


THE 
MANAGING BUDGETS 
POCKETBOOK 

By Anne Hawkins and Clive Turner 
Drawings by Phil Hailstone 

"A clear presentation 01 'how to' in an area of management where Ihere are so many 
examples 01 'we didn't'. It success!:.Jlly deals with a subject area thaI IS either 
mystique-ndden or handled too Simplistically, showing !hat budgets are based on a series 
of practical management decisions rather than on one simale technique". 
Peter Nicholls, Head of Investors In People, Walsall Training & Enterpris"e Council 

"Typical 01 Clive's excellent teaching standards. II deals with a cntlcal process In a very 
readable style, and reflects the very practical experience that both authors have gamed 
in their careers". 
Andy Stevens, Sector Executive - Cable Care, Bowthorpe pic 



CONTENTS 
.l]) INTRODUCTION 

• FINANCIAL PLANNING What is a BUdget. need to plan, 
~ planning for profit and cash, cha llenge process, continuous review 

Gi .. /' REVENU. E BUDGETS Budget sabote~rs. g~l~en rules, four slages 
I ;' " oj setting budgets, Input-output analysIs, reVISions, 

monitoring and controlling 

~ CAPITAL BUDGETS Strategic fil, preparation, authorisation, 
U evaluation, link to other budgets 

rrrii1 PRODUCT COSTING Why it is important, how to understand 
~ the system. challenge the system, be fleXible -

~ APPENDIX ONE - Business Financial Model 
~ APPENDIX TWO - Product Costing Example 

Page 
1 

7 

29 

55 

63 

100 
103 



I 

I 
INTRODUCTION 



INTRODUCTION 

ARE YOU MANAGING? 

"!C---" -_ • • __ _ 

) ~---.: 

'~\12;:; .. ?l;:",5 
Are you managing your business . or is your business managing you? 

Do you plan what you are going to do . or just react? 



INTRODUCTION 

FAILURE TO PLAN 

Has this happened In your business? 

Why did It happen? 
3 
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INTRODUCTION 

CO·ORDINATE AND CONTROL 

Planning lS essential lor busmesses to co-ordlnete and 
control then actJvltles 

Co-ordlnate 

Businesses Bre run by a group of indIVIduals, each 01 
whom will have a personal view 01 the best way ahead 

If there IS no agreement on where the bUSiness Is going, 
and how It WIll get there, the team cannot poll together 

Conlrol 

Businesses need 10 measure theIr progress against 
thelf plan In order to reassess how they are going 
to amve at the agreed destinatIOn 



INTRODUCTION 

CLASSIC CLICHES 

"I'm too busy to plan- perhaps )lou're too busy because you don" planl 

-My boss plans I gel on with n" but are you puHmg In the same direction as the 
lest of the learn? 

':Just gel the sales· which sales? Are they profitable? Will the business be 
worth winning? 

"What's /he point? Thmgs never go accordmg fO plan" by planmng you are focused on 
the future ind WIll respond Quicker 10 the changing enVIronment 

5 



INTRODUCTION 

PLANNING IS FOR EVERYONE! 

Remember 

Even the smallest cog In the largest wheel has a vital role to play In the planning process 

Don-I underestimate the slgmflcance 01 your conlnbutiofl and the damage thai can be 
Infllcled If you get II wrong I 

• 



FINANCIAL PLANNINC 

, 



FINANCIAL PLANNING 

WHAT IS A BUDGET? 

A budget IS a management tool which underpins the planning and control plOcess within 
tne business 

Definition: 

A budget IS telling your money 

• Where to go 

~~ 

• Instead of worrying where it went 



FINANCIAL PLANNING 

IS IT NECESSARY? 

• Is there a need 10 budget? 

• Is II necessary to plan the finance,? 

YES! 

A buSiness is a sophistICated 
money-making machine 

Don" leave ~ to chancel 

• 

, 
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FINANCIAL PLANNING 

NEED TO PLAN 

Businesses have financtal responsibilities 

10 thelf owners 

to lenders 

to employees 

to suppliers 

to customers 

Th ... relponslbilltles mUll be plannedl 

BUSinesses must plan Profit and C .. h 

• WiN the business be successful? 

• Will it meet Its responSlbllilles? 

• Will It satiSfy the 8Jl:pectallOfls oj the owners? 

• win It be worth the effort? 



FINANCIAL PLANNING 

LONG-TERM AND SHORT-TERM PLANNING 

• BuSinesses must plan lor the long-term (the Strategic Plan) as well as the shorHerm 
(the Busmess Plan) 

• The Strategic Plan sets the 'vIsion' of where the business wants 10 be 
In 3-5 years time 

• The Buafness Plan sels oullhe steps the 
buSIness needs to take now in order 10 
move towards the strategoe alms 

• Flnal'lCial Planning will be detailed altha 
bUSiness plan level, more Of an 'overview' 
s! the strategic level 

" 



. FINANCIAL PLANNING 

PLANNING FOR PROFIT 
WHERE TO START 

• You need to persuade people to invest 

• You need 10 examine the markets 

• You need to design products/services 

• You need to select facilities· 
the tools 10 do the job 

But you atart with a plant 



FINANCIAL PLANNING 

PLANNING FOR PROFIT 
WHERE TO START 

• People will not invest 

• Banks will not lend money 

Unless it IS clear: why you need !he money 

that the scheme is viable 

that the financial outcome will meet your expectations and theirs 

You start with a buSiness plan 



FINANCIAL PLANNING 

PLANNING FOR PROFIT 
THE BUSINESS PLAN 

The Business Plan should 'sel the scene' and slate the short-term objectives 

'Sening the Icene' 
e What will be your products/markets? 
• Who will be your competitors? What WIll they be doing? 
• EconomiC laclors Inflallon. interest rates. exchange rales, etc 
• TechnologICal changes· aHeeting your processes andler markets 

Short-term objectlv •• 

What are you planning to achieve in the short-term? 

• Products - eXisting/new products 
• Markets - existing/new customers 
• Processes - existing/new methods of supply 
• Employees - changes \0 skills-base 



FINANCIAL PLANNING 

PLANNING FOR PROFIT 
THE BUSINESS FINANCIAL MODEL 

The Business Financial Model e)(plains how money works within the business. 
Financial planning involves managing the model forward ... not just letting it happen . 

See further /VJp6ndix One. 

'"' BA~NCE 
SHEET 

!-ROFIT 

.0' 
LOSS 

ACCOUNT 

A outnmary 01 invM"'-t Ino:ll ___ at. 

• .-;fie point in _ 

A .~mm.ry 01 Prolil 
PerlO1'm • ..., .. .cO"<er.,.. 
a Stlted T'adt"ll Period 



FINANCIAL PLANNING 

PLANNING FOR PROFIT 
LOGISTICS FLOW 

Where do I enter the model? 

Start with the prOducts or services you are planning to sell. Think how you process and 
delilier them 10 y:>ur cuslomer. 

Example 

GOODS STOCK 

WhiCh areas hold your business back? 
DISTRI6UnQN 

SALES 
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FINANCIAL PLANNING 

PLANNING FOR PROFIT 
LIMITING FACTOR 

• Identify the IImltmg lactor 

This IS usually sales - but could be capacity. labour skills availability. etc. 

The limiting factor can change from year to year eg 

limiting factor 

SALES 

CAPACITY 

J LABOUR SKILLS I 

What II you-

spend more on advertISing 
cut the seiling pnce of the product 

purchase extra machinery 
sub-contract wor1l 

Increase wages 
recruit from other (abour markets feg overseas) 

Part 01 the challenge process (see page 26) IS to argue these ·what·its?' 

" 



FINANCIAL PLANNING 

PLANNING FOR PROFIT 
LIMITING FACTOR 

• Having identified the limiting factor you can now start to plan: 

What income will I receive? the Sales Budget 

What will I need to spend in order to deliver the sales and achieve the other shorHerm 
objectives? - the Expenditure Budgets 

Note: CASH CAN ALSO BE THE LlMlTING FACTOR! See page 24. 



