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Foreword 
 

The costs associated with service provision are often problematic especially in 

areas where there is significant pressure on pricing. With a growing emphasis on 

outcomes pricing, the need to understand and control the costs that arise is 

paramount.  Service companies often have high overheads and traditional costing 

methodologies are not providing adequate solutions in an outcomes based 

environment. In using a value chain analysis approach this thesis offers an insight 

into a more efficient method of dealing with the real costs of a project. 

 

The core of the content after a brief examination of the traditional costing models 

relates to the use of value chain analysis in providing a systemic evaluation for the 

allocation of costs as applied to management consultancy. The result is a 

proposed hybrid model-costing model for a service business which can enhance 

practice and provides a potential methodology that is adaptable across other 

service providers.  A clearer understanding of costs is essential today and the 

process suggested offers a thoughtful route through this important aspect of a 

service business. 

 

Dr Kerry Sullivan 

Surrey University
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1 Introduction  
The global economic system is divided into the primary sector (agriculture), 

secondary sector (industry sector) and tertiary sector (services). This last sector 

especially has experienced a significant change in the past and continues to grow.  

 

The trend towards a knowledge and service economy is now ubiquitous across 

Europe and represents more than 70% of all economic activities and is responsible 

for the same fraction of jobs as well (EU 2010). In spite of the importance of this 

sector, in the educational world and common literature this sector is not given as 

much attention as it deserves in terms of the research in and development of 

approaches for this sector (Ringlstetter et al. 2004, Mowen and Hansen 2011).  This 

study deals with one of the sub problems for a service company from the financial 

perspective. 

 

A service company provides and offers services. Services are products (task or 

activities) that require direct contact between seller and buyer (Henschel 1992). The 

products are performed for the customer or something that a customer uses (Mowen 

and Hansen 2011). The differences when compared with classical products are the 

immateriality (intangible, not storable, not transportable), integration of the external 

factor (interaction with and dependence on the client) and individuality (Raiborn and 

Kinney 2009, Mowen and Hansen 2011). Services can also be delineated according 

to the type of services, i.e. commercial services (e.g. business or financial) and non-

commercial (e.g. health service, education). A further classification is low-contact 

(e.g. online banking) or high-contact. Typical expenses for service companies include 

the costs for motivation and preparedness. These costs are incurred independent of 

the use of the service, and are required for an effective program and process 

planning (Dreyer 2003). 

 

Within the services sector, companies are divided into knowledge-intensive and other 

service providers. Knowledge-intensive service providers include law firms, 

accounting firms, advertising agencies, investment banks, management and IT 

M. B. Baum, Service Business Costing,
DOI 10.1007/978-3-8349-4444-3_1, © Springer Fachmedien Wiesbaden 2013
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consultancy, recruitment agencies, insurance brokers and engineers (Scott 1998) 

(see Fig. 1.1). 
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Fig. 1.1 Professional service firms by industries adapted from Scott (1998) 

 

The target group for this study is management and IT consulting firms. Consulting 

firms, also called professional service firms (PSF), are usually involved in finding 

solutions to different problems. The participation of the customer is always required 

and depends heavily on the type of consulting services.  

 

In recent years, the high economic pressure on both the cost and revenue sides have 

changed the consulting firm leaders' focus from pure partnership-run companies to 

so-called "managed professional business " (Cooper et al. 1996). Key factors for 

success in the consulting business include highly-qualified employees with good 

relationship skills and a good reputation. The company's employees are carriers of 

knowledge (Shapero 1985) and, as an interaction partner with the client, responsible 

for company’s reputation and therewith are responsible for the future long-term 

success of the company (Pfeffer 1994). The customers, on the other hand, demand a 

high level of quality and motivation from the employees of the consulting firm, as they 

pay for both. 
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This study deals with the question of to what extent value chain analysis is a suitable 

instrument for overhead distribution within the development of a cost accounting 

approach for a consulting firm. The classical value chain originally developed by 

Michael Porters in 1985 (Porter 1985) is shown in                Fig. 1.2 and discussed 

later within this study. The study is set up as an action research for the consulting 

firm J&M Management Consulting AG, Mannheim (Germany) and also develops a 

cost accounting approach for the firm.  

 

Firm Infrastructure

Human Resource Management

Technology development

Procurement

Inbound
Logistics Operations Outbound 

Logistics
Marketing 
and Sales Service

PRIMARY ACTIVITIES

SEC
O

N
D

AR
Y 

AC
TIVITIES

Product Interrelations Market Interrelations
 

               Fig. 1.2 Classical value chain adapted from Porter (1985) 

 

1.1 Target group of the study: management and IT-Consulting firms 

1.1.1 Definition and purposes of management consulting  
According to the International Council of Management Consulting Institutes (ICMCI) 

“management consulting is the provision of independent advice and assistance about 

the process of management to clients with management responsibilities” (ICMCI 

2011).  There are many other definitions like the one by Fritz Steele (1975) “...any 

form of providing help on the content, processes, or structure of task or series of 

task, where the consultant is not actually responsible for doing the task itself but is 

helping those who are”  or with the definition from Larry Greiner and Robert Metzger 

(1983) as “...advisory service contracted for and provided to organisations by 

specially trained and qualified persons who assist, in an objective and independent 

manner, the client organisation to identify, management problems, analyse such 
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problems, recommend solutions to these problems, and help, when requested, in the 

implementation of solutions” which are just as good. The British institute of 

Consulting proposes the following definition: “Management consulting involves 

individuals, whether self-employed or employed, using their knowledge and 

experience, and their analytical and problem-solving skills, to add value into a wide 

variety of organisations with a framework of appropriate and relevant professional 

standards, disciplines and ethics” (Burtonshaw 2010, p. 5). Usually the content of all 

definitions includes the basic features of transferring knowledge, advice and 

assistance, independence, temporary service, and consulting as business (Melcher 

1982, Kubr 2002, Fink 2009). 

   

Achieving organisational 
purposes and objectives

Solving 
manage-
ment and 
business 
problems

Identifying 
and seizing 
new opport-

unities

Enhancing 
learning

Implemen-
ting 

changes

 
                 Fig. 1.3 Generic consulting purposes adapted from Kubr (2002) 

 

According to Kubr (2002), consultants are usually used for five broad generic 

purposes: achieving organisational purposes and objectives, solving management 

and business problems, identifying and seizing new opportunities, enhancing 

learning, and implementing changes (see Fig. 1.3). 
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1.1.2 History of consulting  
According to McKenna (1995) and Fink and Knoblach (2003), the consulting industry 

has progressed through the following historical stages: 

 

1900 – 1930: Initialisation In the late 19th century, a new industry was 

developed to meet the need of management in 

most companies for efficient work organization, and 

therefore the need for professional help/services 

(Kubr 2002). This need arose due to the expansion 

of companies and the rising complexity in work 

organisation. The first professionals in the industry 

were consulting engineers, law firms, audit firms 

and banks, and most often self-employed 

individuals (Aharoni 1997, Kubr 2002, Fink 2009).  

 

1930 – 1960: Professionalism In the middle of the world crisis in the 1930s, most 

companies were out of cash, and control was partly 

handed over to banks. In 1933, the Glass-Steagall 

Banking Act was passed by the United States 

Congress. The act forbids economic and 

organisational consulting through a bank and, for 

this reason, the demand for specialised external 

help with restructuring experienced a significant 

increase (McKenna 1995). The first quality 

standards for the business were instated (Fink 

2009).   

  

1960 – 2000:  Internationalisation:  Outside of the USA, the consulting industry 

remained limited, as most of the business was 

usually executed through banks (McKenna 1995). 

In 1960, the first American consultancy firm entered 

the European Market and introduced the so-called 

common management methods (Fink 2009). Since 
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1980, all large and small consulting firms have 

internationalized their operations. In large firms, 

those operations count for between 30-70% of the 

total income (Kubr 2002).    

 

1970 – 2000:  Differentiation By 1970, “strategy” consulting was the main service 

offered by all consulting companies, and fit to the 

expansion and orientation of a company’s global 

division. During the economic crisis, this general 

business decreased and companies began to ask 

for more individualized knowledge and solutions. 

The effect was the development of new specialised 

consulting firms with their own innovative methods 

and approaches (Aharoni 1997, Fink 2009). The 

business shifted from general continuous consulting 

to problem- and project-based consulting with 

proven standardized analysis methods and 

individualized solution implementations (Kubr 

2002). Audit firms launched IT consulting firms 

(Poulfelt et al. 2005). 

 

Since 2000:  Consolidation In 2000, due to the economic (dotcom-crisis) 

downturn, most companies reduced all external 

spending and decreased their consulting budget, 

which affected the consulting industry greatly. This 

financial pressure and pressure from the SEC 

(American Securities and Exchange Commission) 

on the audit firms to separate the auditing and 

consulting business, began the consolidation of the 

industry. Most audit firms sold their consulting 

businesses (Poulfelt et al. 2005, Fink 2009) or 

repositioned them (Nolan and Bennigson 2005).  
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Since 2005: Revitalisation From 2005 until the sales collapse during the 

finance and economic crisis (2007-2009), the 

industry was growing again, driven by the 

globalisation of the global economy.  

 

1.1.3 Consulting market  
The European consulting market accounted for 83,7 billion € turnover in 2009 

(FEACO 2010) and is segmented along the following service lines (see Fig. 1.4): 

 

1. Business Consulting (42%)  

2. IT Consulting (14%) 

3. Development and Integration (21%) 

4. Outsourcing (17%) 

5. Other Services (6%) 

(Based on the total turnover in 2008: €86.2 bn)  

 

42,0

21,0

17,0

14,0

6,0

Business 
Consulting

Development & 
Integration

Outsourcing

IT Consulting

Other 
Services

%

 
          Fig. 1.4 Segmentation of the consulting market adapted from FEACO (2009) 

 

Germany, followed by the United Kingdom, Spain and France are the largest 

consulting markets (see Fig.1.5). 
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30,7

23,211,0

9,6

8,1

3,7
3,6

3,4
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Switzerland 1,0%
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%

France

Netherlands
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Fig. 1.5 Consulting market in Europe adapted from FEACO (2009) 

 

In 2008, the highest turnover was seen in the banking and insurance (30,7%) 

industry, followed by the manufacturing industry (23,2%) and the public sector 

(11,0%) (see Fig. 1.6). 

 

Information concerning daily fees is difficult to obtain from the literature. According to 

the FEACO (2009), the average daily fee in Germany was 1.600, - € in 2008 (Greece 

450, - €, Finland 900, - €, France 1.500, - €). According to BDU fee study from 2008, 

the daily fee depends on the size of the consulting firm and the level of the 

consultant. Consultants' daily fees are, on average, between 1.100, - and 1.380, - €. 

Those of Senior Consultants, on the other hand, are between 1.520, - € and 2.000 € 

on average.  
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30,7

23,211,0

9,0

7,0

5,0

5,0
5,1
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Banking & Insurance

Industry
Public sector
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Aerospace & Defence  
2,4%

%
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Transport & Travel

Wholesale & Retail

Healthcare (pharma & biotech 
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Fig. 1.6 Consulting market segmentation adapted from FEACO (2009) 

 

1.1.4 Purpose statement  
In the past, consulting firms were usually able to sell their services on a daily fee with 

high utilizations and it was fairly easy to understand, without a complex controlling 

model, if the contract would be profitable or not. The contracts were usually service 

contracts without any obligations for success or specific guarantees (Stolorz and 

Fohmann 2005). 

 

Today, customers are asking for more flexible pricing models (e.g. fixed price, value 

based), more flexible time models (e.g. 2 days a week), more individually specific 

know-how (rather than just general advice), and for new industry knowledge like 

public services. These contracts, in addition to the classical service variety, are often 

contracts for work labour, which include obligations for a certain level of success and 

quality guarantees. 

 

The conditions in the consulting industry have completely changed over the past 

decade. To remain profitable in the industry, the management in the consulting firms 

must adjust themselves to the changes. The current challenges in the industry are 

discussed in the following section through the use of Porter's 5 Forces model. 

Michael Porter's Five Forces model describes the dynamics of competitive rivalry 

within an industry. It is a powerful tool for illustrating the current issues in a business 
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environment. The Fig. 1.7 below shows the set of players that drive the industries 

and affect their profitability (Porter 2008).  
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Concentration and balance
Informational complexity
Diversity of competitors
Corporate stakes
Exit barriers

Determinants of buyer power
Bargaining leverage
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Buyer volume
Buyer switching cost relative to 
firm switching cost and 
Buyer information
Ability to backward integrate
Substitute products
Pull-through
Price sensitivity
Price/total purchase
Product differences and 
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industry 
rivalry

threat of 
new 

entrants

bargaining 
power of 
buyers

threat of 
substitute 
products

bargaining 
power of 
suppliers

 
Fig. 1.7 The five competitive forces (extended) adapted from Porter (2008) 

 

Rivalry among existing competitors (in the industry) 
Within an industry, companies compete with other companies for market share. The 

greater the number of competitors in the industry, the smaller the power of the 

individual company, especially when all companies offer basically equal products and 

services.  In such a situation, a customer will quickly change if he or she is unhappy 

with the provided package. The topics and industry expertise of the participants 

increasingly expand and are highly dependent on the current economic position of 

the customer (e.g. in stagnation, recession or growth). In order to differentiate 

themselves from the competition, consulting companies have (Ringlstetter and 
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Bürger 2003) three development strategies: diversification (extending the previous 

offer), internationalization (wider range of customers) (Glückler 2005) and 

strengthening the core business (service excellence = knowledge leadership or client 

leadership).  

 

In Germany (Europe's major consulting industry), the 60 largest consulting firms out 

of 13.260 (2009) in total, are responsible for almost half of the industry turnover (BDU 

2010). Over the long term, the industry is steadily increasing and therefore attractive 

for the market participant. Also, the new developing markets abroad like India and 

China should not be underestimated. 

 

The five major services in the industry are IT-consulting, strategy and organization 

consulting, marketing consulting, operation management consulting and human 

resource consulting (Greiner and Poulfelt 2005). Each service creates an opportunity 

for rivalry among existing competitors in the industry, therefore presenting an 

opportunity to differentiate themselves from the competition. 

 

As the level of competition is high, consulting firms invest in marketing instruments to 

differentiate themselves within the market. Such instruments include brand building, 

advertising, dedicated sales force, innovative contracts, books (by or featuring) 

famous specialists, seminars, and conferences (Poulfelt et al. 2005). A high level of 

brand identity can make a particular company a preferred choice. As the fixed costs 

in general are high, optimal utilisation also remains a central goal in the industry.   

 

Threats of new entrants (new companies) 
Potential new entrants in the industry may gain their own market share from the 

existing companies, thereby affecting existing companies’ own power. If the entrance 

barrier in an industry is relatively low, new companies can enter quickly and attack 

the existing positions. The costs and time in such situations are usually low.  

 

The entrance barrier in the consulting industry is very low as compared to those for 

lawyers or tax advisers as no legal entry restrictions exist, and the exit barriers are 

low as well. With this absence of statutory requirements, everybody is free to enter 
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the industry without special experience, education or competence (Poulfelt et al. 

2005, Bloch 1999, Burtonshaw 2010). In addition, there are also no restrictions on 

the use of titles like “management consultant” or “industry leader” etc..  

 

The initial investment to set up consulting firms is very low and an optimal business 

size for success doesn't exist. The number of players in the industry increases 

annually. While brand identity is important for further growth, no barrier exists for 

simply entering the market. The opportunity for customers to change to new entrants 

is always there, as these switching costs are low.  

 
Bargaining power of buyers (customer)   
In an industry with high number of suppliers, the power of the buyer is high. If the 

switching cost to other competitors is low, as there are many which offer equivalent 

products and services, it is simply up to the buyers to drive prices down.  

 

The revenue and income of consulting firms comes to nearly 99% from clients in the 

public and private sector.  The volume of buyers is high, as well as the number of 

service providers. Switching costs for buyers are low and have, therefore, a high 

influence on the structure of the contract. Recently customers have been asking for 

more flexible pricing concepts.  

 

According to the Lüdendonk study from 2010, the following pricing approaches are 

used in the industry: 

 

TOP 1 time and material pricing  

TOP 2 fixed pricing  

TOP 3 fixed pricing + value-based pricing compensation 

TOP 4 value-based pricing 

TOP 5 performance pricing (bonus-malus-system) 

 

 (Lünendonk 2010).  
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In time and material pricing approaches, the customer pays a fee on an hourly or 

daily basis, plus expenses. In fixed-price approaches, customer and consultant agree 

a specific service (delivery) for a fixed amount. In value-based pricing, the fee 

depends on the development of another defined variable (e.g. stock, turnover, 

savings, etc.). Those pricing concepts, like sharing profits in the future or pricing 

based on savings created in the future, could be, in the opinion of Duboff (2005), 

highly problematic as “they alter the consultant-client relationship by threatening the 

independence, if not objectivity, of the consultants” (Duboff 2005, p. 50). Within the 

SME sector, such contract approaches would help the sector as they often require 

consultancy for further development but are reluctant to pay for it. Duboff suggests 

that a value-based pricing concept based on the value a consultant's work has 

created (Duboff 2005) would be better. In bonus malus approaches, a measurement 

point (e.g. total volume of consulting days) is fixed; the bonus or malus depends on 

the target achievement.    

 

In times of low utilization, customers have the opportunity to force prices down, as 

each consulting company will try to achieve high utilization (Scott 1998). In niche 

areas, this strategy does not work. 

 

Substitute products like in-house consulting are always an alternative and strengthen 

the position of buyers, as they are able to do the service by themselves.  As enough 

literature and information about ordering consulting services exists (Munchus 1989, 

Shenson 1990, Dawes et al. 1992, Patterson 1995), professional buyers are always 

informed about price sensitivity and the current market situation. They usually use 

automatic bid systems to achieve maximum value for themselves (e.g. lowest price) 

by setting quality and performance standards as the requirements for consulting firms 

to participate in the bid. The normal cycle of how a client usually selects a consulting 

firm includes: gathering recommendations about consulting firms, contacting 

consulting firms about general information and experience, description of the problem 

to a short-list of consulting firms, first meeting and request for proposal. The Fig. 1.8 

shows such a cycle with detailed description.  
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Selecting a 
Management Consultant

Business associates, suppliers, 
customers, industry groups, lawyer, 
banker, accountant and other 
professionals

No yellow pages

Special research activities

Ask for firm’s brochure and other 
background materials

Ask for references and experience

Ask for the team

Provide information about the 
current problem

Asking for responses and initial 
recommendations

Ask for a team proposal and CVs

Invite them to present the first 
recommendation

Ask for preliminary proposal

Ask for presentation of the team

Study the proposal carefully

Who will do the actual work?

