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91-010 Introduction

If we accept the premise stated in the Prefac= regarding change —
development, evolutionand innovationis an essential partof every sustainable
enterprise — and that many products and services have changed dramatically
(especially over the last three decades), we niast aiso acknowledge that the
service function has not just been transfcriiied in the way it is delivered
externally to the customer but also in the iiiternal demands placed on those
within the organization.

Internally, the administrat.ve support role has not kept up in many
instances — too many organizations still do things in the same old way.

Managers and the SMI cannot wait weeks — up to two or so - for a
report on the company’s immediate past trading period. Generalized,
broad-brush standard reports after the close of the month are also no longer
acceptable. I weuld be a rich man if I'had a pound for every time I heard the
comment, “...but iliut’s how the reports come out of the computer, it's the way the
software is written...”.

The source of this particular problem does not fall entirely to the
accountant but it's because IT people write the majority of accounting
software, and clearly they are not management accountants. This is not
intended to be a criticism of IT people or to denigrate their work: There is
an easy solution to satiate the needs that the ‘hunger for useful, key data’
management accountant has — determine exactly what you need to know,
when, where and in what form, then make sure your software supplier fully
understands this, and most importantly, delivers what you specified.

I recently heard about a manufacturing company that had its staff on
cleaning and tidying up duties for three days because the new computer
system was down — how is this acceptable in the 21st Century! For most
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customers, especially in industry or B2B' [and with the rapid growth of
Internet shopping], products that cannot be downloaded instantly, such as
White Goods?, are still expected to have a delivery option of a day or two at
most. One company I worked with delivered orders received in the morning
by 3 o’clock same day and they are not the exception. Downloading a book,
film or music streaming, or even a research report means, now, right now!

Then there’s the issue of what to provide for management to be aware
of and where does this data originate — each of these vital points will be
worked through in detail later in this book. For now, by way of introduction,
it is helpful to make a few important points:

a) Managers may need information that is not automatically
provided within the standard end of month accounting system
reporting output.

b) The structure of the accounting software’s coding system is
usually defined by the accountant’s ‘Chart of Accounts’, and this
is typically established from a financial accountant’s auditor-
based, ‘custom and practice’ experience: This is different to
the needs of a dynamic business development decision based
information system.

¢) The accounting software’s coding structure must consider the
needs of strategic management team and needs to help them
drive the enterprise forward towards the achievement of the
vision and mission.

d) The accounting software’s coding structure must support ihe
SMT in their Risk Management planning and strategic focus

e) The accounting software’s coding structure must consider the
needs of operational managers in providing day-to-(ay detailed
activity-based information on costs and performance:

f) It may be necessary to train traditional audit/regulatory-focused
financial accountants in the needs of management accountants
as they seek to advise, guide and support decision makers
throughout the enterprise.

g) Donot forget to confirm the chart of accounts with each manager
as it relates to them and confirm with them that it will provide for
all of their management planning, monitoring and control needs.

h) Do not impose an IT-focused reporting upon managers as it will
simply be delivering the message, “..this is all you get...”

! B2B (business to business) means companies not trading directly with public consumers.

2 ‘White Goods' refers to [usually] domestic home appliances such as refrigerators, tumble-

driers, washing machines, freezers, etc..
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How aware are you of the risk your enterprise is under from IT

failure, really?

e Do you have a back-up plan for a catastrophic failure of your
IT system?

s  Doyouknow how long you can afford for your system(s) tobe ‘down’
before your customer satisfaction levels will become compromised?

¢ Do your monthly accounting routines create delays or inconvenience
for other operational function in the enterprise?

91-020 Building a reality picture

The whole ‘blame’ for this ever-increasing pace cannot be laid solely
at the feet-¢.f IT or software companies — and certainly some of the major
accounting software packages are quite sophisticated — we need to consider
the halisiic® data collection process across the enterprise. By this, I do not
just mizan core activities such as doing things to achieve an output but also
considering ancillary actions and supporting roles.

Building up a picture using this base data extracted from Var’ious’,
systems across the enterprise enables management and executives to “see
information which enables them to make better-informed decisions. Such
decisions may be operational, tactical or for the longer-term future — the key
word here being ‘future’. Management Accounting is fundamentally the
process, by which we take everyday events, facts and data, and present them
in the context of a single or a range of future outcome for the organization.

Quoting from the recent publication® from CIMA® and the AICPA®, ”...
Management Accounting alone cannot resolve the full range of issues that
organizations face. It does, however, offer an approach to organgtmngl
management that aids the development and delivery of strategy”. It is
also important to emphasize that only by using management accounting
information techniques to effectively deliver goals and objectives will the
organization have a realistic chance of a successful future.

It is surprising therefore, that the majority of companies faﬂ to reassess
either their everyday operational processes or their strategic planning

? Holistic in the business environment means applying to, or responsible for the whole
enterprise.

* Recent publication — ‘Global Management Accounting Principles’®, jointly published by
CIMA and ATICPA, 2014.

CIMA - The Chartered Institute of Management Accountants; the world’s leading
professional body for Management Accountants.

¢ AICPA - the American Institute of Certified Public Accountants.
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processes. Possibly this is one of the main contributory factors to why most
Small to Medium Enterprises (SMEs) remain SMEs throughout their life and
perhaps why big corporations can fail.

Conceivably, it’s the fear of change itself that keeps some locked into
their existing ways (not entirely an unreasonable human emotion). Having
made the organization fit what feels comfortable for them to manage over
a period of time they will fight to retain such processes and routines. Too
often I have seen a manager deliberately disrupt a process change that has
been approved as it affects a ‘treasured’ routine of his own — ultimately this
leads to only one outcome, a departure from the company.

One simple, and most common reason (for ‘reason’ substitute the
word, excuse), is due to managers and the SMT” having built strong comitzt
zones based on their common understanding and ability to relate data to
events in their experience. Unless their business is forced to change by
external factors, many will resist any change to data collection iacliniques,
operational planning tools and business information reporting

Casting my mind back to the 1980s when I was employed as a
Management Accounting Controller in a well-established and highly
respected manufacturing company in South London, I recall the Managing
Director saying to me once, “Laddie, there’s nothing you can tell me about this
business, I've been here man and boy.... The fact that he had started out his
working life as a junior making tea and sweeping up some 50 years earlier
seemed to justify his view that only he knew best because only he had grown
up in the company.

SMT is a generic term that means the Senior Management Team and differs in structure,
job title and authority according to the size and relative success of the enterprise, e.g., in
a MNC there could be top executives in a boardroom in one country overseeing sites in
many others where operational responsibilities are executed by a subsidiary board that
may have senior business unit managers reporting to them - all could be members of
the SMT. In a SME the SMT may be owners, family shareholders, directors and/or senior,
experienced managers.
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The reality was that everything was still being done exactly as it
always had been and was some 30 years behind manufacturing technology
advances, operating the minimal amount of cheap, crude computers a_nd
was reporting the same data each month as had always been seen. Planning
simply consisted of an annual budget process that became enshrined in law
and used monthly as whip or reward depending upon whether managers
stayed within their budget or failed to achieve what was expected.. Sales
forecasts (for word ‘forecast’ substitute the word ‘guess’) were simply
based on what they had achieved before plus “a bit more” — the latter being
included to keep the MD happy!

As for market research, scientific activity forecasting, Monte Carlo
Simulation and the like, they were never used: The actual expression often
used was, “They're not needed, we've got along well enough without those
academicideas in the past so we don’t need them now...”. Is it wrong to think
like this if yo« are already succeeding? It is a good question. But nevertheless,
a questiori such as this does need to be answered by considering what is
trending riow, what are the key forecasters projecting for the short-term as
well as medium to long terms, and, is your enterprise agile enough to adapt
easilv and quickly if necessary.

Sadly, my four decades of experience have shown me that the attitude
of, “...we're alright doing what we do...”, is not rare.

71-030 What factors force a commercial enterprise to change?

Time and again one reads articles, hears business talk shows, even
blogs discussing/reporting that the world of work is changing. How many
times has a clear description of what that change looks like or the implications
of change upon the enterprise, been explained satisfactorily, if at all.

We have many questions but not exactly clear answers, such as, what
exactly are the factors forcing changes in the workplace? What do they
look like? What are some of the outdated processes still being used by the
enterprise today and what does a new, better alternative look like?

If the enterprise is to rethink how it is structured and wishes to
function from a set time, then these new ideas must take actual form around
the change-points. The most prominent of these change-points include:

New patterns of employment and working relationships.
The astounding pace and scale of the technological change.
The advances in digitalization.

The advances in the Internet of Things and with Cloud options.

IR

The dynamic globalization influences.
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Each of these will be examined and worked through in detail in one
or more chapter in this book. Change has always been with us in both our
personal world and for the commercial enterprise, so why is it different
today? There are possibly three core reasons why the changes we are
experiencing in today’s more connected world are particularly different:

a) The Increasing Pace of Change - the pace at which change is
being presented has increased, and the implications ripple across
ever part of human activity.

b) Greater Connectivity - an intensely connected world comprising
people and gadgets, seemingly connected 24 hours a day, seven
days a week. This is unlikely to reduce over the next few years,
quite the contrary, it is more likely to increase further. it can
readily be envisioned that anyone and anything that can be
connected, and therefore it will become connected.

¢) Reshaping Relationships - This includes everything both
internal and external, from employee behaviour, working hours,
loss of permanent contracts, partial home—working, and more.
However this trend of guiding how work should be done is being
completely reversed. The SMT and managers at all levels must
adapt to this new way of working.

Just recognizing the changes that will have the most profound
effect upon the enterprise is perhaps the biggest challenge. Whether it's
change in business market demographics/competition status, change of
experienced or senior personnel, change in the technology requirements
(maybe due to a new software release), or change in what the busine:s
wants to do, the scale seems to be escalating. The speed or frequeticy of
change also seems to continue to increase, especially regarding Bi sotiware
tools, smartphones, tablets, and all other forms of portable-cornputing
breaking the mold - Having recognized the need for changeand made
your selection, the process of managing the transformatiom begins, and
that includes planning how to handle
people’s ability (or sometimes,
inability) to absorb and adapt to that
change.

Of course, the related challenge
is that of simply staying current and
in today’s dynamic businesses it
can be really difficult as there are so
many new developments everywhere.
Filtering all the news releases, press
reports and hundreds of daily and
weekly corporate communications to
discover what is important to your
organization is very challenging.

11-030 © 2017 Wolters Kluwer Hong Kong Limited
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Perhaps one way of reducing this pressure is to avoid reading any of it

but then you would also miss the news release about a new system, sofhvg(li:e

ethod that would readily cascade through to your bottom line or provide

b t return on capital. It can be simplified by asking the question of each

: gvfriarelease, etc,, “Is this relevant to me, my business or my customers”?

%(lie follow up question is just as easy, “when will it m’ake a ;hfference,
immediately, next week/month/year or in how many years’ time”?

Typically, what factors can force a comn}erci'al enterprise tq have to
introduce some significant fqrm of changes? This will vary depend1ng upon
a wide range of external and internal fgctors as Well as the size and structure
of the enterprise and the marketplace in which it operates.

Just taking two extremes as examples, a MNC* might have a reggula_r or
relatively frequent programme of ch_apge/evoluhon whereas an_SME might
find time avid 1esources limit its ability to restructure, reorganize or adopt
new techaigues, equipment, systems or technologies. The rnost‘ common
factors thet lead to change being enforced upon the enterprise are:

¢  Continuing shortage of cashflow;
® Loss of markets;

e  Changing market dynamics;

e Increasing inefficiencies;

e A rapid rise in the number of (and competitive nature of)
alternatives;

e  Technological advances;
e  Loss of key personnel;

e  Retirement of founder or sale of the enterprise.

Too many leaders find it too hard to let go of a work method, product
line, or corporate service offering that has formerly been successful.
Also, perhaps just as many persist with projects or initiatives that they
have supported personally but are clearly not returning value for the
effort involved.

8 MNC means Multi-National Corporations and may even include multi-site enterprises
that only operate within their domestic country. Ml\!_Cs are generally r_eglardic_l as ma]m;
global organizations that have a global head office in its country of domicile (this m;y nod
be its main operational centre but sited where taxation beneflt's can be maximized) an
business units or operational centres in more than one other region of the world.

? SME means, Small to Medium Enterprise and refers to an enterprise — Fither commercial
or charitable — that is small in stature either in terms of headcount, income _stzeam or
profitability. There are no hard rules that specify a turnover or net profit figure that
delineates and SME from a ‘large’ corporation.