FINANCIAL PLANNING 

PLANNING FOR PROFIT 
·THE SALES BUDGET 

The sales budget is driven by sales forecasts ... compiled by sales people 

• Traditionally sales forecasts are optimistIC! 
• You need to take into account: 

Price(s) 
VoIume(s) 

Mi){ of product 
Timing 

• The budget must be phased to assess capacity/Workload implicaUons 
• Don't forget to allow for customer credit in budgeting cash receipts 
• Challenge each of the components planned In 'he light of: 

the lotal market track record the competition 

Note: The sales budget must be set in sufficient detaiflo allow the expenditure budgets 
to be formulated sensibly. In a one-product business this is straight-forward. In a 
multi-product business where products have dramatically different expendllure 
implications, a detailed analysis of the planned sales is essential. G 



FINANCIAL PLANNING 

PLANNING FOR PROFIT 
THE EXPENDITURE BUDGETS 

Planned expenditure is classified as Capital or Revenue. 

Capital Budget 

Revenue Budget 

planned expenditure on the processes/lacilities (Fixed Assets) 

planned expenditure on Ule 111<llerial~. labour and runnmg CQE:ts 
of the bUSiness 

Compiling Capital Budgets and Revenue Budgets IS dealt with in detail in later sec1lons 
of the pocketbook. 

However · do be careful! 

Capital and revenue budget-seiling can be mistakenly seen as separate activities - but 
each can have implicatlOfls on the other. ego 

buying a new mact'line (Capital) will affect maintenance. power. insurance, 
etc (Revenue) 

using outside t'laulier~ (Revenue) wi!! obviate the need lor new delIVery vans (Ca pital) 

r-... Be consistent! 
2~! 



FINANCIAL PLANNING 

PLANNING FOR PROFIT 
LINK TO THE MODEL 

Now feed the sales budget and expenditure 
budgets Inlo the model 

FIXED ASSErS 

t~} -~". 
E:J , ~bJ 

s,,~ 

~_ A!~!I.>uI<oblo Coso 

0pe0r"''''Il ,"'0111 

Less Inl~" 

Len 1 .. 

e.mI<l\iJ 

••• • • • 

AEVENUE 
BUDGET 

t:lrvIdena ReIiW'Ied PnlJls/ " 



FINANCIAL PLANNING 

PLANNING FOR PROFIT 
HAVE YOU MADE A PROFIT? 

Use your product costing system to determine 

gIVen your revenue budget 

• what Wltl be the budgeted cost of your produC1S? 

And having set your sales budget 

will you make a profit on the products you plan to saU? 

Nole: Product costJrlQ systems are e)(pjamed In a laler section ol lhe pocketbook 



FINANCIAL PLANNING 

PLANNING FOR PROFIT 
FINANCING COSTS 

You 8r& now in a position to 
complete the model by 
feeding in the budget lor 
Inl9fest. tax and dIVIdends 

---.. ~ 

~ 

~ 

--~ 
"", ... -..... 

,;. ....... 
.-0 -"-Don" forgel to review the Source 01 Funds 

• Will you need additional st1are capital and lor loan capital? 
• Have you remembered to adjust dlVldeodslinteresl accorcllngly? 

Repeal unlilihe model is In eqUIlibrium 

• • , 
• 

• 

23 



FINANCIAL PLANNING 

PLANNING FOR CASH 

BUSinesses need cash in order to survive 

WlthOlJl cash you cannot pay tor materials. or labour. or selVlCes 
Without cash the profit-making machine will grind to a halt 
Protll Is not the .. me thing •• enh 
• You must plan the cash as well as the profit 
• Many profitable buSinesses end up In IIquldatlonl 
• Therefore. lust planning for profit IS not good enoughl 

NOle thaI tile cash plan • the cashflow forecast· IS an 
Integral part of the bu<.Jget fevteW process 
Never approve a budget plan unless the cash/low forecast 
has been revIeWed and IS acceptable 
The buSiness graveyard IS Iittored with 'successlur bUSinesses whocn fan out of cash 

S. warned' 

TIN a,t1erence between prof.! and cash, and cashtIow IOfllCastlng ~ 8'ql\alned m The Menaging 
ClIshllow Pockeft:lOOk 



FINANCIAL PLANNING 

EVALUATE THE OUTCOME 

Now assess your plan. Is it good 8f'1OUgh? Look at the e~pected outcome 

Will the plan enable the buSiness to meel ,!s financial responslbllllles to ,ts 
owners diVidends, share price growth 
lenders ,nterest, capital repayments 
employees wages_ salaries, secure employment 
suppliers payment. contlnued 'partnership' 
customers: quality, avallabtllty. service, warranty 

Wililhe result enable the bUSiness to progress towards Its strategic aims? 
If nol ... go back to tile drawing-board! 

Remember thiS IS a plan • li the expected outcome is unsatisfactory you have the chance 
to redirect the business belore It IS too late' 

" 



FINANCIAL PLANNING 

THE CHALLENGE PROCESS 

You now submit (or formally pt'esenlj your budget Next comes the challenge process • 
Ideally carried oul by a team who have nol been Involved In Ihe prevIous stages. 

• Is U1e budget conSistent? 
have the same assumptions been used throughout? 

• Are those assumptions valid? 

• What afe the cfltical success lactors? What are the risks involved? 18 

- wtllch evenlS/ovlcomes are the key determinants In achieving the boOgeled result? 

• Are the buOgeled returns worth the risks? 

• Could you do better? 

The budget may be fe-WOrked many limes before agreement is reached 



FINANCIAL PLANNING 

CONTINUOUS REVIEW 

The future is uncertain. 

Planning enables the business to be proactive - but you 
will stili be unable to dictate your own destmy precisely 

Don', bury your head In the sand! 

Continuously review your plans: 

what new opportunities have arisen? 
new threats? 
what are the financial implications? 

Managing a business requires you to be In contro l 
Being in control means you can respond to 
changes in circumstances. 

Keep looking forward I 

" 
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FINANCIAL PLANNING 

INTER-RELATIONSHIPS 

The IolloWlIlg SectlOllS 01 the book examine some of the key elem&nts of 
financial planrung 

• Revenue budgets 
• CapJtal budgets 
• Product costing 

Whilst these are often viewed as separate 
exerCises within the business, do not 
overlook the complex !flIer-relationships 

For example the dec.slOO to purchase a new machine Will have 8 ripple eflect. changing 
the capital budget. revenue budget. sales budget (if customers buy more or pay more) 
and cash budget 

View each of the budgets as part 01 the whole 
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REVENUE BUDGETS 



REVENUE BUDGETS 

AIM 

The Revenue Budget sets oul the expenditure plans lor the running COSlS of the business 

• What are we tryu'IQ to actHeve? 
an effectIVe and efficient allocation 01 resources to achieve the company plan 

• What do many buSInesses have? 

a discredited process which everyone Ignoresl 

Wh(l 

Recognise any of the folloWIng? 

30 



REVENUE BUDGETS 

THE BUDGET SABOTEURS! 

1 "Nobody Bsked my opinion Bven a haff·wit shOuld have realised that we'd need 
extra maintenance work" 

2 "You want ma to set my budgot? l'va got customers ;)<,;rtliJming, suppliers on strike 
say £10,000800 leave me to gel on WIth my real iob" 

3 "My budget 101 next year? What have I spent this rear?" 

4 "m fl6ed £9,000 I'd belter add £1,000 for contingencies. and last year they Cllt all 
budgets by 8%, so /'/1 top it up by 10% jus/ In case Tell them fll,ODC)" 

5 Off my budget gels smaller I'll lose slalus In the organlsatlo,, " 

6 "ThaI's hrnshed the budget then. Lars pass " to the accountant and It'S her problem 
for the next 12 months' 

7 "ff I don't spend 6Velythmg in my budget I worn gel as much next year" 

8 "As long as I stay within budget nobody Will ask me any qiJfJs/lons' 

" 
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REVENUE BUDGETS 

GOLDEN RULES OF BUDGETING 

1: Draw everyone into the process. Build a team solution to 
a team challenge. 

