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Preface

Thi s trai ni ng package is one of a nunber of training packages desi gned
by the | LO MATCOM Project to assist people who plan or carry out train-
ing for the managerial staff of agricultural co-operatives in devel op-

ing countries.

The training provided under this training package, as well as under the

ot her packages in this series, is based on a thorough anal ysis of:

(1) the tasks and functions to be perforned in agricultural co-opera-

tive societies in devel oping countri es;

(ii) the conmon problens and constraints facing the effective perform

ance of these tasks and functions.

The result of this analysis is reflected in the MATCOM "Curri cul um
CGui de for Agricultural Co-operative Managenent Trai ning". The Gui de

contai ns syll abuses for 24 namanagenent subjects and MATCOM has produced

trai ning packages, simlar to this nmanual, for the foll owi ng subjects:

- Col l ecting and Receiving Agricultural Produce
- Transport Managenent

- St or age Managenent

- Mar keting of Agricultural Produce
- Suppl y Managenent

- Rural Savings and Credit Schenes
- St af f Managenent

- Fi nanci al Managenent

- Cost Accounting and Control

- R sk Managenent

- Proj ect Preparation and Apprai sal
- Wor k Pl anni ng

- Export Marketing

- Managenent of Larger Agricultural Co-operatives

For nore infornmation on the above training material, please wite to:

The MATCOM Pr oj ect

c/o CO OP Branch

I nternati onal Labour Ofice
CH 1211 Geneva 22

Switzerl and.



Ihe Target Group

This training programme is designed to assist in the training of
anyone who has responsibility for cost accounting and control in
agricultural co-operative societies. This may include co-operative
advi sors and audi tors, nanhagers, assistant managers, accountants

and other staff who are involved in this activity.

Al m

The aimof the programm is to enable trainees to design, operate

and neke effective use of sinple cost accounting systens.

In particular, the course should inprove trainees' abilities:

to identify the rel ati onshi ps between costs and the vol une of

activity;

to assess the variability of costs from past perfornmance, and to

prepare estimates of future perfornmance;

to distinguish between direct costs and "overheads",

to select appropriate methods of allocating overhead costs to

different activities;

to determ ne appropriate cost centres within their co-operative
societies, and to identify the appropriate ways of measuring

their outputs;

to design and operate systens for collecting the data necessary

for a cost accounting system

to distinguish between changes in costs which are caused by
vol ume, efficiency and by price and to suggest appropriate rem

edi es when necessary;

to identify margi nal costs, and to take appropriate decisions

based on them



to determ ne standard costs;

to identify the causes of variances from standard costs, and to

suggest appropriate changes when necessary;

- to determne the extent to which variances are caused by devi a-

tions in use or in cost;

to adopt appropriate strategies for cost reduction, and to

avoi d i nefficient approaches to the problem of excess costs.

The course as described in this manual can be used for a special -
i sed course on cost accounti ng. The conpl ete programre, or indi-
vi dual sessions or parts of sessions, can also be incorporated in
the curriculum for a nore conprehensi ve managenent training pro-

gr amme.
Duration
The conpl ete programre, as described in this nanual, consists of

15 sessions. Session tinmes vary from1 to 22 hours. The tota

programme will take between 28 - 32 hours, or 5 -_6 days depend-

ing on the qualifications and experience of the trainees and the
hours wor ked each day. The tinme may well be exceeded, and each

i nstructor must decide on the likely duration in view of | ocal

condi tions.

o I

The programme is based on the assunptions that training is expen-
sive and that noney for <co-operative mnmanagenent training is
scarce. Therefore, it | ooks upon training as an investnent, and
unl ess the training yields results, the return on the nobney in-

vested in it will be nil

On their return fromthe training programe, the trai nees should

be able to show cancrete results of inmgproved nmanagenent . I n order

to prepare and equip the trainee to achieve this, the programme
has adopted a highly active |earning approach through the use of



Trainees will not |earn about Cost Accounting in a general and
passive way. Their day-to-day nmanagenent probl ems have, as nuch

as possible, been translated into realistic case studies and other

probl em sol vi ng exer ci ses. Trai nees (working in groups and on
their own) will learn by solving these problens with the necessary
assi stance and gui dance fromthe trainer, who will act nore as a

"facilitator" of learning than as |ecturer.

Every trai nee has sone i deas and suggestions from which the others
can learn. This material is intended to allow and encourage every
trainee to contribute as nmuch as possible fromhis own insights
and experience, so that all will go away with the accunul at ed

know edge that each brought to the programe.

This sort of shared learning is in fact al nost always nore inport-
ant than the know edge that you, the instructor, or the material
itself, can contribute. You should treat each trainee as a source
of ideas and suggestions which are at |east as val uable as your

own, and the material is designhad to help you draw out, or "eli-
cit", these contributions.

The built-in "action commitnent” at the and of the programre will

gi ve each trainee the opportunity of using the know edge and ex-

pertise of his colleagues in the training progranme in order to

find a concrete and acceptable solution to a specific cost problem
he is faced with - a solution to which the trainee will comnt

hinsel f for inplenmentation.

Structure

The programme is divided finto five TOPICS and each topic is
covered by a nunber of SESSIONS (sea the table of contents on paga
X) .

The following naterial is provided for each session:

- a session guide for the trainer (yellow pages), giving the ob-
jective of the session, an estinate of the tine needed and a
conprehensiva "plan" for the session, including instructions on

how to conduct the session



- handouts (white pages) of all case studies, forms, etc., to be

reproduced for distribution to the trainees.

a0t | ,

Before "using" the progranme in a real training situation, it wll

probably be necessary to adapt it. This can be done as foll ows:

Read through the material and deci de whet her:

- the progranme can be run as it is;
- only certain topics or sessions should be used

- new topics and sessions should be added.

Your decision will depend on the training needs of your trainees

and the neans you have at your di sposal

Carefully read through the sessions you have decided to use.

Check the subject matter in both the session guides and the hand-
outs. Modi fy themto include | ocal currencies, nanes, crops and
SO on. Such adaptation will help trainees identify thensel ves
nmore easily with the people and the situations described in the
handouts and will increase the inpact and effectiveness of the

trai ni ng progranme.

Do not feel that this manual is |ike a book which contains the
only answers. It is nmerely a collection of suggestions and i deas,
whi ch you nust adapt, nodify, use or reject as you 'think fit. The
best evidence that you are using it properly will be the amount of
changes, additions and anendnents you have yourself witten into

this copy.

: I : i d

Handouts constitute an inportant part of the training naterial
used in the progranme. They can be reproduced fromthe origina
handouts supplied in the ringbinder, after the necessary adapta-
tion has been made. Reproducti on may be done usi ng what ever
method is available: stencil, offset printing, photocopy, or car-

bon copies or handwitten copies if no other nmethod is avail abl e.



Vi

The only item of training equipnment which is absolutely essentia
is the chal kboard

Sone suggestions for visual aids are given in the session guides.
If flipcharts or overhead projectors are available, you should
prepare these aids in advance. If they are not available you can

still use the chal kboard.

The Pre-course Questionnaire should be sent to the trainees in ad-
vance. Trai nees should be asked to conplete it and hand it in at

t he begi nning of the training progranme.

Preparing Yourself

Some trainers may feel that material of this sort neans that they
need only spend a few mnutes preparing for each session. This is
not the case.

You shoul d go through the foll owi ng steps before conducting any

course which is based wholly or in part on this material

1 Read it carefully; be sure you understand the content, and
that you can envisage what is intended to happen in the

cl assroom

2. Work through all the cal cul ati ons; be sure that you under-
stand them conpletely and try to predict the errors that
trainees are likely to make, and the different answers which

may not be wong, but which will be worth follow ng up

3. Work through the case studies yourself, and try to predict
al |l the possible anal yses and answers whi ch trai nees nmay cone

up with.

4, Look up and wite down on the material itself, as many |oca

exanples as you can to illustrate the points that are raised

5. Plan the whol e session very carefully; try to predict ap-
proxi mately how many m nutes each section of the session is
likely to take, and nake the appropriate nodifications to fit
into the tine that you have available. Do not take the sug-

gested tine at the beginning of the session too seriously.
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10. Conducting the Progranme

Whil e using the material, you should try to observe the foll ow ng

gui del i nes

1. Arrange the seating so that every trai nee can see the faces
of as many as possible of the others; do not put themin

rows so that the only face they can see is your own.

2. Be sure that the session is clearly structured in the
trai nees' m nds; outline the structure at the begi nning,
follow it or say that you are diverging fromit, and sum

mari se what has happened at the end.

3. Bear all the learning points in nmind, and do not forget the

job-oriented objectives of the session.

4. Be flexible, do not follow the material slavishly and be pre-

pared to change the approach, dependi ng on what trai nees,

t hensel ves, suggest.

5. Avoid, whenever possible, telling the trainees anything; in
a successful session all the points will have been elicited

from them by skillful questioning.

6. If you fail to elicit a particular answer fromthe trainees,
it is your fault not theirs. Persist, by asking the sane
question in different ways, by hinting and so on, and only

make the point yourself if all else has failed

7. Use sil ence as a weapon; if nobody answers a question, be
prepared to wait for 20 or 30 seconds in order to enbarass

sonebody i nto naking an attenpt.

8. Avoid tal king yoursel f. Trai nees' discussion and suggesti ons
shoul d occupy around three quarters of the total tine; ask,
listen and gui de rather than talk. (The nore you yourself
talk, the nore you are revealing your own insecurity and ig-
norance of the subject, in that you are not willing to risk

questions or comments with which you cannot deal .)

9. Never ridicule a trainee's answer or suggesti on; there is
bound to be sone nerit in it sonewhere, and the very fact

that he or she has put forward a suggestion is comrendabl e.
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10. If you cannot answer a trainee's question, or coment on a
suggestion, (or even if you can) ask another trainee to
answer or make a conment. You are the facilitator, not the

source of know edge.

11. Wite trainees' own words on the chal kboard whenever pos-
sible; do not follow the words in the material, even if they

are nore precise

12 Be prepared to act as "Devil's Advocate" by supporting the
opposite view to that held by the najority of participants,
there are usually no right or wong answers to nanagenent
guestions, and trai nees nust see and understand both sides of

every issue

13.  If trainees appear to be following a quite different track
fromthat suggested in the material, do not disnmiss this out

of hand; it may be as useful or nore so.

14, Call on the silent and, if necessary, silence those who talk
t oo nuch.

15.  Be sure that everybhody understands what is going on; do not
all ow the di scussion to be taken over by the few who under-

st and.

16. Be dynanmic, lively and active. Myve around, walk up and down
the classroom and generally keep everyone alert by your phy-

sical activity.

After the Course

Not e down each trainees action comitnent. Be sure to contact
every trainee, in person or at |least by letter, about six nonths
after the end of the course to find out how they have nanaged to
apply what they have | earned, and how well they are inplenenting
their action conmtments. If they failed, it is not they who were
at fault, but the course. Ei ther the training was ineffective,
the trai nees were poorly selected or you failed to recogni se pro-

bl ems which night prevent them from applyi ng what they | earned.



IX

Seminar on

Cost Accounting and Control Pre-course Questionnaire

NamME: it eveeeeoeeooessososososenssossossessasnsssessssssscsesssssnssssssssnss

Co-operative Society: ...... et her ettt ce e eeeraaen Cesee e

Brief description of your responsibilities:
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Even the best managed co-operative societies lack some cost informa-
tion, and even the worst managed have some sort of control over some

costs.

a) What important costs in your co-operative are generally well known

and effectively controlled?

L R A A A I R R N N A I I B A S S I I SR PP A Y L R I R R R T R S A A
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b) What costs are more or less unknown and uncontrolled?
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As a result of attending the course on Cost Accounting, I hope that I

shall be able to

R I R R I T I I I I I I R I I e A I N N N R A S A )

LI I I O A I R I I I S I N R I R N I R I R R N I A e e O I R L R R R N B N R R P P O S S R Y

Please bring to the course as much information as possible about your

co-operative society's cost accounting systems. This should include:

- Annual accounts

- Coplies of any regular cost reports



TOPI CS

1 VHY COST ACCOUNTI NG?

2 COST BEHAVI OQUR

3 ALLOCATI ON OF CCSTS

4 COST CONTROL

5 CCST REDUCTI ON | N
PRACTI CE

SESSI| ONS

1.1 Introduction

1.2 Wy are cost accounts necessary?

2.1 Costs and vol une

2.2 The novenent of costs
break-even point.

2.3 Direct costs and over heads

3.1 Overhead apportionnent
3.2 Cost centres

3.3 Cost data collection

4.1 \hy costs change
4.2 Marginal costs
4.3 Standard costs and budgets

4.4 Variance analysis and the use of
standard costs

4.5 Cost or usage

5.1 Cost reduction canpai gns

5.2 Action comitment



topic

why cost accounting?

r h

Session 1.1 Introduction

Session 1.2 Why are Cost Accounts
Necessary?




Session 11

Sheet 1
SESSION 1.1
LNTRODUCT] ON
hjective: To denmonstrate the inportance of inproved cost accounting
and control in co-operatives, to ensure that all partici-
pants are aware of the objectives of the programme, to
i ntroduce trainees to one another and to ensure that al
admi ni strative details are in order.
Tine 1 to 2 hours.
Material Conpl eted pre-course questionnaire, tinmetable and a |ist

of participants.

Session Qii de:

The opening of the programme should be brief and to the point.

The speaker should include the foll ow ng points:

- The need to inprove results by higher revenues and |ower costs.
- The need to know, gquickly, what noney is being spent on

- The need to design costing systens which are sinple to operate

and easy to understand and use.

The need to relate costs to individual nanagers who are respon-

sible for them

- The need to set prices in the know edge of costs, and to be

flexible in order to fill underused capacity.

The need for all staff, and nmenbers, to understand and contro

costs.

In order to exenplify the objectives and the contents of the
course, confront participants with a nunber of questions |like the
followi ng, and explain that the course will deal with problens of

this type

- Do you now how your society's costs vary with the vol une of

produce handl ed?



3)

4)

How | ong after each nonth do you know what costs have been?

Does each manager or supervisor with sone authority have rapid,

sinpl e, usable information about the costs he can control ?

- Can you explain variations from budget?

Go briefly through the tinmetable, stressing to trainees that they
will be required to contribute their own experience and ideas, and
not nerely to listen to other people talKking. Peopl e | earn by

doing, rather than by |istening.

Ask each trainee to sunmarise his prior training and experience,
and to state what he hopes to gain fromattending this course.
Refer to the pre-course questionnaire if necessary. ldentify the
speci al experience that each trainee brings to the course, em

phasi sing the point that the group as a whole is an extrenely
powerful source of expertise and experience.

Explain that the purpose of the course is to i nprove trainees'

abilities actually to manage their societies nore effectively, and
not nmerely to repeat theories or principles without putting them
into practice. Explain the main features of the "Action Conmit-

ment" which is included in this progranme:;

- Before the end of the programe each trainee is expected to
have identified at | east one nmajor problem related to cost ac-
counting and control, which they are going to solve on their

return hone.

- During the final course day (Session 5.2) everyone will work
out, in consultation with fellow trainees, detailed "action
pl ans" to which trainees will commt thenselves for solving the

probl ens.

Tell trainees that the instructor intends to contact themat a
|ater date in order to assess how successful they have been in im
pl enenting their plans. The course, rather than they thensel ves,

will be evaluated by their success.

Ensure that any adm nistrative problens are dealt wth. Matters
of acconmopdati on, paynent of expenses, transport, roomnms for pri-
vate study and any other points of information should be settled

now.



Sheet 1

SESSION 1.2

WHY ARF COST ACCOUNTS NFCFSSARY ?

(hjective: To enable trainees to explain why it is necessary to know
the costs of products and processes, even if selling
prices are beyond their control.

Time: 11/2 to 2 hours.

Material Mcro cases "Cost Infornmation Needs".

Session Q@Qiide:

Wite the following sinplified statenent of operations for an

agricultural marketing co-operative on the chal kboar d/ OHP:

Sal es 1,000 tons @ $100 100, 000
Cost of Produce 1,000 tons @ $70 70, 000
G oss Margin 30, 000
Expenses:

Wages 10, 000

Sal ari es 3, 000

Conmi tt ee expenses 500

Rent 1, 500

Transport Hire Charges 4, 000

M scel | aneous Expenses 1,000
Total Expenses 20,000
Sur pl us 10, 000

Ask trainees to inagine that these figures summari se one year's
operations of a co-operative society whose only function is to
buy, process and sell a crop. What is the cost per ton of dealing

with nenmbers' crops?

* OHP = overhead projector
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Elicit the answer $20, 000 divided by 1,000 equal s $20. Ask
trai nees whether there is any need for further information about
the costs. Suggest that a statenment of the societi ¢ts total costs,

as contained in the annual accounts, is all that is needed to cal -

cul ate costs. Annual accounts show t he annual costs as well as
the revenue. Wiy shoul d there be any nobre "cost accounts” than
this?

Ask trainees to suggest circunstances when it nay be necessary to
have nore detailed cost information than is supplied in the ac-
counts as nornally provided for financial purposes. Elicit sug-

gestions such as the foll ow ng:

-  To enabl e nanagenment to deci de whet her or not to nmake changes

in the nmethods presently used.

-  To enabl e managenent to explain to nenbers how therr noney is

spent .

- To direct nmanagenent's attention to the nbst expensive itens so

that they may attenpt to reduce costs.

- To estimate the possible effects of changes in the anpunt of

pr oduce handl ed.

- To assess whether or not the society can afford increases de-

manded by suppliers or enpl oyees.

- To allocate responsibility for cost control to those respon-

sible for each operation.
- To set prices.

- To prepare budgets.