How much internal administrative support 
will be required?

What quality control procedure does the 
consulting firm have?

 
Fig. 1.8 Selecting a management consultant following Munchus (1989) 

 
Threat of substitute products remains 

The product or service may be replaced by others. The company’s power is affected 

if the customer finds an alternative to their products and services.  

 

Potential customers of consulting firms are usually presented with the “make-or-buy” 

decision. A make-or-buy decision is a “decision concerning whether to make needed 

goods internally or purchase them from outside sources” (Lanen et al. 2008, p. 112). 

Therefore, substitutes for consulting firms are the rival companies themselves and 

the growing area of in-house consulting. These consultants have the advantage of 

already knowing the internal politics, and are usually cheaper than externals. On the 

other hand, they have no independent perspective on the issues. Communities and 

universities can further help the development of the in-house business (Munchus 

1989) or offer their own organisation’s substitute products. Other similar professions 

like tax consultants and auditors are currently developing substitute products like IT 

consulting and business process outsourcing (Poulfelt et al. 2005). Many high-level 

consultants are also former politicians and academics (Bloch 1999).  

 

Bargaining power of suppliers  
Suppliers are powerful if they provide necessary input to the operation, and if the 

switching costs are high. If suppliers are large enough or too raw, they may increase 

costs.  
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Suppliers in the consulting industry are freelancers or subcontractors and, in a 

broader sense, the employees. The key success factor is the staff of the company 

which, through professional recruiting and retention management, must be managed 

professionally (Pfeffer 1994). In addition, the mix (leverage) of employees within the 

hierarchy of juniors, middle-level and senior level, must be well balanced, so that 

projects can be as optimally staffed as possible with an attractive cost and fee 

structure (Maister 2003). A hierarchical structure is typical for management 

consulting (see Fig. 1.9). 

 

A freelancer or subcontractor can be seen as an extended workbench, their issues 

are close to the issues of actual employees in terms of supplier power. The higher 

the differentiation to the others is, the higher their power. Switching costs are rather 

high, as recruiting and on-boarding are time and cost heavy.  Especially in times of 

high demand for specialised staff, the “war for talent” is high. A consulting firm should 

always recruit and incorporate employees closely hooked to the company because, 

when employees leave, valuable know how is lost. 

 

Partner

Manager

Consultant

Building and Maintaining customer relations

Project Management

Operative Project Delivery

 
Fig. 1.9 Hierarchical structure and responsibilities in consulting firms 

 

Transfer to the study 
To be profitable in such complex areas, it is necessary to understand exactly which 

functions and operations within the individual organization are value-added, which 

may not be, and how cost and income can be dedicated to maximizing profit. 
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Consulting firms need cost approaches that bring transparency to their value chain 

that helps them find their own improvements. 

 

Service companies (like consultancies) usually have very high overhead costs 

difficult to assign to individual service products (projects). Costs are often incurred 

that would be charged to at least two different products (projects). Determining their 

causes and then distributing them accordingly is always the problem with these 

costs. 

 

In consulting firms, personnel costs are the highest costs by far. The largest share of 

personnel costs are fixed costs that arise independently of the sold service (capacity 

and price) (Reckenfelderbäumer 1998), and, as part of the “standby” costs, are not 

directly attributable to a sold service (Bertsch 1991). 

 

The consulting firm management needs information about the entire value chain in 

order to control the company effectively. Having or obtaining transparency for the 

costs in the value chain and the understanding of how these act or can be influenced 

is essential. Today the focus, in the service industry as well, lies in maximizing 

profitability by optimizing operational resources, instead of just turnover maximizing 

(Kamakura et al. 2002). A cost accounting system can help produce this 

transparency. The question is, which cost accounting approach is best suited to 

consulting firms, and how can the high overhead costs be distributed. This study 

deals with the question of to what extent value chain analysis is a suitable instrument 

for overhead distribution within the development of a cost accounting approach for a 

consulting firm. 

 

1.2 Research objectives  
The aim of this study is to find an approach for how to obtain cost transparency for a 

management consultant firm. This study deals with the question of to what extent 

value chain analysis is a suitable instrument for overhead distribution within the 

development of a cost accounting approach for a consulting firm. The cost 

accounting approach best suited to a consulting firm is examined.  
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The allocation of overhead costs in such a system is essential for a management 

consultant firm. Using the instrument of value chain analysis, this study analyzes 

cost-of-division and sets up an appropriate allocation scheme. 

 

The analysis is done using the example of a Management Consulting firm. 

 

The firm is a management consultancy founded in 1997, with headquarters in 

Mannheim (Germany) and subsidiaries in Switzerland, Belgium, England, France and 

Russia. The firm combines excellent management consulting with innovative IT 

consulting along a company's entire value chain. Through optimally-designed 

business processes and support for modern IT-enabled solutions, its customers 

achieve their strategic goals more quickly and with lasting success. The firm has first-

class professional expertise in supply chain management and related business 

processes like sales, marketing, finance and controlling. This was confirmed by the 

hidden champion study in 2009 by Prof Dietmar Fink, which names the firm as the 

best management consulting for supply chain management. As of 31 December 

2011 the firm employed a total of 310 employees in the group. Chairman of the 

supervisory board is the former prime minister of Baden-Württemberg Prof Dr Lothar 

Späth. The customers of the firm conglomerates include both international and 

renowned mid-sized market leaders in the chemical, pharmaceutical, consumer 

goods, retail, high tech, electronics, telecommunications, machinery and 

components, building materials, and automotive and supplier industries. The author 

of this study is responsible for the Financial Shared Service Centre and Corporate 

Finance based in Mannheim, as the group's Finance Director and member of the 

Executive Committee. 

 

This study is not intended to describe and discuss the different types of cost 

accounting systems and value chain approaches in detail, but rather to give an 

overview of the state of the art and highlight the strengths, weaknesses, opportunities 

and threats for consulting firms. Models of a cost accounting approach and a value 

chain analysis will be developed but not monetarily analysed and valued.  
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This study is not intended to discuss the other success factors or issues in the 

consulting industry.  

 

1.3 Design of the study  
The first part introduces an overview and classification of the service and consulting 

market. Based on Porter's Five Forces, the problem will be explained and the 

objective of the work defined.  

 

The second part of the study presents, in a format close to SWOT analysis, the 

theoretical background and literature review of cost accounting and Value Chain 

analysis with its different models. Advantages and disadvantages for the consulting 

industry will be explained, and opportunities and risks identified. 

 

The third part explains the methodological approach, which includes research 

strategy, research design, data collection and analysis. 

 

In the fourth part, an appropriate allocation model for overhead costs allocation will 

be developed on the basis of a value chain analysis. 

 

In the fifth part, an appropriate cost centre system is developed. 

 

The sixth part summarizes the findings and gives an outlook for the future and next 

steps. 

 



 

 

19 

2 Theoretical background and literature review  
This sections presents, in a manner similar to a SWOT analysis, the theoretical 

background and literature review of the value chain analysis approach and different 

cost accounting approaches. For each approach, a brief overview and summary of 

the approach is provided, which will be discussed in the following paragraphs. The 

strengths and weaknesses of the approach, and the advantages and disadvantages 

for the consulting industry, will be also explained. 

 

2.1 The value chain and service value chain  
The value chain is, according to the handbook for value chain research by Kaplinsky 

and Morris (2002) “the full range of activities which are required to bring a product or 

service from conceptions, through the different phases of production (involving a 

combination of physical transformation and the input of various producer services), 

delivery to final consumers, and final disposer after use”. Other authors, like Lanen et 

al. (2008), define the value chain as “the set of activities that transport raw sources 

into the goods and services end user purchase and consume, and the treatment or 

disposal of any waste generated by the end user”. Mowen and Hansen (2011, p. 27) 

describes the value chain as “set of activities required to design, develop, produce, 

market, deliver and provide post-sales service for the product and services sold to 

the customer.” According to Mowen and Hansen (2011), internal value chains exist 

which also need to be managed. In summary, most definitions contain the 

transformation of raw resources into goods and services.  

 

The service value chain structures the value processes of a service firm. The 

traditional value chain framework applies to the throughput of material products 

while, in the service value chain, the customer is throughput through the process 

(Bruhn and Georgi 2006). Christensen et al. (2003) argue that customers of service 

firms are not buying tangible products or even tangible service “products”, they are 

buying a result.   

 

M. B. Baum, Service Business Costing,
DOI 10.1007/978-3-8349-4444-3_2, © Springer Fachmedien Wiesbaden 2013
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2.2 Value chain analysis  
The term “value chain” was originally introduced in Michael Porter's book 

“Competitive Advantage - Creating and Sustaining Superior Performance" (Porter 

1985). The value chain analysis is based on Michael Porter’s generic value chain 

model (Porter 2001), developed in 1985 and used to explore Porter's model of 

competitive advantages through differentiation or cost leadership strategy. Porter 

always warns of the danger of being “stuck in the middle” (Porter 1996). The model 

of competitive advantages will not be discussed in this study as the discussion would 

be too broad. It should be noted, however, that other authors like Mathur (1988) see 

exactly this “stuck in the middle” as a possibility for competitive advantage. 

 

Porter breaks companies’ value chains down into single activities. The method allows 

the firm to understand which parts of its operations create value and which do not 

(Ketchen and Hult 2007). The aim is to cut the entire complicated supply chain of a 

company into smaller units. Hergert and Morris (1989) state that “the fundamental 

notion in the value chain analysis is that a product gains value as it passes through 

the vertical stream of production within the firm. When created value exceeds costs a 

profit is generated”. The model was originally introduced for companies in the 

manufacturing industry (Armistead and Clark 1993, Ketchen and Hult 2007), which 

has a significant impact on service firms which will be discussed later. As the Fig. 2.1 

shows, the value chain is segmented into primary and support activities.  

 

Primary activities are those involved with a product’s physical creation, sales and 

distribution, and after-sales service. In detail, this involves the product interrelations 

inbound logistic and operations and the market interrelations outbound logistic, 

marketing, sales and after-sales service (Ireland et al. 2009, Mowen and Hansen 

2011). Primary activities are always defined as value-added activities which are 

“those that customers perceive as adding utility to the goods or services they 

purchase” (Lanen et al. 2008, p. 4). 
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Fig. 2.1 Classical value chain: adapted from Porter (2001) 

 

Support activities provide the assistance necessary for primary activities. In detail, 

this involves the infrastructure interrelations firm's infrastructure and human resource 

management, technological interrelations (technology development) and 

procurement interrelations (procurement) (Ireland et al. 2009, Mowen and Hansen 

2011). Those activities are not part of the closer value chain they are included in 

every function of the value chain (Lanen et al. 2008).  

 

Usually most companies do not produce all components by themselves and has, as 

incoming, a set of already-finished products. In this situation, the company is part of a 

larger supply chain (see Fig, 2.2) and needs to consider linkages with external 

activities (Mowen and Hansen 2011). Porter (1985) also identified the importance of 

chains or networks which lies outside and controlled by other companies (see Fig. 

2.2) (Armistead and Clark 1993). The upstream-suppliers (preceding company) 

provide input to a company which adds value (own company), which then 

downstreams the products to the next company (following company) (Normann and 

Ramirez 1993).  
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Fig. 2.2 Value chain as part of a network of chains 

 

The target of a well-planned and organized value chain is to maximize value creation 

while minimizing costs, where all activities of a company link efficiently together 

(Lynch 2003). The result of adding together the total value and the cost of creating 

value is, according to Porter (1985), the margin. The total value is referred to as the 

price a customer is willing to pay (Macmilan and Tampoe 2000). According to 

Johnson et al. (2008), especially in service organisations, the organisational culture 

also has an impact on creating value, as culture includes the way people perform the 

service, which if it successfully enhances competitive advantages and is  difficult for 

competitors to copy.  

 

Accounting data is also essential for the value chain analysis. Therefore, cost 

accounting is an excellent approach to dedicating cost to single functions and 

operations (Kinney and Raiborn 2009). According to Lanen et al. (2008), measuring 

the effects of a value chain is a fundamental service of cost accounting.   

 

2.3 Service profit chain analysis  
The service profit chain is an analysis framework that should be more suitable to the 

service industry than the traditional value chain framework, which was originally 

developed for the industrial economy. The framework “service profit chain” was 

developed by the Management Interest Group at the Harvard Business School as a 

concept for how a service company earns its money (Loveman 1998) and which 

argues “that revenues are driven by service quality perceptions, which in turn are 

driven by operational inputs and employee efforts” (Kamakura et al. 2002, p. 296). 

According to the designer Heskett et al. (1994) “the service-profit chain establishes 

relationships between profitability, customer loyalty, employee satisfaction, loyalty, 
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and productivity. The links in the chain (which should be regarded as propositions) 

are as follows: Profit and growth are stimulated primarily by customer loyalty. Loyalty 

is a direct result of customer satisfaction. Satisfaction is largely influenced by the 

value of services provided to customers. Value is created by satisfied, loyal, and 

productive employees. Employee satisfaction, in turn, results primarily from high-

quality support services and policies that enable employees to deliver results to 

customers.” (see Fig. 2.3) 
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faction
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External 
Service 
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faction

Customer 
Loyalty

Revenue 
Growth & 
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Fig. 2.3 The Service Profit Chain adopted from Loveman (1998) 

 

Simplified, the framework means that profit and growth results from customer loyalty.  

Customer loyalty comes from customer satisfaction, which is a function of the value 

delivered to the customer. This function is mathematically represented in Fig. 2.4.  

 

Value to 
Customer = ____________________Results + Quality of the Customer Experience

Price + Access Costs

Value to 
Employee = ____________________Capability to Deliver Results + Quality of Work Experience

1 / Total Income + Job access Costs

 
Fig. 2.4 Value to customer and employee formula (Heskett et al. 2010) 

 

The value delivered to the customers is provided by the employee. A high value 

“delivery” comes from loyal and productive employees, which results, in turn, from a 

function of satisfaction of the employee, which relates to internal quality (Heskett and 

Sasser 2010). According to Maister (2001), the quality and customer relationship is 

driven by the employee’s satisfaction. Kamakura et al. (2002) interpret the framework 

as an integrative tool which translates customer perceptions and behaviours into 

profits, while understanding the company's investments in the service quality. 
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The service profit chain itself is a set of elements executed as an operating strategy 

(Heskett and Sasser 2010). Each activity within the chain has an owner that could be 

an employee, customer or both. The behaviour and functionality of those owners is 

essential to understand within the framework. It requires therefore a fully-developed 

framework of measurement and an analysis of a full representative lifetime of the 

activities and owner. This analysis could help a firm understand their own strengths 

and weaknesses.  

 

According to Heskett et al. (2010) the research on the application of the service profit 

chain framework has not been advanced thus far and needs to be extended. The 

available data counts for merely insignificant results and is therefore not 

academically useful. To go forward, better guidance for the collection of data needs 

to be developed. Therefore, better definition of terms used to describe activities in the 

service chain, standardised methods of collecting and organizing data, fitting 

approaches of analysing and sharing those standards with researchers and 

practitioners is required (Armistead and Clark 1993, Heskett and Sasser 2010). 

   

2.3.1 Strength of the models  
Both the value chain analysis and the service value chain analysis are concepts 

which, through the analysis, could demonstrate the strength and weaknesses of the 

company and alight to create transparency. The results could then be used for 

internal and external benchmarking. Internal best practices could be set up within an 

exchange program implemented in the other departments.  

 

The application of the value chain analysis framework has already been widely 

discussed in the literature, which includes explanations of the success of various 

firms (Johnson et al. 2008), basis for resource audits (Johnson et al. 2008), 

allocations in accounting systems (Hergert and Morris 1989) and as basis for the 

development of an ABC in service firms (Innes and Mitchell 1990). This makes it 

easier to adapt the concept for an individual company's purposes and the application 

is associated with less risk. According to Armistead and Clark (1993), Porter 

suggests a value chain paradigm in the service industry in a re-formulated model with 
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a focus on cost drivers to gain cost advantages. In this re-formulated model, the 

primary and supportive activities are divided into steps of the service firm.    

 

2.3.2 Weaknesses of the models  
The value chain analysis was originally introduced as a framework for the 

manufacturing industry homogeneity (Armistead and Clark 1993, Ketchen and Hult 

2007). According to Armistead and Clark (1993), Porter recognised originally just the 

operational flow in a service firm and did not explore the supportive activities. 

Compared to the manufacturing industry, activities in the service industries are 

extremely diverse (Evans and Bellamy 1995). Often, no direct relationship between 

input and output exists, and services cannot be stored. Therefore, a direct application 

is often impossible and needs to be adjusted to the characteristics of the service 

industry.   

 

From the perspective that each company is a part of a broader value chain 

(Armistead and Clark 1993, Normann and Ramirez 1993, Mowen and Hansen, 

2011), a strategy could be derived from the concept that the positioning of a 

company in the right place on the value chain (with right market and products) is the 

only strategy. Normann and Ramirez (1993) argue such strategies would lead to the 

limited strategy of placing only value adding activities in the value chain; today, it is 

also necessary to reinvent value.   

 

The service value chain concept has not been widely discussed in the literature and 

the application is more theoretically discussed. A broader set of application examples 

is missing. More research on this concept still needs to be done before the concept 

could serve as a basis for an application study (Armistead and Clark 1993, Heskett 

and Sasser 2010). 

 

2.3.3 Opportunities and threats for consulting firms  
Value chain analysis in the consulting industry appears to be under researched, as 

no papers or literature could be found, which obviously seems to be a gap. For the 

purpose of collecting activities within a company and their value chain, the value 

chain analysis frame seems to be a fitting concept for the service industry, which also 
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needs, of course, to be adjusted to it. According to Armistead and Clark (1993), the 

model is useful also in formulation of service operation strategies. It is always the 

application, translation and further development of existing concepts that provide the 

right framework. To set up a cost accounting approach, it’s possible to find a fitting 

general framework in the model. 

  

Both frameworks serve the transparency of companies’ processes. Value chain 

analysis allows for the systematic evaluation of the process and helps to find 

inferences. On the other hand, it is always important for benchmarking to measure 

the company with other comparable organisations within the same sector. Such data 

includes operational data, customer data and financial data (Kamakura et al. 2002). 

Especially for the consulting industry, the collection of this data will be rather difficult 

to gather without an independent researcher, as the results are comprised of 

sensitive strategy data. Unless such data is collected over an extended period of 

time, the results will be not significant. 

 

Burtonshaw (2010) argues that the value chain model is, at the first glance, not fitting 

to the consulting industry, as the contractual relationship between client and 

consultant is satisfied by, for example, the exchange of knowledge for an agreed fee 

and this concept would not fit to the model. On the other hand, he also argues that, 

on a more detailed level, the model fits as, in the example of knowledge, sharing of 

knowledge leads to regular improvements and development of best practice.  

