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Improve Your Business: Basics (ILO, 1999, 188 p.)

COSTING
IN THIS CHAPTER YOU WILL LEARN

m Determine what it costs to run your business

m Use costing to improve your business

m Differentiate between direct and indirect costs

m Differentiate between material and labour costs

m Differentiate between costs for a manufacturer or service operator and those for
a retailer or wholesaler

NOTE Since this book is intended for use in many different countries, we have used the term “"NU”
in the examples to represent an imaginary “National Unit of currency”

Know your costs
WHAT ARE COSTS?

Every business has costs. Costs are all the money your business spends to make and sell
your products or services. Here are some examples of costs:

« Salaries and wages to the employees are costs to the business.
o Electricity for the lights, machines and other equipment is a cost to the business.
« Raw materials bought to make into products are a cost to the business.

If you are a service operator, a retailer or a wholesaler, you may not have exactly the
same costs as a manufacturer. But most businesses have costs for materials, labour,
electricity, rent, transport, and so on.
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WHAT IS COSTING?

Costing is the way you calculate the total costs of making and selling a product or
providing a service. Many businesses do not know all their costs and therefore cannot do
their costing properly.

THINK ABOUT THESE TWO BUSINESSES:
o A pottery:

Clayworks Pottery make tea cups. They do not know their costs but they do not worry too much
about costs, they only want to be cheaper than their competitors so they sell more. Most other
potteries charge 4.50 Nil for a tea cup so Clayworks decide to set their price at 3.90 NU.

o A metalworks business:

A customer asks for a quotation for 5 door frames. The material for one door frame costs 65.00 NU.
The Metalworks Company decide to charge 70.00 NU for each frame. It is a low price but it is more
than the cost of the materials so they think that they will still make a profit.

1. Is there a problem with the way Clayworks Pottery do the costing of their tea cups? Please explain
why or why not?

2. Is there a problem with the way The Metalworks Company do the costing of their door frames?
Please explain why or why not?
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1. Yes, there is a problem with the way Clayworks Pottery do the costing of tea cups. They set a
price which is lower than the other potteries’ prices. They do not know if their total costs for a tea
cup are higher than their price of 3.90 NU. Clayworks Pottery do not know if the tea cups give their

business a profit or a loss.

2. Yes, there is a problem with the way The Metalworks Company do the costing of their door
frames. They know the direct material costs for a door frame. But they think that the 5.00 NU they
add to the cost of materials is profit. They forget about other costs that their business has, for

example:

e labour costs for their employees making the door frames
e other costs to run their business, such as rent and transport.

The Metalworks Company do not know if the price of 70.00 NU gives the business a profit or a loss.

HOW CAN COSTING IMPROVE YOUR BUSINESS?

Costing helps you to set prices

When you know your total costs, you can set prices which will give your business a profit.

Costing helps you to reduce and control your costs

When you know all your costs, you can work out better and cheaper ways to make and sell
D:/cd3wddvd/NoExe/.../meister10.htm 9/161
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your products or services.

Costing helps you to make better decisions about your business

When you know the total costs for each type of product or service, you can make better
decisions about which products or services to sell so that your business makes the highest
profit.

Costing helps you to plan for the future

When you know all your costs, you can make plans for your business. For example, you
need to know all your costs before you can make a Sales and Costs Plan or a Cash Flow
Plan.

DIFFERENT TYPES OF COSTS

Before you can do costing, it is necessary to understand the different types of costs a
business has. All businesses have two types of costs:

o direct costs, and
o indirect costs.

Direct + Indirect = TOTAL COSTS
Costs Costs

You must understand the different types of costs to be able to calculate the total costs and
do the costing for each product or service your business makes or sells.

Direct costs

For a manufacturer or service operator, direct costs are all costs that can be directly
D:/cd3wddvd/NoExe/.../meister10.htm 10/161
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related to:

o the products or services you make or sell, or
« the production of those products or services.

For a retailer or wholesaler, direct costs are the costs for buying goods to resell.
To be counted as direct costs, the costs must also be:

o easy to calculate
« big enough to add a considerable amount to the total direct costs.

For example, Reliable Tailors make protective coats. Fabric and buttons are direct costs
for making a protective coat because:

« they become part of the coat

« the amounts of fabric and buttons for each coat are easy to calculate

« the costs of fabric and buttons are big enough to add a considerable amount to
the total direct costs of a coat.

Reliable Tailors have employees working full time sewing protective coats. Those
employees’ wages are direct costs because:

o their work is directly related to the production of coats

o the time they spend making coats is easy to calculate

« their wages are big enough to add a considerable amount to the total direct costs
of a coat.

Reliable Tailors have to pay for two things that are directly related to the production of
protective coats:
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¢ materials
e labour.

So you can see there are two different types of direct costs:

o direct material costs
e direct labour costs.

Direct costs

. "‘ }

Direct Direct
material costs labour costs

Figure
Direct material costs

Direct material costs are what your business spends on materials that become part of, or
are directly related to, the products or services you make or sell.

To be counted as a direct material cost:

o the amount of material must be easy to calculate
o the cost of the material must be big enough to add a considerable amount to the
total direct material costs.

Here are examples of direct material costs for different businesses:

o At The Metalworks Company, the sheets of metal, hinges and bolts become part of
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the door frames. The amount of each material for one door frame is easy to
calculate. The cost of each material is big enough to add a considerable amount to
the total direct material costs of the business. So the costs of sheet metal, hinges
and bolts are direct material costs for the business.

o Reader’s Bookshop does not make products. They buy stationery, books and other
goods to resell. For a retailer or wholesaler, the costs of buying goods to resell are
direct material costs.

Direct labour costs

Direct labour costs are all the money your business spends on wages, salaries and
benefits for the employees who work in the production of your products or services.
Retailers and wholesalers, who do not make products or provide services, do not have
direct labour costs.

To be counted as a direct labour cost:

« the time spent on making the product must be easy to calculate
o the cost of the direct labour must be big enough to add a considerable amount to
the total direct labour costs.

Here are examples of direct labour costs for different businesses:

o At The Metalworks Company, the employees’ work is production of metal
products. The time spent making each product is easy to calculate. The wages paid
for the work are big enough to add a considerable amount to the total direct labour
costs. So the wages the business pays to the employees are direct labour costs for
the business.
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 Reader’s Bookshop does not have any employees working directly in making
products. So they do not have any direct labour costs.

Indirect costs

Businesses do not only have direct costs. All businesses also have costs for running the
business, for example rent, electricity, transport, licences, repairs and maintenance. These
types of costs are called indirect costs.

Indirect costs are all other costs, except direct costs, that you have for running your
business. Indirect costs are normally not directly related to one particular product or
service. They are costs for the whole business.

Here are some examples of indirect costs:

Figure

Figure

Costs for buildings and equipment, for example Costs for transport for buying materials or goods,
rent, electricity and water, maintenance, repairs, visiting suppliers or customers, and for delivering
service and insurance are indirect costs. goods to customers are indirect costs.

Costs for wages of employees or owners who do not work directly in the production of
D:/cd3wddvd/NoExe/.../meister10.htm 14/161
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goods or services are indirect costs. For example, wages of sales staff, messengers,
cleaners and security guards are indirect costs. For retailers and wholesalers, all salaries
and wages are indirect costs. These costs are called indirect labour costs.

Some costs that would normally be calculated as direct costs can become indirect costs.
Here is an example:

To make coats, Reliable Tailors use thread. But they have decided that thread is an indirect
cost and not a direct cost because:

« the amount of thread they use to make one protective coat is very small and
difficult to calculate

o the cost of the small amount of thread they use to make one coat is not big
enough to add a considerable amount to the total direct material costs.

You can see that there are different types of costs that make up the total costs of a
product or service.

Direct + Direct + Indirect = TOTAL COSTS
material costs labour costs costs

Costing for a manufacturer or service operator
If you are a retailer or wholesaler, go to Costing for a retailer or wholesaler.

To explain how a manufacturer or service operator does costing we use Reliable Tailors as
an example. Reliable Tailors make different types of garments such as protective coats and
overalls. To help them calculate all the costs for one product they use a Product Costing
Form. The Product Costing Form follows 4 steps:
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Step 1 Step 2 Step 3 Step 4
Calculate Calculate Calculate Add up

Direct + Direct + Indirect = TOTAL COSTS
material costs labour costs costs

The next page shows a Product Costing Form. Reliable Tailors also use a Labour Costs
Form to help them with their calculations.

They use the Labour Costs Form in Step 2.

COSTING FOR
A MANUFACTURER
OR SERVICE OPERATOR

STEP 1. Calculate direct
material costs

STEP 2. Calculate direct
labour costs

STEP 3. Calculate
indirect costs

STEP 4. Add up
total costs

B9 Reliable Tailors is a manufacturer. If vou are a service operator. use the Product Costina Form
D:/cd3wddvd/NoExe/.../meister10.htm 16/161
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and the same 4 steps for the costing of each of your services. You can do an exercise for a
service operator.

meister10.ntm

- - - - - 7 - - - S L - -

PRODUCT COSTING FORM for manufacturers and service operators
PRODUCT
1. DIRECT MATERIAL COSTS PER ITEM
1 e e T o [
Raw material Buying | Quantity | Costs

costs per item T per item

TS L L}
Total Drirect MATERIAL
costs por item

2. DIRECT LABOUR COSTS PER ITEM

Activity per item

g
L
i | n
R

Total Direct Labowr  Direct LABOUR
cosls por hesir  comls par item

3. INDIRECT COSTS PER ITEM
* Indirect costs per hour

Total indirect
coits por month ——*

divided by —

=l
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| Total hours in - ! Indirect |
| production per manth A * contn per hour i
—r

'| x

X

4. TOTAL COSTS PER ITEM I

[ |+ |+ J=
Direct MATERIAL  Direct LABOUR INDIRECT
ot par item coats par (tam coaty par ilem
Figure

STEP 1. CALCULATE DIRECT MATERIAL COSTS

COSTING FOR
A MANUFACTURER
OR SERVICE OPERATOR

STEP 1. Calculate direct
material costs

STEP 2. Calculate direct
labour costs

STEP 3. Calculate
indirect costs

STEP 4. Add up
D:/cd3wddvd/NoExe/.../meister10.htm
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total costs
Calculate the costs of all materials:

« that become part of, or are directly related to, the product or service
« that are easy to calculate and have a big enough cost to be counted.

You can see how Reliable Tailors use the Product Costing Form to calculate the direct
material costs for one protective coat to be 30.40 NU.

Here are some notes to help you complete Step 1 of the Product Costing Form to work out
the direct material costs per item:

Column 1. Raw material

In column 1 on the Product Costing Form, write down the different raw materials that
become part of the product or service. Only include materials that are easy to calculate
and have a big enough cost to be counted.

Reliable Tailors write down fabric and buttons. They also use thread but:

o it is difficult to calculate how much thread they need for one coat
o the thread needed for one coat costs very little.

So Reliable Tailors have decided that thread is not a direct material cost for making
protective coats. At Reliable Tailors, thread for making coats is counted as an indirect
cost. You can see how Reliable Tailors include thread in their indirect costs.

Column 2. Buying costs

In column 2 on the Product Costing Form, write down the cost of buying one unit of each
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raw material.

Column 3. Quantity per item

In column 3 on the Product Costing Form, write down how much you need of each raw
material to make one item. Remember to include wastage.

Most businesses have some wastage. For example:

« Reliable Tailors have small pieces of fabric left over.
¢ A carpenter has off-cuts of wood wasted.
o A tinsmith gets bits of metal that are too small to use.

Wastage is a cost to your business because you have paid for the raw materials that are
wasted. Work out how much waste you normally have for one item. Add this amount to
the quantity of material you need to make the item.

Column 4. Costs per item

In column 4 on the Product Costing Form, write down the cost of each material needed to
make one item. To calculate this cost, multiply the buying costs (column 2) by the
quantity needed for one item (column 3).

Total

When you have worked out the cost of each raw material needed to make one item, add up
the amounts in column 4. This total gives you the total direct material costs for the item.

STEP 2. CALCULATE DIRECT LABOUR COSTS

COSTING FOR
D:/cd3wddvd/NoExe/.../meister10.htm 20/161
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A MANUFACTURER
OR SERVICE OPERATOR

STEP 1. Calculate direct
material costs

STEP 2. Calculate direct
labour costs

STEP 3. Calculate
indirect costs

STEP 4. Add up
total costs

Work out the costs of wages, salaries and benefits for the employees who work directly in
the production of the product or service.

Every business needs information on all their labour costs. To help you calculate labour
costs for your business, you can use a Labour Costs Form.

On the Labour Costs Form, you write information about each person working in your
business, for example, working hours per month, wage per month and time in production
per month.

You need this information to:
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¢ calculate the direct labour costs per hour (on the Labour Costs Form)
¢ calculate the direct labour costs per item (on the Product Costing Form).

= You only need one Labour Costs Form for the whole business. You use the information in that
form to calculate the cost of all your products or services.

Reliable Tailors have nine employees. Most of them work in production, but some of them
are not directly involved in the production. That is important to know when you calculate
the direct labour costs.

First, Reliable Tailors fill in the Labour Costs Form. Then they use the information to work
out the direct labour costs for one protective coat on the Product Costing Form.

Here is the Labour Costs Form for Reliable Tailors:
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Column 1. Employee

In column 1 on the Labour Costs Form, write down the name of each person working in

T

meister10.htm

AILORS

B e

Direct labour costs Indirect labour coats
$ . 8 T | 7 i W
Total Total Hoursin | Paylor Hours | Pay for time
working | monthly |production| timein NOT in NOT in
hours par pay por month | product] producti product
Employes month NU 'l NU per month | NU |
K Wilson, cutting & design 160 | 8OO 160 800 | |
N Hurnter. sewing 180 | 540 180 540 | |
| Fjones. sewing 160 440 160 | 440 | [
_DFoepice i i 8 | a0
| G Turner, pressing. folding. etc 160 250 160 | 250 -
| M Anderson, owner: 160 1000 B0 | 500 80 500
suparvision, sowing |
_E_?thll owner: sales, admin 160 1000 ‘ : 160 _I._[l'(l_
| TSmith. messenger, cleaner &0 250 | 160 250 |
P Peters, record-keeping | 40 B0 40 B0 |
Total 900 brs| 2970 M0hrs | 1830 |
DIRECT LABOUR COSTS PER HOUR
Total pay lor time in production - 2970 ,:-U
divided by B =
Totol hours in production ————= ~ 900 hrs
per month
Figure

the business. You can also write down the type of work they do.

If you are the owner, you must remember to include yourself. For example, at Reliable

Tailors, Mr Anderson and Mrs Hall are the owners:

¢ Mr Anderson does supervision and sewing.
D:/cd3wddvd/NoExe/.../meister10.htm
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¢ Mrs Hall does sales and administration.

Column 2. Total working hours per month

In column 2 on the Labour Costs Form, write down the number of hours each person
works in the business per month.

At Reliable Tailors, most employees work 160 hours per month.
But two employees do not work 160 hours per month:

o Miss Peters assists with record-keeping. She only works 40 hours per month.
e Mr Hunter is very skilled at sewing. He works extra hours when there is a lot of
work. With overtime, Mr Hunter usually works 180 hours per month.

Column 3. Total monthly pay

In column 3 on the Labour Costs Form, write down how much each person gets paid per
month.

Owner’s salary is also part of the labour costs for a business. It is important that the
owner writes down how much the business pays him or her per month. For example, Mr
Anderson and Mrs Hall pay themselves 1000 NU each per month.

The Labour Costs Form is divided into two parts:

o Direct labour costs (columns 4 and 5)
o Indirect labour costs (columns 6 and 7)

Direct labour costs
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Columns 4 and 5 on the Labour Costs Form give you information about the costs for
employees who work directly in the production of your products or services. Their wages,
salaries and benefits are direct labour costs.

Column 4. Hours in production per month

In column 4 on the Labour Costs Form, write down how many hours each person works in
production per month.

At Reliable Tailors, Mr Wilson, Mr Hunter, Mrs Jones, Mrs Preston and Miss Turner spend
all their time working in production. So, for each of them, the number of hours in column 4
is the same as the total working hours per month in column 2,

Mrs Hall, Mr Smith and Miss Peters do not work in production. They do other kinds of
work. Their salaries and wages are indirect labour costs (see column 6).

Some people work in production and also do other jobs that are not directly related to the
production of a particular product or service. For example, look at the information on the
Labour Costs Form for Mr Anderson:

« Half of his time, 80 hours per month, Mr Anderson does sewing. He works directly
in production. His salary for this work is a direct labour cost.

« The other half of his time, 80 hours per month, Mr Anderson supervises the
production of all the garments that Reliable Tailors make. His salary for this work
is an indirect labour cost (see column 6).

Column 5. Pay for time in production

In column 5 on the Labour Costs Form, write down how much of each person’s monthly
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pay is for time spent working in production. If a person works full-time in production, the
whole wage is a direct labour cost. If a person works part-time in production, divide the
wage into direct labour costs and indirect costs.

For example at Reliable Tailors:

¢ Mr Anderson'’s total salary is 1000 NU.

+ He spends half his time in production and half his time supervising.

« Half his salary, 500 NU, is for time spent in production and is a direct labour cost.
So 500 NU is written down as pay for time in production in column 5 on the Labour
Costs Form.