DON'T make budgellog a lop-Ievitl actJlllty 

DO nvolve everyone who is responSible for spending the business's money 

they nave 'hands on' knowledge 01 where resources will be reqUired 

Involvement encourages them to 'buy Into' the plan 

it they are to be responsible lor the outcome 
they must have a role in determining 
the resources available 10 them 

• Commitment 10 the ownership oltha ligures 
in the budget plays an Important part In 

making them achievable dunng the year 

~OgabY A-SKe:b 
M.Y OPItHOf>.J .' e..VeN 

A I4ALF- WIT • . • 



REVENUE BUDGETS 

GOLDEN RULES OF BUDGETING (Jt'~.' ",~ (' 
, 

2: Budgets are a key part of the planning process. 
Invest sufficient tlma to do them properlyl 

DON'T underestimate the importance of budgel senlng It IS a VITAL part of your job 

00 take sufficient lime 10 sellhe budget properly 

• Settlng a budget property reqUires you to lormulate your plans; thiS will help 
with day-to-day deciSIOns as well ~ 

• Too low a budget and you spend the next /r. _ I'IIE _ . . ~ ... ~ 
yeartrying to achieve the fmpoSSlble c.. OT CU:=' TOM E12.'S. 

• Too high a budget and you depnve s.. c..R.EAM \ ~Cj I 

others 01 valuable resources they S \A f'PUE~S. ON 
could have used to benefit ST~ I k..E .' • 
the buSiness 

33 



REVENUE BUDGETS 

GOLDEN RULES OF BUDGETING 

1: Budgets allocate resources to meet future needs. Keep 
looking ahead! 

DON'T base the future on the past 

DO look at what you need to actlleve .n lhe budget perIOd 

• Making companson wrth last year· applying a small across the board Increase · IS B 
common method 01 budgeting; II is one way of ___________ 

finding a starting place, built r. not enough .... . l it ~.,... L.16.."';{; ""'" 

How many businesses assume ne)(\ year ~~/ W~AT ~Av'~ '\ 
will De the same as this year and \ SP E Ni 
survIVe to tell the talel ? , 

.... ,,. yEAR- • 
f'lannlng IS not easy - n8KI year 
will be different In what ways? 

• 

• 



REVENUE BUDGETS 

GOLDEN RULES OF BUDGETING 

4: Budgets allocate scarce resources to competing needs. Don't 
ask for more than you need! 

DON'T pad budgets 

00 budget 00 a 'most likely' baSIS 

• Clearty stale the budget assumptIOns 

Explam r&source Implicallons 01 alternatIVe scenarios ~ 

Budget padding turns the budget process /"" BETTeR. ~b ~ IJOOO ""'" 

• 
• 

Into a game - the business Will be the loser ~OR c.oN"TtNG.£NC.I~\ 

A+lb l'l'- "TOP IT uP Ju,<;.T 

IN (A!..I;" OF c..lI-rs. .. , 

35 



REVENUE BUDGETS 

GOLDEN RULES OF BUDGETING 

5: The successful manager is not the one with the largest budget; 
he or she Is the one who makes best use of the budget 
available. 

DON'T measure people by the size of thelf budgetsl 

DO Judgo them by how eHechvely and efficJeflUy they use the resources available to them 

• Condemn emplfe-bulldlng 

• Change parochial anltudes aimed 
at -protecting' the department 

• Promote the team approach 

IFMY 
K'i.l>~ET C; El!, 

S MAt...LE"R. I'LL 

LOSE S TAilA ~ 



REVENUE BUDGETS 

GOLDEN RULES OF BUDGETING Gi ".l' , ;;;.. (' . ' 

6: Tlme is a continuum. Budgeting, planning for the future, must 
also be a continuous process. 

DON'T make budgeting an annual actMty 

DO have a process 01 continual reI/lew and reviSIOn 

• Ae-examlne and revise budgets regularly to adapllo the changing buSiness 
environment; eg evert quarter fe-forecast and 
budget next twelve months 

• Remember that the future IS uncertain 

Look what happened 10 the dodo! 

TJlAT'S. FiNiS.1i ED 

TH~ BU!>4I<:T - )Vow IT'S. 

T ... t; ACLOuNTAiJ"T!s. 

" 
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REVENUE BUDGETS 

GOLDEN RULES OF BUDGETING 

7: Budgets are determined according to future needs - not this 
year's spend. Challenge any flurry of expenditure near 
year-end I 

DON'T waste valuable resources In a misguided attempt to protect your budget 
for The next year 

00 Inlorm others so thaI the extra resources can be usefully 
deployed elsewhere /". ~ 

• Remember· next year's budget should 
be based 011 next years need NOT 
thiS year's spend! 

,/ It=' I .DO~'T ""'\ 
.s~Etvb EVER.Y"'''''!~'' I 

WON'T G.r.A-5. I 
,MU('H l<Je)t'T yeAR. 

-
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REVENUE BUDGETS 

GOLDEN RULES OF BUDGETING 

8: Budgets allocate resources based on current priorities and 
anticipated costs . These priorities and costs may change. 

DON'T see the !Judge! as a 'licence to spend' 

DO review all expenditure . IS it still necessary? 
_ is this the best way? 
_ have pnorlties changed? 

• Challenge all 9)(pendlture! 

• Releasing resources can resolve problems 
elsewhere in the buSiness 

~/ AS LO"-"G .kS I 
S TAY t,J tnwJ & u t><,t:T , 

}J 08.Dt::>i w,l.-l.- AS'"' 

ANY «t.lES I I o~s. 

1 

39 



REVENUE BUDGETS 

GOLDEN RULES OF BUDGETING 
FORECAST 

Successful budgeting cannot be achieved singl&-handed 

Everyone must be committed to the new approach 

The team may have cynics who need converMg 

Evangelise! Spread the wordl 

Oon-llorg81 the Forecastl 

F OI'Ward-thlnklng 
o pen Management style 
R &VIeW contJnuously 
E Kactlng 
C ommlUed 
A daptab!e 
Self-critICal 
T earn Approach 
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REVENUE BUDGETS 

SETTING BUDGETS 

Adopt the FORWARD PLANNING APPROACH 

Start with the statement: 

"The reason I need a budget is that you need me to do something" 

Then the 4 stages follow: 

Stage 1: What do you need me to do? 

Stage 2: How am I gOing to do it? 

Stage 3: What resources will I need? 

Stage 4: How much will these resources cost? 

The Input-Output approach can guide you through these four stages. 



REVENUE BUDGETS 

SEITING BUDGETS 
INPUT-OUTPUT ANALYSIS (1/0) 

• 110 Is a technique often used in TOM (Total Quality Management) where the 
relatIOnship between departments is charted on a customer-supplier basis 

• The techmque IS also useful to depict the wrong and right way to budget 

INPUT [I ===> I PROCESS 

"This is what 
I've gOI" 

·So these are the 
resources I'll need" 

"ThiS IS what 
I'll do with them" 

WRONG II 

"ThiS IS how I'm 
going 10 do it" 

RIGHT II 

C==> OUTPUT 

'So this is what 
you can have" 

"ThiS IS what you 
need me to achieve" 

1"' 



REVENUE BUDGETS 

SETTING BUDGETS 
INPUT-OUTPUT APPROACH 

INPUT c::::=;> I PROCESS 

Stage 1: What do you need me to do? 

• ldenufy the OUTPUTS 

c:::~> OUTPUT 

• Clarify what has 10 be achieved and when eg make 1.000 units 01 proclucl 
each month 

or sell 500 crates every quarter 
or deVise an advertiSing campaign by December 
or reduce complamts 01 bad quality by ~ within 12 months 
or VISit every customer 4 limes a year 

., 



REVENUE BUDGETS 

SETIING BUDGETS 
INPUT-OUTPUT APPROACH 

Stage 2: How am t going to do It? 