Management Accountancy and Business Success — Your Complete Guide Volume One  91-030




I

FE

10 Management Accountancy and Business Success — Your Complete Guide Volume One

How aware are you of the change that has arisen and its
subsequent impact upon your organization?

1 How many changes have occurred in your industry over the past
(say) 5 — 10 years?

2 Could you rank these changes in terms of their impact upon,
e  Your marketplace either as a whole or regionally?
e Your products and/or services individually?
e  Your enterprise?

3  Are you aware as to how your competitors have reacted to these
changes and how many have been more successful or less so?

4  How aware are you of changes ahead that are,
e  Likely to occur and imminent?

e Likely to occur but still some time ahead?

e Less certain as to whether they could arrive or when?

Commercial history across the world is sadly riddled with many
proud businesses that were once hugely successful but failed to recognize
or implement the need for change.

71-040 Information or just data

Modern enterprise has grown up with an ever-increasing ‘scale of
potential information sources but have they really gained moreinformation
or just data?

In Britain of the mid-1970s, medium and large-sized companies
started to introduce computers into the workplace often commencing with
punched card or paper-tape readers then quickly moving on to magnetic
tape. The infrastructure changes these machines and their storage-hungry
devices created were significant in those days. Some examples of additional
expenses to be covered included, dust-free rooms with vibration-free
insulated flooring and strict temperature control, etc.

All these lead to increased costs ranging from the initial expensive
capital purchases, premises modifications and on-running maintenance
costs as well as day-to-day expendables. In addition there were the extra
staffing requirements and changes to the way, and the amount of, data to be
collected and keyed into the ‘great hungry beast’.

91-040 © 2017 Wolters Kluwer Hong Kong Limited
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Analysis of all this extra data became another challenge for managers

and finance teams alike. Finding the time to understand the ‘new data’ and

ersuade those still developing their newly won IT programming skills to

?vrite output reports that were focused and tailored, were all part of the
mew evolution”.

In 1973, whilst working as a Production Management Accountant
for a mid-sized timber products manufacturer, I vividly recall the reams
of noisy dot matrix printer generated, green lined paper with its sprocket
holes down either edge that clattered its way out of the machines at the end
of every week.

Somehow I had to trawl through a stack typically two inches deep
(fan folded) to extract the data I needed to go into the weekly production
and productivity report: And we thought this was progress!

Tailor2d reporting had not been .
considezed a necessity and therefore
not ‘ar) “option in the package that
cane with the system. It was part
~¢ management accountant’s job to
analyze data and hand copy [only
allowed in pencil] whatever data
that seemed relevant, along with
summaries, onto forms for secretaries
to type out for management. Such data
would be revised once or twice before
publication, each time being returned
to the Secretarial Pool for retyping.
This purely administrative process was
simply a LEAN Waste activity although
we did not know about efficient report
writer software then.

The next evolution, perhaps it
could even be called a ‘revolution” came with the advent of the computer-
based spreadsheet. A widely used and very well respected pioneer of this
technique that became the standard for this activity was called, Lotus 123"

Lotus 1-2-3 is a spreadsheet program from Lotus Software (now part of IBM). _It was
the IBM PC’s first ‘killer application’, was hugely popular in the 1980s and contributed
significantly to the success of the IBM PC. The first spreadsheet, VisiCale, had helpecl
launch the Apple II as one of the earliest personal computers in business use. Lotus
solution was marketed as a three-in-one, integrated solution, which handled spreadsheet
calculations, database functionality, and graphical charts: Thus the name, *1-2-3". It quickly
overtook VisiCalc, as well as MultiPlan and SuperCalc, two VisiCalc competitors. 1-2-3 was
the spreadsheet standard throughout the 1980s and into the 1990s. 1-2-3 migrated to the
Windows platform, as part of Lotus SmartSuite and later, IBM Lotus _Symphony, both fully
integrated office functions packages. Lotus was passed by Microsoft in the early 1990s and

Management Accountancy and Business Success — Your Complete Guide Volume One  11-040
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Things have moved on of course. We now have sophisticated data

systems and can relatively easily tailor reports to our specific requirements
and deliver them in different formats electronically if required. But how
much is information and how much of this is just data?

Let me take just three common reports found in most businesses, the

monthly ‘accounts’, the standard cost report, and the variance analysis.
Please note that the following comments are based on real-world experience
gained in both the SME sector and in major corporations:

1

The monthly accounts pack — what exactly is being reported? Usually
it is the outcome of the accounting system’s machinations typically
known as the ‘end of month cycle’ or, ‘shutdown’. This means, an
amount for each account’s code in the general ledger or accounting
system; some of which are aggregated into groups and reported as a
single amount, others shown independently. In either case, there will
be a page for each department, cost centre, business unit or strategic
operations section.

Amazingly, the amount shown is not necessarily a ‘real’ figure, it may
have been amended making it greater or less than the actual ‘ledger’
amount for that code number.

Two frequently used adjustments are known in accounting terms
as, accruals" and prepayments”. There may also be ‘correcting
items’ representing adjustments from prior/future periods that have
proved to be wrong, either as a result of a misposting, or due toan
incorrect value having been input previously, or some other approved
adjustment.

never recovered. IBM purchased Lotus and continued to sell Lotus offeii.gs, only officially
ending sales in 2013.

Financial statements are prepared under the Accruals Concept of accounting require income
and expense must be recognized in the accounting periods to which they relate rather than
on a cash basis. An exception to this general rule is the cash flow statement whose main
purpose is to present the cash flow effects of transaction during an accounting period. The
inclusion of accruals greatly increases the amount of information on accounting statements
(before the use of accruals only cash transactions were recorded on these statements).
Accruals provide information about important business activities, such as revenue based
on credit and future liabilities, i.e., showing what it owes looking forward and what cash
revenue it expects to receive based on sales made on credit. It also shows assets that do not
have a cash value, such as goodwill.

Prepayments are payments in advance for goods or services not yet fully received.
Management of prepayments - if they have not been received by the end of the financial
period the amount prepaid will appear in the Balance Sheet as a prepayment and not as part
of the costs in the Profit and Loss account.

In the following period the relevant amount that has been prepaid will then be subtracted
from the Balance Sheet and added to the costs of the P&L. This way the costs involved will
be charged to the correct accounting period.

91-040 © 2017 Wolters Kluwer Hong Kong Limited
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The result of all these adjustments is called the ‘actual’ for the period.

These so-called “actuals” are then compared with the budgeted amounts
for the same period — another minefield of management information.
Without spending too long at this stage in discussing the merits or
otherwise of the typical annual budget process — this is dealt with in
much more intimate detail later in this book —let us say that the allocation
of an annual budget into a sub-divided sum for each account code for
each accounting period is often less specifically precise and more the
result of a mathematically-driven formula.

Herein lies one of the most common accusations levelled at the
annual budget process — the results do not represent a likely day-
to-day reality.

Key questicns to ask about Accruals & Prepayments

¢ FHow well do your finance team understand the need for, and the
importance of the accruals and pre-payments process?

¢ Domanagersinother functions across the enterprise fully understand
the need for and importance of the accruals and prepayments
process?

e Do other managers or functional leaders — beyond the finance
function — give full attention to end of month accounting processes?

e  If not, what are you doing to improve this situation?

Financial regulators such as FRS, and for use globally, those of the
International Financial Reporting Standards (IFR5)", amongst others,
approve such ‘adjustments’.

13 International Financial Reporting Standards. The International Financial Reporting
Standards Foundation was established to develop a single set of high quality,
understandable, enforceable and globally accepted financial reporting standards based
upon clearly articulated principles. They achieve this through the following mechanisms:

* An independent standard-setting board, overseen by a geographically and
professionally diverse body of trustees, publicly accountable to a Monitoring Board of
public capital market authorities.

e Supported by an external IFRS Advisory Council, an Accounting Standards Advisory
Forum of national standard-setters and an IFRS Interpretations Committee to offer
guidance where divergence in practice occurs.

® A thorough, open, participatory and transparent due process.

® Engagement with investors, regulators, business leaders and the global accountancy
profession at every stage of the process.

* Collaborative efforts with the worldwide standard-setting community.
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The result of all these adjustments tends to be called the ‘actual’ for the
period by accountants and managers across the globe.

At this point, let us examine another aspect of confusion for non-
accountant managers. As much of the activity of an organization is
focused upon providing goods and/or services for customers it seems
logical to assume that the sales budget is one of the most important
documents to be created.

Therefore, the precision by which the sales team establish their plans
for the ensuing twelve months (a typical budget period) should be
fundamental to the subsequent operational planning or the enterprise.
Incorrectly calculated, erroneous or ‘gut-feel’ bases will lead to
ineffective reporting, resource-wasting and squandering of precious
management time, as well as leading to internal inefficiencies and
compromising best-practice customer relationship management.
Three examples are shown below to demonstrate how the per period
figures can vary significantly according to which method of projection
is shown.

91-040
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The only way to eliminate this risk is by using reliable scientific
forecasting techniques coupled with comprehensive, highly detailed
market intelligence. From this valuable base the phasing of the
anticipated sales revenue stream(s) can be carefully built up period by
period. But what do we see in practice for many organizations? Fither
a simple division of the total sales budget for the year by 12 periods,
or a quarterly phasing based on a previously seen cycle or some other
arbitrary basis.

Of course it's not easy to predict what will be sold, to whom and
when but that is why successful businesses employ highly skilled
sales planners in their teams. The skills they use can easily be learned
by anyone in a managerial capacity, even in the SME sector. This is
explored in more detail later in this book.
E
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Additionally, there are other demands for content, layout and
compliance: ‘Financial Reporting Standards’; these are established by
The Financial Reporting Council (FRC), an effective, accountable and
independent regulator, actively helping to shape United Kingdom,
and to influence European Union and global approaches to corporate
reporting and governance. It ensures that the FRC is recognized in
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Key questtons to ask about financial reporting

e _Asa professional accountant, how current is your ?Kno.wledge of the
FRS that are applicable and relevant to your organization?

.~ How well do your finance team understand the need for, and the
importance of FRS?

e How current are your finance team players in their knowledge of
FRS (as relevant to their work and responsibilities)?

e  Domanagers in other functions across the enterprise fully understand
the need for and importance of FRS?

e If not, what are you doing about it?

= -
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and globally, as independent, credible, authoritative and
?Eugrlftiia]. Theg FRC effectively engages with, and influences, relevant
EU and international organizations and regulatory authorities in other
major jurisdictions.

ing standards developed by the FRC or, previogsly, by
ﬁzciué:tguitmg Standards Board (ASB) are cor}taine_d m ‘Financial
Reporting Standards’ FRS.™ Soon after it starlted its activities, the ASB
adopted the standards issued by the Accounting S_ta_n-dards Comm1t_tee
(ASC), so that they also fall within the legal definition of accounting
standards. These are designated ‘Statements of Standard Accounting
Practice’ (SSAPs). Whilst some of the SSAPs have been supe_rseded by
FRSs, some remain in force. FRS' in hard copy can be obtained from

www.frcpublications.com.

So what does all this mean? It means that managers spend considerable
amounts of time discussing monthly accounts reports that show and
compare two sets of figures, neither of which represents the real world.
In this book we will build a more effective route to better business
management, through management accounting.

4 FRS means Financial Reporting Standards; these are established by the FRC. The Financial

Reporting Council (FRC) is an effective, accountable and independent regulator, actively
h:ﬁ:);g t% shape UrEited %(ingdom (UK), and to influence European Union (EU) and gl(():bgl
approaches to corporate reporting and governance. It _works to ensure that ?he FR _ 115
recognized in the UK and globally as independent, credible, authoritative angl m.ﬂue{ma A
The FRC effectively engages with, and influences, rellev_an_t EU and international
organizations and regulatory authorities in other major jurisdictions. ) e
Accounting standards developed by the FRC or, previously, by 'ch? Accounting Standards
Board (ASB) are contained in ‘Financial Reporting Standards’ (FRSs). Soon after it
started its activities, the ASB adopted the standards issued by the Accounting Standards
Committee (ASC), so that they also fall within the legal definition of’ accounting st'amdards.
These are designated ‘Statements of Standard Accounting ]"ractlce (SSJ;\PS). Whilst some
of the SSAPs have been superseded by FRSs, some remain in force. FRS' in hard copy can
be obtained from www.frcpublications.com.
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The Standard Cost report — This report can take many different forms
based upon many different criteria depending upon industry sector,
business size and scale, tradition or norms, and in some cases, personal
preference. But exactly what is it telling managers? That's such a good
question that T have asked it of different executives many times and
mostly without satisfactory value-based explanation.

