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ABSTRACT

Th~, pur~ose of this report is to exa.mine zero base budgeting

(ZBBl and cost driv~r analysis., or activity based t;osting (!\BC)~
/f
;/as two !-echniq,u~lill'ill cost control. //

-«.
'.I.\i:.~

The survey 0", ~~''l~vant 14.terature shows ZBB as a superior metnod,
I.,> '. " "

over normal bud~~\~tirig,\;,',toreduce discretionar-y ,exPenditure 2nd to
\\ 1.':-// Y - '. '(';\i~\\,+

~ssist ib a betfer al1Ibcati'b'fl of funds if t.here are constraint$;
\ ~

on overall expend.i ture. ABdiii;¥, demonstrated as a sUperior east
o

it
allocation method oVe"r marginal and absoX"pt.ion costing met.hods"

"and as a strategic tool in'assisting compap;y manag~ments to!,
(l

enh~nce pro£i tability. ZBBis found t.o focus on t.~.e cost.

reduction of discretionary expenditure ~th little attention toq' . ~ "
the overall strategit of lEI. company tV'hereas ABC b~ f,ound to be an
improved strategic \.,001 to enhance company p:rofitability with

.:.

less e~r.l'hasis on 'cost reduction.

\\
I).lwo case studies exam:1~~\he application of ZBBe.nd 4BC and 'bota

i

HOll1ever the
''\:::::,

case studies showed that. the usefulness of ZBB and ABC vary
'} t)

aecorq,ing to the s:p~cific Circumsta.nces. Qf 8.. company. Where the:

management of costs are ef:Ucient the value of· ZS:a diminishes and,',
Where

(.''1 <

eost structures.are simpiist\,'~ABCprovides little benefit OVer
tr~di tipnal costing systemS. But t-there cost structures' are

.,
such as abso,I'ption or !!},;?!"sinal costing; in providing

/) . \ i' ',' . I

t..
to assist ~p. E!lllh.t:tnci):Agfina:ncie.l perforliluull.ce.

I'
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Cost control $:$sifts ~I COml;Ultly},n' attaining or maintaining
r \' ,,',' t, ",'"", "'. '. ',.," 0 , c

competitive adva~tage. \) Port~r) t1985p p64) saTS ·'Cost fiLdv~nta,ge

r"milts J.."i,r achfe~es af"1:1: cW!IU1~tivecO'"'t of perform;n!!'

value a.otlviti~~;. than its" cQtapettt()l"s~" This report <ex~mine~

zero b~~e bU({~'tin!€ ~('ZBB)~~d' c,ost drivel" ans.lYsis as tW()
c M I '

tetehniques ilf: promoting c.ost control.

1.1

"
I!
t.:

ZBB :i.s a tE{elhliq~,e that I, ~'ndeavours to maJcimise the value ~dding

propertieJ' of ~i~cretion~ry costs. P:roduction, or V01WllE! relat.ed
~) _ t _ , '.' j" _ ." ,.,..costs, aJti-l!eXcluded front the ZBBprocess a.s input/output

if

relatiof~hiPS are unders.tood~(A1ttin and Cheekp 1981). iSS

di:rectslnu:lI.nagers to exalnin~;l'"eact expense within their ar.ea" o£.. .. Ii· ... #
responf~ibilit1 and then justif1' the existence of expenses/by t,be

" , ",,1/ "',, . . l /
outpu1" that they !!Gnerate. lhiS is sUlI1lIl8rised on a"de~iBioil"=»: The dec,isiolO; paqkal~s for the c~mpan'Y are evalu.ated ,nd
ran~d. " 'I'hi. process i. a tOl that first. ideally eliminates=rr: to:r which thElitf are no outputs, and se~Qn(ilY prQ'(fides

I) o(~

a w.~ehani$m to objf;!lctivel accept or reject expenses from

deof.t,0n packages if thet is a constraint on th" ~V~i"all

''ll~i.oca.tion of fUfids. T ~s is sU~,e:d,9r to arbltral1."il1r cutting
l/,:.)

"e~'(/J;>erld,itUl'e.
~ I)

II

Cost driVer analysis·o activity based costing {ABC1.Jaxamine's ho't't

overheads (and direc.t/labOUr) ere:created by activfties";',ih." e-
li () r"" Ch
// r/":)

yr

\

11.'. ))
Ii -\\

D

1\ c-

n "'.," 'f ()
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P()rt~r (1985) says (th~t tha'Jg~OUPim~~f / ana a.nalysl.s
'I -c \)

Qt. oY~rhead$ in costin<t,l systems are, UDJ3uito,W,Ue in $.l:IlSi...I~t.ill.'1!.g
• , (,:0 . Ii,. " ." ,~. H

mel~:~e~e~t to understa.nd 9 ~nd thus contl"ol; 'lth:~se ovel{~~1~~2."

Johnson and Raplan (1~87) ~sy that ~$tin./sr~tems ar~ design~d
t.o accownodate ,the manuf,acturing stru~turlg that. were pl"ev!\lent

in 1-.,;" fb"t balf 01 thl" ""maley. co~fsti:'U"'ture"bave eh_ad
as set out dlagram.m~tieElollybelow: 1('

~) Ji i
I

}tate" 20th Centur~
r1

Ii

(,_

Early 20th Century

(\

/

J Materials

o

.1>ir LaD

o

f
#

OYerhe1
1D~r

Many p,:t'o~uct~
I

!) f

T''''dition,l costing '!{Y~t"lIllI"0....on17 all~""ioverh""d" to
::::::::s 6:ot::~d:,,:ti:!:::t ~:b:::.p~t:tt~:::r::::::. °:00
a..btt"..",. aU"""t(on of "v"r~l!"dSd"e~nl:..~~rial1Ydbtort
px-oduct costs. With oye;rhea.d~and ~:t'od1ct range incre2sing th&.~ u
traclltional" method of a.lloeatihg overb~iad$ :if! obsolete and the

II



lit.erature surveyed quoted a ;·number· qf

.cq.sts are significan·tly distorted by tlI~ingthis methcd~ This in,.

turn lea.ds to" tn.-eng decisiont. being made with respect to pricing,
'.:,

and to which products to Prohlote and. divest. with adverse effects

on a. company'iSco.mpetitive position.
!f
)j

TH~,Jimalysis of cost driver!, is a t.ool that, llrs.t. facilit,a;t~~
~ ~ .. ~

-~ . -\' '-. . - - - " " " .--', ',- >~~ =>:
stra.tegi_~ positioning by a. co~~any and secondly a.ids eos~ control

"';c--

it

1~2: ..l'he Prot.lem siJa.tement
\1

Competitive advantage h~ :maintained. bi. either providing pJ."educts

at a ClOst lOlier than t·hat o~fCOID.p~t:itol·S or by provi~ing' a

dif'fel"entia:ted product lil1.t <::tq~ivalelilt cost to the competitor

(PortJE:r, 1.985; Port.~r and *i11&r, 1985; Shank and GQ]I;'indar~ja,n,l
\,\ "

1989) • ,Th$- :i>tl17P6sceof this· research is to ~:,J£mine ZBB and cost

drive!!' analysis as two techniques in asiistin~r a company to

minimise costs and to obtain optiJ)lum output for costs employed..

A subsequent redtlction in theseIf i

mar.gins arose from employ-eea resigning and settinf:l up in

competition. Counter-action was taken by the c(unpany by

absol,"bing another fi fty percent tUrnover from a sister compan.y on
"

the ,.assu~;ption that the overheads accruing to the ne~·.:r;,~u$ines$
if~ g

acquired could be elimi~tted and the activities lu!ndfedby the, . . ,'1

- 3 -



make up for the shortfall in m~Ji'gins.
'\_:.; - ({

','Thi~ cour~e,of action was

"("-.

/' Jlundred pl'odu<{t lines, ninety debtors" and produced three hundred~~.~I

invoices per Jnont.h. The neW produ.~t range, despi:te itS', lower
\t

sales vaIlle. c,arried four thousand products ~ two hUllld:a;,eddebt.ors 9

and required two thol.lsa;nd invoices peromonth" Th~,R.dministl'etion
~~, ~~ '~

" ()"":i) - '," i,. U
de:partment"/wlhti.ch: had. operated o~ five pe1"sons_ expanded. to

co) ~?--~"

thirt,e~n perS,1)ns over t.ime and a major upg#ade of compUt.er

hardware W'a..sca.rried out. and ,s~nio:r DP ~tsonnel e::hpl()yed to

handle the increase in 'b.ransactions. Ditficultie,s arose in

convincing seni())t"managem,4)ntth.at 't.hese reS()fUrces were required
d

l'JI.ai they c~ul.d only underst$l.llllocllthe d:if'ferellllce in sales value. It
o

tOQlt oomput.er crashtes 11 customers, ¢onstantly') phoublg in with
." . '. , - . .. .. ~

'1.\

complaint.s of,;\debtors1?a.ccounta ir.i disarray, Cu.stoillers compl~ining

ef not being. billed fer deliveries ,Bnd a.n bO:Wl'endoui8I ma:nagemen:t

letter from the auditors to cOlwimHceliIla:nage,nentthat the

Ii
If

acquisit.ion hl!ll.dcr~:n:\ted activitY' out ofc;,propcn:tion t~ the s$l~s

value of (the a.cquired business. If ABCwa.s a. t~ch.~ique included

in sta1!lda~d t~xtbooks perha.ps thi1lA pr<)cess CQuid have been

avoided.

(I,
EJ{.pen~itl!,1reon 1)F', a¢counting and internal. ,:aa;J.esactivities was

/i
restrict.ed ~ paltrticula:f.l,. with respect tio· pel"sons\;,e,tttployed. ()

Expenditure in providing demonstration. stock to customers and

~ 4: -



0, (I

"'1{

o

pr';rvent.ed th.is, were wasted on cU'stomerllh °A s.ystei!l of "decision
,;1

pa¢ka.g~s q:uantifring ~),tputs for inputs would pr,oba.h17 ha.ve

prevented this mise.116cation o.f resourc~s ~o

"

()

The rePort intends t.o show that Z,BBand cost driver ailaly~;i.s are

both v~lid techniques 'to" assist~ in. maximising ooutput$ for c:Jst '

i.nputs·~

1.4 Rea.sons f't)l' the research

-,

brought on by the high incidence of debt~ oli\an~~ions, inf,latiolllv

and militant trade unionism. These deterl5lin~Jj:ts h.a~.llTe introd)!Jlcerll
~-:;

gl:eater uncertaiJlty into business.') To plan. $l.h.ee4» based on th~'
past, is dangerous. To assume that eXi;sting structures and c.o~t

relat.ionships t.hat tl0rk for today (will. be acceptable for tomorl"Q'W

maY l"e'sult in a company losing competitive edge ~'i!reven" falling'
/)

into a loss ~osition.

- &
both val.id, but diff'erent, ai~¢iplines in assist~ng companies ~o

mana~e the e)tternal preSsureS' brought to bear and that their '\!),flle (,{

Will' assist compan.ies td lIu~intaiXl (n;.ft~'tt8.in compet~~tbTe '
,(I ,

(( - 5 -
o



Object.ive 1

/1

Objective '2 To investigate by l'lleans\ 1Of' case ~:t\D.d1the
"

application of ZBB $nd AlBC methodology~ From
this, to examine th.e ben~$t;ts~. aimil$ldties

an~ differences of' ,!k..he t'&\l'O techniques.

Objective S
case studies with thereleva.nt literature and

'\
to dri3l.wcon.clusions. oJ. ZB:S a.nd ABC.

1.15 Itimi ta.tions

Specific limitations a~~:

1\ ~,'

(i) The first caS~'lStudy examines a trading company. ABC in

(-this stud-y-eovel"$ only non manufacturing e:x:pense,$ wb.ere~s

the litera.ry survey discusses'all expen$e types.

, \

(ii) ZBB 'it1as onl,y applied to On'I~'~'d1!partment in a small compan:y in
C". "1

the first case study. Thel.·efore the techn.iques of

evaluating and ranking decision Packages are not covered.

- 6 -



I' '
(iiiJTwo produClit l:iLnes '\l1ere al.ieqU$~1.ey sElparated and

t'f' " :.~ri..._~\... \: ':',

coated by etAPloying a sCratch bud"g.....· in the csecond caSe
"

study. HO$ever it was not possib~le t.o-·analyse the~e lines
g

b';jr emploYin.gABC and:,.assumptions had to be m.a,deabout the

,}ransactir.ms drivi'n~ cct;<@.tsfor these two lines 0 It is
" '\" '" ' ' '~';I

unlikely 'that tilts .U,,1nit.ation ...dl1 undermine tbe conclusions
:":;/i:,f-1

drawn fl"ol!ll the case ti)t.u~¥.
r.Y,r·

1.7 De:f'initidn.of terms

ABC :1Activity bas~d costing

c
Discretionary t,coata

."
Expi<MnseS that have rib particular relation." to" volume and

10
are not subject to ord}nary engineering input-output

};,nalySis.

~

··f·.'i.'..1 an orga.nisation.
,1.7'

\. development, adver'tising g ,sales prOnloti?DS and
' ...i'l, .
com:lulting. fees.

They COVer the ,~ervice and support areas of

Exam;ples 8.lt"eresearch and'
1,

The option .to spang lOr ,not spiarid is

"Scratch budget
\

All revenues and a.ll reSources or e'tpellses are biuil t up
.'~'from tero hase without referen.ceto hi$torical

(;1

iloweyer it is not zan as decision p.a,oka-gas a:re
\J.\

t-ecorcis.

n.ot.
;I

Eflltlployef,land irtcremental levels of expendj,t~are foiC'each
pa.ckage at-e not examined"

a

.... '7 -



(I

QC90uI}ltingor traditional"coat.ing
_//

~, An accounting method that assign.s factory ov,e.rntr;md,
() C---~'\\

costs t~" products o~ the basis of "direct. la.bour hours

to direct 1.&DOUl"
((

used tID allocate

hotUJ~~SIsuch as "macni:neah6urs.' can, be
\\ ,>

jl , •• '. -o11ler~~e"u!q r!'he ma:1J.Ucl"Jl.t:a.cislIl
" i:,

is tba't'
\\

Traditioual~ ol:' incrementa.l,~ b'Q,dg(:'~ill1g
"-'" .•_.-I

\)

ZlBB

YI <nEl'ceRsary to an ol"ganisations :requil"em.ents .. Also III~.,
ext~$pol'~tes futull:"1i':!perfoll:"ma.~,c(JJ on

:~?
h:i.sl'torica.l data.

Is defined in the ilOxford dictil('mary as ~lsu.pe,rihuous» no

longer serving a purpose $ left over afta):" use 0 !!~\The

context of,£,\waste in this report cover~ U!lUleceS!!.lal"Y, ,- ';:b
o

expenditure and the employmel1t of u.nnece,~;u;;lary persons iF'

(per case studt 2). It JOelS not tnce~npeople .!ll:t~(j'a,,,,
..(7,waste, sinAply -that t.heir occupation is not needed in e,

\" .. . .. ~
:','_' ~-

'spe-;ific cil"cumatc~rlce., Non...eosential costs ~lso fal,).
(;,

undex:~he aegis IOf l1aste in this report. ~
""'-~':J

Ztali:'O base "budsteting

I!.
I)

c;
')

)
- 8 -
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2. SURVlh'" OF RELEVANT LITERATURE " .,
D

.~>
f)

1:) '~-;

I")INTRODUCTION

The ll,tera.tuJe'e surVey examiiies ~erQ base budget.ing and

activity/east d:rive'1- anal:ys~ with" a view to
<-r

.. ,

cont-roland impX:oving competitive advallt~keo Shank and
o ). v

Gtivindara.jan ll,1}89, p39) sa.y "Both intuitively Gl.i),d;t)leorElt.ieallY·~
:,) -.

competitive ~'dvantage ,in the ~arket,. plad'~ ultim~tely der1.ves from.
_,; - ".,

'p1<',;:~d:ding"better customer value for equivalent cost' or
-!)"

aequivalent customer value for Idwe.r<6ost' .,1' If essential>. coets-- ., -- ~t':-- - ",' ii -::- . -~

o ~ ~

are. minimised and a. company u:nderst.andtl what o revenues ..can be
_- - - -: .- - - -,:'" '-

<i ;_

ascribed to 'i'.rliat "costs then'"tberEf is a. wh~rewithal to" optimise
c ~ :::-

, ,
cost eff'l'ciency ...and competitive., advantage t.,liich l10rthy (1987)

says, is. assisted bi accurate oost information,.,
i'II
a

'_,

The a:nnual budget is tha main m.echa.nis.mfor resource e.l1oca:tio~

~p.d ovel.~head Dlana.gament (Morrow and Connolly, 1991)0 The

li,terature says that no,rmal or "increDlenta.l~' budgeting (whic;b"
"f) \'

\,
assume$ that. previous expenses a.re justifiable<·in the budget

simply beca.use thtaY exist a.t Present) allol'1s for cost
{,(

inefficiencies to (';~ll.tinue. Ze,);'nbase budgeting is a techniqUe

that a.ims to eradicate this deficiency. By creating the

possibilitY' of a. program's dislIlantJ,ement the issue of Jts
I,

necessi.ty is f01:ced to be ~xamined (Sarsfield, 1976) and"this
"

discipline o,"er cost~ aims 'to el:i.m~nate unnec$sear~(qr duplhtated

effQrt (.i\ustin and Cheek. 1979). A furt.he;r we'altne:Ul in

conven·tion.~l budgeting is tl1,at the revie"'" process flt'equentl'1
,\ ,.')

- '9 -



resul ~.s i1l'b, budget:s being reduced OrA & percentage basi~c over !Oust.

centres (Sepnton and Ward, '19~Wr 'Wh.(Cfre~ZBB rank~ the impa;u:·tance
I)

.,of eXpenSes end thu~' provides a mate <ff.;llJectiverationale fo·r cost

reduction.

'The literat.ure concur.s that manufacturing structures have ehanged

~ver the last few decades particularly with respect t.a the
_II

'--. ' .' . .... . _r) 0 __ _ __ _ ,;~,_

emergence Cit' "just in time" (JI'l') m.a!t~ufacture,total quality
a.pproach d)u~:dale, 1990a), sport pr6duct life cycles (Johnsou- and

Kap~\a~g 198'1), .prod'lJ),ctct!mp+ex.lty and a major shift in the make

up of labour ~nd overl-;teadcosts~. "TraditiQnal!' costing systems

assume that a high percentage. of cost-s are cOlilprised of labour,
Ii

and products are costed by 'first allocating labour hours to eachU f .' 0
\1 )

product and tpe:re$fteT.\~al:~fcatirlg ovelc;be~dSl:-''on. $. similar basi~ ..
'"llJoweverWorthy (1987) s.nd)Drury (198S1) say that labour i's now: a

"l . .' . .. , ", ~

:n . .... . ,... . ..' '. ..' . _Ismall pe:rcenta~e of costs.: and that overbeads have increased
o

dramat.ically with the result that the methods used to alloca.te
o

costs among di fferent "prod.ucts are redun~ant Ovorth:w~ iilS7) and
o

product costs are skewed (Coop~t' and Kaplan9 l;9"aSa; Seed9 1~90)..
{,-

"_I)

Only Si:K ct)mpanies cut of the thirty twlO resear.cbed by Mackey
(1987) actuallY uaed tneill.' costing syatem
Cooper (1989) indicates is symptomatic of

systems. Frank 9 Fisher and liilltie (1989)

for ~~ricing l~hich
f~:-{

obsoiie. te cQsting(:::o
(I,

it '! \.

point Jut th.at the
~ ('decisional purposes and assu.mptions of a costing, system are

"

unq~estioned t-1hena plant is highly profit.a.ble. H011l'E3'VIillllt" t;Then

liil~rgins reduce. or profits are squeezed. the need fer accurate
;',J

~. '

$hortf'alls of t:red;i.tionalcosting systems become apparent.

\)

- 10 ...



Activity based costing '(ABC) l.·ecog~ises th~t QV$rhe~ds are

rela:ted to products iJ9,}~·amore complex. manner than labour hoult's

worked or volume throughput.

p:v.erhead is incr~asingly being se:lnc as a. cont:d.butQr<~o product
, .'>\ .s- ::) C)

va::fue!lnot. just. as 8, burden that has '-',.to~be )sMearedt across

production. on some 8.l'."bitl"ary' bi:tsiS." ABCendeavours" to tie
i"f'

~ve'rheads and labour to the products that cause theln. The
o

activiti~s 4.h~t are driven by products are dec,ideo. <:)11, costs

employed by the.!se activities are pooled ~nto tbe ac1~ivity centre
'-.~

and then the acti71i ty cost c,'entre 'is "alloca:t.ed to products on the

basi .. of the proJ~cts' conn~tion. or, use of "the activity. This

consunl'pti()n(~h~ f)cequent:t.y th) number of trans.::.ctions generated by

the product, be it set up times or ~or1t orde,rs gene!C'ated. COOP~I."
((,

(1990c) calls this a two tier allQcation procedure6 Over and

above being a method to mdre accurately cost O\!.t. pr(.1lduct~,
l't

/\
L/

a.ctivity costing is. "also !C'ecomm~ndedfor controlling' and managing

costs by understa.ndini, the events and aet.iV'it~.~ls which drive thenao
(Dugdale. o 19,90b,) as it is activ;tf...i~s that cauae costsp nqt

n products» and therefore cost ~~ntrQl is best/) ~chieve~' by managing
\:'activities (Hayd.et 1990; Sephton and t'lards 1990) ~

Portel'. (19,~,) discusses cost d!L'ivers in te7-msof strategies stach

as lo"tV'e.ring costs by eJonomies of scale Ol),' learninth or

exi;,rapolating a. company's value ch~in with the jud.icious use of

lin!utges and these aerve to reduce cost or alternatively optimise

... 11
{)
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o

mana,gementl! by sttudying cost dl'ivta)t" IOlr aetivity costfng Qbeory.~
'1./

2~ 2, "ZERO BUDGETING
\]

,2.2 ••1

:jj .;.;

C(:H!lJt 1tela/tionsh,ip~ ':and arrange them. to maxiEllise periormili.nee. "'the
Ii

Q

, 'c

illlltell!gant eost pll¥'j""'~g (HlQlrhgr~m~ 1912) ~ 'A auec~~sful company
'" .. .. "':\,>-,,,;.--_.-(j -- - ,;

tdll ~valu.$te strater:tic optiOlll1ll (AmEH'!h 1989) and 'froa this set

IODS e,t<alL"\r stt"ateiS-Y. Gooci;"budiets jre Ibll(ed to these long term

pl~l!ls Qnd reduced to qlllantitat!vef sb,~l"t term targets ('O'mplE!.thy,
1987; Rl!AmGll.nujam& VenltatJ!.~~'map,1981). A budget. e.suiosts

,,¥a.nagament to chart its coJse in advaxll<:;eand t'~cilit$\tes tb,e "
" II", , " , ,~

co-ordination and cont.rol qf operationl!11 (Welse~9 1.9'11; W\sei)'

plan,tro go?
S"" hot" does" it plan ttO $chie,ve its oti'jective?

wna;t re,sburces dq~s it need?
/ /
it

hQW can it e:6L.ordinlJ),t~the functions to achiev<e its

...12 -



objective?""

Th(t p~ocess pi bUd~1tprepa):,at.ion
!_ ' ." ..... (.1. c:

t.est. i}e~1id.e$s~ apprsise ::'ltrategy

1,<;;
t),\

provides the opporfhnltl to
'"

tris vi'lawed as the fQunda.t.ion· f¢:'r many other "budgets (Pogue D
/j _I)

1\ . .' 'C

U,~98,8.~)",,\,w,fomtne.re materialp labour~ and production costs are
,~. • " .' '. D . ~ ..

