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Cost & Profit Centres

AniIntroductionto Cost & Profit Centres

 Tracking costs and revenues becomes more complex as a business grows
¢ Cost andprofit centres classify different parts of a business based on their financial
performance

Cost Centres & Profit Centres

departments

that generate
revenue and incur
costs

CostCentre | ¢ Businessunitsor Costcentres track and manage expenses
departments thatare Managers can be held accountable for
responsible for controlling costs
incurring costs but Examplesinclude functions such as
donot generate o Humanresources
revenue o Administration

o |T Support
ProfitCentre | ¢ Businessunitsor Profit centres are expected to cover their costs

and make a profitin theirown right
Managers are fully accountable for theiroverall
financial performance
Examplesinclude units such as
o Sales departments orregions
o Specific productlines
o Retail outlets
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Advantages & Disadvantages of Cost & Profit Centres

¢ Theadvantages anddisadvantages of cost and profit centres canvary accordingto the

size andtype of business

¢ Multi-unit businesses, those with numerous product lines and complexbusinesses may
benefit extensively fromusing cost and/or profit centres

Advantages & Disadvantages of Cost and Profit Centres

Advantages

Disadvantages

¢ Canassess the performance of
individual parts of the business
o Managers can concentrate efforts on
poor-performing areas
o Rewards forgood performance can
betargeted

¢ May causerivalry between different
departments/units
o Negativeimpact on professional
relationships
o 'Winatallcosts' culture may affect
quality/customerservice

¢ Allows financial decisions tobe made at
alocallevel
o Prices canbesetaccordingtolocal
market conditions
o Effective control of costs by those
given responsibility to actually spend
business money

¢ Notalways straightforward to separate
orallocate costs/revenues
o Businesses with multiple product
lines may not be able to accurately
allocate costs between them

+ Allows for delegation of financial
decision-making
o Increasedresponsibility can motivate
lower-level employees

¢ Requires financial skills and training
o Extrademands alongsidea
manager's corerole
o Trainingrequires investment/time

o Increases the diversity/interest of job away from work
roles
O Exam Tip
w

Many large businesses operate both cost and profit centres

e Supermarketretailers such as Carrefour and Aldi operate profit centres for

individual or groups of stores

e They also operate cost centres for theirhead office functions such as Human

Resources and Marketing
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Anlintroduction to Budgets

« Abudgetis a financial plan showing the business costs andrevenue fora given time period
o Budgets are set forthe whole business and forindividual cost centres or profit centres
o Budgets are setinadvance (monthly, quarterly orannua) and monitored regularly
o Thebudgetis usually closely aligned with the business objectives

Why Businesses use Budgets

Reason Explanation
Planning & monitoring e Businesses thatuse budgets are actively planning ahead
¢ Problems andtheirsolutions may be considered and solved
inadvance
Control ¢ Frequent monitoring of budgets allows managers to

precisely control their functional area
e Budgets support the setting and review of company or
department objectives

Coordination & Communication| ¢ Budgetingrequires different parts of a business to operate
as part of a coordinated whole

e Budgets may be communicated throughout the
organisation to provide a framework for decision-making
and communication

Motivation & Efficiency » Budgets play animportantrolein target-setting and
performance management which can beusedby managers
tomeasure success

e Theallocation of budgets spreads decision making across
the organisation acting as a motivator to the managers who
controlthem

» Delegatingbudgets frees up time for senior managers as
they donot need to authorise all financial decisions

Types of Budgets

¢ Budgets are generally prepared using one of two methods
o Historical figure budgets
o Zerobased budgeting
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A Comparison of Historical and Zero Budgeting Methods

Historical figure budgets

Zerobased budgeting

¢ Budgets areusually based on prior sales
and costs data

¢ They allow for external factors such as
Inflation and otherrelevant economic
indicators (e.g. exchangerate variations)

¢ Themost commonapproachto
budgetingwhich delegates
responsibility forcosts andrevenue
generation to departments orbusiness
units

¢ Budgets arenot allocated at all

¢ All spending must bejustified

o Time-consuming as evidenceto
support spending decisions needs to
be collected and presented

o Requires skilled and confident
employees to make persuasive
spending/revenue generation
decisions

o Particularly useful where a business needs
to control costs closely
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Constructing aBudget YOURNOTES

¢ Themasterbudget consolidates all of the budgets delegatedto cost centres or profit l
centres into one budget
¢ |tismanagedby the Finance Director

A Diagram that shows Common Types of Delegated Budgets

Sales
Budget

Marketing
Budget

Production
Budget

Staffing
Budget

The Master Budget is a consolidation of delegated budgets such as Sales, Marketing,
Production and Staffing

* Sales budgets forecast the volume of sales and expected sales revenue

* Marketing budgets plan finances allocated for marketing activities including market
research, promotion and pricing tactics

¢ Productionbudgets plan thelevel of output, stockand overhead costs as well as aspects
suchaswaste

« Staffingbudgets plan the costs involved in employing workers including recruitment and
training
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Factors Affecting the Construction of Budgets

e Arange of factors are considered when determining budgets

Factors Affecting the Construction of Budgets

Factor

Explanation

Historical Data

e Previous years' performance determines the budget set
¢ Apositive economic outlook may allow budgets to be
increased

Availability of Finance

e Profitable businesses - orthose able toraise finance - will be
able to set more generous budgets

Benchmarking

¢ Budgets arebasedon activities of closerivals
o Forexample, marketing budgets may beincreasedif a
close competitorincreases spending on advertising

Negotiation

¢ Budgets are discussed between budget holders/managers
andthe Financial Controller
o Theremay be somerivalry between business
departments/units
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Understanding Budget Variances

