management reporting system, but he pointed out that the contribution margin approach was contrary to the reporting philosophy of the corporation and, for external purposes, did not comply with GAAP, S.E.C. reporting requirements, and Internal Revenue Service directives on inventory valuation.
	When the decision to proceed was made, Frances and her accounting staff used regression analysis to classify manufacturing costs, other operating costs, and selling and general administration costs as either variable, fixed, or mixed. Mixed costs were separated into their variable and fixed components. Fixed costs then were identified as either discretionary (amounts to be expended based on decisions made annually or at shorter intervals) or committed (usually not subject to change in the short-run). A booklet on contribution margin which Jerry gave to his staff stated that fixed expenses are a function of time, and variable expenses (1) vary directly with changes in volume and (2) are usually expressed as a percentage of sales dollars or direct labor dollars.
SPECIAL ORDER
The Wadsworth Company, which was experimenting with various components of its product line, offered to purchase 6,000 Hydro-Con multi-function control valves from Superior for $160 each. Wadsworth would need 500 units per month with delivery commencing at the start of the new year. The special order would be in addition to the 80,000 units that Ralph Darwin, the division's Marketing Manager, expected to sell at the regular $200 price. Ralph considered the order to represent an excellent opportunity to increase long-term sales volume because it would be a new application for the product. He negotiated a flat $48,000 commission with the selling distributor.
	Jerry was concerned that cutting the price of the valve would set an undesirable precedent. He pondered the special deal for several days before going to see Ralph. "The price is below our full cost of $175 per unit," he said. "If we accept the Wadsworth proposal, the firm can always expect favored treatment."
	Jerry asked Daria Good, the Manufacturing Manager, and Frances to join this discussion in Darwin's office. When they arrived, he asked, "What is the division's capacity for making Hydro-Con Control?" Good's reply was "One hundred thousand (100,000) units per year, if we don't retool any machines dedicated to another product line."
Frances presented the following standard cost data for Hydro-Con valves:
	Raw material 	
	$ 35

	Purchased components 	
	 30

	Direct labor 	
	 12

	Manufacturing overhead 	
	  44

	Total standard cost 	
	$121



	After distributing copies of the budgeted income statement for the upcoming fiscal year (Table A), Frances revealed the variable overhead for the 80,000 unit Hydro-Con budget was $2,400,000. Of the budgeted fixed manufacturing costs, $400,000 was discretionary, with the remainder committed to basic capacity charges. Variable "other operating expenses" totaled $4 per unit; a 10% distributor commission ($20 per unit) comprised the variable portion of selling and general administration expenses. The Controller further indicated that manufacturing adjustments represented production variances and scrap, which she expected to vary with the number of valves produced. At the budgeted volume level, fixed other operating expenses would add an average of $16 to unit cost. Basic service costs such a production control, engineering administration, and accounting totaling $880,000 were allocated to Hydro-Con; the remaining fixed other operating expenses were directly related to the product line and were discretionary in nature.
	As the discussion continued, Ralph reviewed next year's budget. Of the total fixed selling, general, and administrative expense, $160,000 was earmarked for future advertising space in several trade publications and an upcoming trade show. The remainder of the budget related to salaries and other firm commitments.
	The Hydro-Con budget was designed to fully recover all costs at the 80,000 unit production level. The other product line budgets also were designed to fully recover costs at budgeted volume levels, and all fixed costs were expected to remain unchanged until the current maximum capacities were surpassed (Table B). Jerry asked his Division Controller what effect the Wadsworth offer would have on profits. But Daria had not yet studied the effects volume changes would have on division operations.
PRODUCT LINE ELIMINATION
Superior Valve's Marketing Department prepared a sales order plan by product line for each new year in both units and dollars. The Production Control Department then used the order plan to develop a sales shipment plan for each of the division's three plants. Ralph Darwin had very little marketing information to use in developing the Made to Order (MTO) Hydraulic Control product line plan. However, he knew that the line's compound growth pattern over the last three years had been quite disappointing, and he saw little prospect for substantial sales growth in the short-term future.
	Ralph recommended the division consider eliminating the Made to Order line. Daria had assured him that the MTO-dedicated machinery could be retooled to produce either of the standard lines. Darwin was convinced he could develop a market for the additional standard product in a relatively short time, and he strongly believed the division should concentrate on its two basic product lines. "After all," he commented, "that's where we're most successful." However, until the additional market for the standard product was developed, the elimination of MTO would mean the elimination of 30 manufacturing jobs.
	At the last staff meeting of the year, Jerry Conrad told Ralph he would study the product line elimination proposal after he made a decision on the Hydro-Con special order. He assigned the proposal top priority for the New Year.

REQUIRED:
1. Assume that inventories will not change during the year. Prepare budgeted contribution approach product line income statements for the year ending 6/30/2013. Categorize fixed costs as either discretionary or committed.
2. Should Jerry Conrad decide to accept the Wadsworth Company special order? If so, what will be the new Hydro-Con return on sales?
3. Should the Superior Valve Division eliminate the Made to Order product line if there were no alternative uses for its production capacity?
4. If all resulting standard products could be sold, how should the MTO capacity be allocated? (Assume only the capacity currently being used to produce 20,000 MTO units would be used to produce additional standard products.)
5.  Identify the strategic factors that Superior Valve should consider.
6.   What changes, if any, should be made to the division’s cost system? Why?
7.  What ethical issues, if any, should the division consider in connection with the decision to eliminate MTO?
	TABLE A

	Superior Valve Division 
Budgeted Income Statement for the Year Ending 6/30/2013
($000)

	
	
	
	
	

	
	Hydro-Con
	Pneu-trol
	Made to Order 
	Total Division

	
	
	
	
	

	Revenue
	$16,000
	
	$13,000
	
	$ 5,000
	
	$34,000
	

	Material
	5,200
	
	3,900
	
	1,300
	
	10,400
	

	Direct Labor
	960
	
	1,235
	
	1,000
	
	3,195
	

	Overhead
	  3,520
	
	  2,990
	
	 1,531
	
	  8,041
	

	Total Cost of Sales @ Standard
	  9,680
	
	  8,125
	
	 3,831
	
	 21,636
	

	Gross Margin
	  6,320
	
	  4,875
	
	 1,169
	
	 12,364
	

	Adjustments
	800
	
	    520
	
	   554
	
	  1,874
	

	Net Manufacturing Margin
	5,520
	
	4,355
	
	615
	
	10,490
	

	Other Operating Exp. Expenses
	1,600
	
	1,560
	
	750
	
	3,910
	

	Selling & General Administration
	  1,920
	
	  1,560
	
	   600
	
	  4,080
	

	Operating Income
	$ 2,000
	
	$ 1,235
	
	$ (735
	)
	$ 2,500
	



	TABLE B
	
	

	
	Superior Valve Division
Product Line Data

	
	
	

	
	Pneu-trol
	MTO

	
	
	

	Unit selling price	
	$ 50.00
	
	$ 250.00
	

	Variable overhead per unit	
	$  6.50
	
	$  50.55
	

	Total discretionary fixed overhead	
	$225,000
	
	$100,000
	

	Variable other operating cost per unit	
	$   1.50
	
	$   5.00
	

	Variable selling and general admin. per unit	
	$   5.00
	
	$  25.00
	

	Committed fixed other operating costs	
	$970,000
	
	$550,000
	

	Committed fixed selling & general admin.	
	$160,000
	
	$ 75,000
	





	Product Line
	Present 
Max. Capacity
 in Units
	
	Machine Hrs./Unit
	

	
	
	
	
	

	Hydro-Con
	100,000
	
	6
	

	Pneu-trol
	350,000
	
	2
	

	MTO
	50,000
	
	5
	



Case 11-4: OmniSport Inc.


OmniSport Inc. is a wholesale distributor supplying a wide range of moderately priced sporting equipment to large chain stores.  OmniSport has an enviable reputation for quality of its products.  In fact, the demand for its products is so great that at times OmniSport cannot satisfy the demand and must delay or refuse some orders, in order to maintain its production quality. Additionally, OmniSport purchases some of its products from outside suppliers in order to meet the demand.  These suppliers are carefully chosen so that their products maintain the quality image that OmniSport has attained. About 60 percent of OmniSport's products are purchased from other companies while the remainder of the products are manufactured by OmniSport. The company has a Plastics Department that is currently manufacturing the boot for in-line skates. OmniSport is able to manufacture and sell 5,000 pairs of skates annually, making full use of its machine capacity at available workstations. Presented below are the selling price and costs associated with OmniSport's skates. 

	Selling price per pair of skates
	
	$98

	Costs per pair
	
	

	Molded plastic
	$8
	

	Other direct materials
	12
	

	Machine time ($16/hr.)
	24
	

	Manufacturing overhead
	18
	

	Selling and admin. cost
	15
	77

	Profit per pair
	
	$21



Because OmniSport believes it could sell 8,000 pairs of skates annually if it had sufficient manufacturing capacity, the company has looked into the possibility of purchasing the skates for distribution. Colcott Inc., a steady supplier of quality products, would be able to provide 6.000 pairs of skates per year at a price of $75 per pair delivered to OmniSport's facility.

Jack Petrone, OmniSport's product manager, has suggested that the company could make better use of its Plastics Department by manufacturing snowboard bindings. To support his position, Petrone has a market study that indicates an expanding market for snowboards and a need for additional suppliers. Petrone believes that OmniSport could expect to sell 12,000 snowboard bindings annually at a price of $60 per binding. Petrone's estimate of the costs to manufacture the bindings is presented below. 

	Selling price per snowboard binding
	
	$60

	Costs per binding
	
	

	Molded plastic
	$16
	

	Other direct materials
	4
	

	Machine time ($16/hr.)
	8
	

	Manufacturing overhead
	6
	

	Selling and admin. cost
	14
	48

	Profit per binding
	
	$12



Other information pertinent to OmniSport's operations is presented below. 

An allocated $6 fixed overhead cost per unit is included in the selling and administrative cost for all of the purchased and manufactured products. Total fixed and variable selling and administrative costs for the purchased skates would be $10 per pair. 