,d:erivl$d resulting in a contribution ;from wHich fixed e~t;:pense$a.re
o ~

:)

deducted to al'ri'Ve $t an opel...~ting profit,. "larking capital
" //}

requirements are ca.lculated oh sales and reSOUrce acti vi~:s,'Ya.nd

,ii-om this cash fll!)w can be. derived. FigUre. 1 a."fa out the "

process of' budget preparation. Normally bUdtSetl\ are. arrivedo at
\ \,~~

by a combinat~on\of "hett.om Up~i and "t.op do'wnlf prE:tparatton

(Churchill t '1984). Manageme~t, tell subordin(ttes the ovteE'dll'
objectiv~s &nldlperforma.lll,ce Jra.tioSl l"eqlJ.ireC[ (IS: £~ZJ?rofitlsa,les %,l

\1 ..• •...•.• .'~ ..•. .>: . ,~,;

expense .levels ~ retu.rn on. capi t~il') ~ li!le \~anager~ prepa.re .a.nd

expenses. and assets employed is agreed 'by top ~$nageme!IAt. The;:,
<'::"> \"line managers then ad.just their budgets t4()f6!.llwithin .the agreed

limits ..

d p

The b'Ud~et serVes GL~ a critical control fu:nd~J.on as i.t is the
~~-=::~;;:::;,

I; -«.

reference point by t'l.hich company performance and activity is

me~~~ed (OtleY.~~1978;cBo~hill. 1981)" Nlest cempanies repol't
" "'"actuaJt'results &~ain8t budgets and investigate varianeesp

- 13 -
o
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'.

froces$ .1,n hlli.lding re"enue and
cost elements "0

,1le'IIJanUeand
0' cost el'ements

SalesMaterials
LabourFactory, overheads

.B,Y pr, OOUC, t,' ',I, bt(d;l,Yi, 'SiO, Xl". cl.'1;iy"" s,~les~,eur
OeriveQ from ~\u~sale~ ,bl,idget " .,
Accor-cling to produot throughput.

r, As 'bulJ.t up by department heads
c ~ ~

Q

o

Fixed 'Coats <:7:', ' 'f
....Selling cP -,As built \~ ~y department- head~~'- Adminiat::ation, , ... iI: n__ ~. ..,s;,~

- R$i;earch ~mddevalopmen.t,.. -- (....- - ~-i.- ..,.....--:.......----....'
others c ' , - - --- ~,- -- ... .:----- ... :.---

\1' ~ o

11. .... .. _" .. ..0 ,- __.. 'V _.-=====_=====':;=='=:-===-=:::"==;;=-:'::~===;:=====:;;==~.;:==============_~~J===.===~==t::=-==:.;===;;==:;;:,
\''\\

( c );

perop~oduetion a~~i~ty
l}s Cierived from s~liesAs derived' from c9~t of salesAs derived :Erom st:ock purchases
and other e~p'FlnseIJ (( .

<:

Fixed assets
Debtors
StdckCreditors

o

u !JOperating Capital
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The literature, .•affirms. that hud~ets are important and w.p1t'thwhil~
\,t

1/

and are a ~ajor ..contribution to th.e planni~g ~nd con~lC91"o.~,...:

A maJol' c:t"iticism of budgets'ha;s b~en
(!

'-;~c;t:(.,

c ';:;functions 0·£ .a com.panY"

1v~a9; Morden, J.986) arid,that budge'"s asstJ[~jSthat existing
, .ii

pel'fQrli.~;~ in 't.1i~_mos.t coat effective manner and(l tijat they ,will(f .'
continue to be l'jiecessary and c~st eft€:)cti:;rs" (Cbee;k, 197'1). \A~m~

of the wea~nesses o,~;this type of b~dget are l'irs:tly, that

()

we.s<,.on¢e a.. prqfi t maker may nQ,t be $0 "today (Firikin $ 1988a)... _
p'; cs . .-.. o?!

Existin\t ful~tions and e:ltpenditure~ can be allowed to ~on1f;in,"~

which 'Wonla be identified a)3obsolete it a c4"it1~al exalli).i~i~~L3'"
...;,'-;:!!

Cheek (1971} cite~ the e~1te.mple

t to a level of perfecti(Dh. out of' all pr~porti(m to tb.e of'i~Jlla' s

II n.e$ols. Secondly; BowhiJl> (1987) sa.ys that budgets can Cl"~ate

I)

performa)lee 'Wh~:iecirclUmstances have changed 0 This would Ililtil'O
u

apply t'O a budget whichPwl1)l.sba.sed 9n an organisational atruQtu~e

~ervaded with inefficienc$,ea and tlnneelksary "S\ctivities and
j.".\

fUinlctions. Thirdly? ~Jtp'enses are,normall-, summarised by
(,
\\

department, auch as msdtetL~,g~(nd f inan.ce • but manaE!;'em.ent donl t

\\ .;...:)
as inputs tied to functions.rath~r than .outputs tied to
objectives (Cheel~,1911). li'oul'thly, the outputs of d~pal't~llllnt$

;:\
$:l('E!! not fully tinderstojj~ by ~ai1lagem~ when reviewins fA. budget

f ~

based on an extrapo,l{\at.:lon of the i>revi\u$ year" Theref.ore
~. -}

...15 ...
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reaction on re.view enCOlAl"a.gesb"u.dge.tpadding to su.rvive the

arbitrary cuts (Brown~ 1981 )'~ Un:t;.ottllna.tely the r:espolllsible
'. ; ,\\., ••.•.. (J' " •.• C:

..."",ge~",bo ",..ql'~o;;b ,,,<\,c1> ~"e.ll~it~re.. ....edr;s ".en,,!. i$"~ an.d.'th; l
poli~,~.ca.:tma.k·...<l;' is eDCou,ra.ged in his buOl~t. game play (Cheek. )

;j,.:!.i i:.> '~;~""~"V\.-..l. -...; ;" ,;

o

Dea.n and Cowen (1979a.) conside~. ~~nag~ment to be aware of the
defieien<;i"" Q( t"~~itiqpal '''' incre ..""tal ~"~g"tingc. Tbey "ill
examine e~:f'iCienci~s and structures outside. of t.he budget l'lith 1E1, . . '!J ..

view to,innovative chan1!~,6 Zero base budgeting (ZBB) is an

attempt eto qbv,\ate the'.}i~.akness'li;')s of traditional b~dge'b.;i{~g ('i~'hiCh~

says Dermer (1977,p249»),,) relies it ••• on the last p~iod ~s :lj
" '''--~~
,I '\\

frame of refe·l'ence ratYier than overall anl8l.1ysis and synthesr~~ I'i o
f;· ... . '... .. . .. .\\

I' 0

Amongother things ZB~ encourages inli:lOvative tbinking and..non.

Ol',[(anisation and can, therefore be uaed as" a tool to ex.t.rapolate

r~sources and eliminate duplication. The literature Su::!tveyed.

considers traditional budgeting to' >oe unsuitable. in aidin(!i(this

,Pircumstances leading to zero base bud!;t.eting ..

Duffy (1989H~16a) says ,that ZBB eme\'l;'gedas a toel to assbrt.
/?

" .... organisatl.ons to adapt·, to a changing environment wher.e

- H3 -



resources are becQFnin{!tliH::;a~ce:Jprof'lt$ are bei.ng threatened and ,f

ch.angelll ere occuring with increasing frequency." ZlBBwes
<:;:;))developed to' ove~go~~ the de,ficiencies of incrementa:! bUdg~ts

(Dean and C(.H'1'ri·~··'198 9a) as they bu.tl t on the pX'e/lfious years

PilSrfor:manee and We;;l;'eunable. to cater for rad.ical change"
[) ;;:r,<

con.trol., ZBSemerged as a. viable technique' ~or reduciIDlg costs

(Brown» . 1981) l-TIl;1:.hou't endangering oparat.ions and presenting

budget alte.rnatives. so as to better cQntrol CQsta (Cowen and
"

Dean, 1919). Whilst personnel costs, :lor ex~tl'lple, are direct. 0~:ulld

Visible most benefits d.erived from their ~ffeetive operation are

intangible (Cheek, 1973) and ZBB is a suitable tedi~~iqtle tc1'1l
',J

l~d to cash being

"~l1$~'" Overb.ead
i!ll~Qst to work

\"

closely with the bene:lieiar~t o~ the service a.nd this encouraged e
cost./benefit ana.lysis. The cost was onl~ approved if the

on evalua.ting and ranking outputs (or the va.lueQf r~sults).
"

Exte:wpal preSS\ili'eS forcing change D requiri~g cost control and

more efficient resource allocation led! to the eme;w.genCe of ZB:a

which can asshlt in handling th.ese additional requirements •

... 11 ...



Description of Zero base budgeting

:lBB is lSI. J)ottom 1ll,Poperat.ing, plsnnin&t and, lbud,g®t.ingprocess i;

(Cheek, 1977) whicb requires each lnanage:r to re-,:?vsl'Ua.t.caeach

activity he ~'n\Z'l$sponsible for and aslt if! they a:t'e still

ueC?$sa~ o~ :f)th?Y can ba reduced o~ ¢liminat~d (Pogue, 19a4)
• I};, forces a justification of each cost 'Centre or line of cost

~<- _.' L'

and Michael, 1981) tallld removes the, iluplie.d ri~ht of
''''' " \

activities to receive continued resource ,'alloC\.'>$;t.ion
" - .. " 'z::""'-_

are doing (Austin ~pd Cheek, 1979) II set Qb,jective,g and c(mside~:,
\(

Alternatives are then broken t\qwn int.o increment~~l levels
,( Cl II

effort (Pyhl"r~ 1970) a.nd t.he costs and benefits o,f each
/.-(1)

a.ssessed. The conSequences of non-app~oval are desCfr~~d(Austi~
i 'l '~ "

and Cheek, 1979) rt'd the: ()bjecti!~e, .alternatives &Iild"bitt'~'llt'<ent ,1

levels necessa.ry;~o achieve each .alterna.t.i'Veare sllIJii]illaril'tdon a

decision pa.ckage. These are evaluated· bY' l3:rst~matic a;na]:ysrls an.P1

budgeting and Cheelt (1977) and Aust.in and Cbeek (1979) consider

make it work and that it operates best iJj;"'~'\nenVironment with ,an\~.'H;,'i .' .. ' ,," .... . .;i

open, participative ma.na.gement style in which broader go~ls are

.shared with the rank and nile. The various decision packages are

((

- 18 -



'/II
,'I
V

o 0
methodology aiIil!~ to complete a budget 'Vlhic)l is 'free of

1:"\

unrle,e"eSS8.ry 1S7..j?ei:igitlJl.~}e, f'r·ee of duplicated efforts and ,in which'
ii

1!.'esourG;®Sare be~iel" ~fl10ca.t~d.

The Deci~d()d Package and '(}a.nking

pyhrr (1970,pplH~-:-114) defines a. decision packa.gOas a
"

It •• ~docutllent.tba.t iden~ifies a.nd describes a. I3peci'ficactivXty in
.,n,'.. \: . . "'.-,',.., .. '._ '. _.. ' .. '

such a. ,manner tha.t ,liAa.n~gelllentcan (a.) I\')va.lua.teit a.nd ra.nk it

••• This kind'

'. 0(b) decide whether to appr~Ve it "or disapprove it
'\) (/

of fOr,mat encourages t}i~manager to scrutinise each
resources and

improvements for b.ase and incremental packages, as well as ~l.:!:
if'

(19.73). Key criterion a~$ ~elf

of a.~tivity; <ea~'e o_~; difficulty ill
if' .()

o
a.pplying the activitY'S the ant:icipa.te~. ~even:ue versus the ..~ostl

i, . :, '\ \.

t.he intan~liple benefits and 'tp.e" eOllse4u.e'hces ()f lllO.t acting 0

". ... . i.,.. ; \". ,F"

Figu.res 3 and ~(i'!J(fre~ Aust.in anef Cheek, 1979) reflect a qecis,~'l
paclta.~e first at the 10lrest le';;~l necessary to provide a \~elwi~e,

~) ::;,

pel" Figure 3, and ,;then)the ado1itionaJ ~r i(ic'l-ementai. level" of

;) eff9rt. per Figure ~;iy'necessary to generate &il.dditional ~venu'e~
As the r-evenue exceeds the eost in Figure 4 the dec.ision pacltage.

o

~.

funds fQr t.he company as a il1hole th~n this d$~cision pacldige can

be cODlPal:."ed to others and l"anlterd. A standard is set to allocat"e
"o

r.

I)
\'

\1
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week wi til llO lnOrE.! than a
20ft dup:UcaUO~ tac~oro

;as,ooo t5,O()O 60

3,000 60

.
.") ..'

sala.ry .;$
(Non-union)
Moudy
(Union) $

4&,000 46,000

Nruul$S of titles are coUect.ed i:rollil~arltetin9' DSl'artlilent, put on ,address '(:llates.
Aft(l):t' brochW:'os are returnea :fx-omprinterp name~ and addresses a~e affb:el3 to bro\;:hUlC'es,
and broC!hures ~',7:esorted ana bundled by zip code and mailed. \~

\~--------........------------------_..,..,__.~----~--------------__..~ ..~\~---...__..--'--------~~
)i!Qu and! !fflen icC\OO1l(»u'sb.eag :l

Total 6Sg()OO

:3 ol~rks go tb.rougb.Usts and merge them ~..ith currenj: lists. 1 clet'k affixed addrE!'SSel',
1 ~lerlt sorto, bundles, anC! delivers to pOst office.\:~

eo

71

1~ Have Mark~tin9 Department abSQrb in their activity. Rejected ~prima function of £.tarklStin9 is to generat<:l names.
20 Use in-house 'EOP~ Reject®a" cost would !be $80,000.

~e£~t~ of netainin~nesultlActivil!:yg
Direct ma:U. 10 principal source c)3i t'evlt;lnue. 'rba restllt is based upon 15~ orders ::I: $20 per
orOlElX'. 'rhi-a it!! minimumneeded to operate. (Per.centage o~ net. after dupUcat:!.on)

$1,248,01)0 re'ifenue per year ..

'.j

ColW'.3Gquen.cc:es 1f mesmltlACt.i!.'>1itY il!i:1 $U.rlli!!l'.al!:~:

Unless anoth~:iZt'l'ay to generate orders is developed~ busineS$ would !lot fUrlction.

PJre~eQ. Byg
S. 'Edroa

....21 .".



1 Clc.u::k ~o merge l.ists~ 1 Cl~~!f. to help affix a6!dre13~~$~.~ortg b1,1nd1ri!ljian~ ael.;l'U'er tt>
; poet 9ff&,oe.

----........--.........'~--'--~......--........ ",..... ........._-_..,.... .............._,
lOivbion: CONSOMER PRODUCTS c') LevelB----------------------,~--~--------~~--~~2OF l
lO0C,~RiolfAUnlt{SI) = 1:---------..........-"-

~paitmerlt~
,

. '"

"

.~--_----~,,\~------_--------~-~---~~----_4.~~--~--~----~~-~--~~~--~
li)Q.f,d.r~d~lII~lt$: c. l$udget 1tear

This tevsl. Accu.n..

()

Resow:'cea Curri<Olnt
~~quiFed ~ear~~~~----------~----------+-~--~--~--------~,ofPeraol1nel ,"',I C·? o CUtto

(.Sal./ar.ly) 2/5 I ..1/1 ' 2./5. Year

Hourly
(Union) $ "

,

100

To m:ai:l 5~00«>"add! tl Q:)a1
!)roch~ea a weel~wi t1l no
more t~iln a 1$~ dupliea'i2
1:10);1fact()t".

"Sala.ry $
(l~on...utn.ion)

,.:

250000

"other ». 5/009 2,000 " !f,OOO""_,. ......_............,I------~-t-----
Tot.al ,~ n6,;$p()O(~ 19,,000 GS"O()O~~ ~ ~~~_----~--~----.----.........-------..........~--~~--~------~~~c.~------~--~~:; "

~'------~'~-~~.------~-~11S~.--·-~'~------~~--~~-~-·-rih-~'-~">~o/~--.41'1~-"~~--~~--------~----~~--~
~ .~ w.ben ZWre~liab~:

()
\')-

,'.

Samqal •.a.n Level'-1• Ii
(outside lililt hO~$e may be vl~lbl.e i')j?tiQn. See attached D~cd.sion Paeka,9W'l 2A'.),r---~.----_,----~----------~~ .'

~titCJ eli nll':l~~!Jlll:!n91R~s~t/~~tbityg
.'

X{eB~llt oosed on1 O~ ();tdero at $~'2,per order (»a:rcentage ,q~lnet ~ftar c.'\1uplicl'ltionh
Pe1t'C~entage an" c:lollars pall:' or~~ar lower t.:!a.n -for L4l!lv~l 1 ~iI\1!c;:ause~ruues lu~t ala. pli:'iElEl
aa 1£41$)"01 1." .

00

."

"

~ruJ~~~elJlllee~if ~~filult/ActiVit:' is :USlimili'Mlteih
,-, .-'- 'i {! '

,-w:' \

Ini:rell1en tal revenue t'loulQ_ .:,n~~ oQC;:W':..

()

22 ....



points for each. package $nd, a cormnitt.fl::leconvenes t,o r,&J!,ll),k the

packages. Figure 5 (from Cheek,. )fi'71) i;!Iet.sout an ~:::cam.pltaof the

ranking order of' '~pa.cltages and ~~Ch ones 1.qere a~pro~ed enOlwhicb
~ .~.

£) ones were re.jected. The weaWAeas in Figure {$ is that" heo.lth. and
() > ~ '\

safety itS re.j\cted aa it 9/11 not (apparently} generf),te income.

Howevell:<it is , legal ~~ireL'ID.ent ".and thGlC'efore hes to be
t _/'~

~rpprQvedas th~-;p;';ln$equences of' non-approvs,l 'could be tha.t the

premises (If the company are closed. Rkl.nJit..ingcan b'dii m.or~ compl~x

than ind~~t~d in-~\
s bA~le, st~lndards

//-' n

\\ yO
,prQ,~E;tss is formal

o
Sometimes mul'Gi~le ~ as o»posed tc

o
to lrech.tce are

\\

superior to t~; ar~,i traX'Y.':redui\J:tions thl$.t iC~),r!lt oecMr ill!'
-: !) !\ I.

incremental budg~ti~g.

, \

obvious redundanoiea can be :i.'c1elid~\~tiedend eliminated (Cheek~
\::.:

1977) and duplication can ,be ;pinpointed througll\(n~t the

orgenisation (Austin and Chee;\t. 1977).. Firms have been able to

use ZBB in order to aclb.i.eve· slb.ort te:t'm CiI)st c(lntll!."ol(Dean and

Cowen~ li979lb). The so\~tiitr~!ll.~~aliforni,p. Ediso1J'ltCorpQration

employed rrA~lC'Obase o'l?e:ra.tion~:~pl~nning and budtlIeting and

Anderson (1915) says tbat it ,I>\$siated in :-educing personnel blt 9%
<;'



· t. FI_ 5 AN EXAMPLE OF RANKING ~OOOLOOY Et<!PLOYlm TO
FACILI~ATB Fll1NDSALLOClTlON IN s:au

JP1:t'ogralll P);CQ(Jl'aan
Ranlting Nunwer

41

:2 "1

3 G

~ 5

!5 \] :3

6
~\

1

'1 :2

Est-i~ated ,Average
Net benefit(Cost)*o year "!5 yea~

Alr®~a9'e

New-Product launch
t)'ld.-l?:roduet :r:-epositioninq

J••bb eru:ichmen,t p:r09";-am,

Physical di.str", system

*(1.5)

3..8

(0"05)

0..9

$5.,0
t
)} 3 Q 4
1/, 101

CUT - OFF +,"
Executive ret,t--:aat
Health and'$afety
El!;ecutive core staff"

il) (Oo~O

(0,,3)

(2.,8)

(Og3)

(0..6)
(2 ...8)

.......... Ji:II;O: .... _~

TOTAL

'fit In millions of dollars
+ Subtotals to $2e '" million in. bU~ge.t yeal:' a.nd $10..0

millicm peeryear over the next five years'
-- (1
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and promoting ongq,iilflcost It''elductions.
u

[t
pyh.rr (i!197Q and 1976) saylE!that ZBB is best applied to service

and support a:reas. Duffy (1989) concurs a~d says it is not
considered to be applicable to direct production and othe:r
manufacturing costs ~ In this $l·e.$).~ say Austin and Cheek (1979>,

precise and readil;;V oh.ta-ina-hle production stande.r"'J2I a.re available
"

from which costs can be derived wbeweas this is not available
from people and c8I.pital intensive projects normally f~llinri: under"
the aegis of overhead costs. Howeve:rpylarr 01.9'76) says that z:s:a

"j

'. Jcannot be QP],>liedto direct labour, m.1~erialS and overheads

assocl:,ated with produet.ion operations bEil,cause t.he costs
~

aasoci$t~fl ;Il'ith production opeX'@).t.ions"S'l.renot disc:retionaX'y and

t.herefore no benefit can be obtained from increasing C)l'

only to non volume related e~ql?endit.ull7e,Ovewbeads are ranged
'" )"

overheads in the factory that aIre not. volume related $9 much a.s

ito"marlteting and a,dministrliAt.ioJn. overheads. lOy-burr (1£l70) Ji!U:~yS

tb&l).tnon manufaeturin~ e;l1~,pensesconstituted 25'.6 of Te:ltas

Instrument' a total budget where he impleiJment.edt.he sy:atem. A 10~'

reduction .in costsp witbout sacrificing outputsp 'Wonld, il!J)'?$l.ct
materially on the company?s peIrformenee.

theoretically shOUld ensure that only those costs maximising
benefits are approved and~ thereforep a co~peny would enjoy a
better allocation of its resources" lBrO~1n(1981) and Deolll &,



C' - I'

Cowen (1.9798.) say that ZBB specifi~k.llY l:;l.im~and{(~h~ti.~le~Q firm

to allocate resources to thos~ o11erations con:tributin.~ t.he most
',! i

tIC) th.e organisation$' s goals. Austin and Cheek '( 1919) repor't tha.t.

the major benefit 0·£ zan has been achieved .:i;n reallocating fundf;l

and reassigning personnel. Suver and Brown,. (1977) say the mOIst

or discarded.

(1981) and Suver and Browl1~ (1977~ say tllut':t the mos't rzeriC)'dllal

problems facing the' zero 611l\seaPP1!."oQch is the time!i and ~ffort

n®cess&.'!.ry to conduct. the P~t:~C~BS. For this l'eai.'JIonihybrid$ ha:ve

developed. Modified ZB:SaS$umes that 80% of aotuaJ1ll.11 or previous

to the remainins 20 %.. Performt\ncle ,a:Il.llditinlZ. as dleseribed by

BrOl"lln (1981) ~ eJtaminss only aree.S wher~ qu.estions i~oncel'nil!lg

budgeting is employed for other a.reas conaidell.'edeffective.
llhilst the ben.efit:sot a total ze?"o b~$e bu.dget iGl,re not all

available from tbese hybrids.v the Co.st, time and effort are
greatly reduoed by employing tbemQ A major a.iaof zan is t.o

prevent expense pSl.dding hut bec$l.lJlse ZBB fill! a bottonl up process
lOl'Ter level manage1!."S oan plW1Yr.gamesby hiding information and

- 2tS -



that can occur in iJrremen.t.al budseting~"\~lkn also occur in ZBth
" . '. \-
I

Also a strategic :puri~ose in ZBB is to $he.~\'ilenthe an.s,lytical
.\

skills 0·£ management ilat.' all levels
Ii, '

mlBl.nagersal;'ret intlex.ibi~e and oper~te

atructures (Austin an~. Cheek~ 1979;
\i

imaginat.ion has to be (~ispla1ed when,cqlnsidering Sl.lterne.tives
f

in

In ElJtamininli the applic6jtion (jt ZBB to l<?calcc_gcnn.u·nmG"t1tC'l)'Vlen.a.nd
\\ ~

Dean (1979) citecl an ins:tall'!ce where it lfas difficult. to prepawe

a.nd rant!; dec.ision. packaS~ls for the st.~ff and suppor·t areas

i::::::::::::::::::::t:::;~:n:::::11it::t:::s:::~::::::O:~:~::e.
imea.sure~ent!ll can}oe d::n..ffJl.cult to obta::a..n. for discretio1ns,lt"l'

expenses ,fl!.1though. the methodology of decision packages lft)tllid

force the (;;:t1lsue tha.t the expense is .ei t.her red:unda.nt or g'~:neretes

benefits. 1\

i"

Austin and Cheek <J979,p3) reproduoe the ,findings of a. survey by

the American ~iGl.na.gementAssoci.ation which asked "Wiu~:tpurpJ~e

- 21 -
1
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CJ

RESULTS OF SURVEY ON USES OF'ZBB,

Purpose of ZBB Number

To'Fbettel1'" allocate resources

'rIO ir.nprove'decision making
n

1'7

14
11

'(

....1.
56,

30%,

25%
20%'To facilitate planning

1\
To reduce costs/personnel,

.>

13%
,19,0%

Whilst not alloca.ting a ranit the lU:.eretu.re aftirli!l$ the above

beneti tso. Dean and CO'Vlen (1979.e.) alild BrOlfn (19$1) 'bo~firm that;

/ )

(1977) and Dean

are reduced.. Suver and Brc»wl!¥il(1977) say tb.~t miscell&l!1eous
H
;; .. .. ... " 'i

benefits accrue by enstarin.!IJthet each di~,cretio:rne.ryjlcost in an
Ii

o
organisation is defined and cll!'..te~oriliiH;:~dand the.t it educates new

employees who alre';involved' in the, budgetin~ process. Dean and

Cowen (1979$1)consider 'the ~earch for .alternatives to bi<; k9Y'

fact.lO!' in the use of za:a. Finally Oheek (1977C) confitms U1l8.t ZiIa ss

supports the planning (str&tegic analysis) functions ot an

- 28 -



,~,.