Indirect labour costs

Columns 6 and 7 on the Labour Costs Form give you information about the costs for
employees who do not work directly in production. Their wages, salaries and benefits are
indirect labour costs.

Column 6. Hours not in production per month

In column 6 on the Labour Costs Form, write down how many hours each employee in the
business does work that is not directly in the production of a particular product or service.

At Reliable Tailors:

e Mr Anderson works 80 hours supervising.

e Mrs Hall works full-time in sales and administration.

o Mr Smith works full-time as messenger and cleaner.

o Miss Peters works 40 hours assisting with record-keeping.
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Column 7. Pay for time not in production

In column 7 on the Labour Costs Form, write down how much of each person’s monthly
pay is for time spent doing work that is not directly related to the production of a
particular product or service.

For example, at Reliable Tailors:

« Half of Mr Anderson’s salary, 500 NU, is for supervision which is not directly
related to the production of only one particular product.

o The full wage for Mr Smith, the messenger, is for work that is not in production.
Direct labour costs per hour

Use the bottom part of the Labour Costs Form to calculate the direct labour costs per hour
for your business.

To calculate the direct labour costs per hour:

o divide the total pay for time in production per month (the total of column 5) by
the total number of hours worked in production per month (the total of column 4).

At Reliable Tailors, the direct labour costs per hour are 3.30 NU. Look to see how Reliable
Tailors do their calculation.

S8 The direct labour costs per hour tell you how much your employees who work directly in
production cost your business each hour. You need this information to calculate the direct
labour costs for each product your business makes, or each service your business provides.

Calculate direct labour costs per item
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To do costing you must know the time it takes to make each item and the direct labour
costs per hour. Then you can use the Product Costing Form to work out the direct labour
costs per item.

Reliable Tailors have calculated that their direct labour costs per hour are 3.30 NU. Now
they need to work out how long it takes to make one protective coat. Then they can
calculate the direct labour costs for one protective coat.

In Step 2 of the Product Costing Form write down:

o the different activities or types of work your employees do to make the item
« how long each activity takes.

You can see how Reliable Tailors have estimated how long it takes to make one protective
coat.

Reliable Tailors estimate that it takes one and a half work-hours to make one protective
coat. A work-hour is not always the same as an hour on the clock. It is important to know
the difference when you do costing.

The number of work-hours is the total amount of time you need to make one item or
provide one service. The time each person works on the item or service is added up to
give the total time.

It takes 1.5 hours to complete one coat from cutting to packing. But at Reliable Tailors,
each employee only does one activity on each coat. So they can make many coats in 1.5
hours. But it still takes 1.5 work-hours to do all the activities on one coat.

When you know how many work-hours it takes to make one item, you can work out the
direct labour costs per item. Do the calculation on the Product Costing Form. To calculate
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the direct labour costs per item:

« multiply the total work-hours it takes to make one item by the direct labour costs
per hour for your business.

Reliable Tailors know that:

o it takes 1.5 total work-hours to make one coat
o the direct labour costs for one hour are 3.30 NU.

So, by multiplying, they calculate that the direct labour costs for one protective coat are
4.95 NU. You can see how Reliable Tailors calculate the direct labour costs for one coat.

STEP 3. CALCULATE INDIRECT COSTS
COSTING FOR

A MANUFACTURER
OR SERVICE OPERATOR

STEP 1. Calculate direct
material costs

STEP 2. Calculate direct
labour costs

STEP 3. Calculate
indirect costs
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STEP 4. Add up
total costs

Reliable Tailors have completed Steps 1 and 2 of their costing. They have filled in part of
their Product Costing Form. Now Reliable Tailors know that the direct material costs for
one coat are 30.40 NU, and that the direct labour costs for one coat are 4.95 NU.

Indirect costs are all other costs, except direct costs, that you have for running your
business, for example, rent and electricity.

Here is how Reliable Tailors calculate their indirect costs:

INDIRECT COSTS PER MONTH |
L] | _Nu_ |
] HRent H 500 ‘
\ HEIectricity and water H 150 ‘
Maintenance of equipment 400
Insurance (equipment, stock, building) 200
A|Transport 250
Interest on loan 500
\ HStationery H 20 \
Telephone and postage 90
Advertising and other promotion 150
B|Indirect labour (from Labour Costs Form, total of column 7)| 1830
C|Thread, pins, etc. 100
ol e | e |
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|E|Depreciation | 350 |
Miscellaneous, e.g. teas, cleaning materials 100
Total indirect costs per month 4770 NU

= Different businesses have different indirect costs. Work out how much money your business
normally spends for each indirect cost every month.

Costs that you do not pay every month

You need to calculate indirect costs per month. Your business may have some indirect
costs that you do not pay every month, for example, insurance, licences, tools and
stationery. For those costs, divide the cost by the number of months the item is used. For
example, Reliable Tailors buy stationery such as receipt books every 3 months. They pay
about 60 NU each time. So they calculate that their cost per month for stationery is 20 NU:

SN _ > 5mMupermenth

Armonibs

Explanations of some of the indirect costs for Reliable Tailors
A. Transport

In the amount for transport, Reliable Tailors include all transport that their business has
to pay for. For example, when they:

¢ collect materials
o deliver finished garments to customers.
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Transport is usually an indirect cost because it is difficult to calculate how much the
transport costs are for one item. For example, transport costs for one protective coat are
difficult to work out because:

« when Reliable Tailors get a delivery of fabric for coats they often get fabrics for
other garments in the same delivery

¢ when Mrs Hall uses transport to meet customers, she may sell overalls and other
garments, not only protective coats.

B. Indirect labour

Reliable Tailors use information from their Labour Costs Form to get the amount they
spend on indirect labour per month. They copy the total amount from column 7 on their
Labour Costs Form.

C. Thread, pins, etc.
At Reliable Tailors, thread is an indirect cost because:

« the small amount of thread needed for each garment is difficult to calculate
o the cost of thread for each garment is very small.

D. Scissors, needles, etc.

In this amount, Reliable Tailors include the cost of scissors, measuring tapes and other
less expensive equipment or tools which are needed for the business. All costs for less
expensive tools and other equipment must be included in the indirect costs.

E. Depreciation
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If equipment has a high value and lasts for a long time, you do not write down the cost of
buying it. Instead you calculate how much value the equipment will lose every month you
use it. This is called depreciation.

Sometimes Reliable Tailors buy expensive equipment like sewing machines. The following
section explains depreciation and shows you how Reliable Tailors calculate depreciation in
their business.

Depreciation

Depreciation is the loss in value of equipment and is a cost to your business. The total cost
of buying the equipment is divided into the number of years you expect to use it.

For some businesses, in particular manufacturers like Reliable Tailors, costs for
depreciation are high. So, it is important to include depreciation in the indirect costs for
your business.

_ Equipment is all the machinery, tools, workshop fittings, office furniture, etc., that your
=" business needs. Learn more about buying equipment in the BUYING chapter.

Find out if your business has equipment for which you should calculate depreciation
In general, only calculate depreciation for equipment which:

« has a high value, and
o lasts for a long time.

Reliable Tailors calculate depreciation for their sewing machines. They do not calculate
depreciation for scissors and other less expensive equipment.
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igure

il What equipment do you have in your business? Do you calculate depreciation for your
~ equipment?

Estimate for how long you can use the equipment
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To estimate how long you expect to use your equipment, you can:

e USe your own experience
« ask suppliers
+ ask other businesses using the same or similar equipment.

Reliable Tailors have 4 sewing machines. They estimate that they can use 3 sewing
machines for 5 years. They bought the fourth sewing machine second-hand and they
estimate that they will use it for only 3 years.

Calculate the depreciation

For example, Reliable Tailors paid 6000 NU for sewing machine 1 when they bought it in
1995. They expect to use it for 5 years.

First, they calculate the depreciation per year:

E000NU
byears

= 1200MU per yean

Then, they divide the amount per year into months:

1200NU
12months

=13CNU permonth

Reliable Tailors calculate the depreciation for the other 3 machines in the same way.

If you have more than one machine, or other equipment, add up the depreciation per
month for each piece of equipment to get the total amount you need to include in your
monthly indirect costs.
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Reliable Tailors add up the amounts for depreciation per month for all 4 sewing machines:

Reliable Tailors include the total amount for depreciation per month in their indirect costs.

_ figure
Sewing + Sewing + Sewing + Sewing = Total
machine 1 machine 2 machine 3 machine 4 350 NU
100 NU 100 NU 100 NU 50 NU

Depreciation is a cost to your business. Learn in the RECORD-KEEPING chapter how to enter
depreciation as a cost in your records.

A carpentry business have just bought a circular saw. Help them to calculate the depreciation per
month for the circular saw. Here is the information you need:

e They paid 4500 Nil for the saw.
e They expect to use the saw for 5 years.

What is the depreciation per month for the circular saw?

[
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e |

The depreciation per month for the circular saw is 75 NU.
Calculate indirect costs per item

The total indirect costs for a business must be divided and shared by each product or
service the business makes or sells. The indirect costs for one item depend on how long it
takes to make that item. The longer it takes to make, the higher the indirect costs for that

item.

Normally, the total indirect costs for Reliable Tailors are 4770 NU per month. Reliable
Tailors must add a part of the 4770 NU to the costs of each item the business makes.

Reliable Tailors’ monthly indirect costs of 4770 NU are shared among their products

2.5 hours 4 hours

2 hours 1.5 houss

\h i B - (R
g ; : ¥ 1 | L}
pul ) Sy o . . | \V,

—
| | ) A

Figure
Reliable Tailors make protective coats, overalls and other garments.
Different garments take different amounts of time to make.
It takes Reliable Tailors 1.5 hours (90 minutes) to make one coat.
It takes 2 hours to make one overall. Protective coats take less time than overalls.
So the indirect costs for a protective coat are lower than the indirect costs for an overall.
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To calculate the indirect costs for one item use Step 3 of the Product Costing Form. First
calculate the indirect costs per hour for all items your business makes.

To work out the indirect costs per hour for your business:

o divide the total indirect costs per month by the total hours in production per
month (from the Labour Costs Form).

Then:

o multiply the total time per item (from Step 2 of the Product Costing Form) by the
indirect costs per hour.

You can see how Reliable Tailors do their calculations of the indirect costs for one
protective coat on the Product Costing Form. The indirect costs for a coat are 7.95 NU.

STEP 4. ADD UP TOTAL COSTS

COSTING FOR
A MANUFACTURER
OR SERVICE OPERATOR

STEP 1. Calculate direct
material costs

STEP 2. Calculate direct
labour costs

STEP 3. Calculate
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indirect costs
STEP 4. Add up
total costs

Reliable Tailors have completed Steps 1, 2 and 3 of costing a protective coat. They now
have all the amounts they need to work out the total costs of a coat. To do Step 4, they
add up the amounts on the Product Costing Form:

Step 1 Step 2 Step 3 Step 4
Direct + Direct + Indirect = TOTAL COSTS
material costs labour costs costs
30.40 NU 4.95 NU 7.95 NU 4330 NU

Now Reliable Tailors know the total costs of a coat. See the completed Product Costing
Form.

They follow the same 4 steps for costing all other products they make. They use a
separate Product Costing Form for each product. If the costs are not the same, Reliable
Tailors use a separate Product Costing Form for each quality or design.

Remember, you only need one Labour Costs Form for the whole business. Reliable Tailors
can use the information from their Labour Costs Form for costing all their products.

. The total costs of a product or service are not the price you charge your customers. The total
=" costs are only a starting point to decide what price to charge your customers. Learn how to set
your prices in the MARKETING chapter.

RELIABLE TAILORS
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PRODUCT _Protective coat, white

1. DIRECT MATERIAL COSTS PER ITEM

1 2 T
Row material Buying | Quantity _|_ Costa
costs per item T peritem
Fabric. white cotton drill 15.00 NU Zm I0ONU
Imotee
Buttons, jor of 100 buttons 10,00 NUfjar | 4 buttons Q40NU
010 NUBaation)

[ 0408 ——=30.40 NU I

Total Dhirect MATERIAL
costs pat kam

Time
Activity per item
[work-houra)

Cutting 15 mins
Overlocking 10 mins
Bawing 30 mins
Button holes, buttons 20 mins
‘Quality control, ironing, lolding & packing 15 mina
L5hs X 3%0NU = 4ssnu |

Total Direct labour  Direct LABOUR
B minsl  costs per hour costs per jtom

1
| 1shm X smnu = 7sswu |
Tetal time Indirect INEARECT

por Mem  costs par hour  costs per item
(watk-hours)
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Figuré

Costing for a retailer or wholesaler

==

TOTAL

conta par item:

If you are a manufacturer or service operator, go to Costing for a manufacturer or service

operator.

Retailers and wholesalers have the same types of costs and can normally do costing in the
same way. Some costs for retailers and wholesalers are different from the costs

manufacturers and service operators have:

Step 1 Step 2 Step 3
m(llzii'uelcc‘,‘osts | + ](11':"- -.r 'Ls!s‘. * h:i‘-—::r
Figure
COSTING
FOR A RETAILER OR
WHOLESALER

STEP 1. Calculate direct
material costs

STEP 2. Calculate indirect
costs

Step 4

TOTAL COSTS
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STEP 3. Add up
total costs

Retailers and wholesalers:

« have direct material costs. Retailers do not make products but they need goods to
sell. The costs of buying goods to resell are the direct material costs for a retailer
or wholesaler.

o do not have direct labour costs. They buy and sell goods made by other
businesses. They often have employees assisting in the store but they do not have
any employees making products. So, for a retailer or wholesaler, all wages and
salaries are indirect costs.

« have indirect costs such as rent and electricity. For a retailer or wholesaler,
indirect costs are all the costs the business has except for the costs of buying
goods to resell.

Retailers and wholesalers follow 3 steps to calculate the total costs for each product. They
can use the Product Costing Form for the calculations.

Step 1 Step 2 Step 3
Calculate Calculate Add up

Direct + Indirect = TOTAL COSTS
material costs costs

To explain how a retailer or wholesaler does costing we use The General Store as an
example.

STEP 1. CALCULATE DIRECT MATERIAL COSTS
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COSTING
FOR A RETAILER OR
WHOLESALER

STEP 1. Calculate direct
material costs

STEP 2. Calculate indirect
costs

STEP 3. Add up
total costs

Direct material costs for a retailer or wholesaler are the costs of buying goods to resell.

The General Store calculate the direct material costs per item for the different products
their store sells. This is how they calculate the direct material costs for baked beans:

« The General Store pay 36.00 NU for a box of baked beans.
e There are 12 cans in a box.
o The direct material cost of one can of baked beans is 3.00 NU.

36.00NJ

12cans

= 3.00NUpercan

The General Store does not include any cost for transport. They count transport as an
indirect cost for the whole business. In the Product Costing Form, The General Store write
the name of the product. In column 1, they write how much they pay for one item.
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STEP 2. CALCULATE INDIRECT COSTS

COSTING
FOR A RETAILER OR
WHOLESALER

STEP 1. Calculate direct
material costs

STEP 2. Calculate indirect
costs

STEP 3. Add up
total costs

Indirect costs are all other costs that you have for running your business, for example,
rent and electricity. For a retailer or wholesaler, indirect costs are all other costs, except
costs for buying goods to resell.

The total indirect costs for a business must be divided and shared by each item the
business sells. Normally, the total indirect costs for The General Store are 2000 NU per
month. The General Store must add a part of the 2000 NU to the costs of each item their
business sells.
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-

!
i]
’

INDIRECT COSTS
2000 NU

Figure

The General Store wants to calculate the indirect costs for one can of baked beans. To do
this, they must work out the indirect costs charge (%) for their business. Then they can
calculate how much to add to the direct material costs for each can of baked beans to
cover the total indirect costs.

The indirect costs charge is a percentage that you add to each item you sell to cover the
total indirect costs.

3.00 NU ? ?
| Farmers

BAKED

BEANS

S )
Figure

Direct X Indirect =Indirect costs
material costs costs charge per item
per item %

’ Bv calculatina the indirect costs charae. and addina it to each and everv item vour business
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sells, you make sure that you cover your total indirect costs.
The General Store do the calculations for the indirect costs charge on the top part of their
Product Costing Form.

To calculate the indirect costs charge and the indirect costs per item for every product you
sell, follow these steps:

1. Calculate total direct material costs per month
2. Calculate total indirect costs per month

3. Calculate the indirect costs charge

4. Calculate the indirect costs per item.

1. Calculate total direct material costs per month

First, calculate how much money your business normally spends each month to buy goods
to resell.

The General Store have many regular suppliers. They buy some goods:

« many times a week, for example, bread

s once a week, for example, dry foods and groceries such as sugar, salt and
margarine

¢ once a month, for example, clothes.

They add up the receipts for all the goods their business normally buys during a month.
Some months The General Store buy a lot and some months they only buy a little but

normally they buy goods to resell for 10,000 NU per month.
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The General Store write the amount for total direct material costs per month at the top of
their Product Costing Form.

The General Store does not include any transport costs in the total direct material costs
for buying goods. 1t is difficult to calculate the transport costs for each item. They cannot
just divide the cost and add the same amount to each item in the delivery because:

o there can be hundreds of items in one delivery, sometimes more, sometimes less,
but the cost for transport is often the same for each delivery

o in each delivery, some goods cost a lot and some cost less
s some items are big and some are small.

