
MANAGEMENT accounting quarterly 1

W H A T I N S I G H T S

D O E S G E R M A N

C O S T M A N A G E M E N T

H A V E F O R

U . S . C O M P A N I E S ?

B Y D A V I D E . K E Y S , C M A , C PA , A N D A N T O N V A N D E R M E R W E

vs.GERMAN UNITED
STATES

M A N A G E M E N T

C O S T



2 FALL 1999

GERMANY’S ECONOMIC SUCCESS, before

reunification, rivaled Japan’s, and a significant

contributor to this achievement is German cost

management. An integral part of overall German

competitiveness and economic success, German

cost management has been widely adopted

outside of Germany—in Switzerland, Sweden,

Norway, Austria, France, The Netherlands,

Namibia, and South Africa.

What are the advantages and disadvantages of Ger-
man cost management relative to United States cost
management? The cost management advantages can
be divided into seven areas. U.S. organizations may
want to adopt some or all of these approaches if the
advantages outweigh the disadvantages.

German cost management:
1. Uses a more comprehensive approach,
2. Uses a different approach to cost drivers,
3. Has a more detailed approach to cost control,
4. Assumes a greater willingness to make estimates,
5. Has a more accurate assignment of costs to the

right year,
6. Has better use of different costs for different

purposes, and
7. Makes a clear conceptual separation between finan-

cial accounting and management accounting.

A MORE COMPREHENSIVE APPROACH

The German cost management system (CMS) is more
comprehensive than the typical U.S. CMS because of
the levels of organizational planning and control that
are involved, the assignment method of selling and
administrative costs, and the planning process. The
German CMS includes the three levels of the organiza-
tional planning and control process: strategic, tactical,
and operational. The purpose is to provide managers
with all of the information that they need for short-
term and long-term time horizons, for planning and
control, and for strategic, tactical, and operational deci-
sions. Some U.S. companies do not have all three sys-
tems, and if U.S. companies do have all three systems,
the three systems generally are not integrated.

Additionally, selling and administrative costs are
assigned to the products or services in German CMSs.
In U.S. activity-based costing applications, selling and
administrative costs are often not assigned to the prod-
ucts and services. Therefore, German CMSs provide a
more comprehensive product cost than typical U.S.
ABC applications.

German cost management

systems are more detailed

and comprehensive than

American systems.

This analysis of how the

systems work highlights

their advantages and

disadvantages.

EEXECUTIVE
SUMMARY
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German CMSs also include the analytical cost plan-
ning process (ACPP) which is illustrated in Figure 1.1

Cost rates for drivers are planned each year during the
ACPP. Direct and indirect, fixed and proportional, as
well as primary and secondary (explained below) costs
are included in the ACPP. Primary costs originate in
the cost center under consideration, while secondary
costs originate in other cost centers. One goal of the
ACPP is to direct the organization’s focus toward the
future in a consistent manner with organizational goals.
Also, the ACPP uses a zero-based approach to justify
costs. U.S. CMSs have no formal process that includes
all of these costs and the zero-based approach.

Once cost rates are calculated in the ACPP, a
detailed analysis of the plan is conducted. Cost rates
are formally compared with historical rates, with similar
cost rates within the organization, and with market
rates. Also, the supply of resource output is reconciled
with the demand for resource output for capacity plan-
ning purposes.

A DIFFERENT APPROACH

Cost drivers in German CMSs are different from the
resource cost and activity cost drivers used in U.S.
CMSs. In a German CMS, a clear distinction is drawn
between a resource cost driver and an activity/process
driver. Resource cost drivers are preferred because of

their usefulness for resource and capacity management
as well as transfer pricing (charge-out function). It is
also possible in German CMSs to use resource and
activity/process drivers in tandem.

Resource management touches on issues such as
efficiency, outsourcing, resource replacement, invest-
ment in new technology, the marketing of excess
capacity, and the cost of excess/idle capacity. Resource
cost drivers are measures of the capacity provided by
the fixed resource costs. Since resource cost drivers
accurately measure capacity, they have more of a linear
relationship with total cost than U.S. cost drivers. For
example, while the number of setups will be a common
cost driver in the United States, it would be considered
inappropriate in German CMSs. Not all setups require
equal time and effort. Therefore, German CMSs would
include setup hours instead of the number of setups as
the cost driver.