 

The service profit chain framework is more valuable as an analysis tool for analysing 

soft interrelations, rather than hard interrelations of the value chain. To achieve long-

term profitability, a service profit chain audit can help with understanding the drivers. 

According to Heskett et al. (1994), such an audit comprises drivers relating to profit 

and growth, customer satisfaction, external service value, employee loyalty, 

employee satisfaction, internal service quality and leadership. For the cost 

accounting approach, it is necessary to measure hard facts. The framework for this 

study seems to not be the best fit at this point in time. 
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2.4 Introduction to cost accounting  
Cost accounting has its origin in the manufacturing industry, therefore most of the 

approaches and terminology refer to it. For this study, it is always important to 

consider this fact, as the transfer to the service industry needs to be developed. 

There are lot of accounting and financial terms used in this study which are important 

first to understand. To assist the reader in understanding the terms, a description of 

the important terms is provided in Appendix A of this study.  

 

Cost accounting is a part of internal management accounting and designed for 

providing information to managers (internal users) to assist them in making decision 

(Martinson 1994, Lanen et al. 2008). It has the three functions: documentation, 

information, planning and control, and conflict resolution and decision making 

(Bertsch 1991, Raiborn and Kinney 2009, Mowen and Hansen 2011) (see Fig. 2.5).  

It’s usually divided into cost element accounting, cost center accounting and cost 

object accounting. Each system can be distinguished according to the level of 

allocation in absorption costing accounting and variable costing accounting, and 

according to the level of time in actual, normal, standard (plan) costing accounting. In 

summary, cost accounting should measure the cost of the performed products or 

services. According to Martinson (1994), this function is very important as this 

information influences decision on pricing, choice of product or service and operating 

income. 

3. Conflict 
resolution and 

decision making

argumentation and 
transparency

information to 
resolve conf lict

2. Information, 
planning and control

orientation, 
foundation and 
control of  decisions 

cost information and 
tasks 

the information is 
current or 
forecasted, 
quantitative or 
qualitative; monetary 
or nonmonetary

1. Documentation

recording the actual 
costs incurred in one 
period (one set price 
and quantity 
required)

transferring cost to 
cost objects

combination of  
formal and informal 
recordkeeping

 
Fig. 2.5 The three functions of cost accounting adapted from Bertsch (1991) 
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Cost accounting is often called “responsibility accounting,” as the system of reporting 

is usually tailored to the company and, within the system, structured so that costs 

and incomes are assigned to responsible person within the organisation (Lanen et al. 

2008). Those responsible persons are assigned to cost centers, revenue centers, 

profit centers and investment centers.  

 

Often costs of the cost center are based on management decision (e.g. restructuring 

of a company) or are incurred through legal requirements (e.g. accounting). Most 

companies try to manage the cost centers through a dedicated budget, which is not 

allowed to exceed (budget) (Lanen et al. 2008). According to Lanen et al. (2008), 

such provisions may lead people to suboptimal behaviour in terms of cost 

consciousness. Unused budget will not be reported as savings, rather, it will be spent 

as the cost center responsible person will expect to achieve a lower budget if they 

request a higher or even same budget next year. The evaluation or performance 

measurement of cost centers is conducted through the behaviour of the responsible 

person and the fact that quality of the service will not be considered difficult. Ideally, 

the performance should be measured also by the input factors / products and output 

factors / products. The achievement of the company's overall goals is more important 

than the fulfilment of a budget. In the case of legal costs, it is necessary to be in 

compliance instead of remaining on budget. The cost center approach also ignores 

the investment made in the organisation.  

 

Revenue center responsible persons have no responsibility for cost. The 

achievement of own objectives may have a negative effect on companies' profitability 

through too much spending to achieve the revenue or by badly pricing (Lanen et al. 

2008, Mowen and Hansen 2011).  

 

The profit center concept leads to more cost consciousness behaviour from 

responsible persons as the profit of the center add financial value to companies' 

overall performance (Lanen et al. 2008). However, the performance measurement 

shouldn’t be measured just by those financial KPIs. Other KPIs, like quality and the 

alignment to other company objectives (e.g. growth) also needs, according to Lanen 

et al. (2008), to be considered. The investment made in the organisation will also not 



 

 

29 

be considered. A profit center therefore shouldn’t be completely independent in terms 

of controlling and decision making.  

 

The concept of investment centers allows people to think about and decide on the 

right investments and therefore calculate and plan in terms of ROI and EVA 

calculations before the investments is made. Otherwise, such a structured procedure 

could block innovations (Lanen et al. 2008). 

 

The approach of “responsibility accounting” places emphasis on the responsible 

person, rather than on the performed product or services.  According to Martinson 

(1994), this train of thought refers not to a costing system, but rather to a 

management accounting system.  

 

Cost Accounting also has its limitations in terms of the interpretation of the gathered 

data. Blind usage of the data may lead to incorrect decisions as the data usually 

looks into the past rather than in the future. Only the deep understanding of the data 

leads to justified actions for the future. The quality of the data depends on the mental 

and physical activities of the people who source the system. The lack of publicity of 

the cost accounting versus financial statements leads to a lack of understanding for 

recording the need quality (Martinson 1994, Kubr 2002). This and the missing 

uniform procedure make it hard to benchmark systems and quality to each other.   

 

Within the following paragraph the researcher provides an overview of the common, 

available costing approaches, and a discussion of strength and weaknesses and the 

opportunities and threats for a consulting firm. 

 

2.5 Absorption costing model  
In the absorption costing model (also known as full costing), full costs (fixed/direct 

and variable/indirect costs) are allocated to cost objects by recording them in the cost 

element accounting and allocation to cost centers. The allocation treats fixed 

overhead costs as product cost; all other costs are period costs (Lanen et al. 2008). 

The absorption costing model is comparable to the traditional income statement and 

follows the average, or sustainability principle. The allocation is based on average or 
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proportional relationships to the reference object. It contains both product cost and 

period cost (Raiborn and Kinney 2009). 

 

2.5.1 Strength of the model  
The absorption costing model is a good decision for supporting the pricing of 

products and services without a market price, or in public procurement. This also 

applies to the calculation of inter-company pricing or to the preparation of external 

financial statements. As a traditional costing system, the system is useful for the 

development of product cost definition (Raiborn and Kinney 2009, Mowen and 

Hansen 2011). 

 

2.5.2 Weaknesses of the model  
The absorption costing model cannot provide information on a short-term price floor 

especially at low or falling utilization or enhancing direct costs. Fixed costs are 

treated proportionally as additional fixed parts of the calculation which is only valid at 

only one volume (Raiborn and Kinney 2009, Mowen and Hansen 2011). The true 

level of profits can be manipulated through the choice of the overhead cost rate and 

leads to misinterpretation and incorrect decisions with additional orders (Lanen et al. 

2008). “Phantom profits or losses” may arise through under-applied (actual figure is 

more than applied) or over-applied (actual figure is less than applied) overhead. The 

reasons for this are differences between budgeted and actual costs, the difference 

between activity levels (Raiborn and Kinney 2009) or the difference between planned 

and actual performance is higher than the difference between actual and allocated 

overhead costs. Remer (2005) argues that it is not realistic that fixed costs (overhead 

cost) are variable and increasing with increasing numbers of variable costs. The 

questions of which cost really arises for a final product or service could be answered 

with the approach which neglects the needed consideration of overhead activities. 

 

2.5.3 Opportunities for consulting firms  
Within the absorption costing model, all overheads are allocated to the project and 

therefore covered by the project. In other words, each project has to bear the 

overheads. Positive project results (after overheads) provide the company with 
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profits. Together, the sum of all project results comprises the total result of the 

company. 

   

2.5.4 Threats for consulting firms  
The proportional allocation of the overheads within the absorption costing model 

results in an overcharging of the projects. It is sometimes necessary to calculate a 

project with a low financial margin or on break-even, as a higher non-financial value 

may be generated or will follow and was therefore the basis for this decision (e.g. 

strategic project for entrance in a new customer relationship, trainee projects, market 

displacement etc.). Such strategic decisions are, from the financial point of view, still 

within a certain margin, but lead to negative results through the allocation of 

overheads. Those negative results could be misinterpreted and lead to an inaccurate 

valuation. According to Mowen and Hansen (2011), fair pricing, in terms of large 

customers, may benefit by being decreased, as high volume decrease overhead is 

not possible. Through the proportional allocation of the overheads, high volume 

projects subsidize low volume projects even though smaller frequent orders increase 

overhead cost through passing through the customer through whole organisational 

processes (e.g. master data management, invoicing, etc.).  

 

Project managers are usually rated and sometimes paid based on the project result. 

If negative project results measure negatively against positive results, strategic 

project decisions like those described above will be not supported by the project 

managers (stakeholders). At the same time, project managers usually have no 

influence on these overheads (Lock 2007). 

  

2.6 Variable costing model  
In the variable costing model (also known as direct costing), only direct costs and 

variable overhead costs are allocated to cost objects by recording them in the cost 

element accounting and allocation to cost centers. The allocation treats fixed 

overhead costs as period costs. The model follows the principle of causation, where 

only costs caused by the reference object could be assigned (Raiborn and Kinney 

2009, Mowen and Hansen, 2011). 
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In the variable costing model, purchased sales minus the variable cost of goods 

represents the product contribution margin. The contribution margin minus variable 

non-manufacturing expenses represents the total contribution margin available to 

cover all other period costs (Raiborn and Kinney 2009). The variable costing model is 

comparable with the contribution margin income statement. On a unit level, the 

contribution margin is the difference between price and variable costs per unit and 

represents “the amount available to cover fixed costs and earn profit” (Lanen et al. 

2008, p. 53). 

 

  
+ Sales
- Variable cost of goods sold

Product contribution margin
- Variable nonmanufacturing expenses

Total contribution margin

 
                                Tab. 2.1 Calculation scheme of contribution margin  

 

The direct costing model is a form of the variable costing model and abides by the 

following principles: 

1. Principle of decision-oriented cost: Only costs which arise through a related 

decision should be costs of the cost object (Coenenberg 1992). The principle 

doesn’t allow for cost averaging and allocation of overheads. 

2. Principle of identity: only costs based on the original decision belong together, 

which is not equal to the cause-effect relationship (Riebel 1990).   

3. Principle of formation of cost objects and direct costs: all products or services 

could be cost objects, direct costs are costs which are timely and consistently 

able to be allocated exactly to a cost object (Riebel 1985).  

4. Principle of definition of a cost object hierarchy: cost objects should be 

hierarchically related to each other, as a single cost could be interpreted as 

overhead on another level (Coenenberg 1992). 

5. Principle of temporary relativisation: Costs are dedicated to the cost object 

only over the specified duration (Coenenberg 1992). 
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6. Principle of implementation of a basic calculation: the traditional clear division 

of the model of cost element, cost center or cost object is repealed. There is 

no separation between fixed and overhead costs (Coenenberg 1992).  
 

2.6.1 Strength of the model  
The variable costing model does not allocate fixed overheads in favor of not 

allocating randomly. The model allows managers to understand the real profitability 

of products before the allocation of fixed costs (Lanen et al. 2008). This supports 

shorter-term decisions in the determination of gross margins and lower price limits.  

 

The strength of direct costing is in its clear and logical structure for an accounting 

approach. It covers the real business reality and provides information that matters. 

Through a logically setup hierarchy, the analyses of the business form creates 

several possible points of view (Fischer 2000).  

 

2.6.2 Weaknesses of the model  
The variable costing model attempts to make medium and long-term specific 

calculation decisions that do not cover the entire costs of the company. The method 

also leads to not taking unprofitable products out from the portfolio in a timely manner 

(Lanen et al. 2008). The questions of which cost really arises for a final product or 

service couldn’t be answered with the approach which neglects the needed 

consideration of overhead activities. Remer (2005) argues that if the total overheads 

are higher than the direct costs, the conclusion of the result of the calculation is 

questionable.  As the direct costing approach dispenses with the clefs of period 

overheads, it makes it impossible to show a period result statement (Fischer 2000, 

78).  

 

2.6.3 Opportunities for consulting firms  
The variable costing seems to be a well-suited foundation for a lean project result 

calculation, which shows the project's really valuable contributions to the 

organisation. All costs controlled by a project manager are considered in the project 

result. Other costs, like overheads not under the control of the project managers, are 
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not covered in the project result (Lock 2007). This allows the management to 

measure projects managers’ results.   

 

2.6.4 Threats for consulting firms  
The overhead costs are completely uncovered in the variable costing model. If those 

costs are higher than all results of the single projects, the projects could appear 

profitable, but leave the company making a loss. In hard-fought customer segments, 

the variable costing model leads to under-pricing and therefore to a waste of 

resources. The joint responsibility for the total overhead costs can vanish (Stolorz 

and Fohmann 2005). 

 

2.7 Activity based costing model  
The activity based costing model (also known as ABC costing) is an appropriate 

instrument for providing the management with the necessary information for the 

value chain. It’s usually required whenever changes in strategic situations 

(competition, individualism, cost saving), changes in information management are 

needed (strategy oriented, long-term) or the current cost accounting and controlling 

tools are insufficient (Reckenfelderbäumer 1995).  The overall objective is, through 

active management of the activities, to reduce cost and to improve customer value 

(Mowen and Hansen 2011). Through transparency of the value chain and the 

relevant information, the system relates according to Kaplan and Cooper (1998) to 

efficiencies.  

 

In the ABC model, all costs are accumulated in cost pools (costs to activities) and 

assigned to products and services (consumption of activities) by using cost drivers.  

A “cost driver” is an activity or predictor (activity measurer) which, due to a cause-

and-effect relationship, drives costs (Martinson 1994, Lanen et al. 2008, Mowen and 

Hansen 2011). Such cost drivers need to be identified for each individual business 

unit (activity analysis and cost driver analysis) and should at the lowest level of 

activity volume- or unit-based.  A “cost pool” or activity center is an accumulator of 

costs on different levels (unit-level, batch-level, product/process-level, organizational 

level) (Raiborn and Kinney 2009).  
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According to Martinson (1994), ABC focuses on three points: “the activities being 

performed in the company, the resources consumed by these activities and the 

output being generated” (Martinson 1994, p. 20).  

 

Within the ABC model, the activities will also be classified into primary and secondary 

activities. Primary activities are those which are assigned as final cost objects. 

Secondary activities are those which are assigned as intermediate cost objects 

(Mowen and Hansen 2011). This terminology also fits to concept of the value chain 

analysis. 

 

2.7.1 Strength of the model  
In companies with a large product variety and high product complexity, the ABC is 

useful for reengineering efforts (continuous improvement), as the system provides 

information about the relationship between activities and cost drivers (Fischer 2000). 

The system emphasizes tracing over allocation (Mowen and Hansen 2011). Those 

cost drivers help to understand which activities are value adding and which non value 

adding. Through pool costing, the additional overhead cost of the company will not 

spread over all products and therefore not increase the cost of a product not 

responsible for the allocated overheads. The costs are allocated to the specific 

products and services (Lanen et al. 2008, Raiborn and Kinney 2009). The system 

makes it possible to identify factors that cause an activity, asses or identify the 

activity and evaluate the performance and results achieved (Mowen and Hansen 

2011). Service firms with high overhead costs often apply this approach (Eisele 

2001) as it shows hidden sources of profitability and wasteful costs. 

 

The strength of the model is its ability to “operate on the premise that it is the 

activities and process carried out within the organization which adds costs and value 

to the products and services” (Evans and Bellamy 1995, p. 36). With the model, the 

block of overheads is allocated to those activities which actually created the block 

and not based on arbitrary allocations formulas (Mowen and Hansen 2011).  Service 

firms like banks and insurance companies use the model to acquire information 

about capacity and operational processes (Lanen et al. 2008). Such information is 

absolutely necessary for the development of operational excellence.  
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According to a study from Shields (1995), the six original objectives for the 

implementation of ABC were: better cost information, product cost information, 

process cost information, improve cost systems, performance measurement and 

quality time management. 

 

In summary, the benefits of the system are accuracy in terms of object costing, an 

enhanced basis for decision making and strategic planning and an increased ability 

to manage the activities of the company (Mowen and Hansen 2011). The model 

allows managers, through value analysis, to identify which of the activities are value 

adding and which are not (Mowen and Hansen 2011).  

 

2.7.2 Weaknesses of the model  
The implementation of an ABC is very time and cost-intensive and organisational 

barriers in terms of territorial, hierarchical or corporate culture can often block it 

(Babad and Balachandran 1993). To overcome those barriers, investment in training 

and communications is necessary and top management must be involved. According 

to Kaplan and Anderson (2007) “ABC systems (are) expensive to build, complex to 

sustain, and difficult to modify”. Furthermore, in terms of information technology, a 

professional ERP system must be available (Mowen and Hansen 2011). The 

selection and application of different allocation methods could be very complex and 

requires time and skills to collect the necessary accounting data. Such additional 

costs need to be considered for the decision of implementation and justified against 

the benefits (Lanen et al. 2008). The implementation itself shouldn’t be only focused 

on architectural or software design, according to Cooper et al. (1992), it also needs to 

focus on behavioural and organisational factors involved. According to Shields 

(1995), in many firms the implementation includes detailed technical instructions and 

doesn’t cover the human issues, which treats the project as technical innovation 

instead of an administrative innovation.  

 

ABC was traditionally developed for the manufacturing industries for which 

fundamentals studies and literature exist. For the service industries, such studies are 

rare or the access to them are difficult (Martinson 1994). The researcher expects that 

more service firms will use the approach in the future, as consulting firms are 
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currently promoting the implementation. As this knowledge brings competitive 

advantages to those consultants, access for a wider audience is difficult.  