So, retailers and wholesalers should calculate their transport costs as indirect costs.
Below, you can see how The General Store include transport costs as an indirect cost for
their business.

H How much money does your business normally spend each month on total direct material costs?

2. Calculate total indirect costs per month

The General Store work out the total indirect costs for their business per month.
Remember, for a retailer or wholesaler, indirect costs are all costs, except direct material
costs, that you have for running your business.

The General Store list the indirect costs for the whole business. The list must include all
the indirect costs per month for your business.

Here are the indirect costs for The General Store:
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INDIRECT COSTS PER MONTH
NU
Rent 300
Electricity 75
Repairs and maintenance 50
Insurance 125
A|Transport 250
Interest on loan 150
Advertising and other promotion 25
B|Indirect labour: 1 shop assistant 300
Owner's salary 550
C|Depreciation 20
Wrapping paper 75
Stationery 10
Licence 5
Miscellaneous, e.g. teas, cleaning materials 65
| HTotaI indirect costs per month HZOOO NU\

Different businesses have different indirect costs. Work out how much money your
business normally spends for each indirect cost every month. Make sure that your list of
indirect costs is complete.
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Costs that you do not pay every month

Your business may have some indirect costs that you do not pay each month, for example,
insurance, licence and stationery. For those costs, divide the cost by the number of
months the item is used. For example, The General Store pay 60 NU per year for a licence
to operate the business. The cost per month is 5 NU:

GONU

12months

= SNUpermonth

Explanations of some of the indirect costs for The General Store
A. Transport

The General Store add up all the transport costs that their business has per month. This
includes transport costs for:

¢ visiting suppliers, for example, bus fares and taxis
o buying goods for the business

o delivering goods to customers

o delivery by suppliers.

B. Indirect labour

Retailers and wholesalers buy and sell goods. They do not make any products. They do not
have any employees directly involved in the production of goods. So, retailers and
wholesalers do not have any direct labour costs. All salaries, wages and benefits for
employees and owners are indirect labour costs.

C. Depreciation
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Your business should calculate depreciation on equipment that:

o has a high value, and
« lasts for a long time.

For example, The General Store buy a delivery bicycle for their business. The bicycle has a
high value of 1200 NU. The General Store estimate that they will use it for 5 years. But the
bicycle will lose value during the 5 years. The loss in value is called depreciation and is a
cost to the business.

To work out how much the depreciation of the bicycle costs their business each year, The
General Store divide the total cost of buying the bicycle by the nhumber of years they
expect to use it:

% = 220N er yearn
&ycars

Then they divide 240 NU to work out the depreciation per month:

240NU

12months

= 20NU permenth

D:/cd3wddvd/NoExe/.../meister10.htm 50/161



21/10/2011 meisterl0.htm
The General Store write the amount per month in their list of indirect costs.

The General Store write down all indirect costs per month on their list of indirect costs.
They add them up to get the total indirect costs per month. They write the amount at the
top of their Product Costing Form.

8 Make sure that you include all different indirect costs your business has when you do your
costing

3. Calculate the indirect costs charge

To calculate the indirect costs charge, divide the total indirect costs per month by the total
direct material costs per month and multiply by 100. See The General Store’s calculation.

The General Store work out that the indirect costs charge for their business is 20%. The
20% indirect costs charge means that The General Store must add 20% to the direct
material costs of each can of baked beans.

SN All retailers and wholesalers have different direct material costs and different indirect costs. So,
the indirect costs charge will be different for every business. Work out the indirect costs charge
for your business.

4. Calculate indirect costs per item

The indirect costs charge tells you what percentage to add to the direct material costs of
all the goods you sell so you can cover your total indirect costs. Now you have to calculate
the amount to add to each item.

The indirect costs charge for The General Store is 20%. So The General Store must add
20% to the direct material costs of all the goods they sell.
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Here is how they calculate the amount to add to each can of baked beans:

3.00 NU 20 0.60 NU
| Farmers i

BAKED

BEANS
| (e
Figure

Direct X Indirect costs = Indirect costs
material costs charge per item

per item %

The indirect costs for a can of baked beans are 0.60 NU. Now The General Store know that
they must add 0.60 NU to each can of baked beans to cover their total indirect costs.

The General Store use column 2 of the Product Costing Form to work out the amount to be
added to each product. They use the same indirect costs charge, 20%, to calculate the
amount for all the products their business sells.

STEP 3: ADD UP TOTAL COSTS

COSTING
FOR A RETAILER OR
WHOLESALER

STEP 1. Calculate direct

material costs

STEP 2. Calculate indirect
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costs
STEP 3.Add up
total costs

To get the total costs per item, you add up the amounts for direct material costs and
indirect costs.

The General Store now has all the information they need to work out the total costs for a
can of baked beans.

Step 1 Step 2 Step 3
| Farmers

BAKED
i

WiEi LS

Figure

Direct + Indirect = TOTAL COSTS
material costs costs

3.00 NU 0.60 NU 3.60 NU

This is how The General Store add up the total costs for baked beans, and for all their
other products, on the Product Costing Form:
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INDIRECT COSTS CHARGE (%)

Total indirect
costa par month ——= 2000 NU

ST
Total direct material — 10000 NU Indirect
costs per month costs charge
(S| 2 3
Direct |
material + = Total
cosis por Indirect costs per item costs per
Product ftem {eolumn 1 % Indirect costa charge) itemn
"Groceries & dry loods =
_ Farmers baked becns, 450g | 3.00NU | (3.00 NU x 20/100 =) 0.60 NU | 3.60 NU
Pride flour, lkg 3.20NU | (320 NU x 20/100 =) 064 NU | 384 NU
Best Foods cooking 0il. 750 g| 4.55NU | (4.55 NU x 20/100 =) 0.91 NU | 546 NU
Star sugar, 2kg 471 NU | (4.71 NU x 20/100 =) 0.84 NU | 565 NU
_Eastern Blend tea, 250g 140NU | (1.40 NU % 20/100 =) 0.28 NU | 1.68 NU
Figure

The total costs of a product are the starting point to decide what price to charge your
= customers. To make a profit, your price must be higher than the total costs of the product.
Learn how to set your prices in the MARKETING chapter.

Review
Summary

Every business has costs. Costs are all the money your business spends to make and sell
your products or services. Costing is the way you calculate the total costs of making or
selling a product, or providing a service.
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Costing helps your business to:

e set your prices

o reduce and control your costs

o make better decisions about your business
« plan for the future.

All businesses have two types of costs:

e direct costs
e indirect costs.

Direct costs are all costs that are directly related to the products or services your business
makes or sells. There are two types of direct costs:

e direct material costs
o direct labour costs.

Direct costs

|
' I

Direct Direct
material costs labour costs

Figure

Indirect costs are all other costs, except direct costs, that you have for running your
business, for example, rent and electricity. Indirect costs are normally not directly related
to one particular product or service. Indirect costs are sometimes called overheads or
expenses.
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You must understand the different types of costs to be able to calculate the total costs for
any product or service your business makes or sells:

Direct + Direct + Indirect = TOTAL COSTS
material costs labour costs costs

If you are a manufacturer or service operator, use a Product Costing Form and follow 4
steps to calculate the total costs of making and selling any product or service in your
business:

Step 1: Calculate direct material costs
Step 2: Calculate direct labour costs
Step 3: Calculate indirect costs

Step 4: Add up total costs.

Use a separate Product Costing Form for costing each product or service.

If you are a retailer or wholesaler, use a Product Costing Form and follow 3 steps to
calculate the total costs of each product you sell:

Step 1: Calculate direct material costs
Step 2: Calculate indirect costs
Step 3: Add up total costs.

Retailers and wholesalers do not make products so they do not have any direct labour
costs.

Use the total costs of a product as the starting point to decide what price to charge your
customers.
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What did you learn in this chapter?

Now that you have worked through this chapter, try these practical exercises. The
exercises will remind you of what you have learned and help you to improve the costing in
your business.

Compare your answers with the Answers. If you find it difficult to work out an answer,
read the relevant part of the manual again. The best way to learn is to finish an exercise
before you look at the answers. Check the list of Useful Business Words.

S8 You have learned more about costing in this chapter. But what you have learned does not help
you until you use the new knowledge in the day-to-day running of your business. Remember to
do the Action Plan to improve the costing in your business.

COSTING AT BEAUTY HAIR SALON

This exercise is for manufacturers and service operators. If you are a retailer or wholesaler,
do the exercise COSTING AT READER’S BOOKSHOP.

Beauty Hair Salon is a service operator. Help Beauty Hair Salon do the costing of a perm.

1. Use the information below to fill in part 1 of the Product Costing Form and to calculate the direct
material costs for one perm.

To make a perm, Beauty Hair Salon use perm lotion and neutralizer:

Perm lotion:
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e a 5 litre container makes 50 perms
e cach 5 litre container costs 87.50 Nil.

Neutralizer:

ea 2.5 litre container makes 40 perms
e each 2.5 litre container costs 30.00 Nil.

2. Use the information below to complete the Labour Costs Form for Beauty Hair Salon. Then use
the information from the Labour Costs Form to fill in part 2 of the Product Costing Form and to
calculate the direct labour costs for one perm.

There are 4 people working at Beauty Hair Salon:

e Miss Mrisho who is the owner of Beauty Hair Salon. She works full-time (160 hours per
month) doing hairdressing. Her salary is 1500 Nil per month.

e Mrs Kiduko who works full-time (160 hours per month) also doing hairdressing. Her wage
is 730 NU per month.

e Miss Missano who does hairdressing only on Saturday mornings (20 hours per month). Her
wage is 150 NU per month.

e Mrs Emesu who serves tea, does cleaning, laundry, messenger jobs etc. She works part-
time (120 hours per month). Her wage is 300 NU per month.

The total time needed to make a perm for one customer is one and a half hours. This includes all

activities such as shampooing, applying perm lotion, rollers and neutralizer, conditioning, drying and
all the rinsing in between.
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working Total Hours in | Pay for NOT in timo
P hours per | monthly |production| timeln |production| NOTin
poTes. mon! pay ‘per month |production | per month luction

M Mrisho, owner, hairdressing 160 1500 NU 160 1500 NU — —
5 Kiduko, hairdressing

T Missano, hairdressing
O Emesu, cleaning. laundry, ete,

Total

DIRECT LABOUR COSTS PER HOUR

Total pay for time in production = Lrom column
divided by T =:

Total hours in production per month ————= o ceturmnd DIRECT labour
oot ped hour

Figure

3. Use the information below to fill in the indirect costs for Beauty Hair Salon. Then do the
calculation for indirect costs per item in part 3 of the Product Costing Form for perms.

At Beauty Hair Salon:
e Rent costs 428 NU per month
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e Transport costs 70 NU per month

e Electricity and water cost 200 NU per month

e Advertising and other promotion cost 75 NU per month
e Licence costs 120 NU per year

e Shampoo, conditioner, etc, cost 100 NU per month

e Scissors, combs, brushes, towels, shower caps, perm rods, rubber gloves, etc, cost 300 NU
per 6 months

e Beauty Hair Salon bought a hair dryer in 2000 and paid 720 NU for it. They estimate that
they will use it for 3 years.

e Miscellaneous: cleaning materials, soap, teas, etc. cost 80 NU per 2 months.

M —
. o
*ﬁ-“a
Figure

INDIRECT COSTS PER MONTH |

Rent

[Elamtrimibg AmA imbAr Il
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LICLU ILILY aliu watel
Transport

Advertising and promotion

Indirect labour (from Labour Costs Form, total oi column 7)
Depreciation (hair dryer)

Licence

Shampoo, conditioner, etc.

Scissors, combs, brushes, towels, shower caps, perm rods, etc.
Miscellaneous: cleaning materials, teas, etc.

e ————c—

Total indirect costs per month

PRODUCT _Perms

1. DIRECT MATERIAL COSTS PER ITEM
1 2 Wi
Raw Material Buying | Quantity | Costs

costs % per item 7 per item

Perm lotion, § litres 87.50 NU per 100mi LTS NU

cantainer | (I/50ola

coniainer)

Neutralizer, 2.5 litres

== |

Total Direct MATERIAL
costs per item

| 2. DIRECT LABOUR COSTS PER ITEM
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Time
Activity per item
(work-hours)
Shampooing. applying perm lotion & rollers. hours
neutralizing, conditioning, rinsing and drying (tatal of all
activilies)

Total

Direct lubour  Direct LABOUR

190 minm) costs pat hous costs poe itom
3. INDIRECT COST PER ITEM
* Indirect costs per hour
Total indirect 8
conts por month —— 3
divided by —— =
Total hours in  ——= j Indirect
production per month ™ : costs por hour
¥
MCOL 4 '—'
;!.’. c NSTS FORM -I J L l
Total time Indiroct INDIRECT
potitom  cosiy por hour costs por ilem
(wark:hours)

4. TOTAL COSTS PER ITEM

I J+] J+1 =
Direct MATERIAL  Diroct LAROUR INDIRECT
conts por item ocouts pot tem costa por itom

Figure

TOTAL
Costa por itom

1. Here is the completed Labour Costs Form, list of indirect costs and Product Costing Form for

perms:
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LABOUR COSTS FORM for manulacturers and service oparators
Diroct labour costs | Indirect labour cots |
1 2 3 4 s [ |
Total Hours | Payfor
working Total Hours in | Pay for NOTin time
hours hly d tmeln |pr NOTIn
Employeo mﬂﬂ pay per month jproduction | per month production
M Mrisho, owner, hairdressing | EGD‘_ Ig”gg 180 1500 NU — -
|5 Kiduke, hairdressing 160 TI0NU 160 T30 NU - - |
T Missano, hairdressing 20 150 Nl:l i 20 150 NU - — |
| OEmesu clecaldy, ondryiote, | 10 | 0ONU | — —] L9 | SNy
Tatal o 2380 NU 120 300 NU
DIRECT LABOUR COSTS PER HOUR : l
Total pey fos time bn production ——v sty |
divided by = = 7.00 NU
Tetal bours b preduction por month Bkl 4 s A0 bes DHRECT labour
conts pot hour
Figure

INDIRECT COSTS PER MONTH

Rent
Electricity and water
Transport
Advertising and promotion
Indirect labour (from Labour Costs Form, total of column 7)
Depreciation (hair dryer)
Licence
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428
200
70
75
300
20
10
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Shampoo, conditioner, etc. 100
Scissors, combs, brushes, towels, shower caps, perm rods, etc. 50
Miscellaneous: cleaning materials, teas, etc. 40
Total indirect costs per month 1293 NU

e To calculate the depreciation per month for the hair dryer, divide the depreciation per year into
months:

240NU
12menths

= 20NU per month

e To calculate the costs per month for scissors, combs, brushes, etc. divide the total cost by the
number of months they normally use these materials before they buy again, 6 months:

J00NU

Frrontie S0NU permonth

e To calculate the costs per month for miscellaneous items, divide the total cost by the number of
months they use the items before they buy again, 2 months:

BONU

2monihs

= d0 NU parmonth

PRODUCT _Perms

1. DIRECT MATERIAL COSTS PER ITEM

1 | e [T
Raw material Buying | Quantity i_ Costs
costs | per item l'perilem
||
- SR RN (R
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Ferm pouaon, J res S1.0U MU per oumi Liamng
container | (S0ofa
container)
Neutralizer, 2.5 litres 30.00 NU per 63ml 0.75 NU
container | (1M40ola
container)
250N0 ——250NU |

Total Direct MATERIAL
costy por ilom

2. DIRECT LABOUR COSTS PER ITEM

Activity

Time
per item

(work-hours)

Shampooing, applying perm lotion & rollers,

1.5 hours

neutralizing, conditioning, rinsing and drying

{total of all

activitios)

15hs X 700NU = 1050NU ||

Total Diroct labour  Direct LABOUR
cosis por howr  costs per item

3. INDIRECT COSTS PER ITEM ;

* Indirect costs per hour

Total indirect
costs par month ——* 1293 NU

Total hours in —— 340 hours

i e S =

Indirect
production per month A : costs per hour

1
+| 15hs X gsonu = smnu |

Total time Indirect INDIRECT
porliem  coslsporhour  costs per liom
fworkibowrs)

4. TOTAL COSTS PER ITEM

[Zsonu |+ osonu [+ smomu | = o .
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Direct MATERIAL  Direct LABOUR INDIRECT o
costs par item costs por item COME pot item | TOTAL
s | s per iten
Figure

COSTING AT READER’S BOOKSHOP

This exercise is for retailers and wholesalers. If you are a manufacturer or service operator, do
the exercise COSTING AT BEAUTY HAIR SALON.