Ask trainees whether they are free to determ ne the prices charged
by therr societies, or the prices paid for nmenbers' produce or for
farminputs. Mpst if not all the sales of nmany societies are at
controlled prices. Trai nees may feel that the only purpose of
knowi ng costs is to set prices, and they need not concern them
sel ves with cost accounting if they are not free to decide on

prices.

Stress that there are nmany other uses for cost infornation which

will be dealt in subsequent sessions.
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Sheet 2
Distribute the cost information mcro cases. Allow trainees up to
20 minutes to study them and to list the information that they

woul d require in each case.

Ask one trainee to read out one itemof information needed for the

Argus Soci ety. Summari se this on the chal kboard/ OHP, and ask a
second trainee to make a further suggestion. Conti nue round the
group; avoid repetition, but ensure that all sensible and rele-

vant suggestions are |listed. These shoul d incl ude:

Argus Society

- Qperating costs of this particular vehicle, separated fromthe
r emai nder .

- Fuel and nmi ntenance costs appropriately classified.

- The trend of fuel and nmi ntenance costs in order to indicate

likely future |evels.
- S asessent of Uhe oot effets of breadons

The likely future life of the present vehicle.
-  The paynent system offered for the new vehicle.

- The witten down val ue of old vehicles and the conparative

oper ati onal costs.

If trai nees suggest infornmati on which nm ght be useful but which
appears of minor relevance, or inpossible to obtain, ensure that

trai nees understand the reasons for omtting the item by asking:

- How would the i nformati on be obtai ned?
- Wiat would it cost to obtain it?

- What difference would it nmake to the deci si on whether or not
the vehicle is purchased if the answer to this question was X

or Y (mentioning two possible extrenes)?

Ask trainees if this type of information, in this detail and up-
to-date, is available in their societies. If not, and if they had
to make a simlar decision, how confident would they be that their

deci si on was correct?



Foll ow t he same procedure for each of the four remaining studies.

The information required should include the followi ng in each
case:

Belisha Society

Past records of product costs at various levels of activity, in
order to forecast costs, and the surplus, at the new increased

| evel .

- Costs of individual itens, such as wages and supplies, which
m ght be expected to increase with the higher |evel of opera-

tions which is forecast.
. C0c]

Fi gures conparing the transport costs and the anmount of work

done by the transport departnent in recent periods.

Cal cul ati ons of the novenent in costs which are caused by

changes in the volune carried, and those caused by changes in
ef ficiency.

Derry Society

Figures for the society's costs of carrying out the tasks
which, it is suggested, should be carried out by the new data

processing centre

- An assessnent of what would be saved if the society ceased to

carry out the tasks itself.

Ask trainees whether their societies could readily make avail abl e

the kind of information which they have suggested i s needed for
each of these cases

Few if any are likely to be able to do this.

Ask trainees whether their societies produce regul ar accounts,
showi ng not only the total of nbney spent and received, but also
on what it has been spent, or for what it is received. Al socie-

ties do this, if only to satisfy the legal requirenents.



Session 1.2
Sheet 3

Ask why such figures are usually not sufficient for the kind of

task required in these case studies. Stress that figures are

often del ayed for nonths or even years, ask why this is so

Trainees will refer to pressure of work and other simlar ex-
cuses. Stress that they really nean that accounts are given | ow
priority by managers, because they are no use to nanagers, and are
only produced to satisfy the regul ati ons. The sane basic informa-
tion that is used to prepare annual accounts can be used to give
answers to the kinds of questions in the cases. Usually the only

changes that are needed are:

- the information nust be produced nore guickly,
the information may have to be classified differently,

- the information nust be presented differently (and usually far
nore clearly),

- the information nmust be provided to, and used by, different
people

Stress that the objective of the followi ng sessions is to enable
trainees to obtain and use this type of information. The aimis
not to produce neat |ooking records to satisfy inspectors, but to

produce a tool for effective managenent.
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Cost Infornmmtion Needs
Read t hrough the follow ng short cases; for each one, list the infor-
mati on that the co-operative society will need in order to nake a deci -

si on.

(a) The Argus Society has a fleet of four vehicles, and has had sati s-
factory service fromits five-ton general purpose truck. The ve-
hicle is now five years old, however, and the | ocal deal er has
proposed a part-exchange for one of the | atest npdels of the same
capacity. He has stressed the | ower fuel use, nobdest mai ntenance
requi renments and i nproved driver confort of the new vehicle, and
t he manager of the society nust deci de whether or not to recomrend

exchanging the old vehicle for a new one.

(b) The nenbers of the Belisha Society have overwhel m ngly agreed to
grow t he new hybrid crop next year, and they are confidently ex-
pected to increase yields by about 25% The soci ety shoul d be
able to transport, process and narket the increased production
wi t hout any maj or change in its facilities. It will, however, be
necessary to construct a new buil ding, because the existing rented
premises will no | onger be avail abl e. The Co-operative Bank has
requested an estinmate of the society's surplus next year as a
basis for a decision on the |oan application that has been sub-

mtted by the society to construct the new buil di ng.

(c) The transport supervisor of the Cicada Society is under pressure
fromthe managenent and conmittee to be nore efficient. He com
plained that it is inpossible to run the vehicles as efficiently
as in previous years, because nenbers are selling |less of their
crops to the society. The committee conplains that he is not nan-
aging the transport service properly. The supervi sor conpl ai ns
about nenbers' disloyalty, but nobody actually does anything to

i nprove the situation.

(dy The co-operative union has recently set up a data processing unit,
which is offering to take over payroll, sales and purchase ac-
counting function of the prinmary societies, for a regular nonthly

fee based on turnover. It is said that the new systemw || be

nore efficient than societies' present arrangenents. In the Derry



Soci ety these tasks are presently carried out by the clerical
staff and the assi stant nanager, anong their other duties. The
society is under sone pressure fromthe co-operative union to
subscri be to the new service, but they want to be sure that they
are naking the right decision since they are free to do as they

wi sh.
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SESSION 2. 1
COSTS AND VA UNVE
hjective: To enable trainees to identify the relationshi ps between
costs and the volune of activity.

Material : 12 to 2 hours.

Session GQiide:

1) Allowtrainees up to ten mnutes to wite down as many different

2)

regul ar cost itens as they can for a typical agricultural co-
operative society in their country. (In this session guide, costs
for a society which collects, stores, transports and sells its
members' crops are included; the itens will of course be differ-
ent for a society involved in processing, input supply or other

functions and shoul d be nodified accordingly.)

Ask one trainee to nmake a suggestion, wite this on the chal k-
board/ OHP and ask another trainee for a further item Go round
the group eliciting different itenms, and |list them at random Do
not at this stage suggest the reason for making up this collection

of cost itens.

If trainees nmention itenms such as the cost of vehicles or ma-
chi nery and equi pnent, renind themthat you asked for regular ex-
penses. Ask how the costs of "capital" itens, or occasional |arge
purchases of this sort are accounted for, and if necessary intro-

duce the concept of depreciation.

The list mght read as foll ows:

(The numbers and stars should not be included at this stage)

Post age 13 St ati onery 12
Vehi cl e mai nt enance 21 Crop paynents to nenbers * 24
Bui |l di ng repairs 15 Packi ng materi al * 23
Cl eaning material s 16 Audit feet 1
O fice equi pment depreciation 9 El ectricity * 17

Manager's travel expenses 18 Vehicl e |licenses 2



Labourers' wages 20 Entertai nment 11

Rent 19 Managenent sal aries 7
Vehi cl e fuel * 22 General neeting expenses 4
Clerical staff wages 6 Vehicle depreciation 10
Vehi cl e i nsurance 3 Conmittee nenbers' neeting fees 5
Furni ture depreciation 8 General insurance 14

Go through the list on the chal kboard, putting a star against all

t hose so marked on the above |ist.

Ask trai nees to suggest why these particular itens have been
marked with a star. Ask for suggestions from a nunber of
trainees. If nobody suggests that the starred itens are those
whi ch vary nost directly with the volume of crops processed, eli-
cit this answer by asking trainees to conmpare the |ikely novenent
of one of the starred itens with one of the others, such as audit

fees, if crop purchases doubl e.

Ask trainees why it is necessary to distinguish between costs
which are fixed and those which vary according to the | evel of
activity. If necessary, ask trainees whether the follow ng esti

mate for Month 2, based on data fromMnth 1, is likely to be cor-

rect.

Minth 1:

Crop processed = 100 tons Total costs = $1, 000
Processi ng cost per ton = $10

Minth 2:

Crop processed = 200 tons Total costs = $2, 000

Processi ng cost per ton = $10 (as before)

Trai nees should realise that this is nost unlikely to be correct.

Ask trainees to calculate the total cost and cost per ton of pro-

cessing 200 tons given the foll owi ng information:

At 100 tons, fixed costs = $400

vari abl e costs = $600
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Elicit the answer:

At 200 tons, fixed costs remain $

vari abl e costs = 3$ 1,200
$ 1,600

total costs

Processi ng costs per ton = $ 8.

Stress that we are only concerned here with the novenents of costs
whi ch are caused by changes in the level of activity. Inflation,
wage increases and other factors <can of course cause other

changes.

Ensure that all trainees grasp the effect of fixed and vari abl e

costs on cost per item Check their understanding with the
foll owi ng exercise, which should be presented on the chal kboard or

CHP:

Typi ng Costs:

Typewiter, salary, accommpdation etc. $10 per day.
Paper, ribbon, naintenance 10c per letter
Typi st A types 10 letters per day.

Typi st B types 20 letters per day.

What are the costs per letter for typist A and B?

Tr ai nees should be able to cal cul ate the answer very quickly.

Cost per

Vari abl e Fi xed Qut put Letter

Typi st A 10c $10 10 $1. 10
Typi st B | Oc $10 20 60c
If any trainees are still unclear, ask themto calculate costs for
other rates of production, or other simlar situations, until you

are sure that everyone understands.

Refer back to the list already on the chal kboard, prepared under
Item 2 above. Ask trainees to comment on the choice of itens

whi ch have and have not been starred. Do they agree that the

unmarked itens are conpletely fixed, regardl ess of activity?



Elicit discussion on itens such as: Vehicle maintenance,
Labourers' wages,
Post age,

Bui | di ng repairs.

Show that these are by no neans fixed, they nay not vary directly
according to the total anount of crops processed, but they are

af fected by higher levels of activity:

- Vehicles need nore frequent repairs.
Extra casual |abour or over-tinme may need to be paid for
- War and tear on buildings is increased.

- More correspondence is needed to market nore produce.

Refer trainees to the starred itens. Are all of themtotally
vari able, so that they will increase or decrease exactly in

proportion to the anpbunt of produce handl ed?

Ask trainees to comment on the likely novement of items such as:

Vehi cl e fuel

Packi ng materia

Wiy might these not double if the volume of crops doubl es?

Elicit suggestions such as:

- Larger volunes may nmean that vehicles will be nore often | oaded

to capacity, therefore reducing m | eage per ton.

- Higher consunption may nean that the society can obtain vol ume

di scounts for fuel or packing material

- Sone journeys are made for adm nistrative or personal reasons,
and the sanme nunber of such trips will be nmade however much

crop is handl ed.

Stress that costs cannot neatly be divided into fixed and vari -
able, as in the earlier over-sinplified exanple, or as described

i n some managenent textbooks.
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Allow trainees up to 20 mnutes to copy down the list fromthe
chal kboard, ranking all the itenms in their order of variability.
They shoul d rank the nost fixed as nunber one, and the nost
directly variable as nunmber twenty-four. Stress that the exact
sequence is not very inportant, and sone nay be nore or |ess
equal. The aimis for trainees to think carefully about how the

various different cost itens are likely to change when the vol une

of busi ness changes.

If any trainees have difficulty in understanding what is required,
ask for suggestions as to nunmber one and nunber twenty-four. Pos-

si bl e answers ni ght be:

1 = Audit fees
24 = Crop paynent to nenbers

Trai nees should rank the renaining items fromtwo to twenty-three

When t hey have finished, ask one trainee to read out his rank-
ings. A possi bl e suggestion is included in the list of itenms in
(2) above.

Ask other trainees for alternative rankings. Stress again that
the exact ranking of individual itenms is of little inportance.
What is inmportant is to recognise that no cost itens are totally

fixed or totally variable

Audit fees are likely to increase if the society doubles or

quadruples its scale of activity.

Crop prices may fall if nenbers double or quadruple their pro-
ducti on, because the crop nay not be sal eable.

Ask how a manager can estimate how each cost will behave if acti-

vity increases or decreases:

He can exanine records of past perfornance.

He can nmake intelligent estinates.
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Ask trainees to conpare postage costs with fuel costs. How m ght
a manager estimate the likely effect of increased activity on

t hese?

- Fuel costs: Approximte cal culation of extra nileage required.

- Post age: Probably not worth considering in isolation,
because the cost is so small. It may be treated
as fixed, or arbitrarily increased if nore exact

information is required.

Renmi nd trainees of the mcro cases used in Session 1.2. Mnagers
frequently have to estimate how costs are likely to behave when

vol ume changes:

- They may need to estimate future results or to set budgets.

- They may need to judge past results and to identify costs which

are or are not out of |ine.

There is no purpose in wasting tinme on relatively insignificant
items, or in attenpting to estimate future costs to an unrealistic
degree of accuracy. Stress that any estinates, budgets or other
attenpts at forecasting are only toals for namnagers, they shoul d
not waste time preparing themif nobody is going to nmake use of
themin a way which will nake a practical and val uabl e i nprovenent

to the managenment of their co-operative.

Ensure that all trai nees understand the fundanental distinction
bet ween costs which are generally fixed and those which vary.
Managers who appreciate this will be able to inprove their results
Wi t hout increasing prices, because they will understand how jp-
creased volume reduces cost per item
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IHE MOVENENT OF COSTS AND THE BREAK- FEVEN POI NT

hjective: To enabl e trainees to assess the variability of costs

from past performance, and to estimate future perfornmance

by cal cul ating the break-even point.

Time 2 to 3 hours.
Material Case study "The Val da Society" - Part |
Session Qiide:
1) Renmind trainees of the previous session, stress that it is vita

to appreciate the difference between fixed and variabl e costs, but

that no costs are conpletely fixed or conpletely variable.

Wite the followi ng table of figures on the chal kboar d/ OHP

Grain

10 cents per kil ogram
$100 per 10,000 kil ograns
$1, 000 per 100, 000 kil ograns

Transport hire

Storage renta

This is a highly sinmplified cost schedule for an agricultural co-
operati ve. Ask trainees to suggest why the cost of purchasing
grain varies by each kil ogram whereas rental for storage varies

only by every 100, 000 kil ograns:

- The noney paid for grain rises with each kil ogram purchased.

- It is inpossible to rent part of a store, it is only necessary
to rent additional storage when one store is full. The sane
applies to truck loading, it nmay be inpossible to rent only

part of a truckl oad.

Wite a table in the followi ng formon the chal kboard/ OHP, filling

inonly the left hand colum at this stage:



Cost of Cost of Cost of

Amount of Crop Crop Iransport Rent Total Cost
1 kil ogram 10 cents $ 100 $ 1,000 $ 1,100.10
100 " 1 0 100 1, 000 1,110
9,000 " 900 100 1, 000 2,000
10, 000 " 1,000 100 1,000 1 100
11, 000 " 1, 100 200 1, 000 2,300
90, 000 " 9, 000 900 1, 000 10, 900
100, 000 ! 10, 000 1, 000 1, 000 12, 000
110, 000 " 11, 000 1, 100 2,000 14,100
190, 000 ! 19, 000 1, 900 2,000 22,900
200, 000 " 20, 000 2,000 2,000 24,000
210, 000 " 21,000 2,100 3, 000 26, 100
Ask trainees to copy the table, and to fill in the answers for the

one kil ogram row. Ensure that they all understand that transport
and rent cannot fall below the m ninumfigures of $100 and $1, 000
respectively. If any activity is to take place, a conplete truck

journey nmust be paid for and one store nust be rented.

Ask trainees to fill in the renaining rows, ensure that they
appreci ate the location of the points when a further truckl oad, or

a second store, are needed.

Ask trainees to cal culate the approxi mate cost per ton (1,000

kil ograms) of transport and rent at the follow ng quantities:

10, 000 kil ograms
11, 000 "
100, 000 "

110, 000 !
200, 000 !

210, 000 !

Wite their answers on the chal kboard as fol |l ows:
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Transport Cost St or age
Tonnage per ton per ton

10, 000 kil ograns $ 10 $ 100

11, 000 18. 20 90. 90
100, 000 10 10
110, 000 10 18. 20
200, 000 10 10
210, 000 10 14. 30

Stress that these figures denonstrate that:

No costs are indefinitely fixed but only within a certain range

of activity.

Unpl anned expansion can jncrease costs per ton if it leads to a
need for new facilities which cannot be used to capacity.

Larger scale is not necessarily nmore profitable.

4 If trainees are famliar with graphs, ask themto draw a graph
showi ng the cost of crops and of rent fromthe cost schedule. The

graph should be in the form shown overl eaf.
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Stress that very few costs can be illustrated by a straight |ine,
nearly all involve "steps", and managers nust attenpt to establish

at what point the steps will be reached.

Distribute the case study. Allow trainees up to 15 mnutes to
read it through individually, answer any questions they may have,
and then divide trainees into groups and allow themup to 45 mn-

utes to solve the problem

Reconvene the trainees, and ask one group for its suggestion.
Wite their figure on the chal kboard, and ask ot her groups for

their answers. Wite these down as well, and ask groups to ex-
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pl ain how they reached their figures. If answers differ signifi-

cantly fromone another, ask representatives of each group to ex-

pl ain how they reached their answer.

The answer may be cal culated in a nunber of different ways:

- The loss at 800 tons (1980) and the profit at 1,200 tons (1984)
are very simlar, a figure of 1,000 tons shoul d approximtely

produce a "break-even" result, with no loss or profit.

