








   May 15, 2005

UNCLASSIFIED

ACTION MEMORANDUM

TO:

The ICASS Executive Board

FROM:
STATE - A/GSSI – Trevor Snellgrove, Acting



USAID - M/OMS - Steve Callahan

SUBJECT:
Revised Activity-Based Costing Pilot Proposal and Request for Funding

Issue for Decision

· Whether to approve and fund the combined State/USAID Activity-Based Costing Pilot (ABC) Proposal.
Background

At the request of the IEB, State and USAID have compiled a cost estimate for a combined ABC project proposal of $421,000 (Tab 1).  The project proposal includes conducting a three-month pilot at three overseas posts to begin October 1, 2005 and end December 31, 2005 with the purpose of: 

1) evaluating the costs and the benefits of using Activity-Based Costing as a method of accounting for, billing, and evaluating the delivery of ICASS services to customer agencies,

2) comparing the costs and benefits of Activity-Based Costing with the existing cost distribution system that ICASS currently uses to bill customer agencies for services, and, 

3) acquiring additional information about the administrative services the Department of State and the US Agency for International Development provide, the effectiveness and efficiency of those services, and the different consumption patterns of customer agencies. 

State and USAID have chosen three posts with a total of four costing activities for the pilot:   

1) Embassy La Paz, USAID, Customs and Shipping Services; 

2) Embassy Buenos Aires, State, Vouchering services; 

3) Embassy Vienna, State, Vouchering and Accounting/ Budgeting services.  

The estimated consultant cost is not an estimate developed via an actual solicitation or request for proposals at this point, but uses averages of aggregate market survey information received from over fifteen ABC consultant specialists throughout the country for the type of centralized cost proposal developed.  A centralized approach to consulting and software services is deemed preferable since it will allow more uniform and useable results from the three different posts and the four different activities.  It is also the method preferred by IEB members at the Mexico City IEB meeting in December 2004.  Software estimates are based on market research and reflect the average price of software options that would meet the needs of our pilot project.   

Option:

That you approve the centralized ABC Pilot proposal at an estimated cost of $421,000 and the resulting expenditure of ICASS funds to cover the cost.  

Approve _____________    Disapprove ______________
Attachment:

Tab 1: Combined State/USAID ABC Pilot Cost Estimate

Tab 2:  ABC Template (working paper) used in development of this concept

Drafted:A/CAI:JMBantel

202-663-3505

G:\Activity-Based Costing\Second State Proposal to IEB - Combined with USAID\Combined ABC Proposal IEB Action Memo.doc
Cleared:A:FCoulter – ok


 A:EGNelson – ok


EUR/EX:MCampbell – ok


WHA/EX:CTymeson - ok


M/OMS:CEdwards - ok

TAB ONE

Combined State/USAID ABC Pilot Cost Estimate

	CONSULTANTS:

Five consultants for160 hrs/month times three months @ $115/hour
	$276,000

	MISCELLANEOUS POST-BORNE COSTS:

Overtime, additional staff
	20,000

	TRAVEL:

     Consultants

Three consultants traveling to each post once with one trip combining two posts

     Washington Staff Travel

State and USAID ABC Project Coordinators traveling to each post once@ estimated $7000 per trip
	51,000

34,000



	SOFTWARE:

Four stand-alone licenses for each Embassy and Washington @ $10,000 each
	$40,000

	     TOTAL:
	$421,000


TAB TWO

ACTIVITY-BASED COSTING TEMPLATE

Purpose: 

· To evaluate the costs and the benefits of using Activity-Based Costing as a method of accounting for, billing and evaluating the delivery of ICASS services to customer agencies.

· To compare the costs and benefits of Activity-Based Costing with the existing cost distribution system that ICASS currently uses to bill customer agencies for services.

· To acquire additional information about the ICASS services the Department of State provides to ICASS, the effectiveness and efficiency of those services and the different consumption patterns of ICASS customer agencies.