Answer these questions about your monthly report pack

Have you asked the managers who receive a copy of your month-
end accounting reports, how useful they find the data included, the
format and the timing?

Have you asked each manager and person responsible for the

application of resources (money, people, equipment, etc.), what they
need to know and when?

Do you know how long it takes to produce your month-end
accounting pack?

Do you know how much it costs to produce your month-end
accounting pack?

How long ago did you last carry out a review of the content of the
monthly business update reports — including the finance reports?

What is the proportion of the monthly reporting pack that is
produced automatically by the system and how much is calculated
manually and input as adjustments or additional information (2s.a
percentage)

If you still produce paper-based period end accounts or cost centre
reports why not consider converting to electronic versicns instead
(soft copies) and enabling managers to access and read dizectly from
their desktops.

If you have converted to non-hard copies, do you know how
successful this process is, especially determining how many actually
read the reports, how many are printed out (thereby negating any

gains) and how the level of enquiries has changed?

Most publishers of these reports will proudly and enthusiastically
explain that the Standard Cost Report clearly shows the ‘standard
cost’ of the products being assembled/manufactured - in the service
sector, the same but for the standard services offered. In pure and
simple terms, it is the equivalent of statistics that purport to represent,
‘the man in the street’.

The problem with this is that usually there are very few ‘typical man in
the street’ people in the real world as everyone is very different, both

91-040 © 2017 Wolters Kluwer Hong Kong Limited
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physically, and from an attitude and psychological profile. Here are
just a few examples of what cannot practically exist in the real world:

i. Hong Kong has one of the lowest birth rates of 1.1 children born
to women of childbearing age — what does 0.1 of a child look like?

ii. According to the CIA World Factbook, the average age is 41.7
- how many Hong Kongers do you know that are 41 years and
255.5 days old?

iii. 0.2% of the population is Nepalese, how many of these 14,374 do
you know?

iv. Apparently 80% of Hong Kongers claim no religion and yet a
large number of religions are practiced across HK.

v. With traffic density of 600,000 cars (excluding commercial
venicles and public transport) and a population of 7.2 million
that means everyone has 0.08 of a car or from another perspective
one vehicle for every 12 people (what does 0.8 of a car look like
and how useful is it?).

The relevance of the ‘man in the street’ to the Standard Cost Report is
that the standard cost is in reality, more a hoped-for, estimated average
standard cost created at one point in time but designed to last for a
longer period of time, commonly specified as 12 months. Therefore it is
akin to an average in that its relationship to the real, or actual cost will
be different at each end of the time period but when the whole period is
considered it becomes the mathematical average.

Looking at this in simple terms, it should be obvious that for the first
part of the relevant period the price paid for the item should be less
than the calculated (average) standard but this will reverse during
the second half of the period. In an ideal situation the positive and
negative differences — known as material price variances, either
favourable or adverse — should cancel each other out by the close of
the relevant period. For those of us who live in the real world, we
know this is unlikely to be the situation.

In times of price fluctuations, especially when materials are sourced
from non-domestic markets and thereby suffer currency exchange
changes, the standard can vary from ‘actual” frequently.

The example that follows overleaf is a simplified illustration related to
material cost for a manufactured product:
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10 The need for cost data in strategic planning

In the previous chapter we explored the minimum required input for
ful strategic planning and listed a number of key areas that must
amined. In addition a number of specific areas should be clearly
rstood:

Alternative scenario analytics;

m  Sensitivity analysis;

s Risk-management examination;

s Customer and market projections;

®  Resource availability [people, skills, materials, products/services,
cash, equipment & facilities];

B Stakeholder interests;

s Competitor positioning actions and reactions;

B Governmental and regulatory interests;

Environmental, social and political implications and reactions, etc.
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In each of the above there is a cost element. Determining the relevang
degree of detailed cost data necessary is a key role for MAs to focus upon
Additionally, whilst there may be elements that cannot be defined accurately,
such as future-based, non-contractual costs, the majority of known cos .

ts can
be accurately assessed. &

Some questions to be considered regarding costs for strategic p,'ann;ng

e  When preparing to commence the strategic planning process —
whether as part of the annual budgetary cycle, or as a restructuri
acquisition activity — does your SMT review its cost base to test for
accuracy and relevance amongst other key needs?

Do you include the MA function in your strategic planning process
from the beginning and use them as guidance/advisor?

If not, why not? How much weaker is the strategic planning process
without detailed costing used prior to decision making?

If you do not have a separate MA role, do you include an experienced
member(s) of the finance team in detailed costing calculations where
relevant within the strategic planning process?

If not, why not? Even at the highest level [where detailed costing to
the nth degree of detail is not required] cost estimation should be as
accurately carried out as possible, being based on reliable expertise. |

—_

Incorporating the utmost accuracy into the strategic plannitig process
is the only way to ensure a more sustainable future. Accuracy iz but one key
ingredient in the mix required to maximize the effectiveness of the strategic

planning process; the others include:

a) The costs must be accurate.

b) Where estimated, the basis used [including any assumptions
made] must be clear and as reliable as possible given their
relevancy.

When put together, they must support and help to enhance any
decision making necessary for the strategic plan to be effective.

Costs should enable comparisons to be made without substantial
reworking or adjustments needed.

Costs should be minimized whilst also supporting the desired
quality standards of product, service or brand image.

The same rules or procedures must be followed across whole
company, even where it operates in different sites or countties

© 2017 Wolters Kluwer Hong Kong Limite
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but being mindful of the constraints of countries with differing
laws, regulations and cultural or ethical considerations.

Costs should be easily calculable.

Relevant & appropriate important, i.e., avoiding spurious
accuracy.

g i a
some questions to be considered regarding the basic rules for costs

The following questions should be asked of the SMT, in the
boardroom and of each management level:

Do you believe you understand your company’s cost base?
Do you-believe that your company’s cost base is consistent?

Do yau believe your company’s cost base is as accurate as it needs
to b=?

Do you believe your company’s cost base is reliably maintained?
If you have answered No, to any of the above questions, is this based
on lack of understanding, lack of accuracy/reliability, lack of trust,

or simply missing data/information? Are you taking any action to
correct this situation?

And answer this last question - What would you change and how
soon?

Considering the need for cost data in strategic planning further,

it is important to understand your purpose; what is it that your enterprise
is trying to achieve or deliver. Companies do not always fail due to poor

management, market collapse or through corruption but can often fail
because they have not matched their cost base to their product or market
sector in one or more ways [see box for some of the most common causes].

It is therefore important to both include such costs as will enhance the
strategic planning process but also ensure that as an on-going process, costs
are managed and controlled effectively. This is not the same as adopting a
cost-cutting strategy, which is explored in more detail in the next section.
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Common cost-related causes of business failure

Used too costly srials minimizi i I
v materials minimizing matgins, and/or damagjn,;_.l

cashilow.
Used scarce minerals/materials/precious metals with inelastic Prices

Weak supply chain, e.g., many suppliers, varying degrees of coe
quality/ delivery. 2R Yang degrees of cost

High overhead to output cost 1o selling price relationship.

Manufth}ring plan to reduce costs to low level by maximizing |
productivity creating high stock & cashflow problems.

'Plamﬁng used a ‘build-to-order” process with long lead time
causing customer dissatisfaction/low repeat business. 3

Use_d low-skills Labour and/or worn or inefficient [cheap] tools &
equipment creating poor productivity, diminished quality and low
morale/motivation affective customer perception adversely.

Failed to modernise the product/image or update tools and |
equipment to current specifications. 4

4

' Cost cutting kills! There are many studies to show that sucic an
instruction as, “the strategic plan calls for managers to cut cosis -L)y 10%
across the board”, will have serious adverse consequence on the business m
both medium and long-term. It has been repeatedly shown that cost-cutti
leads to an increased cost base within nine to 18 monthe ¢f 1t being Ca;rb;;gﬁ
out. However, for sustained success at controlling oz, a cost reducﬁoﬁ
plan is the only way forward [see later sections on costing in this book].

Do you really know all your costs? It is a valid question but was
the last time the SMT embarked upon a rolling plan (’:t[o examine aﬁv}l:? z\;asi
areas that are essential for strategic planning purposes in your enterpﬂs.ﬂ?';
Under LEAN Management, there would be a continuous programme
running — Kaizen of course. The following table identifies a number of cost

areas where the data must be accurate, up to date, reliable and relevant for
use in the strategic plan: !
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[ Cost Item

Application/Purpose

Determined by/Source

| i
ACQUISITION

C05TS

Costs associated with an
acquisition — whether to
obtain a new customer,
for a new business

[for investment or
commercial purposes]

or a capital purchase.
Could include direct and
indirect costs.

Includes all relevant

or associated costs
expended net of
discounts; including
any installation or
special one-off charges/
fees, etc. New customer
costs include planned
marketing expenditure.

-
ACTUALCOS TS

Important in
assessing any
production process
profitability &
comparing by period,
against standard cost,
or for benchmarking.

[More on this later in this
book, see chapter five].

An actual amount paid
or expended, rather
than an estimated

or standard cost.
Comprises all direct
costs including direct
overhead.

A
ADVERTISING/

PROMO COSTS

Determining marketing
expenditure actual

& budgetary needs.
Also for product
life-cycle costing, e.g.,
further investment or
curtailment decisions.

Direct expenditure on all
advertising activities
and promotional

costs including sums
expended as well as PoS!
materials, Give-aways,
discounts & special
offers [BOGOF?].

| ASSETCOST

Predominantly used

to value a business

by examination of its
Balance Sheet, it does not
show how much assets
are worth but instead
shows how much the
enterprise has invested
in them.

Generally, fixed asset
costs are its purchase
cost & others to bring
it into operation,

inc., import duties;
inbound freight and
handling; interest costs;
site preparation;
installation and
assembly; asset startup
testing; fees.

literature, etc.

! PoS = Point of Sale materials such as banners, display stands, leaflets and promotional

! BOGOF - special [usually] short-term promotions such as, ‘Buy One Get One Free’.
Or multi-buy packs to encourage buyers to spend more in store.
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Cost Item

Application/Purpose

Determined by/Source

BUDGETED COSTS

These costs are generally
used for short-term
planning purposes or
for comparisons with
actual costs. Especially
useful for determining
where cost variances
have arisen. These costs
should be treated with
all accuracy, essential
detail and reliability

to ensure projects and
assumptions included in
strategic plans are based
on sound data.

Created when the
budget process is
undertaken & can be
based on a variety of
sources from current
actual costs, historica]
or period trend [often
three years or so],
estimates and where
necessary [important
strategically], using
mathematical-based
statistical forecasﬁng
techniques.

Buvying/

PrROCUREM ENT

COSTS

Purchasing is a strategic
SCM? activity in
dynamic businesses
today with greater focus
on reducing input costs
& eliminating quality/
reliability issues.

B —
Typically, the largest
component of buying
costs is item’s purchase
price but there may be
other costs associated
with the procurement, !

CAPITAL COSTS

3

These are part of the
costs of financing an
enterprise. Refers to
equity cost if financed
solely through equity, or
cost of debt if financed
solely through debt.
Most use mix of debt

& equity so report cost
using weighted average

cost of capital (WACC?).

Most commonly cavial
costs are once-off
cover expendituze
incurred by buying
land/premiises, or
high-eostivalue tools &
equiprrent, or building
a plant or structure for
business use, or use in a
major project.

SCM =5upply Chain Management takes an intensive professional approach beyond simple

buying to encompass all aspects of the supply chain from demand through sourcing,

operational management to logistics and customer satisfaction. See Section Three of this
book.

WACC = A calculation used to measure an organization’s capital costs and often associated
with risk evaluation or due diligence for investment purposes. The weighted average can

include the cost of debt, market value of equity equivalents and the total capital amount
projected for business sustainability.

94-010
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anaysis [CBAL

Cost Item Application/Purpose Determined by/Source

COMPUTER COSTS The strategic plan needs | In two parts —capital IT
to have an accurate costs and operating IT
figure for capital costs costs. The former covers
for financing needs as buying, installation &
well as reliable forecasts | commissioning costs.
of on-going costs for The latter covers the
profit & cashflow Oon-going running costs
planning aspects including software
within the short and updates & program
medium term enhancements.