In the Plastics Department, OmniSport uses machine hours as the application base for manufacturing overhead. Included in the manufacturing overhead for the current year is $30,000 of fixed, factory-wide manufacturing overhead that has been allocated to the Plastics Department. 

REQUIRED: To maximize OmniSport Inc.'s profitability, recommend which product or products should be manufactured and/or purchased. Prepare an analysis based on the data presented that will show the associated financial impact. Support your answer with appropriate calculations and strategic considerations.



Case 11-5: Garden Patch Foods
By Charles E. Davis and Elizabeth B. Davis


Abstract

Analyzing nonstrategic functions has become a major focus in today’s business environment. This case presents the facts behind a decision faced by Garden Patch Foods, a prepared foods company that is looking for ways to increase efficiency and to improve the bottom line. As management considers how to increase efficiency of support operations, two major alternatives arise: (1) create a shared-services arrangement for the three divisions or (2) outsource the support functions. The case requires you to assume the role of a staff accountant and analyze the case facts and research issues relevant to shared-services arrangements and outsourcing. You will then communicate your recommendation in a written report to the CFO. Several references are included in the case to facilitate Internet-based research. 

Shirley Davis had the touch when it came to growing fruits and vegetables. In her small town of Farmville, North Carolina, Shirley would supply most of her neighbors with fresh produce throughout the year. Many of these neighbors encouraged Shirley to start a business selling her crops, but she didn.t feel she had the time to devote to both her family and starting a new business. After her children were grown, Shirley started experimenting with different methods of canning her produce. Her neighbors were always willing to be guinea pigs, and told her that her products had a better flavor than those available at the local grocery store. 

In 1940, Shirley was able to convince her local grocer to begin carrying her products under the label “Garden Patch Foods.” Within two years, the grocer was asking for more products than Shirley could supply, so she expanded her business by adding two cooks and one truck driver. She also needed to find additional suppliers of the raw fruits and vegetables. Shirley moved the operations from her home kitchen to a downtown warehouse. And so began the growth of Garden Patch Foods. 

As more and more stores began to carry the Garden Patch Foods label, Shirley had to expand the business to meet the increasing demand. Shirley hired an Operations Manager to oversee the production process, allowing her to spend more time investigating new canning techniques. In 1944, Shirley became aware of new methods of freezing foods that had been developed by Birdseye. She believed that this technology was the way of the future, and she was able to convince one of Birdseye’s employees to join Garden Patch as director of research, primarily with the purpose of staying abreast of changes in freezing technology. This foresight catapulted Garden Patch Foods into a new era.

In 1950, when the business had grown to sales of approximately $300,000 with 20 employees, Shirley decided to capitalize on the success of the company’s frozen food product line. She bought out Mama Goode, a local bakery with a wonderful reputation for its baked goods, and began packaging frozen breads, cakes, and pies using their recipes and Garden Patch Foods’ Freezing processes. Because the bakery was already in operation, she decided not to disrupt the food preparation process with changes other than management. She retained the building and staff and added the machinery necessary for freezing the products. 

In 1977, Garden Patch Foods purchased a snack-making company in Richmond, Virginia. The company saw this acquisition as a natural progression of its bakery operations. The snack maker continued to operate in the same fashion, retaining all operations and most administration, but began to produce under the name Mama Goode. Garden Patch hoped that this would help to spur the snack food sector by name recognition with its already successful baked-goods products. 

By 1999, Garden Patch Foods enjoyed a national reputation for quality frozen foods, baked goods, and snacks. Sales had grown to $50 million and the company employed 400 workers. Although many changes had occurred in management as the control of the business passed down through the Davis family, success had been achieved by focusing on what the company did well: freezing high-quality foods.

The Current Generation

While Garden Patch Foods had been an innovator in terms of food preservation, it had not paid the same level of attention to business operations. As a result of the company’s philosophy of retaining the entire operations of each of its two acquisitions, the company now consisted of three relatively autonomous divisions. Shirley’s great-granddaughter, Mary Smith, has just been promoted to president and is beginning an initiative to analyze Garden Patch Foods’ business processes to seek the most cost effective way to operate. She recognizes the potential inefficiencies and redundancies in the current divisional organization of operations and is seeking to make a change. Mary has some ideas of her own as to the company’s future, but she wants to hear what the rest of the company’s leaders think.

Mary met with the CFO, Ty Brown, and the Productions/Operations Supervisor, Bill Young, to discuss cost control opportunities. Mary began: “The reason for this meeting is to devise a new plan for increasing efficiencies in our divisions while saving costs. As you know, we must try to minimize our costs while maintaining our high quality. No matter what changes we make, I don’t want to jeopardize the quality of our foods. Let’s toss out some ideas.” Ty and Bill started thinking out loud, so it wasn’t clear whose ideas were whose. Changes such as automation, just-in-time inventory management, and streamlining production processes were offered as possible solutions. 

Mary interrupted, “You both are probably correct that maintaining three separate and independent production facilities and inventory management systems may be costing us more than is necessary. Yet, we cannot do anything that will jeopardize the quality of our products. Each of our plants is optimized for production of a specific type of food, so I don’t think we want to combine the production of frozen foods, baked goods, and snacks in a single location. Give me other thoughts.”

Bill thought for a moment and then replied, “Well, besides actual production, at each location we have purchasing, payables, receivables, and cash disbursements, as well as human resource management, an IS group, and an on-site management team.” 

What if instead of combining the production facilities, we centralize one or more of the support functions? I think this is called a shared-services arrangement, and lots of companies are moving in this direction. Instead of running three individual purchasing, accounting, HR and IS departments, we would have one centralized department for each function. It seems to me that the centralized departments would be even more efficient because of the similarities of our processes at all of our locations, contributed Bill. We could use the most efficient people from each location to perform the tasks for all locations. I bet we could save on both labor and processing costs. 

Ty Brown got up from his end of the table and began to pace. “This seems like a lot of work for us. Do we have the expertise to create a shared-services group? I was reading an article recently that was touting the benefits of outsourcing, and this may be the way for us to go. The article pointed out that the procurement-through-payables cycle could represent a great cost to a company, and this process is rarely among a company’s core competencies. The article said that as much as 80 percent of all transaction volume, 70 percent of time and effort, and 90 percent of the supplier base are incurred for individual purchases of $200 or less. I haven’t run the numbers on this information for our company, but I would guess that we fall within that class. Outsourcing would give us the opportunity to use the experts skills and expertise to obtain our goods, and we could benefit from greater economies of scale in our purchasing activities.”

“I don’t know that outsourcing is an option for us,” Mary countered. “We must maintain the high quality of our materials in order to make our food products. Besides, the food industry is highly regulated to provide safety to our consumers. We must be able to determine exactly which ingredients from which supplier were used in producing each specific lot of product. We have a great deal of experience in purchasing our raw materials and have developed long-term relationships with our suppliers. I have to think that Garden Patch Foods can purchase these items for itself and its divisions far more effectively than anyone else.”

“You are absolutely correct,” agreed Ty. The items you mentioned are our strategic purchases those integral components to the output of our business. But there are several other nonstrategic purchases we make for which we have no particular expertise.”

“Are you saying you want to implement an outsourcing program in order to save a few bucks on office supplies?” challenged Mary. 

“No. I am saying that we could outsource the procurement-through-payables processes for all of our nonstrategic purchases. Just think about how many of these items we purchase each year. We buy office supplies, postage, and freight of course, but we also buy lots of other items. We go through tremendous amounts of uniforms, gloves, and hairnets. We purchase maintenance items like oil for the machines. We also hire a janitorial staff, temporary services, and building maintenance. Think about the amount we spend on insurance and travel arrangements; our people don’t have time to research and purchase the lowest costs for all of these. Maybe we could consider outsourcing these purchases to people who do.”

 Mary replied, “I don’t know that this will help control costs significantly. I would like to implement something with significant impact on our bottom line. It doesn’t seem like these processes are costing us that much. I’ll consider the idea if it will truly save us money”

“Think about our current system,” continued Ty. “Each subsidiary maintains its own purchasing department, meaning we have three sets of people doing essentially the same thing. We have people completing the purchase orders, researching suppliers, processing invoices, and making cash disbursements. And then there is all the time that purchasing spends developing and maintaining relationships with our suppliers so that we get the level of service we desire. At each step of the process there is data entry activity to update our systems.”

“You are right,” responded Mary, “the process does encompass quite a few steps. I am still not certain that outsourcing would save us money though. After all, we still would have to pay the outsourcers. Why don’t you both work up some numbers for me showing the costs we are incurring with our present purchasing and payables functions. If we come up with a reasonable solution here, we’ll think about our other support functions later. Ty, you investigate how and where we are spending money on nonstrategic purchases and our potential for outsourcing. Bill, you analyze the labor effort put into the purchasing and payable processes and see if you can get some estimates of the cost of implementing a shared-services group for this particular function. We’ll meet again next week to discuss the findings. Thanks for your help.”

The Next Week

Mary, Ty, and Bill met the following week to review the information each had gathered about current costs of the procurement and payables functions. Ty began the meeting with an analysis of the nonstrategic purchases currently made by each of Garden Patch Foods’ divisions. 

“I have investigated the purchasing practices of each of our divisions. Let’s look at what we are buying. Exhibit 1 shows that the company spends over $8 million annually on nonstrategic items such as office supplies, postage, and telephone services. As the information was being collected, it became clear that there were certain categories of purchases that included similar products and services across all divisions. Those are the ones analyzed and listed separately in the exhibit. Some of those common purchases such as rent and insurance are already managed well, and I believe we are achieving the best prices given our current needs. The other 15 categories of purchases analyzed reveal some interesting information.”

“Our three divisions purchase nonstrategic items in varying degrees from a wide variety of suppliers. For example, across the company we have 37 different suppliers for office supplies. Spreading the volume of our purchases over so many suppliers means that we limit our ability to leverage volume purchasing when negotiating prices with a particular supplier. My research indicates that having no more than five suppliers in any purchase category is considered a ‘best practice.’ If we could move to that level of supplier concentration, we would be able to negotiate better prices because of the increased volume of business going to each supplier.”