Pilot Selection

The Department’s goal is to propose to the ICASS Executive Board a package of approximately four ABC pilots.  In selecting the pilots, the Department will consider:

· Cost

· Completeness and thoroughness of post’s proposal

· Alignment of proposed cost center with IEB interests

· Probability of success

Terms for Activity-Based Costing
Inputs: Inputs are the basic resources (labor, equipment, software, facilities, utilities, training, supplies, contractual services, etc.) that an organization uses to produce outputs.

Activities: Activities are the actions an organization engages in that consume inputs in the process of producing outputs.  Examples of activities in the travel area might be evaluating various hotels for suitability, security and price; making an airplane reservation for a customer; rework (fixing mistakes); expedited or last minute reservations/ticketing; conducting the annual per-diem and cost of living studies in the travel area; and awarding, overseeing and evaluating a travel center contract.  Typically, an ICASS cost center contains multiple activities.

Low Value-Added Activities: Activities that add little value for the customer, particularly in relation to the amount of inputs required to produce the output.  Examples of low value-added activities could include the collection of statistics that rarely result in the improvement of a process; the preparation of reports that few/no people read; answering repetitive questions telephonically when the answers are available on-line; pro-forma signatures on a check-out sheet; or multiple approvals from a senior manager that rarely lead to alteration of the subordinates decision.

Negative Value-Added Activities: These activities cost more in inputs than they add in the value of outputs.  One example of a negative value-added activity is rework or fixing mistakes.  The organization invested a certain amount of inputs to perform the activity the first time and has to invest the same amount (or more) to perform the activity a second time.  

Outputs: What the customer receives in the end, i.e. service delivery.  Examples of outputs might be a satisfactorily repaired piece of furniture, an airline ticket for the right day, time and destination, sound advice on how to deal with a problem employee, or high quality logistical support for a visiting VIP.

External Cost Drivers: Forces external to the organization that can change the cost of activities, driving them up or down.  Examples might be changes in the value of the U.S. dollar, a local law decreeing a change in the compensation of locally-employed staff, a bilateral agreement changing the treatment of value-added taxes for the U.S. Mission, U.S. or local inflation, or an increase in the cost of oil.

 Internal Cost Drivers: Forces inside the organization that can change the cost of activities; driving them up or down.  Examples of internal cost drivers include regulations requiring an American officer to examine and sign each petty cash slip; requirements to obtain three bids on purchases over a certain amount of money; security background checks on employees; physical security features that increase the safety and cost of facilities; restrictions on the use of information technology like PDAs, fax gateways or wireless devices; or requirements that a selecting official interview a certain number of applicants to fill a vacant position.

Demand Drivers: Behavior by customers that alters the cost of the output.  Examples of demand drivers are requirements by customers to have a more expensive employee such as a Top-Secret cleared American handle their case instead of a less-expensive employee, providing insufficient information regarding service requirements that result in multiple call-backs, last minute or rush orders; demanding the use of a form that is not standard for the service provider (MIPRs are one example); agency-specific specifications or delivery to remote locations or the demand for additional approvals that add steps to the standard service delivery process.  Demand drivers are a critical part of Activity-Based Costing because many customers are unaware that they are asking for something that costs money or makes the process more expensive.  Customers that are price sensitive can often alter the cost of service by changing the behavior and so alter the demand drivers.    

COMPARISON OF ABC AND ICASS COST DISTRIBUTION

ABC Pilot Posts should use the following methodology to compare the costs and benefits of Activity-Based Costing with the existing cost distribution system that ICASS currently uses to bill customer agencies for services.

	
	ABC
	ICASS

	1
	Identify cost center to be studied
	Identify cost center to be studied (use an entire cost center!)

	2
	
	List all services in the cost center


	
	ABC
	ICASS

	3
	Design method to account for the number of staff hours invested in applying ABC to activities in this cost center.  (You’ll need this to account for the cost of implementing ABC - - our first purpose in conducting the pilot.)
	Design method to track the number of hours that staff normally spend developing the ICASS budget (including calculation of workload factors) for this cost center (must include those on the service provider staff like GSO or HR as well as those in the Financial Management Office that specialize in ICASS)