• Choose the PROCESS, is: the way you will achieve your OUTPUT 
• Challenge the eXisting process 
• Brainstorm alternatIVes use our own employees? 

use outside agltllCles? 
automate? 

• EOCO\.Irage Innovative Ideas Ifom your staff 

Then evaluate the alternatIVes and make your choice 

Stage 3: What reao urc • • will I need? 

Identlfy the INPUTS you requite 
People - how many? 

which skills? 
what hours? 

44 Eli:penses - what do you need 10 buy? Quality? Quantity? 

~
t 

..

.... c 
' r .. It? l' . 

I" 



REVENUE BUDGETS 

SETTING BUDGETS 
INPUT-OUTPUT APPROACH 

Stage -4 : How much will the .. resources cost? 

Only now ckl you attempt to quantify In finailClaJ terms 

This IS the easy bitl Your accountant will be able to help. 

~pl.: Salary applICable 10 skills reqUired 
Overtime and shift premIums 
Anticipated salary increases 
Employment costs (NatlOnsl Insur81'1Ce and pension contributiOns) 

Expen.e.: Current prICeS - or obtaIn q uotation 
Prechcted/known price increases 

This Is your bud~1 submission! 
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REVENUE BUDGETS 

SETTING BUDGETS 
BUDGET CO-ORDINATION 

Gt'~·' { "'l> I' . 

The mput-outpul approach also provides an effecllve tool to co-ordlnate the budgets 

Remember every output should be someone's Input 

WALK YOUR PlANNED OUTPUTS TO YOUR CUSTOMER 
- IS the output reqUired? 
- will 11 be In the format frequency required? 

Ar. the budgets consistently prepared? 

\ 



REVENUE BUDGETS 

SETTING BUDGETS 
BUDGET REVISIONS 

• By going through the 4 stage pl'Ocedure, agreement is reached Of! 

1 The outputs to be achieved 

3 The resources required lor thiS 
process to achieve those outputs 

2 The process 10 be used 

4 The cost of those resources 

• Subsequent changes to the budget must lherefore COfrespond to' 

a change to the outputs reqUll'ed 
or an alternatIVe process 
or a change to the resources reqUired 
o r a change to the cosl of those resources 

• Budget credibility can be maintained With an amended balance 01 ' Input' 
and • Output' 

[jj .. '~.' , ":" l' 

r \> 

., 
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REVENUE BUDGETS 

SETTING BUDGETS 
BUDGET REVISIONS 

• This structured approach should prevent the 
demoralismg eHeet of Indlscnrmnale 
across-fha-board bud~el cuts 

• No wonder the budgets lose credibility 
when such etAS are announced! 

• 

• 

A wen-prepared budget subrnlSSioo is destroyed; 
why bother doing II pfOperly nexlllme? -Some costs cannot be rallonally treated thiS way, eg; 
a computer maintenance contract has been signeci costing [5,000 a year lor the 
rteKl. 3 years; tow can you Impose a 10% reduction here? 



REVENUE BUDGETS 

MONITORING AND CONTROLLING BUDGETS 

'. , [it .i' "". ' , .. 
The budget has now been agreed 1$ thai If? NO 

1\ must now be controUed. 

Budgeta'Y control IS often viewed as a simple closed loop system· 

PLAN 1,, _____ "...1 ACTUAL l 
The Budget ~ Actual ExpencI~U::.....J;l 

\, /" "",0'" ~:~ 
; ACTiON" ~ ~..r .. ~= -Action - the mosllmportant partl 

You must either: I) bnng actual 811pendrlura back In line with budget, 01' 

ri) notify a need 10 change the budget as a resuh 01 a permanent 
or 00-g01n9 overspend or saving .. 



!II 
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REVENUE BUDGETS 

MONITORING AND CONTROLLING BUDGETS 
REPORTING THE VARIANCES 

Remember the three Rs 

• Feedback from the syStem must be 

Rapid 
Regular 
Reliable 

• You need to identify venances qUICkly In order to 

invesllgate and understand why they have happened 
understand the relationships between budgets and hence variances 
(eg eJCtra sales WIll result In sckhtlOOai work In the packmg department and 
Increased shlpprng costs) 
respood eHeclrvely, either changrng your actions 10 bring expenditure back In 111'18 
WIth the budget or communicating the need to change the budget 

• Don', hide your problemsl 



REVENUE BUDGETS 

MONITORING AND CONTROLLING BUDGETS 
UNDERSTANDING THE VARIANCES 

• This system is nol just about measunng whe:her you W ill need more money 
than originally planned 

• Remember thaI the reason for allocating resources is to take actions 10 achieve Ihe 
company objectives 

IS any saving or overspend attributable to a change in the level of performance? 
have the plans been achieved? surpassed? 

The budget should naver stand slilll 11 is an allocation 01 resources to carry out Ihe 
required actions perceived at a particular point in time 

have the reqUired actions changed? 
have Ihe business objectives changed? 
has Ihe strategic plan changed? 
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REVENUE BUDGETS 

MONITORING AND CONTROLLING BUDGETS 
TEAM APPROACH 

Successful budgeting involves a flow 01 resources to and Irom 
managers as the needs of the bUSiness change 

Just because you have the money in your onglnal 
budget doesn't mean you ought to spend It I 
Someone else may now have a lT1O(e urgent need! 

Encourage the learn approach 10 optimise 
resource allocation 

CommUnication IS Itle key! 

What new opportUnities have ansen in 
the buSiness? 
What new threats have appeared? 
What resources can managers 
offer 10 meet these? 
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REVENUE BUDG~TS 

MONITORING AND CONTROLLING BUDGETS 
TEAM APPROACH 

Departments must not act In isolatlOtl 

• Problems In one area can be 

caused by actIOns taken In other areas 
- have Impl~uons for other budget holders 
(Remember the Input-Output analYSIS and the Internal supplier-customer relationshIp.) 
See page 42 

• An OY8I'speod on money-back guarantees 10 customers, lor example, could 

be caused by purchasing cl1eaper matenals (does the budget saving In one area 
compensate Ihe overspend elsewhere?) 
have ImpltcatlOns 101' the success 01 Ihe launch 01 your new products 

Look at such ISSUes from an overall company perspective NOT trom a paroctllal 
departmental view 
This can be Improved by meetings where oversptH.os ale communicatod and tackled as a 
company problem - what about monthly wor1t1ng lunches as a forum lor 
such discussions? 53 
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REVENUE BUDGETS 

MONITORING AND CONTROLLING BUDGETS 
KEEP LOOKING FORWARD! 

Accounbng penods - fTlOfIlh end, year end, etc, have an Impact which IS largely artlficl8l 
Businesses should nol be run In thiS slop-start manner! 

Think Myond y.ar end! 
• Roiling budgets encourage managers to conhnue to look ahead, enhancing the 

quality of the planning and helping to avoid snort-term soluliOns 

• To prepare a roiling budget. add an additIOnal month to the budget al every 
month-end, thereby always looking 12 months ahead; thiS win also save you a 101 01 
urn8 and effort at the formal budget-setting periodl 



CAPITAL BUDGETS 
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CAPITAL BUDGETS 

INTRODUCTION 

The Revenue budget does 1"101 Include capital Expenditure 

Capital eKpendilure IS the purchase of plant, equipment, buildingS, etc (known as 
'Fixed Assets') which will be used by the bUSiness over a number of years 

Capital 8)(pend.lure IS budgeted separately In the Capital Budget. 
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CAPITAL BUDGETS 

STRATEGIC FIT 

• CaPital expenditure is a strategic Investment 

II determines the way the business will make lis 
products Of deliver its servICes for many years Into 
the Mure 

• The wrong choICes will rasull,n competitive disadvantage 

• ReverSing the decision IS: IIme..eonaumlng 
expensive 

• Hence the budgeting and approval system should be searching 

• Many companies require capital expenditure 10 be authonsed by tile board 

" 
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CAPITAL BUDGETS 

COMPILING THE BUDGET 

• The capital budQ8l will be compiled after constdeong: 

Capacity 

Replacement 

Safety 

Efficiency 

Does the buSiness plan necessitate addItIOnal 
prodlJC1oo/dlSlnbution capaC1ty? 