“As a result of using numerous suppliers within a single category, the company pays different prices on the same item, depending on which location makes the purchase. For instance, the bakery currently receives a 12 percent discount off uniform book rates, while the snack division gets 20 percent off the book rate. Centralizing the purchasing function into a shared-services arrangement would allow us to place orders for all subsidiaries through a common process, resulting in all locations paying the same price for the same item.”

Bill then spoke up. “I’ve done some asking around and found out how our people in Purchasing and Accounts Payable spend their time. This information is summarized in Exhibit 2. It’s amazing that the equivalent of almost 20 full-time employees, at an annual cost of approximately $633,000, spend time on nonstrategic purchasing activities. What’s even more surprising is that the division controllers reported we process about 22,000 invoices annually for purchases. That translates into more than $28 per invoice just for labor, not to mention materials and support costs! 

“Based on my interviews with the purchasing departments, about 70 percent of the time spent on nonstrategic purchasing activities involves investigating the best supplier in terms of cost and quality, placing purchase orders, and managing relationships with our suppliers. Even without managing our supplier base, it seems logical to expect that we would save some time and money if we would just create a shared-services environment for our three divisions. You know, if we intend to continue to expand through acquisition, this problem is just going to grow unless we have a system in place to bring the new company in and integrate it into an existing purchasing system. Remember, we’ve got that deal pending with Metropolitan Foods in Minneapolis.” 

“I also did some calling around to companies that have implemented similar shared-services concepts in procurement and payables. These companies found that creating a shared-services purchasing function eliminated much of the variability experienced in prices and suppliers and resulted in a 5.15 percent annual cost savings on nonstrategic items. Developing and managing the shared-services supplier base would require somewhere in the neighborhood of $45,000 in consultant fees. The result of this effort would be a centralized supplier database and a reduced number of suppliers. Reducing the number of suppliers will allow us to concentrate our purchases with a few suppliers, giving us greater leverage when negotiating contract prices. It may take us three to four months to achieve our maximum savings once we implement the program, but it will be worth the wait.”
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“In addition to creating a centralized supplier database, this would also be a good time to reevaluate our current systems. Each division currently has a different software package for purchasing and accounts payable. If we go to a shared-services arrangement, we will still need to provide a way for plant personnel to make purchase requisitions to the shared-purchasing department. The people I talked with said to expect spending around $300,000 to purchase and implement a good purchasing system. They also suggested implementing a compatible accounts payable system to facilitate a centralized settlement process. This type of system should run around $195,000 for a world-class solution. That’s a total cost of $540,000 to implement the shared-services system. And that’s not including the ongoing operational costs. My contacts indicated that for a company of our size, the new system would require, in FTEs (full-time equivalents), 1 2.3 Service Managers/Buyers, 1 purchasing office manager, 3.3.5 purchasing/ accounting clerks, and 0.5 systems administrator to handle all the nonstrategic purchasing and payables processes, whether or not the purchases are from the centralized vendor list. That would reduce headcount considerably. Once system implementation begins, it would take us about six months to reduce headcount and reassign responsibilities.”

“This is some very interesting information,” replied Mary. “I had no idea we had so many people dealing with so many suppliers. Perhaps there is some merit to centralizing our purchasing function to see if we can reduce the number of suppliers we have to deal with. But that’s a lot of money to spend if a cheaper solution could be found. What about outsourcing, Ty? How would it differ from creating a shared-services concept?”

“Well, Mary,” began Ty, “I talked with PayOut, Inc., a procurement and payables outsourcing firm, to get an idea about the services they would provide. PayOut would roll us into their existing national supplier network. Because of the tremendous volume of business that PayOut commands, these suppliers have signed contracts with PayOut to provide goods and services at prices below their stated catalog prices. PayOut would install their existing world-class procurement and payables systems in our office. While all the processing would be done by PayOut, we would have the ability to generate purchase requisitions at each location as needed.”

“We’ll still need those 6.5.8 FTEs Bill mentioned earlier to manage the process and get the information to PayOut, won’t we?” asked Mary. 

“Actually, we won’t. We’ll still have our people for the strategic purchases, but for nonstrategic purchases, our operations managers, secretaries, or whoever is making purchase requests now will continue to do so,” said Ty. “But instead of sending the request to Purchasing, the request is made online to PayOut. Requisitions would be consolidated by PayOut and then transmitted to the supplier. All settlement activities getting the invoice and paying the bill would be handled by PayOut in one of two ways. They can either generate checks against our bank account to pay suppliers, or they can pay from their own account on our behalf. Under the second option, we would wire them money to cover the payments made for us. PayOut’s system would interface with our general ledger to create the necessary journal entries. Any detail reporting we would need on procurement and payables activity would come from the PayOut system. PayOut would also handle all of our 1099 reporting at year-end.2 

“If we choose to go with PayOut, there would be a $40,000 fee to transition to their system. Additionally, PayOut’s ongoing services would cost us $15,000 per month. This price is good up to an annualized volume of 30,000 invoices. PayOut could probably start saving us money on purchases in about two months, and labor reduction would take about three months.”

Mary concluded the meeting with the following directive. “It seems we have all the information we need. Ty, get your people to prepare a report that analyzes the financial implications of our options. I also would like the report to include the pros and cons of each option, aside from the numbers. Let’s make a decision soon.”

Required

Assume that you are a staff accountant at Garden Patch Foods and CFO Ty Brown has asked you to help him prepare the requested report for the president. Specifically, he wants you to run the numbers that have been gathered by him and Bill to estimate the financial impact of the options available to the company (remember that status quo is always an option). Additionally, he wants you to identify any nonfinancial issues that need to be considered, especially in light of the fact that the company intends to continue growing through acquisition. Information systems and internal control issues should be considered as part of these nonfinancial issues to the extent you believe they are relevant.  

Since outsourcing and shared service arrangements are new to everyone at Garden Patch Foods, you are going to have to do some research to identify general issues relevant to these options and then apply those issues to the situation faced by Garden Patch Foods. Some resources that might be helpful are:

· Dash, J. 2001. Business process outsourcing. Computerworld. (January 1). Available at http:// www.computerworld.com/managementtopics/xsp/story/0,10801,55557,00.html .
· Davis, C. E., E. B. Davis, and L. A. Moore. 1998. Outsourcing the procurement-through-payables process. Management Accounting (July): 38-44. Also available at: http://www.sourcenetsolutions.com/outsourcing-whitepapers/news/7dav.pdf .
· Gareiss, R., and R. Weston. 2002. Analyzing the outsourcers. InformationWeek (November 18): 30-42.
· Goolsby, K., and F. K. Whitlow. How to make your Accounts Payable function really PAY. Available at http://www.sourcenetusa.com/publications/download/apfunction_white_paper.pdf.
· Krell, E. 2002. Sourcing goes strategic. Business Finance (September): 33-37. Available at: http://businessfinancemag.com/archives/appfiles/Article.cfm?IssueID=366&ArticleID=13901.
· McReynolds, A., and B. O.Brien. 2002. Earnings pressures boost shared services. Financial Executive (January/February): 36-39.
· Websites
· SourceNet: http://www.sourcenetusa.com/ 
· Shared Services and Business Process Outsourcing Association - http://www.sharedxpertise.org/ 
· The Outsourcing Institute - http://www.outsourcing.com 

You may also want to search your library’s electronic resources using the keywords “outsource” and “shared services.” The report you provide to Ty should adhere to the following format:

Part I: Executive Summary (one page)

· Briefly describe your method for gathering information and how it will be presented in the rest of the report.
· List the options available, their estimated financial result and the key nonfinancial issues.
· Make a recommendation to Ty as to what the company should do next.

Part II: Shared-services Arrangements

· Describe the nature of shared-services arrangements, what types of companies use them, and for what purposes.
· Identify and discuss the pros and cons of shared-services arrangements, including the nonfinancial issues that result because of this type of arrangement.
· Identify and discuss how the issues described above specifically apply to Garden Patch Foods and how this alternative will assist the company in its strategy of growth by acquisition.

Part III: Outsourcing

· Describe the nature of outsourcing, what types of companies use it, and for what purposes.
· Identify and discuss the pros and cons of outsourcing, including the nonfinancial issues that result because of this type of arrangement.
· Identify and discuss how the issues described above specifically apply to Garden Patch Foods and how this alternative will assist the company in its strategy of growth by acquisition.

Part IV: Calculation and Support for Financial Evaluation of Each Option

· Calculate the financial savings based on the numbers generated by Bill and Ty.
· Use sensitivity analysis to consider the 5 percent, 10 percent, and 15 percent range of outcomes depending on the amount of possible savings on purchases realized by each option.

Part V: References Used for Parts II and III


































Case 11-6: Pop’s Incorporated

By Brian Miller, Jon Austin, Kenneth Schappell


Background

Paulo “Pops” Gigliotti emigrated from Italy and settled in Dayton, Ohio. In Italy, Mr. Gigliotti had earned both a bachelors and masters degree in food chemistry and worked for several food processing companies. Pops came to the United States when his cousin, Giuseppe Manganaro, offered him the position of senior food chemist at Manganaro Foods, a growing producer of Italian cuisine for the American market. Although he enjoyed working with family members, he did not feel challenged by his new job and therefore began tinkering with various “experiments” at home.

Mr. Gigliotti was fascinated by the variety of carbonated beverages available in America. He enjoyed the refreshing sensation caused by carbonation, but felt all of the American soda pops were too sweet and none of them provided the depth of flavor to which he had been accustomed with non-carbonated beverages in Italy. After much experimentation, Mr. Gigliotti developed a formula for a semi-sweet, multiple-fruit-flavored carbonated beverage. After sampling his creation, friends and family alike responded in an overwhelmingly positive manner. Many of them encouraged him to bottle the beverage and sell it locally. Indeed, Mr. Manganaro was so excited about the beverage that he offered to provide the necessary production equipment, facilities, and capital.

After much discussion, Mr. Gigliotti and Mr. Manganaro decided to call the beverage Pop’s Punch and began marketing it in the Dayton area. Consumer response was very strong. Within five years Pop’s Punch was selling well throughout the Midwest region. To keep up with demand, and to develop a more focused marketing strategy, the cousins detached the beverage operations from Manganaro Foods and established Pop’s, Inc. To compete more directly in the non-cola carbonated soft drink market; Mr. Gigliotti developed several individual fruit-flavored sodas, which were marketed under the Pop’s (Orange Grape/Strawberry/Cherry) Soda brand name. This strategy proved to be highly successful and after five years, Pop’s, Inc. began selling its beverages on a nation-wide basis.