- A graph may be drawn, as shown overleaf. Explain that one of
the Iines shows the costs, excluding the cost of grain, and the
other line the gross margin which is at a constant $20 per ton

as the selling and buying prices per ton do not vary.

Ask trainees why the two lines on the graph cross, why are they
not parallel? Stress that point "A' on the graph represents the
fixed costs, which are likely to continue even though the society
is not marketing much produce. As long as there is sone business
there are certain mnimmcosts. This means that on the graph the
two lines are not parallel, because the cost-line never goes to

Zero.

Trainees may be faniliar with the concept of a break-even point,
where costs are the same as revenues. They shoul d appreciate that
what they have done in this exercise is to calculate a break-even

point for the society.

Wth the help of the graph, the gross nmargin at various tonnage
| evel s ($20 per ton) may be conpared with the total cost. The
poi nt where the costs equal the gross margin, i.e. the point where

the two lines cross, is the break-even point.

Stress that a very exact answer should not be cal cul ated, since
the costs cannot accurately be forecast. Menbers night blane the
manager if he gives a very precise figure and other costs then
rise, so that even if the target is achieved the society nakes a

| oss.
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Ask trainees to exam ne the novenent of the various cost itens, as
conpared with the variation in tonnage, in nore detail. Ask them
to suggest how it appears that the costs are related to the ton-

nage.

Elicit the follow ng suggestions:

Cost (and sales) of nmize: Varies directly with tonnage.

Transport hire: There appears to be a mninumfigure of $5,000

plus $5 per ton for any tonnage over 500 tons.
Bags:  $1 per ton.
Rent: Fixed at $1, 000.

Labourers' wages: There appears to be a m ni mum fi gure of
$2,500, which increases by $1 per ton for any tonnage over 700

tons.
Sal ari es: Fi xed at $5, 000.

Treatment:  $2,000 m nimum plus $1 per ton for any tonnage over
800 tons.

Stationery, postage and neeting expenses: Fi xed total of $500.

Elicit fromtrainees, particularly any with relatively recent sec-
ondary or even primary school mathematics, suggestions as to how
these rel ati onshi ps can be used to cal cul ate the answer nore ex-

actly than in the ways al ready suggested

A sinple equation can be put together, based on the follow ng

formul a:

If X = the tonnage

G oss nmargin = 20X

Transport costs = 5,000 + 5 (X-500)
Bags = 1X

Rent = 1, 000

Labour wages = 2,500 + (X-700)

Sal ari es = 5, 000



Tr eat ment 2,000 + (X-800)
Stati onery, postage

and meeting expenses 500

The point at which the gross margin will equal the costs is the

br eak- even tonnage and nay be cal cul ated as foll ows:

Gross margin = Total costs

G oss margin = Transport costs + bags + rent + wages +
salaries + crop treatment + stationery,
post age, neeting expenses.

20X = 5,000 + 5 (X-500) + X+ 1,000 + 2,500 +
(X-700) + 5,000 + 2,000 + (X-800) + 500

20X = 5,000 + 5X - 2,500 + X + 1,000 + 2,500
+ X - 700 + 5,000 + 2,000 + X - 800 +
500

20X = 12,000 + 8X

20X - 8X = 12, 000
12X = 12, 000
X = 1, 000 tons

This is the nost accurate cal culation, but rem nd trainees that
mat hemati cal accuracy should not be allowed to del ude nenbers, or
t he manager, into believing that any formof agricultural activity

can be forecast with conpl ete accuracy.
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The Valda Society - Part |

The manager knew that the next season would be "nake or break"” for the
Val da Farners' Society. The society had | ost noney for the |ast three
years. It had been forned five years ago, but after two years of rea-
sonably good results the previ ous manager had been caught fal sifying
menmbers' payments. He was di sm ssed, but nenmbers lost faith in the so-
ciety and sold nost of their crops el sewhere. The facilities were
under -used, and al though the new nmanager had tried to reduce costs

there was little he could do to avoid the i medi ate | osses.

By hard work and efficient perfornmance he managed to regain some nmem
bers' loyalty, and inproved the results somewhat, but the society stil

| ost noney. This year, however, things had got to be different. The
Co- operative Departnent had undertaken a new policy of "Get Up or GCet
out”; any society which by the end of next year could not show at
| east one year with a surplus out of the last three years woul d be

wound up and nerged wi th another nore successful unit.

Many of the | ocal people had reacted strongly when this threat becane
known. Al t hough they had not supported their society in recent years,
they were very reluctant to allow it to pass out of their control or be
cl osed al toget her. A nunber of nmenbers who had had no dealings with
the society for sonme years nmet with the conmittee, and they told the
manager that they were prepared to nake a major effort to persuade as

many people as possible to give the society another chance.

They needed to have a target to work towards, however; how many tons

of maize would nenbers have to sell through the society in the com ng

season in order for it to avoid | osses?

The manager had prepared a summary of the last five years' results for
the society. There had been sone general inflation during this period,
but he had corrected all the figures in order to elininate the effects
of price increases. Now he had to analyse the results and work out

what |evel of tonnage would elimnate the | ossess.



Results of The Valda Society

Item 1980 1981 1982 1983 1984

Tons marketed 1,200 1,400 500 700 800

Cost of maize @ $40 a ton $ 48,000($ 56,000($ 20,000($ 28,000{$ 32,000
Transport hire $ 8,500({$ 9,500{$ 5,000i{$ 6,000{$ 6,500
Cost of bags 1,200 1,400 500 700 800
Rent 1,000 1,000 1,000 1,000 1,000
Labourers' wages 3,000 3,200 2,500 2,500 2,600
Management salaries 5,000 5,000 5,000 5,000 5,000
Crop treatment 2,400 2,600 2,000 2,000 2,000
Printing and stationery 200 200 200 200 200
Postage 100 100 100 100 100
Meeting expenses 200 200 200 200 200
Total costs $ 21,600{$ 23,200{$ 16,500}$ 17,700($ 18,400
Sales at $60 a ton $ 72,000|$ 84,000|$ 30,000($ 42,000|$ 48,000
Total costs including produce 69,600} 79,200 36,500| 45,700 50,400
Surplus/(Loss) $ 2,4001$ 4,800(%(6,500){$(3,700){$(2,400)

Assi gnnent .

the sellers have to narket in order to

in 19857

How many tons of maize wll

achi eve "break-even"; that is, no surplus and no | oss,
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SESSION 2. 3
DI RECT COSTS AND OVERHEADS
hjective: To enabl e trainees to distinguish between direct and in-
direct, or "overhead" costs, and to identify the issues
involved in allocating themto different activities.
Tioe: 12 to 2 hours.
Material "The Val da Society", Part | (from Session 2.2).
"The Val da Society", Part |Il: Role Briefs.
. ide
1) Remind trainees of the previous session, and of the difference be-

tween fixed and vari abl e costs.

Ask themto consider their own cost, that of nanagenent; how do

they decide how nuch of their own salary and support costs should

be allocated to each activity?

Trai nees may never have thought about this before; showthat it
is sonetinmes necessary to allocate costs in this way, in order to
set prices, for instance. This session will bring out the issues

involved in this type of decision.

Divide trainees into three groups, one to represent each side in
the argunent described in The Val da Society, Part Il, and one to

act as managers or arbitrators.

Distribute a copy of Role Brief Ato all nenbers of one group

Role Brief B to nenbers of the second group and Role Brief Cto
those who are acting as the arbitrators. Ensure that all trainees
have copies of the case study from Session 2.2 and that they have
sonme notes of the concl usions about the break-even point and the

expl anation for the novenent of various cost itens.

Ensure that nenbers of each group do not see the briefs of any

others. Allow the groups up to 20 nminutes to discuss the position



they will present and the argunents they will use, and, in the
case of the arbitrators, the criteria they will use in judging the

conflicting points of view

Reconvene the class, and ask a spokesman for Goup A to present
their case. He or she should be followed by a representative of
G oup B. A spokesman for the arbitrators should then be all owed
to ask any questions of the two groups. Thereafter the debate can
be open to any trainees who wi sh to nake a contri bution. Ensure
that nmenbers of Groups A and B do not "change sides" at this
stage, they should attenpt as effectively as possible to put for-

ward the case they were asked to represent.

Tr ai nees shoul d be di scouraged from extendi ng the di scussion too
far beyond the basic pricing issue. If the two groups succeed in
achi eving an am cabl e solution without the help of the arbitra-
tion, the third group should be asked to comment on the debate and
its conclusion, and not necessarily to put forward their own "ver-

dict" instead.

After a debate of around 30 minutes, ask the arbitrators to with-
draw for five mnutes in order to make their decision, they should
then return and present their conclusion, along with their rea-

sons.

The argunents for each side should include the following; if any
maj or points are omitted, ensure that they are introduced and

under st ood

$45 Price:

- The society will not be spending any extra nobney on transport,
rent, storage or managenent, and there is no reason why nenbers

shoul d pay for expenses that have not been incurred.

If the society tries to earn a substantial surplus on the fer-

tilizer sales, it will nean that those nmenbers using fertilizer
wi || be subsidising the whole operation; this is not fair.
Alow price will encourage nore fertilizer use and thus hi gher

production in future. Everybody will benefit fromthis, be-
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cause processing and storage costs will be spread over a |arger

vol une

The society exists to serve its nenbers, not to exploit them
The good fortune of being able to use the existing transport
and storage, wi thout any additional costs, should be passed

over to menbers and not retained by the society.
$60 Price:

Revenue fromthe additional activity should be used to reduce
the cost of transport, |abour, managenment and storage per ton

of mai ze. There is no reason why the fertilizer should not
carry its fair share of the cost.

Usi ng the fornula which was devel oped during the previous ses-
sion, it is possible to calculate the cost per ton of transport
and ot her services, assunming that the target figure of 1,000

tons of maize will be achieved, and that 100 additional tons of
fertilizer will be handled, nmaking 1,100 tons in all

Transport $5,000 + 5 (1,100 - 500) = $8, 000
Rent $1, 000

$ 7.27 per ton

= .91 per ton
Labour $2,500 + (1,100 - 700) = $2,900 = §$ 2.63 per ton

Sal aries $5,000 = $§ 4.54 per ton

Post age etc. $500 = .45 per ton
Total cost = $15.80 per ton

This works out at $45 + $15.80 or $60.80 per ton; $60 may be too
low a price!

- The 100 tons of fertilizer should bear their due share of al
the costs, as cal cul ated above. An addi tional argunent for
this is that nmenbers nmay require nore fertilizer or other in
puts in the future, at different tinmes when they cannot use the
transport and other services. Every additional supply should
bear its proper share of all the costs, since sone additions in
the future will undoubtedly incur extra costs. It would be a

dangerous precedent to add no margin to the fertilizer cost in

thi s case.



- |If the society charges $60 a ton, there will be an additiona
surplus of $1,500 or about $1.50 per ton of mmize. The ferti-
lizer operation will only be able to take place because of the

mai n operation of maize marketing, and those nmenbers buyi ng

fertilizer should therefore pay for the service. They will
benefit, like all the other nenbers, fromthe additional sur-
pl us.

Both sides clearly have good argunents. The arbitrators nmay rea-

sonabl y propose a conpromi se, possibly along the follow ng |ines:

- Total transport costs increase by $5 for each additional ton.
The fertilizer should therefore carry a $5 per ton transport

cost.

- Labour wages increase by $1 per ton, so the fertilizer should

only bear this cost for |abour.

- The fertilizer operation will bring the total tonnage of maize
and fertilizer to 1,100 tons. The total cost of managenent,
rent and other services is $5,000 + $1,000 + $500 = $6, 500,
that is $5.90 per ton.

- The total "burden" to be carried by the fertilizer should

t herefore be

Transport $ 5.00
Labour 1.00
Managenent and Over heads 5.90
Tot al $ 11.90

The fertilizer should therefore be sold for $56.90 per ton, or
possibly $55 in order to encourage greater use and thus contribute
towards greater production by nenbers and better results for the

society as a whole in the future.

Ask any trainee with a know edge of accounts to say what "Overhead

Expenses” are. Elicit the answer that overheads are expenses
whi ch have to be incurred by a society, but which cannot be

clearly identified with any particular activity. An alternative
termnology is "direct costs" for costs that can be identified

with specific activities, and "indirect costs" for overheads.
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Check trai nees' understanding by asking themto identify the over-
heads in the Val da Society case study; elicit itens such as rent,

sal ari es, postage, etc.

Refer back to Sessions 2.1 and 2. 2; ask trai nees to suggest the
di f ferences between fi xed and vari able costs, and direct and over-

head costs.

Stress that direct costs need not be variable. If the Val da So-
ciety had to rent a store especially for the fertilizer, it would
be a fixed cost but would also be directly related to the ferti -

lizer.

Ask trainees to give exanples of overheads in their own socie-
ties. Stress that control of overheads is often over-I| ooked,

since major attention is directed at najor direct itens such as

produce selling prices or transport costs. Furt her sessions wll

exanm ne how and when over heads should be allocated to activities,

and how they can be controll ed.

Ask trainees to suggest what proportion of their societies' costs

are over heads. Figures will differ, but overheads often anmpunt to

between 1/3 and 1/2 of total costs.
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The Valda Society, Part |1
Role Brief A

You are a nenber of the Valda Farners' Society, and you have been per-
suaded to support the society this season, in view of the threat to its
future. A few weeks ago the nmanager told the nenbers that the society
was going to be able to supply fertilizer this year, in addition to
mar ket i ng your crop. You were very pleased to hear this, since the
privately owned distributors fromwhomyou presently buy fertilizer are
inefficient and you think that their price of $60 a ton is extor-

tionate

The manager said that it was going to be possible to transport and
store the fertilizer without incurring any additional expenses, since
the sane vehicle that delivers maize to the Marketing Board store will
be able to collect the fertilizer fromthe National Fertilizer Corpora-
tion depot, and bring it back on what would otherwi se be an empty
j our ney. The fertilizer will be stored for a few weeks in the so-
ciety's warehouse, which will by that tine be enpty, and you will then
be able to collect your 40 bags of 50 kil ograns each when you need
t hem

The manager sai d not hing about the price, but you know that the
National Fertilizer Corporation charges $45 per ton for fertilizer col-
lected in mMnimumlots of 50 tons fromtheir depot. Since no addi-
tional expense is going to be incurred by the society, you assune that
you woul d have to pay the sane anpbunt, which will certainly be an im

proverment on the $60 price you are paying right now

You have recently heard runours that the society will be charging a far
hi gher price. You are not sure how much is being suggested, but you
cannot understand why you should pay any nore than $45, since that is
all that it is going to cost the society. In order to make sure that
you do not end up paying any nore than $45, this year or in any future
year when you expect to use far nore fertilizer, you and a group of
| i ke-m nded nenbers are going to see the nmanager. You propose to

present your case for a $45 per ton price as forcefully as possible.
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The Valda Society, Part 11

Role Brief B

You are a nenber of the Valda Farmers' Society. You live in a hilly
area and you grow traditional nmize, but your yields are quite satis-
factory given the difficult conditions, and you have agreed to support

the society in order to avoid the threat of closure.

A few weeks ago you heard that the society was going to start supplying
fertilizer. You do not use fertilizer yourself, since it is uneconomc
with traditional maize, but you were glad to hear of anything which

could help the society to earn npre noney.

Apparently they will be using the same truck that takes the society's
mai ze to the Marketing Board store to collect the fertilizer fromthe
nearby National Fertilizer Corporation depot and bring it back to the
society's store. Menbers who need fertilizer will then collect it from

the store thensel ves.

Fertilizer normally costs around $60 a ton. You have heard that the
society will be paying $45 a ton for the fertilizer collected in bulk
fromthe depot. Those nenmbers who use fertilizer have apparently

ordered a total of 100 tons, and you realise that the nmargin of $15 per
ton will add about $1,500 to the society's surplus. You know that this
will be a great help, and may even enable you to receive a dividend for

the first tine.

You have recently heard, however, that some of the nmenbers who will be
using fertilizer think that they will only have to pay $45 a ton for
it. You cannot under stand where they have got this idea, since every-

one realises that it costs npbney to transport and store their maize,
and to nmanage t he whol e operati on. Fertilizer will be no different,

except that it will be noving in the other direction fromthe crop

You, and a nunmber of your nei ghbours who do not plan to use fertilizer

are very worried about the runours of cheap fertilizer. You realise
that the expenses involved will have to be paid for out of the surplus
earned on your maize production. You have therefore decided to go to

see the nmanager, and to explain to himwhy you feel the fertilizer



shoul d be sold for $60, and that there will be no question of any |ower
pri ce bei ng consi dered. You believe that if the fertilizer sal es can-
not carry their proper share of the society's costs, the society m ght

just as well not becone involved in fertilizer distribution at all
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The Valda Society, Part 1|1

Role Brief C

The nmenbers of the Valda Farners' Society have responded well to the
call for support for the society and there seens to be little doubt
that the target deliveries of 1,000 tons of maize will be achieved. As

manager, however, you are now worried by anot her problem which has
arisen fromyour own success.

In your efforts to find additional business for the society you con-
tacted the National Fertilizer Corporation. They were not satisfied
with the present privately owned distributors in your area, and they
agreed to allow the Valda Society to distribute fertilizer direct to
its nmenbers. The menbers who use fertilizer will require it just a few
weeks |later than the time the society will be delivering nenbers' crops
to the Mai ze Marketing Board. The fertilizer depot is in the sane town
as the Marketing Board store, and it will therefore be possible for the
fertilizer to be transported back to the Valda Society at no extra

cost, since the truck woul d ot herwi se be naking the journey enpty.

You asked nmenbers to place orders for fertilizer well ahead of tine.