   

2.7.3 Opportunities for consulting firms  
In consulting firms, the overhead cost, and costs which arise from the corporate 

functions, are usually opaque and intangible. Managing those costs of the “hidden 

factory” (Miller and Vollmann 1985) is more important than counting. The 

implementation of an ABC model leads to an understanding of functions and their 

cost drivers. Choosing the right cost drivers and balancing cost and result is always 

important. The goal within an implementation should always be minimizing the costs 

of accumulating, carrying and managing the information (Babad and Balachandran 

1993). Within the model, the relationship and connection to the project business can 

be explained. Continual analyses like driver analysis, activity analysis and 

performance evaluation for external and internal projects will be possible (Raffish and 

Turney 1991).  These analyses may lead to realistic and cost object-driven allocation 

approaches to a project's allocation. The model explains the cause of costs and 

explains the reasons behind the amount of cost incurred. Furthermore, the ABC 

model leads to transparency and detects improvement possibilities. This forces the 

management of a consulting firm to consider the drivers that affect their costs (Evans 

and Bellamy 1995). According to Mowen and Hansen (2011) traditional cost costing 

systems don’t work well for service firms, as timely and relevant information for 

decision won’t be provided. Activity-based costing systems do provide this, making 

assessments of cost behaviour more possible and an attempt to achieve continuous 

cost improvements, which is necessary to achieve a long-term competitive advantage 

(Mowen and Hansen 2011). Project end calculation (assessment of the project) 

based on ABC could help to find out what was successful and what was not, in order 

to develop lessons learned out of the project.   
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Design steps for ABC System

1. Identify, define, and classify activities and key attributes
2. Assign the cost of resources to activities
3. Assign the cost of secondary activities to primary activities
4. Identify cost objects and specify the amount of each activity 

consumed by specific cost objects
5. Calculate primary activity rates
6. Assign activity costs to cost objects

 
    Fig. 2.6 ABC design steps adapted from Mowen and Hansen (2011) 

 

According to Mowen and Hansen (2011), a further benefit of ABC is fair pricing. 

Compared to full costing, smaller frequent order are charged proportionally higher 

with overheads as large projects, as larger and less frequent orders creates savings. 

This may lead to price corrections, in terms of large customer benefits by decreases 

(Mowen and Hansen 2011).     Fig. 2.6 shows a recommended process for designing 

an ABC system. 

 

2.7.4 Threats for consulting firms  
For the project part of the value chain of a consulting firm (delivery), the ABC model 

seems to not be fitting, as each project has other frameworks and solutions. The 

model would need to be set up for each project anew, and therefore makes for a 

complex and expensive system (Kaplan and Anderson 2007). As this is a no-go 

result no further discussions are necessary. 

 

2.8 Job order costing model  
In a job order costing model, all costs are assigned to a job, which is a single unit / 

product (cost object) dedicated to a specific customer (Lanen et al. 2008). A job 

always has a start and end point in time (Martinson 1994). The valuation of the cost 

can be based on actual costs (actual direct material, actual direct labour, actual 

overhead assigned to job at the end of period), normal costs (actual direct material, 

actual direct labour, overhead applied using predetermined rate at completion of job 

or end of period) and standard costs (standard direct material, standard direct labour, 
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predetermined rate when goods are completed or at end of period). Overheads are 

also assigned to a job and the total assigned costs represent the work in progress of 

the job (Martinson 1994). Costs are applied to the jobs through primary documents 

like material requisition forms and employee time sheets (job cost sheet) (Lanen et 

al. 2008, Raiborn and Kinney 2009).  

 

2.8.1 Strength of the model  
The job order costing model allows for the tracing of costs and performance for 

specific jobs and helps to estimate the costs of future jobs (Mowen and Hansen 

2011). The model is a useful system for contracts on a cost-plus basis, as all costs 

are dedicated correctly to the job. The result of each single job could be compared to 

each other and show the profitable and non-profitable jobs. 

 

2.8.2 Weaknesses of the model  
The job order costing model requires the tracking of job costs more accurately and 

timely than other systems and therefore costs time. The quality of the tracking needs 

to be very high to get valid results. Usually the model requires a subsidiary ledger 

account that records exactly the financial transactions and overhead allocation based 

on predetermined rates (Lanen et al. 2008). Expected income based on the stage of 

the job will be not considered until the end of the job. The approach only counts 

costs, and the total of the cost represents the job values as work in progress. 

Therefore, before the end of the job, the approach gives no information about the 

ongoing profitability.     

 

2.8.3 Opportunities and threats for consulting firms  
The job order costing model seems to be a good fit, as all job (project) relevant costs 

are allocated to the project. Some public accounting firms using the job costing 

model as cost accounting system (Lanen et al. 2008). The disadvantage of the job 

order costing model appears in the need to allocate accurate costs to the project. 

The allocation of a fixed estimated and appointed cost-rate is not possible. Job order 

costing seems to be a good fit, if a client (not a project) is referred to as a job. As job 

order costing only counts the cost, the stage of completion will not be considered. 

Charging the wrong jobs on behalf of other jobs, for the reason that one job is in 
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danger, leads to misrepresenting the costs of jobs and leads to wrong assumptions 

(Lanen et al. 2008). 

 

2.9 Process costing model  
The process costing model is usually assigned to manufacturing companies with 

large homogeneous products. The model is an alternative to job order costing, which 

uses either the weighted average or first-in, first-out method to compute equivalent 

units of production (Raiborn and Kinney 2009, Mowen and Hansen 2011). In 

summary, the process costing model, compared to the job costing model (see Fig. 

2.7), does not separate costs for each single unit (Lanen et al. 2008), it compares 

cost for each manufacturing process (Mowen and Hansen 2011). Overhead cost per 

unit will be usually calculated by the number of performed products (Martinson 1994). 

As the model does not fit to the service industry with intangible products, it is just 

listed for reasons of completeness and therefore not further discussed.  

 

Direct Materials
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Direct Labour
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Goods

Job-order-costing vs. Process-costing  
Fig. 2.7 Job-order vs. process costing (adapted Mowen and Hansen 2011) 

 

2.10 Target costing model  
The target costing model is a market-oriented model and is a configuration of the 

product/service based on the possible achievable price. The concept behind it is of 

“price-based-costing” instead of “cost-based pricing”. The concept is useful for 

calculating a target price by considering target cost. The target price is the price 

based on customers’ perceived value for product and the price that competitors 
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charge (Lanen et al. 2008, Mowen and Hansen 2011). The model “encourages 

managers to assess the overall cost impact of product designs over the products life 

cycle” (Mowen and Hansen 2011, p. 7). As this study focuses on actual costing 

models, this model is just listed for reasons of completeness and therefore not further 

discussed.  
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3 Methodology 
3.1 Research strategy  
The research strategy consists of the selection of the research design and the 

systematic plan of required actions. The strategy involves making a decision 

regarding the method of data collection and analysis (Creswell 2009) and must fit to 

the research study. 

 

The literature, in general, differentiates strategies in qualitative research and 

quantitative research methods, some studies tend to be both (mixed methods 

research). Qualitative research takes an inductive approach, where theory is 

generated from the research. Quantitative research takes a deductive approach, 

where research is used to test the theory (Newman and Benz 1998, Bryman and Bell 

2007, Saunders et al. 2009). 

 

According to Bryman and Bell (2007) “quantitative research can be constructed as a 

research strategy that emphasizes quantification in the collection and analysis of 

data” and “by contrast, qualitative research can be construed as a research strategy 

that usually emphasizes words rather than quantification in the collection and 

analysis of data” (Bryman and Bell 2007, p. 28). Saunders, Lewis and Thornhill 

(2009) argue that, in reality, research questions rarely fall neatly into only one 

philosophical domain (see Fig. 3.1). 

 

Quantitative approaches garner knowledge from post positivist assumptions, where 

the inquiry strategy has experimental or quasiexperimental design. The methods are 

predetermined and use closed-ended questions, performance, attitude, observations 

and census data. The analysis is statistical in nature. Quantitative approaches are 

used in the practices for testing or verifying theories or explanations, identifying 

variables to study, evaluating variables in questions or hypotheses, using standards 

of validity and reliability, observing and measuring information numerically, using 

unbiased approaches and employing statistical procedures (Bryman and Bell 2007, 

Creswell 2009, Saunders et al. 2009). 

 

M. B. Baum, Service Business Costing,
DOI 10.1007/978-3-8349-4444-3_3, © Springer Fachmedien Wiesbaden 2013
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Fig. 3.1 The research “onion” (© Saunders et al. 2008) 

 

The advantage of quantitative approaches is in the collection of a high volume of 

data and when it uses a statistically valid random sample, the results can be 

generalised and provide reliable statements. Disadvantages are the limited ability to 

check answers or to dig deeper for details. Furthermore the cost of research may be 

very high and people may answer in a way which doesn’t apply to and falsifies the 

study (Gomm and Woods 1993, Bryman and Bell 2007, Saunders et al. 2009).  

 

Qualitative approaches claim knowledge through constructivist assumptions or 

advocacy/participatory assumptions. The inquiry strategy for constructivist 

assumptions has an ethnographic design. The methods are emerging, open-ended 

questions, field observation, document data, text and image analysis. The inquiry 

strategy for advocacy/participatory assumptions has a narrative design. The methods 

are open-ended interview and audiovisual data, as well as text and image analysis. 

Qualitative approaches are used in the practices for collecting participant opinions, 



 

 

44 

focusing on a single concept or phenomenon, bringing personal values to the study, 

studying the context or setting of participants, validating the accuracy of findings, 

making interpretations of the data, creating an agenda for change/reform (Bryman 

and Bell 2007, Creswell 2009, Saunders et al. 2009). 

 

The advantages of quantitative approaches are the attention to detail in terms of 

verbal and non-verbal behaviour and therewith portraying perspectives and 

conveying feelings and experiences. Through the flexibility of actions within situations 

and times complex cases can also be reliably generated. As the theory is generated 

from empirical data, a close fit between theory and data is generated. The 

researcher’s own experience can advance the work and challenge the quality of the 

study by recognizing the disadvantages. It has been argued as a disadvantage of the 

method that the size of the analyzed data may not be enough to provide general 

statements (Gomm and Woods 1993, Bryman and Bell 2007, Saunders et al. 2009).  

 

Beside the quantitative and qualitative approaches, mixed methods are always an 

option. Those approaches claim knowledge from pragmatic assumptions where the 

inquiry strategy has mixed designs. The methods are both predetermined and 

continuously developed, both open- and closed -ended questions, multiple forms of 

data drawing on all possibilities, statistical and text analysis. Qualitative approaches 

are used in the practices for collecting both quantitative and qualitative data, 

developing rationale for combining methods, and presenting a visual picture of the 

procedure in the study, employing the practices of both qualitative and quantitative 

research (Creswell 2009). 

 

3.2 Research design  
This study is set up as an action research study focusing on developing a realizable 

approach based on common theory. Action research is an approach in which 

researcher and client, in collaboration, analyze a problem and develop a solution 

(Bryman and Bell 2007).  

 

Argyris et al. (1985) define action research as experiments based on real problems 

and then design solutions. The iterative process of problem identification, planning, 
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action and evaluation eventually leads to re-education and changing patterns of 

thinking. The benefit, when compared to other research methods, is the relationship 

of academic theory and practical action (Argyris et al. 1985). The outcome and 

processes should have implications for the real situation and be usable in practices 

with recognition of the theory. The researcher needs to understand that each finding 

has implications for the real project and therefore the expectations of the participants 

need to be clearly understood (Eden and Huxham 1996). The original intent of an 

action research is to generally effect change rather than meet clear objectives (Stone 

1978, Saunders et al. 2009). This means usually an action research project has been 

set up to change a current situation (e.g. current system) into a new situation (e.g. 

new system). This means that the objective is less about explaining the current 

situation.  

 

Compared to a case study, where the research is conducted with a clear situation, 

the researcher in action research studies is usually a participant in the process, 

rather than an observer, as in case studies (Benbasat et al. 1987, Saunders et al. 

2009). The objectives of action research are twofold: to take action to solve a 

problem, and to develop a concept for the organization (Checkland 1981). The 

researcher brings specialised knowledge and improvement techniques into the 

project and, as part of the team, assists in achieving the aims. 

 

According to Benbasat et al (1987), the strength of an action research study is the in-

depth and first hand understanding of the researcher, which conversely could be a 

weakness in terms of the potential lack of objectivity. However, a further advantage 

of action research is the output of the research, which is usually more readable, 

relevant and interesting to practioners than that typically produced for the academic 

audience. The result of the research is often a discussion document presenting the 

different opportunities for strategies and recommendations. Fig. 3.2 shows the 

procedure in action research. 
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     Fig. 3.2 The action research spiral (© Saunders et al. 2008) 

 

The research design should produce the evidence to answer and support the initial 

question and purposes of the study (De Vaus 2001).  

 

The aim of this study is to find an approach for obtaining cost transparency for a 

management consultant firm. This study deals with the question of to what extent 

value chain analysis is a suitable instrument for overhead distribution within the 

development of a cost accounting approach for a consulting firm. The cost 

accounting approach best suited to a consulting firm is examined.  

 

The nature of this study is to explore current theory, practice, experiences and 

perspectives from the people involved with a specific company, concerning the value 

chain and the cost structure. Through the nature of the study, with its focus on 
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developing a cost accounting system for a specific single management consultant 

firm and the role of the researcher, who is part of the project, the approach of action 

research is acceptable.  

 

Action research, like other qualitative methods, is criticized for its lack of repeatability 

and consequent lack of rigour (Bryman and Bell 2007). Furthermore, an application 

to other organizations may be difficult for people with less knowledge of how to apply 

it. 

 

This research analyzes only one firm, but in such a standardised way and based on 

common literature so that it is at least transferable to other consulting firms. The 

research is significant as value chain analysis adapted by the service industry is 

underrepresented (Armistead and Clark 1993, Kamakura et al. 2002, Heskett and 

Sasser 2010) and, especially for consulting firms, there is an obvious gap in the 

literature. An approach with strong operational focus may provide missing pieces of 

research and is essential for service firms. Most traditional costing models neglect 

the allocation of overheads and only allocate them with a fixed percentage, which 

does not provide stakeholders with the needed information and leads to incorrect 

decisions. This study analyzes cost-of-division and sets up an appropriate allocation 

scheme.  

 

3.3 Data collection and analysis  
This data collection section describes the structure and process of collecting 

information. Action research can involve both quantitative and qualitative data 

collection. This study only uses qualitative data collection. According to Yin (1984), 

the following “sources of evidence work well with action research: 

 

1. Documentation:  written material ranging from memoranda to newspaper 

clippings to formal reports. 

2. Archival records:  organization charts, service-, personnel- or financial 

records. 

3. Interviews:   open-ended or focused 
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4. Direct observation:  absorbing and noting details, actions, or subtleties of the 

field environments 

5. Physical artefacts:  devices, outputs, tools.” (Yin 1984) 

 

This study collects and analyses both primary and secondary data. Secondary data 

analysis is the analysis of data from other researchers and could involve quantitative 

and qualitative data. This data has already been collected and is available from other 

resources. The use of secondary data offers many benefits like cost and time 

optimization, high-quality data, the opportunity for longitudinal and cross-cultural 

analysis, and more time for data analysis. Otherwise, it limits the familiarity with the 

data, the complexity might remain unknown and the researcher has no control over 

the quality of the data (Bryman and Bell 2007, Saunders et al. 2009).  

 

Primary data analysis is the analysis of data, where the researcher was involved in its 

collection (Bryman and Bell 2007, Saunders et al. 2009). The advantages and 

disadvantages are usually the opposite of the secondary data analysis. 

 

The secondary data analysed for this study includes the in-depth study of written 

material like academic books, journals, newspapers, magazines, internet articles and 

sources, laws and provisions, and statistics, as well as unpublished data sources. 

Secondary data also includes internal sources like internal wikipedia, policies, 

department and activities descriptions, organisation charts, and job description. This 

approach is beneficial in terms of its low cost and time consumption as existing 

information are already checked for feasibility. Weaknesses could appear in how up-

to-date the information is, which must be checked with the interviews.   

 

This secondary data, structured as a literature review, is the basis and foundation for 

the theoretical section of this study. The literature review section provides an 

overview of and discusses the current available cost accounting approaches and 

value chain analysis, whether it fits to a management consulting firm or not. As 

already expected, a lot of literature exists but most of them do not refer to the service 

industry and especially not to the consulting industry. Out of this literature review 

(data analysis), a cost accounting approach will be developed and discussed. 
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The primary data in this study is collected in semi-structured interviews. Interviewing 

is a useful method for collecting data about complex issues that allows the involved 

parties to explore their personal perspectives and process the interview flexibly 

(Bryman and Bell 2007, Saunders et al. 2009).  

 

Before the interview, the researcher, using semi-structured interviews, prepared a list 

with subjects and questions for guiding the interview. This guide was sent to the 

interviewees before the meeting for preparation. It was necessary to speak in the 

language of the organisation to communicate the objectives of the study. The 

researcher contacted the interview partners by email and follow-up calls made sure 

that the emails were received and the scheduled meetings were possible. All 

receivers of the email confirmed participation in the study 

 

A good facilitation is necessary to point out pieces of information where more detail is 

needed. Within the interview, the research is conducted flexibly in order to cover all 

questions or to go into more detail (Denscombe 2010). According to Rathnow (2011), 

interviewing employees with the best overview of all process is the recommend 

procedure for gathering information about processes. 

 

To obtain a cross-sectional view of all value chain participants, interview partners are 

all leaders of corporate functions, management and samplings of consultants, 

administration staff, and partners (sampling). The course of action and the data 

analysis is explained in section 4.1. 

 

3.4 Ethics  
Research ethics refers to, according to Saunders et al. 2009, the appropriateness 

behaviour of the researcher in terms of protecting the rights and privacy of the 

persons involved in the research including the researchers themselves. In all stages 

of the research, sensitive and personal data will be collected, analysed and findings 

reported. It needs to be ensured that no harm comes to any participant. Trochim 

(2006) provides the following principles:    
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1. Principle of voluntary participation 

2. Principle of informed consent 

3. Principle of no risk of harm 

4. Principle of confidential and anonymity  

 

The researcher applied the above-mentioned principles and the “Code on Good 

Research Practice” of the University of Surrey (Guildford, United Kingdom) and 

confirmed this by completing the appropriate form from the university.   
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4 Action research: value chain analysis of the firm 
4.1 Course of actions  
To set up a value chain for the company, and further understand the main issues in 

the value chain, the researcher follows the following course of action, creating the 

action research portion of the study.  

 

First (1) an overview of the structure of the company and the specific characteristics 

of the delivery and corporate functions is given. (2) Thereafter, the standard 

consulting process is discussed and further developed for the research company. 

This standard consulting process, at the same time, will be the main process of the 

company. Based on this, a hypothetical definition of all activities and operations 

broken down by function, follows. (3) In the next phase, the supporting processes are 

discussed and hypotheticals are collected for the company. Thereby, the concept of 

routine and strategic activities will be explained. The hypothetical breakdown of all 

activities and operations is important for the verification that will follow later. (4) 

Based on the hypothetical definition and the thereby derived maps of the main 

processes and supportive processes, the classical value chain concept will be 

adapted for a service company and an adjustment to the value chain made for the 

company. All activities and operations are assigned to the traditional categories of 

primary and support activities. (5) In the fifth phase, the hypothetical definitions and 

breakdowns will be verified. The verification will be conducted in interviews with the 

individual department supervisors. The interviews are conducted with the help of 

previously set-up process maps for each department. At the same time, all cost 

drivers of the process will be collected for further assignment.  (6) In the next phase, 

the interviews and then hypotheses will be evaluated. The cost drivers in the 

processes will also be analyzed. In the last phase (7), the results of the study will be 

interpreted, in which the conditions for the cost accounting system will also be 

discussed. In this interpretation phase, all activities will be classified into value-

adding, routine and strategic activities. Based on the results and classification, a cost 

allocation approach for each classification should follow. The course of action is also 

shown in figure Fig. 4.1 below.   