CosT-BENEFIT Technique for deciding Costs are either

whether to make a major
purchase or carry out

a significant change,

or deciding whether to
pursue a project.

one-off or on-going.
Benefits are most often
received over time.
Most accurate CBA
include financial value
on intangible costs

and benefits [often
subjective] & problems
of NPV? & IRR® calcs.

CURRENT COSTS Provides a more realistic | The replacement cost
evaluation of business’ of an asset valued at
assets than historical present-day acquisition
costs. and/or production

costs.

CustoMERSERVICE | Balancing costs & If service speed is

€0STS benefits is how to crucial to customer

view customer service

spending; keeping logistics’ costs critical.
customer retention & If quality l}lgh on
brand values high profile | customers’ agenda,

in strategic planning,.

satisfaction, labour &

facilities & quality
service level costs vital,

NPV = Net Present Value is the difference between the present value of cash inflows
and the present value of cash outflows. NPV is used in capital budgeting to analyze the
profitability of an investment or project.

IRR = Internal rate of Return is a financial measure for cashflow analysis, often used for
evaluating investments, capital acquisitions, project or programme _p?o_posals, as wgll
as business case scenarios in terms of an investment perspective of anticipated financial
outcomes.
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Cost Item

Determined byfsﬂuxéé 3

Application/Purpose
DaTa conecuon Relevant for a strategi i
gic Needs to
COSTS planning decision s

[buying/ major upgrade
hardware/ software]

as well as continuing
operational costs,

capital acquisition
costs plus: set up cogtg:
training [live & weh.
based] costs; support
& features bundljng
extras; loading costs;
hosting support cost;
data prep [inc systems
admin]; data validation
and/or verification:
power, paper & people
costs, etc.

DEUvVERY cosTs

Use to determine cost
effectiveness of in-house
logistics or compare
with other sub-contract
services.

Collect actual data
from in-house activities
on vehicle cost [buy

or hire/ lease] plus
running costs & taxes,
divided by usual or
projected annualised
mileage; include driver
costs per driving time, i

ENERGY cosT

Most essential in
strategic planning

if a major part of
business costs along
with trend/projected
future consumption
requirements

——

Price of petroleum,
coal, oils, renewab g
& other fuels change
rapidly, and ar critical
data for business so best |
decision: need current
price-irend & usage

or consumption data.
Collect by machine,
tool, equipment, and/
or area by users or [say]
Ft? or Mt%.

ExProraTION
COSTS

In oil, gas, ore &
minerals extraction, etc.,
is vital to forecast based
on sound geological
data, previous history
& future demand
projections.

Most typically grouped
into four sections —
acquisition, exploration,
development, and
finally, production

& distribution costs.
Further details later in
this book.

94-010
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[ Cost Ttem

Application/Purpose

Determined by/Source

[ Fixep coSTS

These are costs
regardless of product/
service quality or volume
produced. For planning,
these need to be covered
by sales revenues before
production costs are
considered. Usually
fixed annually.

Include inputs

that cannot be flexed
short-term, such as
buildings, plant &
machinery, insurances,
plus some salaries.
May not be permanent,
e.g., rent or leasing
costs.

-
| ForecastED COSTS

Not all costs can be
determined accurately
from known data.

For strategic plans

to succeed they need
reliable forecasts of
unknowns & projections
of trends, etc., using

Various methods used
for cost forecasting,
common ones - Risk-
based, Regression-
based, and Performance
based methods. Cost
drivers and materials
pricing needs detailed

| Frercut CosTs

passed on to customers
cost must be controlled
to remain competitive. If
large volumes involved
it becomes an important
part of the strategic plan.

statistical analysis, BI assessment
and Big Data.
Where these can be Actual costs per weight,

lIoad or mileage can
be calculated from
previous patterns and
amended by freight
industry published
data along with global
projections of fuel,
shipping, handling
charges, etc.

Future CosTts

For the strategic plan this
is the value of an asset
[inc., cash] at a specified
date in the future that is
equivalent in value to a
specified sum at the date
of creating the plan.

The usual formula

for future cost shows
current cost multiplied
by the inflation rate

for every year of
future projected. This
practice is important to
determine how much
resources needed for
activities/projects to
expend within strategic

plan’s time frame.
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Cost [tem

Application/Purpose

HEearTa & SareTy
CosTts [Hé&S]

Creating safe working
environment is critical
to enterprise success;
effects of not including
detailed H&S costs in
strategic planning can be
severe.

Determined by/Soy,

Costs must be

calculated/ forecasteq

for providing: 4

¢ safe premises;

* safe plant, tools &
machinery;

® safe materials
handling facilities;.

¢ safe work methods:

* clear H&S info,
instruction, t'raim'ng
& supervision,

Kaizen Costs

This is the need for every
strategic plan to contain
a project specifically

to improve a number

of processes during

the planning period;
therefore the relevant
costs must be allocated
in the plan.

il

‘Costs’ are the time
value of the team set up
to plan, carry out and
monitor the process
improvement projects
including any new
equipment required as
an outcome. Also, the

subsequent changes.

All of these coste should
be considered 4sun
investment, tict ‘cost’, |

INCREMENTAL
CosTs

Calculating incremental
cost [aka, marginal

cost but not identical]
will help enterprises to
determine most cost-
effective production
volumes.

The incremental cost

is the-additional cost
forproducing one
more unit; calculations
show the change in
production cost if the
enterprise produces one
more unit.

InERNAL CosT

Generally all those cost
expenditures related

to admin, organization |
& control. They are all
NVA costs [Non-Value- |

Adding].

94-010

© 2017 Wolters Kluwer Hong Kong Linﬁtﬁ'ﬂ

time costs to implemer,: )

et i Costing & Cost Accountancy

act [tem

GvENTORY &
k- HOIDING

)5TS

measure of the sales-
production balance

and helps provide to
inform SMT of planning
efficiencies.

277
Application/Purpose Determined by/Source
Essential to manage e Storage charges
cash locked up in stocks (rent, lighting,
& storage. Is also a heating/air-

conditioning, etc.);

e Warchouse
staff, equipment
maintenance &
running costs;

e Handling costs;

o Audit, stocktaking or
perpetual inventory
costs;

e Insurance & security;

e Theft, deterioration,
damage &
obsolescence;

¢ Interest on capital
invested in stock
values;

* Opportunity costs.

S
Lasour CosT

Usually a relatively

fixed cost so is a key
measure of obligated
cash expenditure &
critical measure of actual
against projected. Is
often the “victim’ in any
damaging cost-cutting
instruction from SMT.

Cost of wages/salaries
paid to employees
during an accounting
period on daily, weekly,
monthly, or job basis,
plus payroll/ related
taxes, benefits (if any),
bonuses, incentives, or,
commissions.

Lecar CosTs

With zero added-
value as seen from the
customer’s perspective,
it's essental to keep

it to a minimum &
carefully consider
legal implications of
all actions & defensive
costs.

External legal fees

can be billed by the
hour, flat fee, monthly
retainer, as a contingent
fee, or a hybrid fee.

Internally these are the
whole costs of corporate
compliance with all
government or industry
regulations — local,

national or global.

Management Accountancy and Business Success — Your Complete Guide Volume One

94-010



278

Management Accountancy and Business Success —

'?ost Item

assessing the total cost of
fac1h.ty ownership. Also
applied to the life-cycle

Lonc-Run
AvVERAGE CosTs

Represents average cost
per oufput unit over
}ong run, where all
Inputs are considered
to be variable. Leads to
lower overall unit costs
with expansion.

Your Complete Guide vy

ac_:quiring, OWning a;
disposing of an itapy of
capital valye, S

revenues to determing,
continue or revise qp
cease.

In the long run,
all costs of become
variable. The factors of

In varying proportions
to achieve increased
output. Over long
enough time-period
larger scale or more |
efficient plant browg,,
in to produce mors
output.

MarcinaL Costs

Marginal analysis helps
make decisions about
alternatives with limited

such as being able to
answer - at what point
do we need one more
Tesource to achieve one

. O—————=.

_Increase 01 decrease
n total 205 of a
prodaction run for ’

Breakeven Point” has
been reached. ‘

more unit of output?

production can be useq II‘
5 |

—ee

ccountancy

available to raise profile
of the enterprise/brand
or its products/services

Application/P .
Lire-Cycis Costs | Life-cvel i Determined by/Source tem Application/Purpose Determined by/Source
e-cycle cost lysi
(LCCX) isa m:tlﬁzg Sf(fr Includes all costs of s1nG Costs | These costs are what is Can include advertising

expenses & promotional
materials; meals &
some entertainment

1) Of significant value;
2) Relating to materials
used in production.

The first need careful
planning with a cost-
benefits analysis
showing Rol & any RM
matters.

The second are on-going
operational control
items, pricing decisions,
margin analysis &
cashflow.

of products and services For intEI'naHy generate but must be considered cost whilst hosting
Used to project/forecast " | goods/services, incly as strategic costs not clients; brochures &
costs at each stage of life all costs through eah operational ones. literature; seminars &
cycle & predict break- stage of the life cycle trade shows; modest
even point. %; they }?Ccumulate_ gifts; local sponsorship.
eset ‘
1 matched fg Two forms of cost here: For the first group,

any cost item can
be included if the
enterprise classes it
as a major cost item
& reports/notes it
separately.

The second group

may just be the actual
cost of the material or
may include shipping,
handling, storage costs
in addition according to
the enterprise’s practice.

Net CosTts

In commerce it is used
to see the long-term cost
of an item taking its
total costs and reducing

comparison, Gross Cost
is simply the total cost of
obtaining an item].

In Insurance, is total
premiums paid minus
their cash value and any
dividends generated

re e

= &E:I)\:I_tricsv[éarclegile, tools, ma.sirig one additional them by any benefits/ by policy at time the

faCﬂit’ies etc.] ]% C?Sh' unit of an item. gains made as a result difference is calculated.
s €tC.|. Decisions | Calculated where the | of having that item [by In medical, is the cost-

saving for each piece of
clinical treatment as per
pre-agreed structure.

In commerce, is gross
cost of an item, less any
benefits gained from
owning the item, e.g.,
gross cost of a machine,
less margin on all
items produced by that

machine.

" Break i 5 int i
eakeven Point means the point in the business cycle where the fixed costs have already

n ered by the items pro a ¥V I S
bee cov duced alleﬂd on t v ]) emain to
v, d he direct ( aria lE) COStS 1 i !
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rCost Item

Application/Purpose

Determined by/g,,

OnN-Costs

These enable decision
makers fo see the whole
cost of delivering an
output or outcome for
the time that work is
actually being carried
out, beyond the wage/
salary cost per day. This
provides the true cost
paid for the time actually
spent.

OrEraTING COSTs

There are two forms, ‘
Cost accounting: I’c-’s'
an expenditure al'is; )
in the manufacturmm
process or the &
performance of work
carrying out work ﬁl&i‘
cannot be chargeq
direcﬂy to a specific
task, job or work ¢

so must be allocateq ol
some way to derive 5
full cost.

Employee costs: ag wel]
as direct wage/sal

cost, add tax, Socié] |
benefit charges, holiday |
& sickness allowances fg |
‘gross-up’ labour costs, ‘I

The routine costs of
running an enterprise &
include all costs except
those directly related

to the product you sell.
Some are variable, some
fixed. These costs need
to be covered by the net
value of the products
sold or services offered.

Costs

OPPoORIUNITY

Costs collected include, Vﬂ)
sales & marketing cos s, |
rent, inventory, office
salaries, supplies a: d
utilities.

Used in decision making
and is cost of a decision
based on what must be
given up (the next best
alternative) as a result of
the decision.

By showing cost of one
option against foregone
benefits of another,
marginal costs & benefits
of options can be
compared.

The value of next-
best alternative needs
consider in choosing
production potential,
calculating cost of
capital, analyzing
comparative
advantages, and
choosing which
materials to buy or how |
to spend working time.
Every resource - P&M,
cash, time, etc. - can be

put to an alternative use.

Application/Purpose

Determined by/Source

Direct costs of investing
in outsourcing are

only one part as
research has shown.
Overall cost could be
up to 55% higher —
transition management,
layoff/ redundancies,
short-term lower
productivity, revising
software & overall
management time.