Only about half of themw sh to use it, since the others still grow
traditional varieties of maize on hilly areas where hybrid nmaize is not
econom c. Altogether the nmenbers who are interested have ordered about
100 tons of fertilizer. There is clearly going to be no probl em about
transporting or storing this quantity. The price of fertilizer col-
lected in bulk fromthe depot is $45 per ton. The society is free to
set whatever price it wishes for reselling the fertilizer to its nem
bers, and you have decided that $50 is a reasonable figure, slightly
|l ess than the price charged by privately owned di stributors of around

$60. The extra surplus of $5 a ton of $500 in total will be a useful

addition to the society's earnings in this critical year.

Now you have heard that a severe dispute had arisen over the price to
be charged. Contrary runmours have been circulating, and this has appa-
rently created a great deal of ill-will, and a del egation from each of
the two opposing factions is comng to see you shortly to present their
vi ews and argue their case. You realise that the dispute could have

severe effects on the society, whose future is by no neans certain in



any case. You have got to listen carefully to what the del egations

have to say, and then conme to a conclusion which satisfies everybody.

Your concl usion shoul d possibly take account of the fact that sone
costs for transport and | abour are indeed variable, while others are
fixed. It may be reasonable for the fertilizer to bear the variable

costs, together with sonme proportion of the fixed costs.
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SESSION 3.1
OVERHFAD APPORTI ONVENT
(bjective To enable trainees to sel ect appropriate nethods of ap-
portioni ng overhead costs to different activities.

Tine 12 to 2 hours.
Material : Case study "The New Delta Warehouse".

Cess| i de

1) Refer back to the previous session. Remi nd trainees that this

dealt with the decision as to how overheads shoul d be all ocat ed,

whi ch departrments or products should "carry" which costs.

Ask trainees what basis was used to allocate the transport cost to
the fertilizer and to the nmize; the respective tons carried of
each was the obvious basis to use

Are there sonme tasks or products where allocation according to
weight is inpossible or inappropriate? Refer back to previous ex-
ercises on calculating costs of letters witten or other similar
tasks, to show that other methods nust sonetinmes be found. Mn-

agers must deci de:

-  To what tasks, departnments or products overheads must be allo-
cated.

- What proportion of each overhead nust be allocated to each
task, departnent or product, that is, how nust they be appor-
tioned.

Di stribute the case study. Di vide trainees into groups and al |l ow
themup to 30 minutes to come to a decision and to prepare a pre-
sentation, justifying the nethod of apportioning overhead costs

whi ch they prefer.

Reconvene the cl ass, and ask each group in turn to present their

concl usi ons.
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If there is a difference of opinion, encourage di scussion and
ar gunent . Attenpt to elicit arguments against each vi ew by asking
trai nees to suggest coments which m ght be nade by the society's

menbers who were buying the follow ng supplies:

. . I ight
Cenent (Heavy, |ow value, tends to be sold quickly but penalised

drastically if charged on a wei ght basis.)

. I . I e

Smal | hardware itens such as nails. (They may be stocked for a

long tinme, but they do not deteriorate and occupy little space.)

. . I I |
Smal | quantities of concentrated chemicals. (They are very highly

priced, but use little space, do not deteriorate and are easy to

handl e.)

Sacks, baled forage or wire netting. (Very high volume, but tie

up little noney, may only be stocked for a short tine.)

Ensure that the argunents for and against all four suggestions are

presented, even if they have not been put forward by any group.

Tr ai nees may suggest sone conbi nation of two or nore nethods. Ask
themto describe how any such figures would be worked out in prac-
tice. Stress that arguments such as those put forward in the case
study often distract nmanagenent fromthe task of cost control; it
is easier to tal k about new nethods of accounting than actually to

i mprove the efficiency of what is being done.

Ask trai nees to suggest what factors they nust consider, apart

fromfairness

Elicit the fact that any system nust be practical and easy to
apply. There is no point in having a fair systemif it involves
staff in cal culati ons and neasurenents which will cause over head

costs to be even higher.
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Ask trainees to rank each of the four methods in terns of its sim

plicity; elicit some such ranking as:
Si npl est (1) Vval ue
(2) Weight
(3) Vol une
Most Conpl ex (4) Time

If the groups have not already cone to this concl usion, stress

t hat apportionnent by value is probably the best sol ution:

It is by far the easiest to apply, involving no extra coll ec-

tion of information since prices are already known.

The cost of capital, insurance, security, buying and adnini -

strative tine are in fact closely related to val ue. Factors

l'i ke space or handling equipnent are far | ess inportant.

Stress that it is unnecessary to go to excessive details in appor-
ti oni ng overheads such as storage costs, and that any system
shoul d be tested by asking whether the results make any difference
to managenent deci si ons. If they do not, the sinplest system

shoul d be preferred.

Thi s session has dealt with only the apporti onnent of storage

costs. Tr ai nees whose societies are involved in processing,
transport or other activities should be asked to consider how

over heads ni ght be all ocated for these operations. They shoul d

suggest a nethod which fairly reflects the i ncreased expense if

use of the particular facility increases. Exanpl es incl ude:

Iransport , where extra weight is likely to lead to extra adm n-

istrati on and vehicl e over heads, and should therefore be used

as the allocation neasure.

The overheads for processing activities should probably be ap-
porti oned on the basis of the tine spent by the operators,

since this is likely to increase if volune increases.



Stress that it is less inportant to apportion overhead costs than
it is to make sure that overheads are kept at a mnimum and that
all equipnent is operated at full capacity so that the overheads
are spread over as |l arge a production as possible. Reni nd
trai nees of the previous session, where the apportionnment mnethod
was | ess inmportant than managenment bei ng aware of the opportunity

to use presently under-used warehousi ng and transport capacity.
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The New Delta Warehouse

The Delta Farners' Society had for many years operated a successful
mar ket i ng operati on: collecting, storing and selling its nenbers'
crops. They had now deci ded to provide a conprehensive agricul tural

i nput supply service to the grow ng nenbership

In order to be sure that the service was a genuinely conprehensive and
effective one fromthe very begi nning, the society invested very
heavily in new physical facilities. They constructed a specially de-
si gned war ehouse, and |leased a forklift truck so that their heavy
stocks of fertilizers, seeds and other itens could be properly stored

and taken when needed.

The whol e operation was to be managed by a newly appoi nted farm supply
supervi sor. He had already hired a driver for the forklift truck, a
stock clerk, a sales clerk and two general |abourers. The stock clerk
had been sent on a course to |learn how to operate the special stock
control systemthat was going to be used, and the sales clerk was al so
being trained to operate the new el ectronic cash regi ster which would

item ze each sale and provide information for stock records.

A large variety of itens were to be stocked. Fertilizers would take up
the nost space, the 50 kil ogram bags would sell for between $10 and $20
each, depending on the variety and strength. There was also to be a
| arge nunber of different types of seed, ranging fromsnmall envel opes
for vegetables, selling for $1 or less, to 50 kil ogram bags of mmize
seed, potatoes and wheat. These bags would sell for up to $50 each

There were al so bottles, cans and druns of liquid fertilizers and ot her
agricul tural chenmnicals. Sone were very concentrated and expensive even
for a snmall quantity while others were relatively cheap. They were
al so planning to stock a range of commonly required hardware and tools,
such as corrugated iron sheets, fencing wire, cement , sprayers

shovel s, hoes and spades. These woul d occupy a fair amount of floor-
space, but little special storage equi pnent would be required, and na-
terials of this sort were often required by nmenbers and were sonetines

difficult to acquire fromother suppliers



The society had had to spend a great deal of nobney on constructing the
war ehouse, but the manager had realised that nore noney would be tied
up in the stock to be held init. Sone items, such as seeds, would
only remain in stock for a few days or a week or two at the nost, since
menbers had to sow their seeds in as fresh a condition as possible and
the society only took delivery very shortly before planting time.

Q her itenms, such as fertilizers, might be in stock for sone nonths.

Certain hardware itens m ght be stocked for even |longer, since it was
difficult to forecast demand and there were attractive quantity dis-

counts which made it worthwhile to buy rather large quantities. The
soci ety's bankers had agreed to a substantial overdraft, to be drawn on
as required, but the manager realised that this was not necessarily

econoni c; the interest to be paid was substantial.

The manager had tried to forecast the level of all the new costs that
woul d be involved in the new farm supply operation. Menbers would col -
l ect their own supplies fromthe warehouse, or pay for delivery, and
any credit they received would be separately paid for out of the so-
ciety's credit scheme, but the cost of storage and adninistration would
be substantial . The manager had budgeted a total annual figure of
$50, 000 for all the storage costs that could not be separately charged
out to menbers. There was little doubt that these costs would be
covered, because nenbers woul d expect to pay a margin over and above
t he whol esal e price of supplies to the society, but the problem now
rose as to how the extra costs should be apportioned to the various

itens.

The nmanager had not dealt with this type of operation before, and he
had asked four different people, who he judged had sonme experience in

this field. Their responses were as follows:

M._A "Forklift trucks, storage racks, |abour, the basic structure
of the building itself, all these depend on the wei ght of
what is handl ed. Make an estimate of the total wejight of
goods to be handled in the year; if it is likely to be 5,000
tons, for instance, add $10 a ton to cover your expected ex-

pendi ture of $50, 000."

M. B: "It stands to reason, the longer an itemis in storage, the

nore it costs. Thi ngs that nove in and out cost hardly any-



Session 3.1
Sheet 4

t hi ng, but what occupi es the warehouse, ties up the over-
draft, involves insurance, security and so on is goods that
are stored for a long time. Divide things up into four or
five categories fromfastest to slowest noving itens, and ap-

portion the cost on that basis."

M. C "Money is what counts. If sonmething costs $10, it will cost
ten tinmes nore to store than sonething that costs $1. Esti -
mate the total value of what you plan to sell, and apportion
the costs accordingly. If it is half a mllion dollars, for
exanpl e, add on 10 cents for every dollar's worth, and that

will give you the right apportionnment."

M.__D: "Storage, novenent, space, these are what cause expenses and
they are based on volune. Make a rough estimate of the tota
number of cubic metres of goods you will sell in a year, then
neasure each item very roughly, apportion the $50, 000 ac-
cordingly. If you reckon you will sell 10,000 cubic netres,
for instance, then add on a $5 extra charge per cubic netre.
A can of chenicals of about one-tenth of a cubic nmetre would

bear a 50 cent charge."

Assi gnment

The manager now had to deci de which nethod of apportioning the overhead
costs to the various products he should use, and to present and justify

his decision to the commttee. Advise himon what he shoul d do.
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SESSION 3.2
COST CENTRES
(hjective: To enabl e trainees to deternine appropriate cost centres
within their societies and to identify the appropriate
ways of neasuring their outputs.
Tine: 12 to 2 hours.
Session Quide:
1) Ask trainees to suggest the main purposes of cost accounting, eli-

cit the follow ng:

To set prices.
To nmake deci sions about future operations.

To apprai se past perfornmance.

Wite the followi ng i nformati on about three societies, A B and C,
on the chal kboar d/ OHP. Allow trainees up to 15 minutes to |ist
the kinds of information they m ght demand, for each society, for

a cost accounting system

Marketing Society A Col l ecting, drying, storing and delivering

its nenbers' mmize crop
Transport Society B: Providing transport services to nenbers.

Dairy Society C Suppl ying cattle feed, processing nenbers
m |k and provision of artificial insem na-

tion services

Ask trainees for their suggestions for Society A These shoul d

i ncl ude:

The total costs of dealing with nenbers' naize.

The costs of the collecting, drying, storage and delivery op-

erations, separately.



Soci ety B:
- The costs of transport per journey and per ton.

- The cost of running each vehicle

Society C

- The cost of providing each service.

Point out to trainees that they are in effect suggesting that in-
formation about costs should be collected in nore detail than just

for the whol e operation, in the case of each of the societies.

They are proposing that information about costs should be col -
lected for a nunber of different "centres", in order to achieve

the objectives of costing which were nentioned in item1.

List the follow ng possible cost centres, for which costs night be
separately coll ected. Ask trainees to suggest which are appro-

priate and which are not.

- a copyi ng nachi ne

- a security office

- a vehicle *

- atypewiter

- an accounts departnment

- a nessenger

The *starred itens might be appropriate cost centres; the others
m ght not. Elicit the following criteria for deciding whether or

not a given activity or function should be a separate cost centre:

- The costs shoul d be substantial and controll able:
- The function should be one person's responsibility.

- It should not be difficult to apportion the costs on a reason-

abl e basi s.

- Most inportant: the effect of calculating the cost of the pro-
posed cost centre can be nore than justified by the possibility

of savings which can be nmade once the cost is known.
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Stress that appraisal of past perfornmance and notivation for
future inprovenments is one of the nost inportant functions of cost

accounti ng. Trai nees decisions as to the detail in which costs
shoul d be all ocated between the various functions in societies A
and C, will depend to an extent as to whether these departnents

are under different nanagers or whether they are under conmon nan-
agenent . The selection of cost centres is dependent on the scale
and type of organisation of the particular co-operative society

whi ch is being considered

Wite the following sinplified operating statenent on the chal k-
boar d/ OHP:

Societies A, B and C

Results for 1984

Revenue 100, 000
Cost s 90, 000
Sur pl us 10, 000

Ask trainees what additional information is normally required in

order for such a statenent to be legally acceptable.

In nost countries, it may be necessary to show itenms such as in-
terest charges, bad debts or conmmittee neeting expenses separ-
ately. What are the inplications for the accounting systemif the
additional information related to various "cost centres" is to be

obt ai ned?

Costs will have to be collected for

Each function (Society A)
Each vehicle (Society B)

Each service (Society O

Ask trainees to suggest what difficulties may arise in collecting
such information, and naking it useful for managenent. |f neces-
sary elicit their answers by remninding them of the previous ses-

sion on overhead al |l ocati on net hods.



- Howwll the costs of general nanagenent, interest charges,

conmi ttee neetings, education and so on be apportioned?

Rem nd trainees of the purposes of cost accounting. In addition
to costs, what else is needed, in order to provide information for

pricing, decision making and apprai sal ?

Wite the followi ng exanple on the chal kboard/ CHP. What ot her in-
formation is needed before any judgenent can be nade?

Costs of X Departnent
1983 10, 000
1984 12, 000

Clearly sone indication of output is needed, so that costs can be
related to activity. The 20% i ncrease in costs may have arisen
because of inflation, because of a 50%increase in volune, or in

spite of steady prices and/or a decline in volune.

Remi nd trainees of the difficulties of fairly apportioning over-
heads in an input supply operation. The problem arose because it
is difficult to decide whether output is to be neasured in vol une,
wei ght or cubic netres. The sane probl em ari ses when det erm ning

any sort of output.

Wite the following list of departnments on the chal kboard/ OHP, if
necessary substituting functions which are famliar to trainees

Transport Service

I nvoi ci ng Depart nent
Contract Pl oughi ng Service
Secretarial Departnent

Mar ket i ng Depart nent

Allow trainees up to 15 nminutes to wite down as nmany ways as pos-
si bl e by which the output of each of these departnents m ght be

nmeasur ed.
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Elicit suggestions fromtrainees, which should include the follow

ing:
Transport: (a) Journeys undert aken.
(b) Kiloneters driven.
(c) Ton kiloneters carri ed.
(d) Tons carried.
I nvoi ci ng: (a) Val ue invoiced.

(b)  Nunmbers of invoices issued.
Pl oughi ng: (a) Hectares ploughed.
(b) Menbers served.
(c) Revenue received.
Secretarial : (a) Letters typed.
(b) Total society turnover.

(c) Periodic recording of costs nonth by nonth
only.

Mar ket i ng: (a) Val ue sold.
(b)  Tonnage sol d.

c) Surplus earned.

Di scuss each suggesti on. Ask trainees to imagi ne thensel ves to be
t he manager responsible for each departnent, and to i magi ne how
they might feel unjustly treated if their perfornmance was neasured
only by reference to the costs of their departnent in relation to
each of the perfornmance nmeasures suggest ed. Elicit problens such
as:
Transport: (a) Journeys mght be |onger.

(b) Heavier |oads mght be carried.

(c) More pick up and dropping points mght be re-
qui r ed.

(d) More kilometers mght have to be driven.

I nvoi ci ng: (a) More individual invoices mght be needed.

(b) Each invoice mght be nore conpl ex.



- Pl oughi ng: (a) The fields mght be nore distant.

(b) The nenbers might vrequire nore ploughing
each.

(c) Cost might increase, or charges m ght be kept
down inspite of cost increases.

- Secretarial: (a) Letters might be |onger and other work in-
vol ved.

(b) The nunber of letters per $1,000 of business
m ght i ncrease.

(c) Wages might increase.

- Marketing: (a) Geater sales effort nmight be needed.
(b) The nunmber of custoners might increase.
(c) Conpetition might increase, or prices mght
be hel d down.
Stress that there is no perfect neasure of performance. Ask

trai nees which of all the suggestions nade is nbst nearly repre-

sentative of the real value of output.

Elicit the answer that it is the revenue received, for the plough-
i ng service. Stress that very few departnents actually charge
nmenbers or others for their service. They forma part of the

total services of the society.

A society itself nust be evaluated by reference to its costs in
relation to its revenue, that is its surplus, but individual de-
partnents can rarely earn a surplus on their own. Sone artificial
nmeasur e of performance nust be found, which nust be sensibly in-
terpreted because of problens of the type already identified by

trai nees.

Ask trainees to suggest the advantages of dividing a society's op-

eration into as nmany individual cost centres as possible:

- Cearly, this would increase managenent's know edge and contro

of every function.

What are the di sadvant ages?
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The cost of collecting and presenting the information.

The conplexity of the resulting system

The difficulty of explaining certain information to the very
junior staff who would necessarily be responsible for the

smal | er cost centres.