1"1 .: Q

and what, hell1!Gfits are obtained from. tilem:, It. assists in ccu:tting
\\

lOut redund$nt' Q·r duplicated .effwrt. '))',;~h'hr:!:' (1976) and Cheek (1973
, '

I" ~ 'i
»: __:, t

'& 19'17) say th~,,~'"··discJ1.'et.iQJull.rycosts are of significance in a.

the leverage it needs :for affecting pr.ofi tabilit;r ~nd therefore

the allC)cati~n ana :prioritisation;\¢"f these costs are impo'Ctant)~
/-?

ZlBBnD4lethodology ~.d,(nald a~13ist in ensuring t!~v~t riii.rVa~JJ<'e genea:'$tin~;.

ove~heads·:ar~.retained, if' not expanded, and th~t redundant

expenditur~r iSl eliminated. Z~B emerg~s from 'the' 1~:ter2tute ,;a3[\a:\\
Ii ~\

syst.ematic .aniCl -;fOI-Ellsl method to control costs. and alloca:t'€'3
.f.. ..' ,\. . .: .

sU1?#,rior to the statistical

extra.po~ations that can be employed in traditionalp or

. increm.ental!) b.udgetin.~- 1/
f\

2.3 COST DRIVER.THEORY

2.3.1 Introduction

.:"
The. literature s,rurvey highlights and !'l£dnf9rees that coat'

stru.et.\tu."<es -vd.thin manu.facturing companies "have changed. over the,

An increasing porrtion of
II

, \\':

manufacturing costs are fixed (Howell a.)'B:d So\aey, 1987b) and

(Lovel1~ 1988; Sheridan~ 1989).

mall"itet.ing I) distribution and 0the·r o.verheacl cos{'~s have inc.real:iHE~d
'\~\

dramatically"(DrtVlli:'Y~ 1989; Coo:£)<91'and Kaplalnll 19~~b). Oompsn.ies

have e)tpanded ill)t.oc pro(hAein~a ~lide rant\te of PrQducts ~ as

cQt!;nparedtlO a :fe~.qpro(3):lJlctss and the ofverhesd struoture has

o

1\



1987)0

empllOYt:raditilOnal cost.;lng syst.ems (10101011'19'1' and Kapl~ltn·p ,1988b)
II

'idhich operate on the premise that labour is a key cost component.

in malll:ufactui'.ing ~nd that because factory ovell."heads are a small

percent~ge cf' costs they can be conveniently allocated t.@

'Produ.?b~ c:?nthe basis cf labou.r hours (Jolinson and Kaplan,

'-'

trad:i:~ional costing system'S and carry out ad bee exerc,ises to
\(

C(U'''l':~tlyallocate overheads to products (Cooper I) 1989~ in 6r<ieE"
"\~"

to. set. ~\lin~ pll."ice~cart-actly. Activit~1 based costing (ABC'Y~,~

a new altl\\,native tb traditional costing tphich at.tempts to cate~~'

fo.r t.he Ch~ge in c6st structure" and is d.iscussed ,;:la.ter in more
~

detail. Is 8,' 't'dde prcduct range and a bi~h civerhead stl"u~ture

(to cateJ'f foE' thee r~lilgeJ necessarily the Jt'ight 'fi'1t£"9' to run a

bu:sinesa? Portell:" (1985) advocat~~,analYBing inherent cost.
~"'. "~,.

drivers. dri vi~'g Sl. business in ordell:"1"0 maxinOse profits. Authors
'.'\

such as Bellis-Jones and Hand (151l89), O'Guin (1990},I\ali'ui lIiOli'ell

and Soue., (1987a) advocat.e focus as a stratergy t~i~;stl"\a~ture Iii

The purpose of this section is to define cost

of a business and to ~I(maider h<>wan understandili'A~of them can be

em;pl:oyed tc restructure a company to <aJtploit them. Given that.

f!

\)
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Cos~ Drivers" explanation end de::"initic>n

c, '1'0 ~a.lte and su.PPl.y one or m~:pyProducts to a Cl!lst(Uller requires

organisation. Cost driver t..heio:ry e~~mine-s how these interrela:te
Ii

and ho~ seles and prime inpuf, to sales drive costs.

DrurY' (1989,1'61) says that the "b." forces ''beh.ind oll'erhead costs
,

are described as cost driV'ers. Coot drivers can be defined a.s
th.O$e activities or tranE.act.ions that are si,g:nii'icant

determinant:;: 0·£ CQsts. II Resources are consumed by activities and

activities al"e cost dr:tvers. They '~re t.h~ cause of cO,st (RQmano$

1989a). With respect to factory overheads Innes and l-UtchelJ.'

(1990 ,p28) consider cost drivers. to represent ".6• a workload
(I

factQr relating to the activity which (a.) has a strong causal
relationship 't-dth activit.y cost .and (b) can be l"ela,ted"to
specific prodUct lines." It, is activities that draw Qn ~O$ts and
act.ivities are therefore the cost drivers. The activities
turn exist to sel:viq\6 products al1d therefore products need to b~t.

n ,~

casted to the extent that they df·a,won, or crea:t.e,an activity
II.cost centre. ArC can include direct. labour as another overhead

!

cost element iii an activity. McNair s Mosconi and Norris (1989)

say that the direct labour/overhead distinction~is irrelevant
when examining the value adding components of at product. In ABC

....31



..[. FI~ 1", O)ST, STlR.U~ OF".A ~1:.~mG .•()~GANtBA'fION ~ 1B
11",... P~Sl$ oj! ·TIm·. 008,TS , ,\" . . r' " ' . "n

~------------~.t'

Resource
SALES
MATqrALs
DIRECT LABOURFACroRY· OVERlliEADS

:.'t.m.POSE OF" ,qOST.......-....._--- .........--- ...........---..;;.,_----~-- ........- .........----........r ..~;.......,.;./_'-_ ........-_.._,;,-.i
TYPE OF COST

PrQiiuct input
Processr;!ng Pl'oQucts
Machil1ery ~upport
materials'bandI!.n917
1'ogistics

GROSS PROF.IT

"

~roductsto custo~er -
~Jt'odu¢''t $trate9Y/'Pt':!cixA~
vay~ll,. re~pr(j,\keeping Qmanagem®nt feetl,pack

RESEARCH AND DEVo P:r~puct development
OTHERS Patents', leg'al. costs etc

___)] . ',' ',no _', ' " _ _ i1 : - - ,- ,:';~~~~::~;::~~#~.~=~~;~:!:;:~!~!~!~~=~:::~:l;=:~~:::~:::=~~~~.'.
'0 lr~ products '.

PEl!TOlRS cuztom,er fa~il.it:y to
" sell, .., 't .

STOCl{ To ensur'e s~Qoths . --
material "flow and
p:rQCiuct suppLy. forcustomers '

I(
,\

oSELLING
MAlU(E'tiNG
ADMIN· MD FINAl,(CE

11

() ,I;

!

({

.:

I'·
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o

overneSllis eov~l!:' not only acthrities liAppliclQ.,bl@ to the l(t.').ct;oX'¥ bUllt

em:ptelllSes such oE\S li1ladteti~end distribu.tio1li\ O'Jorthy~ 1981h

being cost drivel!:'~.. }Ie says t,b.tilt thel!:'1? 12!,li:'eten d<1:l'teli:'-min~nts and

these e.l!:'eecl.tnoltdes of ~l(::ale!) lel&l"nintS end spillover P' pettern of 0

cepeci ty utili.sat ion, n.nltageo ~ intel!:'l"~ll!1.l.tionships ~ inte~l"aticnil

timing 9 dis¢retion~~lry polici<;l~ independent of other ClOst dlrivtars D
(!

"These cost drivers lOan lb~ "intluellM:;e<il by pl!:'!Odu.ctr';;)f)
Ie. '\
, ._/ \\

c;

Becau.se overheads were a smaller percentmr;te Qf totel .costs and

"Sl.lbmated on Sl.labour beoi~ traditional eQstin~ has encou.lr"age~
~""

the use of )]lergin&l costin~. a,t&ndard textbootts (e~g"

Horn\\!lren~1972) undlerstand the steppilll;\% eff~ct of fb:,ed cos'ts b.ut

t;\ss,:U!iil~Uu~t deeision lillil\killlH1 is l!:'<E!lev$ttll:t~dthin '~ qelJ."t¢4in tl,evel of
.:_i

<Pipe.it" and Wa]'le~ p U~9()~, Therei'o.!'~ pl'odu.ct plL'ofi tabiJ:i ty is

cml.1Cul~ted on sales llt:)ss materitl;).lS o.nd'direct costs~ Th.1aprofit

lBl.t!lr~~S stage is regarded .@.£?" a contt"ibution to fi~ted costs.
,\,

Ab~~rlllti()n c()stin~ D "'Jhich al:llocatcs ti:lted costs to produets on sn

arbltli'$lrY h~sis~ ~$ c~itieised on the g:rL"oundstbat tbe' ..dloca.titOn
\\ f'

of. 8l. 'j!ix.ed cost to"-~ product lilkay then reflect $ loss fo1!;' that I!

"prorllU(lt and thelt''):f'ore is likely to be discontinued. As fi'ted

costs cannot be ai'tered the eon.tributio!(l.p Iil\S S1lnf3t.lysedby i,!iiilargi~A:),l
))
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.~)

cQ~ting 0 ",IiIl be clost S',n~the~ell!):rte otr~rQ1I pro~itabilit:r
i)

"
ttielcl"<Z!&laed¢ (',

1)ugdele (199Gb) dt.a~1eon l\'l\il.1~lan's a~position thlEl.t a OlllCe:lff.

execution ot IiiJ, speei&l salsj1! Qrder, liIDlaY~.rell be mi!u~l1C'rgi!l'll~llo theo

bUsillltaSS and not cause an i!~ereil\l.se :i.lJi o\l"ewheed costs but a.

eoi?tin~Jlat:li..!l)1llliOf "these selser will .!L!as.Wlt in rnup)Po14"t depal"tliIDlentS(\
\ ' ' . 0

beilil~ sJ(panded to catel!:' for the .edhdlitio:nel &c·tfvi.t,y<. Co~ dl"iv®re,

th.eor:r accepts tbat Sr.ll \c:;~osi~sare v&!I;'l.lli\ble in the. long te1t'O
";i

(l!l101:11'slls.lrM.~ SoUCy, 198710) aild that cost intell:'l"elltll.tJiol'aships are r;

moJl,"~c,c()mple~;:. For example a. 1.0't'1 volume procluet> ll.'equirilll1~

i?winting "1ill generate act.ivity in }l?l'OcUremEHilt '~l1llds·toJres in,
5\

of pmrts llM~CeSSall:"Y to SUPPOlrt printing. t~h$J1."eal3. Gl. lhd..gh vo]..um~
---.;.:-:;0;:>:':'::;/- , ,-,.

TOut siHllp1e, product. will li1iMll.ke few d~W!SJ.ll.l.ds on proeurero~nt a~ad!o

stores lo~isties. Therei'ol'CS changes in It):!L''odhlCt. mil./'II"li11 im:pale"t

of sele requirin.s detailed administration l:?m.dtraoldng by the

eompen1' toth:ich in turn "jill Cll.'laat.e an overb<s,~~ st.ll."uctuJr'e tQ cater

products» customers. and mill\.r~tetl!l that create th.lEl.type of overhEiad

structures discussed above anld therefore ar:s:-'ivlEl at )l,"ealistic



0',

2.3.3
/ '\~,-

~~omt.al'iVer!~ and reven~costLvolume profi.t strMglt"?re~

Q

volume incnreaae:\ill for sl!!).lesoiill~ reBul tID! in cost increases floE:'

C!

(lliornf:tren, 1972) ~ Appendi:7i"~ ~isplays a te;l(tbook ~rapb" Thus

pll:'Qiti ts oan be enhanced by !Cost II',mttfn.g and V'olull!le.incl'e@.$e~

using this premiss" This sisplistic model can t9liliCottire.,,!$em$nage~s
/_:;;-'

//0 im.pli;'¢:)ve.p.rotit i"ssults by incl'easixrg volume$ ~dthctit foc:u.s!,iatg
//

/f;/ on bs.>.Elicp1C'Qiolems in theh"c!l)st/pl'of~t stJr:llqjture 'c(Amesj,mnd
«>

.Hlavacelt ~ 1990). There arCi a vs)'l"iety of actions other than th.i.s

tha.t can improve profit performance ~ In order, to come 'U\)Il> -vJitb Ill>

~ette't: cost/plC'oi"it strucrture a companY' mus~ eXlamin~ IZfver1thillll~it

does in. s~arch of creati va options to do things J.tiff'er.;a;:nt17
~/'

<;_y~~

Oval-heada are n~~eeasary to rUl1il. ~ bu~iness. Fir,(kili\ (1989) affirmm

t.hat a troubled organisa.tion is. usually mi.ssi.ng impQrt~nt sicills

of ell typ~s (eliAg iruaell.·insJ purchasing # tina.nciml p l$bour

tels-tiona .to lfUll.liillellli. fe:!'I;q) and tha.t tne.ste"need to be ,in pl~ce for a

companY' to opeJi."atcas1.lccess':fully. Overheads ere as important to
the customer e.s e.X'ethe 'P1h'1sical processes IOn the shopfloor (Jean.

and ~forrow~ 1989) and ovel"beads su~h as resC!areh a.nd de'Ve~oPlMen:t»

marltatilglg and &ccou.nting 1 ~h.i(:h a:tC'~not consideli;"I2lQ vet!t1.e adding ~
:.0

shoukd 18l,1sQbe $s~dgn~d t~ product (costs (~!lrtreng~9 199'0) •
. , . ., '! '.' •• .> • Co \i

]30h""O" (l~~~j ,8";' tb~t'¢o~~hies "" 1.,,,",,,, c~ ..t'~e. "~~~lT ;"
// cost but. also on. qW~,lity,81..nd fl~;ldbi'lity and therefgl1:'e t~e

l,l.
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Tlll'adit.ional costing sys'pems ignore the cost bebaviour of non

volume! related costs (a,pm.anoj 1989b) ~.rhilCh puts the compa,nr at a
\i.
'l:i

dis~dtvantege as cQmpeti'~ors, 'NhQ understand h«)~,Ttheir co~fts are

di-iv~!l'll» improve theh" p~ofitabilit1 trend (B$l1.is":~ones~. 19);'~)"
I

To 1]Ull.kean accounting s'rstem useful it is necessary to identify

tll'bat really clt'ives coats (:8erlant, Brot-ming and Foster, 1990) so
(! ~1 1

that IJut1.nl'J1gel's can initia.te effective actions.~ Discussin~
{{"'

"q •• greatest ~alU4;!to date has been in understanding tXle

behaviour of o:ver'hlsa.p costs and. thei~,=,relat;.onsh;ip to product.s,
1\ II

services customers and nuarket segments. Accuwa\,a cG'st and

therebY' accurate profi~,ability informati(Hlp ell),.able~l ma.Jl'I,.",ge.'~elut. to

make the r'ight decisions t'e~~lt'dil'lg the allQcai;icn3 of

Activity ba.sed costing (ABC) a~SUij\\es that" o.verhead. and l4boUil'

co~t$ a.re not necess.a.:vily driven by volum.es buill tha.t tr&fiae.cCti~n$. . .~

,-,

underlying assumption "inheren:t, in ABC" is thtill.t it i$ activitj;'es
.)

l1hich cauae cost ~ not products s and it is ptoduct~ ~Jhiob.cOll\~ume
() .,

acti vi ti$s. ABCmethodo'logy pools costs(!' i~'(ra~an I!;lcti;vit'1 centre
(~
,I

and then a.l1op@.tes the ClOst to the proquets ,QEA'~;heb~~,sis of
"

consumption or "transactions. " An illus~ra;bion iS8 set out in 'h"

.. () \1 '" II

Appendix, O. "Scn.ne'"product;.a. c~,~qu:ire ~ant' tt'ansactions "ana,/J . . . "0···· ". .."

therefol"'e~hey d!ti~e ove.t"h~ad costs up as a structure ~s

Ii ~eq,esS¥ary to ~at<:?r for those F:!'ansactions (Sehm.ennet'r 1988) Oi:

II

o



~Uth.out ABCthe additional overhead drivt;l:n by a. JP$).:rticular

product would b~ spread (,)vqn.' other products. O'(~tld.n (1990tp4«n
it

carried out IE!. casi'e study on a factpry ma~iiag p1u~ltbing partl'3 and

by applying ABC found that a product linl$ report4~d e.s protitabJ.e.
('.. II

under a traditional C()stili'lg system appeared llmpri~fitable when

cost.s t~e.re allocated on the basis of transacti()n~~. Cooper (1989)
'\\

says that poor t~ostin~ mJ'nit£ \ts i t.self when clls'bomers don t mind

pa:ying price increases on products tha.t. appear p;rofitable. 'rha

set up times are disproportionately high folt" low "'volume•prQducts

resul ting in poOr machine utilisati.oll1 and they t,lend to attract
6Y

II hil%heX"inventorY' levels and also 'cause significapt accounting and

consune less resource per c()mponent (~·.~Guin, 1990, Ooo;pe.1'.and
f

Kaplan, 19S5b) and thun high volumme P1"oduH::rt$are coated a.t a
\, '. '

lOW-lEft' level under ABCthlt1llJlunder traditional iCcn~ting ~Jhich~ !Slll!.Y[.l
(i

Coo,!?er (199()a), systematically undercoats small low volum.e

prodUcts and overcasts hiSh volume products.

An 1mportant 8s$umption in ABCis tbat al.l costs are v(.tl'iable~ if
not. in the short term. then in the long t,erm.. 14an)"coats deemed

'{,

to be fixed. under tra.ditionl!!>l Costing are in fact Y¥J!.le'iable

(Ooope:i' and ~aplan, 1.988't,»). In t~e sbor~; term. tew costs ¥,B.l'e
a

variable l:.)\,rt'l in the long, term all costs a.re va1l."ia.·ple (Howell a.nd

Soucy, 19871:.»~. S()me resources $1"e·quicltly aff'ect!~d b'jr { a.cti,vi ties

, .• , ·.1

th.at produc'£lvolume related C()sts are variable in i, t)le showt terlSl



(I

o

of inf'or!lla.ti.on dissem.inated by ABC may not be immediately

.apparent. but it ~tfll be evident in the long ternn

j\
AleCdoes not pretend ,to be accu~'aJrebut to

{Cooper, 1990bh However lIol'1ell \a~d SoUCy

only $.1'pl.~oxima;tecosts ~
o t

(19878..1'2'1) refl~ct

that financial data IV ••• fails to reflect. economic It'e~lities in

Cooper and Kaplan (1988b,pl.OOF saY that II it is bettell," to be
···\·,c

I)

basically correct l-vith ABO, say, ld.,thin 5% ~r 10% of the aetu~l
Ifdetmands "a. product makes on qrga.nisat.ional resoUrces, than to be

~,recis$lY 'Vll:'Ong, (per\1aps ','by as much 'as 200%4 using o't.rtdated

allocation techniques. n ABCinvolves recording addit.ional

info'l'Platioh dVer that required fo;)financial repo:rting~ such ~,S

purclhalie o;rders, number of deliveries, insp~ction tim.em ;:z!.ndthe
r: \',

likeo(Roth QlJ'lId"Borthiclt, 1989) and therefOl"e sonne additional

expense is requ:t~ed. The '<keyto ,good ABCs1st,te~S design lies in

li{chj~ving <51, sy$'Lem that is ecollloIiiical t'o mainttiilll "and y~t does p
\,1 . " "

IDIot intl'\Jdu-ee excessl~"e distolC'tions (Cooper, 19900) "and thereror~

'the trade {loff between measul"~,unent costs a~d cost of ex.'ror mle!ans

tJi:u'\~the optimal cpst sY,~temis not. necessarily the mo~t .aCcurate

cost. system (Cooper. 1991). Roth and Borthiclt (1989) sugge~t,)
Q

that cOUlpanies should foc~s on t1"8.(lir"g, ma.jor cost items to
':::'

products tb contain, the expense of an ABC system. l{oNai
e
r et a1

.(1989) say that being approximat.ely right, versus Pl"eoi$laly
17

Wl:"o:ng p reflects a v;.a.lue/add';'d aPPl"oach to managem.ent. account inti
_e . • _.;?"/

o {)

ABC is a methodology that reCognises that the key elemE:lnt bi. cost

- as -
Q

o
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driver th~ory is that oV(::')rheadsare driven by activities and
transactions and that the key to controllillg and reducing them is
to deve Iop a model that rela.tes these" costs to the forces behind

them (Mil1~r and Vollma,nng 1985). In para 2.3di tlle power in

u.nderstanding activity and product/customer miX is ex-amined and Sl.

J? _ ' " • _ __ ..methodology to :increa.se profits by manipulating cost dl"l.vers l.S

developed~

Reducing non-essential costs

Cost leadership and differentia.tion ((arethe' twq main areas in
'~

can comptate (Porter .1) 1985 ) ~ In ord.er tip pursue
{f

either (if these stl'.a.tegies and achie\~e compet.itiveness compa-nie::;

Inu:st remove wasted effort p i ee. nCIll"'ve;\lue adding activ:U:.i.eso

(Johnson» 19.88). All a.ctivities must add value to a product.

All ,",kll!!: costs" of m.an1!ifactul'ingand non manufacturing that do net.

add any iJrltrinsic value to the products being produced should be

identified l1i th the objective of eliminating the:se costs

(Jonnsop.,,,198S; Howell a.nd Soucy, 1988). Companies should
\\

unnecessary activities (Bel1is"'J4jne$~ 1989). A company provided
(3

.,
Thus the cost of d:kffel'eltatiation

nas a "<fa.stedeff~:rt and elimin~ted. Similarly buying e%eci~;ltives~ \ 0 ."
~

wet-e l~.wishlyentelrtained only to base theil' final purchasing

- 39 ....



decision on price criteria alone (Finkin 1988a.) v Again the

0ntertaix:ullent cost was eli,minated)

cu:tt.ing can stifle innova:tio:n. end diffel!."Elntiation but

Bellis~Jones and Hand (f989) SaY that the key to keep~ng
overheads loW' is t() identify 'i·that can be Cl)tt w,itb.out invol'ving

th.at do not influence differentiation. If qu.ality .and
reliability are 'the key $elling points in $l. prodUct, s.n.dthe
market is prepared to pay the Pl'ice, then heav}"ej~pep.ditUlre in

research and development 9 t])Jlldi ty control, etc p is jUEtifii2:d as

they elire value addin.~ a.otivities~" But" if eost/price it;; the ke)'
~'jq ~

sales!; determinant then/. ~he bar,-e ,minii'ilUmslldula be $pent ,.t~

~ ~
gett~ri.:f5 .a; prodUet. to the C.latornel'. Where activities $~e

necessary it ~s :bnJ?ort~nt to Iillaintain a choke-hold on c<dl!1ltsand
find officiant ~..r$.WSto st.retch budgets (l{n(1i",rl ton,. UUJ9). It

\)
shou1.d be remembered th&.t costs do :not accidentally go down but

\\3 "
that hard work and COill\stant'attention, are neceseariV to achi~ve

\'). 11

l'eductions (PortEll{' ~ ~985). A~C recognb1es t.hat it is a~ti'l.ri tiJe$

tha.t cause eost and not product~ ahd by identifying activities"

management ~re provided with more lr..e1evant. information t,o promote

cost re~¢i~ction (Hayde» 19,90; Dugdale g 199()b)Q Mill~:t' and

Vollmann ., (I

';three ways t.o

""' 40 -
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As discussed in para 2.303 no cost.s are fiJced as in. the longC~1I.lIn
c~~~~~~:>

all costs are v~riable as Cbsts are matched to the und~rlying

II that are fixed for tm.d.geting purposes at. an e~iSlting' plant

(u.tilities, insul."$nce, taxes) may be variable, t1inen the COmp&tlY

contem.plates closing the plant (Schmennerp 1984)~ This

" /'.,_~~ '~~ducate~/to tbe effect tr~~ttbese costs are controlla.bl~ and

to avoid a aunk cost bias CHowelland Soucy 9 1988) e

2k,
COoper (199010) recollill!ii!ends$electinr3'".¢O$tdrivers ,:for »Measurement

(,

pUrpQs'es in Qll.'der tp drive compani!\'HlIl!\·t;(.ll1ard!.sfavourable I!)r
\'\

desired g~also Uitachi~ in Japan, appl~ this concept by

ov~rheads (at variance wi'th ABC) in order t.(S Elncou.rBl.geaut.omation.