Selecting an External
Service Provider
requires personnel
resources and access
to data, key processes
and procedures.
Costs include: Cost
of selecting the
supplier; putting
recommendation;
distributing report &
discussing; analyzing
& short listing; Due
Diligence; Obtaining
SMT sponsorship;
implementation costs.

Without calculating
overhead costs, an
enterprise cannot know
exactly its profits. How
overhead costs are
categorized depends on
the accounting system &
procedures. Essential for
pricing decision making.

Generally includes all
non-direct costs and
expenses & can vary
depending on corporate
culture/practice.
Usually includes admin
wages/ salaries, power/
utilities, logistics,
accounting & audit,
HR costs, etc.

| Process CosTs

Used to allocate business
costs related to each
production process,
rather than to each
individual item. MAs
determine the cost of
operating each individual
function used in the
production process.

In simple terms it is
the total process cost
divided by the number
of items produced
during each specific
function. This value is
then allocated to each
item produced by the
process.

Propucnon Costs

Necessary to manage
effective and cost-
efficient utilization of
resources. Also vital in
considering make-or-buy
decisions.

Usually the direct costs —
materials, direct labour
and for some, direct
production management/
control costs and direct
overhead costs both

fixed semi-variable, and
variable costs.

©2017 Wolters Kluwer Hong Kong Limited Management Accountancy and Business Success —Your Complete Guide Volume One  §4-010
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Cost Item

Application/Purpose

Determined by/ Source

Project Costs

Whether an internal
change management/
BPR type project or for

a client on a fixed-cost
basis, it’s vital to monitor
progress and match
costs as well as overall
project cost to determine

profitability.

Covers both direct

& indirect costs,

e.g., direct includeg
salaries for project
team members; specifje
project materials,
supplies & equipment.
travel to carry out
work; subcontracts that
provide project specific
support.

Indirect costs include
overhead costs, and
general & admin costs,

Provotion CosTs

Important to measure
this expenditure as
detailed in the strategic
marketing plan against
expected benefits/gains
to brand or increased
sales revenue.

Part of marketing
costs & can be costs
for a wide-range of
individual activities/
projects — direct
expenses & labour
costs.

Quarity CosTs

Whilst quality levels are
dictated by customer’s
needs, cost of achieving
it must be acceptable

& balanced with profit
satisfaction.

Four main areas of QC 1
— Prevention, Appraisaj,
Internal failure,
External failure costs,
TOM links all elements,

[See specific details of QC
later intnis book]

CosTs

RECRUITMENT

Should not be seen as
overhead but as direct
cost of working with
people. Should be
considered part of direct
labour costs in service
environments & indirect
or on-costs in production
to see a true labour cost.

Recruitment agency
cost typically 15-30%
of salary, higher if
executive search. Other
costs inc advertising,
subscriptions to social
media and database
aggregators, attendance
at recruitment shows
and the time cost of
any in-house admin &
interviewing plus 8-10
week’s lost output or
temporary contractors.

94-010
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costs — is an investment
in medium & long-term.

oofer 4 Costing & Cost Accountancy 283
; VCust [tem Application/Purpose Determined by/Source
REDUNDANCY & The enterprise needs to The financial terms
DismissAL COSTS consider all potential to be offered to
cost, inc statutory or redundant employees
company redundancy may be influenced
terms, pay in lieu of purely by affordability,
notice, National or social | contractual obligations
obligated insurance, or custom and practice.
accrued holiday, and
outplacement.
RESEARCH & Many analysts see it as The R&D cost centre/
DEVELOPMENT positive sign when large | budget as well as any
Costs [R&D] amount devoted to R&D | outsourced to contract

research organizations,
universities, or agencies.

.
RemzpIAL CoSTS

Remedial cost estimating
important in planning

to determine resources
needed to rectify, resolve
knock-on impact & any
damages.

Capital, operating &
maintenance costs

for remedial action
includes: Tools/
equipment costs;
material, labour cost;
for studies, remedial
design, site-work
and/or ufilities.
Contingency costs are
estimated, including
environmental liability.

RESTRUCTURING
CosTs

Short-term expense;
necessary to make
the enterprise more
profitable in the long
term.

Can arise when needing
to make redundancies,
close factories or offices,
relocate production or
write off assets.

i Risx
MANAGEMENT
| Costs

-

Risk Assessment is

not about creating

paperwork but

identifying practical
measures to:

a) control risks in your
workplace; and,

b) protect the enterprise
from threats — fraud,
corruption, competitor
activity, etc.

Costs considered
should only be those
necessary & sufficient
for purpose of
implementing the risk
reduction measures.
On-going production
losses as a result of
RM, e.g. if activity
slowed down or new
plant requires more
maintenance) included.

Management Accountancy and Business Success — Your Complete Guide Volume One
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net income compared
l[benchm&rked} can

indicate management
spending efficiency or
wasting valuable cash.

SEMI-VARIABIE

An import
e portant area when

planning output levels as
these costs may restrain
profitability at higher
production levels &
erode bottom line,

iﬁf & Waste However the ‘scrap’
AGEMENT item has arisen, in each
CosTs ;

case, scrap - along with
rework — costs time,
money, and possibly
your reputation,

Stanparp Costs Very useful for planning

budgeting & inventory
management but not for
competitive pricing.

Sunk Costs When making business

Or investment decisio
SMT usually look at "
future costs that may
be incurred, as well

as money alread

spent that they cannot
get back, e.g., R&D,
Inventory. Machinery,
ete.

284 Management Accountancy and Business Success — Your Complete
e uide‘ i
Cost Item Application/Purpose
Sates Costs i ‘
High sales costs/ Sales cost inclpge D
eXpenses can be a serious | sales commj o E
problem. Calculate & advertisin .
show as a % of sales or promotiongeﬁ
Mate;

distributed, show
rent, saleg office(s)
rent, salaries & fr.
benefits of saleg
Personnel, utilitjeg g

sales dep’t tele hone
usage, etc. PIoog

Cost made up of fiy
& variable elemenysg
some fixed for 5 set
level of production
Or usage, becoming
variable after this leve]

surpassed. P

i COSTS

Only when the total
cost of waste is known
will it be Mmanaged.
These can usually ba
grouped into mate
labour & waste 3

g& Cost Accountancy

Application/Purpose

Determined by/Source

More organizations [all
sizes & sectors] adopted
LED/Continuous
Learning to achieve
employee skills’

growth. Highly skilled
employees & their
continued improvement
through training, widely
recognized as vital

to ensure long-term
success and a profitable
business.

Costs to be considered
include: facilities;
Coach/ Instructors;
Delegate costs [inc
Opportunity Costs];
materials costs & media
suitability; if off-site
delegate expenses;

if internal, cost of
designing training;
maintaining employees’
training records, etc.

Fluctuate with volume
changes and important
to strategic plan to link
resource needs according
to sales levels planned. If
sales are over-optimized
resource planning can
lead to high inventory
and cashflow scarcity.

Vary with output

& increase at a
constant rate [can
be stepped] relative
to labour, material
& some overheads.
Often include wages
& utilities, and may
include mixed costs
- part fixed and part
variable.

management costs, Ray
materials.and labour

are the most overlooked |
waste (osts. 1

© 2017 Wolters Kluwer Hong Kong lellﬁ

See the section in

This reflects what is
incurred over period of
time, to hold & store its
inventory.

Four main areas for cost
of carrying inventory:
capital cost; storage
space cost; inventory
service cost; inventory
risk cost.

Chapter 4 on costing
systems comparison,

Sunk costs are costs that
cannot be recovered
once they have

been incurred & are
independent of any
future event, e.g., cost

& time spent in training
cannot be recovered; for
direct mail/ advertising, |
elc; specialist tooling.

If product is damaged &
is returned to company,

or if service delivered is
inadequate or defective,
the enterprise must pay

the cost of replacing

the item [or redoing the
work], or issue a refund.
Important to monitor &
minimize these costs.

Guarantee usually free
& promises to sort out
any problems within
specific, fixed period of
time by manufacturer
or selling enterprise.
Warranty is like a
[usually] paid insurance
policy; can be called an
‘extended guarantee’.
May last longer than a
guarantee and cover a
wider range of problems.

‘Management Accountancy and Business Success — Your Complete Guide Volume One  74-010
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‘? tO dete =
IMportang, the
h any ESSEntiﬁ I
plete AWarenegg

The reader is encouraged to explore each of the abov
its relevance to their own enterprise. Where it is deemed
appropriate section of this book should be explored wit
additional research on that cost item carried outtoensure com

The above table only encapsulates a number of cost elements
most commonly seen in enterprises of all sizes and market sectors;
intended to represent the only cost elements that should be
controlled by the management team. To
is beyond the scope of
costing techniques.

To emphasize the need to take a careful look at all cost elementg
the following comments regarding the determination of the tota] cost of
ownership for the enterprise’s Data Centre may be of support as reporteqd
in a White Paper®. In the introduction Rasmussen writes, ”Predicﬁng and
measuring total cost of ownership [TCO] for the physical infrastructyre
for network rooms and data centres is required for return-on-investmeng
[ROI] analysis and other business decision processes. In addition, an
understanding of the cost drivers of TCO provides insight into Opportunities
to control costs. Many users are surprised when they consider that the TCQ
for physical infrastructure may be comparable to or larger than the TCQ of
the supported Information Technology equipment.

In this paper, a method for determining TCO of physical dat,
centre and network room infrastructure will be described. In this CONioxt,
the physical infrastructure means all of the facility equipment neaded to

provide power, cooling, and physical protection of IT equipment b1t not the
IT equipment itself.

There are no recognized standards for measuring'the TCO of the
physical infrastructure of data centres. Simple methods ¢ summing various
capital and operating expense items do provide insight into total cash outlay
but they do not account for the utilization of the equipment.

Consider the case of two data centres, each 100 kW capacity and built
identically; in one case the data centre js fully utilized to 100% of the space
and power capability; and in the other case the data centre has only a single
rack with 2 kW of information technology equipment. Whilst the cash cost
of operating these two facilities over their lifetime is comparable, the useful
return on that investment is totally different. In the totally utilized case,
the TCO of the data centre is spread over a large amount of IT equipment
providing useful services. In the lightly utilized case, the entire burden of the
expense of the physical data centre infrastructure must be borne by the single

* Determining Total Cost of Ownershi
White Paper 8, Revision 4 by Neil R
Centre,

p for Data Centre and Network Room Infrastructure;
asmussen. © Schneider Electric — Data Centre Science

© 2017 Wolters Kluwer Hong Kong Limited
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that are
"S; it is nog
monitored 3rq
produce a list of every cost elemen;
this book but may appear in a separate edition g

287
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K. 4 Costing
cha ter
=

i infrastructure is
f physical data centre or network room in
- Whe?rgrgc’f)hz p}()JiIz{t of view of the useful work performed, namely how

ﬁ;easured quipment is supported, underutilization can drive extraordinary

much IT €
- he point of vi

p is vi f the point of view

T e o, tho simgl latgest cost drtver o 1CO for deta

of the uszfitl’:\?éfklimm phys'ical infrastructure is the unabsorbed overhet;d

e derutilized infrastructure. The highest return investment that | L;

cost of m;ata centre operator or ‘specifier’ can make in relation to physica

avera%re cture is in right-sizing. The practical and feasible financial return
infrastru

from a right-sizing strategy is quantified.

i O end up expressing TCO per data centre,
| - ?rt\t;ﬁ:)?tsgaqgjl?t?g ;rrcper kW I())f dlzjita cen%re. These metrics are
er Squffle .ﬁeLn considering the useful work performed, and are'uni."le.lpful
e use” 2 ":determ'ming project ROL They don't at all help an individual
T s utlo determine the TCO associated with the deployment of a new
?ﬁg?‘?;%ion in an existing data centre or network room environment.
A

One measure of physical infrastructure, whlch Iisf, chgmmoniz
understood by both facility and IT personnel, is the rack itself. The pow .

O d area requirements of a rack are reasonably well standardize
CDOllng% ar'Wll'ties standpoint. The amount of IT functionality and equipment
- af?r 1111 a rack is reasonably well understood from an IT standpoint.
rlfI‘lrll";i'ts iwa;s lead to the concept of expressing facility infrastructure in termsﬁ' gf
rralcks’, or ‘rack units’, whilc<h isfnom;begu;;g?qg [—Egliil?a‘:}i%i i;iip;iilf;ure
i ‘rack’ refers to an 2
gnu; }i)tuarlzgsrsza}}:: ‘tgrg;oprietary cabinets such as mainframe computers and

large disk systems.