WhICh faCIlities need replacing; with what? 

Is there Investment reqUired to comply wrth health and safety 
legislation? 

How could overall costs be reduced? 

All thiS must be done in the conle]l(t of the manufacturing strlltegy 

The capital budget will be SUbmItted to the board lor 8ppfoval 
Acceplance wiN depend on 

cash allallabillty 
• competing prioritieS wlth!n the company or group 



CAPITAL BUDGETS 

AUTHORISATION OF EXPENDITURE 

• The capital budget agrees a planned level of investment 

• However: lust ~u .. h I. In tM budget ctoe.n't me.n you cen MY. Itl 

• When the manager wishes to proceed with the investment helshe will have to submit 
a further evaluation 

• This document Is commonty called a 'CaPItal Appraisal Form', 'Indent', or 'CER' 
(CapilaJ Expenditure ReQuest) 

• The level 01 detail reqUired will vary but WIll usually Include: 

Details 01 the item to be purch8S8d 
Reason for recommending purchase flhe strategic logIC') 
Financl3J evaluation 

" 



CAPITAL BUDGETS 

EVALUATING CAPITAL EXPENDITURE 
THE STRUCTURED APPROACH 

Eech request lor caPItal expenditure WI" be 8Jfarnu'\8d on Its merrts In respect 01" 

Strel-sillc tit: Is the proposed expenditure consistent with the buSiness strategy? 

Risk pro me: What IS the resultant buSiness fisk profile - is it acceptable? 

Dalab ••• : How has the data been compiled? What assumptIOns have been used? 

Ffnandal 
prome: What is the anticipated financial return? Is the return worth the rISk? 

Management Are the management resources/skills available to ensure the satisfactory 
Implications: completion 01 the protect? 

, 
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CAPITAL BUDGETS 

LINK TO OTHER BUDGETS 

UNK TO REVENUE BUDGET 
Remember the Inler-relationships between Capital and Revenue expenditure 

Clpitai expenditure 

BuIldings 

Machinery 

Vehicles 

Reyenue •• peodltuN! 

Rates. electncity, maintenance. depreciation * 
Power. labour. maintenance, depreciation • 

Tax, Illsurance, fuel. deprecaation • 

The capital and revenue budgets musllheretore be prepared on a conSistent baSIS 

LINK TO SALES 8UDGET 
What benefit does the investment offer your customers? 
Will tile additional sales offset the ackhtional revenue costs? 

If they do not, your buSiness will end up fOOling the bill - through reduced prohts! 

• Depfeelllho" and caprtal and revenue expendrtur. are ,xplaooed mew. lully an 
The ~ S~ Poc;lt.erbool< 

" 
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CAPITAL BUDGETS 

LINK TO CASH BUDGET 

CaPItal expenditure requires C.sh! 

It IS essential to consld8l': 

• How much will be reqUIred? 

• When will It be reqUIred? 

• Will suffictent funas be av81lable? 

Note Possible finance charges should be ~nked to !he revenue budge1 



PRODUCT COSTING 

.. 
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PRODUCT COSTING 

LINK TO BUDGETS 

To Win sales, the buSIness must agree a seiling prlcel 

In most Instances the customer demands to know the price before plaCing an order 

Therefore. a business must plan ahead 10 assess the expected revenue expenditure 
WhICh w,ll be Incurred 

Budgets provide the management 1001 and the btla's for .... sslng tutur. costs . 

I 



PRODUCT COSTING 

DO COSTS MAnER? 

'As long as we are makmg a profit, :lces It matter where It comes from?" 

YESII 

How much profit will you make this year? 

• Will II be enough? (see ~ 2S) 
• How much profit does each 01 the products make? 
• What are the ImplICationS 01 a c"langE! in sales mol? 
• What wl" be the impact 01 cost increases? 

Ar. you In control of your buslnes.? 

II "you want to manage profit you must 
understand and control the costs 01 
making and seiling your products 

THE PRODUCT COST 

" 
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PRODUCT COSTING 

WHY PRODUCT COSTS? 

Product costs are used lor 

• Va lUing stocks 

• Calculating protlt 

• BuSiness deCISions 

pricing 
cost reduction 
makelbuy 
capital expenditure 
evaluation 

• Transfer pnClng 

Understanding the product cos t IS essential --."'\ 
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PRODUCT COSTING 

LINK TO PRICING 

• In many Instances price IS 001 determined by cost but by how much the 
market will pay 

• Where there IS no eSlabli:hed mark~1 valuation. you will use cost as the basis lor 

prICe lists 
blds:lenders/quotatlons 

II you don't understanc! your costs you may be turning down prolllabl. bUSiness 
or taking on arde •• thai will kill the business oM I 

Where do you gel lhlS cost In/ormation Irom? 

The Costing System 

" 
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PRODUCT COSTING 

BASIS OF MANAGEMENT DECISIONS 

Which are your most profitable 

• Products? 
• Product groups? 
• Markets? 
• Customers? 

Your response will drIVe key strategIC deciSlOl'ls 

• WhICh pt'oducts shall we 9)(pand/drop? 
• Should we Increase market penetratIOn In Amenca? 
• can we afford to offer a discount to secure more busU"less? 

." 
Wtlere do you get your Information fOf such deciSions? 

The Costing System 

I 

-



PRODUCT COSTING 

COST CONTROL 

• Voituch costs are Increasmg/decreaslng? 

• WO\Jld II be cheaper to make or sell our products 10 a different way? 

uSing different machines 
sub-contracting 
USing distributors, etc 

• How can we design lor cost? 

Where do you turn to for this information? 

The Coating System 

69 
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PRODUCT COSTING 

THE PROBLEM ... THE SOLUTION 

J.n I I le<l~e all thai to Ihe accountant? No! 

WonRYING FACT. There IS no such thing as Ihe product cost' 

Wh~ not? Bec(lUse all cosMg systems entarl assumptlons'Judgements being made 

Give twelve accountants Ihe task 01 coslong a product and they 1'11,11 come up wllh Iwelve 
d,Helen! ~,)lrecl answer~ 

What can you do? 

Understand Ihe way your e.,stong costlllg system works 

2 Idenl.ty II!; ~trengths ano weak'lesses and contribute to constructive critiCism aimed 
at overcoming Ihe problems 

J Accept that Ih~re IS no one produo:t COSt and be prepared 10 adjust Ihe cost 
database accordingly 

..... 



PRODUCT COSTING 

STEP 1: UNDERSTAND THE SYSTEM 

What Is 8 cost ing system? 

BUSinesses use resources to make products 

A~E~S~OU~A~C~ES=lrBlu ,::==P~A~04°,UCTS Materials r 

~ I,-==~) [labour ~ I 
I Services S '::==~::c, 
~ 

Assesstng the resc/Urces IS easy 
You pay IOf them via InVOices and the payroll 

But which 01 the resources are used for each of the products? 
The link a"nbullng resources to products IS 

The Costing System 

• 

" 
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PRODUCT COSTING 

UNDERSTAND THE SYSTEM 
THE CONFLICT 

How do accountants tackle this? 

Thera are two types 01 accounting 

FINANCIAL versus MANAGEMENT 



PRODUCT COSTING 

UNDERSTAND THE SYSTEM 
FINANCIAL ACCOUNTING 

Pnmary objeCtIVe 

Costs reqUIred for 

Published accounts 

Profit and losl account (cost 01 sales) 
Balanu ,heet (stock 118IuallOO) 

Focus Backward • • reporting evenla that have already happened 

Cnlena !of Adequacy? Compliance with accounting standards. 