(lH!b."cmoto0 1938; Morgan and lP~a.ssanna..t 1989) and another plant
. /)

allocatef<3 lO~erheads on the !basis of t.he number of p:.u"t.a in ~

pl"od:uct model as reducing the nWli"berof parts and pr(»m(lrtin~ the

use. of standard pa.rts across produc1~ lines can lower costs

dramatically (Hiromot.o, 1988).

Arlother method in for.ma.ttill1g information to enc~>t1trage behavl,oul"(l,l
,.j

responSes is discussed by Kanter (1989) trlho,citellli General Foods

as putting overhea.d cha:nles for corPorate st$),ff !':lex-vices on $

....41 -



opa:;y as :1Q!lJ, Ul'.iH1i(Jh~sis_
11.,,)·

of their :ill1t~;nQ;;l customerS! th$t their ~ervice$ "add value" 0

These sta.ff must prove to the satiBfacrtion
;",

7,,:}

CQst of the overhead needs to be recovered vi& the char~e o-ut$.

If after l$t -srea:r 'CO£fts rennained in t.hat CO'l$t centX"$ it., would 'be.

appsrent that the service" iJas poorly rega1L'dedand unlU;eiy to

"add valuet~i and t.hus identified as a cost. t.Q be diapo:Sled of'" (\

i/

Conversely an OVEl1i.' recovery would aUliu!est that the service could

off a. 121l.r,genumber of' JS:oplo'fees and oQ.tain outside t.rork in order

t.o meet the ehalle,nges of internal 'Users who COUld. 'employ net.qer

'I

first» it creates aIil underst:andi~\t aim.olnlg li!fie groups of t.·· be it"ole
If II .

iJ(. i,1 \.\

they play in creating lJl!t.affse;tvicel5l$x:h,dtheir :need ttb fund them
and» secondly» it en.courages sta~\f .sex-vices to be llli()re .res:p(,~n.$iv~

t.o real business neec:ll.$ (Jonnson a.nd Lb$'We a 19~7).. The conce.pt is!
1\

similar to that of overhead vall,!e a:nalyaj.a discuslSed e&r1ie1l:1'
U'I}

A-ccCllu.nti.ng·polic:ies clt).~ made subservient to eo.;rpc':u."ate

IErt:r~tegiea and are n~~epend!a;$nt otithem (HirQmQto. 1988),.. 'l'op

executives must recognis~ that/they have complete cont.rol ov~~
fl ~ ',). . .. .~ II

eboosing their measurement and control systems (Kaplan, 1986)w
The cnn:rent ec.onomics of int'ol"lination have 1in$de!nultiple cost

:)



oollect:i.lOn and feedback. focuses on cost driver.s and i~enti.fies
." . 1\areas wher~ 1ll~;nager$ can re4uce costs" T&1\enext section examines

hlOt-J'costs and reVenUes can \(Selelctrapolated to enhance company

2.3.5 Restructuring ~o optimise cost drivers
,"',

its CQst drivers. Each activity has c(',st.. dX"ivers that can

activities at a lC)'t')'er 0..o9t or carry th.em out in such a waY' that a

premium price C!:ili'l be charged out f.or differentit'ktion (Porter and
Millar s 1985). For exa:mple if economies of scale .resu.lt in

significan:tly reduced cosln then in order to eJtploi t this 'cost

driver a high market share should be aggrlSssively pursued

(Ghemevatl) 1985). Linkages crea.te trade offs in p~rforming

different activities. With ~areful ma.nagementthey can be a.

pOl1erful source of ¢ompetj.tive advantage (Port~r and Millar,
1985). Reducing costs by exploiting experience CUrVeS can be

appropriate t'lhelA !'l compan},,'s pl'odu.ct is sensitive to price

In addition to e:xploi ting cost drivlSl's 9 or on i ts Oi~ll1!> focus
.t_,

oan be a pO'h7erful strategy in improving profitabilitt. In or(b~r



/,i

to sustain a, l)articu.lar sef,m~nt. I,~~,1,8not unco~~-! ~tO,.~in~?'t~at.

some segments are unprcfi tabl~ and" if)) so~ there are t1'ru'·,ee
/,' .. r=>.

opticns available: firstly 9 improved effi~iencr armd cost
reduq.tiDn; seeondlYt higher selling ~rices~ and i~ neithe# of

t.hese $re achieved and t.he s~gmen.t remains u.ntrofitable ,)the third
solutiO~b<}le to divest t.he segment. Cooper and Kaplan (19~~bh

sma.ll
volumes are run in. tandem with &: f~w higb. volume itemtz;::~~'jTbey soy

tbat tbese small volume it.ems crea.te cOWl.:plex:i:ty<.J.lIhdattract a

high level qf resource and t.befe·fore are ccsts which 'could be
//;...

'~, .'/' " ,_I {{

eliminated if ''the ~mpany t(l!C:nJl~ed"eJt:clusi vel~ e'on the 'lew high
- .~, "

volumes that li\\~dleup its core bUsinesao O'Guin (1990,p3~~
~ 0

denlo:natlt"$tes hOlf exp~nai ve low volume pa.~ta can lJe, wh~n ~n$l"r3i~hg

component costs with ABC. Pal".t21 manufactured in theili:" thcrUBan:dSI
\ ,(i

on a sc~ew machine were cosiedr,betw~~n $O~11 and $O~22 but

Qrg&nisaticn&l stl'uet.ure. Suppliers were recbllced. l"~sulting in

better cost prices end improved quali~y" CompJ:.ex HRP system~ J)

~"
becWIle simpler as the lllum'6erof parts decreased and the

o

complexity 01:(, prodUct structures and meterials "'leX's weduced

~::,::tt'\\..,:9c801,,,,,,,lp·1~~:t''Joe••9,1:'t,endant. Q"....b".,d .. t1l>lct.""" neC"$s"ry
~~4&~ u~ ~ ~~~ J ~ ~ u be reduced. S~hmenner (19S8)

'"\ !' "

recommends that only those products that aa~e sense for the\\. -

to

. ',x
lFlMll.nu.iacturing process should be ta.ken on and not jUlIllt .any Pl"odUct

()



CumulativE:) Profit"

~ .. :,
'..... ."<'.· .. '· ..···.ii•..'.•

I.. \ - ._ _ ~\ _ '.-
v

~';

..:.,

\\

es:.
T"_i"",, (~Se1) dis"",,~e$ a C""l'''~ ",biclll" ..t '.'>n"T ~" ""e"""a,t
bus,iness units ~iacquired' to exten¥prodU?t l:ln$$:,~nd1Sa.J'S' that

, ,J

1i."ange of bus'lness in 'Wht~ch they '11erG s.lready operf.N.tin~
i _ ,;?:<;\ // - - ,11j_,,\; c.

</ (I

successfu117. lFinkin (1988a,1>53) finds th.~t ft6~. when. no sin6!le

Millar (1985) and Portre,r (1985) concuz-" _._ - - - - -- - - - - "J;! Ie)

support the SUPpc)Sit~,()l!1t)Jthat ta,~tget.il!llg

c-: .: .::()
Q<with thittt iilli\\dling &lilld

a pertieule.l" market

c
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o
volume product lines I'll.no1t.heir a.c.cCJmpanyi:ngcost!l!l.

i} ·c\
~fal~13 ~ie~e
',/

By deduction periphera.l, or mt!$1t'gin.a.lsates.~ can generate a
'\i\

disproportionate.0 cos'\:, ;':~v~l rend~rillg thoa@ sales unprofitable ..
(i·. '\

It is clear that '"~ost f\l~M'"taons iAl:'en~\t alwa~s lineal!."~fhen a

comlP'~n~"diversifies into additional product. \\lines o~':''ma.:t:ket. )

$egment~~but. in f~ct can be cuz-ved $S ms.rgi~\al cost!:l ;;exceed the
II

marginal lL"(:;Hrill:l'lUeif ,!1henactivities increase. The G.l"gument toJC'
,.

more re3l.1istic costing systems is that manage~elllt must understa.llad

af:: ..:AAit"" til., "(\1>1co~t functdi~vn:"",°t~~:t: ;:~,.ni:a':fiO::o'~T
1
::

.......,""'... strategy conc~ntrates on .!Io...... A""t:; .... \i...,.J~ ~ '"' ~'" \IJI "'1:.IiII

IilIndco!)centra.t ing on its stlL"engt.hs. 1\ \
\ \', ~,

\ \I, \1
. \\
\~ ,\

\
It is evident fro.. the literatur" ~I".tthe"" ...;~.tt<' """"ept,. of
CcQst dl'iv($rs. F,J.r.st, t.here are t~e ten t~tpes cBl,·tegJ\rised by

. . \

POlL"tell."(1985) which cover the bs.sic operations ~ O'l' mm~thodS $ of

cond\\ctit1g business and these are linked to marlte1b strat.egies_

2.3.6

'\domi.nance ""Jill exploit economies of sCSI.1eand le$t'n~,ng. t1hel'es,s
, ,II

l~~ volumet high pric~ sales lend themselv($s to a nifhe market

&ndthis type of stratettr e"IIloits (!Qst or!v~rs such \IS!.I::I

interrelationships, i)..min~ alao lQJc~tion. ~.he cost driv'ers cover

every facet of a businesS ii!om Production throughput to tbe

)llID.(.l.nagementof disCrel'tiol,-ll."Y costs t"

Ii
\.

SecondilYg t.be litelL"Sl.turC$)

;,
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ii
"1\

'I q }-' ~i I'

develops the concept. I()f cost d'!'ive~13 as being those ~.ctlviti¢as9

and/or t.ransa.otiolns, that dl"ive eos1~$'. Readin~s such as K~ploll1i

098S)i Coop"". "hel, Ka);>ian«1988)., 1l~;lT (Jag: ,.....d Mill"" ''',''

.V()11malnt(1985) emphasise tha~ ov\lerlu.~1d$ have greatly· inol'easElcL
" \1

and traoe the t;tl'o'VJtb:to inoreases in transactions Qn~ qive1l.'1'iH~'0
,) _'. 0 ,-;

~~_activi ty.
/~;,~\t\q

\\~~

$~en,,6',tlio iltS foous.
co

', I)

The ma.in st.rategy that is 1"1l;\ccnmnended"fole' t,billll
"

If 't}}!::;) high level (!;I£ transactions continue \~n "

tt)t'der to sel'vice a IIhultitude'ot Pl'Coducts t.he litet"atUle'e affirmn
" " (I

I:' -r: _\

the:t .those prodUcts generating high overhe~d$ $th(;~!).lid!jij~oorrectly

coated an~pri~ed ,t:glistioally to th~" maJr.>'ket~ ''''(:ABC is sUPeriol'j,
u

t:ri tradi tional costin~()in idehtifYing which produc~~,,, m.atkets anl;t
G

Art JJ.el,e,,~~..ing thelffiAe,in tlh~ 1i te;~tul"e is eost
CI

minbiisatiol/a,1. , i'

~~hilst re$:ources and thus cost J a.r~ ne:cesaal"Y' to dwive .Sl1,
\. ,. "

business, ~d:fort and intell.j.gence l1~;d to "be e"pended in b:eeping
(_I .. .. . ~.

\

;company to ach,1..eve competitive advantage"

\

COM~ARI.Sl)Ns ..}\tm\ CONTRA~TS BETtnilElII ZBB_AND "ABC
1,1

ZBB focuses on non volum~ relat~d or discretionary ex~enditur~~_- . "
(~

and encourages ';I;.he ma.nagers '''1hoprepare decision pack.ag(:)sto

first establish t.hat their ac:tivit~' Ol" ClOst centre is inc1+eed
necessary. If ae then ijUil.nagelrS sh6uld prep<\u."ea minimumcost