Reader’s Bookshop is a retail business mainly selling books and stationery. Help Reader’s Bookshop
to calculate the indirect costs per item and the total costs per item for each product they have listed
on their Product Costing Form below. For your calculations you also need this information:

e Reader’s Bookshop normally buy goods to sell for 6000 NU per month.
e Rent, electricity, wages and all other indirect costs are normally 1500 NU per month.
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PRODUCT COSTING FORM for retailers and wholesalers
INDIRECT COSTS CHARGE (%)
Tatal mdluﬂh
B —
U —
Torathoumstn —=[_ ] Tadloet
production per month conts charge
1 ] 2 3
Direct |
material 4 = Total
costs por Indirect costs per item coBls por
Product item {column 1 x indirect costs charge) item

Pencils. HB 0.52 NU

Ballpoint pens, blue L.OONU

Markers, assorted colours 6.00 NU

Exercise books, large 160 NU

Envelopes, large brown 0.60 NU S ) |
Envelopes. small brown 0.32 NU

Adhesive lape 4.52 NU

Figure

The completed Product Costing Form for Reader’s Bookshop should have the amounts shown in the
form below:
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[PRODUCT COSTING FORM ___jor rotailers and wholosaless |
INDIRECT COSTS CHARGE (%) ‘
Total inclirect
costa pat month —— 1500 NU
divided by —+ — ] = -
Total direct material —= 6000 NU Indiroct
cosis par month conts charge
il 2 Ji=®
Direct | |
material + = Total
cosls per Indirect costs per item costs per
Product item feolumn | % indirect costn charge) ftem
Pencils, HB 0.52 NU | (0.52 NU x 25/100 =) 0.13 NU | 0.85 NU
Ballpoint pens, blue 1.00NU | (1.00 NU x25/100 =} 0.25 NU __&::_IS_!{]:I__
| Mo sraissnatoolois | GIONY || (900 NU X 25100 1} BEGNY. | 250 NE |
Exetrcise books, Inr_g_ez g _]ﬂNl:[" ti?ﬂ NU % 25/100 =!U.4C|__NU | ?.UU NU ]
Envelopes, large brown | OB0NU | (0.60 NUx25/100=)0.1SNU | 0.75 NU
Envelopes, small brown | 032NU | (0.32 NU x 25/100 =) 0.0OB NU | 0.40 NU
Adhesive tape | 452NU | (452 NUx25/100 =) 1.13 NU _ 565 NU
Figure

e To calculate the indirect costs charge, divide the total indirect costs per month by the total direct
material costs for buying goods per month and multiply by 100:

1500NU

= 1 — 9,
FOODN X100=25%

e To calculate the indirect costs per item (column 2), multiply the direct material costs per item by
the indirect costs charge: Pencils:

2.52MU X 2 =0, 13NU
’ 100

e To work out the total cost per item (column 3), add the direct material costs per item and the
indirect costs per item: Pencils:
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Ll Improve Your Business: Basics (ILO, 1999, 188 p.)
» ) RECORD-KEEPING
e (introduction...)
' Keeping and using business records
The record-keeping system
The Record Book
Use records to improve your business
U Review
Summary
What did you learn in this chapter?

Improve Your Business: Basics (ILO, 1999, 188 p.)
RECORD-KEEPING
IN THIS CHAPTER YOU WILL LEARN HOW TO

m Keep records that improve your business
m Analyse your sales

m Analyse your costs

m Make a profit and loss statement
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m Analyse both your profit and your net profit

NOTE Since this book is intended for use in many different countries, we have used the term “"NU”
in the examples to represent an imaginary “National Unit of currency”

Keeping and using business records
WHAT IS RECORD-KEEPING?
To keep business records means to write down:

« how much money your business receives, and
« how much money your business pays out.

A transaction is any exchange of money for goods or services. Money comes in and goes
out of the business through transactions. Here are two examples of transactions:

¢ A customer gets goods from your business - your business gets money from the
customer.

¢ You keep your business money in a savings account - the bank pays interest.

In the transactions above, money comes in to a business. A business gets money mainly
by selling goods or services.

A business spends money to pay for goods, raw materials, labour, rent, electricity and all
other costs. In the transactions below, money goes out of a business:

o Your business gets goods and raw materials - the supplier gets money from your
business.
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« You are the owner and you work at the business - the business pays you a salary.

S84 For good record-keeping you need to write down all your business transactions in an organized
way in the order the transactions happened.

H Do you keep business records? Do you record every transaction?

HOW CAN RECORDS IMPROVE YOUR BUSINESS?

Neat, accurate records can help you to find out how your business is doing. They can help
you solve problems in your business.

o If your business is doing well, use your records to find out why. Then find and
plan ways to do even better.

o If your business is not doing well, use your records to find out what is wrong.
Plan ways to solve the problems.

Records can help you run your business in the following ways:

Records help you control your cash
Your records show you how much money your business should have at any point in
time. Use your records to make sure that money does not disappear.

Records show you how your business is doing
Your records help you find problems before it is too late. Use your records to find
out if something is going wrong, if costs are too high, if sales are falling, and so on.

Records show others how your business is doing
You need proper records when you apply for a loan, pay your taxes, and so on. Use
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your records to show that everything is in order and that you are in control of your

business.

Records help you plan for the future
Records show how well your business did in the past and how well it is doing now.
When you know your business’s strengths and weaknesses, you can plan properly

for the future.

S
qsgéi =

Figure

H If you keep records, how do you use them to improve your business?

The record-keeping system

Your record-keeping system should be as simple as possible. You must be able to get all
the information you need from your record-keeping, but the record-keeping system should
not contain more information than that. A record-keeping system that has too much
information is complicated and takes a lot of time to keep.

Your record-keeping system can have these parts:

¢ Customers’ Accounts Record
¢ Record Book
o Profit and Loss Statement.
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Customers’ Accounts Record

If you sell on credit, write down how much each customer owes your business in a
Customers’ Accounts Record. When a customer pays, write the amount received both in
the Customers’ Accounts Record and in the Record Book.

S8 Keep invoices and delivery notes for everything you buy on credit. It is a good idea to keep
them in a file. You can call the file Unpaid Suppliers’ Invoices. When you pay for what you
bought on credit, write the amount in the Record Book.

The Record Book

The Record Book is the centre of your record-keeping. In the Record Book you write
down:

« all money that comes into your business and where it came from - mostly from
sales.
« all money that goes out of your business and what it was used for - mostly for
costs.

% Learn more about different types of costs in the COSTING chapter.

Profit and Loss Statement

To see how your business is doing, use information from the Record Book to make a Profit
and Loss Statement.

This is how the record-keeping system works:
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Canh pold inte

Credit sales the busineas

l

CUSTOMERS'
ACCOUNTS RECORD

l

Customer
peays account

v

\— »  RECORDBOCE 44— ——

!

PROFIT AND LOSS
STATEMENT

Figure

CUSTOMERS’ ACCOUNTS RECORD

Cash paid out
from the buniness

When you sell goods or services on credit, money will be paid later for the goods or
services your customers receive. You need written records of everything your business
sells on credit. Use a Customers’ Accounts Record.

In general it is risky to sell on credit. Some customers do not pay on time. Some
customers do not pay at all. But credit can increase your sales, because good customers
stay with your business. So it can be a good idea to give credit to reliable customers.

If you sell on credit, keep a record of all your credit sales. A written record of customers’

credit helps you to know:

o which customers owe money to your business
o how much money each customer owes
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« which customers pay their accounts on time.

S8 With written records, you avoid arguments with customers and you can follow up customers
who do not pay their accounts on time.

Make your own Customers’ Accounts Record, with one page or section for each customer.
You can use:

+ a book with a page for each customer

« separate pages in a file

¢ a separate book for each customer, if you have very few customers who each buy
a lot.

This is the Customers’ Accounts Record for one customer at Reader’s Bookshop:
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Tel. Huwnbeee; 1320
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1
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The numbe: ofilomathe - - <] - - - - - - - B .
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Tke price-of the goode the . Sn’lﬂn ],"Fm, "IUIOI!I\’?'D‘ . ,2_ L 2400
CRENMMRT MR aenils. Black
The customers signciure 125 N each L] 5.00 45.00
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16711 rubber bands | bay 1 4.00
pencil, blue 125 NIT & S.00
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CUMIMOT MW 0WCI 0.30 HU sach 20 £.00
Your business Attt N A P i :
envelopes, large -
Tihe csount the D60 NU ecch 2 12.00 = | St
castomerpaye | T e e LS
1
Your sigagture when the lasit Feaynagol 7500 C.o ? “{—
cuwzlomerpays © T 7| ot |t R I | 1
Figure

When the customer pays the account, write down the payment in the Customers’ Accounts
Record. The payment also means that cash comes into the business. So the transaction
must be recorded in the Record Book.

The Record Book

The Record Book is where you write down all the transactions in your business. Make a
habit of entering the day’s transactions in your Record Book at the end of each day.

VOUCHERS
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For your record-keeping you need proof to show that you received or paid out money. You
need written proof of every transaction, even for small amounts such as stamps or small
cash sales. Some examples of written proof are:

« copies of receipts you give to customers when they buy from you
« receipts or invoices you get when you buy goods or raw materials, or receipts
when you pay rent and electricity.

If there is no written proof, you must write down the details about the transaction
yourself. You can use a sheet of paper to write down the information you need. It is
important to write:

o when the transaction happened

« who was involved in the transaction

« what happened in the transaction

« how much money was involved in the transaction.

In record-keeping, receipts and any other written proof of transactions are called
vouchers. File and keep all the vouchers. They are the only proof that your records are
correct. If there are mistakes in your record-keeping, the vouchers help you find out
where the mistakes are.

The information you need to fill in your Record Book comes from the vouchers from all
transactions in your business.

Give each voucher a number

Write a new number on each voucher. Start with number 1 for the first entry of the year.
Then continue in number order with 2, 3, 4 and so on, until the end of the year. By
numbering your vouchers this way, it is easy and quick to find the voucher you need. Give
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the voucher its number when you record the transaction in the Record Book.

After you have recorded the vouchers in your Record Book, file all vouchers in number
order. This way, your vouchers are in the same order in the file as they are recorded in

your Record Book.

HOW TO FILL IN THE RECORD BOOK

All business transactions are recorded in columns in the Record Book. The different
columns are for details about each transaction in your business. In different columns, you
record transactions of different types. The amount of money for each transaction is

recorded in two different columns.

Why must you record a transaction in two columns?

You noer! ‘o condrol the money in
your buziness. o vou mugt enier
ek amount i ihe Coak or Bank
columps. The Balaace celumn
shows yuu fow much money

You need 1o ftnd oul hew your bosinese
iz deing and plan for the luture. So pou
must ealer eech ame wat in ong mwre
column they tells you iow your basiness
either aonns o sgpends oney:

money money
your hirzinass hos ot ony Hme. in ot
¥ ¥ T 4 v ¥
h Cash Bamlk .
Youcher meaterial | labour | Indirect
Date Detaida Ko, Cul |Balonce| M Ot Bales woete SOste osts
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Figure

In what order should you record a transaction?

To avoid making mistakes, record every transaction in this order:
Step 1. Fill in the date, details and voucher number in the Record Book.
Step 2. Write the voucher number on the voucher.

Step 3. Record the amount of the transaction in two different columns. Enter the
amount in the Cash or Bank column first. Then enter the same amount in one of the

other columns.
Step 4. File the voucher.

Use an analysis book, an exercise book or any other suitable book for your Record Book.
Draw the same columns as in Modern Furniture’s Record Book on the next page.

Figure

Modern Furniture’s Record Book

Modern Furniture is a manufacturing business, making furniture to order. People in town
come to Modern Furniture and order the furniture they want. This is Modern Furniture’s
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Record Book for November.
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Figure
Date: Write the date of the transaction.
Details: Describe the transaction.

Voucher No.: Write a voucher number for each transaction. Write the same number on the
voucher.
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Cash: Write all the cash that came into or went out of your business. At any time, the
Balance column shows the amount of money you should have in the cash box.

Bank: Write all the money that came into or went out of your bank account. At any time,
the Balance column shows you the amount of money you have in the bank.

Sales: Write all your money in from sales in this column.

Direct material costs: Write the cost of all raw materials or goods for resale in this
column.

Direct labour costs: If you are a manufacturer or service operator, write all wages for
people who make your products or provide your services in this column. Retailers and
wholesalers do not need this column.

Indirect costs: Write all other costs for running your business in this column. Here are
explanations for some of the transactions:

A. On the first day of the month, Modern Furniture wrote down the balances brought
forward for Cash and Bank on a new page in the Record Book. The balances brought
forward show how much money Modern Furniture have in the cash box and in the bank
account at the start of the month. Modern Furniture got the amounts from the balances on
the last day of the month before.

B. Modern Furniture paid cash for timber. The receipt from the supplier is the voucher.
Modern Furniture write down the amount in two columns, under Cash out and under Direct
Material Costs.

C. Two customers bought goods for cash, so Modern Furniture have copies of two receipts.
They give each receipt a voucher number. They write each voucher on a separate line in
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the Record Book. For each transaction they write the amount under Cash in and under
Sales.

D. Modern Furniture took money out of the business’s bank account and put it in the cash
box. They wrote their own voucher for the transaction and wrote the amount under Cash
in and Bank out.

E. Modern Furniture paid monthly wages in cash to the two carpenters working at the
business. Each employee signed a receipt. The two receipts are the vouchers. Modern
Furniture write the amounts under Cash out and under Direct labour costs.

F. The owner of Modern Furniture paid himself his monthly salary. The owner’s salary is a
direct labour cost because he works directly in the production. The owner’s salary is
written under Cash out and Direct labour costs.
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QUESTIONS AND ANSWERS ABOUT THE RECORD BOOK

What should you do if a page is full?

When a page of Modern Furniture’s Record Book is full before the end of the month they

meister10.htm

add up the columns and carry the totals and balances to the next page.

To carry the totals and balances to the next page is called balances brought forward. You
can write B/f in the details column.

2113 | Boughttimber 143 Az 260 | - |-
22fy | Salas Lz |- wil - Tol-
233 Salss BS 07— €33 - 203 -
1510]- £70] - 20(-F 5%
T v ¥ L A hd
Cerah Bk
THreg | Diect
Vernchor: materiod | baboer | Dodloect
Date Datails Ho I Qut | Belance | In Ot Bolomen | Sales coaty coata canln
1
233 | BM 633 |- | 2101|-| 1510 GA)|- 430 |- oty
Figure

How should you record loans, grants, tax and equipment?

The general rule in the Record Book is to make two entries for each transaction. But you

make only one entry for some transactions. The most important of those transactions are:

e loans

e grants or donations
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o tax
¢ equipment or machines
o depreciation.

A. Loans

A loan is money coming into the business, but not from sales. To keep control of your
money the loan must be recorded. Write the amount in the column for Cash in or Bank in,
depending on where you put the money. But make no other entry.

When you pay back the loan, enter the payment in the column for Cash out or Bank out,
and no other entry.

B. Grants or donations

A grant or donation is also money coming into the business, but not from sales. Write
down the amount under Cash in or Bank in, and make no other entry.

C Tax

You pay tax on the profit you make. It is neither a direct cost nor an indirect cost so you
only record it as Cash out or Bank out.

D. Equipment or machines

When you buy machines or any other expensive equipment, money goes out of your
business. Enter those amounts under Cash out or Bank out, and make no other entry.

Here are examples of these transactions:

‘r”DateH Details HVoucherH Cash H Bank HSaIesH Direct HDirect”Indi
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H No. material|labour| co
I | | In | Out |Balance| In | Out Balance| | | .
| 2/1 [B/f | LI I seoff [ 1230 [ [ [ [ |
A|| 3/1 |Received 78 5000|- 6230 -

loan
3/1 |Sales 79| 125|- 485| - 125|-
B|| 4/1 |Received 802000|- 2485| -
donation
4/1 |[Bought 81 67|-| 2418|- €
stationery
€l 5/1lpaidtax | 82| | 1200 1218/-] || || I NN
D|| 5/1 |Bought 83 4500|-| 1730| -
machine
I | LI [ I I
E. Depreciation
Machines and equipment get older every year they are used. They lose value. The loss in
value of machines and equipment is called depreciation. Depreciation is an indirect cost to
your business and must be recorded. But depreciation does not mean that money goes out
of the business. The money was paid out when the machine or equipment was bought.
To calculate the depreciation, divide the total cost of buying the machine or equipment by
the number of years you expect to use it. Only calculate depreciation for machines or
equipment which have a high value and last for several years.
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In your Record Book, record the depreciation for all your machines and equipment as one
amount every year. Make it the very last entry of the year. Enter the amount under
Indirect costs, and make no other entry.

For example. Modern Furniture’s total cost for depreciation is 3200 NU per year. They
record it as the last entry of the year like this:

Date Details Voucher Cash Bank Sales| Direct |Direct|Indirect
No. material|labour| costs
costs | costs

In [Out[BalanceIn[Out Balance

|
|

29/12]sales laza P3sol [ | [0 1 I3sol I ]
30/12||Glue and 472 78|- 78 -
varnish

3200

31/12||Depreciation 473

] | L e e e

ﬂ Learn more about depreciation in the COSTING chapter.

|

Use records to improve your business

Your records cannot solve problems by themselves. You are the one who must solve the
problems. But your records will help you.
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Figure Figure
Think of a broken-down car. The mechanic cannot find the  The mechanic must study each part
problem by looking at the whole car. carefully to find the problem.

Your business is like a car. To repair it and make it run well, you must understand all the
different parts that make it work. That is called analysing your business.

You can use your records to analyse your business. Your records help you to:

« analyse your sales
« analyse your costs
« analyse your profit.