Research shows that the typical data centre is ogﬂy utilized to 30% of
its capacity. Whilst some data centres are utilized to 90 /9 or more of capacgly
;herepare similar numbers utilized to only 10% of c:apam’qz.1 fur:hen;;gg:ml;

ilizati i ing its lifetime according to a

tion of a data centre varies during i ] COl toa .
S(t)l;lszi:tent pattern. Fraction of utilization, and its variation with time, is an
important input into a TCO model.

For a more complete discussion of this :iopic, Coir:sllglt Wl;i)tcre ];;ieclt‘u?;?
idi iz ter and Network Room Infra )
Awoiding Costs from Oversizing Data Cen : peiructure.
i i -rack basis, the total cost of the da
When TCO is expressed in a per-rac , the :
i the utilized racks. In this way,
centre or network room is allocated across . i
d, and costs associated with data
no unallocated overhead costs are created,
centre or network room physical infrastructure can be more accurately and
directly related to the IT infrastructure.

To determine TCO and express it on a per—l;ack jbasis‘ reqlllllre_s a
significant amount of data, including capital, engineering, installation,

94-010
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and operating cost data for the various elements of
or network room infrastructure, as well as design

as sq. feet per rack, watts per rack, utilization sc
redundancy options, etc.

physical data Centra
-related parameterg sy n
hedule, expected lifeﬁng

For the data presented in the subsequent sections, TCO calculationg
were performed using the Schneider Electric TCO Calculator software
application, developed by the Schneider Electric Data Center Science Center.
The TCO Calculator was set up to use average costs for capital equipmeng.

installation, engineering and operating costs. The results presented reflec
values based on industry and site averages. '

To determine TCO data for a typical data center, the typical data center
was defined to be one exhibiting the following characteristics:

m  Power rating: 100 kW.

= Power density: 50 W/sq ft.

m  Life Cycle: 10 years.

= Average rack power: 1,500 W.
m  Redundancy: 2N.

Tests confirm that changing these parameters over typical ranges does

not materially affect the results or conclusions of this paper.

Broiact Mansramesd
Froject Management

Electricity
20%

A variety of strategies to control lifetime total cost of ownership
are apparent. These include efficiency improvement, improved planning,
right-sizing the system, negotiating costs, self-service, etc. Using the TCO
calculator, it is possible to examine the effect that various scenarios have
on TCO, in order to identify fruitful areas for investigation and investment.

74-010 © 2017 Wolters Kluwer Hong Kong Limited
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er rack TCO savings for a typical 2N data center or network room

Jting from a variety of scenarios can be summarized.
rest

Of the cost elements shown in the table above _that are relevant
to your enterprise, how many do you include in your strategic
planning process?

i ied upon for accuracy,
se that you do include, can they be relied up accur:
l?efi;}éoup to dzte, realistic and compatible with the strategic vision,
mission and objectives?

Where you are aware of shortcomings in those cost elements used ir;
the strategic plan, what are you doing about resolving these matters?

For iti= cost elements that are relevant but yolu'do not hgve detaﬂ}:zid
| inbut to the strategic plan, have you quantified the risk that this
Grmission is presenting to the enterprise?

When are you planning to overcome these shortcomings, remove
) the risk from the strategic plan and produce a more reliable route to

R o2 ”
achieving the enterprise vision, mission and goals?

§4-020 The need for accurate cost input for operational planning

In the table in the above section, the majority of the cost eltleme_nti 50
described as being needed for strategic planning purposes, are also just as
essential for operational planning. Let us be clear about what the term means:

The strategic plan will have been created to esta-bli-sh dé‘lg:cttlioneala;c;
drive the enterprise toward achieving its vision and mission. hjeh 1;111a ne
for this achievement is likely to be a period set in the future, whic y
several years ahead [see the illustration].

T Operational Plan 2015

Operational Plan 2020 ||

porational Pian 2016

0pﬂaﬁnnﬂ3¥hn 2019

Operational Plan 2017

Opetational Plan 2018

Management Accountancy and Business Success — Your Complete Guide Volume One  4-020
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Whilst strategic planning provides the vision, direc
goals for the enterprise, operational planning moves the
further and translates that plan into the routine functions of the Organizag,
that delivers the outcomes described in the strategic plan. In reali n

operational planning focuses on the production, equipment, Personng].
inventory and processes of the enterprise. 4

Some questions to be considered regarding your operational plan

® Do you have a strategically-focused operational plan that defines

the operations to be carried out over the duration of the enterprige’s
strategic plan?

ﬁO]'_'I_, tar gets and
Process one g

* Ifyes, is this clearly defined for each of the years of the strategic plan
— albeit at a strategic level rather in day-to-day detail?

* If you answered no to the first question, why not? What is your
justifiable reason [not excuse] for not mapping out the high le

vel
operational requirements for each of the years of the strategic plan?

® When will you rectify this rather haphazard and luck-based

approach to business success? \J

Most commonly the overall driver is that of increasing [,
maximizing] profitability. Therefore, from the MA’s perspective a maior
benefit of operational planning is that of being able to analyze the ajfeg
of the enterprise’s activities on profit. By applying a MA perspeciive on
operational planning it scrutinizes the financial position by idendfying
activity inefficiencies and overspending. From this detailed anaiys.s the MA

can develop amendments and changes to make better use of the resources
applied and increase the bottom line.

However, discrepancies  between financial “and factory-level
productivity measures will continue to exist atmany manufacturing facilities
[and beyond manufacturing into retail or service sectors]. Part of the MA's
on-going responsibilities is to establish an improved alignment between
these two sets of data. Achieving this can result in improved efficiency, more
eifective pricing tactics, and product or service strategies that can deliver
greater benefits to the enterprise as well as enhanced retained profits.

The Operational Plan can be seen as providing the detailed
requirements for the elements of the Strategic Plan than can be likened to
the, ...six good honest serving men...” of Rudyard Kipling®:

* J. Rudyard Kipling was an English author,
Gunga Din, and many others], awarded thi
being a journalist living in Lahore,
the importance of asking the right,

poet and novelist [Just So Stories, Jungle Book,
e Nobel Prize for Literature in 1907 1.as well as
India. In his poem, ‘The Elephant’s Child he wrote of
simple questions; an extract printed here:

74-020 © 2017 Wolters Kluwer Hong Kong Limited
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What — the activities and operations are that must be undertaken.

must this be done; why it needs this amount of resource; why
:}\711615)(; tools, equipment, skills and expertise are necessary, etc.

When — the timelines through which activities and operations must be
completed and delivered.

How lmiu == ided t COmplEtE each

ch the amount of resources provi e (8] - y
‘[‘]'Vit[y and/']or operation including the most critical one of financial
ac

resource.

i i d and to where it should be
- should each input item be source
gilllif:;:ed' should the activities be carl_fled out; where should the plant
& equipinent as well as premises be situated.

indivi ibility for carrying out,
- dividuals who have responsibility _
wvrlorvisﬁeg 1;11‘&11V managing each of the activities 'and opgrahong
?;12‘1:15ure achievement of the strategic plan to required quality an
L

timeliness.

All of the above questions need to continue to be asiﬁgdduntgnt};z

answers that will be used for operational plfemnmg c_:alc-le’t;ef jr;: I;Lelt (;lalia 2
i te possible. Inaccuracy in any pie L .

T of com isi erations as the plan is put into

isk of compromising future op _ .

i ttozirféidments, Izorrections or essential changeg are C(?stly mrl:togg

eﬁfec. d resource usage and must therefore be a_vmded. Tnpe 1sp(-:* tin
Eﬁr?::g accurate data collection for input to operational plans is alway

investment worthy of the time spent.

The sextet of key elements of an Operational Plan: These can be
summarized as follows:

i icati terprise’s resources in
d plan for the application of_ the en ! . :
3 f)\rg:i]éeacﬁieve the spelgiﬁed objectives outlined IIIIL the striiterglzﬁ
i ly pre-exist the operatio
lan. The strategic plan must not only _
pl:ﬁ but must c%early state the objectives, the 'overall time mig)
Eornplete with Gateways'’ and progress reporting requirements.

“T keep six honestlselizfing-}men
taught me all I knew);
%ﬁi}; nang'les are What and Why and When,
And How and Where and Who.
I send them over land and sea,
I send them east and west;
But after they have worked for me,
I give them all a rest.”

mpleted and
" Gateways are the clearly defined stages where a part of the plan has lzi«zgrg(;n 53 et
can be clearly verified as to cost, quality, accuracy, timeliness, etc., in
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2)  Specifies the individual action and activities that must b
out at each stage along with any control measures nec
deliver the quality-cost-profit balance.

€ Carrieq
€ssary tq

3) Provides a management plan for the ‘day-to-day’ Operationg
including key performance measures. Most typically it will be for
a one-year time frame but could be shorter in an industry secgoy
that is short-term, such as the fast-food industry.

4)  There will be clear links to the previously created and agreed
strategic plan. These enable progress against expected timescaleg
to be monitored and cost-quality assessments to be checkeq
during the progress of the operational plan.

5) Within the concept of the strategic plan’s timeframes the
operational plans may carry an evolutionary aspect and thereh
differ considerably from year to year as the stages of the plan are
delivered.

6) In most organizations, the operational plan will probably be
established and agreed by the CEO and the SMT. There may
be input from other managerial levels and from specialist or
expert individuals who may be internal staff or external to the
enterprise.

Operational plans can carry their own hierarchy that may be period
based, cost based, or stage of achievement with a cascade of responsibilities
forindividual actions allocated to different tiers of management. These tians
can be created for both single-use or as on-going plans [sometimes “alled
continuity plans]. A simple example of a single-use plan would irclude all
the activities and cost elements along with performance suciess indicators

for a new product launch campaign. Such plans are intended to be used
once only.

On-going plans are established to be used repeatedly or perhaps
several times over. These latter versions may undergo changes over time
where modification, amendments or improvements become necessary, An

easy example of on-going plans is with the annual employee performance
review and TNA™M.

It may be helpful to also mention a term sometimes encountered called,
‘Tactical Planning”: This is an extended phase of strategic planning. Such
plans can be applicable to different levels, departments, functional units or

strategic and operational plans. There is most commonly a ‘sign-off” at each Gateway

stage to ensure full compliance before further resource is applied to additional processing
toward the final objective.

TNA = Training Needs Analysis, which is an on-going programme of learning, education
and development [LED] for all employees, generally reviewed once each year and updated
according to skills obtained and any new skills required.

94-020 @ 2017 Wolters Kluwer Hong Kong Limited
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:acts within the enterprise as they seek to establish the key phases to be
P ed to deliver the strategic plan. Tactical plans are typically short-term
?due:ure and describe the overall actions sequence and resources required

1-le:eet the strategic vision and mission. For operational planning managers
:[ouirslt plan the routine tasks of the cost centre, department or function, using

a high level of detail.

Some organizations use Tactical Planning as a stepping stone between

the high-level strategic plan and the highly detallgd low-level operational
lan. Enterprises that have a very open structure with good levels of mutual
&ust and respect may also include input from e:‘mpl_oy_ees‘at all levels in
puilding a strong tactical plan. One of the major lllmltahons -of tactical
lanning - and can be imposed as a criticism of operational plqrmmg as well
"is the [excessive] time needed to obtain the data, assess, verify and apply.
This may lead. to a much-reduced time left to actually 1_mplemen.t, manage
and control fie activities. Another disadvantage of tactical planning is that
it can cauize a slowdown in the enterprise operations, especially if the plan

is wide-ranging.

In an SME, there is less likely to be time available nor the I‘_leed for the
¢« iree levels of planning from strategic through tactical to operational.

It is worthwhile stressing here the importance of the accuracy of data
collection, evaluation and applied usage at each level of the planning. For
operational planning to be effective and therefore enable management to
deliver the strategic objectives, accuracy of cost input has an impact upon:

v Maximizing efficiency levels;

Maintaining high productivity performance;
Minimizing waste;

Ensuring input to output resource utilization optimized;

Adhering to required completion/delivery schedules;

L ISR

Initiating minimum disturbance to production for tool &
equipment maintenance scheduling;

Optimizing TNA implementation;
Minimizing effective inventory levels;
Achieving least-cost to required high-quality product/service levels;

e % % %

Generating Kaizen recommendations for programme initiatives.