 

M. B. Baum, Service Business Costing,
DOI 10.1007/978-3-8349-4444-3_4, © Springer Fachmedien Wiesbaden 2013
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7. Interpretation and transfer phases 

Classification of the activities and operations in value adding, routine and strategic activities
Cost allocation approach for value adding, routine and strategic activities
Requirements of a cost accounting approach

6. Activity and cost driver analysis 

Introduction
Activity and cost driver analysis of all main and supportive processes
Verification hypothesis

5. Verification hypothetical definition  

Introduction to verification
Verification map / interviews
Verification of all main and supportive processes

4. Development of the value chain

Introduction to value chain analysis in the service industry
Adapting of the value chain concept to the research firm
Assignment of the main process and supportive processes to the value chain

3. Hypothetical definition of supportive processes

Introduction to supportive processes
Concept of routine and strategic activities
Hypothetical definition of supportive process activities for each function

2. Hypothetical definition of main processes

Introduction main process (consulting process)
Further development of the consulting process
Hypothetical definition of main process activities for each function

1. Introduction and overview of the corporate structure (functions) 

Overview structure of companies functions 
Delivery functions
Corporate functions

 
Fig. 4.1 Course of actions 
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4.2 Definition and development phases 
4.2.1 Introduction / overview of the corporate structure (functions)  
To set up a compilation of all important main process of the studied company, it is 

necessary to understand the structure of the company first. The figure below shows 

the hierarchical composition of the function and shows the typical split (Maister 2001, 

Kubr 2002) of the functions in a consulting firm into delivery functions and corporate 

functions (see figure Fig. 4.2). 

 

Corporate
Functions

Board 

Finance

IT

Sales 
Development

Market 
Development

Board

Marketing

HR

Assistance / 
Reception

Strategy and
Operations

Board

Knowledge
Manag.

Quality 
Manag.

Staffing

Internal 
Communic.

Delivery
Functions

Board 

Region

Partner

Manager

Consultant

Board

Industry

Partner

Manager

Consultant

Board

Topic

Partner

Manager

Consultant

Company

Communities
 

Fig. 4.2 Typical split of a consulting firm 

 

The company has basically two streams of activities and operations (delivery and 

corporate). Delivery functions are the unit that has the primary contact with the 

customers. All consultants, who make up the main volume of the employees of the 

company, are assigned to this stream. Consultants are those employees who work 

for customers on projects. The highest lead-function of the consultants is partner (a 

person’s title and role), who is part of the management team of the organisation, and 

dedicated at least to one of the stream's regions, industries or topics. A region is an 

explicitly defined area of countries for which a partner is responsible. An industry is 

explicitly defined area of industries and customers for these industries for which a 
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partner is responsible. A topic is an explicitly defined area of solutions for which a 

partner is responsible. The next hierarchical level is the manager-level, each of 

whom is dedicated to a partner and usually has dedicated consultants to lead. Within 

the hierarchical levels of partner and manager, consultants can be further 

hierarchically classified into associate and senior. The delivery stream is significantly 

responsible for the achievement of turnover. The higher a consultant is in the 

hierarchy of the company, the stronger the expectation of the company will be that 

such consultants are not only responsible for doing their work on the project (in the 

delivery), but are also responsible for the further development of the company (e.g. 

method development) and, in terms of turnover growth, being part of the sales team; 

selling projects. The remuneration system is always aligned to those objectives.          

 

But, the outcome and growth of a consulting firm can’t be measured only by the 

revenue performed by the delivery functions. It is a more complex process that is also 

at work inside each consulting firm. This work is managed and planned by corporate 

functions (Greiner and Malernee 2005). Corporate functions are the unit that do not 

have primary contact with the customers. Employees in corporate functions usually 

do not work on external projects, but are always involved with or lead internal 

projects. Corporate functions are a key element of a company's structure and are 

responsible for corporate policies and corporate services. Corporate policies are all 

policies (legislation) that are necessary by law (e.g. policies regarding workplace 

security, equality) or by internal necessity to lead and organize a company. This also 

involves the vision, mission and values of a company. Corporate services are the 

execution of the policies and the administration of a company. This involves strategic 

functions (setting and execution of a strategy), operative functions (setting and 

execution of a standard process) and routine functions (setting and execution of 

mass processes). A hierarchy within corporate functions also exists (director, 

manager, specialist or analyst) and the topic areas are delineated into resorts / 

departments.  In order for a company to perform well, it is always important that all 

functions work together. 
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4.2.2 Hypothetical definition of main processes/operations  
According to Kubr (2002), the simple consulting process has 5 phases: entry, 

diagnosis, action planning, implementation and termination (see Fig. 4.3). The 

literature often refers to the Kolb-Frohman phases as well, which describes them as: 

scouting, entry, diagnosis, planning, action, evaluation, termination (Kolb and 

Frohman 1970). 

 

5. Termination

Evaluation 

Final report

Settling 
commitments

Plans for follow-up

Withdrawal

4. Implementation

Assisting with 
implementation

Adjusting proposal

Training

3. Action planning

Developing solutions

Evaluating 
alternatives

Proposal to client

Planning for 
implementation

2. Diagnosis

Fact f inding

Fact analysis and 
synthesis

Detailed problem 
examination

1. Entry

First contacts with 
client

Preliminary problem 
diagnosis

Assignment 
planning

Assignment 
proposals to client

Consulting contract

 
Fig. 4.3 The consulting process adopted from Kubr (2002) 

 

The phases of the consulting process can also be seen as operations. The 

researcher applies the concept of Kubr (2002) and the Kolb-Frohman model (1970) 

with enhancements and adjustments. The models of Kubr and Kolb-Frohman can be 

seen as very delivery-orientated and as under representing the corporate functions. 

In the opinion of the researcher, before the “entry phases” can be successful, 

research into the industry, with its companies and market behaviour is necessary. 

Customer relationship management, marking activities and direct calling are typical 

activities of the corporate functions in the phases “identify and development”. This 

phase is settled before the phase 1 (entry) in Kubr’s model.  

 

In the phase “sell and entry”, which is a combination of the phases 1 (entry) and 2 

(diagnosis) of Kubr’s model, the first contact with the client and the sales cycle, with 

preliminary problem diagnosis and solution offering within a proposal, takes place. 

This phase is primarily done by the delivery functions and follows the phases “identify 

and development”. After winning the deal in phases “sales and entry,” the next phase 

is “planning and staffing”, in which the next interaction between delivery and 
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corporate functions takes place. In this phase, the corporate function provides 

existing solutions or methods (knowledge management) and provides a fitting project 

team (internal or external resources). If people or knowledge are missing, HR is 

responsible for recruiting and training, therefore this function of the human resource 

management is a main process. The delivery functions are responsible for choosing 

existing solutions or methods and planning the project. This phase covers the phase 

“action planning” of Kubr’s model.  

 

The next phase is the core phase of the main process, the “delivery phase”. This 

phase is a combination of Kubr’s phases 2 (diagnosis) and 4 (implementation), in 

which the delivery takes place at the customer. The phase covers analysis, problem 

examination, solution implementation, project management and change request 

management, and is usually primarily done by the delivery functions. The following 

“billing” phase was not found in models discussed in the literature. All projects, in 

time, budget and quality, are of no account from the financial point of view if the 

billing hasn’t done. This activity is usually completed by the finance department 

(corporate functions) and depends on the time recording during the delivery function.  

 

The last phases of the researcher's model is exactly the same as that of Kubr. This 

phase closes the project with evaluation, reports, settling commitments, plans for 

follow up, and withdrawal. The researcher's proposed main process for the consulting 

firm is presented in the Fig. 4.4 below. The further-developed consulting process is 

shown in the figure below. 

 

The inclusion of all activities of the research company follows the enhanced 

consulting process. Main activities are those activities that are part of the consulting 

process. Those activities and operations are always value-adding processes.  
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5. Billing

Contract 
management

Master data 
management

Invoicing

Accounts receivable 
management

4. Delivery

Fact analysis and 
synthesis

Detailed problem 
examination

Adapting or 
developing solutions

Implementation (or 
assisting with)

Training / knowledge 
transfer

Project mgt./ 
controlling/ change 
management

Change requests

Time and expenses 
recording

3. Planning and 
Staffing

Evaluating existing 
solutions or methods

Proposal of  
solutions to client

Planning for 
implementation

Team staf f ing

Training

Recruiting

Subcontracting

2. Sell and Entry

First contacts with 
client

Preliminary problem 
diagnosis

Assignment 
planning

Assignment (or 
presentation) of  
proposals to client

Consulting contract

RFP

Proposal quality 
assurance

1. Identify and 
Development

Industry and 
Customer research / 
assessment

Project 
enhancement

Warm and cold 
calling, key-account 
management

Market development

Branding 

Customer 
relationship 
management

5. Termination

Evaluation 

Final report / 
documentation

Customer 
acceptance report

Settling 
commitments

Plans for follow-up

Knowledge transfer 
to the own f irm 
(knowledge 
management)

References

I. Acquisition Phase II. Execution Phase III. Finalizing / Post-Project Phase

 
Fig. 4.4 The consulting process extended (enhancements of Kubr (2002)) 

 

According to Burtonshaw (2010), value-adding activities occur in three main stages. 

The first stage is the “pre-contract”-stage (focus on assessment of fit), where “the 

anticipated consultancy fee multiplied by the value of strategic fit (a value between 0 

to 1) less the cost to bid and win the consultancy work” adds value. The second 

stage is the “project execution”-stage (focus on cost and value), where “value of the 

overall project multiplied by the strategic value to business less the value of 

consultancy contract” adds value. And the third stage is the “project completion”–

stage (focus on capitalizing the experience), where “consultancy fee multiplied by the 

value of new work for same client dividend by the time of years” (Burtonshaw 2010, 

pp. 21-23).  

 

Value adding in the context of the value chain analysis means always activities and 

operations which are part of the main process. Those activities are by definition 

value-adding as they are dedicated to fulfilling the customer’s requirements (IGC et 

al. 2011, Mowen and Hansen 2011). Adding value activities through a customer’s 

eyes are activities which refer to the price and the therefore expected added value for 

the customer.  Put the other way around, activities and operations which are not part 

of the main processes are not defined as value adding (supportive processes). Within 
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the following hypothetically-developed process map, all main activities are dedicated 

to the corporate and delivery functions. Those maps are the basis of further analysis. 

 

Action research: The hypothetical definition is based on secondary research (internal 

process documentation of the company, general literature relating to the functions). 

The overview of activities in the main process by function is summarized in Fig. 4.5. 
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Fig. 4.5 Overview about main processes by functions 
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4.2.3 Hypothetical definition of supportive processes/operations  
Supportive processes are those activities and operations that support the main 

process. They are not part of the main process. By definition and in contrast to the 

main processes, the supportive processes are not value-adding activities and 

operations, as the customer gets no direct value from them (IGC et al. 2011). This 

doesn’t mean that those activities are not important or that these activities are 

worthless, those activities are rather routine or strategic activities, instead of value 

adding.  

 

Strategic activities are those activities and operations that help create (strategy 

development) or align with (strategy execution) to the company's strategy. Strategy 

is, according to Porter (1996), “...the creation of a unique and valuable position, 

involving a different set of activities” it “requires [you] to make trade-offs in competing 

– to choose what not to do” and “involves creating fit among a company’s activities” 

(Porter 1996, p. 64).   



 

 

61 

Fig. 4.6 Overview about supportive processes by functions 
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Routine activities are the executions of the strategy or administrative activities based 

on internal or external compliance. To be effective with these activities, it is always 

important that the decision rights are clarified and information flow ensured (Neilson 

et al. 2008). Administration also includes the coordination of the whole organisation 

and assurance of fulfilment of all single processes.  

 

Action research: The hypothetical definition is based on secondary research (internal 

process documentation of the company, general literature relating to the functions). 

The supportive processes are provided by delivery and corporate functions. The 

overview of supportive processes by function is summarized in figure Fig. 4.6. 

 

4.2.4 Development of the value chain  
Within the value chain analysis, all activities of the company need to be re-

engineered and dedicated to primary and secondary activities. Porter’s primary 

activities are inbound logistics, operation, outbound logistics, marketing and sales, 

and after-sales services (Ireland et al. 2009, Mowen and Hansen 2011).  

 

Inbound logistics in a service company are mainly the immaterial factors like people's 

work (own employees), subcontracted work (freelancer), knowledge, rights etc.; the 

material factors like computers, cars, office material, literature; and monetary factors 

like cash and financing possibilities. People’s work is the cost intensive portion. The 

provision and supply of sufficient capacity is the core business of a consulting firm. 

The recruitment of new employees is based on sales plans, rather than on the actual 

sales. Capacity building to be able to deliver directly on coming projects is common. 

Therefore the HR activities of recruiting and employment are primary activities 

(Dreyer 2003).  Operations in a service company are mainly the combination of the 

factors described above and the maintenance of the delivery readiness (Meyer 

1991). Outbound logistics are considered, in a consulting firm, as all the activities 

needed to provide the service to the customer. Contact between the provider and 

customer is necessary. This involves a physical, personal, electronically or written 

contact to the customer. Storage of the service is usually not possible (Meyer 1991). 

Marketing and sales is responsible for customer relationship management and 

relationship management of important partnerships.  This also involves brand-
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building activities and boosting a company's image. Both factors are responsible for 

long term reputation (Meyer 1991). Within the service activities, a company needs to 

stay in contact with the customer after the project is done, in order to maintain 

customer satisfaction. Those activities involve after-project support or change 

requests. Porter’s secondary activities are firm infrastructure, human resource 

management, technology development and procurement (Ireland et al. 2009, Mowen 

and Hansen 2011). Firms’ infrastructures involve company management, 

finance/controlling and IT. Human resource management includes training, payroll, 

maintenance and development. IT involves the entire technology infrastructure, 

which supports all other primary and supportive functions. Procurement is 

responsible for all materials relating to the company like know how, transportation 

and communication (Meyer 1991). 

 

In setting up the value chain for the research company, the researcher found it useful 

to adapt the previously-developed consulting process into the primary activities of the 

value chain. Those activities are identify and development, sell and entry, planning 

and staffing, delivery, billing, and termination. The activities relating to “identify and 

development” and “sell and entry” are denoted as marketing and sales in the value 

chain. The activities relating to “planning and staffing” are denoted as staffing and 

recruiting in the value chain. The activities relating to “delivery” are denoted as 

knowledge management and delivery in the value chain. The activities relating to 

billing are denoted as billing, and the activities relating to termination as termination 

in the value chain. 

 

The secondary activities in the research firm are, in the firm infrastructure, provided 

by IT and facility management, or by human resource management for functions like 

personnel training, development and maintenance. The other secondary activities are 

provided by financial management, which includes accounting and controlling, quality 

management and business support.  

 

Technology development, as part of the traditional value chain, happens partly within 

the primary activity of knowledge management. Usually, knowledge will be employed 

within the project, and not as a separate function. One exception appears in 
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communities within the company that develop products and sales kits outside the 

project work. Such work is rather seen as part of knowledge management, sales, 

marketing or business support activities. Therefore, the secondary activity technology 

development was deliberately omitted. Procurement as a further traditional 

secondary activity was also deliberately omitted, as those activities are part of 

recruiting and staffing as regards “work” procurement, or part of firm infrastructure as 

regards offices and IT material procurement. The derivation of the new value chain 

based on the traditional value chain is shown in figure Fig. 4.7.  
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Fig. 4.7 Derivation of traditional VC to a VC of a consulting firm 
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The assignment of sub processes will take place in the next section, with the help of 

single process maps, concept for which is also described in the next section. 

   

4.3 Verification phases 
4.3.1 Verification hypothetical definition  
In this phase, the verification of the hypothetical definition of the main and supporting 

activities, which were the basis for the development of the value chain, takes place. 

The verification occurs in interviews with each individual department supervisor. 

Those supervisors should know exactly which processes within their area are parts of 

the main process and which support those.  

 

All heads of departments received a short briefing package for their own preparation 

before the interview meeting. This package contains the objective of the interview, 

information about the board's support for the project, a brief description of the 

terminology and handling of the process map system and information about the use 

of the results in this work. Furthermore, already-prepared process maps are given to 

the heads of the departments based on the hypotheses about the functions. Those 

pre-analysis of the processes and cost drivers leads, according to Horváth and 

Mayer (1993), to an overview of all processes and a provisional structure of the 

further analysis.  

 

Within the interview, the researcher describes the objectives of the interviews again 

and goes through each process map. Approvals and adjustments will be made within 

the interview and documented in the process maps. Missing processes will be added 

in new process maps.  

 

4.3.2 Value chain analysis process map  
The value chain analysis process map system (VCPM) based on the concept 

provided by the International Group of Controlling (IGC) and has been adapted for 

the purposes of this study. The structure of the model helps to explain the processes 

in an uncomplicated, simple way with supported standards templates (IGC et al. 

2011). The researcher developed a standard template used for the interviews and 

based on the templates of the IGC. The content of the template will be explained 
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later. The VCAPM also addresses questions raised by other process maps like the 

“basic resource activity map” (BRAM) provided by Armistead and Clark (1993). 

Usually such maps include questions about where value is generated, where the 

main resources are being used and the main cost of the activity arise. Within the 

VCAPM model and the standard template, the researcher sets up a hypothetical 

definition of process maps for each process and validated it in the interview. 

According to Rathenow (2011) interviewing employees with the best overview of all 

processes is the recommend procedure.  

 

LEVEL 1: Primary or secondary activity 

LEVEL 2: Value chain activity  

LEVEL 3: Main process 

LEVEL 4: Sub process 

 
       Fig. 4.8 Hierarchy levels of the value chain analysis process map 

 

The VCAPM model has a hierarchical structure (see        Fig. 4.8), in which the 

separation of activities into primary and secondary activities is the first level, and the 

single value chain activities make up the second level. The difference between both 

classes and the value chain itself has been already discussed in this study. In 

general, the second level of the process map hierarchy is the business, or corporate 

process.  The main process of the value chain activity could be the activity itself or a 

main activity below the value chain activity (process level three). The first case is 

applicable if the value chain activity is a single process (e.g. billing), while the second 

case is applicable if the value chain activity is an accumulation (e.g. marketing) of 

single main processes (brand building, customer relationship management, market 

development etc.). The structure of the hierarchy is designed to help with 
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understanding to which function and in which context the process is a part of the 

overall value stream. For the analysis, such a structure is essential.  

