
 

© Copyright Ventana Research 2010         Do Not Redistribute Without Permission 

 
 

Accurate Costing  
Is Key to Profitability 

 
 

Dynamic Environments Expose 
Weaknesses in Traditional Approaches 

 
 
 
 

White Paper 

sponsored by 

 
 
 
 
 
 
 

 
 
 Aligning Business and IT To Improve Performance 

Ventana Research 
6150 Stoneridge Mall Road, Suite 350 
Pleasanton, CA 94588 
info@ventanaresearch.com 
(925) 474-0060 
www.ventanaresearch.com 

 



Ventana Research – Accurate Costing is Key to Profitability 

 

© Ventana Research 2010  Page 2 
 

Table of Contents 

A Demanding Dynamic Environment .................................................. 3 

Accurate and Agile Costing Is Important ............................................. 3 

Use the Right Tools ......................................................................... 5 

How Are You Doing? ........................................................................ 6 

Next Steps ..................................................................................... 7 

About Ventana Research .................................................................. 8 

 



Ventana Research – Accurate Costing is Key to Profitability 

 

© Ventana Research 2010  Page 3 
 

Companies need 
to use the right 
costing 
methodology, 
have the right 
information and 
have the right 
analytical tools. 

A Demanding Dynamic Environment 

Companies worldwide are confronting a period of extreme volatility in 
commodity and other prices as well as exchange rates. This has intensified 
the challenge of dealing with changing customer requirements, a shifting 
competitive landscape and business cycle issues. Sustaining profitability in 
this environment is difficult for even the best-run companies.  
 
One of the ongoing challenges they face is to understand the real economic 
costs in one’s business and of one’s products so that managers are able to 
make accurate decisions about sourcing, 
substitutions, pricing and logistics. This is 
important at any time, of course, but in 
today’s dynamic environment it is critical to 
be able to make these decisions quickly 
despite the constant churn of the numbers. 
And while having a handle on costs is 
important for day-to-day tactical decisions, 
it is even more important to support 
strategic planning and decision-making.  
 
To manage pricing and profitability 
effectively, companies need to use the right 
costing methodology, have the right 
information and have the right analytical tools. Unfortunately, most 
companies fall short on all three. Most use some method of apportioning 
costs that lacks rigor and prevents them from understanding the real 
profitability of products and customers. They may not have the right 
information; if they do, they likely do not use it. Using the wrong information 
can turn out to be even worse if it prevents good, profitable customers from 
doing business with you.  
 
Moreover, most companies are not using the right tools. They are not able to 
execute their decision cycles fast enough or with enough accuracy at the 
required level of detail. Many rely inappropriately on desktop spreadsheets to 
do this analysis. Others rely on modules in their ERP system – an important 
part of accurate costing, but one that when used in isolation can fall short, 
especially in situations involving complex bills of materials, multiple sourcing 
or production options or even a moderate level of churn in their stock-
keeping units (SKUs).  

Accurate and Agile Costing Is Important 

To maximize profitability, companies must know the true cost of making and 
delivering their products and services. Traditional cost accounting, devised in 
a simpler era, does not satisfy that need. Then, direct costs (chiefly materials 
and labor) were a large percentage of total costs, so the inability to 
determine indirect cost allocations was not an important factor in 
determining what a company earned on each of its products. Today, these 
indirect and overhead costs represent a far greater percentage of the total; 
moreover, the “product” a company sells is much more likely to be a bundled 
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Accurate 
costing 
systems have 
become more 
important as 
a competitive 
tool. 

with related services, muddying the cost structure still more. Consequently, 
how a company allocates these indirect and overhead costs is crucial to 
managing profitability.  
 
In this environment, traditional costing methods will not accurately reflect 
the true economic costs – when, for example, multiple products use the 
same amount of direct labor and materials but one product takes 
considerably longer to make on an expensive machine tool. The task of 
costing becomes increasingly more difficult as product lives grow shorter, the 
rate of price change accelerates and products increasingly share capital-
intensive resources. Companies that use traditional cost accounting or assign 
costs using the wrong methodology risk setting prices and structuring sales 
incentives incorrectly and consequently having their profits fall short of their 
potential.   
 
Activity-Based Costing (ABC) is a methodology for accurately determining the 
true cost of products and services. It is a way to assign costs based on each 
product’s or service’s actual consumption of a company’s resources. 
Engineering, testing, machine setups, and so on are activities that have 
associated costs because they cause the company to consume resources. Put 
simply, the ABC methodology involves calculating the cost of the resources 

used in each activity and assigning that cost to the 
products that use the activities. By exposing the 
true economic cost of business practices, ABC 
enables managers to make more informed 
decisions that can improve profitability.  
 