Fixed resource costs are also treated differently than
in U.S. CMSs. German fixed costs are costs that do not
fluctuate over a long-run period of time. For example,
straight-line depreciation on an asset would be classi-
fied as fixed because it does not change over the life of
that asset. A one-year time horizon is used for the clas-
sification of U.S. fixed costs. Moreover, this one-year
time horizon is abandoned in U.S. ABC, and all costs
are viewed as variable.

Figure 1. A SUPPORT FUNCTION RESOURCE DRIVER BUDGET
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The level of the resource cost driver in German
CMSs is normally the maximum achievable capacity
rather than the level of capacity that is expected to be
utilized. In the United States, the latter is used with
the resultant lack of idle capacity information. As a
result, U.S. ABC systems are not used for capacity
management. If a formal capacity management system
is present, it is separate and independent from the
ABC system. Also, if idle capacity is present, the U.S.
approach will charge idle capacity costs to current pro-
duction. If these costs are used for pricing, prices will
be set at higher amounts. As a result, sales volume will
be lower. As sales volume decreases, the level of cost
drivers will be further decreased. The German
approach avoids this problem by assigning idle capacity
costs to a variance and not to current production.

Also, because costs are originally assigned to cost
centers, the resource drivers are used to charge internal
users for the cost of services provided. This charge-out
or transfer pricing function is a standard feature of Ger-
man CMSs. Since internal users are charged for ser-
vices consumed, they have more of an incentive to
efficiently use these resources.

In addition, both resource and activity drivers in
German CMSs are identified at a disaggregated level
within cost centers. While some U.S. companies have
followed a similar procedure, this information is not
always used for functional planning and control.2

A MORE DETAILED APPROACH

The focus for overhead cost control in German cost
management is the cost center. While cost centers in
U.S. organizations are those that generally have control
of costs, in German cost management, cost centers are
defined more precisely. These cost centers must meet
the following five criteria:3

1. The subunit of the organization must have a homo-
geneous cost structure.

2. The subunit must have only one person responsible
for it.

3. The subunit must not be geographically dispersed.
4. The subunit must have only one technology per

cost driver.
5. The capability of actual data recording and planning

must be possible in the subunit.
Many subunits that are considered cost centers in

U.S. organizations would not meet these criteria.
In German CMSs, overhead cost control is based on

the principle of responsibility accounting. For this pur-
pose, costs are divided into primary and secondary
costs. There is no equivalent of these terms in U.S.

cost management. Primary costs are costs that are ini-
tially incurred in a cost center. Therefore, the cost cen-
ter has primary control of these costs. Secondary costs
are costs charged to a cost center through an extensive

EEEEnnnntttteeeerrrrpppprrrriiiisssseeee OOOOppppeeeerrrraaaattttiiiinnnngggg RRRReeeessssuuuulllltttt::::
MMMMaaaarrrrggggiiiinnnnaaaallll FFFFuuuullllllll CCCCoooosssstttt

SSSSttttaaaannnnddddaaaarrrrdddd AAAAccccttttuuuuaaaallll SSSSttttaaaannnnddddaaaarrrrdddd AAAAccccttttuuuuaaaallll
Total Divisional Contribution Margins 881,020 930,690 480,970 306,580
Corporate Overheads — — 80,500 105,870

Contribution Margin 881,020 930,690 — —

Operating Result — — 400,470 200,710
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RRRRoooouuuutttteeee:::: RRRRoooommmmeeee

RRRRoooouuuutttteeee:::: PPPPaaaarrrriiiissss MMMMaaaarrrrggggiiiinnnnaaaallll FFFFuuuullllllll CCCCoooosssstttt
SSSSttttaaaannnnddddaaaarrrrdddd AAAAccccttttuuuuaaaallll SSSSttttaaaannnnddddaaaarrrrdddd AAAAccccttttuuuuaaaallll

Total Flight Margins 291,830 279,940 71,700 68,260
Lounge Costs 2,500 2,900 8,500 9,000
Route Sales and Marketing 15,000 13,080 19,000 18,075
Route Overheads — — 24,250 33,630