Over the next 20 years, Pop’s, Inc. failed to introduce any new products, but experienced steady growth in both sales and profits from the base line-up. During this time period, the company achieved a respectable 4.7% share of the non-cola market and subsequently made its first public offering. After nearly 35 years in business Mr. Gigliotti and Mr. Manganaro both retired and sold all of their holdings. For the next eight years Mr. Gigliotti’s son, Paulo, Jr., served as chief executive officer, but was recently forced to resign after failing to achieve unit and dollar sales growth. Michael Newberg, formerly the firm’s chief financial officer, has been appointed CEO and charged with growing the company.

Current Situation

Upon assuming his new responsibilities, Mr. Newberg and his management team performed a thorough S.W.O.T. analysis. The corporate history and culture had long emphasized slow gradual change. They concluded the company possessed neither the core competencies nor the capacity to change that would be necessary to diversify into an entirely new industry. Accordingly, Pop’s, Inc. would need to devise a new strategy by which to achieve growth within the soft drink industry.

The team carefully considered several alternative ways of revamping its strategy within the noncola market, but none of them seemed to have the potential for the magnitude of growth the team desired. The team then began to consider the “unthinkable” – the possibility of entering the cola market. Although the risks were high, so were the possible rewards with each market share percentage point in the domestic soda market worth approximately $500 Million in annual retail sales. Under Mr. Newberg’s leadership, Pop’s, Inc. began the process of developing a strategy with which to compete directly with the giants of the Cola industry.

The research and development team created a formula for Pop’s Cola that performed very well against Pepsi and Coke in national blind taste tests. Ecstatic about these results, Mr. Newberg recently met with a group of venture capitalists in an effort to gain financing necessary to launch the new brand. The venture capitalists were intrigued by the idea, were impressed with the preliminary marketing research results, and believed Pop’s, Inc. possessed several requisite strengths. However, they highlighted the fact that entering the “cola war” was a very different battle-field than the non-cola market in terms of the (a) strength of the competition, (b) ferocity of the battles fought, and (c) resources required for successful marketing. In particular, the venture capitalist had several concerns regarding formula costs, economies of scale, and price points. In order to provide the necessary information in these areas, Mr. Newberg has assigned you to the project described below.

Cost Estimation Project

Mr. Newberg has requested that you analyze the cost of making Pop’s Cola and then compare that cost to the current price points offered by Coke and Pepsi on both the 12 Pack of 355ml Cans and the 2 Liter Bottle. Your predecessor recently left the company, but has already pulled together the raw cost data you will need to complete the project.

Sales Projections

Over the past 12 months the corporation has been evaluating the product under the brand name Pop’s Cola in a Denver test market. Lacking any specific pricing expertise the company matched the on-shelf pricing of Coke and Pepsi, and determined the following sales estimates.
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Based on a conversation with the engineering staff the 355-ml cans need to be filled at 357 ml to avoid under-pack, while 2 Liter bottles need to be filled at 2.008 Liters per bottle.  In addition to overfill, the manufacturing engineers expect to incur a 3% loss of raw materials during the making phase of production.
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Manufacturing Engineers estimate that approximately 2% of all packing materials will be damaged/lost through production and warehousing.

In addition to these costs, Pop’s will additionally need to purchase several new molds for 2-Liter Bottles and Lids at a total cost of $2,000,000. (Amortized Straight line over 3 Years.) The Company considers these expenses a part of Packing Materials and charges all bottle mold amortization to only the 2-Liter Bottles.

Manufacturing Expense

Pop’s fruit-flavored soda volume has maximized the capacity in the current production facilities.

Pop’s, Inc. has decided to avoid the hassle associated with building a new plant and utilize a contract manufacturer to produce Pop’s Cola. After investigating several contract manufacturers, the purchasing department selected Shull Enterprises based on their ability to meet rigorous quality measures at a competitive price. 

Shull Enterprises will require a $1.5 Million Supplier Advance for new equipment – (Pop’s, Inc. expects the equipment to last three years and recommends using straight-line amortization for all Supplier Advances.) In addition to these costs Shull will charge the following fees. Note that both products will be charged a fee for the making and packing process.
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Distribution

Pop’s, Inc. has decided not to invest in the extensive sales/distribution system of its competitors. Instead Pop’s, Inc. will deliver its products in full truckloads directly to its customer’s distribution warehouses. Distribution costs should be allocated based on space utilization. The warehouse supervisor has pulled together the following assumptions:

80 of the 12 Pack Containers fit on a single Pallet
250 of the 2 Liter Bottles fit on a single Pallet
48 Pallets of either size fit on a normal truck

The Distribution Coordinator estimates that the average cost for a trucking company to deliver a full truckload is $1,000/Truckload. Additionally, a one-time cost of $10 / Pallet will be charged for Storage and Handling at the warehouse.

Other Fixed Costs

Several departments will require additional resources on a long-term basis to appropriately staff the additional requirements of the new brand. Incremental Wages and benefits for incremental Purchasing/Planning Personnel amount to $300,000/Year. Additional non- manufacturing costs are expected to increase as follows:

Research & Development          $0.5 Million/Yr. 
Gen. Administrative                  $1.0 Million/Yr.
Advertising/Promotion              $6.0 Million/Yr. 

Allocation Basis

Unless otherwise indicated Pop’s, Incorporated allocates all fixed costs based on sales projections (in Liters)

Requirements

1. Calculate the Full Product Unit Cost of both the 12 pack and 2-Liter products. Make certain to round to four decimal places and include a detailed analysis by component (Raw Materials, Packing Materials, etc.)

2. At what price would Pop’s, Inc. need to sell the 12 pack and 2-Liter products to “the trade” in order to provide a 25% profit mark-up for Pop’s, Inc. shareholders (Pre-Tax & Pre-Interest Expense)?

3. At what Price would the trade sell the 2 Liter and 12-pack on-shelf to the final consumer assuming that on average “the trade” requires a 30% mark-up?

4. (Optional): Visit at least three different channels (i.e. Grocery, Mass/Club Stores, and Convenience Stores) that distribute Coke and Pepsi products. For each channel researched list the Store Name, Location, Date, and the promotional pricing currently offered for both the 2-Liter and 12 pack products.

5. Based on a comparison between your cost analysis and competitive benchmarking would you recommend that Pop’s, Inc. enter the “Cola Market” and compete directly with Coke and Pepsi? Provide a strong justification for your conclusion and discuss what factors influence the difference in on-shelf pricing between Coke & Pepsi and Pop’s Cola.

6. Prepare an alternative strategy for gaining market share in the beverage industry. Determine whether Pop’s, Inc. should compete using a “Low Cost” or a “Differentiation” strategy, and provide specific examples of how you would implement your strategy.




Reading 11-1: Relevance Added—Combining ABC with German Cost Accounting

Activity-based costing is better for long-term decision making while a leading German cost accounting method supports short-term decisions more effectively.
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BY GUNTHER FRIEDL HANS-ULRICH KUPPER, and BUCKHARD PEDELL

Are you familiar with Grenzplankostenrechnung? Translated from German, it roughly means “flexible margin costing.” Flexible margin costing, or GPK, is a time tested cost accounting system used by many companies in German-speaking countries. GPK is about marginal costing instead of full costing, short-term decision support instead of long-term, and cost centers instead of activities and processes. And by combining activity-based costing (ABC) with GPK, you can add relevance to your cost accounting system. Management accounting has long been more important to companies in German-speaking countries, such as Germany, Austria, and Switzerland, than to companies in the United States. This perhaps can be attributed to the external accounting rules in German-speaking countries, which put the interests of creditors before those of shareowners. In contrast, financial accounting provides little guidance for management decision making. Thus the need for a sophisticated cost accounting system—explicitly for management decision making—is paramount. Meanwhile, in the U.S., the cost accounting system that has attracted the most attention since the mid-1980s has been ABC. In this article, we’re going to describe the principles of both GPK and ABC and analyze the differences between the two. First, let’s delve into the details of GPK.

GPK UNPACKED

GPK was developed in the 1950s and 1960s by Hans-Georg Plaut, a practitioner, and Wolfgang 

Kilger, a cost accounting researcher. Both Plaut and Kilger were focused on developing cost accounting methods to support decision making. After its development, GPK became arguably the most important cost accounting system for industrial firms in German-speaking countries. In the past 20 years, its success can be at least partly attributed to the advent of SAP’s enterprise resource planning (ERP) software because SAP offers the conceptual framework of GPK for cost accounting as part of its management accounting module. Similar to direct costing, the most important idea behind GPK is that fixed costs aren’t charged to products.