Nota: 

• Financial accountants have rules (Statements of Standard Accounllng Pracuce -
SSAPs or Financial Reporting Standards· FRS) whICh they must comply wrth when 
prodUCing published accounts 

• SSAP 9 governs the method 01 valuing stodl and hence product costing 

• Published accounts are lor external users and tne standards aim 10 Improve 
conSIstency In approach 

But Will this be appropriate lor deciSion-making? 
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PRODUCT COSTING 

UNDERSTAND THE SYSTEM 
MANAGEMENT ACCOUNTING 

Primary obJectrve To assilt decision making 

Costs reql,/lred 101' Day to day operationa' decisions 
Medium- and long·term strategic declsrons 

Focus Forward· predicting COlt Implications 

Criteria lor adequacy? L.oca' relevancel 

Where 00 you gel thiS deciSion-making information from? Is II the finanCial accoun\lng 
system' Look at Its different focus Will It really De adequate? Probably not! 

, 

I 
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PRODUCT COSTING 

UNDERSTAND THE SYSTEM 
ELEMENTS OF COST 

, 
Direct Material n 
Direct Labour " Production Overhead " 
Product Cost n 

Direct Material 
Total malenal consumed In produCing 
each unt!, calculated by ellher 

I) booking all matenals against a 
particular Job. or 

• 

• 

ii) haVing 8 bill 01 matenals 10' products. 
listing the matenals that must have 
twan used' 

In most businesses the product COSllIlQ 
system will ha-.ra beef! set up to Include 
some or all of these elements 

What do Ihese terms mean and how are 
they calculated? 

Direct Labour 
Total co,>, 01 operatIVes Involved in 
adding value 10 the cost untt. calculated 
by 811ller 

i) booking time 10 specific jObS. Of 

ii) having a layout listing the 
operations that must have been 
carried 0U1 • 

• Not.: Whr\ Ploducong budgeted pro:;uct costs These costs have to be esTImated lsee page 71) 

" 



PRODUCT COSTING 

UNDERSTAND THE SYSTEM 
PRODUCTION OVERHEAD 

What are the production overheads? 

the running costs 01 the manulactunng department Including wages, salanes 
and elCpenses • 

How are the production overtleads attributed to products? This Is tile tricky bh! 

How much electricity did we use lor Product A? 
How much 01 the managers' costs should be char~ to each product? 
How much mamtenance cost should be charged to ProduCl B? etc 

Accountants use the 3 A's Allocation 
Apportlonment 
Absorption 

• Note: The non-manulaclurmg departmenlal cosls are often excluded !rom the product 
costing system. ThIS can be dangerousl (see page 87) 



PRODUCT COSTS 

UNDERSTAND THE SYSTEM 
OVERHEADS: ALLOCATION 

• The PrOOuctlOfl process IS dIVIded up Into areas 01 sImilar types 01 actIVity 
called Cost Centr •• 

• These could be, eg- machining. assembly, repalf 
• Each type 01 pfOductloo overhead cost IS then allocated or apportioned to the 

cost centres to arrrve al an overhead cost for each cost centre 

"P"'" I BasIs 01 Charge ' Machining 
'000 

Inc\lrect Labour 
Depreciation 
Maintenance 
IOOlrect Malenals I 
Pow" 
Rem 
TOTAL I 

Assembly 
'000 

RepilIr 
'000 

T •• 
"000 

JOO 
170 
160 
60 
50 

160 
1000 
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PRODUCT COSTING 

UNDERSTAND THE SYSTEM 
OVERHEADS: ALLOCATION AND APPORTIONMENT 

• Wherever possible overheads are-allocated \0 the cost centre consuming the 
resources. ego If each cost centre has different Supervisors, their satanes can be 
allocated to the centre In whICh they work 

• Certain overheads will not be capable 01 allocalloo. eg renl, power 
personnel servICeS 

• An appropriate method 01 sharing Ihese between the relevant cost centres must be 
found, ie apportionment 

Example power mach,ne r811ng M machine hours 
rent area OCCUPied 

personnel number 01 emoloyees 

Be rational Don"\ wasle money Irylng to allocate small ,,:'m~ accurately only to 
apportlOfllarge amounts' 

Focus on the dominant costs! 



PRODUCT COSTING 

UNDERSTAND THE SYSTEM 
OVERHEADS BY COST CENTRE 

The 18OO181,on analysing all overheads by cost centre can now be completed 

"""', I Basis oj charge MachmlllQ Assembly Repair Total 
£'000 £'000 £000 £000 

Indirect labOur I AnocatlOi"I ICO 80 80 300 
DepreciatIOn AllocatIOn '''' '" 80 270 
Majntefl allC~ AJ\ocatlon 60 30 50 160 
loolrecl Materials AIIocalion 15 20 25 60 
PoWff Appofnon~1 25 5 20 50 
R,m ""'''''''''''' 60 35 65 160 
TOTAL 

I 
500 200 200 1,000 

711 



PRODUCT COSTING 

UNDERSTAND THE SYSTEM 
OVERHEADS: ABSORPTION 

• The costs 01 each cost cen:re are then charged out to the products USing an 

overhead absorption rate 

• The tradltiona! approach IS \0 use a 

Stap 1 

Slep 2 

Step 3 

Step 4 

labour hour rate. or machIne hour rate 

Establish the overhead costs anocated{spportloned to the cost centre. 

eo £500,000 
Determine the number of labour (Of machine) hours 10 be produced by the 
cost centre In the year, eg: 20,000 
Calculate the overhead hourly rate. eg' 

£:500,000 '" t2S/hour 

20,000 

Charge products with overhead according to the number of hoUfS' work 

require:<! in the cost centre. eg-

1/2 hour -.. £12.50 overhead 



I ( PRODUCT COSTING 

UNDERSTAND THE SYSTEM 
EXAMPLE 

• You are invited 10 tender for a COfltract 10 supply Product X 

• Product X WIll reqUire: Direct materials £50 

• 

• 

Direct labour 7 hours 

Your ProductIOn Budget shows Total ProduclJon OYefheads 
Planned labour hours 
Planned direct wages per hour 

You calculate your overhead ilbsorpllOrl rate £:600.000 

15,000 hours 
r-----------------, 

£ 

£600,000 
15,000 
£5 

C40/h0Ur 

Direct material 50 
Direct labour (7 hours K (5) 35 

This inlormation would playa key 
role in the tendenng process 

Production overhead: 7 hours K £40/hour 280 
Product cos, ~ 

Is It correct? Or could there be 
other answers - see Appendix Two 

" 
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PRODUCT COSTING 

STEP 2: CHALLENGE THE SYSTEM 

• Look at your own costing system 

• Is II defiCient? 

• Here are some clasSIC Indicators of problems 

'easy' products are reported to be loss-makers 

'difficult' products are reported as highly profitable 

competitors seem unable to match your low prices 

competitors continually under-cut you 

cost Informa\lOn IS Ignored/disbelieved 

departmental PC based information is 
compiled 10 provide 'true costs' 



PRODUCT COSTING 

CHALLENGE THE SYSTEM 
YOU ARE UNIQUE! 

The following pages identity $Orne 01 the are(ls 10 start looking at. when you Challenge 
YOOf own product costing system 

• The costing system should Irace (esources through to products (see page 71) 

• No two companies use Identlca! resources In exactly the same way to make the 
same ptoducts 

• Hence no two COStlng systems should be the samel 

I, your system tailored to reflect what goes on In your buslne.s? 

" 
1 
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PRODUCT COSTING 

CHALLENGE THE SYSTEM 
WHO WROTE IT? 

• The COSting system should trace resources through to products 
• Who knows this process best? Probablv not the accountantl 
But who wrote the cOlting system? 

• How often do you change the resources, processes or products? 
How often does the costing system change? 

• The management accountant prodlJoCeS cost Info rmation to facd,tate deciSIon-making 
Does It reaUy help you take better decision.? 

-

I 
, 
, 



PRODUCT COSTING 

CHALLENGE THE SYSTEM 
OVERHEADS 

• Product costs Will be alfected bV 

number and definition of cost centres 
baSIS of apportioning costs 
method 01 absorptJon 

Hal sufficient thought been given to Ihe ctwlces In your system? 