Route Contribution Margin 274,330 263,960 — —
Route O/U Absorption — — — 9,040

Route Gross Margin — — 19,950 (1,485)

FFFFlllliiiigggghhhhtttt:::: AAAAZZZZ999999997777

FFFFlllliiiigggghhhhtttt:::: AAAAZZZZ999999999999

FFFFiiiirrrrsssstttt CCCCllllaaaassssssss MMMMaaaarrrrggggiiiinnnnaaaallll FFFFuuuullllllll CCCCoooosssstttt
SSSSttttaaaannnnddddaaaarrrrdddd AAAAccccttttuuuuaaaallll SSSSttttaaaannnnddddaaaarrrrdddd AAAAccccttttuuuuaaaallll

Passenger Revenue 30,000 28,700 30,000 28,700
Inflight Expenses 2,800 2,500 4,100 4,000
Passenger Handling 780 790 1,300 1,380
Cabin Crew 1,900 1,900 3,100 3,100
Product Insurance 480 480 480 480

Class Contribution Margin 24,040 23,030 — —
Class O/U Absorption — — — 400

Class Gross Margin — — 21,020 19,340

BBBBuuuussssiiiinnnneeeessssssss CCCCllllaaaassssssss

EEEEccccoooonnnnoooommmmyyyy CCCCllllaaaassssssss

Figure 2A. A MULTIPLE MARGIN REPORT USING ABC —

GERMAN STYLE
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charge-out or transfer pricing system. The consuming
cost center has secondary control over these costs. The
quantity of service demanded from the supplying cost
center is under the control of the consuming cost cen-

ter. However, the price or rate per unit is
not. This distinction enables managers to
be held responsible for what can be con-
trolled in their cost centers. Therefore, it is
less likely that upper management will
hold someone responsible for costs or
quantities that the individual cannot con-
trol, such as arbitrary allocations.

Most costs are available for online, real-
time control and analysis in German
CMSs. Some U.S. companies have adopted
this approach; however, most do not have
this capability.

German CMSs calculate driver rates
using the iterative method as opposed to
the typical step-down method commonly
used in the United States. The iterative
method, apart from being minutely accu-
rate, also results in a real difference in
rates, especially where overhead and sup-
port costs make up large portions of an
organization’s budget or where planned
idle/excess capacity exists.

Actual rates are calculated at every
month- and year-end. These rates are then
compared with the planned rates that were
calculated during the ACPP. One of the
main reasons for this comparison is to
determine if the estimate was inaccurate.
Another reason for this comparison is to
improve the planning process for future
periods. The calculation of actual rates is
not usually done in U.S. CMSs.

Depending on the type of production
strategy used, variances are calculated for
individual products in German CMSs. In
the United States, variances such as the
material quantity variances are calculated
for all products and are not disaggregated
by product. Calculating variances by prod-
uct allows for more detailed control of the
variances.

A GREATER WILLINGNESS TO

MAKE ESTIMATES

Because German managerial accounting
places a greater emphasis on the matching

principle, there is a greater willingness to estimate costs
in German CMSs than in U.S. CMSs. These estimates
are a normal part of the CMS rather than a nonroutine
occurrence. For example, imputed interest on the

BBBBuuuussssiiiinnnneeeessssssss:::: MMMMaaaaiiiinnnntttteeeennnnaaaannnncccceeee &&&& EEEEnnnnggggiiiinnnneeeeeeeerrrriiiinnnngggg

BBBBuuuussssiiiinnnneeeessssssss:::: CCCCaaaarrrrggggoooo

BBBBuuuussssiiiinnnneeeessssssss:::: PPPPaaaasssssssseeeennnnggggeeeerrrr SSSSeeeerrrrvvvviiiicccceeeessss
MMMMaaaarrrrggggiiiinnnnaaaallll FFFFuuuullllllll CCCCoooosssstttt

SSSSttttaaaannnnddddaaaarrrrdddd AAAAccccttttuuuuaaaallll SSSSttttaaaannnnddddaaaarrrrdddd AAAAccccttttuuuuaaaallll
Total Regional Margins 387,300 389,450 21,885 28,650
Divisional Overheads — — 62,500 71,000