It can be seen from the foregoing that an operational plan is vital to
the sustainable success of the enterprise because it helps everyone to be clear
about what resources are required, where they will be sourced/obtained and

Management Accountancy and Business Success — Your Complete Guide Volume One ~ 94-020
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: : nd its distortions, in this extract from their case study
. 5 Manner punting &
also supported by a clear understanding of the risks involyeq ang } R ote, |
OPeratior 1 “This plant was complex but its problems are common. The issues
#This

ili i d in
l se bedeviling myriad processes use
stage will also facilitate an effective production of contingency Plang its managers re_seml(ifc tt(};; b égﬁon O oty Chemmionls
necessary for high-risk areas especially relevant when thiﬂking .a . paliins ’
long-term future of the enterprise as

icati i f SKUs and complex production
el oremy i B e
e ‘lc]i[:ar traditional cost-of-goods-sold accounting—the widely
. conf}lo erational performance—a blunt instrument. Fixed costg
m?asureo_ n’Ifent and inventory charges, for example, are average
Ve ] . E%j G;Eixpps, masking changes in variable costs.

including their sustainability.

Some questions to be considered regarding cost accura
input for operational planning

*  Considering the cost elements of the
do you know how much is based o
how much on estimates and how

input for the Operationg]
n accurate, reliable caley]

T S are sc a[)l)ed that c Ul_]!.d ()ffel‘l be due tO pOOr fOIE(ZanS
; x
I“"‘Cll is .ust gueSSWOrk?

i i that should be recognized
e and sales functions, an issue th:
dma{k-tt;“lgeasures In most factories, mu}llhple produclis r‘;ﬂf:: ajlzfrf;
. ti i me workers,
. . ‘ o+ the tion lines and share the same
*  Where estimates are involved, is the basis consistent with pre ugh the same ptroc%lflfcicml; e e e vonte it
methods? Is it a result of statistical analysis? Has it been produce ue cust assignmen ds n}ux Swgngs I e an'ally, Whe}'\
o forecaStmg e : X%I;?seriasg or fall, costs often don't follow in lockstep, since there’s
v - -

produced { fime lag in consuming inventory.

e activities] op i

® Is the cost input for the oOperational plans rolled up [
detailed calculations by managers involved in th

. be substantial.
decided upon by the SMT in the boardroom? The effects of getting measurements wrong can

yut good cost data, it's hard to decide how to price P:lc’d;l_‘:? :;ezﬁg
® In the question immediately above, if it is the latter, when was 3 C% to produce. A hazy understanding of wl}l;h productio
cost input data last verified ag being accurate and current as wa] 5 H;u erform poorly leads to bad investment decisions.
incorporating any known future trends/madiﬁcations, ete.? P

' | Multiplied across a large corporation’s manufacturing footprint, even
___—___——_§—___—_—__§—__—_ il —

. ‘e : s a
or plant-level miscalculations can have a Sle‘:’l'ﬂ}ﬁcani ﬂ}iac;[;)v{?}?ta;d
: : ic cli ce slo
There can be many challenges for the MA and operational man, ous handicap in the current economic cllrréat;;ﬁn; efﬁciencgy_ In plants
where large, multi-tiered structures are present such as i a Biotech faci} intense competition put a Premuflm Orihgse assiggned by traditional
or semiconductor plant. In one such company, the planthad seven dist; have examined, true costs vary from
production areas and thousands o

f stock-keepirir uinits [SKUs]. In accounting methods by 30 to 100 percent”.
laboratory-like section, PhDs mixed customized chemical products

hand. Elsewhere, fermentation and cracking lines processed biologicinp
In another wing, staffers surveyed a continuous stream of capsules and

. i to waste, quickly
as they passed through a fully automated production line. An assembly] The plant manager, knowing that heisadorflofﬁlfggons’ with t%e best
for medical instruments occupied one wing; other areas housed testin t together a team of (Jexperts, from advar ¢ ttgf The membecs of the team
packaging lines. Some product families had hundreds of SKUs becat owledge of the plant’s processes acrll tCOk full- day fact-finding missions
of slight differences in key ingredients or concentrations. Swings in ded up the tasks facing it. Some_uri1 er ggrstand.ing of the way processes
monthly volumes and mix of production compounded the difficulty of cross the plant to get a more detaile un 4. Others pored over data on
pinpointing cost problem:s. owed and the production staff was configured. P mariiie, fiE

cost of materials, labour, scrap, and overhead. After two 2
An article from McKinsey & Company,

A better way to meas roup had a plan for tackling the issues.
shop floor costs' provides a useful insight into t i

he problems of impre
e, e

? McKinsey Quarterly: A better way to measure sho
and Nick Santhanam with Susan Ringus,
All rights reserved.

A new basis for measuring costs
A

Clearly, the key was developing a radically-d?tailed u}ﬂii?t%?{clegafrf
§ i S S .
p floor costs by Jon Duane, N azgol Mo 1at happened to costs as the prOd-u 2 Il-?lx anj ‘;?r];’:niet would define new
Copyright © 2010 McKinsey & Con | ipped out three steps to accomplish this goal. d
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product pathways and sub-pathways —

granular ‘“factories withj
that made it possible to assign costs mo

re accurately.

Next, using a regression analysis of historical data, the teg
detail cost drivers for each sub-pathway, an analysis based

m Would
relationships between input costs and output produced. Finally, to .

on

standardized ’manufacturl'ng units’ [seq
Vity to be measured across time peripgg

Using pathways to fine-tune product segments

The team grouped the plant’s product lines into pathwa

. - L ys accordjn_-g
to their common characteristics, such as the t :

-level pathways, fop
example, separated biologics from chemical solutions and from instrumen

assembly. To delineate costs clearly, each pathway had its own measure
of output: grams of gel for biologics, milliliters for chemicals, and pieces
for instruments. The result was a set of distinct product families, each
comprising several narrowly focused lines that shared common traits,

Building profiles of cost drivers

The next step was to identify cost drivers for each sub-pathway to belp
estimate input costs by the amount of output produced. Team men.p:rs
mined data on materials, labour, capital costs, scrapping charges, ar.d other
costs for each sub-pathway’s finely tuned production units, The teain used
statistical estimates to build these profiles, because materials and labour
costs don't rise and fall in linear fashion as output changes. A 15% increase
in the output of chemical solutions, for example, raises toial hourly wages
by only 10%, thanks to scale economies. To estimate these cost and volume

relationships, the team performed hundreds of regression analysis on
historical cost data.

accounting averaged labour costs
chemical products that passed thr
were made for variations in the
cost drivers, by contrast, made it
to a fraction of a penny for each
pathways.

for this area across all the biologic and
ough the line; only minor adjustments
mix or in volumes. The new data on
possible to measure labour costs down
of the more precisely defined product

94-020 © 2017 Wolters Kluwer Hong Kong Limited
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chapte = ———

dardize output with manufacturing units
stan |
i i icture of how costs varied
etrics gave a highly accurate pic .

: Thesf‘ n{zvh?vlay wh%n volumes or the product mix F:hanged. Bu{;ci tlrlé
wi ﬁeﬁchag no way to get a broad picture of productivity ﬂ;ch;flu rc;les
- ire facility and across time periods as mixes and v
R s o roblem: as the mix of vials and
is was an apples-and-oranges p ;
changec. f}ﬂl}lléiu‘:ted, thgfl; was no meaningful way to add vials measured

. 3 i et a
5 Sﬁlﬁfiters to capsules measured in grams across time periods to g

paseline output figure.

i lysis, the team could assess
i athway and cost driver ana ysis, : :

Wtr?ﬂrilt pchangg across periods by modehng.the prechc.ted progucc;;im?
. rotdqu“e’agh pathway and comparing them with actctlzal mc_trllzrte; y thesé
iy blem, the team denomi

~apples-and-oranges problem, the ,
To S?lzgstt?i gtgndardized manufacturing units, whn:l:1 allq:vicrlll ;otsc;zst k?;
inp? i be rolled up to pathways and, critically, :
“anular levels to be o ptop

ﬂlce Iln?ffi Q’Tfalll; approach provided the big picture on costs and changes in
site ovel.

prodictivity.

Although the implementation of better measulrement methods may
i inci acilities:
vary by factory, five principles apply across most faciliti

1. Supplement the reporting of monthly financial metrics with daily
l operational ones.

Invest judiciously in new IT.
Invest in training.

Seek broad support and “ownership” to push change.

g o W N

Track performance against a dashboard of key performance
indicators.

ivi is based on manufacturing
bout productivity? An analysis . .
units swh2$e§ tﬁat i’? had risen by 5%.d‘./¥)hﬂe thefpr;)frlilrc:g ?nﬁt?asazhiifzg
i 1 ut, as measured by manufactur lits,
]S:)l;bgg/an?ﬁél }];gﬁfs ?11;331 to produce those manufacturing units had fallen

by 2%.

In the wake of the recession, the demand for increased o]zlera;'lar;gt
efficiency remains high. But disparities between financial al} ﬂ};ﬁes
measur?s: of costs and productivity exist adt mzz}r;y Fn;fg?ﬁ;;gjsff e

erim ’
b alignment, based on the enhanced ga . s y
?an(?i:fprrov% efficiency and provide a stronger foundation for pricing an
product strategies.
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The
re are a vast n.umber of sources for th

various areas of the enterpri

Implement, manage
and contro] the
costing data
collection process,

Clearly define the
goals and objectiyes
of the Costing data

e Costing
W Data

gree definitions,
accuracy detail [e.g.,
number of decima]
places], frequency/
timescales and data @ -
| output requirements i’ﬁs:;t € costing data
T—— ~ 100 Process i
sustainable,ppmﬁ'd"}?
data of the same Y
quality every time to
the same timeplan.
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At this
ecil CaﬁOD o

cation] are clear =
ed at each point, and what happens to the original source data - to

As much time as possible should be invested at this stage to maximize
tential of achieving the accurate and efficient collection of data.

Cornerstone 2: This is where the cost data definitions and techniques ‘
be applie

a

to ]Igfmg the process through to a successful conclusion. Within this

Jenge the MA or group will need to overcome a number of challenges
uding, how any performance criteria and/or quantifiable values will be |

d upei: at this point are: ‘

]

e Thenumber of activity observations needed and at which stages of

e Consideration needs to be given to the impact of historical data

e  Partof the planning stage that must be given due discussion is the

e  Thestart to finish timescales need to be allocated to the project and

and agreement on the data collection process. Paying insufficient attention
to this cornerstone can lead to confusing and/or ineffective outcomes,
especially if structural or procedural changes are involved in affecting data
collection. As should be recognized by MAs and managers at all levels,
significant challenges could arise if business decisions are made based on
information or recommendations originating on unreliable data.

analytics it isimportant to validate the reliability of that data. Such verification

Management Accountancy and Business Success — Your Complete Guide Volume One
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phase it is also important to ensure all involved in the
f the data collection system [including validation and
lear about what will be done with the data once it has been

an audit trail completeness - should also be mandated.

d are specified in detail by the MA or by a working group set

so as to facilitate measurement. Other aspects to be considered and

Clearly define and gain acceptance for all the applicable
definitions, procedures and guidelines that will be used in
the project — try to minimize the number of terms that cannot
be closely defined. This avoids the many danger arising from
decisions being based upon misinformation.

the process should they be measured and for how many repeats.

and whether it is still relevant or should be considered obsolete
due to new methods, skills, materials or machines now in use.

consideration of what data collection techniques to employ, i.e.,
how it will be gathered and input to the system [almost certainly
a digital-based system in today’s fast-paced world].

any time-period breaks that may be necessary to minimize work
disruption, etc. Within this and the previous three bullet points a
contingency plan with risk management should be established.

To ensure success it is vital to ensure there is a complete understanding

Where cost data is collected from historical sources as part of the data

94-030
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Recommended Solutions

The following pages provide guidelines and suggestions in response
o the questions posed in each chapter. This section works best if the reader
des each question for themselves within the concept of the discussions

ding the questions and prior to turning to this section for a possible
ution or guide. It should be noted that in answering the questions, the
der should consider their responses from the perspective of their own
erprise, and, as it currently, actually exists, rather than how it should
gnction, or is meant to work, according to some internal manual.

There are always going to be exceptions and no guidance of this
ature can hope to cover every eventuality or account for every intrusion,
enge or rwance in commerce. Specific or individually focused support
be necéasary in some rare situations: Always seek out a specialist or a
rofessionally qualified person who is backed up by a major global body,
ch =o tiie Chartered Institute of Management Accountants [CIMA] who's
direment for its members is soundly placed upon practical experience,

oxpertise and application of techniques in the real world of modern,
,ynamic, global business.