Ask trainees to suggest criteria for determ ning cost centres.

Elicit the follow ng suggestions:

- Each cost centre should be the responsibility of an individua
who can be held accountable for it and will be capable of col-

| ecting and using the information about his or her cost centre.

The total costs of the centre must be sufficiently high to jus-

tify the cost of collecting and presenting infornation.

- The costs should be sufficiently likely to vary to be worth

coll ecting and controlling.

Surmrari se these concl usi ons on the chal kboard/ OHP, and wite up
the following list, or a simlar list drawn fromtrai nees' exper-

i ence

- Individual vehicles in a transport operation.

- Individual typists in an office.

Separate departnents in a processing society.
- Individual extension staff.

Smal |l |ocal collection and processing centres.

Ask trainees to decide which of these itens should be constituted

as separate cost centres, and which not, and why.

Elicit the follow ng suggestions:

Each vehicle should be a cost centre. Fuel, spares and main-
tenance costs for each vehicle should be collected separately,
because they can vary with driver's performance, the age of the

vehicle and the workload it carries.



8)

- Individual typist's salaries are unlikely to vary unexpec-
tedly. The cost of supplies used is very small and normal sup-
ervi sion should ensure that all typists are properly and pro
ductively enpl oyed. The secretarial operation as a whol e

shoul d be a cost centre.

- Separate departments should be individual cost centres. They
may vary, | osses on one may be conceal ed by increased effi-
ciency in another, and it may be necessary to deci de at sone

time to expand, contract or discontinue a particular function.

- Individual extension staff salaries are unlikely to vary, and
their associ ated costs are generally not | arge. Ef fecti ve
field supervision is vital, since their output is also very
difficult to neasure. Cost centre accounting al one cannot ef-

fectively control the costs and val ue of an extension service.

- Branch coll ection and processi ng centres shoul d be costed sep-
arately, since they can easily be m smanaged and may be totally

uneconom c.

Ask trainees to describe the cost centres into which their own so-
cieties are divided. If, as is possible, many are not so divided
at all, discuss the situation in the light of this session and in-

vite suggestions as to how they ni ght be divided in future.

Stress that while it nay be appropriate to select cost centres on
the basis of the nanager's responsibility, it may al so be appro-
priate to consider reorganising a co-operative society in order to
make indi vi dual managers responsi ble for individual cost centres,

whose costs and out put can be neasured as has been di scussed in
this session. If the organisation of a |large society is such that
nobody except the general nanager feels that he is actually re-
sponsi bl e for a conpl ete operati on whose out put and costs can be
nmeasured, it is unlikely to be nanaged effectively. A reorganisa-
tion and the introduction of cost centre accounti ng may nake a

dramati c i nprovenent to nanagenent notivation and perfornance
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SESSION 3.3
COST DATA COLIFCTION
hjective: To enabl e trainees to design and operate systens for col-
| ecting the data necessary for a cost accounting system
Tine: 12 to 2 hours.
Material Case study "The Consolidated Society A"
. i de.

1) Distribute the case study. Divide trainees into groups and al |l ow

themup to 45 mnutes to conplete the assignnent.

2) Reconvene the groups, and ask representatives from each group to

present their concl usions.

A possible nonthly anal ysis m ght be as foll ows:

Collect all fuel, maintenance (tine, outside bills and spares),
drivers' wages, depreciation and license and i nsurance costs
for each vehicle separately, to showits total cost of opera-

tion.

Al l ocate all vehicle costs, collected as above, to the separate

functions of:

crop col |l ection,

crop delivery,

supply coll ection,
supply delivery,

nmenber hire,

general administration

ext ensi on,

on the basis of the kilonmeters run for each function, to cal cu-

|late the total cost incurred in each function



- \Wen possible, conpare the costs of each function, collected as

above with some ot her neasure. Exanpl es:

- Compare the cost of individual farmsupply deliveries with a

five percent surcharge on the deliveries

- Conpare the cost of bulk collection of farm supplies with

the cost of the sane service from outside contractor

- Conpare the cost of crop deliveries to the Marketing Board

with the cost of the sane service fromoutside contractor.

- Compare the cost of nenmber hire with the hire charges raised

from nmenbers.

- Conpare the cost of collection of crops with the tonnage of

crop collected.

The groups may suggest nore or |ess detail ed anal yses. Ensur e
that they put forward the reasons for what they suggest, that is
the ways in which the nanager will actually be able to use the in-
formati on provided in order to inprove the efficiency of the

transport operation.

The above suggestions could be used as foll ows:

- lndividual vehicle operation costs: to nonitor the efficiency

of each vehicle, to assist in replacenment decisions, to conpare

and nmotivate driver's performance

- Allocation of vehicle costs to functions according to kil o-
neters driven: to prevent misuse by ensuring that every kil o-
neter is allocated to a specific function, to nonitor the cost
of each function in order to deci de whether or not to continue
it or to replace it with an outside contractor, to help to
deci de on the charges to be nade to nenbers, to help to decide
whet her farm supplies should be purchased from suppliers

i ncl udi ng delivery.

Ensure that trainees understand exactly how the information could
be used to assist in decisions of this type. Stress that costing

data does not actually nmake decisions, it nerely provides inforna-
tion which hel ps nanagers to nake hetter decisions.



4)

Session 3.3
Sheet 2

Stress that the yvalue of any information nust not be exceeded by
the cost of collecting it. Ask the group which have suggested the
nost conpl ex analysis to state how they would collect the inform

tion. They shoul d specify exactly what docunents woul d be used,
by whom so that the adm nistration load is fully understood.

The analysis suggested above mnight be based on infornation

coll ected as foll ows:

- Every vehicle has a nmonthly I og card, in which every kil oneter
it runs has to be allocated to one of the functions. Each
journey nust be authorised, on the card, by the nanager or

supervi sor responsible for that function

- The vehicle nechanic nust allocate every hour of his tinme, and
every item of spare parts purchased or used, to a particular
vehicle.  He nust record this allocation as the work is done,

whi ch shoul d be acknow edged by the responsible driver, in
witing.

- Certain materials such as cleaning rags, small tools, nuts and
bolts and so on need not be allocated to vehicles, but their
costs should be allocated to the nechanic's wage and accordi ng

to the kilonmeters run by each vehicle.

- The cost of any naintenance jobs done outside, in energency, or
because they are beyond the capacity of the society's mechanic,
must be allocated to that vehicle, and noted on the nmechanic's

mont hly report of what he has done.

- Al fuel issued or purchased nust be allocated to specific
vehicles. |ssues fromthe society's own punp nust be recorded
on a sheet which accounts for every litre issued, and no bills
for fuel from outside garages should be accepted unl ess they

are marked with the nunber of the vehicle using the fuel

- Al "fixed" costs, such as depreciation, wages, |licenses and
i nsurances should be allocated to individual vehicles and a
mont hly fixed cost of operation should be cal cul ated for each

vehi cl e.

- At the end of every nonth, the total fuel, mintenance and

"fixed" costs of each vehicle should be added together, and



di vided by the total kilometers run, to give a cost per kil o-

neter for that vehicle.

- The vehicle | og sheet should be used to total the kil oneters
run for each function, and the cost of transport for each func-
tion should be calculated by multiplying the total kiloneters

run by the cost per kilometer, for each vehicle.

- The total cost of transport for each function should be com
pared with the "val ue" of output, calcul ated as suggested
earlier, for that function when it is possible. Wen it is not
possible, it should be conpared with the costs for previous
periods, or with budgets or with results from other societies
with simlar operations whose nmanagenents have agreed to ex-

change figures.

Di scuss the administrative feasibility of the groups' suggestions,
and/ or the above proposal, given the |evel of conpetence and

honesty in trainees' societies.

Ask trainees for suggestions as to how the above system or their

own proposals, might be sinplified:

- The notorcycl e expenses coul d be conbi ned.

- If any particular vehicle is only used for one particular func-
tion, its whole cost can be charged to that function w thout

further difficulty.

Rem nd trainees that the objective of cost accounting information
is not to prove that the activity in question is viable, but to
find out whether it is viable or not, to nonitor its performance
and to show how it can be inproved. Trainees should avoid the
tenptation to distort figures in order to nake a case; cost ac-

counts shoul d be unbi ased.

Ask trainees if they have any problems with controlling the use of

transport in their societies. Elicit problens such as:

Staff and menbers use vehicles for their own private purposes,

wi t hout paynent.
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-  Fuel and spare parts are purchased, but not always used for the

soci ety's vehicl es.

- Staff and nenbers use the society's nmaintenance facilities to

repair their own private vehicles, w thout charge.

Ask trainees how the proposed system or their own suggestions,
can mnim se nmisuse of this kind. Stress that paperwork routines
cannot totally elimnate such probl ens, and are no substitute for
effecti ve managenent . They can, however, neke it easier for a
good manager to run an efficient transport service and to m ninise

its m suse

Managers t hensel ves nust of course set a good exanple, by not ms-
usi ng societies' vehicles for their own purposes. |If private use
is permtted, this should be openly acknow edged and accounted for

by a system such as has been suggested

The material in this and other sessions has concentrated on trans-
port, because this is a function which is carried out by | arge
nunbers of co-operative societies in all parts of the world, and
because nearly everybody is famliar with the way vehicles are
operated and organi sed, even if they are not responsible for man-

agi ng them t hensel ves.

It is inmportant that trainees should appreciate that the sane
principals apply to any kind of activities; if nmpbst trainees are
involved in a particular formof grain nmlling, cash crop process-
i ng, packing or other activity, additional material should be pro-

duced in order to take account of this.

It may be appropriate to ask an auditor or other authority who is
famliar with costing whatever processing activities are conmmon
anongst co-operatives nmanaged by trai nees to advise on the details
of the costing that should be enpl oyed, and if necessary to be
present at this and other sessions. Al professional recomenda-
tions, however, should be treated with caution and shoul d be

"tested" by asking the follow ng questions:



Does the fact that this infornmation is avail abl e nake any

difference to anybody?
Does the cost of collecting this infornmation exceed its val ue?

Is it possible for this information to be coll ected quickly
enough for it to be any use for nanagenent in making practica

i mprovenent s?
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The manager of the Consolidated Soci ety wondered what was the purpose
of official accounts he had to prepare, except as a way of keeping the
regi strar quiet. Menmbers did not understand them and he had found
themto be of little value when he tried to apply what he had | earnt

about costing in a managenent course at the co-operative college

This society was a fairly large nulti-purpose organisation, providing a
wi de range of services to menbers. Crops were collected, stored and
mar ket ed, using the society's vehicles which were al so used for trans-
porting and delivering farmsupplies to nenbers. These vehicles were
the manager's major problem or rather, he needed to know if they were

a problemor not.

There had recently been a national scandal about m suse and ineffi-
ciency of co-operative transport facilities, and every society had been
asked by the registrar to show that their transport operation was well
managed and efficient. Any society which could not prove the viability
of its transport operation mght in future be conpelled to give up the
transport and to rely on the National Co-operative Union's transport
servi ce. The manager knew that this would be a disaster for his so-

ciety as well as a severe blowto his personal prestige.

The society owned a Land Rover, four three ton trucks and two notor-
cyles for the extension staff. The vehicles were maintained in the
society's own garage, by a full time mechanic, and day-to-day servicing
of each vehicle was the responsibility of its driver. The vehicl es
were used for collecting menbers' crops and bringing themto the store,
and then for delivering accumrul ated crop, some nonths later, to the
Mar ket i ng Board. They were al so used for delivering farminputs from
suppliers to the society's warehouse, and for naking individual de-
liveries to nenbers. A five percent supplenent was added to the cost

of farminputs which were delivered to menbers' farns for them

Menbers al so hired the vehicles and the drivers for any services they
wi shed, when they were not otherw se enpl oyed. The Land Rover was
mai nl y used by the manager and his staff for personal transport on the

soci ety's business, and for collecting spare parts, or cash fromthe



bank, transporting visitors, delivering urgent individual items to nem
bers and ot her adm nistrative purposes. The notorcycles were only used
by the extension staff.

The vehicles were of varying age and nakes, and sone were nore reliable
t han ot hers. It cost a great deal of nobney to buy, naintain and run
the vehicles, but the manager always considered it a worthwhile exer-
ci se. He found it difficult, however, when he examined the figures in

the accounts, to see what proof they provided which night satisfy the
registrar or even hinself.

After sone brief analysis the nmanager succeeded in extracting fromthe
society's figures the following information relating to the transport
servi ce. This was clearly not adequate for his purpose, and he won-
dered what further information he needed in order to denpnstrate the

viability of the operation, and how he could obtain it.

Ltem 1983 1984
Fuel and G| Costs 7,000 10, 450
Drivers' Wages 2, 800 3, 000
Mechani c' s Wages 900 1, 000
Depreci ation of Vehicles

(on five year basis) 14, 600 14, 600
Li censes and | nsurance 2,150 2,150
Tyres and Spare Parts 5, 000 5, 300
CQut si de Mui nt enance Costs 2,500 3,000
Total Costs 34,950 39,500

Assi gnnent .

1) What information does the manager need in order to find out whether

the transport service is viable or not?

2) How shoul d the manager anal yse the data above for the transport
service in order to obtain the information he needs? Be prepared

to explain how he can use the analysis you suggest.

3) What docunents will be needed to collect the information together

in the way you recomend?
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SESSION 4. 1
WHY COSTS CHANGE
hjective: To enabl e trai nees to distinguish between changes in
costs which are caused by volune, efficiency and by
price and to suggest appropriate renedi es when
necessary.
Iine: 2to
Material - Case study "The Consolidated Society B"
Suppl emrent ary Dat a Sheet.
Session Giide:
1) Trainees should remain in the sane groups as for the previous ses-

si on. Di stribute the case study "The Consolidated Society B". It
presents one way of analysing the data given in the "A" case in

t he previous session.

If the general conclusion in the previous session has been that
the costs of the transport operation should be anal ysed and pre-
sented in a radically different way, it may be necessary to ex-
plain the justification for the nethod of presentation which is
used. Advi se the groups that if they feel they need nore inforna-
tion, they should ask the instructor for it. They shoul d not,
however, ask for information which could not reasonably be ob-
tai ned and they should only be given information fromthe data
sheet for which they specifically ask in witing. They shoul d nat

be gi ven the whol e sheet.

Informati on fromthe data sheet should only be given to those
groups that ask for it and they should not share it with groups

whi ch have not found out for thenselves that it is necessary.

Thi s exercise is not easy; the instructor should go through it
before the session, and decide how far, and in what detail, the

particul ar group of trainees should be able to anal yse the data.



It may be appropriate to ask themonly to analyse the results for
the notorcycle, or possibly lorry B as well, so that they can con-
centrate on a restricted problemat first. Stress however, that
the transport fleet is not a |arge one, and that the nore conpre-
hensi ve anal ysis which is suggested in the session guide is neces-
sary if the manager is effectively to control the costs of trans-

port.

Al l ow up to one hour for groups to conplete the assignhnment, with

or without the additional information.

Ask group representatives, in turn, to present their anal yses and
concl usi ons. Ensure that they nmake specific suggestions for ac-
tion by the manager, rather than general statements such as "take

steps to reduce fuel consunption”.

The groups' presentations should denmonstrate their understanding

of the need to ask three types of questions in relation to cost

changes of this sort:

How much of the change can be expl ained by price changes?
How nuch of the change can be expl ained by different |evels of
activity?

How much of the change can be explai ned by better or worse per-

formance and nanagenent ?

Elicit these distinctions by questions such as the foll ow ng:

The costs of operating Lorry B have increased by about 9% be-
tween 1983 and 1984, whereas the costs of Lorry D have in-
creased by about 86% Does this necessarily nean that Lorry B

has been nore efficiently operated than Lorry D?

Clearly not, because the kilometers driven by Lorry B have
gone down by one-third, while Lorry D has done five tines

t he distance

Sorre of the difference is due to the |evel of activity.

- The cost of fuel used by the whole fleet has increased by about

50% Does this show that fuel has been wasted?
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Not necessarily, because the cost of fuel has increased.

Sone of the difference is due to changes in price.

The cost of input collection has gone from $1, 000 down to

$300. Is this the result of better managenent?

This reduction is partly the result of lower activity, but
1984's activity is only one-third that of 1983. Cearly the
reducti on woul d have been | arger but higher costs and | ess
efficient nmanagenent have both contributed to the costs

bei ng higher than it should be.

Sone of the difference is due to pmnagenent .

Trainees will appreciate that it is necessary to find a way of
determining what proportion of cost changes can be expl ai ned by
changes in activity K price and efficiency.

Wor k through the exanple of the notorcycle as foll ows:

1983 1984 Increase
Total cost per kilometer 3 cents {3.17 cents 6%
Actual fuel cost per kilometer 1.5 cents |1.5 cents
1984 fuel cost per kilometer if it
had reflected price increase GF 25% 1.875 cents
Difference in actual from theoretical
fuel cost per kilometer 0.375 cents
Fuel saving due to better management
0.375 cents x 30,000 kilometers $112.50
Cost of maintenance per kilometer,
in-house and outside 1.5 cents |1.67 cents 11%
1984 maintenance cost per kilometer
if maintenance had reflected general
Price increase of 10% 1.65 cents
Difference in cost per kilometer 0.02 cents
Extra costs of maintenance over price
rise 0.02 cents x 30,000 kilometers $ 6
Net benefit due to improved
management $112.50 - $6 $106.50
Extra costs due to higher activity $243.50
Total cost difference $350




Ask trainees to nake simlar calculations for Lorry B.
Their answers should be approximately as follows:
1983 1984 Increase
Total cost per kilometer 19.3 cents {31.5 cents 637%
Actual fuel cost per kilometer 11.3 cents (15 cents 33%
1984 fuel cost per kilometer if it had
only reflected price increase of 25% 14.13 cents
Difference in fuel cost 0.87 cents
Fuel costs increased due to lower
efficiency 0.87 cents x 10,000 $ 87
Cost of maintenance per kilometer
in—house and outside 8 cents [16.5 cents 1067
1984 maintenance cost per kilometer if
it had only reflected 10% price increase 8.8 cents
Difference in cost per kilometer 7.7 cents
Extra cost due to lower efficiency
7.7 cents x 10,000 $ 770
Total cost increase due to lower
efficiency $87 + $770 $ 857
Less reduction expected because of
lower usage $ 607
Total cost difference $ 250
Ask trainees what they would recommend that the manager shoul d

do. Can he at once conclude that the lorry has been inefficiently

or dishonestly nanaged, and that

efficiently managed?