+ Abudget varianceis a difference between a figure budgeted and the actual figure
achieved by the end of the budgetary period (e.g. twelve months)

« Variance analysis seeks to determine the reasons for the differences in the actual figures
andbudgeted figures

A Diagram to lllustrate Favourable and Adverse Budget Variances

Compared to Budget

Revenue & Favourable Adverse
Profit

Budgets F A

Cost Adverse Favourable
Budgets A F

Variance analysis identifies adverse and favourable budget outcomes

« Afavourablevariance (F)is where the actual figure achieved is better than the budgeted
figure
o Afavourablevariancein arevenue or profit budgetis where the actual figureis higher
than the budgeted figure
o Afavourablevarianceinacosts budgetis where the actual figureis lower than the
budgeted figure
o Examples of favourable variances include
= Actualwages less than budgeted wages
= Actualsales volumes higherthan budgeted sales volumes
= Expenditure onraw materials less than the budgeted figure

¢ Anadversevariance (A)is where the actual figure achieved is worse than the budgeted
figure
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o Anadversevariancein arevenue or profit budgetis where the actual figure is lower YOURNOTES
than the budgeted figure 1

o Anadversevariancein a costs budgetis where the actual figure is higher than the
budgeted figure

o Examples of adversevariancesinclude
= Expenditure on fuel higherthan the budgeted figure
= Profitlowerthan budgeted
= Actualmarketing costs higherthan budgeted marketing costs
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*> Worked Example

®
Selected financial information for Bunsens PLC 2022

£mM

Budgetedsalesrevenuefs 440

Actual sales revenue 13,718

Budgetedtotalcosts |g 400

Actual total costs 10,627

Using the data, calculate the total profit variance for Bunsen PLC in 2022. You are
advised to show yourworking (4)

Step 1- Calculate the budgeted profit for 2022
£12,460 - £8,420

=£4,040 U]

Step 2 - Calculate the actual profit for 2022
£13,718 - £10,627

= £3,091 )

Step 3 - Subtract the budgeted profit from the actual profit for 2022
£3,091- £4,040

= £949 1)

Step 4 - Identify the nature of the variance

Inthis case, thevarianceis adverse because the actual profit for2022 is lower
than the budgeted profit for2022

Thecorrect answeris £949 A m

Responses to Budget Variances

¢ Oncevariances have beenidentified a business should carefully investigate the reasons
why they have occurred and take appropriate action such as
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o Where adverse cost variances are identified a business may seek alternative l
suppliers orinvestigate ways to improve efficiency

o Where adverse sales variances are identified a business may review its marketing
activities toimprove their effectiveness

o Where favourable cost variances are identified a business may review key quality
indicators such as the volume of returns orwastage levels to ensure that output
standards are being met

o Where favourable sales variances occura business may reward customer-facing
staff with performance basedincentives

(’) ExamTip

- . \
Adverse variances are not always problematic

In some cases they may reflect areasonable business response to a changein
market conditions or external factor

Forexample, an unexpected increase indemand may require increased output

e Higherstock costs andenergy use
e Increasedwages
e Higherdistribution costs

Itis important to understand the context of variances before using them to support
decision-making
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Using Budgets & Variances in Decision-making

¢ Budgets andvariance analysis play a central role in business financial management

The Role of Budgets & Variance Analysis

Planning & Allocating Resources

Controlling & Monitoring

e Budgets support decisions onhow to
allocateresources such as staff

¢ Canidentify needforcapitalinvestment

¢ Determines under- and over-performance
soreallocation of resources can be
arranged

e Budgets help to prevent overspending
¢ Maintains focus on generating profit
¢ Adversevariances canindicate poor
manager performance
o Cantakeearly steps such as training
orredeployment

Measuring Performance

Motivation

¢ Budgets enable the business to:

o Judgethe effectiveness of
cost/revenue generation in different
departments/units

o Compare financial performancein
geographicalregions

o Trackfinancial plans overtime

e Budgetsimprove motivation by:
o Rewarding effective budgetary
performance
o Providing a metric foremployees to
focus on
o Increasesjobinterest/challenge of
budget holders

Difficulties of Constructing Budgets

* Budgetingrequires significant expertise to be of genuine use to a business
¢ There are several difficulties associated with their construction

A Diagram to show the Difficulties of Budgeting
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THE BUDGETING PROCESS
CAN LEAD TO COMPETITION
AND CONFLICT BETWEEN
DIFFERENT BUSINESS
FUNCTIONS

\

1, SaveMyExams

BUDGETING CAN ENCOURAGE
MANAGERS TO FOCUS ON

THE SHORT-TERM RATHER
THAN LONG-TERM PERFOMANCE

/ UNACHIEVABLE OR

BUDGETS TAKE DIFFICULTIES UNAMBITIOUS

TIME AND SKILL
TO SET, MONITOR <

OF

BUDGETS CAN
| HAVE A NEGATIVE

AND REVIEW BUDGETING IMPACT ON

4

THE BUDGET IS ONLY
AS GOOD AS THE DATA
USED TO CONSTRUCT
IT — INACCURATE DATA

\ MOTIVATION

BUDGET-SETTERS HAVE
SIGNIFICANT  INFLUENCE
OVER THE SETTING

AND REVIEW OF BUDGETS

RENDERS BUDGETS USELESS

Budgets can be difficult to construct forarange of reasons

Data mustbe up to date, accurate and free of bias
o Sources of data must be selected carefully
o Those constructing budgets will require skills and relevant experience

Budgets can encourage managers to focus on the short-termrather than the long-term
success of thebusiness as budgets are usually set yearonyear

Conflict betweenbudget holders may arise, reducing the effectiveness of the business as
awhole
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