If they were, managers would be induced to make incorrect short-term decisions, such as for pricing and make- or-buy decisions. In practice, however, GPK can be combined with a multilevel allocation of fixed costs. The fundamental structure of GPK, shown in Figure 1, follows the structure of basic cost accounting systems taught in the business schools of universities in German speaking countries. GPK consists of four important elements: cost-type accounting, cost center accounting, product cost accounting, and contribution margin accounting for profitability analysis. Cost-type accounting, seen in Table 1, separates different cost types, such as labor, material, and depreciation. In contrast to most U.S. cost accounting systems, GPK and other German systems also include interest as a cost type. Each cost type is decomposed into variable and fixed costs along with the assignment of costs to cost centers. As linear cost functions are assumed, variable unit costs are constant with respect to output. Obviously, this decomposition can’t be done for each cost type, but it has to be made for each accounting transaction. Cost-type accounting leads us to one of the most important elements of GPK: cost center accounting. A cost center is a relatively small entity with a robust and quantifiable relationship between its costs and a single activity, and it is typically composed of around 10 workers or less. Firms usually have multiple cost centers for such areas as manufacturing, material, administration, sales, and R&D. Cost centers usually have one or a few cost drivers, and they determine the relationship between variable costs and the output of the cost center. This simplicity allows for detailed cost planning of each cost center, with cost functions that describe the relationship between costs and output. Aggregating this data over all cost centers allows for flexible, output-dependent planning scenarios. This detailed planning procedure also has advantages for monitoring cost centers, something GPK emphasizes. Comparing planned and realized costs at the cost-center level provides early and detailed information about emerging problems. You can determine the causes and measures of those variations by using sophisticated variance analysis instruments, and human behavior can be influenced effectively at the cost-center level by tying a manager’s compensation and advancement to the performance of his or her cost center. GPK uses two different types of cost centers: primary cost centers and final cost centers. Primary cost centers cover activities that are relatively far away from the manufacturing process, such as plant management. Final cost centers are closely connected to the manufacturing process. This distinction is necessary because it isn’t possible to assign the costs of a primary cost center directly to products. Therefore, costs of primary cost centers are charged to final cost centers, which are connected more closely to products. This gradual assignment allows for a more precise calculation of product costs. Among the costs of the primary cost centers, only variable costs are charged to final cost centers. In Table 1, the variable costs of Maintenance, a primary cost center, are $77,000. This is charged to Manufacturing, a final cost center. Otherwise, the distinction between variable and fixed costs would blur during the allocation process. After this cost assignment, there are no longer variable costs on primary cost centers, yet the variable costs of each final cost center can still be obtained easily by adding them together. Only the variable costs of the final cost centers are charged to cost objects in product cost accounting. Product cost accounting assigns to products the cost of direct labor and direct material as well as the variable costs of the final cost centers—the latter assigned using specific charge rates. As a result, only the variable costs of each product are shown in product cost accounting. Although this contradicts the basic principles of GPK, fixed costs can also be allocated to products in a parallel calculation for mid- and long-term purposes. To keep the distinction between variable and fixed costs, the fixed cost calculation is separate from the variable cost calculation. Fixed costs usually are allocated by a surcharge as a percentage of variable costs. The final element of GPK is contribution margin accounting, shown in Table 2. In the U.S., the contribution margin after accounting for fixed product costs is normally referred to as gross margin. This completes the cost accounting system by adding the revenues and the fixed costs to product cost accounting. Here the contribution margin of each product can be obtained by subtracting variable costs from product revenues.

This supports many short-term management decisions because they are based on contribution margin rather than product costs. Moreover, the structure of GPK allows for more detailed analyses. By subsequently subtracting the relevant fixed costs from the contribution margin, different contribution margins on different layers can be obtained. For example, if there are fixed research and development or advertising costs for a small product group, these costs are subtracted from the product group’s contribution margins. This type of layered contribution margin analysis not only supports short-term decision making, but it gives recommendations for long-term decisions. Based on the principles and structure described above, GPK is able to support many short-term management decisions, such as the optimal production plan, make or buy decisions, pricing decisions, or internal transfer pricing. Moreover, costs are highly transparent, which helps influence the behavior of employees and identify potential weaknesses. These advantages are a major reason for the prevalence of GPK in large industrial firms in German-speaking countries.
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ACTIVITY-BASED COSTING

In the mid-1980s, significant changes made to the cost structures of U.S. companies left managers unhappy with traditional management accounting systems. According to two Harvard Business Review articles, written by Jeffrey G. Miller and Thomas E. Vollman and Robin Cooper and Robert S. Kaplan, respectively, these changes served as the impetus for the development of ABC. It’s worth noting that Germany already had a range of fully developed cost accounting systems at the time, including GPK. But before ABC was developed, most companies in the U.S. used simple methods of overhead allocation and calculation. The most commonly used cost-allocation bases were direct labor hours, direct labor dollars, direct material, and machine hours (or a combination).With indirect activities such as production planning, quality control, maintenance, and R&D becoming more important, and, consequently, overhead costs capturing a larger share of total costs, overhead rates on direct labor would, in some instances, far exceed 1,000%. Because of these sharply higher direct labor overhead rates, minor errors in assessing direct labor costs of individual products resulted in large errors of total costs of these products. Furthermore, a systematic error in the calculation of costs of different products is made when total costs aren’t proportional to the cost allocation base employed. In particular, cost allocation bias results when output drives the allocation base but the allocated costs aren’t proportional to output. This was less of a problem as long as direct labor and direct material represented the major part of costs and that products’ cost structures remained relatively the same. But overhead costs don’t depend predominantly on output. To a large extent, they depend on other cost drivers, such as number of product variants, product complexity, diversity of parts, and degree of automation. If overhead costs are allocated as a percentage surcharge on direct costs, the influence of these cost drivers isn’t accounted for adequately. As a consequence, some products would be undercharged: those with product variants that are produced in small volumes; those that are very complex; those that are produced in highly automated, capital-intensive processes; or those that are marketed in small order sizes and distributed through expensive distribution channels. ABC addresses this problem by linking overhead allocation to the activities that are carried out to produce and sell a product instead of to output or output-related measures. The basic idea is that overhead costs are caused by activities directly, not by products. The process for implementing ABC comprises the following steps:

·  Assess and develop a hierarchy of activities. This can be done by conducting interviews with employees, such as cost center or department managers.
·  Determine the cost drivers for the different activities. A cost driver measures the process output and the use of an     activity by a product. It serves as an allocation measure for products’ process costs.
· The assessment of activities and the identification of their cost drivers are practicable for standardized repeated processes.
· Estimate the planned costs of activities. The costs of cost centers or departments are allocated to the different activities within the cost centers. This can be done by analytical cost planning or dividing costs proportionally based on a particular measure, such as labor time. Adding up the planned costs of activities yields the costs of aggregated processes.
· Activity cost control. Planned and realized costs of business activities are compared. Deviations are analyzed together with the responsible process owners. The responsibility for processes across cost centers is supposed to improve the overhead cost management.
· Determination of activity cost rates. Before product costs can be calculated, activity cost rates are determined. These are computed by the costs of the activities over cost-driver volume, which, again, involves dividing costs proportionally based on a particular measure. See Table 3.
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· Calculation of product costs. Product costs are calculated by adding up direct costs, such as labor and material, and the process coefficients of a product—that is, the volume of a process used by a certain product—times the corresponding process cost rates. If one unit of a process is used by a single customer order of several products, the process coefficients are computed by one over the corresponding lot or order size: They are averaged. The activity-oriented calculation of product costs aims at displaying the long-term costs created by a product. See Table 4. ABC is used in Germany as well, though somewhat differently. In Germany, its application is concentrated on services and indirect processes though, even then, it is used infrequently. A 2002 study conducted by Klaus-Peter Franz and Peter Kajüter found that 47% of the large German companies used ABC in 2001, (compared to 52% in 1996), and half of these companies applied it only occasionally. There are also different ABC approaches in Germany. As originally proposed by Cooper and Kaplan, ABC doesn’t link activities and products. Consequently, cost allocations based on activities might be misleading. An alternative approach to ABC—known in Germany as process cost accounting (PCA)—only considers costs outside the manufacturing department. PCA pools activities with processes that produce some form of output, such as order fulfillment or procurement of raw material. And instead of single activities being assigned to products, the costs of these processes are assigned.

GPK AND ABC COMPARED

Since GPK applies the marginal costing principle and, accordingly, allocates only variable costs to products, it provides adequate information for short-term decisions, such as a decision to accept or reject an additional order based on contribution margin information. It’s also common for GPK to be extended by an additional full-cost calculation to add a long-term perspective. ABC, on the other hand, aims at allocating all the costs required to produce and market a product in the long run. It focuses on long-term decisions such as product design and production, as shown in Table 5, and involves allocations of fixed costs that use assumptions about the proportionality of costs that normally won’t be fulfilled, which makes ABC less suited for short-term decision making. Though GPK allocates overhead costs on products via cost centers and ABC does it via activities and processes, the underlying formal structure of cost pools and cost drivers is similar. In fact, some companies use the cost center module of SAP for implementing ABC.

This shows that the differences between GPK and ABC aren’t about the structure of the systems but instead involve the types and number of cost drivers and the allocation of fixed costs. Both systems use direct cost drivers in production-related areas to measure the performance of cost centers and their activities, but ABC also employs nonoutput-related cost drivers such as product complexity and number of product variants, which is supposed to improve the manufacturing design and reduce the number of parts used. ABC also uses these cost drivers to allocate total costs on products. GPK, however, doesn’t because charging fixed costs to products isn’t in line with its principles. In practice, GPK can be expanded by a multilayered allocation of fixed costs, which it often is. For example, this could be done at the product variants level, which would account for  this cost driver but wouldn’t apportion fixed costs. If fixed costs are allocated in GPK for mid- and long-term purposes in a multilayered fashion, they are strictly separated from variable costs. Both management accounting systems stress the issue of cost and profitability control, such as through variance analysis. An important difference between GPK and ABC is the distinct focus of ABC on the process owners’ responsibility for their processes across cost 
centers and departments. This implies a horizontal, process orientation compared to GPK’s vertical, functional one.

SUPERIOR DECISION-SUPPORT ACCOUNTING?

All things considered, we think GPK is superior to ABC for making short-term decisions, primarily for short-run production decisions as well as short-run pricing, particularly for manufacturing companies. ABC’s long-term perspective gives recommendations for product design and long-run production programs, yet long-term investment decisions actually require net present value analysis, restricting the relevance of ABC to a mid-term horizon. Combining GPK and ABC covers the short-term and the mid-term horizon. ABC emphasizes indirect areas of manufacturing and services. When it comes to cost control and cost management, GPK focuses on cost centers while ABC addresses process owners across functions. ABC has the advantage here because it ensures continuous responsibility across interdependent activities. 