Clearly further

suggest what further information they m ght need:

Was there a fundanenta

not or cycl e ran?

i mpr ovemnent

the

inquiries nmay be necessary;

not or cycl e

has

been

ask trai nees to

in the roads over which the
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- Was the high notorcycle service cost in 1983 incurred on a
maj or overhaul or other unusual requirenent which nade the cost
for that year unusually high, and therefore gave an exag-

geratedly favourable inpression for the follow ng year?

- Was the high maintenance cost for Lorry B in 1984 incurred be-

cause of a particular unusual overhaul or repair?

Stress that data such as trainees have cal cul ated can neverthel ess
be used as a basis for managenent inprovenent. Ask trainees to
suggest reasons for the higher fuel consunption of Lorry B in
1984:

- Fuel may have been wongly booked to this vehicle.

- The kiloneter counter nay have been inoperative, or tanpered
wi th.
- Bad roads, bad mai ntenance or the age of the vehicle may have

i ncreased consunpti on.

Clearly all these could call for nanagenent action

Ask trai nees whet her good managenent of transport involves nore
t han nmeasuring, over the long term the cost per kilonmeter run.
Are they famliar with problenms such as unauthorised private use
of official transport or badly organi sed journeys? Wuld these be

avoi ded by mnimsing the cost per kiloneter?

Elicit the suggestion that managenment must try to neasure the cost

per kiloneter and the nunber of kiloneters driven to achieve cer-

tain objectives.

Ensure that trainees grasp this principle. Refer to other func-

tions such as typing letters, operating machinery or purchasing

suppl i es such as bags or fuel; the cost per unit and the volunme

or output must be controll ed. Use the exanple of fertilizer or

even a sinple household item such as sugar

- The cost of the itemshould be as | ow as possible,

and

- It must be used efficiently.



Even if the fertilizer is of high quality and very inexpensive, it
is nouse if it is used for the wong crops, or inproperly ap-

plied.

In the sane way, the "use" of people and equipnment to carry out
the various tasks within a co-operative nust be as econonical and

efficient as possible.

Remi nd trainees that the cost of performing each transport service
was cal cul ated according to the nunber of kil oneters booked to
each service by each vehicle. Ask trainees how they m ght use the
figures to appraise the efficiency of the various transport ser-

Vi ces.

If a particular service has used far too nuch transport, even if
that transport was itself run very economically, this obviously

requires inprovenents.

Ask whet her they woul d judge the extension service to have been
wel | managed, if the 1984 kiloneters run were the sane, but six
ton lorries instead of notorcycles were used. Clearly this is an
absurd exanpl e, but managenent nust use the nobst econonical ve-
hicle, as well as mninmsing the use of whatever vehicle is in-

vol ved.

Ask trainees for exanples of appropriate and i nappropriate uses of
equi pment, or people, which are sinmlar to using a lorry for
carrying one person. Elicit exanples such as sending a team of
| abourers to do a sinple cleaning job requiring one man, or a nan-

ager to act as a nessenger.

Elicit through discussion some approaches such as the follow ng:

- Overall 1983/1984 increase in costs of transport is 28% | f
the average rate of increase is applied to those services for
whi ch a nmeasure of output is provided, we get the follow ng re-

sults:
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Theoretical 1984
1983 Cost 1984 Cost Result at Actual
Service per Unit of per Unit {1984 Output|{Theoretical 1984 Difference
Output of Output Cost per Result
(1983 + 28%) Unit
Crop $ $ $ $
Collection | $4.90/ton 6.27 1,300 tons 8,151 10,000 $1,849
Crop
Delivery $3.22/ton 4,12 400 tons 1,648 1,000 648
Supply $1 per
Collection $1 Value 1.28 $100 128 300 172
Supply $0.57 per
Delivery $1 Received 0.73 $2,000 1,460 1,000 460
Members' $1.83 per
Hire $1 Received 2.34 $400 936 1,500 564

Ensure that trainees understand the origin of the figures and the

which is to exclude

accepting the 28% i ncrease,

pur pose, the effects of higher costs, by

and thus concentrating attention on
the efficiency of use.

Ask trainees to suggest which of these results are favourable, and

whi ch unfavourable. Elicit the responses as follows:

Crop Collection: Over spent Unf avour abl e

Crop Delivery: Under spent Favour abl e

Supply Col | ecti on: Over spent Unf avour abl e

Supply Delivery: Favour abl e

Menbers' Hire:

Under spent

Over spent Unf avour abl e

Ask trainees to comment on the results. What further information

woul d they need, and what renedial action, if any, would they

suggest ?

Any fundanental changes in the nature of each service, such as
| arger or smaller |oads, or nore frequent drops or pick-ups,
shoul d be investi gated.

The charges for nenber hire should be increased, or possibly

sone nenbers are avoi di ng being charged at all
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11)

Any transport service, such as supply delivery to the society's
store, which mght be carried out nore cheaply by outside con-
tractors, should be carefully appraised, and, if necessary,

given to an outside contractor for a trial period

- Apparently well nmanaged services, such as crop delivery to the
Mar ket i ng Board, or individual delivery of supplies to nmem
bers, should be investigated. Can the | essons | earnt from
these be applied to other services, or have nore fundanental

changes caused deceptively good results?

Ask trainees how they will appraise the efficiency of the services
for which it has not been possible to identify a means of output.
They should identify these as general admni nistration and exten-

si on.

- Extension: This is wholly carried out by the notorcycles. The
data does not therefore provide any separate way of eval uating
their use as opposed to their cost per kilometer of the ser
vi ce. The quality of extension must be monitored by good man-

agement al one.

Ceneral Adm nistration:

Cost 1983 x "Standard" increases in cost = $ 4,096
Actual 1984 cost = §$ 5000
"Extra" cost = 3 904

The extra administrative cost may be justified by greater acti -
vity, which mght itself be measured by the society's sales or
sone simlar neans. If not, this clearly requires closer con-

trol.

Sone trai nees may have mani pul ated the figures in different ways,
or sone may feel that the ideas which have been denonstrated are

too compl ex for day-to-day application.

Stress that costs must be controlled, and that control is inpos-

sible wthout:
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- Knowi ng what costs have been for each separately neasurabl e

activity or service.

- Conparing and separating the effects of external price changes,
efficiency of operation and volune of activity

o s e s 1 140
easily be countered by responsible staff. Al staff, and the
ot hers responsi bl e for supervising them should themsel ves coll ect
the basic data and be provided with information which shows them
the reasons for any changes in cost of functions for which they

are responsible.
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| dat ed ,

The manager of the Consolidated Society had decided after sone thought
to ask his accountant to prepare a detail ed analysis of the transport
costs, showing the cost of operating each vehicle, and the cost of each
function which was carried out. He studied the results for sone tine.
He realised that it provided himwith a great deal of infornation he
had never had before. He hoped it would satisfy the requirenents of
the registrar, but he felt he should hinself be able to identify sone
areas in particular need of attention, and to take appropriate steps to

inprove matters. Hs difficulty was that he could not decide what was

nost urgent, or what he shoul d do.

: : Lcl

Own
Fuel and 0il| Maintenance Qutside Total
Vehicle and Spares Repairs

1983 1984 1983 1984 1983 1984 1983 1984

$ $ $ $ $ $ $ $

Motorcycles 300{ 450{ 200| 500|{ 100| nill 600] 950
3 Ton Lorry A| 2,000| 2,500] 1,100] 1,450{ 700| 200| 3,800 4,150
W v B 1,700{ 1,500 1,200] 1,650 wil] nil} 2,900 3,150
mov v ¢l 1,500| 2,200] 1,600] 1,350 300| 1,300| 3,400 4,850
w v o  p| 500| 1,800 600} 1,050{ 700| 500} 1,800| 3,350

Land Rover 1,000| 2,000 1,200 300 700} 1,000| 2,900 3,300

Grand Totals 15,400)19,750




1983 1984
Function
Output Output
Cost Tons or $ Cost Tons or $
Charged Charged
Crop Collection $ 5,400 }1,100 tous| $ 10,000 {1,300 tons
Crop Delivery $ 3,700 {1,150 tons| $§ 1,000 400 tons
Supply Collection $ 1,000 { $ 1,000 ¢ $ 300 $ 100
Supply Delivery $ 400 $ 700 | $ 1,000 $ 2,000
Member Hire $ 1,100 $ 600 $ 1,500 $ 400
General Administration $ 3,200 $ 5,000
Extension 600 $ 950
Totals 15,400 $ 19,750
Assi gnnment .
1) Whi ch vehicles or function should the nanager be npbst concerned
about ?
2) Determ ne the extent to which the problem appears to arise from

cost or usage changes.

3) What shoul d t he nanager do?

Not e: You may feel
nm ght

you need additiona

reasonably have at his disposal

If so,

i nformati on which the manager

write down spe-

cifically what you want to know and give the request to the in

structor.

abl e.

receive the information, if

is avail -
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Ceneral level of inflation 1983 to 1984 = 10%

Price increase of fuel and oil 1983 to 1984 = 25%

Kilometers Run
Vehicle

1983 1984
Motorcycles (Total) 20,000 30,000
3 Ton Lorry A 12,000 15,000
"o " B 15,000 10,000
v " C 6,000 9,000
von "D 2,000 10,000
Land Rover 7,000 20,000
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SESSION 4.2
MARG NAI COSTS
hjective: To enable trainees to identify those costs which are
directly associated with a given activity and to take
appropri ate deci sions based on an analysis of the rea
ef fect of increased or decreased activity.
Tine: 12 to 2 hours.
Materjial Case study "The Consolidated Society C'.
Di al ogue: "The Manager and The Superintendent”. (This
shoul d if possible be enacted by two trainees and put on
tape before the session.)
- . i d
1) Ask trainees to consider any processing activity they are famliar

with, such as a tea or coffee factory, a grain mll of any kind, a
sl aught erhouse or a dairy. If one nore kil ogram of produce is

processed in such operation, what does it cost?

Clearly the additional , or parginal cost of an extra unit is very
smal |, and is far less than the average cost of processing all the
units that are handled. Simlarly, if one less unit is processed

the cost does not decrease in proportion.

This has inportant inplications for pricing and ot her managemnent

deci si ons. This session will denmonstrate what is invol ved.

Distribute a copy of the case study to each trainee. Allow them
up to 15 minutes, individually, to decide whether they support the
manager or the farm supply superintendent. They shoul d not at

this stage state which "side" they support.

Ask each trainee, individually, to wite on a piece of paper which
side he or she supports, and to hand it in. They should not be

allowed to influence one another at this stage.



Ask all those who support the nanager to sit on one side of the
room and the superintendent's supporters to sit on the other

Ensure that nobody changes si des because they see the ngjority
di sagrees with them Refer to their witten "votes" to ensure
t hat everybody sticks to his or her first judgenent. At this

stage, stress that nobody is right, or wong.

Warn trainees that they are to listen to a di scussi on between the
two protagonists. They should note each argunment on "their" side,
to be sure they understand it, and on the other side, to be pre-

pared to counter it.

Play the tape, or if no recorder is available, ask two trainees to

read through their respective roles and to enact the dial ogue.

If trainees so request, play the tape through a second tine in

order to ensure that it has been clearly understood

Ask trainees if they have changed their mnds. Gven the reason-
abl e argunents whi ch have been put forward on each side, what do
they suggest as a conpronise, which will balance the need to save

nmoney and to notivate nmanagers to do their jobs properly.

Trai nees nay suggest a nunber of possibilities; one suggestion

m ght be:

- Do naot allowthe farmsupply superintendent to use outside con-

tractors.

- Mke an internal charge to the farm supply departnent, and to
all other departnents, based not on the actual cost of trans-
port but on "standard" costs, which nay be last year's figures
plus an allowance for inflation (as denonstrated in the pre-
vi ous session), the cost of outside contractors or an agreed
cost of a reasonably effective transport operation, based per-

haps on conparative data received fromother societies.

- Make the transport manager responsible for working to the stan-

dard costs; any excess will be his responsibility, and will be

charged to his departnent.
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- Keep a continuous check on outside contractors' costs and re-
liability, possibly by using themfromtime to time, even if
t hi s appears unecononic. There is no reason why a co-operative
soci ety should operate a transport service, or any other ser-
vice for that matter, if the service can be obtained | ess ex-

pensi vely el sewhere.

Remi nd trainees of the content of Session 2.3; in that case there
were no extra costs involved in transporting the fertilizer, be-
cause neither the vehicle nor the warehouse were being used at

full capacity.

Ask trai nees whether any of them can honestly claimthat all, or
i ndeed any, of the equi pment or machinery owned by their co-opera-
tives is used at its full capacity. Very feww |l be able to do
this; vehi cl es remain unused for days at a tinme, typewiters are
not always being typed on, warehouses are enpty fromtine to tinme

and very little processing equiprment is operated night and day.

Ask trainees why it is often sensible not to operate equi prent at

its full capacity:

- There is a need for flexibility, and certain services such as

vehicles or others need to be avail abl e when peopl e need t hem

- Maintenance has to be carried out and it is unecononical to run
machi nery at full capacity all the tinme, if this neans that

mai nt enance must be negl ect ed.

- It is often cheaper to have under-used equi pnent, than to sac-
rifice convenience, flexibility, and people's time by trying to
make fuller use of the capacity of equipnent that is already

avai |l abl e.

Most equi pnent is nevertheless not used to its full capacity, and
is very rarely over-used. Stress that the extra costs of naking
greater use of machinery, equipnment, people's tine or other facil-
ities which have already been paid for is often very |ow Good
managers can identify opportunities for naking better use of capa-
city, even at apparently very low prices, so long as the exitra

cost associated with the extra hours of operation are nore than



covered. Extra costs of this kind are often called "nmarginal
costs" to show that they are only incurred at the "margi n", when
additional use is nade of a facility. "Marginal revenues" are the

extra sales that may be made on output produced at the margin.

Ask trainees to try to think of ways in which presently under-used
equi pnent in their societies could be nore fully used; elicit

suggestions such as:

- Equi prent or vehicles could be hired out to nenbers or other
societies at very competitive rates, so long as responsibility

for any damage was clearly taken into account.

- Two or nore co-operative societies mght avoid the need for
both of themto purchase a piece of equipnment if one with sur-
pl us capacity makes that capacity available to the others on a

mar gi nal cost basis.

- Special seasonal or goodw Il contracts for processing, trans-
port or other work can be accepted at apparently very | ow

prices which are in fact profitable to the society.
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| dat ed :

The manager of the Consolidated Society al ways encouraged his subordi -
nates to take responsibility for the functions they controlled, and to
make suggestions for inproving their efficiency. He was therefore very
pl eased when the superintendent of the farm supply service said that he
had an i dea which woul d save the soci ety noney. He asked himto ex-

pl ai n, and the superintendent handed hima note which read as foll ows:

TO The Manager, Consolidated Society.
FROM Superintendent, Farm Supply Servi ce.
SUBJECT: Transport of Farm I nputs from Manufacturer's Depot to the

Society's Store.

A private transport contractor, who is well known throughout the area
and generally reliable, has offered to take over the transport of farm
supplies fromthe nanufacturer's depot to the society's store.

In 1983 this cost $1, 000 when undertaken by our own transport; the
cost fell to $300 in 1984, but, as you know, the volume of deliveries
to our store was in fact only one-eighth of the previous year. The
cost therefore should have fallen to $125 if it had fallen in propor-
tion with the work actual ly perforned.

In 1985 we anticipate that supplies will be once nore avail able as they
were in 1983; the outside contractor has undertaken to deliver our
goods as we require. He exam ned the records of deliveries in 1983 and
1984, and estimated that his charges in each of these years would have
been $750 and $100 respectively. These woul d have been $250 and $200
| ess than the costs incurred by our own transport. The saving in 1985
will, | estimate, be about $500 based on the present costs of our own
transport and the likely volune of supplies to be delivered.

| appreciate that we have in the past always used our own transport,

for all purposes, as a matter of course, and that our own vehicles were
not fully occupied in 1983 and 1984. The saving is, however, very sig-

ni ficant, and should enable ne to recomend reductions in the price of

supplies to menbers. Such reductions would, | am sure, be much appre-
ci at ed.

May | therefore please have authority to place a trial contract with
the private contractor at once?



The manager knew that the society's vehicles were unutilised. If he
foll owed the farm supply superintendent's advice, the only saving woul d
be the fuel. Al other costs would remai n unchanged, and the result
woul d be that all the other departnents would have to pay a higher
charge for transport. He therefore proposed to reject the suggestion

but decided to call the superintendent to his office in order to ex-

pl ai n his deci sion.



Manager :

Superi nt endent :

Manager :

Superi nt endent :

Manager :

Superi nt endent :

Manager :

Superi nt endent :

Thank you for your note about transport. |'m always
pl eased when our staff try to save noney, but |
wonder if you have thought through the w der inplica-

tions of your suggestion?