	4
	Design method to track other costs (consultant, training, software, etc.) associated with developing ABC for this cost center
	Identify non-base salary costs associated with developing the post ICASS budget and apply to cost center *

	5
	List all activities required to produce outcomes for this cost center
	

	6
	Categorize each of the activities as high value, low value or negative value
	

	7
	List all inputs needed and cost of each input taking a total cost approach including costs like depreciation,** D&CP-funded Information Management employees, regional security officer, OBO-funded Facility Managers, OBO 7901 routine maintenance, etc. that are not always billed under ICASS
	

	8
	Identify internal and external cost drivers for inputs
	

	9
	Apply internal and external cost drivers to inputs to derive cost of inputs for each activity
	

	10
	
	Check all ICASS time allocations to ensure they are accurate, reasonable and conform to  regulations in ICASS Handbook

	11
	
	Check other sub-object code distribution and other allocations to ensure they are accurate and conform to regulations in ICASS Handbook

	12
	Develop an ABC budget for the cost center.
	Revalidate ICASS direct service budget for the cost center

	13
	Identify how post will account for actual cost of inputs during the pilot period.
	Identify how post will account for actual ICASS costs during the pilot period


	
	ABC
	ICASS

	14
	List all customers for each activity described in step 3 above. #
	List all ICASS customers subscribing to the cost center (should be the same as the ABC list.)

	15
	For each activity, identify the demand drivers for every customer receiving output from that activity
	Check ICASS workload factors from last time count was taken to ensure they are accurate and were agreed to by each customer agency

	16
	For each activity, apply every customer’s demand drivers to that activity.  For example, if a customer agency wants a TS-cleared American to process all of its purchase orders, that is a demand driver that will lead the service provider to develop a separate pricing formula (# of TS-cleared DH-Am hours per purchase order times # of purchase orders will require a separate times $ per hour of a TS-cleared American).  Likewise, if certain customer agencies insist on “rush” orders, that is a demand driver that will requires a separate pricing formula.  One needs to use all of these separate pricing formulae to develop the ABC budget.
	Check ICASS performance standards.  Make sure they are reasonable and agreed to recently by Council.

	17
	Identify how post will account for actual demand by customer during the pilot period
	

	18
	Calculate actual costs for each activity during pilot period using costs and demand allocation rules (see step #17) to develop sample bills for each customer agency
	Calculate actual ICASS direct costs for the cost center. 

	19
	
	Calculate and apply ICASS distribution and overhead for that cost center ***

	20
	
	Calculate depreciation** for services in the cost center 

	21
	
	Identify any additional “at post” expenses involved in providing the services in that cost center (see ABC step #7) that aren’t budgeted for under ICASS.


	
	ABC
	ICASS

	22
	
	Develop a sample “at post” ICASS bill for each customer listing the direct ICASS cost for that cost center plus, on separate lines, the ICASS distribution (step 19), overhead (step 19), depreciation (step 20) and other non-ICASS costs (step 21) before reaching a total.  The direct ICASS cost for that cost center should track to approximately one-half the direct cost of that cost center under ICASS.  The additional separate lines are provided to give customer agencies an idea of the kinds of costs that might be included in providing the service if ICASS employed an all-inclusive cost center approach to billing for services.

	23
	Compare ABC and ICASS bills and document the differences
	Compare ABC and ICASS bills and document the differences

	24
	Describe the benefits of using ABC
	Describe the benefits of using ICASS cost distribution

	25
	Calculate the cost in staff time (hours spent times gross hourly rate of pay) and other expenses (see step 4) to obtain total cost for implementing ABC
	Calculate the cost in staff time (hours spent times gross hourly rate of pay) and other expenses (see step 4) to obtain total cost for implementing ICASS during pilot period

	26
	Compare benefits and costs for implementing ABC
	Compare benefits and costs for using ICASS cost distribution

	27
	Prepare final report evaluating ABC and ICASS providing recommendation to Washington on use of ABC or ICASS
	

	28
	Identify how post might use ABC to improve service or alter customer expectations/behavior.  What did post learn?  
	

	29
	Provide copy of report to post ICASS council and send report to Department (Regional Bureau and A/GSSI) and ICASS Service Center 
	


NOTES

* Typically, posts might accrue certain non-base salary costs such as overtime, reproduction, mail (courier) or the cost of travel and per diem to an ICASS budget conference.  For those costs that apply to preparation of the entire ICASS budget, post should divide the total cost of these items by the number of cost centers (either Standard or Lite) at post and add that amount to the cost for preparing the ICASS budget for that cost center.