By combining GPK and ABC, cost control and cost management have a cost center and process perspective. There are advantages in combining GPK and ABC, especially as the importance of indirect costs increases. But a permanent ABC system that delivers detailed cost information of single activities on a monthly basis like GPK would be very expensive in most instances. An alternative solution for companies already using GPK could be to define cost centers in indirect areas in order to improve planning and control of the principal activities’ costs. Yet another widely practiced alternative is to employ ABC on a case-by-case basis only, such as for the development of new products. For U.S. companies with an ABC-system in place, there would be substantial costs for adopting a new GPK system. But having a look at the existing ERP system could bring a pleasant surprise. If its functionality already comprises elements of GPK, the necessary investment for a GPK system may be manageable.
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Reading 11-2: Analyzing Sustainability Impacts
by Marc J. Epstein and Kristi Yuthas


Companies today are under constant pressure to “go green,” and sustainability has become a critical factor in corporate competitiveness for many. Customers, investors, employees, and other stakeholders want to know the environmental and social impacts of corporate activities. Managers would like to make more sustainable choices, but the relentless demand for financial performance can make them hesitant to do so. Some sustainability decisions are no-brainers—reducing materials use, becoming more energy efficient, recycling—but most choices are far more challenging and can pit financial results and social impacts directly against each other. When that happens in competitive markets, financial demands usually win out.
In many cases, the sustainable choice is the best choice financially but loses out to another alternative because of flaws inherent in the cost-benefit analysis. In traditional decision making, only direct financial costs and benefits are factored into decisions—the full monetary consequences that arise as a result of environmental and social impacts are overlooked. In part, this may be the result of “triple-bottom-line” thinking, which separates the financial impacts of organizational activity from sustainability impacts by creating separate bottom lines for economic, environmental, and social impacts. Yet there’s growing evidence that the economic bottom line is affected by these sustainability impacts as they influence the choices and actions of economic stakeholders. Companies need to develop the ability to anticipate these effects and incorporate them into cost-benefit analyses.
Those seeking to make rational financial decisions must learn to identify the social and environmental impacts of decision alternatives, anticipate stakeholder reactions to the impacts, and estimate the monetary results of the reactions. Failing to do so can lead to decisions based on grossly inaccurate perceptions of the payoffs of various decision-making alternatives.

Need for a New Decision-Making Tool
Financial managers are increasingly asked to weigh in on the financial consequences of decisions likely to have environmental or social outcomes. When this happens, they are likely to adapt familiar tools to attempt to incorporate these outcomes.
Most commonly, full- or activity-based costing models are adapted to include sustainability-related costs, such as the costs of certification, compliance, or fines. Companies also frequently consider these costs in capital-budgeting decisions, as financial analysts factor in the likelihood of stricter financial regulations or more demanding customer requirements years down the road. Such approaches represent a big step beyond traditional decision-making models that treat costs of compliance, health and safety, and other environmental and social costs as if they were isolated from specific products, customers, or programs. Still, these methods aren’t comprehensive enough to ensure that a full range of potential costs and benefits is included in decision making.
Sustainability experts have produced tools that provide a much more comprehensive approach to understanding sustainability outcomes. Most of these tools are grounded in the lifecycle analysis approach, which is increasingly well-known to operational and engineering managers in many companies. Lifecycle analysis has evolved over the past three decades from a tool focused on energy use to incorporate full environmental burden and, more recently, social impacts. Lifecycle sustainability analysis adds analysis of knowledge gaps and requirements to the assessment and helps analysts focus on disciplinary models to address specific decisions or challenges. These are excellent tools for the kind of thorough, scientific analysis required when making high-stakes product and process design decisions. But these tools are enormously complex and require sophisticated data-gathering analysis that renders them too costly for the majority of decision-making situations.
Financial managers need basic models that incorporate the most significant variables, are robust enough to accommodate a wide variety of decisions, and provide results that are simple to communicate. We attempt to help fill this gap by providing a simple and familiar cost benefit approach that’s enhanced and improved through the addition of sustainability outcomes.
We developed the cost-benefit tool presented here specifically with the needs of financial managers in mind. It allows them to simultaneously consider the financial and social outcomes of potential decisions without the need for advanced knowledge of sustainability models or methods. The tool is built on a decision-making model that highlights operational and sustainability outcomes. The underlying model is an adaptation of a corporate sustainability model presented in an article by Marc J. Epstein titled “Implementing Corporate Sustainability: Measuring and Managing Social and Environmental Impacts” (Strategic Finance, January 2008).We developed the tool to highlight the financial impacts of sustainability outcomes and provide a straightforward approach for incorporating them into cost-benefit decisions. 
The tool can be used for quick, ad hoc decisions made by individual managers, or it can be used as part of a comprehensive analysis of a strategic initiative. Here we provide an example of how the model can be applied to a common, everyday decision many organizations face: whether to alter factor inputs and production processes to reduce negative environmental impacts of the products or services offered.

Operational and Sustainability
Outcomes
Analyzing the costs and benefits of programs that have environmental or social impacts requires a new way of thinking about decision outcomes. Here we rely on a model that assumes that these programs have both operational and sustainability performance outcomes. The model is built on the well-known approach used in causal linkage models and strategy maps (and in theory-of-change and logic models used by social enterprises and not-for-profits).
Panel A of Figure 1 depicts a traditional model for analyzing the costs and benefits of organizational programs or actions. The company engages in actions that require monetary expenditures. The actions also result in operational performance outputs, such as products or services, and these performance outputs result in monetary benefits and costs.
Panel B shows an enhanced model of the costs and benefits of organizational programs. This enhanced model can be used for any program, but it’s particularly useful for initiatives that are expected to have impacts that extend beyond traditional business partners such as customers or suppliers. It also adds two key elements to the cost-benefit calculation: sustainability performance and stakeholder reactions. Let’s look at the basic components of the model.

Sustainability Programs: Actions taken by the organization to initiate and operate sustainability initiatives. For example, if an accounting firm engages in an initiative encouraging employees to use public transportation for work-related travel, the initial requirements of developing and marketing the program to employees, as well as the ongoing actions required to provide and process discounted transit passes, would be program-related actions.

Operational Performance: Performance outcomes that result from the sustainability program. For example, if a sustainability initiative involves simplified packaging, the reduction in material processing and shipping time would be considered part of operating performance. Sustainability outcomes that also are traditional outcomes are included here as well. For example, if materials used and waste produced are also affected, those changes would be reflected in operating performance.

Sustainability Performance: Performance outcomes relating to social or environmental impacts. For example, a company switching its sales-force fleet from gasoline-powered cars to hybrids would reduce its carbon emissions; a company instituting a diversity awareness training program might increase the number of minority hires or promotions.

Stakeholder Reactions: Stakeholders’ reactions to sustainability performance outcomes. For example, obtaining Leadership in Energy and Environmental Design (LEED) certification on a building might result in media reports that increase brand awareness and attract new customers, a healthier workplace and more satisfied employees, or attention by regulators that contributes to legislation that benefits the company.

Monetary Costs and Benefits: Financial outcomes resulting from the initiative. These costs and benefits arise directly as traditional business outcomes related to operational performance, and they arise indirectly as stakeholder reactions translate into monetary impacts on the company. For example, compensating workers for volunteer activities results in increased payroll costs. It may also result in process cost reductions ensuing from
knowledge gained through volunteering activities. But this initiative may have non-operating benefits as well. Sustainability performance increases as the organization provides benefits to the community. Employees may react by forming a more favorable impression of the company and its role in the community, which might result in increased loyalty to the organization. This reaction might lead to monetary benefits as employee retention improves and costs of recruiting and training employees decline.

Costs and Benefits of Sustainability
Companies are adept at evaluating the financial costs and benefits associated with a broad range of initiatives and investments. Most are far less experienced at understanding the potential impact of these decisions on sustainability and considering whether and how these impacts will affect the bottom line. Businesses need guidance for moving beyond the familiar cost-benefit analysis or business case approach in Panel A to the more inclusive approach in Panel B. Conducting a cost-benefit analysis that incorporates sustainability outcomes requires managers to perform five basic activities:
1. Prepare the traditional cost-benefit analysis,
2. Determine sustainability outcomes,
3. Identify stakeholders,
4. Anticipate stakeholder reactions to sustainability outcomes, and
5. Estimate the monetary costs and benefits of these reactions.

Step 1: Traditional Cost-Benefit Analysis
The process begins with standard analysis of the costs and benefits of the proposed change. The initiative under consideration usually requires some expenditure, which will show up as monetary costs. The operational outcomes of the decision can take many forms and result in benefits such as increased revenues and savings on capital or operating costs or costs that include direct cost increases and loss of revenues and other benefits.

Step 2: Determine Sustainability Performance Outcomes
Sustainability performance is affected by almost every significant corporate decision. Understanding these performance outcomes is challenging, and outcomes vary greatly across decisions. Fortunately, companies and organizations have struggled with measuring and reporting sustainability impacts for decades, so guidance is readily available. Table 1 is a generic list of environmental and social elements, both positive and negative, that are frequently affected by corporate activity. We adapted the list from the Global Reporting Initiative’s list of key indicators that are most likely to be of interest to corporate stakeholders. Companies new to systematic exploration of sustainability impacts can begin with a standardized list such as this and then add and remove key performance outcomes as they gain more experience using the model. Eventually, a checklist can be developed that can be applied to analyze the sustainability performance of each significant program or initiative.

Step 3: Identify Stakeholders
Most companies use some form of stakeholder analysis in their formal strategic planning process, and reactions of stakeholders are incorporated informally into all kinds of business decisions. But aside from customers, whose reactions directly affect sales, many other stakeholders are often overlooked in cost-benefit analysis. The process of identifying relevant stakeholders begins with consideration of a full range of stakeholders and then narrowing the list to those likely to be impacted by the sustainability performance outcomes identified in Step 2. Figure 2 provides an example of a stakeholder map that includes the stakeholders most likely to respond to corporate activities.

Step 4: Anticipate Stakeholder Reactions
to Sustainability Outcomes
Once companies identify the performance outcomes and stakeholders, the process of anticipating reactions can begin. One or more stakeholder groups may react to each sustainability performance outcome. In this step, the objective is to anticipate which groups will react to each outcome and to determine whether these reactions are likely to be significant in magnitude. When significant changes are likely—for example, a story is picked up in the press or a supplier cancels a contract—the reaction is included in the list of stakeholder reactions.
Table 2 provides examples of ways each stakeholder group might react to corporate activities. In addition to customers, suppliers and more minor trading partners, such as service providers, can take actions that impact the company financially. Insiders, such as owners and employees, can react in ways that affect financial and operational aspects of the business. Outside stakeholders can take actions that impact the organization directly or that affect the decisions and reactions of other stakeholders. Thus the likely impact of decisions on regulatory agencies and community stakeholders such as nongovernmental organizations, advocacy groups, and the press should also be considered in the cost-benefit analysis.