Vell, if we can save $500, | shall definitely suggest
price reductions in fertilizer and seed. Not hi ng
very dramatic, but naybe a five percent reduction
woul d be possi bl e. Qur nmenmbers would love that |'m

sure.

O course they woul d, but what effect do you think
your suggestion is going to have on the society as a
whol e? Renenber, your departnment is only one part of

t he whol e operati on.

Well, | must admit, | was only thinking about my own
depart ment. After all, that's what ny job descrip-

tion tells me to do

O course it does, but just listen a nonent. Do you
think that the noney we spend on transport woul d act-
ual Iy have been $300 less in 1984, or $1,000 less in
1983, if the vehicles had not been doing work for

your department ?

| suppose so, after all, these were the costs

charged to ny department.

Yes, they were the total costs, but what woul d act-
ual Iy have been saved if the lorries had not carried
goods for your departnent? Remenber, they were not
fully occupied in either year, so they would not have

been doi ng anything el se.

Ch, | see what you nean. | suppose that all that

woul d have been saved is the fuel



Manager :

Superi nt endent :

Manager :

Superi nt endent :

Manager :

Superi nt endent :

Manager :

Superi nt endent :

Manager :

Exactly, and that is about one-half of the total.

Al'l the other costs would have gone on as before.

| understand, but all the same, it does seema bit
t ough, how can | be expected to "run the farm supply
departnent as econonically as possible", as ny job
description says, if | amforced to use such expen-

sive transport?

Is it all that expensive though? Renenber, we have
vehi cl es at our disposal for urgent jobs at any tineg;
woul d your private fellow be willing or able to help

us out like that?

| suppose not, but | don't need services |like that.

| know you don't, but the society does, and we all

have to pay for the benefit.

But surely, we all believe in conpetition. Menber s
sell their crops through the society not because they
have to, but because they get the best deal from us.
Surely we should be free to use the cheapest trans-
port services, on the sane basis. Conpetition is

good for everyone, including our own managenent.

Loyalty is inportant too, you know. How can we ex-
pect our nenbers to support their society, if we

don't even use our own transport?

That's true , but | think we ought to recognise that
what was the right decision |ast year may not be
ri ght next year. Surely our services should nove
with the tines. Maybe we should not operate a trans-
port service at all in a few years, because private

operators are beconming nore efficient?

You'll be suggesting that we should wind up the so-

ci ety altogether next!



Superi nt endent :

Manager :

Superi nt endent :

Manager :

Superi nt endent :

Manager :
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O course not, but the trend in business seens to be
towar ds speci al i sation. Nobody woul d dream of sug-
gesting that we should generate our own electricity
these days, but we used to. Maybe transport will go

the same way.

You're dream ng about the long term ny friend. |I'm
concerned with how nmuch noney the society is going to
make next year, and your idea would nean that we

woul d make less surplus. | don't like it.

W all want to have as big a surplus as possible, but
are we going to serve the best long terminterests of
our menbers by allowing an inefficient service to

exi st and forcing ourselves to use it?
W have a duty to our staff too, you know What
woul d happen to you, do you think, if we decided to

stop the farm supply service?

| hope that | can continue to run it so that nenbers

will prefer to buy fromus rather than from ot her
suppliers. If I fail, | suppose, | should deserve to
go.

That's all very easy to say when you're not actually
i n danger of being fired. But anyway, we've spent
enough time on this issue. | like your enthusiasmto
reduce the costs of your operation, but you nust take
a wider view It's the society as a whole we have to
consi der, and we have to keep our costs down. |I'm

sorry, we nust carry on using our own transport.
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SESSION 4. 3
STANDARD COSTS AND BUDGETS
hjective: To enable trainees to determ ne standard costs when pre-
paring budgets.
Tige: I to 11/2 hours.
Material . Exercise "What Should the Gain Drying Cost Next Year?"
Session Qiide:
1) Renmind trainees of the conclusions of Session 4.1, it is inpos-

sible to evaluate the perfornance of different departnents, a so-
ciety as a whole or of nmanagers, w thout having sonething with

whi ch to conpare results.

Ask trai nees how students or athletes notivate thensel ves to

achi eve high results; they have targets, or specific goals which

they strive to achieve

Managers in co-operative societies need goals of this sort just
l'i ke anybody el se. Ask trainees why apparently straight-forward
goal s such as "reduce costs as nmuch as possible" or "achi eve as

hi gh a surplus as possible" are not necessarily appropriate:

- A high surplus may not necessarily be in nmenbers' interests.
- Low costs may nean | ower services.

- High output may be achi eved by accepting |lower quality.

Managers need standards to aimat, and by which to conmpare their
own performance; what standards of conparison were used in the
various parts of the Consolidated Soci ety case studies, Sessions
4.1 and 4.2 as a basis of evaluating performance, making decisions

about the future and notivating managers to performeffectively?

- Costs were conpared with previous years' figures



- For certain activities, it was possible to design a nmeasure of

out put, which could be conpared with costs.

What were the di sadvant ages of these approaches?

Eval uation by conparison with costs for earlier periods was
confused by changes in prices which are beyond the control of
t he responsi bl e managers.

- It is difficult for some activities, and inpossible for others,
such as general administration, to design neasures of output to

use as a basis for evaluation.

- Every activity has both fixed and variable costs; the cost per
unit of operation is therefore at |east partially dependent on
vol unme, and the vol une of usage nmay be beyond the control of

the responsi bl e manager.

Ensure that trainees understand the latter point, if necessary by

using the follow ng exanple:

If the cost per ton of drying grain in a society's grain dryer
doubl es fromone year to the next, what m ght have caused the

i ncrease?

Hi gher costs of operating the dryer, such as fuel or |abour
costs.

- Poor control of costs, leading to waste and inefficiency.

- Lower volunme of crops to be dried.

Whi ch of these is within the control of the nmnager responsible
for grain drying?

- Only the control of costs.

changes. Use simlar exanples of transport, processing or admnistrative

functions to denpnstrate the three different causes of cost

Ask trainees to suggest what is needed in order for namnagers to be

abl e properly to evaluate cost performance, and to ascribe respon-
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sibility for cost changes. Wiat would be a better neasure of per-
formance than conparing with earlier periods or "artificial" nea-

sures of output?

Reni nd trai nees of Session 4.1; elicit the conclusion that some
sort of standard is needed, on which a budget can be based to-

gether with a neans of explaining deviations fromthe standard.

Trai nees may be all familiar with the annual task of preparing
budgets, which are sonetines treated as if they are an end in
t henmsel ves. Stress that budgets are no nore than a forecast of a
future period s performance, which is based on certain estinmates
of what standards should and can be achi eved

Distribute a copy of the exercise to each trainee; allow up to 15
m nut es for themto put together a budget for the grain dryer for

next year.

Ask trainees for their answers, and ask one or nore to descri be
how he or she calculated their figures. The cal cul ati ons shoul d

be as foll ows:

Item This Year Change Next Year

Grain volume 1,000 tons + 25% 1,250 tonms

Fuel (@ $1.20 per ton dried)| $ 1,200 |+ 25% volume and| $ 1,800
+ 20% price

Labour $ 800 + 25% price $ 1,000
Repairs $ 600 + 1/3 800
Depreciation $ 1,400 $ 1,400

Totals $ 4,000 $ 5,000
Budgeted cost per ton $ 4 $ 4

Ask trainees to put thenmselves in the position of the superinten-
dent who is going to be responsible for the dryer next year, and
will be expected to work to or even inprove upon the budget.
Whi ch of the follow ng approaches fromthe nanager would they pre-

fer, and which would they be nore likely to accept?



(a) A nmermorandum fromthe manager giving the new figure of $4 a
ton and instructing you to use this as the basis for your

performance in 19847

(b) A discussion with the manager, in which he puts forward the
new figure and requests you to work to it, and asks whet her

you foresee any difficulties in this?

(¢) A discussion with the manager, based on the information in

the exercise, and leading to a joint decision on the budget?

(d) A menorandum from the manager, giving you the figures in the
exerci se and asking you to cal cul ate the budget and then to

present and discuss it?

Trai nees shoul d appreci ate that nanagers will respond best to bud-
gets they have set for thensel ves. CGeneral |y speaking, in fact,
peopl e may be expected to set too high standards for thenselves,
so that managenment nmay have to reduce rather than increase them
Approach (d) or possibly (c) are nore likely to | ead to good per-

formance than approaches (a) or (b).

Budgets are often regarded as a bureaucratic nuisance, which have
to be prepared each year and can then be forgotten until the act-
ual results are known a year or nore later. Variations from bud

get are then explained or excused, and nanagenent proceeds as be-

fore.

Stress that budgets should and can be a val uabl e nanagenent t ool

for regular use if:

they are based on careful estimations of standard costs;

- they are prepared in consultation and agreenment with those

directly responsible for managi ng each cost centre;

- they are regularly and rapidly conmpared with actual costs, and

vari ances from budgets are carefully anal ysed.



Sheet 3

I ould the G ai : : )

The manager of the Grain Society had decided to make his processing
superi ntendent responsible for the operation of the society's grain
drier next year. He wanted to be able to give the superintendent a
definite budget to work to, and he therefore exam ned his notes of the
costs and performance of the drier during the present year, in order to

deci de what he shoul d expect the next year:

Fuel @$1.20 per ton dried 1, 200
Labour 800
Repairs 600
Depreci ati on 1,400
Tot al 4,000

Tons dried = 1, 000
Drying cost per ton = $4

Fuel costs were expected to increase by 20% next year. Co-operative
wor kers woul d be given a 25% increase in wages. Repair costs were ex-
pected to increase by one-third, because of higher costs of inported
conponents. The grain drier should easily be able to dry twi ce as much
grain next year, with the sane |abour, and only the fuel consunption
woul d be expected to increase in line with the higher volune. The nman-
ager was not worried about whether they would be able to cope with the
25% i ncrease in nmenbers' crop production that was expected, based on

menbers' increased plantings and greater uses of fertilizer.

Question: What standard cost, in total and per ton, should the

manager choose for the grain drying next year? \at
shoul d the budget be?
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VARI ANCE ANAIYSI S AND THE USE OF STANDARD COGTS

(hjective: To enable trainees to deternine the causes of variances

fromstandard costs, and to suggest appropriate changes

when necessary.

Tine 112t o 2 hours.
Session Quide:
1) Refer to the previous session. Rem nd trai nees that they cal cu-

| ated a standard for the grain drying operation, and di scussed how
t he manager shoul d set such a standard with the staff responsible
for working to it. It nowremains to see how the standard can be

used to eval uate performance and to explain changes in costs.

Ensure that all trainees have their copies of the exercise from
the previous session, and a note of the cal culations of the esti-
mat ed costs and resulting standard cost per ton of $4. Warn them
that they will be shown a nunber of different results for next
year's operations. Their task will be to conpare these with the

expected standard, and to explain the variances from standard.

Di splay the follow ng sets of figures on the chal kboar d/ OHP. Ask
trainees to explain the variances in each exanpl e; how much is

due to changes in volume and how nuch to changes in price?

Exanple A

Fuel = $ 1,584
Labour = 1, 000
Repairs = 800

Depr eci ation = 1,400

Tot al = $ 4,784
Quantity = 1,100 tons
Cost per ton = $ 4.35

St andard cost per ton = $ 4.00

Unf avour abl e vari ance = $ 385 or 35 cents per ton



Answer :

Variabl e costs (fuel) = $1,584 = $1.44 per ton, as standard.

Fi xed costs = $3,200 in total (as standard).

Fi xed costs per ton at standard vol une = 3% 2.56
Fi xed costs per ton at actual vol une = § 291
Di fference = $0.35

Therefore the whole variance is caused by the | ower than expected

vol une.
Exanple B
Fuel = $ 1,800
Labour = 1, 100
Repairs = 1, 000
Depreci ation = 1,400
Tot al = $ 5,300
Quantity = 1,250 tons
Cost per ton = $ 4.24
St andard cost per ton = $ 400
Unf avour abl e vari ance = $ 0.24 per ton or in total $300
Answer :

No vol une change.

Variabl e costs (fuel) as standard.

Fi xed costs have increased over standard; the variance is due
either to increases in the prices of fixed costs, above those

estinmated, or to greater use of |abour or repairs than was

allowed for. These should be investi gated.
Exanple C

Fuel = $ 2,150

Labour = 900

Repairs = 800

Depr eci ation = 1,400

Tot al $ 5,250
Quantity = 1, 200 tons
Cost per ton = $ 4.375
Standard cost per ton = 4.00

Unf avour abl e vari ance $ 0.375 per ton or in total $ 450
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Answer -

Volune is 50 tons |ower than standard.
Fi xed costs = $ 3,100 as standard.
Fi xed costs per ton = $ 2.583 at actual vol une
" . * - _$ 2.480 at standard vol ume

[ it of 1

_$ 0.103 variance caused by | ower vol une

Vari abl e costs $ 1.792 per ton
St andard costs $ 1.44 per ton
Unf avour abl e variance $ 0.352 caused by increase in use or price
of fuel. Thi s shoul d be investi -
gat ed.
Trainees will see that these two figures total 45.5 cents; these
exceed the total variance by 8 cents. How can they explain this

anonal y?

- The cost of labour is $100 helow standard;, this is 8 cents per

ton hetter than expected. The total explanation of the vari-
ance is therefore:

10. 3 cents of the variance was caused by | ower than expected
vol une. 35.2 cents of the variance was caused by hi gher
price or nore use of fuel. Wre it not for the saving of 8
cents per ton on | abour, the total variance would have been

45.5 cents per ton rather than 37.5 cents per ton

Ask trainees how the information could be used to notivate nanage-

nment and nenbers

- Menbers could be told that their |ower than expected crop pro-

duction had increased the costs of drying by 10 cents a ton.

The responsi bl e manager coul d be congratul ated for havi ng nade
nmor e economi cal use of | abour. Fuel costs should clearly be

cl osely investigated.



Exanple D

Fuel = $ 2,310

Labour = 1, 000

Repairs = 1, 000

Depr eci ation = 1,400

Tot al $ 5,710

Quantity = 1,500 tons

St andard cost per ton = $ 4.00

Actual cost per ton = $ 381

Favour abl e vari ance = $0.19 per ton or $285 in tota
Answer :
Trainees may feel that this is a cause for congratul ation. | f

costs are so far below standard what need is there for closer in-

vesti gation?

Stress that overall inprovenent nay conceal |ower than standard
results in some areas. The purpose of variance analysis is to de-
ci de what caused the variance, and it is equally necessary when

the overall results are better than expected as when they are

Wor se.

Fuel costs = $1.54 per ton, i.e. 10 cents per ton over standard

Repair costs = $200 over standard, or 16 cents per ton over
st andar d

Fi xed costs $2.72 per ton at standard volurme (1.250 tons)
$2.27 per ton at actual volure (1,500 tons)

Di fference $0. 45

The explanation is therefore as foll ows:

- The higher than expected vol ume shoul d have caused costs to be

45 cents per ton Lower than expected

- 10 cents higher than standard fuel costs per ton reduced the

i nprovenent to 35 cents per ton.
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- 16 cents higher than expected repair costs reduced the inprove-

nent even nore, to 19 cents per ton only.

Trai nees should grasp the significance of this exanple. The great
i nprovenent caused by the higher than expected vol une conceal ed
the extra costs caused by higher than expected repairs and high

cost of fuel

It is easy to concentrate on the mathematics of these exercises,
and to forget that variance analysis nust be applied to real fig-

ures, and nust | ead to genuine corrective action.

Ask trainees to suggest processing operations with which they are
fam |liar where this techni que shoul d be used. Ask for specific
exanpl es whi ch denonstrate the inportance of separating out the

effect of:

- v olune
- prices

- managenent

What i nprovenents m ght trai nees have been able to nake in the
past if they had had the necessary data and had anal ysed it as

suggest ed?

Stress that analysis of variances, and subsequent nanagenent ac-

tion, nust depend on:

- efffective and tinely collection of cost infornmation
- selection of useful cost centres;

- appropriate apportionnent and allocation of costs to cost

centres;

- good estimates of future volune and prices as a basis for stan-

dard costs

effectively notivated managenent.
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COST OR USAGE

hjective: To enable trainees to determine the extent to which

variances are caused by deviations in use or in prices.

1 to 1l 1/2hours.

Material Exercise: "The Variant Society".

. i d

Rem nd trai nees of the previous session and of Session 4.1. It is
particularly vital that trainees should have grasped the content
of these sessions as a basis for understanding the technique in

troduced here. They were then able to determ ne what proportion
of a variance from standard was caused by changes in vol une, and
what by changes in the cost of inputs that were used. What

further analysis is required?

Remi nd trai nees that the purpose of analysing variances is to
direct managenent's attention to the real causes of cost changes,
so that they may take appropriate action. What type of actions
can be taken to reduce costs, other than making greater use of the

facility?

- The quantity of a given supply such as fuel, |abour or ma-

terials can be reduced.

- The cast of the supply can be reduced

It is clearly necessary to know whi ch of these steps should be

taken, since the actions in each case are very different.

Ask trainees to consider the cost of |abour in their own soci e-
ties. If the cost is higher (or |ower) than expected, what my

have been the cause?
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More (or less) labour tinme than expected nay have been worked

to conplete the tasks, that is |abour was used nore (or |ess)
efficiently.

The cost per hour or per nonth of the | abour may have been

hi gher (or lower) than expected.

Trai nees shoul d appreciate that the cost of fuel, repairs, aninal

foods or any other input can vary in the sane way.

Distribute the exercise and allow trainees individually up to ten
m nutes for Question a). Circulate anong trainees and if neces-
sary give individual advice. If very few or none of the trainees

are able to calculate the answer, lead themthrough to the answer,
as a group.

Elicit the various steps in the calculation fromtrainees as fol-

| ows:

Actual Production = 60 tons.