** Depreciation is typically not identified/distributed at the cost center level in ICASS.  It is singled out as a separate line item in the budget and therefore is rarely funded due to stakeholder affordability.  An ABC implementation based on total actual cost would not allow depreciation to be considered a discretionary budget item.  It would be built into the cost for each activity.  For the purposes of the ABC pilot ONLY, we request post calculate for the activity-based costing estimate the total cost of all furniture, equipment and other non-expendable property used in the performance of the activities/services within that cost center and apply the depreciation rules contained in the U.S. tax code (Form 4562).  The tax code divides property into categories depending on how long it expects the useful economic life to be.  The tax code expects a business to use vehicles, computers, typewriters, calculators and copiers for five years.  Office furniture and equipment (that isn’t categorized as five year property) has an expected life of seven years.  Most property that an Embassy administrative section would use falls into the five or seven year categories.  For the ICASS cost estimate, post should use and apply ICASS cost rules to its calculation of depreciation.  Post should include the ABC depreciation cost estimate in its calculation of the ABC budget and accounting for actual costs.  Post should account for the ICASS depreciation estimate as noted in step 22 of the chart above.  

*** The ICASS software allocates the ICASS distribution and overhead to customer agencies separately after the calculation of the cost of direct service for a cost center.  To use only the direct service cost for a cost center would significantly understate the cost of ICASS services.  To apply the cost of ICASS distribution and overhead to the pilot cost center, (1) calculate the cost of ICASS distribution and overhead (e.g., ICASS distribution will be calculated based upon the workload assigned to agency code 1901.0 and overhead based upon employee time and other cost allocations to the overhead cost center), (2) calculate the total cost of direct service for all agencies, (3) calculate each agency’s proportion of the total direct service at post (derive a percentage by agency code), (4) multiply that agency’s percent of total direct cost, first - by the cost of ICASS distribution and, second – by the cost of overhead, (5) add the result on separate lines to the other input costs for ICASS as called for in step 22 of the chart above.

# It is extremely important that post account for all customers receiving service for the pilot period if post is to accurately evaluate ABC and ICASS cost distribution.  This means that post should be especially careful not provide service to anyone that does not subscribe to the service under ICASS for the duration of the pilot period.

Consultants’ Role

A first key question for a pilot candidate is whether qualified consultants would be available locally or whether post would need to acquire assistance from the United States.  In doing market research, posts need to identify whether local consultants have experience assisting clients in implementing ABC.  Consultants with extensive history of successful ABC implementation make it more likely post would be able to contract for assistance locally.

Consultants can play a number of roles.  Post should identify which roles it needs the consultant to play as this will be a key element in drafting any contract statement of work.  

· Executive Overview: A short orientation to ABC.  Ideally, all service providers in the cost center, employees in partner offices for the cost center, post management, and the local ICASS council would get an executive overview of ABC.

· ABC Design and Implementation Training: In-depth training for those service providers and managers that will be heavily involved in the ABC pilot.

· ABC Pilot Design: Qualified consultants could design the ABC pilot for post, if post needs this level of support.

· Data Gathering and Analysis: Consultants could gather and analyze the data; compiling a list of activities, evaluating the activities as to high, low or negative value, evaluating input costs, cost drivers, demand drivers and analyzing how drivers, inputs and outputs relate.

· Pilot Evaluation: Consultants could evaluate the pilot, analyzing the results and conducting interviews to acquire feedback from stakeholders and service providers.  This could include report preparation for the post ICASS council and Washington

Obviously, the more post relies on a contractor, the less work that existing staff will have to invest in conducting the pilot.  On the other hand, complete reliance on a contractor could make the post’s proposal so expensive, it might not be affordable.  Each candidate post needs to identify the mix it proposes to use between in-house staff and contractors.