Page
Chapter 4 - Costing & Cost Accountancy 674
Chapter 5 - Costing Systems & Methodologies 719
Chapter 6 - From cost data to Big Data to Bl & DA 751
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CHAPTER 4 - COSTING & COST ACCOUNTANCY

165.

166.

167.

Some questions to be considered regarding costs for strem
planning

164. When preparing to commence the strategic planning process —

whether as part of the annual budgetary cycle, oras a restructuring/
acquisition activity — does your SMT review its cost base to test for
accuracy and relevance amongst other key needs?

Every MA, CFO and SMT member should know that the strategic planning
process is about determining what's best for the enterprise in moving from
its current position to attaining its vision. Clearly, if the starting point
is wrong [assessment of current position] then the strategic plans will be
inappropriate and possibly damage fhe enterprise.

It is essential that a review of the current assumptions relating fo the cost
base — both direct and indirect costs — 15 undertaken and 111 as much detail
as time and systems allow. The MA should work with the operations team —
this review should not be carried out at SMT level as the awareness of detail
is not sufficient [despite the SMT's personal beliefs and/or egos]. Ensure
known facts and estimates of uncertainties or allocations of costs are
soundly based; verify and validate accuracy; consider any future changes
or impacts that may affect the cost base.

Only once this detailed review has been thoroughly completed should fhe
strategic planning process continue to map out a route towards viswon
attainment. Any shortcuts fo these processes will place the enterprise at
risk, waste resources, likely to incur additional costs and prodice a sub-
optimal bottom line.

Do you include the MA function in your strategic'planning process
from the beginning and use them as guidance/advisor?

A professionally qualified MA is able to assess performance realities and
match to needs, understand cost behaviour and provide recommendations
for maximizing profitability as well as being an invaluable link between
financial controls/regulatory requirements and operational needs.

If not, why not? How much weaker is the strategic planning process
without detailed costing used prior to decision making?

Large or small, all organizations need the benefits described above.

If you do not have a separate MA role, do you include an experienced
member(s) of the finance team in detailed costing calculations where
relevant within the strategic planning process?

Working in a number of SMEs over the years I have seen costing carried
out by R&D directors, Sales directors, Production directors, even an MD

TERRRRROON
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168,

The

[who had never had any accounting or costing training]. It is astounding
how so many C-suite executives treat product or service costing so lightly
as to ignore those with costing or financial training [perhaps because
such individuals are not high enough in the structure, perhaps because
of ego, perhaps because they simply believe they should be the ones to
do such important work due to their ‘seniority’, or some other invalid
reason].

In one case the MD and Sales directors jointly ‘calculated’ the costing for
a new product and then put it into production complete with marketing
literature and marketing initiatives for global promotion. They did all
this without informing the Cost & Management Accountant who only
found out when asked by the FD to set up the cost structure on the
inventory management systei. In doing so the MA discovered that
the price they were to sell the product for did not cover all the costs of
maniacturing, production and admin overheads. A short-term financial
crisicensued!

Iy not, why not? Even at the highest level [where detailed costing to
the nth degree of detail is not required] cost estimation should be as
accurately carried out as possible, being based on reliable expertise.

It is essential to maximize the use of people’s skills and expertise; fo do
otherwise would be to effectively be wasting the costs of their employment,
which is most inefficient. A further reason is that of being able to consider
input from a number of sources fo be sure that the most cost-effective
decisions are made. No one person has all the answers.

Cost estimation does not mean guessing or averaging past datn. Where actual,
veal data is not available a projected cost should be calculated and there are
several tools that can be used to ensure this is as close as possible to the likely
cost including, Expert Judgement; Analogous Data; Parametric modelling;
Bottom-up calculating; Three-Point PERT; Reserve Analysis; Total Quality
Cost Assumption; Evidence-based scheduling; Weighted Micro Function
Points; Wideband Delphi; Constructional Cost Model [COCOMOL.

Some questions to be considered regarding the basic rules for costs

following questions should be asked of the SMT, in the boardroom

and of each management level:

169.

Do you believe you understand your company’s cost base?

This does not just mean knowing what the costs of various products or
service offerings are but also how those costs are compiled including cost
relationships. It should also include an understanding of how costs can
change following supply chain movements, the influences of the marketplace
and/or cost and price elasticity. A further key area of cost understanding is
in relation to volume changes and the true costs of inventory management.

Management Accountancy and Business Success — Your Complete Guide Volume One
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170. Do you believe that your company’s cost base is consistent?

Ealch _element of cost should be calculated using the sq

principles — consistency is essential. This is applicable to mmf rules ang
labour costs and overhead charges. Each product or service oa aal prices
carry all the costs that are relevant to the ability the hﬁermg Should
customer satisfaction. ¥ Hive o delie

Where costs cannot be specificall } imati

. cifically defined any cost estimatin
equitable and consistently applied across the 7. kol
services delivered. 7 e ik supplied or

1; ] DO &‘()u beleve y()ur C()mpany 5 baSe ]-S das
COSt 1
: accurate as ]t needs

See the previous answers immediately above.
172. Do you believe your company’s cost base is reliably maintained?

There is a challenge here for most companies di

frequently cost changes are i;lled—up to geiemte, atﬁgr:};uﬁ‘cefgtg g
today’s _dynamic markets materials, component and sub-assembl OSL' -
are subject to ﬁequent variation for reasons of political insmbilitigs pr;ces
markets gambling/hedging, and the basic laws of economics. In ad;ii"wk
there are ECNs [Engineering Change Notices following a ‘r’évision tlontji?é

way an item is to be produced], new tools, s
: ed], , systems and processes th -
change the time taken to deliver the outcome(s), § S

The majority of organizations consider the evaluation of the chang- aud i
[relatively] insignificant to the effects upon the bottom line, will ’ogz/.; the. g
changes to a once or bi-annual roll-up/revision. Where the :,.;‘i ghansz
15 more significant, the cost implications may be incorporited ‘either g
system changes or supplementary reporting. 7

Some further questions to be consi {
sidered r Ji :
for costs egaruing the basic rules

173. If you answered No, to any of i is thi
) | y of the above questions, is this based
on lack of understanding, lack of accuracy/reliability, lack of trlslzt,

or simply missing data/information? Are you taki .
correct this situation? you taking any aCHOlS

Carefully consider why you may have answered ‘No’ so that the root cause(s)
can be agreed and then an action plan can be created [cross functional ones

are often the most effective] to reduce or remove this risk to the planning
and management processes.

174, i 1
4 ?;;ci ?answer this last question - What would you change and how

See the response to the question immediately above.
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| 176. Of those that you do include, can they be relied upon for accuracy,

677

 some questions to be considered regarding your cost structure

5, Of the cost elements shown in the table that are relevant to your
enterprise, how many do you include in your strategic planning
process?

Itis recommended that you should include all that are relevant to your enterprise
and its planning needs. Where others [relevant] are not included, how can you
be assured that their exclusion is not placing a risk to either resource allocation
or bottom line stability? Take action now to ensure that even where exact costs
are not known, a sound estimate or projection is included.

17

being up to date, realistic and compatible with the strategic vision,
mission and objectives?

Whilst the normal process may be to revise costs only omnce per year —
alfough many of today’s MNCs using their sophisticated software

- aystems revise at least twice — it is recommended that a rolling programme
of continual examination and validation of major cost items is conducted
[Kaizen]. The focus could either be by product or service offering, or it could
be by volume sold, or by high inventory value, or high/low profit margin —
your MA can advise the SMT.

177. Were you are aware of shortcomings in those cost elements used in
the strategic plan, what are you doing about resolving these matters?

Please refer to the responses from 169 onwards.

some further questions to be considered regarding your cost

structure

178. For the cost elements that are relevant but you do not have detailed
input to the strategic plan, have you quantified the risk that this
omission is presenting to the enterprise?

Please see the response to question 115 and from there an estimate or
projection of the risk can be quantified.

179. When are you planning to overcome these shortcomings, remove
the risk from the strategic plan and produce a more reliable route to
achieving the enterprise vision, mission and goals?

Having identified that the risk exists andlor that there is a shortage of
accurate, current, reliable cost data it would be inadvisable [foolish] to
delay the implementation of an action plan to overcome this risk. Whilst
time may be in short supply, it always will be. Prevarication is only to
delay the inevitable — acute enterprise failure or disaster.
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Some questions to be considered regarding your operational pj !
plan

180. Do you have a strategically-focused operational plan that g
il

the operations to be carried i
et out over the duration of the Stfafégig

This plan will provide an outline of the

g ] : output vol i
required, item by ttem, market by market forpeachoo}i ’Sf: fi’hat w;f? e
covered by the strategic plan. From this a resource requiremen?;le o
can be established [recommended to be in high-level outlin A

horizon is greater than one or two ye. : e if the time
projection, years] and following S8 cashflow

181. If yes, is this clearly defined for each
i _ of the < 8
plan - albeit at a strategic level rather in day-tg—?;; git‘i}le? e

See the response to question 180.

182. If you answered no to the first i
If you question, wh t? i
]ustlﬁa_ble reason [not excuse] for not mappin):grcl)%t f‘}/l\‘;h]?]; 1}51 10ur
operational requirements for each of the years of the sh-ateggc plea‘;g'

It should be apparent from the text in the section [4-010] and the res K

the questions from 175 to 180 that it is very important to the sustay'ongés‘m
of fhe'enterpnse to be able to ‘see’ into the strategic future. Such vi;m ‘Ihfyi-‘
highlight challenges and problems ahead as well as help :'fo proviﬁ:: ociltai‘;:lfi \

of route and direction, which m i
te i ay need to be refocused in so (
the original route map, ¥ e

Some further questi [ ]
g questions to be considered regarding your oparational

183. When will you rectif i
y this rather haph Al a “based
approach to business success? Pz e

The only recommended response is, Now!

Some questions to be considered r ]
: ; egarding cost a :
input for operational planning J 2 ccuracy of the

184. gonsidering the cost elements of the input for the operational plans,
ho you know how much is based on accurate, reliable calculations,
ow much on estimates and how much is just guesswork?

Ir_f most org:smizations accurate, reliable cost data is not available for every
single cost item. The difference between success and lack of success in cost
accuracy is how the missing data is handled. As has been seen in a previous
response, there are many MA tools available so no excuse exists for taking
the lazy way out and just guessing [see question 168].
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Where estimates are involved, is the basis consistent with previous
methods? Is it a result of statistical analysis? Has it been produced

using relevant forecasting techniques?

185.

For business trend analytical needs it is always preferable to use a consistent
methodology and basis for estimating cost and/or performance data. To do
otherwise would be like comparing apples with pears — one commonality
[fruit] but many other differences.

However, situations do change and new tools or technigues may become
‘ helpful. Where there is a change to the basis it is initially advisable to calculate

the estimates using the previous and the revised method so that the difference
: can be understood as well as its implications [past, present and future].

a) Isitaresult of statistical analysis?

1
l I¢ 12.always preferable to use a proven statistical basis for calculating
i estimates of costs for the reasons of consistency, reliability and as a
| basis for forecasting projections.

b) Has it been produced using relevant forecasting techniques?

|

Il

'{ There are a considerable number of MA forecasting tools available
.‘ including, qualitative vs. quantitative methods; Average approach;
"f Naive approach; Drift method; Seasonal naive approach; Time series
techniques; Causal/econometric forecasting methods; Judgemental
methods; Al methods, as well a other methods.

| some further questions to be considered regarding cost accuracy of
| the input for operational planning

|

| 186. Is the cost input for the operational plans rolled up [produced from
: detailed calculations by managers involved in the activities] or
decided upon by the SMT in the boardroom?

Much research has been carried out into top-down and bottom-up planning
with benefits of both in different structures or under certain circumstances.
However, in terms of cost data, those who are actively involved in
operational activities almost always have a more detailed understanding
of how costs arise, the influences upon them and the reliability of cost data.

The Cost Accountant or MA, working in partnership with operational
managers will always produce more accurate and reliable cost data than
those in the boardroom working in isolation. It should also be remembered
that almost without exception computer-based cost structures are inaccurate
either due to omission of data, or commission or input errors.

187. In the question immediately above, if it is the latter, when was the
cost input data last verified as being accurate and current as well as
‘ incorporating any known future trends/modifications, etc.?
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