St andard Cost of Actual Production: $
Ingredient A 60 x 500 kilograns @10 cents 3,000
" B 60 x 200 @20 cents 2,400
" C 60 x 200 @ 6 cents 720
D 60 x 100 @30 cents 1,800
Tot al 60, 000 $ 7,920 or $132 per
ton
Actual Cost of Actual Production:
I ngr edi ent A 29,000 kilograms @12 cents 3,480
" B 13, 000 @24 cents 3,120
" C 14, 000 @ 4 cents 560
" D 4,000 @25 cents 1,000
Tot al $ 8,160 or $136 per
ton

Variance = $240 or 4 cents a kil ogram
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Trainees may feel that the variance is so snall that it is not
worth further analysis. Rermi nd them of the previous session. Re-
sults which are close to standard may conceal some very serious
probl ems since perfornmance which is nmuch better than standard,
perhaps through no effort of the nmanager, may conceal other itens

whi ch have been grossly overspent.

Ask trainees how they can anal yse the overall variances into those
parts caused by price changes and those parts caused by usage

change (Question b). Elicit the foll ow ng approach

- The price variance is the difference between the actual and the

standard price, multiplied by the actual usage.

- The usage variance is the difference between the actual and the

standard usage, nmultiplied by the standard price.

For exanple, the calculation for Ingredient A should be as fol-

| ows:

- Price Variance = (12 cents - 10 cents) x 29,000 kil ogramns

= $580 or 9.66 cents a ton.

- Usage Variance = (30,000 kilogranms - 29,000 kilograns) x 10
cents

= $100 or $1.66 a ton.

Ask trainees what is different about these two variances, elicit
the fact that the price variance is unfavourable, that is the
price is higher than expected, while the usage variance is favour-
able that is the usage has been |ower than expected

Al low trainees individually up to 15 mnutes to conmplete the cal -

cul ati ons.

The conpl ete set of results, for all four ingredients, should be

laid out as foll ows:



§?§fl?:— Vgiilgﬁce X kg = Total Vgls'ai‘ggce X cents = Total
A - 2 cents x 29,000 = -$580 | + 1,000 kg x 10 = +$ 100
B - 4 cents x 13,000 = -$ 520 { - 1,000 kg x 20 = =§ 200
C + 2 cents x 14,000 = +$ 280 | - 2,000 kg x 6 = -=§ 120
D +5 cents x 4,000 = +$ 200 | + 2,000 kg x 30 = +$ 600
-$ 620 +$ 380
or or
-$ 10.33 a ton +$ 6.33 a ton
Net variance = ~$ 240 or -$ 4 per ton

Tr ai nees shoul d not becone so involved in the cal cul ati ons that

they forget the purpose. VWhat concl usi ons shoul d t he managenent

of

the Variance Society come to as a result of the cal cul ati ons,

and where should they direct their attention?

H gher than expected raw material prices have successfully been

overcone by changing the raw material m x

Attention nmust be given to quality, to ensure that changes in
the mx to save noney do not lead to a drop in standards of

quality.

Al ternative sources of ingredients A and B should be found, or

exi sting suppliers should be pressed into reducing prices.

Refer trainees to the Variant Society exercise; what further

i nformati on woul d be needed to cal cul ate a conpl ete standard cost

of production for the aninal feed?

- The information only includes the cost of the ingredients. The
cost of processing nmust al so be included.

Wite the followi ng figures on the chal kboard/ CHP

Standard costs of material = $ 132 per ton

Fi xed costs of processing = $ 2,400

Expected vol une = 50 tons

Allow trainees sone nmnutes to calculate the total standard cost

per ton
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Standard costs = $ 132 for materia
48 for processing
Total = $ 180 per ton.
Remi nd trainees of the figures used earlier. VWhat is the effect

of the higher than expected vol unme of 60 tons?

- The processing costs will be reduced to $40 per ton, leading to

a new total cost of $172 per ton.

Refer to the earlier conclusion that the volume of foods produced,

crops processed or goods transported are usually beyond the con-
trol of the manager or supervisor who is responsible for the par-
ticular process or service. It is therefore vital to calculate
the inmpact of changes in volume on total costs, in order to enable
themto concentrate their attention on those things they can con-

trol.

Remi nd trai nees that the standard costs and variance anal yses are
not primarily intended as a neans of controlling, supervising or
eval uating junior staff. Who should play the major role in set-

ting standards, and who shoul d use then?

- The nmnagers who are nost closely involved in the supervision

of a particular function should play the najor part in setting
t he standards.

- Managers can use standards to alert them when operations are
not proceedi ng as expected. By anal ysing the variances, they
can identify the itenms which nmerit attention, where efforts to

reduce costs can be effective.
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The Variant Society

The Variant Society blends poultry feed for its nenbers. They use four
different ingredients, A B, Cand D, and the standard nix for one ton

of finished food is as foll ows:

I ngredient A 500 kil ograns
= 200 kil ogramns
= 200 kil ograns
= 100 kil ograns

Tot al = 1,000 kilograns or 1 ton

It was estinated at the end of 1983, after discussion with the sup-

pliers of the ingredients, that the cost of raw naterials during 1984
woul d be:

Ingredient A = 10 cents a kil ogram

B
C=
D = 30

The standard cost therefore was to be $132 per ton of feed. At the end

of 1984 the actual ampunts used, and the cost paid per kilogram were
as foll ows:

I ngredient A = 29,000 kilograms @12 cents a kil ogram

B = 13000
C = 14,000 " @ 4
D = 4,000 " @25
Questions
a) By how much did the cost per kilogramdiffer fromthe standard?

b) What proportion of the difference was caused by price and by usage

changes?
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SESSION 5.1
COST REDUCT] ON CAMPAL GNS
(hjective: To enabl e trai nees to adopt appropriate strategies for
cost reduction, and to avoid inefficient approaches to
the problem of excess costs.
Tine: 1 to 12 hours.
Materjial . Case study "The M nim sing Menorandunt.
Session Giide:
1) Ask trainees if they have ever been involved in "cost reduction

3)

canpai gns"; how effective have they been?

Trai nees nay nhot have experienced "econony drives", "energency
cost cutting" or other simlar appeals to reduce costs. The
experience, if they have, is unlikely to have been favourable.

Divide trainees into groups of three to five nenbers each. Dis-
tribute copies of "The M ninising Menorandum' to each trainee, and
ask themto imagine that they are nenbers of the managenent team
that has received the nenorandum They should go through the nem
orandum itemby item and decide how effective it is likely to
be. If they believe that it is unlikely to be effective, they
shoul d be able to say why, and what alternative they would sug-

gest.

Reconvene the groups, ask a representative fromone group to pre-
sent their views on the nmenorandum fromthe manager of Solidarity
Soci ety. Opinions nmay differ, but the instructions in the nmeno

randum are typical, if rather exaggerated, exanples of a nunber of
approaches to cost reduction which experience has often shown to
be usel ess or counter-productive. Specific criticisns, and sug-

gestions, mght include:



Ltem (a)

Criticism

Suggesti on:

Ltem (b)

Criticism

Suggesti on:

Lltem(c)

Criticism

Cost reduction, |like any other managenent task, re-
quires a teameffort. The manager al one cannot ex-
am ne and control every item of expenditure, and by
taking it upon hinself to have the sol e responsi -
bility he is effectively telling his subordinates
that they are not responsible; this is unlikely to
i nprove their perfornance.

The manager should neet individually with every sub-
ordi nat e. They shoul d toget her go through the costs
of that subordinate's operation and shoul d agree,
together, on areas where cost reducti on may be
nmade. As with standard costs, the subordinate him
or herself shoul d suggest and agree to take respon-

sibility for achieving a certain target.

It is absurd to spend as much tinme on reducing the
cost of itens totalling only $10 or $100 as those
costing several thousand dollars. Attenpts to save
nmoney on postage stanps or stationery may be val u-
able as a way of denonstrating to all staff the need
for savings, and as a way of encouragi ng even junior
staff to suggest economi es, but top managenent mnust

devote attention to those itens which really matter

The manager should identify those itenms which are
large and susceptible to reduction. He should in
di scussi on agree on feasible reduction targets, and
del egate responsibility for their achievement to

speci fi c managers.

It is most unlikely that all costs can be reduced by
ten percent. Sone nmay be reduced by nore, while
others may have to be increased in order to secure
greater reductions in nore inportant ones. A

bl anket reduction of ten percent is thus quite im



Suggesti on:

Ltem (d)

Criticism

Suggesti on:

Liem (e)

Criticism
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practical and undesirabl e. Attenpts to inpl enent

such a programme are likely to lead to wasted effort
and to decisions which nay even increase |osses. It

is also inportant to renenber that in the short term
all costs are fixed (even casual | abour cannot be
di sm ssed without any notice) and in the long term
all costs are variable (even the manager's sal ary
can be saved if the society closes down). The tine

factor nust not be negl ected.

As al ready suggested, a cost reduction programre

shoul d focus on itens which can be reduced, and

which will make a significant difference to overal
results. Anal ysis of the society's surplus account
will imediately show the larger itens, and very

little investigation is needed to realise which can

reasonably be reduced

Excessive attention on costs per itemis likely to
lead to low quality suppliers, which nmay in turn
| ead to hi gher usage and hi gher total costs. The
peopl e who actually use fuel and other supplies my
al so feel that they can shift responsibility onto
the purchasing officer whose task it is to secure

| ower prices, rather than mnimsing costs by | ower

consunption.

Every significant expense item should be approached
fromthe point of view of usage as well as price.
Hi gh price suppliers may lead to | ower total costs.
The |l owest priced itemis rarely the nbost econo-
mcal. Managers should be instructed to | ower costs
in total, whether through |ower usage or |ower

prices, or through a conbination of the two.

Supervisors will feel that they are not trusted if
they have to submit all purchase requests to the

manager. They will therefore behave as if they are
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Suggesti on

Ltem (f)

Criticism

untrustworthy, and will devote their tine to getting
round the regulation, such as by dividing | arge pay-
nments up into snall ones. This will actually in-
crease costs and will divert their attention from
genui ne efforts to reduce them The manager's tine
w Il also be wasted, and orders for essential sup-
plies will be del ayed by the need for his signature,

thus further increasing costs.

The manager should work with and assist his staff in
their effort to reduce costs, rather than doubl e-
checki ng them He should use his "bird' s eye" view
of the society as a whole to co-ordinate their ef-
forts, and to prevent savings in one departnment from

actual ly increasing costs in another.

H gh costs are not in thenselves a problem unless
they are not matched by proportionately higher rev-
enue. The manager's recomendation is likely to
lead to | ower menbership as the quality of service
and recruitnment efforts falls. The overal |l objec-
tive should nat be cost reduction but surplus in-
crease. This may be achi eved by hi gher nenbership
and hi gher revenues, which will thenselves require
hi gher rather than | ower costs. The nost positive
way for a society to extract itself fromdifficul-
ties is to adopt an aggressive and positive policy
of expansi on. The pressure for an imredi ate in-
crease in surplus can usually be nore easily satis-
fied, and nore permanently, through expansion rather

than contracti on.

Ask trainees to reconsider the position of their own societies:

Are they all nmaking as good a surplus as they shoul d?

Have they analysed their results to see how the surplus can be

i ncreased through higher revenue and | ower costs?
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Have costs been analysed in order to identify those which just-

ify efforts to reduce then?

Has responsibility for revenue increase and cost reduction been

clearly del egated to responsible staff, who feel thenselves to

be part of a tean®?
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I  nimisi I
TO Managenent and Supervisors, The Solidarity Society.
FROM The Ceneral Manager
DATE: February 28th, 1985.
SUBJECT: Cost s.
You will all have heard of the serious increase in our costs, which
contributed to our society incurring a |loss for 1984. This is the
first time our society has incurred a | oss for four years. | shal

need all your co-operation in ny efforts to renedy this situation, so
that 1985 will make a recovery, and | am putting the foll ow ng steps

into effect, as fromtoday.

(a) | amtaking on nyself full responsibility for all our costs, and
for reducing them | know that | can count on your full support
inthis, and | shall be exam ning each departnment in turn in order

to make appropriate reductions in costs.

(b) Every single cost item deserves our attention. | shall expect
suggestions for reduction or elimnation of individual cost itens
fromall of you, and shall welconme themall, regardless of the

actual amount of noney invol ved.
(c) By the end of March 1985, every cost will have been reduced by at
| east ten percent. | know that this will be difficult, but we

must achieve this goal if ny efforts are to be successful

(d) Every effort nust be focused on costs, casts, costs and their re-

ducti on. | have asked the accounts departnent to informthe man-
agers of each departnent what is the cost of every item con-

cerned. This nust be reduced, by ten percent.

(e) In order to ensure that | have full control, every purchase order
for nore than $100 worth of goods or services will have in future

to be signed by ne. | have given instructions for a special sheet



to be attached to every order over $100, on which whoever ini-

tiates the order nust explain why it is necessary, in spite of ny

canpai gn. If | agree to it, | shall counter-sign the order, but
I must warn you that it will only be in exceptional circum
st ances.

| want everyone to devote his full attention to this canpaign for
the next three nonths. | appreciate that activities such as mem
ber recruitnent and produce sales are inportant, but cost reduc-

tion nust be our 100% concern for this period at |east.



Sheet 1
SESSION 5. 2
ACTI ON COVM TIVENT
C(hjective: To enable trainees to apply what they have learned to
their own situation, to develop a solution to a specific
problemw th the assistance of the group and to commit
thenselves to its inplenentation by a given tine.
Tine: Up to one day.
Session Qiide:
1) Renmind trainees of the difference between the classroom experience

they are just conpleting and the reality of co-operative manage-
nment. The two may very easily becone unrel ated. The anbition of
this course, however, is that trainees should apply what they have
learned in the classroomto the daily nanagenent of their co-

operative societies.

It is very helpful to have a "bridge" between the classroom and
the societies. Reni nd trainees of their obligation to nmake an
"action commitnent"” at the end of the course, by describing sone

thing they are going to do as a result of the course and by com
mtting thensel ves to have reached a certain stage in its inple-

nmentation by a certain date.

During the course trai nees should have been continually rem nded
of their responsibility to make this action conm tnent. Thi s
final day gives themthe opportunity to develop a solution to this
probl em using what they have | earned during the course and in
consultation with a nunber of other trainees, and then to present

the solution to the whole group for criticismand coment.

The tinme avail able should be divided into two periods - the con-
sultancy period and the presentation period. During the consult-
ancy period the trainees should be divided into groups of three to
four people. The groups should not contain trainees of the sane

co-operative and ideally should include trainees fromdifferent



backgr ounds. In this period each trai nee should be all owed about
30 mnutes to present his problem and proposed solution to the
ot her nmenbers of the group, who are expected to conment and hel p
devel op a solution to the problem together with a tinetable for
its inplenentation.

During the presentation period each trainee should have at | east
ten mnutes to present his problemand solution to the whole
group, and to hear and react to at least a few of their coments.

In this brief period the trainee nust:

- Describe the problem
- Describe the solution

Descri be how the solution will be "sold" to whoever is in-

vol ved.

- State a specific date by which the plan will be conpleted

Trai nees who are in a position of authority in a co-operative may
feel that it is unnecessary to "sell" their idea to their sub-
ordinates or to committee nenbers. Such trainees should be warned
that subordinate staff will contribute nore efficiently to the
work of the co-operative if they believe what they are doing is

useful rather than if they do it out of fear or sinple obedi ence

The actual timng of the "consultancy" period and the "presenta-
tion" period will depend on the nunber of participants in the
cour se. In order to ensure that sufficient tine is allowed to
each trai nee the nornmal session hours should be extended or sone
tinme should be allowed during the previous day. The session is
i mportant since it provides an effective "bridge" between the
course material and the normal environment of the trainees. It
al so ensures that the trainees regard the conpletion of the course
not as the end of training but as the begi nning of personal im
provenent on the job.

The problens and their solutions will of course be unique to each
trai nee and his organi sation, but typical exanples nm ght be as

fol l ows:
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Probl em

The supervisors al ways argue about who is responsible when ex-

penses are too high, and nothing is done to inprove things.
Solution:
By the end of June | shall have sel ected cost centres and

shal |l have designed, "sold" and installed a sinple costing sys-

tem based on t hese.

Probl em

W& have excess processing capacity at some tines of the year;
ot her organi sations wish to use it but conplain about the
prices we charge. We dare not reduce our prices for fear of

| osi ng noney.
Solution
| shall within a nonth cal cul ate the break-even point for the

facility, at various price levels, and thus calculate an

attractive but still profitable price.

Probl em

We can never deci de when to repl ace vehicles or other equip-

nment, because we do not know what it costs to operate them
Solution:
I shall in three nonths allocate direct costs to each item and

monitor the totals, so that we can see when hi gher running

costs nake replacenent nmore profitable.

Praobl em

Members cannot understand why costs per unit processed increase
if they sell less of their produce through their society.
Solution:

| shall calculate and present to nenbers at the next genera

meeting a set of sinple exanples illustrating the effects of

fixed and vari abl e costs.



Trai nees shoul d be encouraged to arrange to neet each other at
work after the course for continued "group consultanci es". The
i nstructor should al so undertake to visit or otherw se contact
each trai nee around the pronised date of conpletion of the action
plan, in order to ascertain whether or not it has been inple-
nment ed. It must be stressed that this is not in order to evaluate

the trainees, but the training course itself.

If possible a brief reunion should al so be arranged, to take place
after an appropriate interval. If this can be done, trainees
shoul d be asked to state in this session exactly what they plan to
have achi eved by the date chosen for the reunion, so that they can
on that occasi on conpare progress with the stated intention. This
is not only a useful evaluation device, but nore inportantly, the
public comm tment and know edge of the forthcoming reunion will be

a powerful incentive to actual inplenentation.