When you analyse your sales, costs or profit, you will be able to find out if your business
is doing well or not. If something is wrong, you will be able to find out what is wrong so
you can solve your problems. Even if your business is doing well, analysing your records
can help you to find ways to do even better.

At the end of every month, make sure you have:

o written the balance for cash and bank
o added up all the sales
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+ added up each of the costs: direct material costs, direct labour costs and indirect
costs.

These totals for sales and costs are the starting point for analysing your records.

H Do you know the total sales and costs for your business?

ANALYSE YOUR SALES

High sales do not always mean that your profit is high. But your sales are important for
the success of your business. Analyse your sales to find out if sales are going up or down.

Compare the total sales from this month with the total sales from last month and for the
same month last year. These are the amounts for sales at Modern Furniture:

SALES COMPARISON

THIS MONTH | LAST MONTH |[THIS MONTH LAST YEAR
December 2001||November 2001 December 2000

Sales 5763 NU 3728 NU 3850 NU

Modern Furniture asked themselves:
e Are sales going up or down? Why?

Modern Furniture know why sales were higher in December than in November. In
December they had a special order for beds from the new hotel in town. In December
2000 they had no special order so sales were about the same as in November 2001.

H In some business the sales are higher in some seasons and lower in others. You know your
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business best.

e In which months or seasons do you expect to sell more? Why?

e In which months or seasons do you expect to sell less? Why?

When you understand the reasons for changes in your sales, you can plan ways to
increase them. If your sales are falling, study your records and think of every possible
reason for the problem. Here are some examples:

o Is it a marketing problem? For example, do you not sell what your customers
want?

o Is it a buying problem? For example, do you buy from a supplier who cannot offer
what the customers want?

o Is it a stock control problem? For example, do you keep too little stock, damaged
stock or stock in bad condition?

¢ Is it a costing problem? For example, do you not calculate your direct labour
costs correctly?

¢ Is it a record-keeping problem? For example, do you not write down and follow
up credit sales?

o Is it a financial planning problem? For example, are the costs in your business
higher than planned?

= There is a chapter on each of these topics. Use these chapters to help you analyse your

D:/cd3wddvd/NoExe/.../meister10.htm 89/161



21/10/2011 meister10.htm
business. Think about these same topics when your sales go up, too. When you know why your
sales increase, you can plan ways to do even better.

Follow these steps to analyse your sales. You can use the same steps to analyse any other
part of your records.

ANALYSE
YOUR
SALES
STEP Compare — Compare your monthly or yearly sales to find out if there is a change. Are
1. your sales rising or falling?

STEP Find reasons — Find reasons for rising or falling sales.

2. for changes
STEP Plan — Plan ways to increase your sales and improve your business.
3. improvements

ANALYSE YOUR COSTS

These are the different costs in Modern Furniture. They get the figures from their Record
Book.

| COSTS COMPARISON |
THIS MONTH | LAST MONTH |[THIS MONTH LAST YEAR
December 2001||[November 2001 December 2000

’Direct material costsH 2490 NU H 1520 NU H 1345 NU ‘
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Direct labour costs 1495 NU 1220 NU 1250 NU
Indirect costs 485 NU 340 NU 310 NU

Modern Furniture compare the different costs from this month with the costs from last
month and the same month last year. They use the same steps as they did for sales.

ANALYSE
YOUR
COSTS
STEP Compare — Compare your monthly or yearly costs to find out if there is a change. Are
1. your costs rising or falling?

STEP Find reasons — Find reasons for rising or falling costs.

2. for changes
STEP Plan — Plan ways to lower your costs and improve your business.
3. improvements

Modern Furniture analysed their costs to find out:

+ which costs had gone up, and why
« which costs had gone down, and why.

Here are some examples of what they found:

o Direct material costs were much higher in December 2001 than in November. This
seems bad. But Modern Furniture know that sales were much higher in December
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than in November. The more you sell, the more raw materials you need. So there is

a good reason for the increase in direct material costs.

Sales in December 2000 were slightly higher than in November 2001. But the direct
material costs were lower. Modern Furniture should look closely in their Record Book to
find out how they managed to keep the direct material costs so low.

o Direct labour costs have increased from November. One employee was paid
overtime to make the beds for the new hotel. This does not worry Modern Furniture
as long as the sales increased at the same time as the direct labour costs.

¢ Indirect costs for December 2001 were higher than in both November 2001 and
December 2000. The cost for electricity increased. Modern Furniture must find out

why.

Figure
HAre costs in your business rising or falling? Do you know which costs are rising or falling, and

why? What can you do to lower costs in your business?

MAKE A PROFIT AND LOSS STATEMENT
To find out if your business is making a profit or a loss, you subtract all costs from your
sales. When sales are higher than costs, your business makes a profit. When sales are
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lower than costs, your business makes a loss.

A Profit and Loss Statement helps you to calculate if your business is making a profit or a
loss. Every business should do a Profit and Loss Statement at the end of every year. You
can also calculate your profit and loss more often, for example:

o after each month
o after three months
o after six months.

The more often you calculate your profit and loss, the sooner you will know if your

business has problems. Then you can do something about the problems before it is too
late.

Modern Furniture get all the amounts in the Profit and Loss Statement from their Record
Book. This is their Profit and Loss Statement for 2001:

PROFIT AND LOSS STATEMENT
1/1/2001 - 31/12/2001

A Sales 36213
B Direct material costs - 11600
C Value added =24613 > 24613

D Direct labour costs 15800

E Indirect costs + 4713
All other costs = 20513 »- 20513
F Net profit = 4100
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A. Sales

Modern Furniture add up all the 12 monthly sales totals for 2001 from their Record Book.
The sales from January to December were:

1460 NU + 2315 NU + 2330 NU + 3070 NU + 2635 NU + 3050 NU + 2870 NU +
2812 NU + 3200 NU + 2980 NU + 3728 NU + 5763 NU = 36213 NU.

B. Direct material costs

Modern Furniture add the totals of direct material costs for each month to get the total
direct material costs for 2001: 11600 NU. They get the figures from the Record Book.

C. Value added

Deduct direct material costs from sales to get value added. The value added shows you
how much your business has increased the value of the direct materials that you bought.
Read more about value added.

D. Direct labour costs

Modern Furniture add up all the monthly totals for the employees making furniture: 15800
NU. That is the total direct labour costs for the year. They get the figures from the Record
Book.

E. Indirect costs

The total indirect costs for 2001 are 4713 NU. Modern Furniture worked out the figure by
adding up all monthly totals from the Record Book.

F Net profit
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Deduct all other costs from the value added to get the net profit. The net profit shows the
total result of your business. Read more about net profit.

= Manufacturers and service operators have direct labour costs. Retailers and wholesalers do not.
If your business does not have direct labour costs, do not enter any amounts under direct
labour costs. Instead, include all your costs for labour under indirect costs.

ANALYSE YOUR PROFIT

Analyse your profit to find ways to improve your business. To analyse your profit, follow
the same steps as for analysing sales and costs.

ANALYSE
YOUR
PROFIT
STEP Compare — Compare your monthly or yearly profits to find out if there is a change. Are
1. your profits rising or falling?

STEP Find reasons — Find reasons for rising or falling profits.

2. for changes
STEP Plan — Plan ways to lower your profits and improve your business.
3. improvements

Analyse your value added

The value added is very important for your business. Value added is the amount of money
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left after you have subtracted your direct material costs from the money earned from

sales. The value added must be high enough to pay for all other costs in your business and
to give you a profit.

Sales- Direct = VALUE ADDED
material
costs

A retailer or wholesaler buys goods for resale and a manufacturer buys raw materials to
make products. These are direct material costs to the business. The price when the
business sells its products is higher than the direct material costs. The difference between
the direct material costs and sales is the value added. It shows you how much your
business has increased the value of the direct materials that your business bought.

When you try to increase your value added, your direct labour costs and indirect costs will
often increase as well. But the costs will often not increase as much as the value added
and your net profit will be higher.

Modern Furniture, for example, make a simple dining room table which they sell to
customers who cannot pay much for furniture and want a cheap table. The table is sold for
300 NU. Modern Furniture have done the costing of the table and know how much one
table costs to make. This is the profit they make from one table:

PROFIT FOR SIMPLE DINING TABLE

Sales 300 NU
Direct material costs - 110 NU
Value added = 190 NU
Direct labour costs - 40 NU
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Indirect costs - 20 NU
Net profit = 130 NU

To increase the value added in the production of the tables, Modern Furniture are planning
to:

o« change the design of the table
o use better quality wood.

Modern Furniture will sell the new type of tables to customers who want more exclusive
furniture in their homes and can afford to pay higher prices.

The direct material costs for the new table will be higher. The design will be more
complicated and each table will take longer to make, so the direct labour costs will also be
higher. The indirect costs allocated to one table will be higher, because one table takes a
longer time to make.

The price will increase more than the increase in costs. This is the profit they will make
from the new exclusive dining table:

PROFIT FOR EXCLUSIVE DINING TABLE

Sales 600 NU
Direct material costs - 190 NU
Value added = 410 NU
Direct labour costs - 90 NU
Indirect costs - 40 NU
Nat nrnfit - 26N NII
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If the value added in your business is falling, there can be a number of reasons. Make sure
that you analyse the value added and find out the true reason.

Examples of reasons for falling value added are:
Your total sales have fallen

For example, Network Computers import and sell computers. During 2001, competition
from low price importers was tough. Network Computers maintained the same value
added on each machine but the number of machines sold decreased from 2000 to 2001
and the total value added fell:

Network Computers 2000
Sales 86400 NU
Direct material costs - 59300 NU
Value added =27100 NU
Network Computers 2001
Sales 76000 NU
Direct material costs - 52400 NU
Value added =23600 NU

You have sold more products or services than before with a low value added

For example, Builders Wholesalers sell both complete kitchen units and construction
materials like cement, timber and bricks. The value added is highest on the kitchen units.
In 2001 they sold fewer kitchen units but more building materials than in 2000. The value
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added fell:

Builders Wholesalers 2000
Sales 336000 NU
Direct material costs -258900 NU
Value added = 77100 NU
Builders Wholesalers 2001
Sales 341500 NU
Direct material costs -301000 NU
Value added = 40500 NU

Your direct material costs have increased but you have not increased your prices

For example, Fashion Enterprises make trousers. The price of the raw materials they use

meister10.htm

went up in 2001. Because of tough competition, Fashion Enterprises did not increase their

prices. Their value added fell:

Fashion Enterprises 2000
Sales 27620 NU
Direct material costs -21100 NU
Value added = 6520 NU
Fashion Enterprises 2001
Sales 28190 NU

Direct material costs -23680 NU

Valne added = 4510 NII
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The higher your value added is, the more money there is to cover other costs and to give
your business a profit. Try to find ways to increase your value added.

Examples of ways to increase value added are:

o Increase the number of items sold
If you sell more of your product, the total value added will increase even if the
value added for one item of the product is the same.

¢ Sell more products with a high value added

If your business sells several different products, each one probably has a different
value added per item. Try to concentrate on the products with the highest value
added. Sometimes the price can be raised and the value added increased by
improving your product, like Modern Furniture did.

o Raise the price
Try to raise your prices at least as much as the direct material costs increase.

This is how Modern Furniture analyse their value added for 2001. They compared the value
added for 2001 with the two previous years:

VALUE ADDED COMPARISON

THIS YEAR|LAST YEAR THE YEAR BEFORE LAST
2001 2000 1999

Value added| 24613 NU | 22900 NU | 16580 NU \

Modern Furniture can see that their value added in 2001 was higher than in 2000 and
1999. They know that the reason for the increase is higher sales. The value added on each
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piece of furniture has been the same.

Modern Furniture want to increase the value added even more and will now try to find
ways to increase the value added on each piece of furniture.

Has the value added in your business gone up or down? What is the reason for the increase or
decrease in value added?

Analyse your net profit

The net profit is the amount of money left after you have subtracted all other costs from
the value added. The net profit shows you the total result of your business. It tells you
how well or how badly your business is doing.

Value - All other = NET PROFIT
added costs

You may have very high sales and a high value added. But if your direct labour costs and
indirect costs are also very high, you can end up with a very low net profit, or even a loss.

Find out if the net profit is higher or lower than before, and why. If the value added is not
lower, the reason for lower net profit is higher direct labour costs or higher indirect costs,
or both.

This is how Modern Furniture analyse their net profit for 2001. They compare the net profit
for 2001 with the two previous years:

| NET PROFIT COMPARISON |
THIS YEAR|LAST YEARHTHE YEAH BEFORE LAST
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| | 2000 | 2000 | 1999 |
\Value added| 24613 NU | 22900 NU | 16580 NU \
INet profit | 4100 NU | 8550 NU | 5750 NU |

Modern Furniture can see that net profit has gone down in 2001 compared to both 2000
and 1999. Value added had gone up but net profit was much lower than the years before.
This means that either direct labour costs or indirect costs have increased. To find out
why, Modern Furniture must study their costs.

Modern Furniture found out that their direct labour costs were much higher in 2001 than
in 2000. Now they must plan ways:

o to lower the direct labour costs, or
e to increase their value added.

Has the net profit in your business gone up or down? What is the reason for the increase or
decrease in net profit?

H If your value added or net profit is lower than before, do not just wait to see if business will
improve. Always find out the reason and take action to improve your value added or your net
profit

Review
Summary

A transaction is any exchange of money for goods or services. Record-keeping is a way of
writing down all transactions involving:
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e money coming into your business
e money going out of your business.

Record-keeping is necessary for every business. Neat, accurate records will help you find
and solve business problems. Use records to:

e control your cash

« show you how your business is doing

« show others, such as the bank, how your business is doing
« plan for the future.

Your record-keeping system can have these parts:

¢ Customers’ Accounts Record
¢ Record Book
o Profit and Loss Statement.

If you sell on credit, write down all credit transactions in a Customers’ Accounts Record.
Keep a separate Customers’ Accounts Record for each customer.

The Record Book is where you write down all transactions in your business. The Record
Book consists of columns and you write down each transaction in two different columns.

You need a written document for all transactions. For record-keeping, receipts and other
documents are called vouchers. Vouchers are the proof of all transactions entered in the
Record Book.

Use your records to:

« analyse your sales
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« analyse your costs
« analyse your profit.

A Profit and Loss Statement shows you if your business is making a profit or a loss. Use
your Record Book to get the information you need to make a Profit and Loss Statement.

Sales- Direct =VALUE ADDED - All other = NET PROFIT
material costs
costs

The value added is the amount of money left after you have subtracted your direct
material costs from the money earned from sales. The value added must be high enough to
pay for all other costs in your business and give you a profit.

The net profit is the amount of money left after you have subtracted all other costs from
the value added. It shows the total result for your business.

What did you learn in this chapter?

Now that you have worked through this chapter, try these practical exercises. The
exercises will remind you of what you have learned and help you to improve the record-
keeping in your business.

Compare your answers with the Answers. If you find it difficult to work out an answer,
read that part of the manual again. The best way to learn is to finish an exercise before
you look at the answers. Check the list of Useful Business Words.

= You have learned more about record-keeping in this chapter. But what you have learned does
not help you until you use the new knowledge in the day-to-day running of your business.
Remember to do the Action Plan to improve the record-keeping in your business.
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CREDIT SALES AT RELIABLE TAILORS

Reliable Tailors make dust coats and overalls. One of their main customers is Nighthawk Security.
Nighthawk Security buy on credit. These are the transactions between Reliable Tailors and
Nighthawk Security for the month of April. Use this information to fill in the Customers’ Accounts
Record below.

3 Reliable Tailors deliver 20 overalls for 60 Nil each. Nighthawk Security pay half of the total
April amount immediately. (This transaction is already filled in.)

15 Reliable Tailors deliver an order of 10 overalls for 60 Nil each on credit. No payment is received.
April

30 Nighthawk Security pay Reliable Tailors 1200 NU.
April

CUSTOMERS’ ACCOUNTS RECORD

Customer: Nighthawk Security
Address: 12 Main Road

Tel. Number: 13898

Credit limit: 1500.00 NU

Date| Details  |Quantity|Credit sale NU/Amount paid NU|Balance|Signature|
| 3/4 |Overalls 60.00 NU| 20 | 1200.00 | 600.00 | 600.00 | |
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Reliable Tailors filled in Customers’ Accounts Record should look like this:

CUSTOMERS’ ACCOUNTS RECORD
Customer: Nighthawk Security

Address: 12 Main Road
Tel. Number: 13898

Credit limit: 1500.00 NU

meister10.htm

Date|Details Quantity|Credit |[Amount |Balance ||Signature
Sale NU ||Paid NU

| 3/4|Overalls 60.00 NU|| 20[1200.00| 600.00| 600.00| \

[15/4|Overalls 60.00 NU| 10| 600.00| [1200.00] |

30/4|Payment I H 11200.00| 0| \

STAR GENERAL STORE AND THE RECORD BOOK

1. Help Star General Store to complete their Record Book below. Write the transactions on the

empty lines.

a On 20/2, Star General Store pay 340 NU cash for goods,

b. On 22/2, Star Genera

o take out 500 NU from the business’s bank account and put the money in the cash box
e pay the monthly wage of 320 NU in cash to the full-time employee

| Store:
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c. On 25/2, Star General Store receive, in total, 370 NU from sales,

meister10.htm

e pay the monthly wage of 160 NU in cash to the part-time employee
e pay the owner his monthly salary of 650 NU in cash,

d. On 26/2, Star General Store pay 590 NU for various goods. They pay by cheque,

e. On 27/2, they receive, in total, 520 NU from sales.

f. On 28/2, Star General Store receive a loan of 2000 NU. The loan is deposited into the bank

account.
Date| Details |Voucher Cash Bank Sales| Direct |Direct Indirect
No. material|labour| costs
costs | costs
In | Out |[Balance|In|Out|Balance

1/2|B/i 130|_ 2100| -

4/2|Sales 23|410 540| - 410|-

7/2|Sales 24|445 985| - 445| -
11/2||Bought 25 640|-| 345| - 640| -

goods
13/2||Sales 26390 735| - 390||-
15/2|Bus fare 27 15|-| 720 - 15| -
18/2||Sales 28480 1200| - 480| -
D:/cd3wddvd/NoExe/.../meister10.htm 107/161



21/10/2011 meister10.htm

2. Enter the total sales for February for Star General Store in the empty box below:

THIS MONTH LAST MONTH
February 2001 January 2001
Sales NU 2250 NU

Compare the total sales in February with the total sales in January. Were sales in February higher or
lower in the month before? How much higher or lower?