 

The middle part of the template describes the process in detail. A process always 

has a starting point that triggers the process and an end point that closes the 

process. The length of the period depends on the individual process. Within the value 

chain analysis process map, this “start of the process” is a separate documentation 

field, in which those actions that start the process will be filled (process start). The 

counterpart to this field is the “end of process” field, which identifies those actions 

that end the process (process end). The fields “input factors / products” and “output 

factors / products” always describe the inputs and output factor / products that start 

and end the process. Input and output factors can be any upstream or downstream 

processes or results that are necessary for conducting the current process, or which 

assign results to other processes. Between those that start and end, all important 

and essential sub processes will be recorded. All sub processes together compose 

the entire main process. The sub processes can take place either one after the other 

(from top to bottom), parallel (side by side) or independent of each other.  Each sub 

process has always a cost driver.  

 

Cost drivers are those factors that drive the cost of the sub process (Martinson 1994, 

Mowen and Hansen 2011) in terms of being dependent on variables that raise or 

reduce the time and effort in the sub process. Such variables, especially in the 

consulting business, include numbers of projects, number of employees, numbers of 

travels, consulting hours, travel hours, work hours etc., which are all quantitatively 

measurable. Cost drivers could be qualitatively or quantitatively measureable factors. 

As the objective of the study is to set up a cost accounting approach, rather than 

being based on all measurable factors, the template neglects those qualitative 

factors, only using them if the overall picture will otherwise be distorted, or if it’s 

essential for the allocation.  

 

The field at the bottom of the template is for the purposes of notifications, further 

information, validation information and the dedication in the value-adding processes 

(processes which are part of the primary activities), strategic processes (processes 
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based on company strategy) or routine processes (usually secondary processes). 

The terminology for this dedication was already given in the previous sections.   

 

The Fig. 4.9 shows an example of the value chain analysis process map for the main 

process billing. 
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Fig. 4.9 Value chain analysis process map (example: billing) 
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4.4 Analysis phases 
4.4.1 Activity analysis and cost driver analysis  
In general, it is necessary to understand that this research cannot amount to a 

conclusive enumeration of all cost drivers, as each activity has sub activities that also 

need to be analysed. To adapt the findings of this research for other companies, it is 

always necessary to respond to company-specific activities and behaviours. Based 

on the findings of the interviews, in these phases of the study, the main activities and 

cost driver determined for each department will be reported.  

 

4.4.1.1 Marketing  
The main and supportive processes are already listed in the process map (see 

section 4.2.2 and 4.2.3). Most of the cost drivers within those processes are the time 

spent (hours of work) on the activity. The activities are usually very different, and their 

intensity depends on the quality and complexity required for the marketing operation. 

External costs are also high cost drivers which also depend on the complexity and 

quality. Only for individual items such as mass marketing material, is the cost drivers 

the number of the quantity ordered. The number of projects or employees plays a 

subordinate role. No difference between main and supportive activities exists. 

 

4.4.1.2 Sales  
The main and supportive processes are already listed in the process map (see 

section 4.2.2 and 4.2.3). Most of the cost drivers within those processes are the time 

spent (hours of work) on the activity. The activities are usually very different, and their 

intensity dependis on the required quality and complexity for the customer or 

customers' expectations. External costs are low and include mainly telephone and 

travel expenses. The number of contacts plays a significant role. No difference 

between main and supportive activities exists. 

 

4.4.1.3 Knowledge management and quality management  
The main and supportive processes are already listed in the process map (see 

section 4.2.2 and 4.2.3). Most of the cost drivers within those processes are the time 

spent (hours of work) on the activity. The activities are usually very different, and their 

intensity depends on the quality and complexity required for the marketing operation. 
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External costs are low. The number of projects plays a subordinate role. No 

difference between main and supportive activities exists. 

 

4.4.1.4 Staffing  
The main and supportive processes are already listed in the process map (see 

section 4.2.2 and 4.2.3). Most of the cost drivers within those processes are the 

available resources and opportunities. The activities are usually standardized and 

complexity arises with the utilisation. External costs come from the subcontractors 

whose cost drivers are the bought time. The number of projects plays a subordinate 

role. No difference between main and supportive activities exists. 

 
4.4.1.5 HR  
The main and supportive processes are already listed in the process map (see 

section 4.2.2 and 4.2.3). HR activities are also discussed at various points in this. 

Most of the cost drivers within those processes depend on the volume of employees. 

The activities are usually standardized and complexity arises with the utilisation. 

External costs are of minor importance. No difference between main and supportive 

activities exists. 

 

4.4.1.6 Delivery  
The delivery has only main activities, which are already listed in the process map 

(see section 4.2.2 and 4.2.3). Most of the cost drivers within the delivery are the time 

spent (hours of work) on the activity. The activities are usually very different, and their 

intensity depends on the quality and complexity required for the project. External 

costs are low and include mainly telephone and travel expenses.  The number of 

projects or employees plays a subordinate role.  

 

4.4.1.7 Finance  
The main and supportive processes are already listed in the process map (see 

section 4.2.2 and 4.2.3). Most of the cost drivers within those processes depend on 

the volume of employees, volume of processed invoices (e.g. account payables). 

External costs are of minor importance. The activities are usually standardised but 

their intensity depends on the quality and complexity required for the projects. 
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Differences between main and supportive activities exist. In main activities, the cost 

drivers are the hours of work, whereby for supportive activities, other measurements 

drives costs. 

 

4.4.1.8 IT  
IT has only supportive processes, which are already listed in the process map (see 

section 4.2.2 and 4.2.3). Most of the cost drivers within those processes depend on 

the volume of employees, and volume of systems. External costs are important in 

terms of purchasing equipment and services. The activities are usually standardised 

but their intensity depends on the quality and complexity required for the projects.  

 

4.4.1.9 Internal communication  
Internal communication has only supportive processes, which are already listed in 

the process map (see section 4.2.2 and 4.2.3). Most of the cost drivers within those 

processes are independent of the volume of employees or volume of projects. 

External costs are of minor importance. The activities are usually standardised but 

their intensity depends on the quality and complexity required for the content.  

 

4.4.1.10 Business support and reception  
The main and supportive processes are already listed in the process map (see 

section 4.2.2 and 4.2.3). Most of the cost drivers within those processes are the time 

spent (hours of work) for the activity. The activities are usually very different, and 

their intensity depends on the required quality and complexity of the expectation. 

External costs are low and include mainly telephone and travel expenses. The 

number of employees and prospects plays a significant role. No difference between 

main and supportive activities exists. 

  

4.5 Interpretation and transfer phases  
The analysis of the different activities and operations shows that nearly all units or 

departments have both main or primary and supportive activities. The most named 

cost driver of activities that are part of the main processes is the time spent on the 

work. The volume of those value adding activities depends mainly on the intensity 

depending on the quality and complexity required for the cases. External spending is 
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of rather minor importance. Supportive activities have both hours of work or a 

dependent variable magnitude that drives cost. Those activities always have a 

routine character. If those activities are rather complex, then hours of work is the cost 

driver. But if those activities are standardized, the dependent variable magnitude 

drives the cost.  

 

The value chain analysis was executed for the purpose of collecting activities within 

the company and setting up their value chain. Within the value chain analysis, value 

adding and routine activities were recorded. Strategic activities were not covered 

within the value chain analysis model. All activities need to treated separately. The 

model serves transparency of the company and helps to develop an allocation 

approach.   

 

The allocation of cost is the focus of this study. Cost allocation based on standard 

costs, which are developed by the input of historical experience, studies or 

hypothesis, seems to be the easiest approach as it avoids ongoing documentation. 

The advantage of this approach is the opportunity for project managers to manage 

cost by established standards. Standard costs could also align to the current value to 

start improvement programs (Lanen et al. 2008, pp. 416-449). If a standard cost 

doesn’t fit, variance analysis needs to be done and adjustment is necessary, which in 

turn is a risk for project managers. Analysis, interpretation, negotiation and 

communication may lead to a time intensive process. The advantage of cost 

allocation based on actual cost is that real costs are assigned to the cost object.   

 

In general, the cost allocation of the analyzed activities and operations needs to be 

based on time spent on all primary activities (value adding activities). To reduce 

complexity of a cost allocation approach, for routine activities mostly the variable 

magnitude drivers should be the basis for allocation. However, developing a single 

allocation approach for each unit and department is recommended, to cover all 

circumstances. Strategic activities should also be considered in the general allocation 

approach. Strategic activities were underrepresented in the study. Such activities 

should not be allocated to projects, but should rather be seen as an investment.   
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5 Design and development of a costing approach 
5.1 Objectives of the new model  
The overall objective of a cost accounting model is to inform the management of a 

consulting firm about the important features and give other stakeholders useful 

details (needs of decision makers) (Martinson 1994, Lanen et al. 2008).  The new 

model must cover all the costs of the company. Therefore, the costing model must fit 

to the special issues and situations of a consulting firm. It must cover typical project 

business and organisational transparency in terms of overhead cost (corporate 

functions). The entire value chain needs to be covered. Furthermore, the implantation 

of the costing model must be economically efficient (benefits exceed its costs) and 

should reduce the complexity of current models.  

 

5.2 Evaluation and selection of the different costing models  
Consulting firms are “single product producers”, therefore the cost objects are the 

single projects (internal and external) and are the focus of the cost accounting 

approach. Projects are the products of a consulting firm; most of them are very 

individual. Therefore, for consulting firms, the researcher recommends a hybrid-

costing model, based on a variable-costing model (for the delivery functions) and an 

activity-based costing model (for the corporate functions) to cover all issues, such as 

a business relevant way of working, the allocation of overheads, and the controlling 

expectations of a management board. The term project should be in the middle of the 

approach, as it is a common definition in the consulting business. In the following, the 

new hybrid costing model will be called the service business costing model (SBC 

model).  

 

Project profitability analysis or project result statements are based on the variable 

costing model and can be the most important planning and controlling instrument 

within a consulting firm’s cost accounting. It contains all project-relevant monetary 

incomes and expenses (Stolorz and Fohmann 2005), including calculative costs.  In 

this system, cost objects are the individual internal or external projects. This model 

will be primarily used for project-related costs (compare section 2.6). 

 

M. B. Baum, Service Business Costing,
DOI 10.1007/978-3-8349-4444-3_5, © Springer Fachmedien Wiesbaden 2013
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For the allocation of not directly project-related costs (overheads), a system is 

needed that creates transparency and assists with understanding the cost drivers. 

Compared to the other costing models, the activity-based costing model is useful for 

such overhead allocation as it exactly explains the generation of the cost allocation. 

Activity based costing and management is an important tool for continuous 

improvement, which should be, in the opinion of the researcher, an overlying 

objective of corporate functions. In this system, costs for resources will be traced to 

activities. Activities will be assigned to cost objects (compare section 2.7).  

 

Cost of
resources

Activities Cost 
objects

traced 
to

assigned
to

 
                                  Fig. 5.1 Cost allocation in ABC 

 

The absorption model appears to be ill-fitting to consulting firms, as the model 

allocates the overhead cost on a proportional basis and can either over or under 

charge a project, leading to incorrect interpretations (compare section 2.5).   

 

The job order costing model may fit to a consulting firm, but the operational work is 

very time intensive and does therefore not fit to the objectives (compare section 2.8).  

 

The process costing model does not fit as it’s more adaptable to the manufacturing 

industry (compare section 2.9).  

 

The target costing model does not fit as it is more a basis for the calculation of a 

project instead of controlling a project (compare section 2.10). 

 

5.3 Design of the cost accounting approach 
5.3.1 Service business costing model  
The service business costing model (SBC model) is a model developed by the 

researcher and based on currently available models and close to the ABC model. 

Within the SBC model, all cost and incomes are assigned to internal and external 

projects (within an IT system with an own project number).  
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  Fig. 5.2 SBC: Sub projects and main projects assigned to activity center 

 

Projects could be either only main projects (MP) or have assigned sub projects (SP) 

if it is deemed necessary for transparency, operation or allocation purposes. Those 

projects are the cost objects in the SBC model. Those cost objects could be real 

projects (e.g. external customer or internal development projects), projects with an 

exact start and end time point, or cost pools with no start and time point as cost 

collector (see   Fig. 5.2).  

 

All projects are assigned to an activity center (delivery function: DAC or corporate 

functions CAC), which could be a corporate function, a unit (industry or topic), region, 

resort, or other profit or cost center. Activity centers are close to or a hybrid of cost 

centers, revenue centers, profit centers and investment centers (see  Fig. 5.3). The 

proximity to one of the centers depends on the nature of the assigned projects 

(definition of the centers are stated in Appendix A). 
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Cost center: 
Accounting

Sub activity center: 
of Finance

Revenue center: 
Project Turnover

Sub activity center: 
income part of  project activity center

Profit center: 
External projects

Sub activity center: 
of Industry X

Investment center: 
M&A

Sub activity center: 
of the board

Traditional costing approach
Example

Service business costing 
Example

 
 Fig. 5.3 SBC: Terminology traditional costing vs. service business costing 

 

Activity centers have a hierarchal consolidation. Main activity centers (MAC) are 

dedicated to resort activity center (RAC), RAC are dedicated to delivery activity 

center (DAC) or corporate activity center (CAC), which are part of the corporate value 

chain (CVC). MAC as MP could have assigned sub activity centres (SAC), if it is 

deemed necessary for transparency, operation or allocation purposes. Each activity 

center has a person responsible for the results and/or allocation of the costs. The 

objective of the responsible person is to always achieve a high positive result. Activity 

centers with only costs have the objective of allocating the cost as much as possible 

to other projects. Their objective is to minimize the negative result. To set up an 

activity center, each must be detectable by the overall CVC. The hierarchical 

structure is shown in Fig. 5.4. 

 

The SBC model has a hierarchical structure, as already described. All costs and 

incomes (fixed cost or income, variable cost or income) will always be assigned to a 

main or subproject. The results (income minus costs) of the project will be assigned 

hierarchically from the top, and ends in an activity center. Therefore, the basis for the 

costing is a project costing approach. The individual parts of the project costing 

approach are described in the following sections. 
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Fig. 5.4 SBC: Hierarchical structure and examples of allocations 
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Overheads or other costs will also be assigned to a project. Corporate functions 

usually have projects in which overheads are pooled. The allocation of the cost to 

other projects is especially important for those overhead costs. The allocations are 

incomes for such overhead projects and reduce the negative result of the activity 

center. If an activity center has fixed costs or direct assignable costs itself, the costs 

will be assigned to a separate (overhead) project, which will be hierarchically 

assigned to the activity center.  

 

As a resort activity center is usually a department or a person (in a consulting firm for 

the delivery: partner = resort activity center = partner activity center), it is 

recommended that at least two main activity centers be set up. One for resort (or 

partner) overheads and allocations (a separate sub activity center for each), and one 

for each industry or topic (a separate sub activity center for each customer or topic 

subtopic). With such a structure, only costs that are not allocated to other projects put 

stress on the activity center (e.g. non billable hours of consultants remain with the 

activity center).  

 

In summary, allocation is the focus of the model. Therefore, the activity based costing 

model fits for this purpose. With the help of the analysis described in section 4.4, the 

cost driver could be key for cost allocation. An example for the delivery stream of a 

consulting firm is shown in Fig. 5.5. 
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Fig. 5.5 SBC consulting firm example: projects and opportunities   
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For the allocation of costs, default standard distribution keys could be used if it is 

ensured that the entire distribution is not above the actual costs. This is only possible 

if the cost driver lets the costs rise linearly. Otherwise it must be based on the real 

usage of the activities (e.g. time sheet recording). Complexity within an activity 

should be considered as a “complexity factor” where the normal allocation key will be 

multiplied by a complexity factor (e.g. less complexity: allocation key x 1; medium 

complexity: allocation key x 2; high complexity: allocation key x 3). If complexity is not 

considered, services may be over or under charged in the opinion of Remer (2005) 

and lead to incorrect price controlling.  

 

To achieve a precise cost application, the allocation is only possible on MP and SP 

within the SBC. The hierarchically deeper the allocation happens the more precise 

the cost application will be, which is the overall objective of the SBC. Allocation on an 

activity center level is not possible as it would bring the SBC approach closer to the 

classical costing approaches with their previously discussed shortcomings. 

 

The set up or design of the structure of each activity center is a flexible responsibility 

of the activity center owner. An example for a consulting firm is given in the next 

section of this study. 

 

5.3.2 Service business costing model for a consulting firm  
As already discussed, a consulting firm has delivery functions and corporate 

functions. Within the delivery function, a partner (leader) is responsible for a topic, 

sector or region. Therefore, a partner activity center (PAC) is set up for each partner 

(or RAC). Within the corporate functions, the responsible persons for the 

units/departments are the heads of the department. Therefore, the department 

should be the resource activity center RAC. 

 

Example for delivery function (left case in Fig. 5.5): Partner William White is the 

leader or the chemical industry. Two customers are assigned to the industry (Bayer + 

BASF). 
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1. PAC = Partner White 

1.1. MAC = chemical industry 

1.1.1. SAC = general allocations to the industry 

1.1.1.1. MP: marketing 

1.1.1.2. MP: sales 

1.1.2. SAC = Customer 1 (Bayer) 

1.1.2.1. MP: lost opportunities 

1.1.2.2. MP: won project 1 

1.1.2.3. MP: won project 2 

1.1.3. SAC = Customer 2 (BASF) 

1.1.3.1. MP: lost opportunities 

1.1.3.2. MP: won project 1 

1.1.3.3. MP: won project 2 

1.2. MAC = White’s own overheads and allocations 

1.2.1. SAC = fixed costs 

1.2.1.1. MP: personal overheads (e.g. salary) 

1.2.1.2. MP: dedicated staff (e.g. assistance) 

1.2.2. SAC = variable costs 

1.2.2.1. MP: personal overheads (e.g. salary) 

1.2.2.2. MP: dedicated staff (e.g. assistance) 

 

In the example above, the industry MAC counts all the results of the customer 

projects. The overhead and allocation MAC counts all fixed and overhead costs. The 

Industry MAC needs to finance the overhead MAC.  