Divisional Contribution Margin 387,300 389,450 — —

Divisional Gross Margin — — (40,615) (42,350)

MMMMaaaarrrrggggiiiinnnnaaaallll FFFFuuuullllllll CCCCoooosssstttt
SSSSttttaaaannnnddddaaaarrrrdddd AAAAccccttttuuuuaaaallll SSSSttttaaaannnnddddaaaarrrrdddd AAAAccccttttuuuuaaaallll

Total Class Margins 87,300 89,250 78,900 77,330
Fuel 28,500 31,000 28,500 31,000
Maintenance 2,480 2,890 7,275 7,750
Landing and Parking 3,200 3,200 3,200 3,200
Flight Deck Crew 1,100 1,100 2,900 2,900
Apron Handling 4,250 3,900 6,330 6,180
Depreciation and Interest — — 28,500 29,575

Flight Contribution Margin 47,770 47,160
Flight O/U Absorption — — — 3,090

Flight Gross Margin — — 2,195 (6,365)

RRRReeeeggggiiiioooonnnn:::: SSSSoooouuuutttthhhh AAAAmmmmeeeerrrriiiiccccaaaa

RRRReeeeggggiiiioooonnnn:::: AAAAssssiiiiaaaa

RRRReeeeggggiiiioooonnnn:::: EEEEuuuurrrrooooppppeeee
MMMMaaaarrrrggggiiiinnnnaaaallll FFFFuuuullllllll CCCCoooosssstttt

SSSSttttaaaannnnddddaaaarrrrdddd AAAAccccttttuuuuaaaallll SSSSttttaaaannnnddddaaaarrrrdddd AAAAccccttttuuuuaaaallll
Total Route Margins 826,300 799,950 97,005 86,960
Marketing and Sales: Region 32,500 31,000 82,500 81,000
Adverting Campaign: Region 28,000 28,000 28,000 28,000
Regional Overheads — — 36,330 34,180

Region Contribution Margin 765,800 740,950 — —
Region O/U Absorption — — — (8,760)

Region Gross Margin — — (49,825) (47,460)
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EEEEnnnntttteeeerrrrpppprrrriiiisssseeee OOOOppppeeeerrrraaaattttiiiinnnngggg RRRReeeessssuuuulllltttt::::
AAAABBBBCCCC

Total Divisional Contribution Margins 300,040
Corporate Overheads 99,330

Operating Result 200,710

Figure 2B. A MULTIPLE MARGIN REPORT USING ABC — U.S. STYLE

BBBBuuuussssiiiinnnneeeessssssss:::: PPPPaaaasssssssseeeennnnggggeeeerrrr SSSSeeeerrrrvvvviiiicccceeeessss
AAAABBBBCCCC

Total Regional Contribution Margins 27,600
Divisional Overheads 70,000
Variances - Unfavorable 8,950

Division Contribution Margin (51,350)

BBBBuuuussssiiiinnnneeeessssssss:::: CCCCaaaarrrrggggoooo

BBBBuuuussssiiiinnnneeeessssssss:::: MMMMaaaaiiiinnnntttteeeennnnaaaannnncccceeee &&&& EEEEnnnnggggiiiinnnneeeeeeeerrrriiiinnnngggg

Notes:
1. Although not done as a standard feature of U.S. CMSs, this report assumes that segment margins are shown in ABC. This is done to highlight the differences in

approach and actual numbers that can occur due to issues mentioned in the text.
2. Estimated ABC costs will not be equal to German standard costs because estimated ABC costs are not derived by means of a standard setting process.
3. Under ABC all of the costs are considered variable; contribution margins are therefore used instead of gross margins, estimated costs are used rather than

actual, and the difference between estimated and actual cost is shown as a variance.