3. Use the Record Book for February to make a Profit and Loss Statement for Star General Store.

Do not include any amount for direct labour costs in the Profit and Loss Statement. Like other
retailers, Star General Store have no direct labour costs because they do not make any products.
Instead, they record all labour costs under indirect costs.

PROFIT AND LOSS STATEMENT
1/2/2001 - 28/2/2001

Sales

Direct material costs -

Value added =
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Direct labour costs

Indirect costs +

All other costs = -
Net profit =

4. Here is Star General Store’s Profit and Loss Statement for January. Compare the Profit and Loss
Statements for the two months. Answer the questions:

PROFIT AND LOSS STATEMENT

1/2/2001 - 28/2/2001

Sales 2250
Direct material costs - 1250
Value added =1000—-» 1000

Direct labour costs

Indirect costs + 950
All other costs = 950-5- 950
Net profit = 50

a. Is the value added for February higher or lower than the month before? How much higher or
lower?

b. Is the net profit higher or lower than before? How much higher or lower?
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c. Look at the amounts and try to explain why the net profit is higher or lower than before.

1. Star General Store’s Record Book for February should look like this:

Date|Details|Voucher Cash Bank Sales|| Direct |Direct|Indirect
No. material|labour| costs
costs || costs
In | Out ||Balance| In | Out |Balance
1/2|B/f 130/ - 2100| -
4/2||Sales 23|410|- 540| - 410|-
7/2|Sales 24/445|- 985| - 445|-
11/2||Bought 25 640|-| 345|- 640| -
goods
13/2||Sales 26|[390|- 735| - 390|-
15/2(Bus 27 15|- 720| - 15| -
fare
18/2||Sales 28|[480|- 1200 - 480|-
20/2|Bought 29 340|-| 860 - 340| -
goods
22/2lBank to 30I500i- 1360l - 500I-I 1600I -
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cashr
hax
22/2|Wage 31 320|-| 1040 - 320|| -
22/2|Wage 32 160|-| 880|- 160 -
22/2|l0wn 33 650(-| 230|- 650| -
salary
25/2|Sales 34|370|- 600| - 370|-
26/2|Bought 35 590||-| 1010|- 590| -
goods
27/2|Sales 36|520|- 1120| - 520|-
28/2||Loan 37 2000|- 3010| -
from
bank
2615|-| 1570||-|1145|-

2. Sales comparison:

Star General Store’s sales were 365 NU higher in February. 2615 NU - 2250 NU = 365 NU

THIS MONTH LAST MONTH
February 2001 January 2001
Sales 2615 NU 2250 NU

3. Star General Store’s Profit and Loss Statement for February should look like the table below:

D:/cd3wddvd/NoExe/.../meister10.htm 111/161



21/10/2011 meister10.htm
4,

a. Star General Store’s value added for February is 45 NU higher.

b. There is no net profit. Instead there is a 100 NU loss compared with 50 NU profit in
January. Star General Store must find out why.

c. From the Profit and Loss Statements you can see that the indirect costs increased from 950 NU to
1145 NU. The value added was not high enough to cover the increase in indirect costs. Star General
Store must try to increase the sales or lower the indirect costs.

PROFIT AND LOSS STATEMENT
1/2/2001 - 28/2/2001

Sales 2615
Direct material costs - 1570
Value added =1045-5 1045

Direct labour costs -

Indirect costs + 1145
All other costs =1145—>- 1145
Net profit = -100
Home"" """"> ar.cn.de.en.es.fr.id.it.ph.po.ru.sw
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{LJ Improve Your Business: Basics (ILO, 1999, 188 p.)
» 5 FINANCIAL PLANNING
(introduction...)
Planning for the future
A Sales and Costs Plan
A Cash Flow Plan
Review
Summary
What did you learn in this chapter?

IMPROVE
YOUR BUSINESS

i)l

Improve Your Business: Basics (ILO, 1999, 188 p.)
FINANCIAL PLANNING
IN THIS CHAPTER YOU WILL LEARN

m Get information about your past costs and sales
m Analyse your past costs and sales

m Analyse your cash flow

m Forecast your sales and costs for the future

m Forecast your cash flow for the future

NOTE Since this book is intended for use in many different countries, we have used the term “NU”
in the examples to represent an imaginary “National Unit of currency”

Planning for the future

WHAT IS PLANNING?
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Planning means working out what to do about something before it happens. For your
business, planning means thinking about and working out what to do in the future to
improve your business.

You already plan in your business. For example, before you buy goods or raw materials
you think about and work out:

« what goods or materials you need

¢ how much you need

« where to buy the goods or materials

« when you need the goods or materials.

What is a forecast?

When you plan you make a forecast. A forecast tells you what is likely to happen in the
future. A weather forecast on the radio or television tells you what the weather is likely to
be on the next day. When you know what the weather forecast is you can plan ahead. You
can, for example, plan to take your umbrella.

When you make a forecast for your business you work out:

« how much the business can expect to sell
o how much materials are likely to cost
« how much cash the business can expect to have.
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Tomorrow it
will rain in

all areas

e
O

O
8

Figure

IS FINANCIAL PLANNING NECESSARY?

Some business people do not make financial plans. They do not think ahead to prevent
problems. They do not know how their business will do in the future.

THINK ABOUT WHAT HAPPENED TO THESE BUSINESSES:

e Super Cycle Shop sell and repair bicycles. They did not make a profit last year because their costs

were too high.

e The bank did not give The Hardware Store a loan when they applied for it. The bank wanted to
know their expected sales, costs, profit and cash flow for next year but The Hardware Store could

not provide those estimates.

e Modern Furniture make furniture to order. They recently bought a typewriter for the office. Now
they have no cash to buy raw materials.
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1. What went wrong at Super Cycle Shop?

2. How could financial plans have helped Super Cycle Shop?

3. Did The Hardware Store get a loan from the bank?

4. How could financial plans have helped The Hardware Store

5. What has gone wrong at Modern Furniture?

6. How could financial plans have helped Modern Furniture?

[
D:/cd3wddvd/NoExe/.../meister10.htm 116/161



21/10/2011 meister10.htm
e |

1. Super Cycle Shop did not make a profit because their costs were too high.

2. If Super Cycle Shop had made financial plans they would have thought about the future and
known that their costs would be high. They could have done something about it before their business
started to lose money.

3. No, The Hardware Store did not get a loan from the bank.

4. Financial plans would have helped The Hardware Store to show the bank manager what sales,
costs and profit the business expects next year. The bank must know what profit a business is likely
to have in the future before it can think about giving a loan.

5. Modern Furniture did not have enough cash to buy raw materials.

6. Financial plans would have helped Modern Furniture to know when they had enough cash to buy
a typewriter.

HOW PLANNING CAN IMPROVE YOUR BUSINESS
Here are four important reasons why you should make plans for your business:

o A plan shows you if your business can expect to make a profit in the future
Make a plan to ensure that the sales and costs your business is likely to have in the
future will give you a profit.

¢ A plan shows the bank how well your business can expect to do in the future
Make a plan to show to the bank when you apply for a loan.

¢ A plan shows you what money you can expect to come in and go out of your
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business
Make a plan so that your business does not run out of cash.

¢ A plan shows you which part of your business you can improve
Make a plan to force yourself to think about every part of your business. To work
out a plan you have to think carefully about everything that affects your business.

USEFUL FINANCIAL PLANS
If your business is doing well, planning can help you to do even better in the future.

If your business is not doing well and has some problems, planning can help you to solve
problems. A plan can help you to see problems before they happen. Then you can work out
what to do to prevent the problems.

This chapter shows you how to make two kinds of plans that are useful for your business:

¢ A Sales and Costs Plan

This plan helps your business to make a profit. In a Sales and Costs Plan you make
a forecast of your sales and costs for each month for the next year. A Sales and
Costs Plan shows you how much profit you can expect to make next year.

¢ A Cash Flow Plan
This plan helps you to make sure your business does not run out of cash at any
time. Use a Cash Flow Plan to work out in advance how much cash will come in and

go out of your business each month.

m What plans do you make in your business? What plans do you need?

Making financial plans
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When you make plans for your business, remember:

o Keep them simple
Make your plans as simple as possible. Then they are easy to make and easy to use.

o Make them suit your needs
Choose the most suitable period for your plans. You can make your plans for three
months, one year or whatever period is best for your business.

o Make them clear

Divide your plans into months. In your Record Book you divide your records into
months. When you divide your plans into months, you can compare your records
with your plans each month. Then you can see if your business is going as you
worked out in your forecasts.

o Make them in advance
Make your plans before you need to use them. Do not wait until one plan is finished
before you begin the next plan.

o Find facts

Look for information and use it to make your plans. For example, when you forecast
the cost of materials or goods, ask your supplier about next year’s prices. Do not
guess!

A Sales and Costs Plan

A Sales and Costs Plan shows you the sales, costs and profit your business is likely to
have next year.

When to make a Sales and Costs Plan
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Make a Sales and Costs Plan to meet the needs of your business. Many businesses make a
Sales and Costs Plan every year. It is often a good idea to plan one year ahead for your

business. If costs and prices for your products change, you may need to make a Sales and
Costs Plan every six months.

Make your Sales and Costs Plan before you need to use it. Do not wait until the old plan is
finished before you make your next plan.

HOW TO MAKE A SALES AND COSTS PLAN
To make a Sales and Costs Plan for your business:

A. 1. Forecast indirect costs for each month of the next year

2. Forecast direct material costs per item

3. Forecast direct labour costs per item

B. 4. Forecast sales for each month of next year
5. Calculate total direct material costs for each month of next year
6. Calculate total direct labour costs for each month of next year
7

. Complete your Sales and Costs Plan.

SALES AND COSTS PLAN Year _____
| DETAILS |3AN|FEB|MAR|APR|MAY|JUNEJULY|AUG|SEP /OCT|NOV|DEC|TOTAL
B|Sales N 1 T N N N N O |
C|Direct material costs
Value added
Dioirect 1apour CosLs
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A|Llndirect costs

Net profit

To make the forecasts for your Sales and Costs Plan, follow four steps:

Step 1. Get information about last year

To make a plan you need information about what happened in the past. You can get
this information from your business records. For example, there is information
about last year in your Record Book, invoices and receipts.

Step 2. Analyse the past

Think carefully about what happened in your business last year. Were there ways
you could have improved your sales or reduced your costs? Look at each part of
your business and try to learn from the past. Work out ways to improve.

Step 3. Get information about next year
Think of anything that will affect your sales or costs in the future. Get information
about any changes in your sales or costs next year.

Step 4. Make the forecast for next year
Use the information that you get from Steps 1, 2 and 3 to make your forecast for
next year.

1. FORECAST INDIRECT COSTS
Businesses have many different kinds of indirect costs. Here are some examples:

o rent
o stationery
e indirect labour
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e insurance
o depreciation
o transport
o electricity and water
¢ licences
« maintenance of equipment.

% Read more about indirect costs in the COSTING chapter.

Make a list of the different kinds of indirect costs you have in your business. For your
Sales and Costs Plan, make a forecast for each different indirect cost.

S8 Make sure that you include all the indirect costs for your business in the forecast of indirect
costs. It takes some time to work it out but it is necessary.

Use the four steps to forecast all the different kinds of indirect costs for your business
next year. For example, look at indirect labour costs.

Indirect labour costs

Indirect labour costs are the wages or salaries your business pays to employees who are
not working in production. For example, office clerks, messengers and typists.

Use the four steps to make a forecast of the indirect labour costs for your business next
year.

Step 1. Get information about last year
Use your records to find the amount you spent each month on wages and benefits
for people you employ who are not working in production.
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Step 2. Analyse the past
Think about how much your business spent on indirect labour last year. Can you
reduce this amount? Here are some questions to ask yourself:

« How many employees did I have last year who were not working in production?
¢ Do I need them all?

Step 3. Get information about next year
What will happen to your indirect labour costs next year? Here are some questions
to ask yourself:

o Will I need as many employees who do not work in production next year?
o Will I need more employees?
« Should I increase wages? When and by how much?

Step 4. Make the forecast for next year
Use all information about indirect labour costs from Steps 1, 2 and 3. Make a
forecast of the amount you will spend on indirect labour each month next year.

S8 If you have done costing, use information from the Labour Costs Form to plan your indirect
labour costs.

This is how the shoemaking business, Top Footwear, make their forecast for indirect
labour costs next year:

Step 1. Get information about last year
Last year Top Footwear paid their one office clerk 480 NU per month.

Step 2. Analyse the past
Their business needed one employee to do office work and answer the phone.
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Step 3. Get information about next year
Top Footwear will still need one clerk next year. They will increase the wage to 530

NU in May.

Step 4. Make the forecast for next year
Top Footwear’s forecast for indirect labour costs next year looks like this:

1. FORECAST OF INDIRECT COSTS Year: 2002
DETAILS [JAN|FEB|MAR|APR|MAY |JUNE[JULY|/AUG|SEPT|OCT|NOV DEC|TOTAL
Indirect labour|480(480| 480 480| 530| 530| 530| 530| 530|530 530|530 6160

Analyse each type of indirect cost your business has. Make a forecast of how much each
indirect cost is likely to be each month next year.

a8 (Jse your records to see how much you spent on each indirect cost last year. Then think of ways
to reduce those costs next year.

When Top Footwear has analysed all the different kinds of indirect costs the business has,
their forecast for indirect costs looks like this:
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1. FORECAST OF INDIRECT COSTS | Year: 2002

DETAILS [JAN|FEB|MAR|APR|MAY JUNE[JULY|AUG|SEPT|OCT|NOV|DEC|TOTAL
Indirect labour| 480| 480 480| 480| 530 530| 530| 530] 530| 530] 530] 530 6160
Rent 360 360| 360| 400| 400 400| 400| 400| 400| 400| 400| 400 4680
Electricity 150| 150| 150 150] 150 165| 165| 165 165| 165| 165| 165 1905
\Water | 60| 60| 60| 60| 60| 60| 60| 60| 60 60| 60| 60| 720
Stationery 35| 35| 35| 35| 35| 35| 35| 35| 35| 35/ 35| 35| 420
Transport 130 130 130] 130] 130] 130| 160| 160 160 160] 160] 160] 1740
TOTAL |1215(1215]1215]1255(1305] 1320(1350]1350| 1350[1350[1350]1350| 15625

Top Footwear add up all the monthly forecasts to get a total forecast of indirect costs for
next year. Top Footwear’s forecast of total indirect costs for next year is 15625 NU.

H Do you know the amount of indirect costs in your business?

1. Here is information for Beauty Hair Salon. Make a forecast of their indirect costs for next year on
the blank form below.

e Rent last year was 300 Nil per month.
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e Electricity last year was 100 NU per month.
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e Stationery last year was 20 NU per month.
o Water last year was 18 NU per month.

e Electricity charges will go up by 20 NU in May next year.
e Rent will go up by 75 NU in April next year.

o Stationery costs will be the same next year.

e In January Beauty Hair Salon will put in another basin. It will increase water use by 5 NU per

month next year.

1. FORECAST OF INDIRECT COSTS

Year: 2002

DETAILS

JAN

FEB

MAR

APR

MAY

JUNE

JULY

AUG

SEPT

OCT

NOV

DEC

TOTAL

2. What is the forecast of total indirect costs for Beauty Hair Salon next year?

1. Here is the forecast of indirect costs for Beauty Hair Salon next year:
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1. FORECAST OF INDIRECT COSTS
DETAILS [JAN|FEB|MAR/APR|MAY JUNE|JULY|AUG|SEPT|OCT NOV|DEC|TOTAL

Rent 1300[300| 300 315| 315| 315| 315/ 315| 315|315| 315|315 3735
Electricity| 100[100| 100] 100| 120] 120| 120] 120] 120]120] 120] 120| 1360
water | 23] 23] 23| 23] 23| 23] 23] 23] 23] 23| 23] 23] 276

Stationery| 20| 20| 20]| 20| 20 20| 20| 20 20| 20| 20| 20 240
TOTAL 443||443| 443| 458|| 478|| 478|| 478| 478| 478|478 478|478 5611

2. The forecast of total indirect costs for Beauty Hair Salon next year is 5617 NU.
To get the forecast of total indirect costs add up all the monthly totals.