A det8J1ed 8JC8mple of the effect thiS can haIlE/ on the product cost is given 
m AppendIX Two 

" 
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PRODUCT COSTING 

CHALLENGE THE SYSTEM 
BELOW·THE·LlNE COSTS 

• Most COShr'IQ systelJ1S treat direct matenals direct labour and prodl,lcllon overhead as 
product-related, whereas other operating costs (eKpenses) are deemed to be non 
product-related 

• These expenses am etlen ralerred 10 as 'below-the-lIne, 18: below gross profit 

• This results In proht reports whICh only Identify prodUCl profitability at the 
Gross Profit slage 

r 
Exarr'l~p~le:..... _____ ..., 

• The business WISheS to 
A " To',,' 

focus Its product range < < < 
• .~ .~ ~ • Which product should It ,-

drop, A or B? Co,,, ,-,' Ooc"". So'" '" ~ .= 
0 . 0 •• p,o m '0 ~ 00 • What effect will it have 
E ___ 

on operall;,g profit? Ac1 ... ,n >0 
6ft",,,,, = 5...".,,,. '0 

O_ •• flng P.olII = 

-



PRODUCT COSTING 

CHALLENGE THE SYSTEM 
BELOW·THE·LlNE COSTS 

Would your response ba different It the following Information were available to you? 

A has been made for many years and any deSign/manufacturing problems eliminated 
It IS sold In large quantities to a few customers 

B IS a new product WIth many teeth,"g problems IllS sold In small quantIties to many 
dlfferenl custOmefS 

A • ,~o 

OIscussl.)OS WIth the relevant , , , 
departmental managers enable the -- 000 000 ~ ,-
below·lhe-hne expenses to be Co.. Of 000<1. 801<1 " ~ '-~ 
analysed by product. Don't be pul Olfl 0, _ _ Pro'" 

~ ~ ~ 

You are not looking for excessive 
Ex.,.....,_ 

... ",,"" , • 0" 
preciSion In this allocallon Managers Selhng • os ~ 

should be able to give you an s~_ ~ ~ 

approximate percentage split 
O_,.lInll Pro fl' / CLO •• ) ,. (~) ~ 

Does your business make Its strategic decisions at the gross profit stage? 

" 
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PRODUCT COSTING 

CHALLENGE THE SYSTEM 
TIME-RELATED OVERHEADS 

Trad'tlOl'lal absorptlOO costIng KTlphes that the overhead part 01 the product cost depends 
on time, 18 rllhe overhead rate IS £60/hour then Jf Product J and K both take 10 minutes 
to make they Will both be charge(! with cIa overhead 

IS this r.allalle? 

Are all overhead coats driven by time? 

Example 
Products J and K both take 10 minutes per Unit to machine J Is along-established 
product. malenal is purchased and fecetved In the normal batch size of 100 When J is 
machined. the first-off IS Inspected and Ihe balance run automatically 

K IS a new produd, It has been badly deslQned and engineered Malenal 1$ purchased 
and receIVed In the OOI'maJ balch quantity of 11 When K IS being machined, managers, 
deSigners. engtneers and Inspectors crowd around the machIne m"(Slng the product 
through the process 



PRODUCT COSTING 

CHALLENGE THE SYSTEM 
TIME·RELATED OVERHEADS 

What go • • into overhead COltS? 

• purchasing, receiving, inspection, etc, etc 

Old J really cost the same to produce as K? 

00 you have products with differing COlt demands? 

ActMty Based Cosllng (ABC) seeks to remedy this problem by grouping overheads by 
activity. eg: purchasing, setting up machines, despatching and then charging products 
according to thelf demand for these actiVIties 

'" 
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PRODUCT COSTING 

CHALLENGE THE SYSTEM 
STANDARD COSTING 

• Some bUSinesses use standard costs, Ie pre-determmed values lor' 

Matenals price and quantIty 
Labour rate and hours 

• Differences between the standard and actual values are reported as variances 

• II your business uses standards 

Are 1hE! vanances analysed by product? or 
- Are they treated as below-the-line'? or 
- Eve., worse, are they prorated based on standard cost? 

Look how il can In/luence your viewl 
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PRODUCT COSTING 

CHALLENGE THE SYSTEM 
CHALLENGES: VARIANCES 

Method 1 
'8elow·the-line 
0' 

P,odu,,' . 

Method 2 
'Prorata' 
0' 

Method J 
'Analysed by 
product' 

S", •• 
$'''''dn,d Coat 01 Sa,,,,. 
S'''"d ... '' 0 ,0". P,o'" 
V''''Onc'' • 
.... c" .... ' 0'0 •• P,e"" 
S<>, ... 
StD"d .. ,d C o"t of S .. , ... 
S . ........ 'd 0'0 •• p,om 
Va,lane ... 
A" ..... , G,o •• P.oflt 

S a ' •• 
$"'''<1",(1 CO$' of 5"'"'' 
$ ' .nd .. ,,, 0 ..... P«,," 
v ...... "" ... 
ActuB' G.o •• P,O'" 

ALPHA 
£; '000 

~ 

,00 
COO 

~ 

,00 
,,;0 
(~ .. 
~ 

'''£ 
'00 

-'" 
~ 

% BET .... 
,~ 

,00 

' 0 
= = 

,00 

= .. 
( ' 0) .. -.. 
,00 ,. 
'" ''''' '" £9) 

% TOTAL 
, .~ 

~ ,= 
'0 ,;;0 ,=, ,= 

~ ,= 
, ,;0 
,~, 

'0 f2i5 

~ ,= 
'00 
(~ 

(30) ,= 
Only the last analySIS reveals Ihat BETA makes a loss! 

% -

00 

.0 

.. 

.. 

. ... 
~,. 

.."..., ... .... , 



PRODUCT COSTING 

CHALLENGE THE SYSTEM 
SCRAP 

Are scrap costs analysed by product' 

or treated as 'below·the-line'? 
• or prorated? 

Scrap should be analysed by product and by cause. 

You need this information to focus your drive against scrap! 
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PRODUCT COSTING 

CHALLENGE THE SYSTEM 
ESTIMATES 

When producing budgeted product costs, the direct material, direct labour and product ion 
overhead costs have to be estimated. The estimate is usualy compiled by reference to 
past cost e)(perience as recorded in the cooling system. 

Get It right! 

Incorrect records will perpetual!;! problems. 

Is there sufficient feedback of actual cost information to lhose who compiled the estImate 
lor them 10 learn from their mistakes? • 

The most expensive mistake is the one nobody learns from! 



PRODUCT COSTING 

CHALLENGE THE SYSTEM 
SPURIOUS ACCURACY! 

Bew8r1t of decimals! 

Don', be conned by delusions of accuracy! 

Remember there is no such th ing as the 
cost 01 a product! 

so why does your accountant insist 
on prOducing costs to 3 decimal 
places ... 1 1\ is far beUe: 10 be 
appro~imately right than precisely wrong. 

~ 

... , 



PRODUCT COSTING 

STEP 3: BE FLEXIBLE 

• Cost information must be adjusted according to 
the decision being taken 

• Which costs are re levant to the decision? 
Product cost (from the cost ing system)? 
Incremental (or marginal) cost? 
Replacement cost? 
Opportunity cost? 

• What wil l be the impact to the business 
in the short-term? 
in the long-term? 

One cosling system cannot provide a 
quick-fix to all your decision-making needs. 



PRODUCT COSTING 

BE FLEXIBLE 
EXAMPLE I: MAKE OR BUY? 

• A key factor in the make or boy decision is the comparison between the purchase 
price and the in-house cost 

• What Is the in-house cost? 

which costs would change? 
costs that would not change are irrelevant! 
what would be the impact on working capital? 
what effect would there be on capacity/space/occupancy costs? 
what opportunity costs are there? etc 

Remember to look at the long-term as well as short-term Implications_ 

Don't just use the product cost! 