ABC has been around for decades, but initially 
many companies were disappointed with it 
because the costing methods and the software 
used to support them was not easy to implement 
and was laborious to maintain. But over the past 
decade practitioners have refined ABC and created 

similar driver-based costing methodologies to enable more pragmatic 
approaches to costing. These advances, along with improvements to the 
applications available to support them, make advanced costing 
methodologies substantially easier to implement and use.  
 
That’s a boon, since accurate costing systems have become more important 
as a competitive tool. Those companies that have the ability to do rapid and 
accurate cost determinations to can accelerate timely decision-making. Many 
organizations have learned the hard way that achieving faster decision cycles 
is valuable. Given their value in improving profitability, we view it as 
important for executives, especially those in Finance, to be familiar with the 
current capabilities of advanced costing methodologies such as ABC. 
 
ABC and other such methodologies also are used as the foundation of 
customer profitability management efforts. Companies find that improving 
their cost analysis gives them better insight into the real returns they are 
getting from individual customers – insight that often exposes mistaken 
assumptions. For example, a seemingly profitable high-volume account can 
turn out to be far less so, or even unprofitable, when all of the costs of 
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Avoid using 
spreadsheets for 
repetitive, 
collaborative 
tasks, and 
especially for 
analyses that 
involve complex 
sets of data. 

servicing it are considered. Better understanding of customer profitability 
enables a company to improve the structure of its sales terms and to align 
compensation packages to focus on sales that truly are more profitable.  

Use the Right Tools 

Having the right tools to manage your costing efforts is essential to success. 
While buying software is never a solution by itself, not having the right 
software can be a significant barrier to the successful implementation of 
advanced costing and related customer profitability efforts.  
 
A well designed, dedicated costing application will convey several 
advantages. One is that it will allow business 
users to build accurate models rapidly and 
still have the flexibility to customize the 
model as needed. Another advantage of an 
application that utilizes a proven costing 
methodology is that it will be accepted as 
accurate by people in the company. Software 
that is robust enough also will make it easy 
to model the otherwise daunting issue of 
interdependencies of shared services (for 
example, IT organization costs are included in 
the cost of running the finance department 
and this finance department overhead also is 
included in the cost of running IT). And such 
an application allows model builders in the 
finance function (not IT departments) to quickly customize the structure of 
their allocations depending on the business unit and time period (such as one 
month to the next) as well as enabling them to easily explore the impact of 
different allocation methods by storing and comparing different versions.  
 
Unfortunately, when it comes to costing and profitability analysis many 
companies use an array of desktop spreadsheets rather than a dedicated 
application. While spreadsheets are extremely useful for simple ad hoc 
analysis and one-off reports, there is ample research data to support our 
recommendation to companies to avoid using them for repetitive, 
collaborative tasks, and especially for analyses that involve complex sets of 
data. Spreadsheets are easy to set up and people skilled in their use can 
create very sophisticated models. However, these models are hard to 
change, error prone and difficult and time-consuming to use. Relying on 
desktop spreadsheets can keep your company from doing the kind of 
analyses it needs to do when it needs to do them.   
 
It’s also important to understand what an ERP system can and cannot 
contribute to costing and profitability analysis. ERP always plays an important 
role as a core source of data. However, not every ERP system offers the tools 
to manage the analysis and process. Even when one does, it may not be 
capturing all the necessary data. Our benchmark research shows a majority 
of large companies (those with 1,000 more employees) use more than one 
ERP system, typically from multiple vendors. Moreover, some cost driver data 
may be collected and stored in other systems, including custom-built 
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applications. Depending on your company’s situation, you may find that the 
data integration issues you would have to grapple with make it unnecessarily 
difficult and expensive to use your ERP vendor for this purpose. Also, it is 
important to weigh the business value of the costing capabilities built into an 
ERP suite or some other software you may own against purchasing a 
dedicated application. Already purchased software that is too difficult to use 
or maintain or that is not accepted as accurate and reliable by your 
organization will turn out to be more expensive than the price tag for a 
dedicated application. 
 
Unless a company has only a single ERP system that offers built-in costing 
capabilities that meet its operational requirements, the right tool for effective 
costing is likely to be a well-designed dedicated costing application. And we 
categorically assert that the wrong tool for all but small businesses is one 
based on desktop spreadsheets.  