Step 5: Estimate Monetary Costs and Benefits
In the final step, companies can estimate the monetary costs and benefits associated with the stakeholder reactions. Financial managers armed with a full analysis of stakeholder reactions are in the position to provide a much more comprehensive and useful estimate of the costs and benefits of a proposed initiative. Nonetheless, monetary benefits and costs can be quite difficult to estimate, particularly when valuing intangible assets, forecasting revenues, and dealing with other elements commonly included in a cost-benefit analysis.
To be sure, there can be a great deal of uncertainty in the process, but a well-informed best estimate is far superior to the $0 value implied by leaving the item out of the cost-benefit analysis. And by making estimates transparent, they can be discussed and modified by knowledgeable decision makers. Over time, financial managers and general managers whose decisions they support gain expertise in estimating monetary impacts.

The Cost-Benefit Tool in Practice
The mechanics of using the sustainability cost-benefit tool are easy to master once you understand the model. The following example details the cost-benefit calculation of a company called CityClean, Inc., which is considering a switch to more environmentally friendly supplies.

Scenario: CityClean, Inc.
CityClean provides cleaning services for office buildings owned by the city and by private companies. The company has seen increases in customer inquiries relating to environmentally friendly cleaning methods, and the city has recently made it a priority to contract with “green” suppliers. CityClean’s CEO would like to convert cleaning solutions to more environmentally friendly nontoxic solutions. The director of purchasing estimates that the change will result in $50,000 per year in additional costs. This cost is slightly offset by a $20,000 reduction in labor costs. Because the nontoxic cleaners can be left on surfaces, employees save time that’s usually required to rinse surfaces with water after they have been cleaned. 
A traditional cost-benefit analysis of this scenario (Figure 1, Panel A) likely would focus primarily on the operational performance and monetary outcomes of this decision. In that case, the $50,000 cost of the planned program of switching to the new supplies would be included in the Programs and Activities category.
Any expected operating outcomes would be included in the Operational Performance category. For purposes of this decision, we’ll assume that the change is largely invisible to customers. The environmentally friendly supplies produce no significant change in the resulting level of cleanliness. Thus the only monetary impact of the change comes in the form of the $50,000 annual increase in cleaning costs and the $20,000 labor savings, resulting in a net cost of $30,000.
Without a more complete exploration of potential impacts, the company is forced to conclude that there’s no business case to support the change. Unless the company could pass along those additional costs to customers willing to pay a premium for reduction in toxins, the initiative will fail.
By using the cost-benefit tool, the company can explore a full range of outcomes more completely and make a better informed decision about cleaning supplies. Figure 3 provides a very simple version of the cleaning-supply cost-benefit analysis. We’ve included a few of the most basic and direct sustainability performance outcomes and corresponding stakeholder reactions in this analysis.
The sustainability performance box adds three sustainability outcomes to the analysis. First, toxic materials have been replaced with nontoxics, which reduces the impact from the cleaning solutions being released into the environment. Because rinsing is no longer needed, the amount of water usage is reduced, as is the amount of dirty water emitted back into the environment. Finally, the cleaned offices are less toxic, producing a healthier work environment for employees and customers.
Each of the outcomes can result in stakeholder reactions that have a direct monetary impact for the company. Estimates of the revenues and cost savings associated with sustainable performance outcomes are shown in the sustainability performance and stakeholder reactions boxes and in the second, third, fourth, fifth, and sixth bullets of the monetary benefits box in Figure 3. 
The use of nontoxic materials can be attractive to potential customers searching for a cleaning service that uses environmentally friendly supplies. Using nontoxic solutions is estimated to result in additional sales of $30,000 annually.
Reduced water requirements may provide benefits to existing customers, who pay for the water and who are ultimately responsible for emissions of dirty water into the environment. Their satisfaction may increase because of this, resulting in greater customer loyalty and reduced turnover, worth an estimated $500.
Lower levels of toxins in the immediate working environment and in the customers’ workplace can have a number of benefits as well. Customers who are satisfied with the improved environmental safety are also expected to stay with CityClean longer, reducing acquisition and retention costs by $1,500. Employees also might experience increased satisfaction, which can reduce employee turnover and associated recruiting and training costs of approximately $3,000. Finally, because of reduced contact with toxic materials, customers may experience fewer health impacts from exposure, reducing the number of sick days and the costs associated with them, which is expected to save the company $5,000.
The monetary benefits expected to accrue as a result of stakeholder reactions to changes in sustainability performance amount to $40,000, bringing the total expected monetary benefits of solutions to $60,000. These benefits exceed the increased cost of the eco-friendly solutions by $10,000.
In this example, the company makes a better decision by using the tool. CityClean is able to gain a better picture of the broad range of monetary impacts resulting from this significant operational change.

The Tool Can Help
Companies are making suboptimal decisions every day because they lack the tools and knowledge needed to include sustainability performance outcomes in their decision-making models. The tool we presented here provides a straightforward method for addressing this problem. As decision makers gain experience with the tool, it will provide greater value to their organization. Initially, the simple act of uncovering assumptions about sustainability and making them concrete by including them in the model can have significant benefits. The process will provide managers with a basis for exploring and reconciling differences in their assumptions about performance outcomes, stakeholder reactions, and the financial impacts of these reactions.
As the tool is used as a basis for decisions, and real outcomes are known, these assumptions will be tested and improved. Through this process, managers will gradually gain expertise in estimating sustainability impacts, and the decision-making tool will provide increasingly valuable information for a range of decision-making processes. This can lead to better integration of sustainability into operating and capital decisions and improved corporate sustainability and profitability.




Marc J. Epstein, Ph.D., is Distinguished Research Professor of Management at Jones Graduate School of Business at Rice University in Houston, Texas. He is also a member of IMA. You can reach Marc at (713) 348-6140 or
epstein@rice.edu.

Kristi Yuthas, Ph.D., is an associate professor of accounting and the Swigert Professor in Information Systems at Portland State University in Portland, Ore. You can reach her at yuthask@pdx.edu.





[image: ]




[image: ][image: ]




[image: ]




[image: ]


Reading 11-3: A New Hue of Green for the Management Accountant
by T. L. Barton and J. B. MacArthur


One real-life example of this has taken hold at Jiminy
Peak Mountain Resort, a medium-sized ski and snowboard area in the Berkshire Mountains of western Massachusetts. Jiminy Peak recently completed a very successful wind turbine project that adds a high degree of stability to its energy costs, helps fulfill a corporate mission to protect the environment, and allows the use of “green” marketing to attract even more visitors to its popular ski slopes.

A History of Innovation
Jiminy Peak, which dates back to the late 1940s, is located about 30 miles east of Albany, N.Y. Through good management and sound development, the resort has evolved over the years into a popular winter ski destination with45 runs and nine lifts. Savvy marketing and attractive mountain facilities have enabled Jiminy Peak to operate profitably, even in the summer. Winter sports draw about 250,000 visitors annually, while summer pulls in roughly another 100,000 for mountain biking and other activities.
Jiminy Peak’s business is energy-intensive because machines make most of the snow, especially early in the season. Even with strong conservation efforts over many years that reduced annual energy usage by 25%, the resort consumes about 7.5 million kilowatt hours of electricity per year—or about what a small town might consume. Of this, roughly 60% is used during the winter months.
Rising winter energy costs spurred the resort to start thinking of new ways to lower its bills. Costs had jumped about 90% from the 2003-2004 season to the 2005-2006 season, largely because of a surge in oil prices. Jiminy Peak had already slashed its electricity costs as much as it could before the increase: More than 1,800 new compact fluorescent bulbs in the lodge replaced incandescent bulbs; outdoor lights on the ski runs were programmed to dim during night maintenance work; and half the snowmaking system was converted to gravity-feed. Jiminy
Peak was even a test site for the development of high efficiency guns” for the snowmaking machines. The new technology uses about 40% less electricity than the old version.
But there was only so much Jiminy Peak could do to conserve energy with its existing facilities and still offer high-quality recreational services. The eventual solution arrived in a glow of green.

Harnessing the Wind
Brian Fairbank had been in the ski resort business long enough to know that tops of the Berkshire Mountains can get very windy in the winter. As president of Jiminy Peak, Fairbank decided to put his mountaintop to good use in helping to stabilize the resort’s cost of electricity.
Fairbank knew that harnessing the wind would be a complicated, specialized process, so he hired Sustainable Energy Developments of Ontario, N.Y., to examine the feasibility of such an enterprise. With Sustainable’s help, Jiminy Peak received a small grant from the Massachusetts Technology Collaborative to conduct a formal feasibility study. As might be expected, in addition to technical and financial issues, a great deal of effort went into ensuring no negative impact on endangered species, birds, and wetlands.
The original plan called for Jiminy Peak to install a 1-megawatt wind turbine with financing provided by a $582,000 grant from the Renewable Energy Trust Fund, administered by the Massachusetts Technology Collaborative, and a $1.8 million loan from a local bank. (Funding for the Renewable Energy Trust Fund comes from a charge on Massachusetts electric bills.)
Unfortunately, the resort discovered that trying to purchase a single wind turbine was like trying to buy a single slice of bread—manufacturers normally dealt with “wind farms” that purchased upwards of 10 units at a time. Because the factories were running at full capacity, they weren’t interested in an order for one unit; in fact, not a single supplier responded to Jiminy Peak’s request for proposals.
Finally, GE Energy, a unit of General Electric, agreed to provide a wind turbine to Jiminy Peak within a year, but its smallest model had a capacity of 1.5 megawatts and was substantially more expensive than the 1-megawatt size. The local bank would have to be willing to increase the loan to $3.3 million, and Jiminy Peak would have to be sure it wasn’t buying more capacity than it needed. With electricity, the issue is matching generation with consumption since it can’t be stored for use later.