 

The allocation of own fixed and overhead costs of the MAC is always an objective for 

the person responsible for the MAC, as this part can bring negative results to the 

MAC. For example, the MAC overheads and allocation have their own direct 

dedicated employees, whose cost needs are allocated to external projects. If the 

responsible person does not manage to staff all team members on external projects, 

the non-billed time remains in the SAC and has a negative impact on the overall 

result of the MAC.       
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Example for corporate functions: Director John Red is the leader or the HR 

department (RAC).: 

 

1. RAC = Human Resources 

1.1. MAC = salary 

1.1.1. SAC = management salary 

1.1.1.1. MP: fixed salary 

1.1.1.2. MP: variable salary 

1.1.2. SAC = consultant salary 

1.1.2.1. MP: fixed salary 

1.1.2.2. MP: variable salary 

1.1.3. SAC = corporate function salary 

1.1.3.1. MP: fixed salary 

1.1.3.2. MP: variable salary 

1.2. MAC = personnel development 

1.2.1. SAC = trainings 

1.2.1.1. MP: internal 

1.2.1.2. MP: external 

1.2.2. SAC = events 

1.2.2.1. MP: senior management 

1.2.2.2. MP: all employees 

1.3. MAC = department overheads 

1.3.1. SAC = salary 

1.3.1.1. MP: HR management 

1.3.1.2. MP: HR payroll unit 

1.3.1.3. MP: HR training unit 

1.3.2. SAC = others 

1.3.2.1. MP: expenses 

1.3.2.2. MP: stationery 

 

The allocation of the costs of the HR department is very important. All personnel 

costs of the company are, in the first step, dedicated to the HR department (MAC: 

salary) and need to be allocated to all other departments so that no results remain at 
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the MAC HR. If HR recruits people for another MAC, the cost will allocated to the 

receiver of the new employee.  

 

Using the model could lead to fewer compliance issues or quality management 

problems as the cost for their management are assigned to the project and reduce 

the MAC result. In order to counteract and achieve quality and compliance, a project 

could always be charged with a high standard lump sum for such issues if no 

allocated costs for such issues are assigned to the project (which suggests that 

nobody was in charge of the management). Furthermore, another MAC could support 

those actions and provide positive allocations.  

 

To validate the SBC approach with the reality in the researched consulting firm, the 

researcher used the entity relationship model from Chen (1976)1. With the help of 

the model, the researcher designed a logical relationship model for the delivery of the 

researched consulting firm (see Fig. 5.6) and overlied it on the SBC model (see Fig. 

5.7). As no gap between the models exists, the SBC model is valid for and fitting to 

the researched firm. 

                                            
1 “The entity-relationship model (or ER model) is a way of graphically representing the logical 

relationships of entities (or objects) in order to create a database. The ER model was first proposed by 

Peter Pin-Shan Chen of Massachusetts Institute of Technology (MIT) in the 1970s. In ER modelling, 

the structure for a database is portrayed as a diagram, called an entity-relationship diagram (or ER 

diagram), that resembles the graphical breakdown of a sentence into its grammatical parts. Entities 

are rendered as points, polygons, circles, or ovals. Relationships are portrayed as lines connecting the 

points, polygons, circles, or ovals. Any ER diagram has an equivalent relational table, and any 

relational table has an equivalent ER diagram. ER diagramming is an invaluable aid to engineers in 

the design, optimization, and debugging of database programs. 

In a logical sense, entities are the equivalent of grammatical nouns, such as employees, departments, 

products, or networks. An entity can be defined by means of its properties, called attributes. 

Relationships are the equivalent of verbs or associations, such as the act of purchasing, the act of 

repairing, being a member of a group, or being a supervisor of a department. A relationship can be 

defined according to the number of entities associated with it, known as the degree.” (Tech Target 

2011) 
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Fig. 5.6 Entity-relationship-model of the researched firm: delivery 
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Fig. 5.7 Fit ERM and SBC model of the researched firm: delivery 
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5.4 Design of the project costing model  
As all costs and income are assigned to a project, a project costing model is 

necessary. The project costing model provides the framework and rules for how cost 

and incomes will be assigned. The net project result is the sum of total income, total 

direct costs and total overhead allocation (see Tab. 5.1). Each element or position 

within the calculation will be briefly described in the following. 

 

  
1 + Turnover of the project
2 - Provisions and reductions
3 + Income from internal allocation
4 +/- Work in progress / not billed service
5 Total income of the project

6 + Personnel direct costs - external resources
7 + Personnel direct costs - internal resources
8 + Other material direct costs
9 Total direct cost of the project

10 + Personnel overhead costs allocation - external resources
11 + Personnel overhead costs allocation - internal resources
12 + Other material overhead costs allocation
13 + Financing cost
14 + Cost reductions from internal allocation
15 Total overhead cost allocation of the project

16 Total cost of the project (9+15)

17 Net project result

 
Tab. 5.1 Calculation scheme of net project result 
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5.4.1 Turnover of the project  
The turnover of the project is all billed consulting services, travel expenses and 

others like material, licenses or charges. Fixed price rates or value based amounts 

are part of the consulting services turnover. 

 

5.4.2 Provisions and reductions  
Provisions need to be set up if impending losses are expected. They will be reversed 

if the impending losses are no longer expected or the loss is entered. Reductions are 

any discounts or reductions in the turnover. 

 

5.4.3 Income from internal allocations  
Internal allocations arise through other internal and external projects through offered 

and ordered services. 

 

5.4.4 Work in progress / not billed service  
Work in progress are services that are already delivered but not billed, or the other 

way around. These incomes need to be valued in the same manner as they would be 

billed (market value) to value incomes again at the right cost. 

 

5.4.5  Total income of the project  
The total income of the project is the sum of all incomes and reductions in the 

turnover, and presents the income performance of the project (see Tab. 5.2.). 

 

  
1 + Turnover of the project
2 - Provisions and reductions
3 + Income from internal allocation
4 +/- Work in progress / not billed service
5 Total income of the project

 
Tab. 5.2 Calculation scheme of total income 
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5.4.6 Personnel direct costs – external resources  
External project resources are usually freelancers or subcontractors who bill their 

services on their own invoices to the consulting firms. The expenses are dedicated 

directly to the project.  

 

5.4.7 Personnel direct costs – internal resources  
Personnel direct costs are costs that originate through the use of personnel. Such 

costs are either directly allocated to the project or proportional. Direct costs are those 

which are explicitly dedicated to the project. Proportional costs are those which are 

proportionally dedicated to the project.   

 

5.4.7.1 Direct allocation  

  
1 Project travel expenses
2 Project trainings
3 Project bonus
4 Project recruiting costs
5 Project staffing costs
6 direct project costs (personnel direct costs)

 
Tab. 5.3 Calculation scheme of direct personnel projects costs 

 

Direct projects costs can be assigned directly to the project (see Tab. 5.3).  
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5.4.7.2 Proportional allocation  

7 Salary
8 Not project related bonus
9 Overtime premium

10 Vacation and special salary (e.g. Christmas)
11 Social Insurance
12 Other personnel insurance (e.g. disaster)
13 Other benefits
14 Redundancy payment
15 Company car
16 Provision for Vacation
17 Cost of illness
18 Trainings and Development
19 Not project related recruiting
20 Other not project related personnel costs
21 Proportional allocated project cost (personnel direct costs)

 
Tab. 5.4 Calculation scheme of proportionally allocated costs 

 

A concept of how to allocate the proportional cost to a project is always needed and 

depends on the overall situation. The full cost in the SBC model is always dedicated 

to a main activity center. Used personnel for projects need to discharge the cost pool.  

 

For the allocation to a project, a day rate based on the individual cost could be 

calculated and charged, or an average standard rate for a level could be the basis for 

the allocation. 

 

The advantage of a MAC-specific rate calculation is that all the individual 

circumstances of the activity center are taken into account. 

  

5.4.8 Other material direct costs  
All material costs directly dedicated to the project, such as project equipment 

(depreciation and lease), software, maintenance of soft- and hardware, office rent for 

a project, office equipment for a project.  
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 Total direct costs of the project  

The total direct cost of the project is the sum of all direct costs dedicated to the 

project (see Tab. 5.5). 

 

6 + Personnel direct costs - external resources
7 + Personnel direct costs - internal resources
8 + Other material direct costs
9 Total direct cost of the project

 
Tab. 5.5 Calculation scheme of total direct projects costs 

 

5.4.9 Personnel overhead cost allocation – external resources  
Administration of external resources like contract management, on boarding, and 

training is usually managed by central services. Such costs need to be allocated to 

all projects. 

 

5.4.10 Personnel overhead cost allocation – internal resources  
The personnel cost of the management and administrative services are dedicated as 

overhead costs and need to be allocated to the project. 

 

5.4.11 Other material overhead cost allocation  
All material costs of the management and administrative services are dedicated as 

overhead costs and need to be allocated to the project. 

 

5.4.12 Financing cost  
If payment terms are different from the standard terms, the project needs to be 

charged for this exception. Also, for unusual pricing concepts like fixed priced 

projects, a risk charge is recommended. In such projects, other projects need to 

finance such agreements. 
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5.4.13  Cost reductions from internal allocation  
Sometimes projects need to be supported by others or through subvention by internal 

budgets through strategic decisions or cost reductions. 

   

5.4.14 Total overhead cost allocation of the project  
The total overhead cost of the project is the sum of all overhead costs that need to be 

proportionally allocated to the project (see Tab. 5.6). 

 

10 + Personnel overhead costs allocation - external resources
11 + Personnel overhead costs allocation - internal resources
12 + Other material overhead costs allocation
13 + Financing cost
14 + Cost reductions from internal allocation
15 Total overhead cost allocation of the project

 
Tab. 5.6 Calculation scheme of total overheads cost allocation 

 

5.4.15 Total cost of the project  
The sum of the direct cost and the proportionally-allocated overhead cost is the total 

cost of the project. 

 

5.4.16 Net project result  
The sum of the total income and the total cost are the net project result of the project. 
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6 Conclusion and recommendation  
Professional service firms have high overhead costs which are difficult to assign to 

individual service products (projects). High economic pressure on both the cost and 

revenue sides (Cooper et al. 1996), and the high power of the customer, makes it 

necessary to understand exactly which functions and operations within the individual 

organization are value-added, which may not be, and how cost and income can be 

dedicated to maximizing profit (Kamakura et al. 2002). In summary, professional 

service firms need costing approaches that bring transparency to their value chain, 

which helps them find their own improvements in turn. 

 

The classical costing approaches are ill-fitted to professional service firms, as the 

allocation of overheads is either treated proportionally or is not considered at all. 

Such allocation frameworks lead to incorrect decisions and bring no transparency to 

the value chain (Mowen and Hansen 2011).  

 

The absorption costing model is also ill-fitted to professional service firms because 

the overheads are allocated proportionally as additional fixed parts of the calculation 

to single products (services). This is only valid at only one volume and cannot 

provide information concerning a short-term price floor, especially at low or falling 

utilization, or with enhancing direct costs (Raiborn and Kinney 2009, Mowen and 

Hansen 2011).  

 

The variable costing seems to be well-fitted to professional service firms, as it shows 

the project's real valuable contributions to the organisation, but the overhead costs 

are completely uncovered in this model. If those costs are higher than all the results 

of the single projects, the projects could appear profitable, but leave the company 

making a loss (Remer 2005).  

 

 

 

 

M. B. Baum, Service Business Costing,
DOI 10.1007/978-3-8349-4444-3_6, © Springer Fachmedien Wiesbaden 2013
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The job order costing model may fit to professional service firms, but the operational 

work for documentation is very time intensive and the cost of running such a system 

is not proportional (Lanen et al. 2008). The process costing model does not fit as it’s 

more applicable to the manufacturing industry, rather than to professional service 

firms (Mowen and Hansen 2011). The target costing model does not fit as it is more a 

basis for the calculation (Lanen et al. 2008, Mowen and Hansen 2011) of a project, 

instead of for the controlling of a professional service firm. 

 

Activity-based costing (ABC) is useful for overhead allocation, compared to the other 

costing models, as it exactly explains the generation of the cost allocation. It’s less 

useful for the external projects part (products) of a service firm, as each project has 

different frameworks and solutions and the model would need to be set up for each 

project anew, and therefore makes for a complex and expensive system. Setting up 

an ABC or ABM program always requires a high level of investment, which needs to 

be repaid by improvements (ROI) (Mowen and Hansen 2011). Therefore monitoring 

the cost data accurately is also recommended for maintaining the system. 

 

The service business costing model (SBC model) is a hybrid-costing model and a 

further development of a variable-costing model for delivery functions and an activity-

based costing model for the corporate functions. The model has a hierarchical 

structure in terms of consolidation of the data. The lowest levels within the SBC 

model are internal and external projects, to which all cost and incomes are assigned. 

Such projects are upstream consolidated to activity centres, which always have 

responsible persons. The aim of each activity center is to gather income and allocate 

costs to and from other centers as much as possible. This aim leads to the condition 

that all costs and income are assigned to the activities from which they originated.  

 

To set up an appropriate allocation scheme and to analyse the cost of division, an 

analysis method is needed which creates transparency in all functions of the 

company. The value chain analysis method of Porter allows for the systematic 

evaluation of the process and helps to develop an allocation approach.  For the 

purpose of collecting activities within a company and their value chain, this tool, of 

course with adjustments, is useful in the formulation of the approach (Armistead and 



 

 

95 

Clark 1993). The service profit chain framework is more valuable as an analysis tool 

for analysing soft interrelations, rather than for setting up an allocations scheme. 

Both the value chain and service profit chain frameworks in the consulting industry 

appear to be under researched, therefore further research is required. 

 

It is recommended, within the implementation of the SBC approach, to dig deeper in 

the activity analysis and to develop an activity catalogue. Out of it, a cost allocation 

approach in terms of a fixed allocation key could be developed. The development of 

this catalogue should be balanced for cost and benefit. The researcher recommends 

recording each activity that counts for more than 3% of the full time performed by the 

employee per week. Within a 40 hour week, that means activities with durations of 

longer than 72 minutes. Activities not represented in the catalogue are not important 

for the whole value chain. Checking whether such activities could be done with other, 

lower cost resources, or if they could be omitted, is recommended. The activities 

within the catalogue should also cover cost drivers, which should have strong 

connections with the activity center (how could the activity center control the cost 

driver?). Further cost drivers should also align to the final service (why is the activity 

important for the company?). Measuring KPIs from the recorded information over a 

respective period of time may deliver useful insights for controlling productivity or 

efficiency. 

 

The SBC model has its limitations in covering quality issues, as it considers only 

measurable values. Qualitative aspects are always cost drivers and usually not 

measurable within a cost accounting system. Therefore, a separate approach needs 

to be developed (further research) to cover risks (e.g. quality acceptance procedures 

and guarantee controlling).  

 

For the service industry in general, a standard structure in terms of approaches and 

structure needs to be implemented internationally. That would help to provide more 

transparency and possibilities for benchmarking. Further research and standardising 

programmes are necessary.  
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As this study covers only the research of one company, an application to other 

organizations may be more relevant for some than for others. As the development of 

a new costing approach (SBC) in this study was only theoretical, its implementation 

and operation needs to be validated and evaluated in practice. Further research on 

the implementation and operation of SBC would be interesting and valuable.  
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APPENDIX A 
Cost accounting terminology used in the study 
 
Actual costs Costs that are “determined by actual direct material and 

labour costs plus overhead applied using an actual 

overhead rate and an actual allocation base” (Lanen et al. 

2008, p. 222).  

 

Batch-level costs Batch-level costs “...are caused by a group of things being 

made, handled, or processed at a single time...”; types of 

costs are purchase orders, setup, inspection, movement; 

and are incurred once for each batch produced  (Raiborn 

and Kinney 2009, p. 107).  

 

Cost “Cost reflects the monetary measure of resources expended 

to attend an object such as making a good or delivering a 

service.” (Raiborn and Kinney 2009, p. 107). Simplified, cost 

is a sacrifice of resources (cash or cash equivalent) (Lanen 

et al. 2008) that are expected to bring a current or future 

benefit to the company (Mowen and Hansen 2011).  

Expenses, in contrast to the term cost, are costs that are 

charged against revenue in an accounting period (Mowen 

and Hansen 2011).  

 

Cost allocation Cost allocation is the “process of assigning indirect costs to 

products, services, people, business unit” and other cost 

objects (Lanen et al. 2008, p. 42). Specific allocation rules 

support the process.  

 

Cost center Cost center is a subunit of an organisation, which is only 

responsible for costs. The performance will be measured by 
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the volume of costs and the keeping of the budget and has 

partly no direct relation to the output of the company.  

 

Cost center 
accounting 

Cost center accounting spreads the overhead costs 

between the sites of emergence. Cost center accounting is 

regularly used for monitoring cost centers and for the 

indirect allocation of operational performance to cost 

objects. Cost centers are also called cost pools which are 

the collection of cost (Lanen et al. 2008).  

 

Cost driver A “cost driver” is an activity or predictor (activity measurer) 

which, due to a cause-and-effect relationship, drives costs 

(Martinson 1994, Lanen et al. 2008, Mowen and Hansen 

2011). 

 

Cost element 
accounting 
groups 

Cost element accounting groups the costs into direct costs 

(single costs) and indirect costs (overall costs).  

 

 

Cost object The “cost object” is one of the most important terms as it 

refers to each object (product, service, project, etc.), used 

as a collector or accumulator of costs, usually as defined by 

the management. Cost objects are the end to which a cost 

is assigned (Lanen et al. 2008, Mowen and Hansen 2011). 

In consulting firms, most cost objects (e.g. service costs) are 

usually internal and external projects. Those projects are 

different in terms of quality, time, place and value 

(Reckenfelderbäumer 1995). According to the relationship to 

cost objectives, the cost can be categorised into the 

following: 
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Association with cost object:  
1. Direct costs: any cost that can be directly related to a cost 

object 

2. Indirect cost: any cost that cannot be directly related to cost 

object 

 

Components of product cost: 
1. Direct material cost: any cost that can be directly identified 

as part of a product 

2. Direct labour: any effort of individuals that can be directly 

identified as part of a product 

3. Production overhead: any cost that can be indirectly related 

to the product  

 

Reaction to changes in activity: 
1. Variable cost: cost that fluctuates and varies in direct 

proportion with a change in volume  

2. Fixed cost: cost that is unchanged with volume changes 

and remains constant in total 

3. Mixed cost: cost that has variable cost parts and fixed-cost 

parts  

4. Step cost: cost that increases at certain activity levels 

 

Classification of the financial statements: 
1. Unexpired: cost that is reported in the balance sheet 

2. Expired: cost that is reported in the income statement 

3. Product: cost that is prime or conversion part of a product 

4. Period: cost that is expensed in a specific period for 

financial reporting 

Classification of organisational costs: 
1. Upstream cost: cost that arise before the production (e.g. 

research, development) 

2. Downstream costs: cost that arise after the production (e.g. 

marketing, sales) 
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(Raiborn and Kinney 2009, Lanen et al. 2008, Mowen and 

Hansen 2011). 