2. FORECAST DIRECT MATERIAL COSTS PER ITEM

o If you are a manufacturer or a service operator, direct material costs are what
your business pays for the raw materials to make the products or services you sell.
A manufacturer or service operator forecasts the direct material costs per item for
each product made by the business.

o If you are a retailer or wholesaler, direct material costs are what your business
pays for the products you buy to resell. A retailer forecasts the direct material
costs per item for each product the business sells.

=4 Read more about direct material costs in the COSTING chapter.

To make a forecast of direct material costs for your business, use the four steps. It takes
some time to work out a forecast of direct material costs for each product you sell but it is
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necessary.
Step 1. Get information about last year

Use your records to get the amount your business spent on direct material costs last year.
Top Footwear make different shoe models. They work out the direct material costs for
every model they made last year. This is how they work out the direct material costs for

men'’s leather shoes:

o The cost of leather for one pair is 15.00 NU.
o Top Footwear buy the rubber soles ready-made for 7.00 NU per pair.

e The shoe laces cost 0.50 NU.

Figure

Direct material costs for one pair of men’s leather shoes last year

Leather 15.00
Rubber soles 7.00
Shoe laces 0.50
Total 22.50

Step 2. Analyse the past

Think about direct material costs for your business. Here are some questions to ask
yourself:

e Did I waste materials?
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« Did I get the lowest possible price for the appropriate quality of materials?
o Did I get discounts?
o Did I find the best supplier?

Step 3. Get information about next year

Find out what will happen to your direct material costs next year. Ask your suppliers
about price increases and discounts. Check with other suppliers to see if they offer better
terms. What can you do to reduce direct material costs per item next year? Here are some
questions to ask yourself:

e Can I buy in bulk to reduce costs?
e Can I use cheaper materials?
o Can I get discounts for materials?

Step 4. Make the forecast for next year

Use the information in Steps 1, 2 and 3. Make a forecast of the direct material costs for
next year for one item of each product. You must forecast the direct material costs per
item for every product you sell in your business.

This is how Top Footwear make their forecast of direct material costs for men’s leather
shoes:

o The cost of leather was 15.00 NU per pair last year. It will go up to 17.00 NU per
pair next year.

e The cost of rubber soles will go up from 7.00 NU to 7.50 NU.

o Shoe laces will still cost 0.50 NU next year.
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FORECAST
Direct material costs for one pair of men’s leather shoes
Leather 17.00
Rubber soles 7.50
Shoe laces 0.50
Total 25.00

Retailers and wholesalers sell many products. Their forecast of direct material costs per
item may be very long. But a business must know their direct costs for all their goods to

find out how well they can expect to do in the future.
3. FORECAST DIRECT LABOUR COSTS PER ITEM

o If you are a manufacturer or service operator, direct labour costs are what your
business pays to employees who work to make the products or services you sell. A
manufacturer or service operator forecasts the direct labour costs per item for each

product or service.

o If you are a retailer or wholesaler, you do not have direct labour costs. You write
all your labour costs under indirect costs.

% Read more about direct labour costs in the COSTING chapter.

To make a forecast of direct labour costs for your business use the four steps.

D:/cd3wddvd/NoExe/.../meister10.htm 130/161



21/10/2011 meister10.htm
—

o

Figure

Step 1. Get information about last year

Use your records to work out the amount of direct labour costs for each product last year.
This is how Top Footwear work out the direct labour costs for one pair of men’s leather

shoes last year:

o It takes two hours to make one pair of leather shoes at Top Footwear.
o Last year they paid their employees 24.00 NU a day which is 3.00 NU an hour.
o Last year the direct labour costs for one pair of leather shoes were 6.00 NU:

2 hours X 3.00 NU = 6.00 NU

Step 2. Analyse the past

Think about the direct labour costs for your business last year. Can you reduce them? Here
are some questions to ask yourself:

« Did my employees take too long to make one item?
o Were the employees working in production fully occupied?

Step 3. Get information about next year

Find out if wages will increase next year. What can you do to reduce labour costs per item
next year? Here are some questions to ask yourself:
o Can I reduce the time it takes to make one item?
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o Will I increase wages next year?
o Will I give a bonus next year?

Step 4. Make the forecast for next year

Use the information in Steps 1, 2 and 3. Make a forecast of the direct labour costs per item
for next year for each product.

This is how Top Footwear make the forecast of direct labour costs for next year:
o Wages will go up to 28.00 NU a day next year which is 3.50 NU per hour.

o The direct labour cost for one pair of men’s leather shoes will increase to 7.00 NU
next year:

2 hours X 3.50 NU =7.00 NU

4. FORECAST SALES

Forecasting your sales is the most important part of making a Sales and Costs Plan. Your
sales bring in the money. Without good sales there can be no profit. Make a sales forecast
of how many of each product or service you are likely to sell for each month.

To make your sales forecast follow the four steps.
Step 1. Get information about last year

Use your records to find out how many items of each product you sold each month last
year.

Take the number of each product or service sold each month and multiply it by its selling
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price. Get the total sales amount for each month by adding up the totals for all your
products.

Step 2. Analyse the past

Think carefully about your marketing last year. Remember the four Ps of marketing:
Product, Price, Place and Promotion.

Look at each P one by one and try to think of ways to improve your sales. Here are some
questions to ask yourself when you analyse your amounts:

e Product Did you sell the products or services your customers wanted? Which products sold well?
Why? Which products did not sell? Why?

o Price How did you set your prices last year? Were your customers willing to pay the prices
you set? Were your prices high enough to give your business a profit?

o Place Is your business in a good place? Did you sell your products or services direct to your
customers? Did you sell to retailers or wholesalers? Did this increase your sales?

. How did you promote your products or services last year? Did you use advertising and

Promotion sales promotion? Did you get any publicity? Did you improve your skills as a
salesperson? Which type of promotion gave the highest sales and best profit for your
business?

% The MARKETING chapter tells you more about how to understand and satisfy your customers
“"="and how to increase your sales.
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Step 3. Get information about next year

Think about your marketing. How can you increase your sales next year? Good marketing
improves your sales. Here are some questions to ask yourself:

e Product What products or services do your customers want? Can you sell some new services or
products? How can you improve the quality, the designs and customer service?

e Price Do you need to increase your prices? How can you change your prices to increase sales
next year? Can you give discounts or special offers to make your prices more
attractive?

o Place Is there another way to sell your goods or services? Can you find a better place to sell
your goods or services? What is the best kind of distribution for your business?

. Which is the best way to promote your products or services next year? Is it advertising,
Promotion sales promotion or something else? What can you do to make people talk well about
your business? Can you improve your skills as a salesperson?

Step 4. Make the forecast for the next year

Use the information from Steps 1, 2 and 3. Make a forecast of sales for each month of next
year.

This is how Top Footwear makes a forecast of the total sales for men’s leather shoes in
January:

o They will sell each pair for 40.00 NU next year.
o They expect sales to go up to 75 pairs in January.
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3000.00 NU:

40.00 NU X 75 pairs =3000.00 NU

meister10.htm
o Their forecast of total sales for men’s leather shoes in January next year is

Here is Top Footwear’s forecast of total sales for next year:

‘4. FORECAST OF TOTAL SALES

| Year: 2002

| DETAILS |JAN| FEB |MAR|APR|MAY|JUNE|JULY|AUG |SEPT| OCT|NOV| DEC|TOTAL|
IMen’s leather shoes|3000/3000(3000(3000(3000] 3200[3200(3500| 3500(3500(35003500| 38900
Women'’s leather [2500(2500(2500[2500([2500( 2800/2800(3000| 3000|3000(3500|3500| 34100
shoes

Canvas shoes 2000(2000(2000(2500(2500( 2500( 2500[2000] 2000[2000(2000(2000] 26000

TOTAL

17500(7500(7500/8000(8000| 8500/ 8500(8500| 8500(8500(9000/9000| 99000

5. CALCULATE TOTAL DIRECT MATERIAL COSTS

Now work out the total direct material costs for each month next year for all the products,
goods or services your business sells.

o Get the amounts you have worked out in your forecast of direct material costs per

item.

o Multiply these amounts by the number of each product you forecast your business
D:/cd3wddvd/NoExe/.../meister10.htm
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is likely to sell each month next year. Get the numbers from your forecast of sales.

Here is Top Footwear’s forecast of direct material costs for men’s leather shoes in
January:

Forecast directx Forecast sales = Forecast total direct

material costs  quantity of each material costs per
per item product per month  product per month
25.00 NU 75 pairs 1875 NU

o Add up the forecasts for direct material costs per month for each product to get
the total direct material costs per month.

Here is the forecast of total direct material costs for Top Footwear next year:

5. FORECAST OF TOTAL DIRECT MATERIAL COSTS Year: 2002

DETAILS |JAN| FEB |[MAR|APR|MAY|JUNE[JULY |AUG SEPT|OCT [NOV|DEC|TOTAL
IMen’s leather shoes|1875/1875/1875(1875/1875| 2000[2000(2200] 2200[2200(2200/2200] 24375
Women's leather [1600([1600(1600(1600(1600| 1700[1700[1900| 1900[1900[1900[2200] 21200
shoes
Canvas shoes 1200]/1200]1400(1600(1600| 1600/ 1600|1200 1200]1200]1200]1200] 16200

TOTAL l4675|4675/4875/5075|5075] 5300(5300|5300| 5300|5300(5300|5600| 61775

6. CALCULATE TOTAL DIRECT LABOUR COSTS

Retailers and wholesalers do not have direct labour costs so they do not have to do this calculation.
They write all their labour costs under indirect costs.
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If you are a manufacturer or service operator, work out the total direct labour costs for
each month of the year.

o Get the amounts you have worked out in your forecast of direct labour costs per
item.

¢ Multiply these amounts by the number of each product you forecast your business
is likely to sell each month next year. Get the numbers from your forecast of sales.

L S

Loy

S 5y TS

Figure

Here is Top Footwear’s forecast of direct labour costs for men’s leather shoes in January:

Forecast direct x Forecast sales = Forecast total direct
labour costs quantity of each labour costs per
per item product per month  product per month
7.00 NU 75 pairs 525 NU

o Add up the forecasts for direct labour costs per month for each product to get the
total direct labour costs per month.

Here is the forecast of total direct labour costs for Top Footwear next year:

6. FORECAST OF TOTAL DIRECT LABOUR COSTS Year: 2002
DETAILS |JAN| FEB |[MAR|APR|MAY|JUNE[JULY |AUG SEPT|OCT [NOV|DEC|TOTAL
IMen’s leather shoes| 525 525| 525| 525| 525/ 560| 560| 620 620] 620| 620] 620 6845

Women's leather | 450| 450| 450| 450/ 450 480/ 480l 530 530| 530| 530 620/ 5950
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shoes [ N I I R I R R S R N A
Canvas shoes 330|| 330|| 450 450| 450| 450 450 330 330 330/ 330| 330]| 4560
TOTAL 1305|(1305|(1425||1425||1425| 1490(1490|(1480|| 1480\1480/1480|(1570|| 17355

7. COMPLETE YOUR SALES AND COSTS PLAN

Now that you have made the forecasts you can fill in your Sales and Costs Plan. Use these
forecasts to calculate what the value added and net profit are likely to be for your

business next year.

This is Top Footwear’s Sales and Costs Plan:
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1. FORECAST OF INDIRECT COSTS
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DETAILS JAN | FEB | MAR | APR | MAY | JUNE| JULY | AUG | SEPT | OCT | KOV | DEC | TOTAL
Indirect laboxi 480 | 40| 60| 4s0| So0| S0 sa0f s S0 sw| sw| sw| ew0
Rent ‘.'m_"_xn 0| 400 0| 00| 400 400 400 | &0 | 4880
OR O ) a 00
DETAILS JAN | FEB | MAR | APR | MAY | JUNE| JULY | AUG | SEPT | OCT | NOV | DEC | TOTAL
Meon's leather shoos 2000 | 2000 | 2000 | 3000 | 2000 | 00| 3200 | 3500 | 00| 2400 | 2%00 | 200 | w0
“\;-n'-bmnm: 2500 | 2300 | 2500 | 2500 | 2500 | 2800| 2800 | 2000 | 000 | 2000 3500 | OO | Mic0
s FORECAST OF TOTAL DIRECT MATERIAL COSTS ] 0
—m 1AN mm_n;;l_;r“r;ﬁ:”ﬁnwmmmmm
Man's leather shoes wes | bers | s | 1e9s | eS| 2000| 2000 | 200 | 2200 | 2000 | 200 | 200 | 24378
mn;m«a: IHI_)—I;N E 1600 | 1600 | 1700| 1700 | 1500 | 1000 | 1900 | 1900 | 2200 [ 21200
OR OF TOTAL DIR BOUR CO aar: 200
joemus x| FEs | AR | arm | Mav | ruwe| iy | ave | seer| oct | wov | pec | Tom
Men's loather shoes w2 | sos| ses| s | 8| 60| Se0| 620| 20| EM| GO | 60| e84
Wemen's leathershoss | 480 | 450 | 480| 40| 4%0| 480| 480 | )| 50| | sM0| 60| 880
Canvas shoes 1O | IO 450| 450 450 40| 450| WO| 30| 0| 0| W 4550
TOTAL 1206 | 1305 | 1425 1425 1425 1490| 1490 | 1480 | 1430 | 1480 | 1480 | 1570 | 17388
D O P el
JAN | FEB | MAR | APR | MAY | JUNE| JULY | AUG | SEPT | OCT | NOV | DEC | TOTAL
8000 | ©000 | &000 | 2500 8500 | S500 | ES00 | 8500 | 9000 | 9000 | 99000
4ms | sors | soos | 5300| 5300 | 5300 | 5300 | S300 | 5300 | 600 | 81778
3125 | 2925 | zes | ao00| 00| 200 | 3200 | 200 | 2000 | w00 | a2
as | 1aas | 1425 | nazs| o0 | 1490 | 1480 | 80| 1430 | 1970 | 17088
1215 | 1258 .ISIB ;0| jas0| 1aso | 1aso| s | jaso :m! =1
es| aus| ves| 0| 0| aw| aw| wo| m m! s
Figure
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Top Footwear’s Sales and Costs Plan shows them that their business can expect to make a
net profit each month next year.

S84 Remember, if you are a retailer or wholesaler you do not have any direct labour costs. Include
all your labour costs under indirect costs. Do not write anything on the line for Direct Labour
Costs in your Sales and Costs Plan.

When you have worked out the forecast net profit or loss you have completed your Sales
and Costs Plan for next year. The plan must show that your business can expect to make a
profit. The forecast profit must be high enough to allow for something to go wrong or for
problems to happen. Your business must have enough money to cope with problems you
do not expect. For example:

o your sales might be lower than expected
¢ a machine might break down
o you might run out of materials.

USE YOUR SALES AND COSTS PLAN TO IMPROVE YOUR BUSINESS

At the end of each month, compare the amounts you forecast in your Sales and Costs Plan
with the amounts you have in your Record Book. Use your Sales and Costs Plan to check if
your business is doing as well as you expected:

o Are your sales for the month as high as the sales you forecast? If not, find out
why your sales are lower that you expected.

¢ Are your costs for the month higher than the costs you forecast? If your costs are
higher find out why.

o Is your profit for the month lower than the profit you forecast? Look for reasons
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why your profit is not as high as you expected.
-5

o

!

=
W

Figure
Look at how Top Footwear use their Sales and Costs Plan:

1. Compare each month and look for differences
In February, Top Footwear did not make as much profit as they forecast.

2. Find out why there are differences
They see from the Record Book that one machine broke down. They could not make
enough products to meet their orders. The repair of the machine was an extra cost.

3. Work out what to do
They must maintain the machine better so it does not break down. Then they can
meet all their orders.

A Cash Flow Plan

A Cash Flow Plan is a forecast which shows how much cash you expect to come in and to
go out of your business each month. A Cash Flow Plan helps you make sure that your
business does not run out of cash at any time.

Does your business run out of cash?

Use your Cash Flow Plan to make sure that your business always has enough cash to pay
for your costs. There are many reasons why your business may run out of cash. For
example:
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¢ You have to buy goods or raw materials before you sell anything. This means that
cash goes out before cash comes in.

o If you give credit to your customers you do not get paid immediately. You often
have to buy more goods or materials before these credit customers pay you.

e You need cash to buy equipment. The equipment will help the business to make a
profit in the future. But you usually have to pay cash for the equipment now, before
you have earned that profit.

When you plan your cash flow:

e you get a warning in advance about future cash shortages
« you have more control over the flow of cash

e you can solve problems before they happen

« you can have cash ready when you need it.

H Does your business ever run out of cash? Do you know why?

HOW TO MAKE A CASH FLOW PLAN
To make a Cash Flow Plan you forecast:

o how much cash will come in to your business each month
o how much cash will go out of your business each month.

Top Footwear plan their cash flow. On the following page is their Cash Flow Plan for the
next three months.