'.1
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sr

(/ r
~~~itage forll the act~i,'Vii:.y and jUSltify ti~\~ llllinimuIDp. an1( ea.ch
incr.emental $ ·level of" resource on ~ 100st 7:rsus bene~ b~~ia ..

'.' .'. l. • ,j
~nnOv8,t.ll.On J!.Sc$ll~d foX' ,:lLlIil $ellh."chips for alternative metbods in.

ii (/

ca.rr~d..ng qut the ~ctivi~1' ~/bilst 2BBis best carried out. with
(,:- )i

tFie stret$gic aims of the c9mpany as a guideline (Cbeel\\'.~'191'1)
c~·;.

thte decision packages are discreet exercifses ~ each. one e~a.llli!lliD$~"="'
i) )i ~ /"

its o'tv!lparticular cost centre. ;rhese a~rcoordinated at (' .

evelY)l$tiol'll"and. r$l.nkilll1g ]."eviet'ts. A bettel:.Ji allocation of re~OUiClCes
I 0 .,~

is the ltnain benefit derived from ZB.s (Austin ancl Cheek, 19Jh';
/;

I:,. . ..' . . ,'./1/DeSl.n and CO~ient 1979a) and all the litell:'&tu.re aurveyed ~gr~ea
.' - .;:{'

that it a$slsts, in cost l"eductiol:rt by ide111t~f.Yilllg non ~alue adding
V,'

ptllx'sue or d;veat are not e~,amined, in ZDSe
\'J

expenses. Stra.tegic issues such as cut&rtomerml or products;.':;tC6
\~~

It s.Pli?earsto '~\
J~

cOlilc9nt.l"li.'l.t.e on how t,o achie,vG tije O'.ltp1.l'ta Oif non V'olu!"E1le:rL"el~~ed

""tiv:W;i"s ill tiM' mo:;;t ",o",t "ff""Uve _ .... and Ilppea ..s bes\

s,-uited tl) a company with a larrge'-'overhead structure. Whils\.. \\'
\\,i';.,,:", \\

discretionary coats $.1"16 eSl.si<er to redh.ll,ce than 'Prodl.action or ss,les

related e~tpense$ the 1i teraturla t:h~\,Y~l that it il$l ~.hel3e C1)sts tbat
Ii

~'lave a leverage eff'ecrt 01' out.puts. ~rea:tel" than th.e inll?ut· cost ru~d

therefol"e arbitrary ~:ltpEHllSe reductiolaS can ll'Ull.VI,9 aclversa affects

on finaln!cia1 perf'ornu;r" ce , ZBlSis a ,:superior l$tleth.cQ. to

o,h,fectively' :w.-edueethe. overh~ade frithout adversel)" ~ffecting the

out~'Uts g9ne;wa.t.ed by them~

(jOSt. dl:':i:vel!:'a).'ul1ysis or ABC'providces a tool in assisting

~$n.9),gement,~itb deeisiol'A 1ii1\1ill.!tingwith li.·l$spect to th~. retention.

divestililentp ex.paneion o~ contraction of products? lO\11stomeJt'sp.
~eographic area.s a.nd,i ~~rkets. ..It accepts that eJtpensel@ are



wi till a\ v'iew to establishing the tl'ade Qff bet"H::~E;!neXPflilSes

in(,;,urred 'and lC'even'i,lt~::7generated oj 'Vlhilst cost reduotion is all').
;-

_-;/

aspect c(.l'vered il(>/'the analysis' of cost drivers (pel" para '2.3" 4.)
/

the main ',IglurpiQ'/eof cost driver Sl.nalysis or ;A~C is to 68,st'Jisty . \
managemen1~;;;h mualting strategic dee~siona tha~) will elillharrice

/ ~ f

peti."folt"m$)l')'~ not l1u~ce$sarily by rJucti.on in expense", bwt 'by
.1"

l\'1'ealig,~ns resources ~'fithin the company" Wa~tage is not condoned

by t"As n~ethodology.
!

,;'

/ I)

::'13'B/J i$ altl exten~ion of :normal budrgetin~ procedure and is normally
'/

/

/ $li'I annual event tiher3.£ilSABCprovides an ongOing feedback of
Co

information~
/
/

/

\\
-\
\

Both ZBBand ABC faoilitBlte cost control but they\a:rfe disclC'ete
\.

\\
methodologies th~t have li.ttle eOliiUtilOll1\ ground" ZlBB~ie o.n

objective ll:'eSOl\lJ,rcea.l\ocation &.nd cost l'eOll\lJ,ction m.ethodolol!tsrl1itb.

ABC, fix'stir QSSiBts st.rategic cost/revenue control in eocompany

and. secondly, and l~siS s:ignifieantlyp $l.ctaas III fo.cility to

':.op].ca1 sub.ject.
I)

its popula.l"ity.

...49 -
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·H
Leedy (1989,p89) !Outlines tour !nethods of research 1.0 exa.mineQ

hYlPothesis" "Th.ese are the his.torical method, tb$1 analytical
'j. ,

:.c-

survey method n the ex:perinlental meth.od and tb&"descript~,'~e -SUrvey

m~'thod. This last method can be acbievlSld by the use cf

questionnaill."es and st~tistical treatment, or by cnse $tudy

18ai1e'$ (1987~p299) says that " ••• the case study a.pproach allows

the researcher to select examples that ill\l.:strate. the point he lOr
.. I} '. ; '\

she wishes to make, II !.seedy (1989, p141) \"la:ysa case stu.dy

If ••• lies midway bett1een the aescriptive ~urveY' method and the

parameters ••• (a.nd malte) a careful record of l«hat they obfierve so
\ '

Ui,Qt llhen the a.ggrega:te record is made t the :x:\eseti:'d'.hers can

return to the record tq s!(.udy the Qbservationa that hav\

described there~~

subject and there is little possibilit~ that. ,¥,herespondent will
"i:!

have an in dept,h knc)'Vvledge of ei\~her ZBBor ABCwith the result

that conclusions arrived at from the questionnai:we could be

method.

T""O com.panies ~~ere selected and Z:BBand ABCwere applied (to their

- 50 -
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o o

industry wher(!" zan and ABCare e.pplied, to th~ ove:t"hea~st:ru.ctti.1"e'
G

and the met.hods 'ere compared and cont.rasted. The secQnd case
study examines a manu:factul",ing company in the paek!tging industit")"

profi tability,.

I::;
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4. CASE STUDY 1 ... Cor,fPAN'lf XYZ IN THE C()t.~l~UTER INDUSTRY

4.1 !nt~oduetion

i'f,":;
'~~ ',"

Ccmpany lCYZ is, a <iivision cf a leading eO!ilputer l~~~t.J~~ty i:n Sou..th·
i~) " . c;

i\

Africa.. The division was originally ala indepe:~l(ll.elfH!, compaJ!l'.'1

division.
I.> r

multi user 'access t.o a compt!'ter whereas pers()fuh computers use $

~
software can be used on the hardware of dif:fex-ell:lt CO!!lPut.~r

companies. The selling price cf ~'PC t.'<1ll.nges from. R3,50J) to

Rl" OOO~000. The 1101d ......,... company specialises in larQfe proprietary

mainframe colkputers \'~j'hich are i."~ts.i~~d to. in$u~nce .co~'panies,

(, (i) \'1 ',' (/

qying business by the holding companyand l)ecause ot ithis it is

devlaloping the lowaXC' end ()f the compute,.' m.arl!:et. The holding

eC:Uilpan:1 has bUsiness divisions whioh focus on different mal'kat\';

sectors, l'lhilst services such as procull."'eme!),t~invento1'1p til11~n~f:~

information technology and marlteting lfJl.recentralised and' the:;; ~\

~ II

accounting 1fJ1stem elOployed by the Head Office is g~~Q,l"ed to a. l(')lvi
I,

level' of Jiiu;>,in~ramesalea ~dt ..a hi~h level of aU:PP(lrt and is ~C~

sUita:ble fo1t the high volulille ot PC alfatli U4'Ai:l~sllies in compli)),nyXYZ..

FU1;'thel'" !!. J!uj;;Ji~, t~llr~S';iu:'oundl on orders ,is nece.Ssary to satisfy we
,';: :i . .: ,.,~{;/;, ,_:

:\



IJ o

(ii

(i
c1.h~tomerawhich the Head .Qf'Kieesystem cannot, provide" "Thu.s ltyZ

has its' ol'1n computer sySt¢ll!iland ~t.ol'e and a final!'lC!edivision t.Q
. (;

keep_ v>""~~i·dsof t!1~ decent.l'alised fUll1ctio~"
t) .

o

1)

,)

Pl'e$entlv the PC market particulC1!1l"ly,and the Unb:. m19.ratetare

overtraded makil1g pr~Gf~ c9mpetition intense. FUrther PC cost
:-;;-:.

shortened-' incl'$8.sing the. risk of stock obsolescence. 'l'bus

st1"ategic,) ,anaiys.is, car,e:t-q,lstock purchasing, cost control and an

understand~ng of pt'o(iuct costs are ~il necessary tor SUl'viwal in.
~}

XYZhad just compl,eted its budget cycle at the tim~ ,.of this, c\}se

study and froijl t.bisdtl1.taand other transactions extracted ~n

1ictbrity 'a':la.lysis l~as carried 9\X'G tee .estllbli$lh which .costs were
(,1o

dl'ivl;:'!tl by i"Cs and 'Ii»'hichwere dl"d "ell" by Unix.

if they should attract
~\

"\I

:! ,st.rategies :.need to be r~"'ass~H$sed. The allocation of ,eosts t.o
I)

the PCs for the fina,nce 'di.:~risionwas c':;'lC"lJlated{ritp be 87%o.f the

total whereas PCs account fo·r 49% of sales. Because of this £~'la

establish which CIOSts 'Were critical to the operatj.9~.o

4.2



..
The s~les budget was prepared b,. quantity, cost Plt"ice 8,m\d Belling

price to. arrive at gross pl'otits for. the different product

ranges. Quantities include acces.sories that are sold "lith

computers such as monitors, printers! up~rades:l"hard diskslI

cables etc. In. .Figure' 9 the Val"icll.J.sproducts are summarised. into

two categories being Unix and.PCs. Also itemised in 'Figure 9 are
the n'lllmber of'cuatomers, invoices? purchase orders and goods

1:\

This transactio~.al data forms the basis on lrlhict aetivity Co.sting

was earrJ.ed out.
/f

1.\

bud~et. Cape Town and Durban expenses include branch charges for
handling,coat.s and transport costs as 'tIel!. as selling e;J:penseS9

di'rect1t to each activity where pq$\sible. Where it was nat
\:\

possible to directly tl.llocate overbe~ds, such as t~leph.one~\ anl!j,'
1\ 0

rentals» th.ese were allocated as indicated in Figure 11" \
I)
\\
\
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839

'l'ltANBVAAL CAPE TOWN . NATAL '!'O'rAr.. CUSTOt.'IERS :tNVOICES !'U~Cal\SE GRV' S TOTAL NO.
ORDERS OF DOCS.

UNIX - UNITS
Sru:.ES alOoo
t·1AAGIN RIOOO

.
728 48// ..

48 824
11,887 926 840 13,6533,591 279 254 4,124

30.2' 30.21) 30.2% 30.2~
2.1~9 1,377 444 4,0~O
7,504 4,015 1,336 12,935
1,480 731 264 2,475
19.5t 18.2b 19.•810 19.11J

2,917 1,425. 492 4,834
19,471 1,\,941, 2,176 ~6,58a
5,071 1,on 518 6,599
26.0% 20.'5~ 23.81d 24.8111

10 439

- UNITS
SALES R'OCO "
t-lARGIN it' 000

IIIJ:!.M,GINISALES
TOTAL ~ UNITS ~ El\CH

SAL1i:S a'ooo
MARGIN R'OOO

131llMGIWISALES

70

80

In
Ln r dIGmUl. ~"\«~r!e study H BXPDSE leiOOOK"!' a"ooo----..______._ ...__,

', 'l'O'I'AL FINruJ~$ INV L~t<l(T f4ANGr,l SALl!:S C.iJ.'. DBN
.~ -SALARIES 1,14$ ;-,>~'

COt'lPMlt PENSXOI~ 90
'l'RAVEL l\tLOWl'\flCI? 294
l·llllDlCAL A~D 63-- ....- ..._ ..

1,595 362 101) 51 246 546 '15'7 113

aONUS 375 4,4 7 4 73 197 35 1S

'lRAWL t\ EN'l'En'.i.'AIN}1ENT 10ft 8 '13 1~ 12'l'AA!NING 261: 20 6~OAN & O~MO STOCK 34 "::::.-=::.:; 34
COIU'U'l'ml llEtA~ED 26 28
ADVERTISING 12 $5 10 7LABOun - nncnt:1I'tf4Em' 46 46I~StrnANCE \; 21 12 15
'I'ELEP~ONl1lS ~5 21 5 .2 1(1) 22 17 18
Pl'\IN'l' 111STATlCI)Nl'AW 14 12 a
NE'l'WO!t~ l~l'S 49 069
JUltl'l'$ 231 52 24 10 1S 130
'l'RMSPOR!l' .MO 140 60
IN'.i.'ImGOt.u>.IU<lY ICHARGES 78 51 27

2,975 600 151 69 352 1,~23 422 2SS

1,740

1,905

Hi5 235

5,5G3

2,905 6,342



(,

,; ,) FIN 'MAN
& ACCN'l'

(2)

DEB1' 'm.1K' S'I'R eLK
a 50~ SUPV " 50% SUPV

(1,,5)" (1 q5)
~Asts OF
1i.t.LQCl\TIO~

TOTALHU
:\ ,

S~I2$ ,lJr xmiA~'l!:O 426
Tm.El?aON~S 2,1
Im~iTS 52
INSU~CB ... cog.~ 1~
PR!NT " S'1'ATIONm'i':t' ,'12
NE'rWOruuNG '49CO~UT~ RELA~ED 2$

1£19 -z

8 •
2l,

125 112
1 ~~
16 15

4,

DIRECt
l?OOPLE(S)
PEOPL!!lHH
OIREC'.lI."
ESTIMTE
nIRECT
DlaC'l

218
..",-_ .... ...,- --...~-...-..... ....,., .-;--_ ... _"""'.""".- ..... -"'"" ...._----- ...-_- -- .....-- ....._---
600 152 c

(~ ,Uni~ ~ 13% Customers' Number of
PCs 81% '" Uni~(! aoCwnents

'0"" PC·u

N_Gr, of,
docs andstk qty

INVEN'lIO:Rl'
c

151

BTl{ Oft

69MAlUtETING

ClOST PlllVIm,
I,'

li?RICEL!ST
QT!

" MANAG~

COST nnI'lJ'E.R

352

TOTAL M!\NAGl1m
(5) (1)

PC
SALESfJt.€N

on

1,123 246~--'4'~----~------~~--------~j~J--------~COST URlVEa 50% UnixSO, PCl!.I

s~:r.E$ ex.lUlLiVtEO 54i> 137
BONUS 1~7 70
Tm\'lJm:i 12 4
EN'~~T.lU~ 61 5
TRAiNING \\, ,\''': 20
ADVER~XSING ~S
~ClROI.TMe~i;f 46
'tB!Jl:PEtO~, 22 4,
La~ & DEMOSTOO~ 34
~ 130 26

217
71
4

28
2021 c

23
9

2$
52

192
50
4

26
~i~l

c» D~tm~\
PEoR'lLE(4)
OIREC'!'
50% u!U:X. & l$()!,$ Pes
PBOPL~(4)"
PEOPLE(S)
DIRnC'l'
P1WPLlll(S»

"

.28 V
23
9
9

52I· ...__

395

S~ES
231
171

402
Sal~a.Value

~~T '~~ -.~..~ -- ~-- __

t4~I$TICS
191
137

27tlStock
Quantity

'BMNCB:1i)S
CAPE 'l'OWb~
DURBAN

COST DlUVlim
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n(i)

y~:\, ..:; .. "...... ':,Co,

matUlgl;;llr and a. b9d)klt~erpE;!r alr~~ necessary. Hot-TeVel!" it' Unix WaS the
'<' , I I.,: .. , 0

sol'e product l!"~~lge onlY"the bookkeeper would ~e necessal!"Y' dUff/l to 0

thtlo" "o~t.'""".f trr_sa"t.~ns, r~duc"<i d"bt"~<"'d milli~l :'toek
holding ~ Act::ol'diRlgly the }~Glst o1r the ,Financisl\\M~~ager .should be

..... '.'c' ',':\';..... I,

rega.rded as relstin$ t.p PCs .on]",,"whereas t.b<e bookk ~perP s ~osta
. •. .' I' \.

::::: :: :::~:f:::w~!e~:.c:::~.,,:product groups. 'i'hs,erc:ntl>$"
..L\'\:- ' ~\ "
j

PCS

Bookkeeper R2S.500
Rlall)OQ()
R28 ntiQO

~ to totel

/:

R2S,500

13%

I)i'

R1899~PO

,Debtors control costa are dld.vl(!21,~y the llUltmber of debtoi"s
"\

't.,

Stock contll."ol activity is dlt"iWen by the nUam\b~'li:'01 dOCu~l&nt~

generSl.ted in ol"d\1!lr1:)0 bring g9,ods into 9 and despa.t.oh ~OQ~S friO~,~

stock.

.II
J -,
't \

Computer <costs a!l."'e driven by :becords 'held 't$hich include lStoek and.
~ "U

ti
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(ii) In"tentory:

The cost driver selected to ~llQc'!il.ttainventory costs 8).re the

numberof stock units. Alternative dri"/cars could. be floc!" sp$ce.,

"

invoices ~ tor 1Sl"a.mp.lep can include several etoc!t i tams. Stoellr

thfi;lnumber lOt i tams Ln the price list is the cost drivel!:".

possible to obtain this infcrmation.

The sales division cqmprises a sales mane:.rge:rand tti'O te£tlns of,



l~ l~~

each product SroUp al(:'S t;l).ccountedfor sepsr~ttelY, as far 18)/$71

possible 0 • The salcas msnsg"'.r9 s costs were deemed to be driven. b~

the number of salesmen in each product categ·ory. Again, Q. Gore

have..revealed, different ClOst <1rivers such as the number' of eliel!i\t

visl ts I) il!.lCidence of problem. solving p time spent managing the

ss.les staff ~p!" the tt10 product, groups etc.

•(vi) Branches

~
branches. Therefore it is only necessalfY' ,to determine h~ branch.~\\ . .
casta be eppprtioned betlleen Uni:!!:anilSlPts. IntercompanY' ch&i~~,

cover logistics handling and t~ansport COVelt'S the ClOst of gettins
the goods from Johannesburg to the bJi'anch~$.

-: j

The cost driver for

e~penseS are sal~s related. $alcas valus is dee~ed to be the eost
driver and selling time is deem.edto be plt"QPort:{bnal to value

, ;;)'

.rat.her thil!.nunits. Again. a more det.m.iled analysis of actusl time

spent by the sales blt'ench lii1alllQ.~er8 FJe:,r.b~ve revealed different
(\

c(lls't'dh:"ivers..

The CO$t~ and allocation$) tJt"o~ FigUre 1.1 t.;J.Jt"e aUmJJaari.~,~da')1\F;i,gul.·e

12. In addition to ru.nniltltifl costa stoeJ:cand debto&'s holdings tll.re

includ~d.. The basis for a.lloeating thes~\,.to Unilt and POs are sii't..
\'
"
"

\\
if
I( ... 59 -



~ ~ .__~--'~'~v~~_·_·'~_' ~
, F.IGtJIW12 (caSel stud:lf '0 ~l$ OF CC$'.l' ~~Iaf R.'«Ul~;?i(~----~----~--------------------.~----~(\~--~~~-------+~~~"-+~'~..~~~~-----~
FINANCE
Fin Man & 1\cCQunt 131i Up,!x

- 87fUs pes

creeU t Control
-'::::>

;~\. . ,,"(_/~ Adm1~~
computer

M)l.!,NAGE.P4EWf

SALES

- 10 Un!~' Curutomers
70 l?CCul3tQme~s
839 oQcument.s - Un!lt

- ,5503 )OOcum.ent.s- pea

~ Hi13 UnIts/CustomerS/Documents ... Unb
if 9563 UnitslCustC)mersltlq~uments ..pes

- 824 units sold ~ Un!~
.. 41>10 uni,t~ s¢ld".. PCs

.. 149 units on pdOCl li~t .. Un:bt
- 295 units on price lbtr) ....peao il

~ direct allocation
50~ Unix

...50% PCs Total. ...salct:.s
"

... R1/166 u 000 ~ales bf Uni~t
,..RS,351qOOO sal-ea of PCS
- 96 units sold of U~!~
~ 1a21 units sold of PCs

Totml - 8ranche~

28 0 190 218 ," "

19 133 l!i2

119 131

79 1[\ 93

482 395 817
1~jd :1.23 246

STOCK liOLP:tWG 2500: :l!lshmated breekdolm
!nt.ere$t, at 2('Hl "

P~BTS HOLOING 2080: ~atimated bieakdo~fn:tnterast oat.20%
CREOITORS
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I
«.1

Unix -
term.

r; nz place art ol'de,1" on Taiwan or, the USA fer ~ UlrAb!:box

only once tbe'f ;-,eceive &1ll order -from, the C1U.i>tomer ..
i

Payment terms' to the supplier a.re by lettet'(fof clI."edit,
/,.;"\,

30 da~",...)a.fter being r~ised. Receipt of stock and

delivery to lCuatomelr'~curB approximately 40 days o..fter
I, Dreceiving the order. The effective stecl!:.holding is

therefore 10 days or R260·9000 based on the cost ot
u

\i.

(il) Debtors

(':1

Figure '~3 analyosEls PlN)duct profit.®.bilit:r fb.·s;t,? 'On Q ~~~gin.Sl,l
\~~, .. \

ha.sis~ ~nd then on en aJ,)$OrptiOll!l basis. lEA both inotalllc®4l1 Unix
<,.

protitabili ty is better thQ.D PCs but the '6 ~9%profit to sales fOl'
II

- '61 -



i'XmJml. fit (case stlllQY 11~. ii'~p~ ~1'$18 O$ud 1tl>~, :~l'S~ ~Q@@@ "
" \\\;\f.) \:~---~

;)':(1

Salla$
COl$tt/Sa+.el1J

-" '\)cQb,t;dbut:ton
iC(Int;fto sales

Cont:dbut.;ton
Overheads

,j)

\\ .PrClilf it
l?r~f1t/$ale$ %

12~.93S
10'6'~GO

'I'O'1!ll.L

26,5138
19,,989

4,124
~O" 2.~

~---~-~~---~----204'5
HI..n

Overheads
irofit

2,915
3,624

211415
1,,1137

-.~----....
4,12.t!

il) 1,J}28

U,9l5 26D$8~
1(J,4tiO" 1999a9

~...---...---- -..." ......~----
I) o

1i~915 (Split on Sales)
2,5%
19.01&

1QI)2a 3,624
1.!\)1il 13.6l,lJ

TOTAL

Sales
COllstjSales

Contribution
0-

Overheads

Profit
Profit/sall';.)s fA·

Interest. on stoclt
Xnt(;lt'est (>';l\ delbt.

J\SGets : stock
Debts

o

Uni:lt

26,,51$$
19, 9S~

52 446 ~~O
29& 280 576

13,.65l
9,529

___ ..._.s._

peso

$2:3 ;a,62.(l
4·.0'<l H.6l?;

------- -----~----~-~~-~~1,,140 3,640 I( 5,380
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profitalbiJ,itY' ~:,s accepta.blet Costs a.llocated' IOn "an ADC bas=ts

r!&Quee PC p1r6:fHtability further and reduces the line to & 1<0>$13

:0.)

Excluded! fro~ the ana.ly.~is Rore obsolescence C()sts and these
c>

;:
identifiq~s 'POs .as I!li line where profitlabilitY' needs to b~' illlprcfved

eithc::lt' by cost 1l'1eductiotl! Qll." improved selling prices. FaJ.ling

this the line needs to be diveste3d. A num.ber of PC businesses
/:'
r

:have "gone banl~rupt and the above ,~Jrull.lysisindicates t~ t the lOl'1

prcfi t margin and hig:b stoclr holding haVe precipit.l'.'!.ted adverse
u "

cash flows ~ An a.ddlitiona.! f,ta,ct.oiC'has been a ra.pidly changing

technolog1 a~d falling price$! ~dlich. hs.!J Cr(!1Hil.tedh.·igh obsOllescence

foll."the industry. The holding com~(s.nY :forces X'itZ to under $uppl~

PCs whi·ch make Wladt~Jt dom.i.nance difficult but does censure low

If the 1>r.o£,it unde:X' ABO if:'! t~!ten ,!)'),S 10\ percenttll.ge of Q~S'StlS
\)

(\

enn)L)lo1ed the retl.l!.l"lPl. on P('Js of 14 ~4% (before tax) is 8a1i:'gilllml9 bl'

the :st&l}ndards of' the bo).din~ companY', but the Jr.eturn on Unb~

indicates that, Unix b()Jtes are more profit~ble than PCs an ABO

analysis ind:1.cates the diifference is more extreme <ina tha.t the

iinencial via.bili ty of PFs is questionable. ~heol"et.icallY ccsts
I", ,!)C'

l",il1 increase and decrease in accol'dance iIith Sltock volumes allad
I;::

... ®® -



associat~d t.lfansactiona. '~ln'ptt'l,(ctice fluc~tllSl.tions from, l'IIlcmthAto
"-"';1' " "if

c, (,

month t'!ill leave costs unchanged; Permanell)lt increa:'.3es or
'\'1

"cost, although the changes will be stepped.

4.2.2 Zerr-:--±ase budge,t. f()r Fina~:"'e division
;::~;::'

and
\\

Cheel" (1979) pp17..l~rO.
'" \

.,',.:~i-:~
4.2."2.1 " FigUre))'4

::.-;,J

Level 1 rr..1bFigure, 14 set.S out, the m~nim~':4:;;\1lSt requiJl:'ed fco

provide a financial service t.o nz. . I) "".

I!
Level ,.1A (pet' Figure 15) provides an $11ternat.iJe to;') Level J!. in

demanding ~ headcount reduction in the financial division and ha~
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fFlGU!'m: H (Carre stu~jf H I')JI:'!T.[SI® : mrs .. 'II
~--------------------------~----------------------------------"------1t---;:~!I!)EC1SI(l<'l trnXT : ~CB ~ 1/3 I

r, II

Salary
:B?nus
Prell\ises
Telephone
COIIII> - DPE- Ina

- Pr &. st
- ~letwork

H.O. Accounts

THIS
LEVISr.

REsouaCES
REQUIRED

To provicle financial. and llIunc:tgelrlentPEaSO~NEL 3 3 il
acclounting services tv XYZ I-~~-----I-----+----i--I

146444 14644\~
19.01.0 19.o11~
:S1200 31201)
116.0.0 1160~)
28.0.0.0 2S.o.o()
12.0.0.0 12.0.0(1
12.0.0.0 12.o.oGi
49.0(1.0 49.0.001

36.000 36.0.00
345314 34;i1~r

D~Jl>Tl(lN OJ? ll.C'.I':mw::
'1'0 collect debtrilq to co....;:o01stOCks - receipt pu:z;chasElsin, generate
purchases ~'rgerll i;U1de):pad:1te,to keep books of accounts, safeguardassets and prepare monthly income statem~nts

HOi1 .zum mnm c~~OOO~ll!."r.IS1iIJiID:
'1 psroon ma.;inttd.ne debtoro ledger I colleots cash, arranges cash
.payments and :mdntains creaitoro lecig-er '
1 parStllll (lOl..t.i!."ols COl'ilputer input of complete stocl~ cycle .:.:
purchase orde).;l9, J;'Elceipt, sales o:z;derp, invoices al'ld eJcpedites
purchase orders

1.parS(/;]!:reconciles bal. sheet accounts .• arranges input for general
l.edger, pJ:'epal;es aecailed sales analysis and income statement.
CO!ill?ute~facilitates sales analysis, etc.

I- El_o-o-o_preparea budgets and conduct~"reviewtt and I;ltrategie ana.lyaiil
I c-'

AL'fmmA~ V1A'iS "
Let holding company admini~ter th~ accounts. L~vel lA describasin detail. The expenses of level 1A are less than level 1 which
describeS an indepenQent accounting ~ystem.

~I'tS Oll' Im'l'.lUlm\!G '.i?l:lIE ACl'IVZTl1'

~he additional cost Of an independent accounting system is n89.oO.o
(ie R345314~~25631~).Margins ort the budgeted mix are ~5~ ana
there~ore an additional n35600.o sales a~e required to justify the
focussed accounting, the additional cost being a LANand software
iees.

!i!enefil.tD m:e:
1. !ndependent ~ecountin9

~ clGar communication h~twaenacoounting and mana9~ment!aal$s
.. I unWllbiguou!J foeabacl( of data by accounting to management

~nd salem por~onrtel
2. LAN

oaleo, $altgino, stoel. on band, sales orders Qutstanding
available on line

impact software more fl.edbla in data dissemination
(e.g. repOrt writer, dumps to x,otus 123/bbaSo 3+) thanold mainframe oystem uaed by B.O.

A qu:l.cl~ responoe to uetllers is import(i.').t.to ltYZ. ~he accounting .#ntl
stock pyotem of tho. B.O. would £ind .i.t difficult, if not impoE.lJsibJe,
to achieve this ¢thout additional resource. '\
It i.s eltpeClt~ that tho .focussed accounting division \1Ul genernte ;~!
more than tho additional Rl5€OOO Galea required. \'

OtmS~CRS xe ~ft LS m.n~
AccQuntinq reco:t'ils arc tQ.tIncilQtory.fl)1: legal purpoaes and the loss
of reVOlltloin terms of unbilleCl c;l~livcX'iOSt Iltoc~ 10l:lsc;)s,.poor
credit ocreening', otc~ would e~ceoo the cost of the departme"t. \,

,__--~ ,--...---------~---- ........ ~ ~_.._.i ..;...'__ _.___,

.. 65 -

II



FIGWUli 15 (case StudY 1» 1l)JVJ:SIOr;q :l.""2'% ~~ 1111/3 . ,0I--..:." __ _... __ -_-- _ _". ,...;.,,_ ---'Z,,:"""~r"'-__r..''''.-.r:_0 - ....."~ --!'

D~lt$I~N ~I~ : F:nWt~ '1 Q ~ 111./3 I)' 'II t"J.,~j ;'

Jl)!w~ llti$w;.T ' ._~_".~_~~_g_.~_~E_:~_S........._-·'_·~I,.;-.·_i_:_k_~L_'_'\I-~_,~_~_?_~_"__I
'1*0 1tlrovid~d ~1nanCial and Management
accounting se~~vicesto Xi',z

II

SalarY'
Bonus
Pt'emiseS
T~lephone
0Comp - OPE

InS
Pr & st
N~twk

Ae;,Gonntsn

'I IJ@4lJ4
t~010
31200
, 11 GOO

12000

36000

I;

"" RAJ.liPS l? "A~
';.;i

256314

Ii

the!lostoek reaord1!'~).t:Jt
nec~ssa.:ryw?\ n ,I... '. ()_." J.\ . ~ . . . Ii .'

"~~ o Ii
c I., _.~ 0 ill

BOW AlW t~~ ACOOM}!lLISfl)),~' , , , ' " "', 0 ~i
As for lev$l 1l,3" Two'pel;'SOlllS are definitely nee~ed.. The thi( ..j
person may l1pt fbe q~oCussed on a~l ,t:he act.;l.vi ties, ~r 1.13 as" tnC(_p:tk
wou.ld ,be spreadl ,among differnt people at hea6" office. "The()reti:~"lly
an e~d::rahead "~18ul~ be needed at Ii..O. to handle the .load." If t:.-~ze I:
"is slack thcen the A!l:}ttra pe~$on may not be necessary. Ii

r- -~-~--~--~~------------------~~------~0~~----~---------~~----~,"
AL~~:tVm W!f~31st!5',)1';" " '\:,

Not applicable

\1. ." II
Jl)E$CR:t~IOlW OJ? ACTlVl~~!

\J As for level 1't3. G:blen sale~ mix and volumes
debt col1eot.in'~ and bookkeepiri.'J act.!vi ties are

'.'

B~ll:T$ aJ? ZlitlE'~~~IW
$"'\Yin9i';~fQLAN cost RS9000

-;: as H.O. 'has ~)STreater numbs;- of people there 113scope f(~r ,
r!lttcm~U~ation' whereas there is no scope for an independe~td'
sy.stem." HOt1eVe~ >persollnel are considered nec:essary .,as ~U c

transactions generated by activity are the same irrespective
of t'Jhether the administration is handled on the H.O. mainframe~,
systeil!'4 ot an lrtdepenc1ent LAN. c.._,

o

"
o. CJ

,0 1) fj

OOmrS8Q;tr,&'i:]eES lCF A,cg.IVXft zs EL:OO;WA'l'BD
''',.As foX' level 1$1,/3
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To reduce the level of worldng
capital and improve customer
serviera.

RBSOtm.C~S
UQUlRED

1

474174

salaxy
(' lionus

P,remiseS
Telephone. '\
Comp - DPE

Ins '1
.• Pr C. ss
- Netwk

o HoO e Accounts

R~DS P.A.

TEllS ACCUMo

LEVEL LEVEL

99100·,·
14660
10400
4700

246144
33730

/i <i1 tlOO
~j 6300

280(Ul
'1 :lOOO
12000
49000
36000

''i---~~---~~------
"

12946()

DSSQUHION OF a.C'.iElV~~
To su~"ise'ahC! assist in the coll.eetion ·of debts in oX'der to reduce
outstanding-S"
'l'o supervise stock in order that month hold;J,ngs are redu~~ed and th~~
stock outs arc reduced

Hm~AND ~ A\CGilMPLJrSmro _
Employment of bUS~~S~ contruller who will
'* Liaise,,' ~'fi,th cu ,t;n0'lll""'.i.'S,,' revamping credit lim,~".,tspaggreSs,i'l.ye

collections, st>~ sbLpments of delinquent I).~yers ,* categorise stocl€l i,nto 'A' qj'~BV and te' lih/!s. Detailed planning
planning On 'A' and then onto 'Bi and 'C' rineso

B~l'l?S 01' 'lmS' Q,'Wli$L
Debtors'of! 1,3 months or ~2&'aOK ::I.sth<anorm
Stock of 1,5 mcmths or R2493l{ is the nOi0U

Benefits are estimated
Debtors holcUrtgs reduced to 1 to months R2~3iK
!ni:ereat saving ; Rli4Slt * .2 (interes.t) ::l R129, 000

10

l?robabi1it~

0.75
20 stoc!tholding recluced to R1G80Kor 1.0 montns

Interest saving :.R.S13K '* .2 (.interest) ::l R163,OOO 0.6
3~ Reduction of stockou,ts generating an additional R1329lt

sales - Dlar~in: R1,329K '* 2$% ::: R332,OOO 0.6

4. Improved cr~dit control saving R200,OOO
If

98

1~9

80
474

-129
345L_ __ ~ ~~ -~ ~ ~ ~ ~

~ I,.)

1Ua~'I'n'E WAYS
Let a,o, fulfil this function.
a:t\~ already overstt'etchecl •

TOTAL BENEFIT
COST

Rejected as personnel, at thi~ levalg

'~
,\

.

CONS~(!iS, D' A~ft :IS ELJrMINATm)
Loss of incremental il\)\colll.a

~J ·67 1"1'1



;~'I

selected the b~.llsiness contreller SIS "8. canit:tidat.e for redundalllcY'~

The job is per4'!,eived by H.0. ;a;~6)oe,)n~1ll-ess~ntial but t.hiS!

decision pa.cit~rs~'ift~;tmolllstr~testhe benefit of, "the job f'unot.ionQ
n

Fhture 17

,~J

<:

contribute litt.le or no benefits on existing sales a~d a "level
"

in sales volume~ and there bave not been adverse effects.
I

1 of the decision iS~ckage correctly saSfs that a financial s('X'vice
;'<'1

Level

\~~,

'"is necessary to avoid :stock losses and i t ~10uld be difficult to

refute {,his logic. On a material cost of R15 million for tlbe

year only 25~of stock not invoiced or ol;lilferedw:ouldma~,!!.up

Rtt.45.,000 that being the minimum cost of the department. HOW-l~:nrer"

the package doe's not. indicate which" costs ;'8J,l'enecess~ry. For

example printing arid staticmery may only require as p 000 as

difficult to ide:ntify padding. Even if the curre:nt levels of

:/



"

"

1

36~OOb
44001,)
52000
21000
23000
12000
12000
49000

'l'UIS
LEVEr..

ACCU~l.
t.EVIliL

RESOURCES
REQUIB.,EO

,

o Sala;y
!loIlU£!premis$s
1'elephone
COmp,- OPE

" IriS
ill!:' 8. Sf::

- Neblk
g.O~ Accounts'"

135856
1027(h,
1040',-'
4100

(361)00)

1.25226 600000
*~M Head Office accouilUng function will .~ discontiul.led as their
f®ctione will ,De carded o~j: by the financial ~an?-ger. (,;;,

DBS~.IOU Olii' .lC'l'l11"I'F.! ,
To ("oordinate the departml9nt.and st;reattll:l.nesystems
TQ liaise ~lith geMra):" manager, p.art~pulai:-1Y ClI1constant rev~ew of an
aconQmicl" of busiltess, part of whichl,as to !lnalyse the d!vis'1.on on

,/ ar~_j:ivity basis. 1\

1------"!/''"'---nO"", -=--
:rd Am> ~ AOOO~r.J:S~

Elnpl.oyment af Financial Manager to c:a'l';iy out the functions
specified belo~.

l!mi3EJ..i'I[';S OF? 'l'l!l!lS JQWm:. /1

G .. assist General 14tUlager (who is sales oriented) in ~ormulating
$,trat:egy ~ wllicn ma:t"kets to penetrate 1!I11d.t.ghich to divest ....
which customers to pursue - t-lhich prQduets to develop and whiCh
to divest :;:'. /;;c

- prov;1d1.ng sales with .relevant siill~~slprofit :!l1f~rmatiQn

- liaison with E.O. to-secure th~ ;re~:ilired l;eaOUlCoes to :run tha
busines$ ..El.g. o(lditional borroWing-,s to funa wox:king capita\ for \\
aa,les 1ncreaseS as necesfJaey : additonal cl';lnt:r:al marketinqt$uPpo:r:t \\

- Analysb of activitieo - p'rQducta and customers - t:!:Ilf.t generate
eost So that cost relatiQMhips. are adequately unde:cstcoCl wh.an
restructures are made. "

;;?.1

It is (:onsider{;)Q.that til!,!! type of ongoing conceptual input will
gene.ratlElm()re than ~125l<~Xevenue. El~ample$~re

- elimination of small c:uotome:r:S ui'lose copt of sex:vteiJlg eltC2!.';lQ.
th.a profit they contribut~.

\::s. inereas<$i vol.l,1nl~s Clf pr1.nl::erl~nlndd~o which generate prOfit
.for sal.I!IS requiring no stockholdings as they are bUYQutfl.
\ . ... .

It ia unlikel" that other staff members 1i10ulQconceptualisEl. the
above strategies. i )

(I

I, ~he bene:fitl3 3re .lo~q ti:)tEl. No immetUlate benefit is likely to be
9iiilled in the sh,ort terti «i. e. up to ~ months)

",

AL~'i'tllE 'WAYS
- 'Let R.O. fulfil the func:ti01j'1. - r¢jeoteQ alS personnsl, if part tim:"
will not give the necessary time to achieve the requirement.

- employ consultants periodic:ally. Rejected as their learnln~ curve
for the industry makes theiJ;' exeJ:'cise too ltlngthy and thus too
ell:pensive.

ccms~cms <IIi'~CTIVI'n IS m..nur!J.ll.'lW
ioss of increwental income
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in.liilff'icieno,ic::s ~;g not ~xi$t. ~)Th~ ~,IDrteg~i1t.y Qf tbie(;:;:P~'E"s~}n
,'/

)p>repa;rinrg,the deci sion pa.ckage ilS nece~saI.'Y to thet su.(~ee1.l&sof
5\

t.hie '&l.3:e'lt"cisl$.

a
Whilst the paclt'age

';:-J

dCGS not. talte c.og:nisa.nc~ of.: hot1 t.l',~ns$\.~,~ions drive tbe dep~;t'tE!lent
)J

It'jhms scer'!'od to :promote
"~I

c\p!s"t:Jt:'eductidn and innovati VG:! ,thinkinl$ t1it.th respect to
,:i

;\. .' . ),j,
altern~ti,ve metllM)ds~Hthout conaiderSt1&:~.1:b~ ,overall eo:st

, "~I \)

stlL'uctUi!."~ ~ c!Qst \'intel'relation~l\1iips @r ~t~a.'tet1{itssQ,f the w111101e
feD

"j'",-
/.' _"
:(..j

Howeveli:' if an !overall stl'ategt' wa.s :set t.o co~!udder !13elling on.ly

would bring to l~~ht that costs ~.rould reduce iu\teri~l,lY, The
)\ ~

,:; . ~'_'

decision paclt$!.ge as set out in Figure 18 l'efl~ct$ expenses (i)f),:
/Ii "

Figure 11 ia valid then

c' ~

"* J{~lap210.



d~----__-"""'--"-'~--"";;"-----":'-----'_"--""""-""_------~-----lI
RE$OunCE6~L",
nEQU~D '~(m)~--------""_-----r--,~----------~~·~c, 'Salary <I. 1,~4. 6831!O
BOnU!3(! 6$i'OC
rPremises 14S60
Telepbone 5410ao Accounts , 15000

I~" COlilpU.t~!i;' ...........__ .... .._ ...~~~~ ..

\ i ruu~J)S P.ll1.~~-- ~' ~~~w-'~ __ ~ ~ ~-- __ t

,',)

D~I$!C~ ~JXT = FINAt~~
" "

,

'.

To prov.idG a ,financial $1,3":1.0$
to the Unix dvision

Ji)ImCRIHJCO[~ OF Ac.rInt.li'Y
To provide 'the Jr.I<JCCElSS~:('Y aC9Qunt!ng se"ice to st.Qelting. and
seUin9 ¢f Uni~t boxes and to analyse profib:u'ity~ "

''. \1

EDt! Al'm '~' .aecoMP)l:.XSllllm
33'i:lof a clerltS t;l.m~to procel:Js stpclt t:rr:ansmcti.onsand e~tPGldit(1)

'-deliveries
10~ of a clei:kkl time to collect debta.
1 person to provide m~nagenlent: acc(:)'untitAg serV'ice~"
HeadOft ice $~pet'Visi\')n ,' .
Allocation Ofi computer time

;)

Bmm&'I!l'S OW !l'illlJtS.~
1. Levi$llof accounttng se~tceG i!or Oni~ al<>,neare oons!~Gt'l:lb~",less

that for pes and is mest effici~ntl,.y nand led by fQll~l!d.~gOl,lt 1;,9
H~Q. personnel

, (J

2. 1.t is consd.d<ared that !"II" foCused analys:L$ '.01: Unis~ pe1tfot'mance"-;ls
necesl;'iIC'u:yin order to be eompeUt:!.v~ 111sl$ltt~n'9stlt'iJ\tegy~ ',.~~ ~-w- ~.--- ~ ~~,~~ ~ .~

AJr,,~'l'1'ii'E WAYS
Not appiicable

i.'~
",,-;..r-'

CO~t$liSQUJiiWC&S :1:1" ACl'lVl:fi XS ~:rc~!NA'l'BD
Loss of revenU¢!I tlithout acoounting OGl":i.oe$ and 10'Bt.l Of dom~titiV'~~
adv~ntage by not underataneU.ng cost Sltructure~s ana lI:olat!oi'llhips'
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(~,

O~)

Uni~t 11S.210
,4fH ~790
{{
\"'00. oOJ!.

fj

r?

POa o

It Un:b:~;tasdivested it illS e.onsidered ®,. decision p$ckaga ~ould

f'irf:ndlit;tb{ scope to remove any of the ®Jtpenses in Figure 16" folt"
"

o -the decisi.on pacl(age' for lE\vel 2/3)("""1' Only ten customers are
I:,j ',,_:, o '

divested. out of eigbtyu stock boldln~ iG not signiJficantlJ)"
\\

reduced and stoGl¥: Hno'Vem.entsdo not decilease 'm1!l1't,n..iall~.i Iillo'!;;1s,'Ve]:'"

e.:s tlh.slC'ei.E:I no plL"oductmi~ D and there aI'S l~ss etrlil-teg,.

it!l~licatio;ua, s. tina~cial m~n$~er is lnot lrequireq.~ The

i~ere!jM~ntal eOf.Jt Qf R125 u 22~ in, lFigul)'."e 17 (per cl~ci6ion p~ckQf11{G
c

"~I

J.C101L' ,,3/3) is therefore net necesl$ar:r and the split Qf ~ol\1ltg 'ltor

~ix and .pOs in tbis instance 1s=
;~.

-::-;

O~) ~

pes

r:

Thi1.4\ressonilCrE indicates ~nat& :aerO base eiSSSElSi!!flim:'t lOan X'l$fl\!:.1ct
(, (

ho~~ -costs in fil1ilanee m()ve::~;llll"elation t6 the diffll!!reritp)l."oduCt ,
- .



groups. HObJeVel"the llol."mal m.ethod of pli:'e!?ari~1;i deesioll1 p~cks.g~s

is au e~eJ."ci$er{ln cost eontlL"ol that is 'not relatt'!'.!O\to AlaC~. {t .',. .'D .' .' .'.... .' '. . ,';,),."

F\Ulrth~lr" IQh'lllyt"'lO products aria cOJr:u3icllered in this ex~;eise" The
c

,-::;.

talElk for an .org~nilSation with nolt'E({elstalfing levels.
i,\
I;':'

pii."oportiol/t highelt· than. the $ales value' ftOX'?Ca to total sffileo

value; and cQX'respondin.gly has identified Ullli~t alSO driving ~esl!ll

costs in relation t~ U',1'<3 sales va;;lue. ~~'e perception of x.yZ ~ III

managelnerilt h{,:tlhs.t overh~ad eOl1lts. a~e fixed Qnd tl!1e.t

profitability can be enht:;1.lll.c(l:)d by- illl.CX'($lBSi:l),g the vol~~e of sales.

Prof.itability can onl'1 be bllu);'ovliad fo!i.' PCl\l!by lr"@lliucint! COI'..,tl$l)

iliEaproving asset liIiltlitntJl.gernent ~,h1d inclr"eeej.n~ sellinrg pJrie~$!e T..-;)

PJ1.>IPm.~t~ ®onincrease in l[:uAles', for PCs by reducing selling '.priee$l

t'1ill impact a.dverselY On p1'o,fi1:.$.bi11t1 lihereas ths' trad.e o:ff

bett'1e<;)nprice decreases and V(»lUliill~ increSl.S~s could bte favou1rGJ.lbla

for Unix, dependira$ on the <l!fltasticU:.y of deEllSl-ll'nitllfor tnl!.': product't

ABC f.1I.lllalysis haa pl'ovidced .ril aup~.l'i~li;" undeX"standinl% of., nz' s
prcfit and cost stx-ucture over that provided by mal"r3inal and

all;bsorption cO!$tinl!t 0 By identU:'1ing tJl.·sl(Uilactioxus ABC has loc~tedl
"~\n area ,!!7here cost:;'! can be :It.-educed. XYZ is );IrE'l'sen:tl'1 l!.'educil!ll~ "

dtehtors from. eighty to thirty >;l1i th minilli'lt~,l s&Q!i.'ifice in:~\@.les irm..

t:.lil:,die!i.'tne,t the debtors function can be passed up to Head Office

and CSl.lI.'l!."ili:ldby them l-Jitbout employing an add! tiQnal pel'f$On. It
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is di:f~icu!t to ,reduce the parts with l'laspect.t.o pes and thus the
pa\pe~'W'ork generated. Short. of ~ fu.rther advance in: PC

, " '..' /1 (, (/

budget for the fi1ll81lce dl,'~pitrtmerit hS!.s confirJ!ll111adthe

~~cessit/1' fot" finat~cial control and the't-. .lll1decelllt.l"ei-lised
J . 0
8.Gcou.nting function is preferable to a Head Office i'ul!lctiolth It

has demonstrated that a business controller can geherat.e net

incom.e br impro'\Ting'aS$et, management and that a finailllcl~l manager
., 0 u'

can generate strategic "'ibene:f!ts,, It is conside:J;;ed Uaat

~ddi'tiClnal perSons could not. J)e justifieGi by ZBJSin the finance
1/

departmisnt and t.nel"e:fo)t'e is & method that curtail~ employing

unnecestlsal"Y reSOl.u:"lCes 0 It .has ~lso been d~F1ihoristrat~d t:h&t ZBB
"

' .r

can be liused to determine C(.l;l3ts :l.Co:!l:dhan~e(i;l i1iJlproduc"t lilili:lt. 11m.
,II !j
;\ h
II. 11

this e!",-el'cise the cut come tor ClOsts in the finance lliivisi(lIItll ilZl
iISililu1r tp that ,,~dved "t in "simi 1100.

:/

Other~ than this si.iIari ty ZB:B ~t)d ABC 81l"e<diS(n,'~~t

.. "lob ~OlPllie... Zl)1I rocuses ~.. deto"ihd """t """tro1 ",,<I
~ .

eOnS1(de:rs ~lternEAtive. lla~s in providing $ finenc~\$l servic~ tc

XYZ.11 The. effect 'lOf transac.tion.s in c;1lrivingthe (!epe:.ll.>taaentie JilHot
Ii It "

cons/fdered, e~tcept where $. Unix only option was ~. ',t!il.ined. ABC

acc~ptls ccsts as they are and ~'tl4Eilinesthe trl8l.nsac1;.ions that "

ca1.ll~ie them. Its eontributilOn to cost control lies in identifying
,I

!) ! \') \:'

tb~~1PC prQX'itabil! ty is poor. strategies need to be cs.rried O\ll.t

to ~~ectif:r the situation be it cost t,eduction or improved sellin~
Ii
Ii

[(

o

1\

(I

1\

Ii
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0!J ()

prices in order to make e:l,pendi tult'e f()r' POs Ilil. value ~ddinli
J)

Both me,~bods~,~ve demonstrated their abi'l}t.y to contr~l costs and

enhance financial p!&)r';t'Qrniance.
iJ .\~

> c;

(:j

u
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5 • CASE j;rUDY .2 /,p. C:OMPANYPIW IN THE PACI{A(.i!;lNG INDUSTRY
2)

(I

U ij

5.1 Introduction " 0

o

" C' :c /'

zero J)~~ie bu8get to d~~tel1.'!iI1lilile:now profitalbili$.,. tCOul~ be·· impflOv~r.tl
(I

l'Uain. product typt,as being heavy duty lines iQlilri'l ligh~ cluty lines

and. the m$.)nufacturing process i$J discrete for <!'l!$.ch.ot the two, '"

line;. Cu.stomers fol' b.ea.vy duty lill)ea d;t'a't'J'IOff high valtunes f<l".l;t',

anyone pUrJ:chase and tl}lp ....~. a,l"e 10\a custom~rs for a.n output ol'
.I .) ; "
"~ t n it O. _....:) 79 ~900 ton. p. a. In adal:rlolll:,bo,t desi~:ns e,lild pr1nt:n.ng on the

eJtt.elt"ior ~re standard for heavy duty lines. CustcH".I)er$ fen:' l·ight-: "\

Sl.re 198 oustomers for an output IOf 6n900 ton~ p.a~ Det.li~!llland

e~terilOl" prin.ting a.re non ~rtSl.ndard for l,ight dut-y lilll\®s$ Figiate

19 sets out. the frequency a\.~)~~v()lume of sales for hea:vy and. ,~i~;ht

duty lines.
((

(,

~j-

jus.tiiies the e~enses employed by pl'eparing ~ecit;li()l!ll packages
['

})!f,iltltllfaeturinl!t eXpenses are
. 0

l!i!Ilaterialp lare.a.vailab:te to measure the effieien,9Y of reS()Iu:1I:ce

eInploym.ent. In. this ~tadget all expenSeS were ¢<l".Iv<i,u"edas the

company lUlS examining an !ll+/..jt,ernet;tve stratl$gy for which 'no

III'f- 76 ~
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~~~X$ 017 'K'U1(lSSot]) .1a>r ~$~ ~. If!A'l'm SX$~.$OLD
" .

TONS SOLD Plm i\NNtiM r>o~--~---+'--~--~----~--~----------~------~~--~'l'O'l'AL 1...25 26'~50 51-100 p 100-50@ S@O<to'--~u-·--__~,r-~~~__~------~---~--~--------~------~·
1~Jl); ~17 49 21' 11 G

1~O(h,O~ 59Q1% -24~7:% 10'0613 o 5~6~

10 "1
9,,8% £i~$).trJ c

'0

10~
1 {)Oo0!1';

,

13
12..1%

3(l ,~) 42
'31:4' 41.81

a6r92G
225,2:12

19,,924

205 ..!3?!4

/)

CU$~~~S DI\'ESTEO
- light. duty lines

!j

D

'_F-I-~-'--2-0 fca;:"'~e--s-t-~-}d-'!l-"""'.))-......,.:....P-R-O~-I.....~~-~::-~-••~-RU-C-<'l'-·uru:;--••·-.·-AN-D--C-O-·frlP--AR.....I-S-O-N---B-EF-O-M....- .....ANti---AF.....-T-lm-·-nE~.....S....'.!'a-.:-U....~-.. -. --, "'"11

CUS't-OMEas RE'r~tNF:Q
... heavy Quty "lin.~$'

\\

i" 1 :36,81)2
~h0442,094
:ih77S

....(2\,,190)

'147,$.2i

121., 1€)~
7,180
1,920
2,62G

. (1¢8HH

131q61e

74,201$
30$1%

/~"<\
1'1,,.da ~"
7,~54411$$4
2qJil04
1~'36
1,416'0
4,SlS8

»
U,Sl(2)

09u388)
I)

CpS'l! OF SALES ltat\l' mattadals
Distribution
,Pot'l'Elt' and t'1atl;)r
S$ttiem~nt d!SCQun.t.
t1aste .rec:ovedes

2tii,5:t«i
11.,502
501'$56
l/1~2()

'"1i$1 0
~'q30~
~p29a

i,o~4

.

19606
41/1248
1,.1@2
1 ~O'iG
(26)
SJiea

1,,3410

15,590

638
2,240

100
516

CON!J:iRlal1rlON
'\) ttl sale$

Saladas an~ ~ages"t·1aintenan~.' ,
PapreciatiQn
Rent antic p:ro~rt:lf
:r.nsuranct$ ,
~~~ct.o~yhandling
Other factory costs