Too Much Power, or Not Enough?
Capacity really wasn’t a problem. The larger GE model would still provide only one-third of Jiminy Peak’s annual electricity needs. Nevertheless, projections showed that in times of sufficiently strong winds, the turbine could churn out power 24 hours a day, seven days a week, often when the resort doesn’t need much power. Fortunately, the winds on Jiminy Peak are at their strongest during the winter months, which is precisely when the resort needs more electricity to provide for snowmaking. Plus, excess electricity could be automatically diverted to the power grid and sold.
An important financial component of the project was the sale of renewable energy credits (RECs) to a third party. There’s a ready market for these credits because they certify that the buyer purchased renewable energy. A REC marketing company in Pennsylvania agreed to purchase Jiminy Peak’s credits for three years at a total minimum price of around $500,000, or $166,667 per year.
In considering the resort’s request for the higher loan amount, the local bank became concerned that the REC deal extended for only three years of the 10-year term of the loan. At this stage, the Massachusetts Technology Collaborative stepped in and signed a contract with Jiminy Peak to guarantee the purchase of the credits for the remaining seven years. With that, the loan became viable, and the project—now known as “Zephyr” after the mythical Greek god of the west wind—proceeded. Jiminy Peak got its wind turbine.

A Green Initiative that Saves Greenbacks
In addition to the annual income from the RECs, Zephyr, as the turbine itself has come to be known, generates about $160,000 per year from the sale of excess electricity to the power grid and $46,000 annually in production tax credits for the first 10 years. The project also qualifies for five-year accelerated depreciation. Maintenance and insurance cost approximately $75,000 per year.
The Zephyr turbine is about 80 feet higher than the Statue of Liberty. Each of its three blades is longer than three school buses parked end to end, and it had to be transported by special convoy from the Port of Albany.
The resort positioned the turbine so that its backdrop is mainly mountainside, not blue sky, showing a real concern for the esthetics of the terrain. Zephyr can generate electricity in wind speeds anywhere between 6 and 55 miles per hour but is considerably more productive in the blustery winter months. Its total output could power more than 600 homes for a year.
Jiminy Peak’s wind turbine was the first installed by a mountain resort in North America. Many resorts, such as Vail and Aspen, claim to use electricity generated by wind power, but they’re only purchasing RECs—a good effort at greening but a far cry from owning and operating a wind turbine. In fact, Jiminy Peak was also the first privately owned business in America to use its own wind turbine of 1-megawatt or greater capacity to generate power for its own use.
The resort estimates that each year Zephyr will offset the emissions of 7.1 million pounds of carbon dioxide (CO2), which is often linked to global warming through the greenhouse effect; 33,000 pounds of sulfur oxide (SOx), which contributes to smog and is a major cause of acid rain; and 10,000 pounds of nitrogen oxide (NOx), which is found in smog and is linked to asthma. How many capital budgeting decisions actually help clean up the environment as a routine side effect?
In 2007, after the turbine went online, the resort surveyed its new guests and uncovered an interesting statistic: About 25% said they patronized Jiminy Peak because of its well-publicized environmental commitment. How many cost-saving measures actually cause an increase in sales?
Needless to say, Jiminy Peak management is pleased with Zephyr’s performance, which has saved $450,000annually in energy costs and has helped the resort to thrive during the recent economic downturn. (For more information, see “Wind power helps ski resort during recession,” at http://articles.cnn.com/ 2009-02-27/tech/ski. wind. turbine_1_jiminy-peak-mountain-resort-windturbine-zephyr?_s=PM:TECH .)
Imitation, of course, is the sincerest form of flattery. In October 2009, Bolton Valley Resort in northern Vermont became the second ski resort in the nation to install a wind turbine. (For more information, go to http://northernpower.kiosk-view. com/bolton-valley.)

The Role of Management Accountants
As with all capital expenditure proposals, management accountants can compare the benefits and costs of projects with environmental features, such as Zephyr. This includes preparing capital budgeting analyses of the expected cash inflows and outflows and projecting the expected environmental benefits. Table 1 provides a suggested 10-step checklist to determine if a renewable energy project, or any other major capital expenditure for that matter, is suitable for your organization.
Management accountants can report the results of post-investment audits and routine budget variances that compare the actual results to the expected financial, nonfinancial, environmental, community, and other benefits and costs. For example, on the environmental side, the expected and actual levels of decibel noise pollution and avian life disruption that the wind turbine causes can be reported. Likewise, the expected and actual levels of CO2, SOx, and NOx can be compared, say, every quarter. 
Management accountants can also report the expected and actual kilowatt hours of electricity generated by the wind turbine, including electricity sold to the grid, which displaces electricity previously generated by conventional power stations.
Table 2 shows an abbreviated version of a possible budget performance report that compares financial, nonfinancial, environmental, and community benefits and costs of a wind turbine. Of course, variances deemed significant in absolute and/or percentage terms should be investigated further by the manager responsible for them to determine reasons for the unexpected deviations.
Some hard-to-measure benefits and costs would have to be estimated in some acceptable way from externally collected information to, for example, project the additional hotel, restaurant, and other retail revenues gained from an increased number of resort visitors.
Management accountants can also prepare a lifecycle analysis comparing cumulative expected and actual financial, environmental, and other benefits and costs. It’s probably a good idea to add appropriate financial, environmental, and other metrics related to various aspects of renewable energy performance to the balanced scorecards, unit scorecards, and personal scorecards of executives and managers because “what you measure is what you get. ”Management accountants can help executives and lower-level managers prepare these scorecard metrics, too.

With the Wind at Their Backs
Brian Fairbank and his crew are now well-versed in implementing a wind turbine system. During the many months from conception to actual power generation on August 15, 2007, Team Fairbank was involved in myriad environmental, technical, financial, and strategic issues and decisions. In fact, they gained so much knowledge that they began a consulting company, distinct from Jiminy Peak, called EOS Ventures, LLC. The new company’s initial focus was on wind projects but has evolved into designing, installing, and commissioning solar energy systems, too.
Few management accountants are experts in the details of renewable energy projects. But with the ever-increasing cost of energy bedeviling businesses, a management accountant’s understanding of financial and tax matters can play an important role in the analyses needed to find creative—and “green”—ways of coping.

Authors’ Note: We would like to thank University of North Florida student Jody Ratliff for his research contribution and Katie Fogel of Jiminy Peak Mountain Resort for her assistance. We also used information contained on Jiminy Peak’s Internet sites (www.jiminypeak.com and http://jiminy.lsw.com), including its Forever Green magazine, published in 2007, and from www.eos-ventures.com.
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Fgure 1: Cost-Benefit Analysis with Sustainability Outcomes
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Table 1: Categories of Environmental
and Social Impact

Environment:
Materials quantity and type
Energy and water consumption
Biodiversity
Greenhouse gas emissions
Waste amount and type
Product impact and disposal

ractices:
Diversity and equal opportunity
Fair pay
Notice polices for contract changes
Workplace safety
Worker raining
‘Counseling and prevention services

Human Rights:
Human fights concerns included in contracts
Nondiscrimination policies and actions
Child and forced labor
Freedom of association

Society:
Engagement with local community.
Community impacts
Cormuption policies and incidents.
Particpation in public policy
Fair competition practices
Development of infrastructure

Product Responsibi
Customer health and safety.
Product and service labeling
Marketing communications
Customer privacy
Compliance with regulations

Labor
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Table 2: Examples of
Stakeholder Reactions

Customers:

Increase spending or begin new relationship

Decrease spending or terminate relationship

Provide positive or negative referrals

Adjust amount willing to pay
Suppliers:

Strengthen or weaken relationship

Change pricing or services offered
Owners:

Invest in company or divest

Adjust required rate of retum
Employees:

Increase interest in joining or staying with the

company

Reduce commitment or exit

Increase or decrease productivity
Regulators:

Enact or enforce regulations

Employ tax or other incentives
Community:

Collaborate or share information with the

company

Provide positive or negative media attention

Spread positive or negative word-of-mouth

Boycott or picket the company.
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Figure 2: Key Stakeholders
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Figure 3: Simple Cost-Benefit Example of CityClean, Inc.
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Table 1: Should You Invest in Renewable Energy?

Yes No
1. Is the investment consistent with your organization’s strategy?
2. If "yes," proceed to question 3. If “no,” is now the time for your organization to consider
a new environmental strategy?
3. Is the project’s business-risk level acceptable?

4. Does the project have a positive NPV/IRR > the minimum required rate of return and

an acceptable payback period?

5. Have the environmental and other nonfinancial factors been identified and evaluated?
6. Is long-term financing available for the project?
7. Ifaloan is required, are the interest rate and resultant financial risk acceptable?
8. Should the investment be made based on the above analysis?
9. If the answer is "yes,” have the appropriate construction permits, environmental permits,
and other clearances been obtained?
10. If the answer to question 9 is “yes,” proceed with the purchase and installation.

If there are mutually exclusive alternatives, repeat the appropriate steps for each
option before making a choice.
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Table 2: Abbreviated Budget Performance Report

for a Hypothetical Wind Turbine Project

DESCRPTION EXPECTED ACTUAL  VARIANCE®  VARIANCE %
FINANCIAL

‘Addtional revenue from environmentaly orented resort quests  SXXKXKX SXKOOX XXX XUF
‘Addtional revenue from opening resrt early SOXXK 000K SO U XU
‘Addtional revenue from wind turbine tours 00K 00K SO U XUF
Revene from electcty sold o the grid SO 000X SO U XU
ntemnal electicty cost savings SOXK_ SR0KOX__ SO U XU
Maintenance, insurance, and other aperating costs SOXXK_ $00KOX_ SOX U XU
Payack to date SOXXK___ $0KXX____ SO UIF XU
Investment and installation costs SOOXXKK__ SXXKKXHK KK UFF XUF
NONFINANCIAL

nstallaton time (days) 0 oK XXUF XU
ENVIRONMENTAL

Electidty used by the gid (Klowatts) OHKHK 0K O UFF XUF
0, reductions 000K 200000 0K UFF XUF
50, reductions 000K 00K KU XU
NO, reductons OO 000K KU XU
Number of reparted bird Kils 0 3 XU XU
Noise polluton 300 fet from turbine (decibels) X XX XUF XUF
COMMUNITY

‘Addtional hote, restaurant, and other retal revenues from

increased number of esort quests SOXK HOKXX X UF XUF
Increased trafic on roads (number of vehices) X0 X0 0 UFF XUF

*Key: UIF means Unfavorable or Favorable variances.