PRODUCT COSTING 

BE FLEXIBLE 
EXAMPLE II: MINIMUM ORDER QUANTITIES 

• You require a widget to satisfy a customer order 

• The supplier quotes £1 with a minimum order quantity 0150 

• What IS the cost of the widget? 
(1 or LSO? 

• If the other 49 will be used, then £1 

But beware 

If the other 49 have no predicted use, then the cost is £50 

Which cost is appropriate when pricing the order? 

Be prepared to adjust basic cost information. 
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PRODUCT COSTING 

SUMMARY 

• To manage a OUSlness you must 

Understand your products 

• So you must understand the effect each product has on the business performance 

• Cntlcal deciSIOns are laken based on product cost informatIOn 

Get It rlght l 
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APPENDIX ONE 

BUSINESS FINANCIAL MODEL 
SOURCE OF FUNDS 

• 
• 

Businesses need long-term finance 

This comes from Shareholders 
Lenders 
Rein .... estment of profits 

Accountanf"s term: 
Share capital 
Loan capital 

. Retained protits 



APPENDIX ONE 

BUSINESS FINANCIAL MODEL 
USE OF FUNDS 

• The long-term finance is used to provide 

Accountant's term 
Facilities/processes Fixed assets 
Products/services . Working capital 



APPENDI X ONE 

BUSINESS FINANCIAL MODEL 
MAKING PROFIT 

• By using the fixed assets, 
the working capital 
Investment generales 
products that can be sold 

• Once all costs have been 
met and interest, tax and 
dividend al lowed for, then 
any prOlit left over can be 
reinvested into the business 

Depreciation is a charge tor the use of the 
Ii){ed assets and IS included in the product cost. 

@ Nole: This model is developed slep by step in The Balance Sheet PocKetbook 



APPENDIX TWO 

PRODUCT COSTING EXAMPLE 
CHOICE OF COST CENTRES 

On page 85 it was slated that product costs wil l be affected by: 

number and definition of cost centres method of absorption 
basis of apportioning costs 

The following example demonstrates some of their effects. Refer back to page 81 
for the init ial information 
Suppose you use a separate cost centre for materials to charge out purchasing, 
receiving costs, etc. 

Additional information: Production overheads: 
Material related overheads 
Labour related overheads 
Total 

Planned material purchases 

The overhead absorption rates would now be: 

Materials £75.000 0; 10% Labour £525,000 

£750,000 15,000 

£ 
75,000 

525,000 
600,000 

£750.000 

£35/hour 



APPENDIX TWO 

PRODUCT COSTING EXAMPLE 
CHOICE OF COST CENTRES 

The revised product cost would be: 

Direct malenal 
Direct labour 
Production overhead 

Material (J:SD@ 10%) 
labour (7 hours )( £35!hour) 

Product COSI 

Which is correct? 

Has your business got it right? :104\ --

£ 
50 
35 

5 
245 

250 
335 



APPENDIX TWO 

PRODUCT COSTING EXAMPLE 
CHOICE OF COST CENTRES 

Example continued: 

• Suppose you then separate machining from assembly? 
• Additionat information: 

Production overheads: 

Planned labour hours: 

Material related overheads 
Labour related overheads Machining 

Assembly 
Total 

Machining 
Assembly 

to,OOO hours 
5,000 hours 

• The overhead absorption rates for labour would now be: 

£ 

75,000 
400,000 
125,000 
600,000 

Machining £400,000 '" £40/hour Assembly £125,000 '" £25/hour 

tO,OOO 5,000 

• Product X requires 2 hours machining 
5 hours assembly 



APPENDIX TWO 

PRODUCT COSTING EXAMPLE 
CHOICE OF COST CENTRES 

The revised product cost would be: 

Direct material 
Direct labour 
Production overhead: 

Material 5 
Machining (2 hours x [:40!hour) 80 
Assembly (S hours )( £25{hour) l?5 

, 
50 
35 

210 
Product Cost 295 

Another correct answer! 



APPENDIX TWO 

PRODUCT COSTING EXAMPLE 
BASIS OF ABSORPTION 

• The choice 01 absorption lactor will also mlluence the product cost 

Example 

Suppose in the previous example you decided 10 recover the machining overneads 
using machine hours rather than labour hours 

Additionallntormalion: 

Planned machining hours 
Machine hours required lor Product X 

16,000 
3 hours 

The overhead absorption rate for machining would be: 

£:400,000 == £25/hour 
- --
16,000 hours 



APPENDIX TWO 

PRODUCT COSTING EXAMPLE 
BASIS OF ABSORPTION 

The revised 
product cost would be: 

Direct material 
Direct labour 
Production overhead: 

Materia! 
Machining (3 hours x £25) 
Assembly 

Product Cost 

Spoilt lor choICe! £365? £335? £295? £290? 

Which would you use lor your tender? 

Don't lorget there is no suCh thing as the product cost 

5 
75 

>25 

£ 
50 
35 

205 
290 

( ~ Look lor the method that IS appropriate 10 your bUSiness and the deciSion to be made. 
1,IDS.1 

r 

I , 



j 
j 

I 

About the Authors 
Anne Hawklm~, SA, CIMA is a Management Accountant with a first class 
honours degree in BUSiness Studies. Ar"Ir"te has progressed 110m this 
strong knowledge base to gam senior management accounting 
e~perlence WI!h,n conSumer and ,ndustllal pt'oduclindusilies. As a 
Trair'ling Consultant she develops and presents finance programmes to 
Directors and Managers from al l sections of industry 

Clive Turner, ACMA, MBCS is Managing D,rectOl of Structured learnmg 
Programmes Ltd, established in 1981 to provide management 
conSultancy and training servICes Clive works With management to 
develop strategic bUSiness options. He participates In the evaluation 
process: designs the appropriate organisation ,structure and provides 
management development 10 support the implementation process. Clive 
continues to have extenSIVe experience In detivenng financial modules 
Within Masters Programmes in the UK and overseas 

For details of support materials available to help tramers and managers 
run fmance courses in_company, cootact the authors al 
3 Clews Road, Oakenshaw, Redditch, Worcs B98 7ST. 



First published by 
Management Pocketbooks, United Kingdom 

© Anne Hawkins & Clive Turner 

This edition published in India in 1997 by 
Research Press 
Post Box 7208, 7/28 Ansari Road, New Delhi 110002 

Distributed by 
Rupa & Co 
15 Bankim Chatterjee Street, College Square, Calcutta 700 073 
135 South Malaka, Allahabad 211 001 
P G Solanki Path, Lamington Road, Bombay 400 007 
7/16 Ansari Road, New Delhi 110002 

East-West Books (Madras) Pvt Ltd 
62 A Ormes Road, kilpauk, Madras 600 010 
239 DMM Building, Bult Temple Road, Chamarajpet, Bangalore 560018 
Maruthi Complex, 3-5-1108 Narayanguda, Hyderabad 500 029 

The Managing Budgets Pocketbook ISBN: 81-7314-043-X 
Printed by Print Perfect, New Delhi 



l 

The Management Pocketbook Series 

The Appraisals Pocketbook 

The Assertiveness Pocketbook 

The Balance Sheet Pocketbook 

The Business Presenter's Pocketbook 

The Business Writing Pocketbook 

The Communicator's Pocketbook 

The Creative Manager's Pocketbook 

The Customer Service Pocketbook 

The Empowerment Pocketbook 

The Improving Profitability Pocketbook 

The Interviewer's Pocketbook 

The Key Account Manager's Pocketbook 

The Managing Budgets Pocketbook 

The Managing Cashflow Pocketbook 

The Managing Change Pocketbook 

The Manager's Pocketbook 

The Market ing Pocketbook 

The Meetings Pocketbook 

The Negotiator's Pocketbook 

The People Manager's Pocketbook 

The Quality Pocketbook 

The Salesperson's Pocketbook 

The Teamworking Pocketbook 

The Thinker's Pocketbook 

The Time Management Pocketbook 

The Trainer's Pocketbook 