\

;SELLING AOfillN l~ternal distdbutio~
selling :"
Finanoe!AC4!lin
Cent.ral ehal:'ges

OPERA1'INC l?nO~I'1'

v
\
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Th~ strlS>tegy gel~ct~d f9:E>
li(eS/flliOm th.e 1(:nudneas ~

\~-:-,il

a l!.'$;l!).lting, evaluation and selection pl'ocedtirejlli1~$l not !.,~ond~etl!d~
(I . " .' "

HOllever. the purpose in the "bl.u:l!getlfexercise ,~'nisnot t9 ,(9x.a.hline the~ . .. . (, ." - \.':,':;';
,-I',

levere,ge effect of. diacret..ioDal'Y .expend:ihlr~ but to ~eterm:h1l.e Viae

the budget. WaS to ~icll\del~!ht.~)!t.,
Decision pa.C1lta:gE?;1Bo were. ,not emplo;y~d' talnd

o

minimum resource necessarr t: 8$11 and manufacture heav~~,~~uty

liklee~ A better term for the exercise would~be .~ sc,ratch
,= \P

budget. U:hrtory and the exieting budget were ~.gnor,~d when;
-('

'!

e:lltcrciae i'laS that the f'arecasted profit fo~ the, year of"
~:(

R2,170 ~!O.OOt or 1»0% of sales; ~J'&s budget.ed to increase to

:R17,.176»OOO or 8».6% of sales.

,_,

The case study e~!:emicll1e$the budge't p,rQce~s ~ll'hd 'the outCQlllce of, the
Q

resu.lts. The. cost drivet>f:lb~bind the hea.vy duty .lines and light.
j/==\'"QUi(; ),'\tne$ are th.en disoussed ,,!~dthen the c~fle stud;r is e,;:amined

to'\~et~rmi:ne if ZBa And ABC"a.re both val Ld tecbniqU~ts in

Btu:lget'Rrocess and summar:v.:of results. '\\
)

~)

HCOt1 the budget 'VIas prepared,~

(I
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workad closelY tdtt~the )isn~gi:n~ Di!C'lSctor, Depu:t.-y ~~ans;gin&t

Dil'ectol"p Financial Dil'Gcto'l!:', Sales Dite.ct.or and various \1l,ne
""··Ci /,:..,

l;

mm$Jne.gersand st.aff to 'at)stract detailed data. Revenues ana cost$

~l1erebuilt' up .lZ'.tll set out below e

o

(i) Tonnages and sales

The atart.inVpoi1!1tC;itl. the toudget was to establish t.onnages soltri1"t
T~e clOmpany had for~lba~fteltl sa·les to the end of 1990 and the tons

sold f9r he&vy duty lines W(Hre e:l~tl"acte~ fl'om this, fotec&tilt e.rmd

~sed as t.he sales for tbe bl1Uldget" The avera.ge sell.ing price per"

t.on 'ill'as~pplied. to tons. soldl.g custolliler by customer, :(.0 arriVe at
r>

(il) Me.terial costs

Ve1d.Ou.sqombinatio:ns o·f boa.i·q:i:and liners are used tQ lfil.ilkea 1l»@:lt •

.Baard is standard. Li~er~\\a1t"~tJUade up of virgin kraft pp,per of'

,
( iii )"Ot.hal". cost of s~les !f1.tpenses

Dist.ribution costs mnd set.tl.¢Elel1t u;ll.isco1lJJ.ntsW<;1Il"1$-cea:lc1lJJ.lated for

each ('':l.ltstomer to a:tr.ll.ve $.t a total cost. Th.e COf$t cf el~;lctricitY"

waS de'termlued fl.'om m$chin~~ utilised t\l) prOCItHllS t.he· bud~~et~d

tOIillS.

(iv) Factor?! l~b()u~

... 719 ...



The m~chine l'o~~in~ ...$!.n.cl,j ldA~lng was det,sSl:m.ine.a £01' <#~ch

customer. The nO'q:!l;'s derived i'''1'om this exercig,e weN' S\Uliun~ri$e.d.

producti.on !man.ager WaS satisfied that manning requirementlSl
0\

.arising fr<I1Jlthe $o)1.'a1:>chicfUdget. ~el'e ll:"ea.).istic and that a. $~~plus

"":pool was not :neceS''§~~ry to COVer pe~I.ts S!.ndvalleys in QGlcl'mill1le
II

utilisation.

('II') }!lain:l:.ellHO,l,nce·· and depreciation

The machine routing eXEn:'cise esta1bli~he'd which machines were

needed.. Haintcenamce··was determined for each m..aclline employed on, . \'

\I

the basis ot utfilisation and PKG's depreciation policy waa

appJ\<ied to the 1R8.chine!sin \-aeat~'~'" ····ot~ermachines mothballed by tha
d k .

budget were assuwedto attr~·t. no depreciationp

(vi) Insurance

If

(vii) Factol·Y. handling

expenses are budget.ed in the light of" handli.ng m.ateria.l

distribution for heavY' duty lines only .e

(viii) other factor cos 19,. internal
1/ r'

dist.;ibution. sell!tng_.and finanC4\)
;..,.,.,~ ..... ""'

....$0 -



Tb.~) a.mQunt is ba.sed on a. revised d;P~c~iivefrom PKG' s holdi~1
-".e (.i

Fie!'''''' 30 $.,t" \1: th'" r"sI11t~ o( PKO's scratch bwig"t $>In this

'is compared to t~ 1990 forecast.. The d.ifferences in sales value'
v,j~

.:1 () ?~t".J

and in ~aGh cost centre is included. A mQre detailed build up to
[Ithe costs in Figure 2() is in.cluded under App~)l'l\di~Jl)~

;1

WOAlErtage and tbe 'exclusion of light duty lines fr(1i,o,rithe
>,;~

manuf.\'n.ctu.ring pr~il:\9s$. The differences were diSc~~$ed with the

deputy l-iD and the ifollowinilE arEHil.S of ~\7elSte weI~e i (t~ntifiEid:
I ~,\ .