RRRRoooouuuutttteeee:::: PPPPaaaarrrriiiissss
AAAABBBBCCCC

Total Flight Contribution Margins 70,005
Lounge Costs 9,500
Route Sales and Marketing 21,000
Route Overheads 29,100
Variances - Unfavorable 7,805

Route Contribution Margin 2,600

RRRRoooouuuutttteeee:::: FFFFrrrraaaannnnkkkkffffuuuurrrrtttt

RRRRoooouuuutttteeee:::: RRRRoooommmmeeee

RRRReeeeggggiiiioooonnnn:::: SSSSoooouuuutttthhhh AAAAmmmmeeeerrrriiiiccccaaaa

RRRReeeeggggiiiioooonnnn:::: AAAAssssiiiiaaaa

RRRReeeeggggiiiioooonnnn:::: EEEEuuuurrrrooooppppeeee
AAAABBBBCCCC

Total Route Contribution Margins 82,730
Marketing and Sales: Region 81,500
Adverting Campaign: Region 27,000
Regional Overheads 34,330
Variances - Favorable (3,120)

Region Gross Margin (56,980)

FFFFlllliiiigggghhhhtttt:::: AAAAZZZZ999999999999

AAAABBBBCCCC
Total Class Contribution Margins 79,090
Fuel 28,000
Maintenance 7,200
Landing and Parking 3,500
Flight Deck Crew 2,700
Apron Handling 6,100
Depreciation and Interest 30,500
Variances - Unfavorable 3,000

Flight Contribution Margin (1,910)

FFFFlllliiiigggghhhhtttt:::: AAAAZZZZ999999997777

FFFFiiiirrrrsssstttt CCCCllllaaaassssssss
AAAABBBBCCCC

Passenger Revenue 28,700
Inflight Expenses 4,200
Passenger handling 1,200
Cabin Crew 3,150
Product Insurance 500
Variances- Unfavorable 180

Class Contribution Margin 19,470

EEEEccccoooonnnnoooommmmyyyy CCCCllllaaaassssssss

BBBBuuuussssiiiinnnneeeessssssss CCCCllllaaaassssssss
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replacement cost of each cost center’s assets is charged
to the cost center. This calculation requires the interest
rate as well as the replacement cost of the assets to be
estimated. Interest is estimated because actual interest
would be difficult, if not impossible, to determine. The
charge of estimated interest to cost centers provides for
a greater awareness of interest costs, the full recovery
of the cost, and fully burdened product costs. The
imputed interest is the cost of capital and not necessar-
ily the actual interest expense for the period.

Future planned maintenance on assets also is fore-
casted and capitalized to provide for a uniform yearly
assignment of maintenance. Some U.S. companies cap-
italize maintenance costs when they are incurred, but
they do not capitalize future maintenance cost. The
German approach is more accurate when usage rates of
the asset are dependent on the maintenance schedule
over the asset’s entire life. Thus, the product margin is
also more accurately reflected over time. Other exam-
ples of estimated costs charged to cost centers include
fringe benefits as well as water and electricity when the
cost center does not have its own meters.

A MORE ACCURATE ASSIGNMENT

OF COSTS

U.S. CMSs have been criticized for not assigning
depreciation as well as research and development costs
to the right year.4 Costs cannot be assigned to the right
cost center, activity, or product if they are not assigned
to the right year.

German CMSs use replacement cost instead of his-
torical cost to value assets. This procedure eliminates
the need for an arbitrary choice among a limited num-
ber of depreciation methods (for example, straight line,
double-declining balance, and sum-of-the-years’-dig-
its), forecasting the useful life of the asset, and forecast-
ing the salvage value at the end of the asset’s life. U.S.
organizations have refused to replace historical cost
with replacement cost. Moreover, some U.S. companies
let tax and financial accounting decisions about depre-
ciation methods, useful lives, and salvage values
influence their choices for managerial accounting
purposes.

The capitalization of research and development
costs, a routine part of German CMSs, is amortized
over the period of time that the costs are expected to
benefit. The normal approach in U.S. companies is to
treat research and development costs as period costs.
This not only charges costs to the wrong year, it also
allows for the easy manipulation of net income. If nec-
essary research and development costs are cut, net

income will go up and long-term benefit of the costs
will be lost.

HAS A BETTER USE OF

DIFFERENT COSTS

A fundamental principle of German cost management,
dating back to the late 1940s, specifies that different
costs should be used for different purposes.5 The use
of different costs allows profit to be calculated by mar-
ket segment or any combination of segments. For
example, the profit from selling a single product to a
single customer can be calculated as well as overall
profitability of a product, a customer, or a region.
These different costs and profits are a standard feature
of German cost management.