HCASH FLOW PLAN H Jan H Feb H Mar H
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CASH IN

1 Cash at the start of the month 2000 2835 3670
2 Cash in from sales 7680| 7680 7780
\3 Any other cash in H - -\ -\
4 TOTAL CASH IN |lo680|10515(11450
CASH OouUT

5 Cash out for direct material costs 4730| 4730| 4800
6 Cash out for direct labour costs 900 900 900
7 Cash out for indirect costs |[1215] 1215 1215
8 Cash out for planned investment in equipment]| - - -
\9 Any other cash out H - -\ -\
10 TOTAL CASH oUT 6845| 6845 6915
11 CASH AT THE END OF THE MONTH 2835| 3670 4535

To make your Cash Flow Plan, follow the 11 steps in the plan. Steps 1 - 4 are for cash in.
Steps 5 - 10 are for cash out. Look at each step for the first month, January.

Step Cash at the start of the month
1.

This is the amount of cash you expect to have in the cash box plus the amount of cash in your
bank account at the beginning of January. Write this total amount on line number 1 on your
Cash Flow Plan.

Step Cash in from sales
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2. Look at your Sales and Costs Plan. Find the forecast you made for cash sales for January.

Remember that cash in from previous credit sales is part of this amount. Write this amount on
line number 2 on your Cash Flow Plan.

Step Any other cash in

3.
This is the amount of cash you forecast your business will get during January from any other
source such as a loan from a bank or interest from your bank account. Write the total amount
on line number 3 on your Cash Flow Plan.

Step TOTAL CASH IN

4.
Add up all the cash in amounts from Steps 1, 2 and 3. This is the total cash amount you
expect to come in to your business in January. Write the amount on line number 4.

Step Cash out for direct material costs

5.
This is the amount of cash you forecast your business will pay out in January to buy goods and
materials. Use your Sales and Costs Plan. Write the amount you forecast for direct material
costs for January on line number 5.

Step Cash out for direct labour costs

6.
This is the amount of cash you forecast your business can expect to pay out in January to pay
wages and benefits for employees working in production. Use your Sales and Costs Plan. Find
the amount you forecast for direct labour costs for January and write it on line number 6 on
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your Cash Flow Plan. Remember that retailers and wholesalers do not have direct labour costs.
They leave line number 6 blank.

Step Cash out for indirect costs
7.

This is the amount of cash you forecast your business will pay out in January for indirect costs
such as rent, insurance, electricity, transport, indirect labour and stationery. Look at your
Sales and Costs Plan. Find the amount you forecast for indirect costs for January. Write this
amount on line number 7 on your Cash Flow Plan.

Step Cash out for planned investment in equipment
8.

Will you buy any equipment during January? Write the amount you will pay for the equipment
on line number 8.

Step Any other cash out
9.

This is any other amount of cash you forecast your business will pay out during January, such
as a loan repayment. Write this amount on line number 9 on your Cash Flow Plan.

Step TOTAL CASH OUT
10.

Add up all the cash out amounts from Steps 5, 6, 7, 8 and 9. This is the cash amount that you
expect to go out of your business during January. Write the amount on line number 10.

Step CASH AT THE END OF THE MONTH
11.

o I VR T T JR TP SO I S T /SNPGRS T NSNS MU S [N SR U S S T JR I S [P - S

R R R |
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SuDtract tne total casn out Trom tne total casn In to get tne amount IETT IN your casn DOX ana

bank account at the end of January. Cash at the end of the month is cash at the start of the
next month. Write the amount on line number 11.

Total cash in - Total cash out = Cash left
9680 NU 6845 NU 2835 NU

Top Footwear’s Cash Flow Plan shows that at the end of January next year they expect to
have:

When you have filled in the amounts for cash in and out for each month, your Cash Flow
Plan shows how much cash your business expects to have at the end of each month.

USE YOUR CASH FLOW PLAN TO IMPROVE YOUR BUSINESS

Use your Cash Flow Plan to make sure that your business has enough cash all the time. If
the plan shows that there is no cash in your business at the end of a month, you are likely
to run out of cash that month. Look at the amounts you expect to get in and pay out during
that month and think about how you can solve the problem.

If your Cash Flow Plan shows that your business is likely to run out of cash during one
month, think about these questions:

o Can you increase cash in from sales during that month?

e Are you giving too much credit?

o If you sell on credit, do your credit customers pay on time?
o Can you give less credit or give credit for a shorter period?
« Do you have to give credit at all?

o Can you reduce your direct material costs for the month?

« Can you buy less expensive goods or materials?

D:/cd3wddvd/NoExe/.../meister10.htm 146/161



21/10/2011

o Can you reduce waste of materials?
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« If you buy on credit, can your supplier give you more time to pay?
o Can you reduce any of your indirect costs, for example, costs for telephone or

electricity?

o Can the bank extend your loan period or reduce the amount you have to pay each

month?

o Is it necessary to buy the new equipment immediately?
« Can you buy equipment on credit or get a loan?

How often should you make a Cash Flow Plan?

You can make your Cash Flow Plan for three months or for a longer or shorter period if it

suits your business.

Make a new Cash Flow Plan before the old one runs out. Then your business can always
see how much cash is likely to come in and go out, and you can make decisions about

cash.

Sunshine Restaurant made a Cash Flow Plan for their business. The plan showed that they will run

out of cash in May.

ICASH FLOW PLAN

|april|May [June|

CASH IN

1 Cash at the start of the month

|2000]1300

-500

2 Cash in from sales

|4000|

4000

3 Any other cash in
D:/cd3wddvd/NoExe/.../meister10.htm
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4 TOTAL CASH IN |6000]5300|
CASH OuUT

\5 Cash out for direct material costs H3200H3200H \
6 Cash out for direct labour costs 800 800

7 Cash out for indirect costs 700| 800

8 Cash out for planned investment in equipment -(1000

9 Any other cash out - -

110 TOTAL CASH OUT |4700(5800)| \
|11 CASH AT THE END OF THE MONTH |1300[-500] |

1. Which three amounts of cash out are larger in May than April for Sunshine Restaurant?

2. Why do you think the amount for Step 8 is larger for May?

3. What advice can you give Sunshine Restaurant to help them improve their cash flow in May?

4. How does the Cash Flow Plan help Sunshine Restaurant?
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1. Cash out for indirect costs, planned investment in equipment and the amount for total cash out
are larger for Sunshine Restaurant in May.

2. The amount for Step 8 is larger for May because Sunshine Restaurant plan to buy some new
equipment.

3. Sunshine Restaurant should not plan to buy the new equipment in May. They should try to buy
the equipment when the business will have enough cash.

4. The Cash Flow Plan helps Sunshine Restaurant by showing them before they reach May that they
will have no cash left at the end of the month if they buy the equipment. They can plan when it will
be better to buy the new equipment.

Review
Summary

Planning means thinking and working out what to do about something before it happens.
For your business, planning means thinking about and working out what to do in the
future to improve your business.

Four important reasons to make a plan for your business are:

o A plan shows you if your business can expect to make a profit in the future.
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¢ A plan shows the bank how well your business can expect to do in the future.
¢ A plan shows you what money you can expect to come in and go out of your
business.
« A plan shows you which part of your business you can improve.

A forecast tells you what is likely to happen in the future.
To make a forecast, follow four steps:

Step 1. Get information about the past
Step 2. Analyse the past

Step 3. Get information about next year
Step 4. Make the forecast for next year.

A Sales and Costs Plan helps your business to make a profit. It shows you the costs, sales
and profit your business is likely to have next year.

To make a Sales and Costs Plan for your business:

. Forecast indirect costs for each month of next year

. Forecast direct material costs per item

. Forecast direct labour costs per item

. Forecast sales for each month of next year

. Calculate total direct material costs for each month of next year
. Calculate total direct labour costs for each month of next year

. Complete your Sales and Costs Plan.

NOUHLWNR

Use your Sales and Costs Plan to improve your business. At the end of each month:
1. Compare your Sales and Costs Plan with your records and look for differences
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2. Find out why there are differences
3. Work out what to do.

A Cash Flow Plan is a forecast which shows you how much cash you expect to come in and
go out of your business each month. The Cash Flow Plan helps you make sure that your
business does not run out of cash at any time.

To make a Cash Flow Plan, forecast cash in and cash out of your business each month. Use
your Sales and Costs Plan to forecast the amounts.

To make a Cash Flow Plan follow these steps:

Step 1. Cash at the start of the month
Step 2. Cash in from sales

Step 3. Any other cash in

Step 4. Total cash in

Step 5. Cash out for direct materials costs
Step 6. Cash out for direct labour costs
Step 7. Cash out for indirect costs

Step 8. Cash out for planned investment in equipment
Step 9. Any other cash out

Step 10. Total cash out

Step 11. Cash at the end of the month.

Use your Cash Flow Plan to see if your business is likely to have cash at the end of every
month. Check every month to see if the amount of cash you have in your business is the
same as the amount you forecast in your plan.

What did you learn in this chapter?
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Now that you have worked through this chapter, try these practical exercises. The

exercises will remind you of what you have learned and help you to improve the financial
planning in your business.

Compare your answers with the Answers. If you find it difficult to work out an answer,
read the relevant part of the manual again. The best way to learn is to finish an exercise
before you look at the answers. Check the list of Useful Business Words.

= You have learned more about financial planning in this chapter. But what you have learned
does not help you until you use the new knowledge in the day-to-day running of your business.
Remember to do the Action Plan to improve the financial planning in your business.

PLANNING AT BOLTON CARPENTRY

Mr Bolton works alone at his carpentry shop where he makes tables and chairs. He is now planning
for next year. He now has all the information he needs. Use the information below to help Mr Bolton
complete a Sales and Costs Plan for January 2002.

e Last year Bolton Carpentry paid 140 Nil per month for rent. The landlord says that the rent will go
up by TO NU per month at the beginning of next year.

e Bolton Carpentry paid 50 NU per month for electricity last year. There will be no increase in costs
next year. Mr Bolton thinks he will use the same amount of electricity next year.

e Transport cost 40 NU per month last year. Mr Bolton thinks he can reduce this cost through better
planning to 32 NU per month next year.
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e Bolton Carpentry spent 25 NU per month to maintain the machines last year. Some machines are
old and will need more maintenance next year. Mr Bolton thinks that the cost of maintaining his
machines next year will be 40 NU per month.

e The cost of materials to make one chair was 9 NU last year. The supplier told Mr Bolton that next
year the cost will go up to 10 NU.

e The cost of materials to make one table was 20 NU last year. The supplier said the cost will go up
by 2 NU next year. Mr Bolton thinks he can save 1 NU per table by reducing waste.

o Mr Bolton takes 4 hours to make one chair.

o It takes 8 hours for Mr Bolton to make one table.

e Mr Bolton will pay himself 5 NU per worked hour next year.

e Bolton Carpentry normally sell 20 chairs and 10 tables per month.

e A chair sold for 40 NU last year. After checking his competitors’ prices, Mr Bolton has decided to
keep this price next year.

e Mr Bolton sold each table for 60 NU last year. But from doing market research he found out that
customers are willing to pay 80 NU next year.

1. FORECAST OF INDIRECT COSTS |vear: |
DETAILS JAN|FEB|MAR|APR|MAY|JUNEJULY AUG|SEPT|OCT/NOV|DEC| TOTAL

Rent

Electricity | 1 T N N N O |

Transport
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Machine maintenance

TOTAL

2. FORECAST OF DIRECT MATERIAL COSTS PER ITEM

DETAILS AMOUNT

Chair

Table

3. FORECAST OF DIRECT LABOUR COSTS PER ITEM

DETAILS

AMOUNT

Chair

Table

4. FORECAST OF TOTAL SALES

Year:

DETAILS|JAN|FEB|MAR|/APR|MAY|JUNE|JULY|AUG|SEPT

OCT|NOV

DEC| TOTAL

Chairs

Tables

TOTAL

Use your forecasts to make forecasts of total direct material costs and total direct labour costs.

5. FORECAST OF TOTAL DIRECT MATERIAL COSTS

Year:

DETAILS|JAN FEB|MAR|APR|MAY JUNE|JULY|AUG|SEPT|OCT|NOV

DEC|TOTAL

Chairs
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Tables
TOTAL

6. FORECAST OF TOTAL DIRECT LABOUR COSTS Year:
DETAILS|JAN|FEB|MAR|/APR|MAY|JUNE|JULY|AUG|SEPT|OCT|NOV|DEC| TOTAL
Chairs
Tables
TOTAL

Here is the blank Sales and Costs Plan for Bolton Carpentry. Help Mr Bolton to work out the value
added and net profit he is likely to get in January 2002.

SALES AND COSTS PLAN Year:
DETAILS JAN|FEB|MARAPR|MAY|JUNE|JULY AUG SEPT|OCT|NOV|DEC| TOTAL

Sales

Direct material costs

Value added

Direct labour costs

Indirect costs

Net Profit

In January 2002 Bolton Carpentry’s

e value added is likely to be NU
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e net profit is likely to be
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NU

Here are the forecasts for Bolton Carpentry for January 2002:

1. FORECAST OF INDIRECT COSTS Year: 2002
DETAILS JAN|FEBMAR|APR|MAY|JUNE |JULY|AUG|SEPT|OCT |NOV|DEC|TOTAL
Rent 150
Electricity 50
Transport 32
Machine maintenance| 40
TOTAL 272
2. FORECAST OF DIRECT MATERIAL COSTS PER ITEM
DETAILS AMOUNT
Chair 10
Table 21
|3. FORECAST OF DIRECT LABOUR COSTS PER ITEM
DETAILS AMOUNT
Chair 20
Table 40
|4. FORECAST OF TOTAL SALES lyear: 2002
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DETAILS|JAN [FEB|(MAR|/APR MAY|JUNE|JULY|AUG|SEPT|OCT|NOV|DEC TOTAL
Chairs 800
Tables 800
TOTAL |1600

5. FORECAST OF TOTAL DIRECT MATERIAL COSTS Year: 2002
DETAILS|JAN|FEB/MAR|/APR|MAY JUNE|JULY|AUG|SEPT OCT|NOV|DEC TOTAL
Chairs 200

Tables 210
TOTAL [410
6. FORECAST OF TOTAL DIRECT LABOUR COSTS Year: 2002

DETAILS|JAN|FEB|MAR/APR|MAY|JUNE|JULY|AUG|SEPT|OCT|NOV|DEC TOTAL
Chairs 400
Tables | 400
TOTAL | 800

Here is Bolton Carpentry’s completed Sales and Costs Plan for January 2002:

SALES AND COSTS PLAN Year: 2002
DETAILS JAN [FEB/MAR/APR|MAY|JUNE|JULY AUG|SEPT OCT|NOV|DECTOTAL
Sales 1600

Direct material costs| 410

WYalteadded . 1196
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Direct labour costs 800

Indirect costs 272
INet Profit | 118] |

In January next year, Bolton Carpentry’s

e value added is likely to be 1190 NU

e net profit is likely to be 118 NU.

CASH FLOW PROBLEMS AT RELIABLE TAILORS

Reliable Tailors have decided to make a Cash Flow Plan to help control the cash in their business.
Here is their Sales and Costs Plan for next year which shows how much cash in they forecast from
sales, and how much cash out they forecast for costs each month:

Reliable Tailors have also forecast that:

e They will get a loan of 500 NU from the bank on 1st January to buy a new cutting
machine. Repayments will be 50 NU per month starting on 75 January.

e Cash in the cash box at the beginning of January will be 600 NU.

e Their bank account will have 2000 NU at the beginning of January.

D:/cd3wddvd/NoExe/.../meister10.htm 158/161



21/10/2011

SALES AND COSTS PLAN

DETAILS JAN |[FEB |[MAR
Sales 5000|6000(7000
Direct material costs|2000|{2500(3000
Value added 3000|3500/4000
Direct labour costs (1000|{1500(1750
Indirect costs 1100|1200|(1200
Net profit 900| 800||1050

—e——m e ee——————l__|

Here is a blank form for you to fill in to make a Cash Flow Plan for Reliable Tailors for January,

February and March next year.:

meisterl0.htm
e They will buy the new cutting machine for 500 NU in January.

CASH FLOW PLAN

HJanHFebHMar

CASH IN

1 Cash at the start of the month

2 Cash in from sales

3 Any other cash in

4 TOTAL CASH IN

CASH OUT

5 Cash out for direct material costs

~ ~ 1 - £ n PR B 3
O LCasSiT Out U1 unmcct rapoul CLusLS

D:/cd3wddvd/NoExe/.../meister10.htm

159/161



21/10/2011 meister10.htm
7 Cash out for indirect costs

8 Cash out for planned investment in equipment
9 Any other cash out

10 TOTAL CASH oUT

11 CASH AT THE END OF THE MONTH

Here is the completed Cash Flow Plan for Reliable Tailors:

CASH FLOW PLAN | 3an | Feb | Mar
CASH IN

1 Cash at the start of the month 2600|3450/ 4200
2 Cash in from sales 5000|6000/ 7000
3 Any other cash in 500 - -
4 TOTAL CASH IN |8100|9450(11200
CASH OUT

5 Cash out for direct material costs 2000|2500/ 3000
6 Cash out for direct labour costs 1000|1500 1750
7 Cash out for indirect costs 1100|1200 1200
8 Cash out for planned investment in equipment| 500 - -
9 Any other cash out 50/ 50 50
10 TOTAL CASH OoUT 4650|5250 6000
11 CASH AT THE END OF THE MONTH. 345014200\ 5200
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