(i) CostiO~ jii_ales

'Part. of thea ;budget tlntercise was to otfell." t.he .light duty lin.es to

aSSloc·iate c.ompanis$ of PKG and fqr this l'eeson the cost of sa.les

- $1 -



<\
Detailed costing of light duty lin~s

205t$24

19~3SS
1~111618
1211176

to associated c.ompanies
143,1S4
247g528

3.734

(ii) Factory labo~r

tons in 1990." Factory lablOur Was not retrel1l1cll1ed.
vThe deputy J(4lDl

"estimated that 159 labcm.rers ~J(9re ,~iCtesS to lkal1l1ufacturing, 0,
requirements. 'l"h~reflOli:"e the number of Imhourel"s Il;'equired foll."

ligh.t duty lines are ealoutle-ted lllYdeducting budgeted labou~ an<§':;)
,. '/ , /; '\

excesS Ie-hlOur/frlOm th~lforecast :rot' 1990". .' 1/ ~ \'

t)

(7

(iii) Maintenance
~.

PKG had subcontracted maintenance to a third part.y and have no..§>''''=

is esrt$l.blj.shed by deducting budgeted maintenenCe $nd eXCelBH£l
n

maintenance from the forecast of lZlaint.enance flO!.?19900

(iv) Factory handlin~
The forecast fcii 1990 includes a pallet ",lrite .off of R4449000

eliminated.

(/
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~;

e;l!~penses are? labour lrli!llated &:\ndthe tot.al of these are

apPo17,t.iened t,o ex,~esa la.i'-(lrltli.· in order ,t.o .rA.lr.rive .~t a ClOst for

waste.

Otiher factolt'y'expenses ~ere examined line by line and()ast!)lgcl!.,

ttib,ere applicable, was identified.

The eost "of factory lha~~ling and otber fact.or;, cost!i.l':for light>

d:uty lin.es t4e.s arrived at. by deducting budget./,costs and'w$$te

Discussicm

:Figure 20 is resUlMla®.rised in. lFigul't'a21.~ ~\

sep&E"$l.te category" The budgets for rent

insuE"f,\lnceo are net. rela:ted to the strategy

8lnd,proP!S}:t.'Y Glhd fol!;"
if'

o,f. divesti.:ng lit:l\h:t d:u;ty
i \ft;)cecast and heavy du.ty

lines te light duty coats will DS a distortion.. Thee,.b1i;tve

The budget hti".sidentifie~,'\that light duty preducts are
;,- :

- . ~
PltG did not believe th.at. labour ceuld be engineered dOW1l11i'arcis, or

that mechin~8 drivins Hlls,intenance, dep1l:"eci$tielll and oth~E" factory« . ~
costs could ..be reduced or that selling !~,tpenses could be

\. . >-·":-1';

reduced ~ Uowever wasta.ge can be managed dO'lllinl:'lards.
,\ i\
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o
" . ~I

Th~ "budg<;:r~ has icl(01llthtiti'ettli t;t1C

li'e./isedElt:tategy~ pX'cfita can

(1

-:::...'.

t;'2.2

o

tbe e.ctivities cf PKG'a v8l.lue chain. mnd f'l'QI!'t 'hhis the :'eQst.in~ of

heavy;, duty and light duty lines cn the b~~dP\l lOf, t.f~ns$ctiQn,f,lt

C)" ~$nelt"ated by the t\)'lC p'.lC'cduct ~rOu~&':l.i! &\f5 $n 12.1tew!Il\aiive c(ii:?ts o

"iI3l.<2:emedto be f;l;sao~~d.~ted~:ith factory." labour ~ machine armd ll."Gl:Il'ted ~

allld sel1in~ Iari1:lgrouped IIlnd summarised unciel" Fi1S5Ul'(9.,22. 'these
\;,:~.;:::;::-.-O:.:.:,\}

m~tte up 70% ('of the total costs of the b1.U!~et f()ll:' P~G. The' 1Ullnlit

costs fo1L"each of these t':lxpense groups, Oil' ~ctivii'ie~,are
calculated for ~e~wY' duty and light.' duty lines ~ ltaa.'U:1oUlr 'cests" are

divided by perS()llluE!l» lffiij,achinecosts 1'01 .m,<e:hhles, and s(!lllin~ c~sta
o i' ,:7> ., Ii

by cust()mer~".y,~~?feach I!.\~e§l-.the unit. Cr,;is't tor ,l~fillh\t d~'ty lines 'Ji,fr! '~~

l eas than for ..(e"VY' 'dut r u~.."'.tb<lsf ""P<>"$"~ a.... the.." li)i"id.,d, .

by :the ~umbel!:'of tClllll.S. I.n each a:r:ea the R/ton cost fOlIC' U,tdat
ii ..-.«:::'r'

,di" ..
duty linea far e:;tce~ thl.!>Jt" fer heavy duty lineso o I,

CI\\ • 'i" .It ilS assumed thp,,," the hiSh frequently of cbop atiu!' ¢~,a1fu~e in

menufact~'re, the m.Ol/?e cO!nple'" QPelrl!l.ticn ~n.d the l1iiR(';)w C:Ul!?ri;;omel?!'

baS!9 "foX' li'ght dutY' lineSlp e.a eomJ?$red to he~:v,. duty linelSl, hlIj,'1!<Sl
,',

sewved to create $ higher level of tws,lllsacti<l,JI).;:B tal.nd dll.·a.~'1,(j'fl!? en
"

resouwceSl folt" li~bt d~ty lines.
(;j
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Discussion of speei~~costs and possible C02!-

driv.ers /I \\,

to light duty lines t\p.dbow the~ drive costs are e~:andn\ll)dbelowo
The disICulSl1lli(mis be..sed on :Fi[(ult"e 22 whieb.ofltrQups PKG~B costs

(i) Labour

lines duty to light d'Ut,y
'"

Tons

t~~OUlt"ers

79.924-

656

6~90a

160
TQn$l/tabourers 122 1\ 43 2 u8

f
/;I
f

Labqlllllrers achieve 2 J 8 times mor~ throtlll!h put for '\fle~,v7.duty l1JiilsS

than for light duty linesp Set up times take up 30'-1;to 40% fot'
anyone Pl"OQUctiQI1'rUn as all boxes $l.reprb'llted and the set up

time foX" p~inting is e tengthy prOce15B. It is evidElint E'lt"o!n

Figure 19 that. produc!.t!on runs for lisht duty lines are a."aller

Other Factory costs, which mre grouped '!IJ1ith. 11Sl.'bour .:i~nelud.~
·;-1expenses such a.s' first aid and c1lll.nteent,hat $re Pti;!QiP).<e driven and'

tnell"efore are a.ppolt"tiolnG!ld.~o products IOmlthe basis c~t 'the people
JIthey ~ploy,
~

ligbt dut.y U.n,es an. ABC exel!;"cisE;.! '61ould have at'rived at-I a sia:ailar



(ti) ~~hi'neo related co~ts

Hetavy.dut.y

lines

~atiQ Qf "nQVY
,d:utyto ligh~ dutJe

Light duty

Tons
96 48

144832

The production process is mo~e complex for ligbt duty lines than

for heavy duty lines g particularly 'I'lith resptect to the printi14S

operation~ Theref.or~ each box gges threugh more processes and
1( " 1,1

""'''hines for light d"W lin"" (ha" tor ht~ duty lin~~. EVen

though the machines are smallel" qll1\dle$ls e:lcP!&lnsiveto maintain

the number X"eqllliwed loll." the light dutY' process gell1l.e1"ates~a
gll."e(:3l.:terllVtoh cost than that fore h1!!l3.VY dutY' ·lines ..

'J:.Jainten!S!.n(}eand d.epreciation are costs incurred directlw by

machines $l.nd therefore no $l:Location ~~.tc':hod .is required~

Included in fectory handling is the cost Qf maintaining and

act.ivit.y is not. exclusively dete1i."'l:lli.nedby tonnages $S ~atelC'i~l$
1/

are delivell:'ed frem ~EM'hine to machine dUlling the productit:l>n.

process. Therefoll:'e the :number of machines will !m.laOldet<3X'rltine

is tQ t'(eight 50% ()f the use ()f this ll:'(!\SQ1!lrce t.o ton.a and 50%, to

~ach.ines ~ The ~iJ,llocation between heavy dut1 lines Iill,ndlight duty



j!
II

linea
Tons 79.924-

92~

48

34%~ split
50% 'W;{eisbtin~

,~'a11'I(::at10n for AlBC

111.
21%

The wages and a~la1"ies paid. to persons Ell!mlployed in ma.illtaining a

Job routing and. 't-3orksorder $y~rtem lili:lalte up th@ cost. centre of

an. (I)'ver simplifioation~ Jo.h rUlllfl ~re longer, and ll.re rout.sd

t.hr«;JI\;lgh iEet4er machine$. for heavy duty lines than for lil\iiht <dhllrty

lines and therefore require laue administ.rati<m$ plliim.ning and

details the number ~f ~aohines employed for hea~y duty lines and

fer light duty lines is con.sidereHcl to b~ S'J, !!lorEl reali.$tic O:013t

driver than the number of' tons. JE:acbWi!liJ'.chineloading generatelS
adiministl"ation ,,(1'01"ltand therefore '&'1111be a trs.nsaction(J tb$t

Ass\uning that 'VJ&steli1as identified then th.e cost of machine

related eltpenses for light dut.y lines i$11 established below usin~

machines as fA eost driv~r. These costsg'lre compared toOthe

b\lldget~



Total cost
Duty

IT,,i~ht

Duty
Budget.:folr'
Light dut.y

Machines
Directly cos~ed

iOO%
144

79%
98

21%
. 48

9,244 t:

5,340
1.990
19102

1,990
1,102

Allocated on machines and tons

1,938

Internal nistr. 706

4..n204 49208

T!'h1Zl ct;)stfor ~i'llSJ.chineclriven~' by Sl.llocatioltll for lis;ht du1';,1lines
ik 'Z1:i.thin1%of coste. derived biTthe budget. This small

difference is ascl"ibable to the high propo:rtion of direct

alloca;tions(,:;hd co~pensating differe.ll1lces in factory hs!'1'lM.t1i1tiJ.~.and

intertaal distributicm. It is aaaumed that an ABC Analysis vfC,'Il!ltdl

have lllI.rl"ived$:t B. cost aU.ocetion Similar to that i&l.rli:'ivedat Jby

the budget with respect to the above elt.penS\GIsgrouli~lIed as ma.chi~,e

driven, providing waste "'las iden:~itied"

(iii)Selling expense.
<;'\

If th.e ClOst drivell' tOl:' selling G:~pe:nse$ ia the nWilb~rl!)f
I

customers th.en e~pen$es liTCHlIld be' $llocated as .set out, belo't19

if

\\\
....·90 ...



Sellin~ costs

R'OOO

per budglSt
At# 000

11)108
.~.

198

.300

,2s 24,q

52024-
"

'J

t.he rem.~ining eustOw.ers UlO'lt'e.intensivelY and tha.t" is l'J'by the

Sjtpense level di~ not decrease' pl'oportionatelr to' th.e IDl.Uillbell.·of

cu.stomers. II'
if

p,
than customers purchasing EuiuAll qu~tities. If it is assumed

II
Ii

that salesmen 0&11 on eusto~:\,~rs tWc:ll times a month for customers
purchasing heavy duty an4 O)rleo a month for customers purchas.lin~

lisht duty lines then the $bove allocation is recalculated as

N'()OO
jp<i:)l' \?udgget

a'ooo
Heavy duty 204- 2?549 2:1 "I$$l-

Light duty 198 ].415 2!240
40.2 5.024 .5 s,C)24

91 -



In eit.lilelrcj'.naalysis, i~e. "~lloe~ting by c"UlSt.(lme~s ¢:'Jl' b"Ucl$tet.,1 it
"')\

is evident that tb('l loJide <cuat4.'l>l\llerbQS~"i;i$ dl"L'iving all!.
(" (

j {~::' \

disPl't"oportionat~<::tevel of..,s~U ..ip.g expenses for ,light d"Ut~V'lines
~;

Ii.

5...2.2 •.3

tihilat tr~nsactiQns hlAve not been ext:rt'~:cted amd $ltl:a.lys~d th~jj_"~'ji,lS
) ... " ..

SilAfficient evidence in pa:rt'a~rall?h 1).2.2.2) above ,to demonsrtrate

that enAllIC analysis would have arrived at a sim.ilSl.r result. to
(I

.the bu.dg~;t providing tbat majol' ~1l"astage in l~bour and maintenance

were identified and exc-.luded frpm the analYsis. Arm.altHsol"ption
(\,

( , (1

) analysis of PItG's l"N~Vell1iUes and costs is reflected in Figull."1':l23 as

am a.lterrtA$).tive !ilIsthod in determinin&1leosttl for the t.~o pl"od1lJ1cct

lin~H36 Light duty linr;a ~re alao idGnt.ified as making .®, loss illl
/1/

tliis $l;n~lysim.. The high level.of labour. for li1~Ft dutl1'lillles
identifies ''iit $$ being :un.vi:e.blewith existing sellillllgpricea.

o

(1

This is a

l?l'olt,~t of R2.,170, 000."
''\\

that l~S1Se€l s,rs
.~

11



SALES
<:OS'.f Oli' st:-;""~
COt~IBU'l'IOia
u ~ COnb:e /sa1.~$
EXPENSES

l/'AC'l"O:rut L~tm
smUn:.us LABOUR
OTBEa FA~at COSTS
INTERNAL DISTRIE~tON
S.lUaES EXPENSES
ADMXN AND Q'l'!!ERS

OPERATING PROF'+~"
!ij t.0 SOllee

COl-iPAREtI TO SC:RA'l'CH BUDGWl.'
sa to SIll.en

O:tFlE'ERENCE% to $alel"J

SALns
PROFIT PER SCM.Tc:m lStroGE"Ji:"
i12\STE ANO OTEERS

rowlSED PROl?IT
\'s toO S<lIles

cot-U?MtEO TO SCRATCH.•BUDGET
% to Sal<;ls

!)lFlE'ImENOlS
% to S~:l.es

225q~12 205,324 19, 3ae
147g528 134q$28 12g700
71(16U4 1(f;'99G Gu6SS
34.$%.,. 34.S~' 34 oS;_!;

75,51 -'1 (;401 65 11,349
. 20/t993 17,436 3l,S55

3$533 .2.,935 598
« 31 ,568 26,222 5,346

2,120 1,160 l6G
5u024 ~tS91 4330

12,~76 11,dl1!} 1q051
-:

---"""--...., _"., ...,;.;ClIIIo __ .... --- ......--
(~;'

2,170 ($,831 (4,661. )
100% l3.3~ -24.0%

2,170 ,\
( 4lt lOS)..{7,77G

1.0% S.G!lJ ~21 .2%
10,945 556

U0
0.0% -5..3% ...2.91(j

I)

!;
Spread on £actoey labo~
0IiIlr .... _ ""'6'·~------- ---
..l_ ... _ 03 __ ... _ _ __

~~:~~~...~t~e~~~

(100611,)
-447%

(100611)
4..1%

(890)
·...O~t$%

TOTAl',;
FORECAST
1990

7,266
3.5%

11rn«
8.,6.%

HEAVY
DUTY

SCRATCa BUlh
1990

'~t611
(11,501)

17,116
(1O~510) ....

(4,,105)
(99'1 )

a, 110
1.0%

2,,170
"Ioolil

c
0..0%

ii) 10,510
5.1li!

t'i1AS~
ELI!,:lXN.IlTBD

~a90)
.,.@".rlt}

(S90)
0..4%



l.t is eonsid~rE;;d 'tb~i:'. an.AiSc e:Ke.w(lis~ would have i.dentified. light

~u·ty. proch.llct$ as ull1profi table" l.l!Jr' Figure 24 waste Jand (lJthers

from Figure 21 are proJrated') to heavy and light d,1Ul'ty" liii'll.~si OJllithe

hasia of sales tc ~l"l'ive at is. profit" split whicb<:i.ncludll':H$ waste

('~osted inf!~ the t.wo 'pX"oduc~s e F(llX"discussion pUll."PQisesonly the

results ar~ used as a substitute i,fqr an ABCanalysis a.

It, i's apwarel'11t. that the costin~ at l¥'a.stag~ across both heavy dutY'

and light duty lines is a weakness in·ABt'lnl:etbodology. Tbe
c~ ..• .... .•

\t
diff'erence:sp bratl:1een the budg<at and analysis on Figure 24 l.u...~

Difference in ll?rofi~

ABC

Light. duty lines

10dH.O

991
(10~611)

Heavy duty lines

Waste

,I
,I
'I

Eith,,=X"under ABC anfllYsis or by ~ more detaill?d cost 411ocation.
process light d~\t'Y l.ll.Jllies ~ppear to be u:nvia.ble and without

'\\\"
increa.ses of up t~,,\.?6% on selling prices they will llllot

, q

b~eakeven. Heavy duty lines reflect &. profit of 3 9 5~ (~o s:e.l.es

..undez- J\.BC """,lysis ."d 8,6%'trQM the budget """"cine. ~_".
are sens! tive to pi/ice.$! ~a t.he vol1lllmeoff takes are large for any

selling pl'ice elastic::dty tor halavy duty lines over the ABC

- 94 - G.?

/)



!)

!
6l.111al.,sis $il\d t.~is .cQuld mlii$ke the difference. ill! @bt.li';"l.i~!lllg@I'

. ('l

.'

give rX~(iJ en OPPol.'t.tanity to (;ompei:.e by further l"ed\uc(l!l!g.!\lellillli~t,,,,,,

R5 D 791, 004.) o~,\55" of the tot.al ll1aste eQuId b~ eliminat.ed from

the ABC ~nal;~i8"reduein~ t.he distortlon etl~'ct",)in\tsP1!."e~di:n~
\

t-laste over products. In th.is r.e,.sp$ct,·ABo\ ..Si-.toul~ he-,ve euilel1.'ded a's a
. . . t,.'· '_;.... C:ll .

s.u.pe~io;~I,met.Rll.Qdol0gyL~o absorpt.ion cQating in al.locat.i:n!l ~~$t$l tQ'\ ',' (,

\
JL ,,'5 ~\

l,n,. thi~ ease s1;.u.!Cl'1Z1al£thas ident.ified ngnifiGant. arl!:U~1S of'tqas'te
~)

"U.lh ?:",r~tut"s .. proble .. of J~"..te ...... 8"1tu<lethan ''u,,, 1""""8
incurred ,~,!IY' light, d;uty liRle~h Fd}: t.hi$ l"e8J.SOil, ZSB is of greater.. r (,'1 f~: '

bene:f! t t.o PICa than the em.ployment of AlBC. Fur,.theJriI,I, altell."IIMttive
(0-, ~

(I

coat al1ocatiQ.n/~ethod$ ('i~ctudiflhg direct a.l1")cs,tiot1ls)Will
!i

identify li~~)t dut~ lines 1l.!l:3 m~.R:d.nglosses.. The incidence qtlli[,
, 0

(;'

product.$.

/~ h

hi~h. v£l.l"!Jt~.Jo.f e~ceSEl t'laste ®.t PX{G)las l~a tel z~a being ,of' greater
c\

cu<snefit in cost cort.rol thalIll. ABC.
I;!

It -0

1\
\I

"v

o
o
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I,

If

COMPARISON OW CAJt~~T1t1DIES $ COt<lPARISON OF CASltU_;STYDIE$-l'P 'jtrutlliL

SUR~Y OF LITERATY~~ a AND CONC~1jSIONS "
. 1 It ~ , ~

o , ,I .' .. _ __ _.
6.1 RestWfb~~ent Otji ob;yeCt",1Vte:!3

ii
/IIi
1~
I'

Army ent~X'pl'dS<5l. wi \lH ~1'ish t.o sp~nd mO!ney p1l."odtnctivel~ {;)'!nd the
H
Ii •

purpOSe of this rap,prt h$.s b!i$en to,_.shot']th@.t ZJ8B~ll1Icl ICftllst dt(.'iver

&llhal',Wsisp or AlSOp ~~e beth cost control t.echilliques that calm be
!I o

employed to TJillsximi~~ outputs for ce$t lnputs. Thea theorit9i'il
ji
H

underlying ZBB and I~BC ~~ere e:.l~aaill1ledi~ thf'1l.reviCll't"l qJirt

()

litel"~tuI'e. Z19B ari.d ABC ~zy'elL'e&p:plilllidto ~ greate1& lOr lesser

e::lttent im th~ tt-IO dlase studielEl.
1,

li
II

The l!:'t1.7sultsof the !6$l.sestudieS &1"9 firli!ltdisous~ecl and then
i'

\:\

ZBlB focused on. the f'inf.l.neial dep/i.;\l!.'tmentol1.'a division!) aellin~
.' .'.' () .'

Uni:!!: emd )pes p of a llil.ll"Ele COliiiilll.:lItJlterOOE2lp~ny~ The diVision opell."qi).iiGP

with ei.nimul;a\ reSQulrC~h ThIS ZJSlBthersfore did not idemtif'y

1Ull!'AneCeSstAlry J?cereons qw fa.eiU:ties t~ithin the fbtalllCit!31 divi$liol11l~

It dido }aQt;TQVerp juatffi.fy the em;;lple>ymen1'cof 6 lbullJinel3s contro.11eli"

her E!lillploYlne:nt. As :mJl\\eis ~ eandidat.e l;rhom th~ l)'II()ldin~ eompan)'
~~', .r ;({'

wishes to make rtedund~\t'iti:i';;/ZWlS has assisted in plt'eventin$ the
o



ABCu on t-he otbe:w. belTIl.dp clearly \deEaonstrated tl'l,e pi."obl<i,\lJi1l~in

ceIling PCs from & strategic point 1Of' v:ie~f end Ilhighli~htecl the c.

the PC line9

o
G

Z13lBin promoting cost clOnt:rQl.~;asall e't1I>ellldit1U~~ for pes is

quest;i.lOnable as the reVe~ue geners;ted by POs pJl."pvicdles Qlf)\

inadequate ret'lJlrn~ tV'h.ilst ZBlB,as been demonstratedc,ms IZl.ble

identify eJtpe1fUaeS for 1UniJt 1011.l1'jl OR" PC~ onlyu it cdloeSlnot

consider overall product lorofit/~bilit7 tfhereas .~lBC<lIoe,S!0

"

of ~JL"'elZl.teli."va.l\ll1O tb$n ZlBlBin this base st't,dy.
!/.

B~3 OAse stud, 2

'<)

ZlEllBbuilt up all 19:1tpenseBlfrom. aeretcb, irm the li,f$nt cf Q spe«;ii"ic

stlrategy to manufacture end sell thf!) ,heavy cll.'~atylines of. a l

pael-teging company and to divest. li~ht dutY' lines. Thli!!l bUdget WQS

ntOt. a bottom up proe~ms, delbi,sion \~~e~tages 't1ere lmot ew~ployed al'l1l.d
'\1 ':3
Ii ' 'c'

a, rsnlting procedure 'WSl.S not used 11.0 cOll1sider options in il."eSourceu

elilllplorment. lBut then the ZBB tol;$'S an e~7re;TI.sa to determine the

minimum. resource required to support Sl. revised produetg seles .$);ua



,. .:\\
disclL"etion~!"~ ~JtP~ndit\Uli~e.