 

Cost object 
accounting 

Cost object accounting has the purpose of allocating the 

cost from the cost element accounting to the cost objects. In 

the service industry, it is sometimes difficult to find individual 

cost objects, as it is often the case that no direct relationship 

to the service product exists. Because of the individuality of 

the performance, it is difficult to set up a standardized 

allocation or an allocation on average. In consulting firms, 

the individual projects (internal and external) are the cost 

objects (Reckenfelderbäumer 1995).  

 

Cost pool A “cost pool” or activity center is an accumulator of costs on 

different levels (unit-level, batch-level, product/process-

level, organizational level) (Raiborn and Kinney 2009). 

 

Functions of cost 
accounting 

Documentation:   
Recording the actual costs incurred in one period (one set 

price and quantity required), transferring cost to cost 

objects. Combination of formal and informal recordkeeping 

(Raiborn and Kinney 2009, Mowen and Hansen 2011).  

 

 

Information, planning and control: 
Orientation, foundation and control of decisions, cost 

information and tasks (Bertsch 1991). The information is 

current or forecasted, quantitative or qualitative, and 

monetary or non-monetary (Raiborn and Kinney 2009, 

Mowen and Hansen 2011).  

Conflict resolution and decision making: Argumentation 

and transparency, information to resolve conflict (Mowen 
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and Hansen, 2011). 

 

Investment center Investment center is a subunit of an organisation which is 

responsible for profits and investments in assets (Lanen et 

al. 2008).  

 

Normal costs Costs that are “determined by actual direct material and 

labour costs plus overhead applied using a predetermined 

rate and an actual allocation base” (Lanen et al. 2008, p. 

222).  

 

Organizational-
level costs 

Organizational-level costs “...are incurred for the sole 

purposes of supporting facility operations”; types of costs 

are building depreciation, division managers' salary, 

organizational advertising; support for the overall production 

or service process (Raiborn and Kinney 2009, Mowen and 

Hansen 2011). 

 

Product-level/ 
process-level 
costs 

Product-level/process-level costs are “...caused by the 

development, production, or acquisition of different items...”; 

(Raiborn and Kinney 2009, 108) types of costs are 

engineering change orders, equipment maintenance, 

product development; support for a product type or process 

(Mowen and Hansen 2011).  

  

Profit center Profit center is a subunit of an organisation which is 

responsible for revenue and cost together (=profit). 

 

Revenue center Revenue center is a subunit of an organisation only 

responsible for revenue. The performance will be measured 

by the volume of revenue which also may lead to suboptimal 

behaviour in terms of cost consciousness.  
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Standard (plan) 
costs 

Costs that are “determined by standard (budgeted) direct 

material and labour costs plus overhead applied using a 

predetermined overhead rate and an standard (budgeted)  

allocation base” (Lanen et al. 2008, p. 222).  

 

Unit-level costs “Unit-level costs are caused by the production or acquisition 

of a single unit of product or the delivery of a single unit of 

service”; (Raiborn and Kinney 2009, p. 107) types of costs 

are direct material, direct labour and some machine costs, if 

traceable; and are incurred once for each unit produced 

(Mowen and Hansen 2011). 
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APPENDIX B 
Briefing package interviews 
 

All heads of departments received a short briefing package (see following slides) for 

their own preparation before the interview meeting. This package contains the 

objective of the interview, information about the board's support for the project, a brief 

description of the terminology and handling of the process map system and 

information about the use of the results in this work. Furthermore, already-prepared 

process maps (see examples below) are given to the heads of the departments 

based on the hypotheses about the functions. 

 

Value Chain Analysis Process Map
Interview Briefing Package

Markus Baum
2011

 
 

M. B. Baum, Service Business Costing,
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Many thanks for your participation!
Welcome to the briefing package

Markus Baum
Group Finance Director

Dear colleague,
I am currently evaluating, on behalf of the board, the 
introduction of a cost accounting approach. My research focus 
is the selection of a suitable method and structural 
construction.
To make this evaluation successful, I need your help. As a team 
leader responsible for important processes, you are, of course, 
the best contact for this matter. 
In an interview, I would like to discuss and verify the processes 
and approach I have already set up hypothetically.
This intention of this document is to inform you before the 
interview about the intention, methods used and agenda.
Thank you for your cooperation in advance and best regards
Markus Baum

 

Content 
Briefing package

Objectives and methods

Background and terminology

Agenda and interview content

List of processes (value chain oriented)

Value chain anlaysis process map (example hypothesis) – Primary Activities 

1
2
3
4

5a
Value chain anlaysis process map (example hypothesis) – Secondary Activities 5b
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Objectives and methods
Project and Interview

a
Evaluation of fitting cost 
accounting approaches

Development and adoption of a 
cost accounting approach

Development of allocation keys

Preparation for an
implementation project

Project objectives

Discussion of the important 
main and supportive processes 
of the department/unit

Discussion and verification of 
hypothesis concerning main and 
supportive processes maps

Introduction to the cost driver 
approach and discussion

Discussion of value adding, 
strategic and routine process 
approaches

Please note: the whole project has 
a research character. It is 
therefore not necessary to go to 
into depth.

Interview objectives

Interview

Setup and examination of the 
overall process map for each 
function (department/unit)

Value chain analysis process 
map

Methods

 

Terminology
Value chain, processes and activities

Value-adding activities can, by definition, only be 
primary activities. Secondary activities are not value 
adding as a customer receives no direct value from 
them. Strategic activities are those activities and 
operations that create (development) or are aligned 
with (strategy execution) a company‘s strategy. Routine 
activities are the executions of the strategy, or 
administrative activities based on internal or external 
compliance. 

Value adding, routine, strategic activities

Value chain analysis
The value chain analysis breaks companies’ value 
chains down into individual activities. The method 
allows the firm to understand which parts of its 
operations create value and which do not (Ketchen 
und Hult 2007). The aim is to cut the entire 
complicated supply chain of a company into smaller 
units. The value chain contains primary and secondary 
activities 

Primary activities are those involved in a product’s 
physical creation, sales and distribution, and after-
sales service. Support activities provide the assistance 
necessary for primary activities (Ireland, Hoskisson und 
Hitt 2009, 71-89).

Primary and secondary activities 

Firm Infrastructure

Human Resource Management

Technology development

Procurement

Inbound
Logistics Operations Outbound 

Logistics
Marketing 
and Sales Service

PRIMARY ACTIVITIES

SEC
O

N
D

AR
Y 

AC
TIVITIES

Infrastructure 
Interrelations

Technological 
Interrelations

Procurement 
Interrelations

Product Interrelations Market Interrelations

Main and supportive processes
Main processes are all processes that are part of the 
primary activities in the value chain. Supportive 
processes are those activities that support the main 
process. They are not part of the primary activities. 
This doesn’t mean that those activities are not 
important or that these activities are worthless, those 
activities are rather routine, or strategic activities, 
instead of value adding by definition. 
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Terminology
Cost accounting and value chain process map

Cost accounting
Cost accounting is part of internal management 
accounting. Costs and incomes will be assigned to 
different cost objects, which are again assigned to 
responsible persons/units. In general, cost accounting 
has the function of documentation, information, 
planning, control and conflict resolution. 

Cost objects are collectors or accumulators of costs 
and income. They are usually defined by the 
management of a function. For a consulting firm, the 
cost objects are usually internal and external projects. 

Cost objects

Cost driver
Cost drivers are those factors which drive the cost of 
the sub process (Mowen und Hansen 2011, 534) in 
terms of dependent variables which raise or reduce 
the time and effort of the sub process. Such variables, 
especially in the consulting business, include numbers 
of projects, number of employees, amount of travel, 
consulting hours, travel hours, work hours etc. that are 
all quantitatively measurable.

The value chain analysis process map is a standard 
template that helps to explain the processes in an 
uncomplicated simple way. It includes information 
about actions which start/end the process, and which 
inputs/outputs are generated. Within the template, a 
main process is divided into sub processes with their 
own individual cost drivers.  

Value chain analysis process map

 

Background
Primary activities of a consulting firm

5. Billing

Contract 
management

Master data 
management

Invoicing

Accounts receivable 
management

4. Delivery

Fact analysis and 
synthesis

Detailed problem 
examination

Adapting or 
developing solutions

Implementation (or 
assisting with)

Training / knowledge 
transfer

Project mgt./ 
controlling/ change 
management

Change requests

Time and expenses 
recording

3. Planning and 
Staffing

Evaluating existing 
solutions or methods

Proposal of 
solutions to client

Planning for 
implementation

Team staffing

Training

Recruiting

Subcontracting

2. Sell and Entry

First contacts with 
client

Preliminary problem 
diagnosis

Assignment 
planning

Assignment (or 
presentation) of 
proposals to client

Consulting contract

RFP

Proposal quality 
assurance

1. Identify and 
Development

Industry and 
Customer research / 
assessment

Project 
enhancement

Warm and cold 
calling, key-account 
management

Market development

Branding 

Customer 
relationship 
management

5. Termination

Evaluation 

Final report / 
documentation

Customer 
acceptance report

Settling 
commitments

Plans for follow-up

Knowledge transfer 
to the own firm 
(knowledge 
management)

References

I. Acquisition Phase II. Execution Phase III. Finalizing / Post-Project Phase
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Background
From a classical value chain to the value chain of a consulting firm

Firm Infrastructure

Human Resource Management

Technology development

Procurement

Inbound
Logistics Operations Outbound 

Logistics
Marketing 
and Sales Service

PRIMARY ACTIVITIES

SEC
O

N
D

AR
Y 

AC
TIVITIES

Product Interrelations Market Interrelations

Firm Infrastructure (Information Technology, Facility Management)

Human Resource Management (incl. Training, Development, Maintaining)

Financial Management (incl. Accounting, Controlling) 

Quality Management & Business Support

M
ar

ke
tin

g

SEC
O

N
D

AR
Y 

AC
TIVITIES

Market Interrelations Project Interrelations

Sa
le

s

Kn
ow

le
dg

e 
M

gt

St
af

fin
g

Re
cr

ui
tin

g.

D
el

iv
er

y

Bi
lli

ng

PRIMARY ACTIVITIES

Te
rm

in
at

io
n

 

Agenda and interview
Preparation for the meeting, interview content, after meeting actions

Before the meeting

Introduction

Interview

After the meeting

The researcher has developed a hypothetical map of all main and supportive 
process assigned to the different functions. Derived from this hypothetical value 
chain analysis, process maps for all important main process and samples of 
supportive processes are developed. The maps are part of this package. 

At the beginning of the meeting, a short introduction to the project, the 
methods, terminology and objective of the interview will be given. Most of the 
information is already provided within this package. 

Within the interview, the hypothetical definitions of the maps will be discussed, 
verified and supplemented. In addition, general information about the 
responsibilities, cost drivers of the functions and input for the development of a 
cost accounting approach will be collected. The maps are part of this package. 

After the meeting, the researcher analyses the results of the meeting and uses 
the data for a value chain analysis and the development of a cost accounting 
approach .
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10. Staffing

Team staffing

Subcontracting

8.+9. Knowledge & 
Quality Management

Evaluating existing 
solutions

Knowledge transfer 
to own firm

Training (content)

7. Assistance / 
Reception

Industry and 
customer research

Time and expenses 
recording

12. Communities

Support for sales 
and marketing

3.  HR

Recruiting

Training 
(administrative)

2. Marketing

Branding

CRM

References

Direct Marketing

1. Finance

Time and expenses 
recording

Project controlling

Contract 
management

Project master data 
management

Invoicing

Accounts receivable 
management

Delivery

Project enhancement

Key account mgt.

First contacts with 
client

Preliminary problem 
diagnosis

Assignment planning

Assignment of 
proposals to client

Consulting contract

RFP

Evaluating existing 
solutions

Proposal of solutions 
to client

Planning for 
implementation

Team staffing

Training

Fact analysis and 
synthesis

Detailed problem 
examination

Adapting or 
developing solutions

Assisting with/and 
implementation

4.&5. Market & Sales 
Development

• Warm and cold 
calling

• First contact with 
clients

• Sales master data 
(CRM)

Industry and 
customer research

Warm and cold 
calling

First contact with 
clients

Main Process
(in the function; does not necessarily = value chain activity)

Training / knowledge 
transfer to the 
customer

Project management / 
controlling / change 
management

Change requests 

Time and expenses 
recording

Evaluation

Final report / 
documentation

Customer acceptance 
report

Settling commitments

Plans for follow-up

Withdrawal

Knowledge transfer to 
own firm

References

 

11. Internal 
Communication

Employee 
communication

Internal media 
communication

10. Staffing

Contract 
management for 
freelancer

Reporting and 
analysis

CV and skill 
management

Proposal quality 
assurance

Project quality 
assurance

9.  Quality 
Management

Organisation manual

Project support 
office

8. Knowledge 
Management

Consulting product 
management

Management of 
methods

Library

Community 
management

Content and 
document 
management 
systems

7. Assistance / 
Reception

Assistance for 
senior management

Facility and working 
place planning and 
maintenance

Meeting 
organisation and 
configuration

Travel management

12. Communities

Development of 
methods and 
consulting products

Knowledge sharing

5. Market 
Development

Contact 
management 
(warm/cold)

Campaign (industry, 
topic, strategic)

External events 
(briefing and review)

Reference 
(research)

4. Sales 
Development

Internal sales 
communication

Sales planning

Sales master data 
(CRM)

3.  HR

Payroll

Employee 
development

Car management 

Reporting

Employee master 
data

Employee law

Training

2. Marketing

Internal events

External events

External 
communication

Corporate 
Publishing

Marketing materials

Partnerships

Online marketing

Templates

Research

1.  Finance

Master data 

Reporting

Accounts payable

Travel expenses 

Closing and 
reporting

Taxation

Treasury

Intercompany

Corporate law

Application support

6. IT

Technical equipment 
for employees

Technical firm 
infrastructure 

Administration 
(systems)

Support 

Assurance

User master data

• Licence 
management

Supportive Process
(in the function; does not necessarily = value chain activity)
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VC Activity: out of the value chain

Main Process: description of the process

Start of the Process

Activities and operations which 
trigger the process

Input factors / products

Input factor / products which bring 
the process to the start. Input 
factors can be any upstream 
processes or results, which are 
necessary to reach the current state

End of the Process

Activities and operations which close 
the process

Output factors / products

Outputs factors / products can be any 
downstream processes or results, 
which come out of the current 
process or which assign results to 
other processes

Sub Process Cost Driver

Between those start and end conditions,
all important and essential sub 

Processes will be recorded. All sub 
Process together compose the whole
main process. The sub processes can 
take place either one after the other 

(from top to bottom), parallel 
(side by side) or independent of 

each other. 

Cost drivers are those factors which 
drive the cost of the sub process 

(Mowen und Hansen 2011, p. 534) in 
terms of dependent variables which 
raise or reduce the time and effort
of the sub process. Such variables, 

especially in the consulting business, 
include numbers of projects, number

of employees, amount of travel, 
consulting hours, travel hours, work 

hours etc. which are all quantitatively 
measurable. Qualitative, not 

quantitatively measureable factors are 
also cost drivers but not in focus

Segmentation, Validation and Notice

This field can be used for any comments regarding the segmentation and 
validation

Department: interviewed department

Interviewee / Date: person@dd.mm.yy

√ value adding process

□ strategic process

□ routine process

This field can be used for any 
notice

© Markus Baum, 2011

Activities: Primary or Secondary

 

VC Activity: Sales

Main Process: Sales cycle

Start of the Process

Sales activities

Input factors / products

Sales strategy

Company strategy 

End of the Process

Project-won

Project-loss

Output factors / products

Project or lost opportunity 

Sub Process Cost Driver

Conception

Proposal

Win or Loss Situation

Qualification

Identification

Hours of work/ external spending

Hours of work/ external spending

Hours of work/ external spending

Hours of work/ external spending

Hours of work/ external spending

Segmentation, Validation and Notice

Department: Sales / Assistance
Interviewee / Date: TW@10.03.11

AG@10.03.11
MR@17.03.11
MK@16.03.11

Value Chain 
Analysis

Process Map

√ value adding process

□ strategic process

□ routine process
© Markus Baum, 2011

Activities: Primary
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VC Activity: Staffing

Main Process: Team Staffing

Start of the Process

Project or opportunity needs to 
be staffed 

Input factors / products

Project / opportunity information

CV

Information systems 

End of the Process

Project or opportunity has been 
staffed

Output factors / products

Project / opportunity team 

Sub Process Cost Driver

Check availability of resources

Information to all stakeholders

Reservation of staff

Travel cost optimisation

Identification of resources

Request occupation

Number of resources

Number of resources

Number of projects / opportunities

Number of resources

Number of resources

Number of resources

Number of projects / opportunities

Segmentation, Validation and Notice

Utilisation has impact on cost driver

Department: Staffing

Interviewee / Date: CR@17.03.11

Value Chain 
Analysis

Process Map

√ value adding process

□ strategic process

□ routine process

Selection of the team

© Markus Baum, 2011

Activities: Primary

 

Content 
Briefing package

Objectives and methods

Background and terminology

Agenda and interview content

List of processes (value chain oriented)

Value chain anlaysis process map (example hypothesis) – Primary Activities 

1
2
3
4

5a
Value chain anlaysis process map (example hypothesis) – Secondary Activities 5b
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VC Activity: Financial Management

Main Process: Transfer pricing strategy 

Start of the Process

New strategy needs to be 
developed

Input factors / products

Finance strategy

Company strategy

Law

End of the Process

Strategy developed and 
implemented

Output factors / products

Documentation

Operating procedures

Policies

Sub Process Cost Driver

Approach implementation

Approach development

Hours of work/ external spending

Hours of work/ external spending

Segmentation, Validation and Notice

No direct receiver of the work, usually the whole company or entities

Department: Finance

Interviewee / Date: MB@13.03.11

Value Chain 
Analysis

Process Map

□ value adding process

√ strategic process

□ routine process
© Markus Baum, 2011

Activities: Secondary

 

VC Activity: Human Resource Mgt.

Main Process: Payroll

Start of the Process

Monthly pay slip needs to be 
prepared

Input factors / products

Employee master data

Employee contract

End of the Process

Pay slip has been prepared and 
sent to the employees

Output factors / products

Pay slip

Payment adjustments

Pay slip data for accounting and 
reporting purposes

Sub Process Cost Driver

Master data maintenance

Data proceeding 

Payslip results and quality assurance

Payslip sending

Payment

Adjustments to existing employees

Announcement for new employees 

Numbers of employees

Numbers of employees

Numbers of employees

Numbers of employees

Numbers of employees

Numbers of employees

Numbers of new employees

Segmentation, Validation and Notice

Department: HR 

Interviewee / Date: MI@17.03.11

Value Chain 
Analysis

Process Map

□ value adding process

□ strategic process

√ routine process
© Markus Baum, 2011

Activities: Secondary
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