How Are You Doing? 

Applying a modern costing methodology effectively means the organization 
has the right methodology and is using the right information technology to 
ensure accuracy, efficiency and agility. Doing so enables managers to 
understand all the implications of the trade-offs inherent in the decisions 
they must make every day. The first step your company needs to take on the 
journey to this destination is a candid assessment of its capabilities and 
needs. Such an assessment starts with this series of questions:  
 

• Does my company understand the true costs of our products or 
services? If not, your first step should be to get up-to-date on costing 
methodologies and the tools your company needs to support these 
methods. 

• If we are using some form of activity-based costing, are our 
costing models transparent enough? Can we easily trace back 
the assigned costs to the activities and line item expenses that 
drive them? If not, you should reassess whether you are using the 
right methods and tools. 

• Do our costing methods operate at the right level of detail? If 
you have an overly complex costing methodology, it probably is 
preventing your company from doing this analysis as quickly and 
frequently as it should. If it is too simplistic, it may be because people 
are using inappropriately limited tools such as desktop spreadsheets. 
In either case, the costing analysis may be ignored because people 
think the information is inaccurate or out of date.  

• Are we satisfied that we are allocating shared services (such as 
IT or a centralized HR function) accurately? If not, you company 
may be making poor pricing decisions. 

• Are people spending too much time maintaining our costing 
models and other elements of our costing system? If so, you are 
probably using the wrong tool (or tools) to support your costing 
efforts. 

• Can people in my company quickly test how changes to 
commodity and other input costs will affect our profitability? Or 
what the impact of lower or higher volumes will be on 
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profitability? Or whether profits will be affected by which plant 
or production line produces it? If managers in your company do 
not have the ability to easily understand and weigh all of the decision 
factors that can impact the bottom line, chances are they are not 
making the best decisions they could.  

• Are we getting answers from our costing systems fast enough 
to be actionable? Would shortening the process improve our 
competitiveness or profitability? If your costing systems cannot 
provide people with answers fast enough to be useful in making day-
to-day business decisions, your company needs to rethink its costing 
methods and the tools it uses to support them. 

• Is all of the data that I need to understand my true costs 
available in a single ERP system? If not, what are the initial and 
ongoing costs of integrating that data into our ERP system? If 
your company has an ERP product suite that offers some form of built-
in costing analysis, by all means consider using it. But first determine 
the total cost of using it. While there may be little or no licensing costs 
involved, the total cost of implementing it and maintaining that 
capability may be higher than buying and using a dedicated application 
from another vendor. 

Next Steps 

It’s likely that in answering these questions you will find areas that need 
attention and improvement. We recommend that executives who conclude 
they want their organization to manage pricing and costing more effectively 
do the following: 

• Understand the current state of the art as it applies to ABC or some 
other advanced costing method and how it fits into a product and 
customer profitability initiative. 

• Determine where there are issues with your company’s costing 
methodologies and their root causes. Assign each issue a priority level 
and compile an action item list based on these assessments. 

• Identify the important information that is not being used in your 
costing process, either because it is not collected or because it is 
currently inaccessible. 

• Assess the software tools your company uses to do cost and pricing 
analysis. Do the tools have the capabilities and characteristics needed 
to do cost and pricing analysis more effectively? 

 
The economic volatility that has characterized the last two years is likely to 
diminish over time, but the need to do a better job of understanding cost to 
manage pricing and profitability will not. By employing the right 
methodology, the right information and the right tools, companies will be 
able improve their returns and serve their customers more effectively. 
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About Ventana Research  

Ventana Research is the leading benchmark research and advisory services firm. 
We provide expert guidance to help organizations manage and optimize 
performance – to become not only more efficient but more effective. Our 
unparalleled insights and best practices guidance are based on our rigorous, 
research-based benchmarking of people, processes, information and technology 
across business and IT functions worldwide. The combination we offer of 
benchmark research, thorough market coverage and in-depth knowledge of 
hundreds of technology providers means we can deliver business and 
technology education and expertise to our clients where and when you need 
them. Ventana Research provides the most comprehensive analyst coverage in 
the industry; more than 2.5 million business and IT professionals around the 
world benefit from Ventana Research’s insights. To learn how our benchmark 
research and assessment and advisory services can improve your organization’s 
performance, visit 
 

www.ventanaresearch.com. 
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