() "aigniiic~ll'!t wast$~e.

o
This e:;;{@reise identified a~e$S of'l

Rl(()~~1$11~000 ~~hich i.s f:bre times 1I\l,r;;J o\ltcb $\~ tJfue ~,p'WlOfit @f

R2 ,110,000. $cJfu.ievcd by the eOlil1lpanl1. The ZBlB1) °101"$lC1"$tc}1ibucll~®t,
(J

elso identified li~ht duty lines .aa being ullllplC'ofitsble"

I)

In ..this c$,$e st;ud1 ABC i:s an allocation method tha.t ~~"'a not

i!pl"()vide any'si',gnificant benefit to PKG over thQt emplc,-eidl. bY'

other cOI3~ing methods. ZBBt 01' e OGitttclll. budg®t~ 1h\~sidentifi.ed

aress of el\:' . iive ~1l!ll,sta"e» s(J>m.eof 'tfhiclhl ~to\Ulld likel-v have
'd .... '11. '.4. 11 t.' t'll. ..l\eScal?~ 'nOIj;iJ.ce l.n COSh.. P.> .oca JI.on me .l1~O'IJLr;;l0

Becaltllse 1;1ast.Sl.I$$ is lijrM~l,telrial$I and becs:use ,\(,l.lte~natbre costing

methods 'V'7Ialr'eable to identify ligh,t dut.y l.ines es tnf.4king losseS]9

~,

p:rofit~b:Uity t#"Ulll'!AlBC.,

o ~::

6.4- COi'd)QEl.ll:"ison of Case S4:.11d!X1 to O/il!.lS~ !1d;'Il1~lL:1l

I'.

l\

!)



In ca.se study 1 the dep~lf."tn1ent a;;,tSlE1incaddid net. eE1ploy

unnecessary 1"<eS.:llurceand t.berefoX'tl!1 little benefit c.ould be

obtsdned fro)!2 the emplQyment of ZlBB.. 'tlhereas in. eel-sa st.udy 2 £l.-

c~se study 1 .it took ABC to demlOnstra:te that, PCs 'Were unviable

$nd t.h.a,1t. a. stX'at(;l~ijt needed t.1O be P1!,Utinto pl~;..ee to flll~ke t.be lim\.':

econolini(~" Nei the!!.' mar~inlEJ.l costin~ or absorl?tion cost.in~ al"l"ived

at this conclusion. tqberee.s in case study 2 a1:u!\oX'ption!\rosting

~i'as&s effective as ABC in identifyin~ tlle u'il1viabilit,. .qf' ligh,t
()

6.5 Genera.l" conclusion frem the ~.as~ stud:b;:e,;l.
:·f ~--
Ii

jC

The casle ,studies lead to the cone.lusion tl1lat the value 6f ZB'B a.nd

AlSC are d~pe)!ldenton the CQst st·)I."'uctu.re of Sl, e0nlps.ny. Where

,.
or non value adding (Slxp~ndit,-,,"re$ is exc~ss,~ve the vli&lue of ZBB

increasez. WherlSlrevenu19$ cost and Vol!llllil1a relationships at'e ii
"

obyious tlle v~lue of ABC decl1.'Elaees bq,t iwhere c~~t

interrelationships a:ire .comple't, and noi~ epparent through simple

\\

I:;;

(; (\

6.6
:~,

QpmparjLSon bf ct>nclusion arrivtCld :at :from the case studies
\\

wit.h those arrived t:i.t in the survey of'c'literlS1.tul;:?'t.lJ ..

))

... 99 -
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(\ 6.601

, 0
i

From the slii'-vey of IjLt:~l'at.urQ it "'1$.~ concluded that thG!m~1,il!Jl
()

PU1'POSEl of ZBB is to &$a~st an oX'ge.niaation in maximisin.g

ben.efits for (liecret:h)lnlary Gxpen.diture $:tid i~at Z:BlSI·is supe:wioll."

to traditional budge1~ing in

scope for. ClOst redue1~ion. in

achieving ~bis end. Thsll."~

cle'~'- \d;y 1 and therefore
,.\\ .

"17a13 littilE!
othe use cf

ZBB~wae limited" Ho~,ever the $iecision pa.cf~a.ge for emplold ..n~ a

bu.sines$ ..control1~1r highlighted the net income S'ener&ted by the"
,)

activity. This acti'\rit.y could 'have \been arbitt'arily discontilnllled.

unde,r .a. tlt'a&itional budget. Excess ~'1a-ste was i«1entified by ZlSIB

<I
fQr the yealt'. t1aS niilllilax' t.O a traditiona.l budr;gat a.nd this failed!

ZBB ident.ified both $)I:'e$S of 'i\Yaat~$lmd oPP_Ol"tun:it'ties for Plt'oii t-

in the ca.se studi.es, thali t:1()uld not he.;V'~been identified by

tl"adit;i,oU9;l bJad~$tin.g.. Tbe case !Studies therefore eOf.!.:fi1-m the

OOlmc'iusi.ll)llA cf the li.tere\t-y srurve'$' that ZBBis a. viable technique

to maximise outputs fer ClOst inputlB. o

usefulness folt' Z~f! but ~l.,~,l"iveda.t a sellAte;tL"lallCo)I1¢:\luaiol'l £01' ZBB
II -

t~he.;reas the case ,SAudies hiShli~hted that tb~ applicab'ility °0£ "

ZBB de:l;Hends en the eb.·cum.s·t.1lnees pert$'inirnti to a compa.n'1.



)'

is t.o segment. ~ c()mpany"by product 11 C?.ll!:!rtomer 01" market· wi th $l.

vie~j' ,to iso18£tin.g areas of favourable O:tr;' poor profitability~

This strategic information will enableiw. ccmpeny»s management. tq)
enhence profj,tability. The literature affirmed' that AJSe is Q

sll.l1J!1leriok'm~thod in tl"a.cin.g costs back to the 8©lUlrce that drive

CCl!l~palnyinfluence th.e usefulness of AlBO.. The tJrAE:!~edeveloPed in
.'

the numbel;" of pl:·oduct.s WlanufactUlr'ed alThO.,)lOld have alsOl inCreaf!M~d

in .many !CoJtcrlpanies. Simplistic c(!Iet Sl.lloc~t.ion methods, s\Ulchas

DlI'Argin.ala,j1d abSolr'li1)'(tion costing, ade~lU$tely serve a c.ompan:y~j'ith

10't1 overheuds mud a sinel1 range. of proca-ucts ''but are in~M:lle(~:~ll8!.te

for tk:,f,~more complex ,cost sti-u~tll.l1r$s of modern business. ABC"<'las \"
\

<e>.::an!ined and fOl.tn,d to be an appropriate ~nd eifectiYel cost.,

alllA :.:ati<»ll). technique for these compltex 'cost struct.ures"
! ;

/

/

"usin~ absorption coating. AlSO how~vel!' id~ntified that JS!C~ l"3ere'

th.e predolililfunnt. cost driver of th.i~ depa:tl.'t~eri't despite tbe fact.

POs than for Unix. AlSOalso
\

identified th';kt the co~t· of holdin~ stock 't1as al~\ost entirel,'
n \

attributable to .tne PO range. Thus POa 't'7ercai~el1!l.tl\fied am an

'1(I
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\,Therefore case study 1 supports the findin~g. of th.e literary
survey t.o the effect. Uu?t.~:aCis a valuable etr£ll,t.egic. tool a.nd

mere berl~ficis..lthan simple coat allocation. technique$!..~

In case iiltudy.2 it w.as demenstrated that absorption costing lfas
CJ

as effective in identifying light duty lines as rnaking losses as
that identified by using ABC (lOr the surrogate in place ef ABC).
Bec~l~et.~e tt40 produ.ct lines 8l.rediscreet in P!{G, and 'becaUf3e

~many C(IIst.$ can be directly &llocat.ed, t.h...-: cost structure could. be
considelC'ed Bimplistic~ Theretorec.ABC is !mot necessary as $l.

technique to il.llocate COI:ftS'O Absorption costing is lSufficientQ

"
o ,"Ii (j

The general eonclu'!.lion. drawn from the case studie~ is that the

th\:revenue/cest
1·.
"<~

'~~,

::»

r:

Stl'UlctUll."ei(l)f a.

.." lOla -



literature II is not .negated by case. study 1. It iiE! simply not.

stl!."iI)n~11SUppblt'teo'l. Case study 2 identified area.s of w~ste \Ui?il!ll~

ZEn and supports t.he 1i terary SUl'vtal';r ~l}'hich snol.rs ZBBa.s a

superior cost .control ·tecnniq111J,teover nOl"m~lbudgeting.
r.~~;

dbe".sed in P""''' 6.&.1 tb" "as" "t1101i e" ""pp"",t tMAs

are Sluitablia as decision m.o~lillle tor sba.ple cost ·structut'<9Sl.
(

.\

In gumma,r)" tbl!:l tindi:rll~s and conclusions from the case t15tudiEls are

in aeclOrl'! 'With the' findings and conclu$.dong arrived at from the

6.7 Vali,ditysnd 8I.AAlicabttity of the sur,vel of l,itersture
'-'.

ZB:Sis established in the ~nArvey of 1i tera.ture as a technique to

iml?~?ve 1'9S0Ul'."Ce ~lloca.tiol1l!D i.mpr~ve decision maldng, reduc~

costs 111ithout0 sacrifi~ing out.jl:)uts and eneou):'age iM(l)v:#;\ti'~e,

Bot~..,c,~s.!;)IpGudie$ ~ve e.ffirElled these
, ,,~::::.-::.-
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C$lSe st1.lld~~1 gave .XYZ~S lBlaoLllUl.gement. lit 'g~lt"el1' insili.t~t into ite
'.f ~-'_"'"

financial ~ep$rtment and alternative options were examined as to

h()w t.o P~()",dlde a :financial SISll.'vicla t.o XYZ whiGh had not. beellh

previously c\'ll1sidered.

\

ABCis establi~hed b~ the survey of literatult"e as a superior

t.echnique in eo~rt $ll()cati~n over t.l'aaitd.on$l cO$t.i1l1lg .metbod:sand

the.'lt'efore better '.able to identify product (and custome:r' and

market.) profitability thus promoting s.'Upe.ifiorde;::d.mi(l)D. making.
"

the fi.li."s.tcase sl"t..udy confirmed thC:!!findings of the litereture.

Fig~re'··.~,\in the sUl'v,ey of lit.era,"lwe de.monstrates that
/-...,_ ,'.' . '_, 1.,- •

\~,.<' . . -. .r;.,t;
peri].$Aeral t or non"'co~e j product-Ii/.can .gener~t$ l,osaE1sbecause the

(':-'':;

diacont.inuatioll 'Of these :products ~ is l"~9P_ended as a CourSe of
iiI

action to im~1!iovePiC'af'it~bilit'1. Os,ae study 2 s'Uppo'!-':'bst.he
" \_i

:methodology to :hllentiiy no~ v:~lue adding activities and thus

assist in eliminating unrM~cess~X'~<cOstl:h i1hilst this ~1a$ briefly

touched on: in ~he case studies .\:,11$1th.er ~f them eJtamin@d ABC in

detail as a method to assist in IC.\,ipst. l"e~uct.io.n.

The sux<veyof liters.tu.x-e ah('cwedbotA\ ZBS and AnC to be super,i,or~

but di:fferent) cost contf.'ol methods to t;I£J'ldltional ,.CO$t control
,~

'\,
lsrsrstems, such as normal budgetirl.llgand ',,~~_~rpt.ion cost.ingp Sond

\~~,

- lOlA:



"
All three object! v~,s have bE!"e:nmet"

"()examined ''.from.the litel"ature and the t.t110

techniquesh~ve been compal"ed a,nd cont.rasted.

ZBBan.d ABChS;ve been applied in.t.wo case studit;!s

6.8.3 The eas,li)studies have ,been compa.red. a.nd cf,')l!!tra:tJt<3d
wi t.h the relevant.. l:ft(i!r~tUl.r'S·and conclusiQIDHs ha.ve

-, .,,' \\ Ii

been di:'llwn as to th~,\ ip:p;H.~ability of Z:aDf;l.ndAlaC"

'l'ne case studies Showed that the 'usefulness of zan ~nd AllC

depends on the cost struetUl"e ot a company. t_~ "could be
i,1 -

advantagecn),g to l"eseal"ch ajL"e&s \:1uterGl Z~B is of greater use o!ll.nC!1
(I

lesser use and areas where ABC is of gl"~ater an~ lesser U$e ..

- lOS ...
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/tPFENDIX A COST DRIVERS
~Sl.sed on Porter, ~98!S Competitive 4'b.dV9!n1rt~ge.

1. Economies or of scale

Economies of seale $.ssume that activities cpelNJi.ting. at" full
ca.pacity are more efficient on ~ large scs.le.. Unit COEfts
deere.a.sl/$! because fi::ted and semi variable costs are spread. oyer a.
greater nu.nber. Economies. of scale VI!1l''I' 'iddely. from industry to
indUstry. Howleve·rthel'e is a poin:t where increased activity
caUSes an inc%'ease in eomPl.e:ltit'l'and. thus. an incl'eas(;1ll in the cost.
of coordination X'.eJsultingo in diseconomies of. scale. Porter
(1985) cites Eaton as an e4tample ·of ti'here a c()!npan',7nna"imis~~
scale economies .hy simplifying its P:!&OQuctlineQ

2. Learning Qnd s~il1over

3.

L~al'ning inereases.ef'ficlency. It is probable that r4pee~ of
throughput 'Will.incl'ease ol!'ll'\:!t'E:Hlucedlabo1.u: a.nd r..:ater~,al wasrtage
over $, period .of time. Companies that gain this experiencl!
should endeavour to keep the ltnot:J' how pX'oprietar31~ COlupetitoX's
try to cil'cumvent. the learning icrurve by taking ideas trom their
opposition. Pryor (1989) cites )tero:1!:who copie<i tlL Bean's _
warehousing and shipping sys,tems (in which I.L Bean excelled) (\and
saved themselves learning costs.. ~

II.

Patterlll of c2!.:gacity utilisation \\ \
i, \,

'1''''"J'ocompanies may have tbe same average utilisation,. '.rh\~\ ~\p$nY
that achieves a constant througbput will enjoy. lo\1er Clt)s\';s ,han
one that eJt)P\eriences peaks and valleys" OVertime 9 or '\ . \
alternatively recruiting and l$yin~ off labc'Urers.p genera~e \.
addi tional costs. . The. use of subcontX'l\ct(n.·s.is recommencie~ td;\
h.a:ndl~ surges in dema.nd.as capacity u.tilisa.tiQlll can be kept\ \;
level. ' \

"

Act! vi ties in a. company are not discrete but impact o~"'}~a.ch
other. . l"o~ example the purchase Of cheap co~polnents ~t.\~,~ result
in ~o'Wntimeon the production 1inev reliod'!:, scrallh ~qarranty work
and legal fees. An Sl.ppreciation Qf lin!tageas could lead t~ high
quality component.s being purch$,!l!ed!, the cost differential being
less than the hidden costs generated 10" poor quality •. Porter
(1985) cites the understandin~ of linkages as creating the
o~p()rtunity to lo,~er the tota.l cost of linnted activities and ,/1M3
potentially being e. po~~erful SII)Ul't"ce of cost edva.ntage ..



5.
c. . ... r

If one CO$p!!l.n~ e~n shalC'1S tbe s~rvirC;es of another comp·IiiJ.1t!!1,B~b as
..a dist..l'ibut.i<).n org$nil$ation oX' financ~l l,'jelC'v&-,ce,~$(.'l!hl. COli!lP$i.uy
enjoys the s<;?:l'vice at !falf t.he competitors $, cost ~ u-

"
Porter (1985) iSa'1S ",n~." ~ever~ val'U~ activity e~pll()1'SO,:r could",
employ purchased. inputlS» (2and this involves explicit intefZr~tlQ!4
choices. " BackWard"ilq,tegration can eliminate r.nlppliers profit
, an~ transport cost.s tdiicb torm pa.rt. 'Of purchase co~.,rt$'"and ~
similar logic can apply to forwa;rd integratiolh BU.teither
'Option can increase complexity, and distract. the· eompal!1")",.from., its
core focus so tba.t the b~nefits and disadvantages. of ,i:ntegra:Q;..i~m.
need to be assessed •. , An e~atnple of 8. bEAdintegl'atiQD move is
whel'e ,,$ company deoides. -eo run i~s own, :truck fleet "and,disposes
of its .cont:rraetolt'. They tben find that tl\~;r a.re unable to
administer the :fleet with alll;rtfhew~lllemr the e:ffi~ienc1 .0£ the'
contractor ..and because the fleet is .dedicated to the cOAUpany the,.
ca.n. e~tper:kence idle capacity. Go@d i,nt.egratiolll is wbe:re .a.
supplier has a kllQll1lQPQ¥;r em inputs and artificially E'aises prices.

, - .1.:;

Timin~ can either r~i8e or lOWell'. costs relative t.,o eorapetit.orsl\
The compallY that. moves first. in launching 'a product on the. ma1\!'lltet
lIll1l13.Y )haV'e·lower eQst~ in
name. But. the follo'?i'e)r
an.d develoPlmeV'''{costss
t.1O each comy;;:"",.} D

esta.bl~e.hing and maint.ainilili t~®:i.w bratrM.i1
h$a the a.d.vantage of obviatilll.g ~elille&rcb
'1'inaing cboices tare individus-l and 'uniqqn®

8.. Discreti1OllllU:X 1210110,112113ihdelR~~ndent of other cos't drive:tt:'s

Policies bav~ &. si~nifioa.nt b\'$awing on costs and C10st analyais
must uncover th,~~lr effect. E'Faanple~, are

wa~es .p8.id and .4AtlM!n.ities provided to cemployees!)
e.~ .. the applicatiorm in !lSA iiJ)f the SullivG'.n cede
pitoduct, con£.i,.gUll.'&tiOltll
level of l!:u~r.vice prcvidad
delivery time
prOdl.lct qua:lity

The bt'.nefits 0'£ lot-Jer cost versus different·iation ne~d to be
~ll'eighed up ..

9.. 1_oQl!:il.'l:.ion

Where a value ~Gctivity is lOCSl.tq affects costs in a nUEllbeli." of
t-Jays

prevailin~ cost cf labour
7)

$ana~ement
scientific personnel

... raw matelr'ials
enei>gy
taxes



Cl

10.

c·

Th~ clothing industry in RSA p:rrovideEl,an i.n:tel'e$t.,in~ e~allaple." ,
The manufacturin~ Pl'oceS!:l is la'bClur intensive 9.:tJldmost c(.'lmpa.n.ies
h~veF established plants i,n. ho~elands ~Jhere 'lab.¢)1l!~:is
significantly cheaper than. urbah areaik with th~ fD.d~ed benefit o:f"
being non unionised. ,It. eOA'ilpanysetting "up in J(!)h$n~eaburg,~ouldt'
find"it difficult to compete on a".cost basis." )But''with in~f'~~lBed~
unionisation .in .,homel~nds and the possibility, 0,£ ll'3ale bar~,~~~l,~~
shiftin~r from plan,t to .eorJ>oret.e level ~...age differences tiU1Wf.t~ .f"'.
reduce bet'\veen rll~;al a~d 1l!t.'~anareas. T~e. increased cost\\tir~l':"{;"
tra.rU1JplOrt m.~y giVe cost eArllv&ntage to p,},ants in urban areati;('c;
EithE!.'~tia~; loca·tion is critical to the' industry.G ".

I""t~utiOnal fact""" <o

o ,~ ! ;'1
E'l'ampl~ of inst.i t\ilti~na.l factors I, \·;.4:egovernment regulations., "tall:.
e:u:emptiohs, uniol'lisation» tariffs and loc~l content polieie~;:;:
Fa.voul."able institutional factn')t!!"t\ca.n lower CQ:sts just as
unfavourable on.es can .raise tlb~·'\, Whilst the form.ulation of
these are outside, a, ,oompany' s ¢,../)'i:"~trol·they ca.n optimise li()n tlhiC3ltn
by.in.tel·ligel1:t position.ing.' ', _':, ." . . . .;~,

/,"7l'?_J'
\\

1)



APPENDIX B ~EA.KEVEN CHART
1 • () EXPENSE S.TRUCTURE
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APPENDIX 0
:Pl ' ABC ME'fHODOLOGil

BASEJ[)\~N<.TlH!t!!:PEN COMPAl)ty ACTIVITY· COSTING SYSTEM
~~oatl'mo» 1989b, p65 ~~. Source; ~"Cooper)
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APPENOU 0 DETAILED BUILD UP OF EXPEflSES: FORECAST 1990 CO«PAREO TO SCRATCH BUDGeT 199(1
(CIl6~ Study 2)

TOTAL

_." ". " ~iio ",~ __ _ ·_ .. w .. _ ,.. _ .. ,__ __ _ __ __ - - ---- - ...

\RIABlE COSTS

RAW WATERIAlS
DISTRIBUTION
POllEn AND WATER
SElTLEUEHT OISCOutlTS
WASTE RECOVeRIES

FACTORY COSTS

SALARIES AlID WAGES
MAItITEHAMCE (ex lADOUR)
DEPRECIATIon
nEIlT ANO PRO?ERTY
IMSURAtiCE
FACTORY IlAtIOLIIIG
OTHEns

Sundry
Cloon a nise storo»
LA t3~
StafOQS
Paper handl iog
Socllri ty •
Ounlity
Training
Firat Aid r

Timokooping
Cantuan

SALES EXPENSES

INTERnAL DISTRIGUTlOtl
SElUIIG EXPEflSES
FlJIAlICIAl/ADUIII
CHITRAl CHARGES

OVERHEADS UAGES

3,920
1,910
2,302

1,934
700
202

1,046
502

1,046
46
m
70
~6

6\)2

9,290

1,518
2,m
3,636

7,416

21,026

."' .
o 0

19,492

1,142
16

1,20a
o

2,300

21,950
:::::::::

fOREC~ST
SALARIES

o

14,072

~AlUT &
nePAItlS

...."" .

11 ,602
5,050

o

976
3,490
5,110

U
....... '-_ ......

:::::::::

o

OTHERS : TOTAL :: OVERHEADS
I ", "............ : _-_ t: --
1 II, "

136.802 : i. i ,302 ::
0,044 : &.044 ::
2.094 : 2,094 I:
2,778 : 2,178 :1
t2,1901: (2,1901 U.-.-. - i oio , :: .. - -_ ...

141,529 I 14T.m:: 0............... : -.. ;: -- ...
I ", II

fI

"24,520 ::
11,502 ::
s,m ::
3,920 :: 2,904
1,810:1 I,m
2,382 II 1,460

II

"1,934:i 1,320
100 :: 440
202 :: 200

1,046:1 1,030
502 : I 362

!,046 II 912
46 :: 44

224 :: 204
70 :: 80
26 :: 24

502 : : 342... , ..i.__ : ." .. __;" : :
o : 6,290:: 4,959: -.... ::

.................... :.;. :: .
o : 56,094 :: 11,250

....- : :: _ _ .. _ _ ...
t II, ", ", II

: 2,120 :: 18
: 5,024 :: 760
: 9,640:: 1,932
: 3,636:: 3,120

......--- - ': ,., :: ..
o : 19.420 :: 5,B30- _ ..- : :.: .

I "I II

147,529 : 223.042 :: 17 ,089
.- ~:::=:::::II :::::::::::

)

UAGES

14,482

........... "...-

SCRATCH nUOGET
SALARIES MAlii~ .~

REPAIRS

~;'I-"""---

o o 0

2,m

o o 0

2.916 11,808

466
2,024
5,520

2,000 O,OlG

............"' "'.

7 ,254
4,554

OTHERS :,
I-.......---..~ :,,

121.702 l
7.18Q :
1,920 :
2.820 :
(1,0101 :

_ - :
131,018 :

................... :
I,,,
I,,,
I
I
I,,,,,
I,
I
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I,,,,
t,,,
I,,
I,,
I,,
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o :.. ;

I,,
I
I,
I
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I.. ~

o :

II ,oDe

.. :
I,

i;.,jOlB :
•• .;. I" ~ ,

.. -

. ..... "' ..

121,702
1,190
',926
2,020
(I,Dl0)

11 .430
7,25,\
4,5U
2,904
1,936
t ,4GO

I,m
440
200

1,030
m
912
44

2Q4
no
24

342

4,959

4o.s04

I,m
2,784
6,540
3,120

15,926



OTUIl:R FAOTORY COSTS

RJi:STRUCURE
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R.'OOO
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FORECAST
1990
a'ooa

SERVICE! A\!lARDS
UNIFORMS
'1'AANSl'OR'l'
S'i'A~Ji' t'lIttFARE
BNTSIlTAunmN'f
XMAS MB'l"l
l:tSCo
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CANTijll!N '

30laO
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.173
36

130
294
70
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