Different costs are used for different purposes in
what can be translated as Multiple Margin Manage-
ment (see Figure 2 for an airline example).6 For exam-
ple, for a manufacturing company, one margin is
revenue minus cost of sales. The next margin is deter-
mined by subtracting packaging and transportation.
The third margin is determined by subtracting regional
sales and storage costs. Next, geographical (for exam-
ple, country) overhead and distribution costs are sub-
tracted to obtain margin four, and finally headquarters’
costs are subtracted. Each of these margins is useful for
different decisions.Also, full and marginal costs rates
are provided for all product costs (inventoriable and
noninventoriable). The full cost rates are used for long-
term decisions such as long-term pricing and new prod-
uct introduction. The marginal cost rates are used for
short-term decisions such as short-term pricing and the
evaluation of a proposed market penetration strategy.

For example, full and marginal cost rates are calcu-
lated for the replacement cost estimate of depreciation
of fixed assets. The fixed portion is based on obsoles-
cence and the passage of time, while the marginal por-
tion is based on usage of the asset.

Moreover, sensitivity analysis capabilities include
access to these various types of costs. Therefore, man-
agers can do whatever nonroutine cost analysis they find
appropriate. This analysis is done for operational deci-
sions relating to efficiency, middle management deci-
sions relating to effectiveness, and top management
decisions relating to strategic planning and control.

MAKES A CLEAR CONCEPTUAL

SEPARATION

A clear conceptual distinction is drawn between infor-
mation needs as well as demands for external reporting
purposes and those for internal use by management.
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The demand for financial information is deeply
entrenched in U.S. organizations; the German approach
takes into consideration this demand, but formally rec-
ognizes the fallacy of this information for running a
company.

The key to the success of this dual approach is over-
coming the age-old problem of having two separate sys-
tems and all the potential problems that this can cause.
The solution is state-of-the-art software. The software
has two characteristics that contribute to the solution to
this dilemma.

First, there is close integration between the manage-
rial and financial accounting modules. This ensures low
maintenance cost and validation of all information at
the source. A single point of data entry, one transaction
that updates both modules, ensures that the financial
and managerial accounting modules are always recon-
cilable. Second, the managerial accounting module
supplies information for external reporting purposes
and has unique functionalities that provide for the dif-
ferent demands placed on managerial accounting. For
example, it is possible to include sales and administra-
tion costs in product costs and mark this component
cost as not for inventory valuation. Thus, only the
allowed costs will be related to inventory and reflected
in the balance sheet, but all of the standard product
cost will be included for Multiple Margin
Management.

DISADVANTAGES OF GERMAN COST

MANAGEMENT

German cost management is very comprehensive and
complex. Some U.S. companies may not have the com-
puter support or the cost management expertise to
implement a company-wide German cost management
approach. German cost management features a lot of
detail and may produce too much information for some
managers and organizations. Another disadvantage is
that a company-wide implementation would be fairly
expensive. These disadvantages can be minimized if
the above ideas are implemented one at a time or in a
segment of the company rather than company-wide.

The spectrum of U.S. CMSs is broader than German
CMSs. On almost any dimension (traditional vs. ABC,
number of overhead rates, number of cost centers,
etc.), German CMSs are more homogeneous and on
the average more complex. Some companies may not
need this additional complexity and may prefer simpler
CMSs.

Finally, it is critical that managers buy in to the Ger-
man cost management approach, especially in compa-

ny-wide implementation, for at least two reasons. First,
the analytical planning cost process requires managers
to go through a detailed conceptual design phase when
German cost management is adopted. During this
phase, everyone has to buy in to this process. If this
buy-in is not attained, the responsibility accounting
that is assumed in German cost management will be
undermined. Second, top management must buy in to
the German cost management approach. German cost
management is so comprehensive that implementation
will be jeopardized without aggressive support of top
management.

Some U.S. companies are continuously improving
their cost management systems. Other U.S. companies
may want to reengineer their whole CMS. All of these
companies may profit from adopting some or all of the
features of German CMSs. ■
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The company information presented in this article is taken
from real companies that are using German cost management.
The data have been slightly altered, and the company names
have not been provided for purposes of confidentiality.