Software

Because of the number of activities, inputs, cost drivers, customers and demand drivers, many organizations that use ABC employ a dedicated software application to keep track of all the data.  Posts that pick a small cost center with few activities, inputs, cost drivers, customers and demand drivers might be able to utilize an MS Excel spread sheet to implement ABC.  If post elects to use a consultant, the consultant might include limited access to a software package as part of the contract.  The Department will research whether it might be cost-effective to acquire an ABC application for use on a stand-alone computer to support the ABC pilot posts.

Cost Estimate

In developing a cost estimate, post should include (where appropriate) monetary estimates for any resources available locally.  In cases where post would need assistance from the U.S., post should identify the volume/level of support it expects to need.  Estimates should touch on the following:

· Part-time, temporary EFM or FSN employees for ABC pilot planning/implementation

· Contractor support, if required and available.

· Software, if required and available.

· Any additional expenses (please list)

Evaluation Criteria

In developing its final report comparing ABC with ICASS cost distribution, post should ensure it discusses the following criteria:

· List sample at-post bills for that cost center for each agency for ABC and for ICASS.  Label each list of sample bills clearly.

· Provide the cost of implementing ABC and the cost of implementing ICASS for the pilot period.

· Describe all benefits from the use of ABC and the use of ICASS during the pilot period.

· Provide sample at-post bills for both ABC and ICASS to the Chief of Mission, DCM and all ICASS council members.  Obtain and describe reaction/feedback of senior management and customer representatives.

· Describe feedback from service provider employees both those working to provide service in the cost center and those working to develop the ABC and ICASS budgets/actuals.

· Describe how post might use ABC to manage service delivery.  Please discuss any pros/cons regarding implementation, opportunities to evaluate effectiveness/efficiency of service delivery, service quality, customer expectations and level of customer demand.  Please highlight any differences between ABC and ICASS.

· Please estimate how ABC, in comparison with ICASS, might impact/affect the process of obtaining agreement among customer agencies for the ICASS budget, the amount of time service provider management might spend negotiating with customer agency representatives and the impact on affordability issues.

· Please describe anything else that post learned about service delivery in that cost center because of the ABC pilot.

DRAFT NOTIONAL SCHEDULE (updated to reflect timeline from funding decision)

	DATE
	ACTION
	ASSIGNED TO

	June 2005
	Presentation to IEB Finance Committee.  Fax vote on funding if needed by IEB.  Remaining steps contingent upon approval of funding.
	IEB Finance Committee and/or IEB

	+ 2 wks
	Commence procurement for consultant (if needed) and software (if needed)
	A/GSSII, and A/LM/AQM 

	+ 4 wks
	Post submits final plan/schedule for ABC pilot.  Begins data gathering
	Pilot Candidates

	+ 6 wks
	Complete procurement of consultant and software
	A/GSSI and A/LM/AQM

	+ 6 wks
	Post training
	Pilot Candidates

	+ 8 wks
	Data gathering and analysis complete
	Pilot Candidates

	+ 12 wks
	Start of Three Month pilot
	Pilot Candidates

	+ 18 wks
	Interim status report
	Pilot Candidates

	+ 25 wks
	Completion of Three-Month pilot
	Pilot Candidates

	+ 26 wks
	Commence analysis/evaluation of pilot
	Pilot Candidates

	+ 28 wks
	Report to post ICASS council evaluating the ABC pilot
	Pilot Candidates

	+ 29 wks
	Transmission of final report to Department and USAID and ICASS Service Center
	Pilot Candidates

	+ 30 wks
	Presentation to State Service Provider Steering Committee on results of pilot projects
	A/GSSI

	+ 30 wks
	Presentation to IEB Accountability and Metrics Committee on results of pilot projects
	State Service Provider Steering Committee Representative

	+ 33 wks
	Evaluation and approval/disapproval by the IEB
	IEB


Original draft by Matt Burns in November 2004, used for initial planning purposes included a six month pilot, but was subsequently reduced to three months in discussions with ICASS personnel

