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PARADIGMA COST ACCOUNTING METHODS IN PRODUCTION
ECONOMICS OF A SMALL ENTERPRENEUR

PARADIGMA METODA TROSKOVNOG RACUNOVODSTVA U
EKONOMICI PROIZVODNJE MALOG PODUZETNIKA

ABSTRACT

This paper illustrates the method of calculating of production economics of a small
entrepreneur who applies single-entry accounting. Based on a business case of a small family
farm business, the authors compare three different reports on production economics
calculated on the basis of the outlined methodological approach. The authors apply single-
entry and double-entry accounting techniques, managerial accounting techniques (Volume
Based Costing and Activity Based Costing methods) and techniques of financial analysis. This
paper proves the necessity of keeping detailed record of assets used in the production process
in cases when different calculation methods are applied, and when the applying of a certain
method depends on the quality of the informational basis. This paper also proves the
reliability of the outlined methodological approach for determining of accurate data on
production economics based on single-entry-accounting information.

Key words: single-entry accounting, double-entry accounting, ABC method, VBC method,
small entrepreneur

ABSTRACT

U ovom radu se prezentira postupak izracuna ekonomike proizvodnje malog poduzetnika koji
vodi jednostavno knjigovodstvo. Na prakticnom primjeru proizvodnje obiteljskog
poljoprivrednog gospodarstva izracunavaju se tri izvjestaja o ekonomici proizvodnje prema
opisanom metodoloskom postupku i kompariraju se dobiveni rezultati. U radu se koriste
tehnike jednostavnog i dvojnog knjigovodstva, upravljackog racunovodstva (Volume Based
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Costing i Activitiy Based Costing metode) i tehnike financijske analize. U radu se dokazuje
nuznost vodenja evidencije upotrebe osnovmnih sredstava u stvaranju proizvodnih ucinaka
(proizvoda ili usluga) kada se primjenjuju razlicite metode za izracune i kada njihov izbor
ovisi o kvaliteti informacijske podloge. Takoder, u radu se dokazuje realitet metodoloskog
postupka za utvrdivanje tocnih rezultata ekonomike proizvodnje kada je informacijska osnova
jednostavno knjigovodstvo.

Kljuéne rijeci: jednostavno knjigovodstvo, dvojno knjigovodstvo, ABC metoda, VBC metoda,
mali poduzetnik

1. Single-entry vs. double-entry accounting

Small family farms (OPG) and craft businesses which generate less than 2 millions HRK of
revenues onan annual basis are obliged by the law to apply single-entry accounting.
Corporations, family farms and craft businesses with annual revenues over 2 millions HRK
are obliged to apply double-entry accounting. The method of single-entry accounting does not
provide accurate data on business performance (profits), largely due to the fact that its main
purpose is to determine the income-tax base and to meet the required informational conditions
of the control system of the state. On the other side, the profit and loss statements of
enterprises applying double-entry accounting provide detailed information on their business
performance (i.e. profit or loss). Therefore, the income of a small family farm (OPG) applying
single-entry accounting essentially differs from the profit of a corporation applying double-
entry accounting. The profit of a corporation is its business result, while the income of a small
family farm is its income-tax base. This paper applies techniques of a static financial analysis
on an example of a small family farm business which uses agricultural machinery, land and
human capital in the production process, and whose business performance cannot be
determined solely by using its single-entry-accounting-based reports/documentation. The first
step before calculating the production economics per agricultural cultures is to determine the
exact business result. Hence, the application of various accounting techniques and double-
entry accounting methods is used to calculate the total business performance of a small family
farm. Calculating of production economics of agricultural cultures is based on a specifically
for this purpose compounded report on business performance. In agricultural production, it is
possible to sort out variable costs from fixed costs and direct costs from indirect costs. Such
sorting-out is the main precondition for calculating of agricultural production economics. A
financial analyst can also apply some of the methods of indirect costs allocation. The quality
of the informational basis and the nature of the production process largely determine which
method and/or a combination of methods will be used. Both, an accurate record of business
events and the quality of the informational basis substantially affect the quality of reports on
production economics whose major purpose is the serve as a basis for quality decision
making.

2. Methodology for calculating of production economics based on data from single-entry
accounting

The process of determining the business performance of an entrepreneur applying single-entry
accounting includes six steps:

1. Determining of revenues/expenses from the book of incoming/outgoing invoices
2. Determining of realistic depreciation costs from the list of long-term assets
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3. Determining of realistic costs of assets not registered on business’s list of long-term assets,
but used in regular business operations

4. Determining of the cost of human capital

5. Determining of the direct cost of raw materials

6. Determining of the realistic value of inventory of final products at the beginning and at the
end of an accounting period

After having compounded the report on business performance based on the six outlined steps,
a financial analyst has enough quality information to precisely calculate agricultural
production economics of a small family farm applying single-entry accounting. Sorting out of
direct costs from indirect costs (per specific agricultural culture) has to done as well. Direct
costs which can easily be determined are the cost of labour, the cost of raw materials and the
cost of services. A survey conducted in 2012 and based on 30 small family farms in Vukovar-
Syrmia County, Croatia (Grebenar, Banovi¢, Bosnjak, 2012) stated that 90% of small family
farm businesses do not keep accurate records on agricultural machinery used in the production
process. Without a quality informational basis on the usage of assets in the production
process, all occurred costs which relate to usage of assets in the production process are
documented as general (indirect) production costs. In such a case, a financial analyst can
allocate such documented costs either on a basis of generated revenues or expenses or the land
area used in the production process. The quality of the informational basis and the nature of
the production process determine which method will be the most suitable.Both, an accurate
record of business events and the quality of the informational basis substantially affect the
quality of generated reports on production economics, thus directly affectingthe quality of
business decision making. A financial analyst can also compound several different reports and
compare them. The report which generates the smallest amount of indirect costs is the most
reliable one. The method which reduces the share of indirect costs in total costs and
transforms them into direct costs is the Activity Based Costing (ABC) method. An alternative
method which can be used is the Volume Based Costing (VBC) method.

3. Calculating of production economics (Activity Based Costing vs. Volume Based
Costing)

For the purpose of this paper, the ABC and the VBC methods are applied on a business case
of a small family farm which produces 5 products (i.e. 5 agricultural cultures: corn, wheat,
beet, soy and sunflower) on a total land area of 259 ha. In the production process, the family
farm uses agricultural machinery, land and labour work. In the respective business case, the
working hours of used machinery as well as the direct costs of consumed energy per a piece
of machinery are determined. This means that every piece of machinery will serve as a cost
pool’. Other occurred costs related to machinery are registration costs, maintenance costs and
depreciation costs. The key (driver’)for cost allocation in the ABC method is a working hour
of a machine. Based on total working hours and total costs of a machine, the cost per hour of a
machine can easily be determined (cost rate)’ by applying the following forntula:

(Depreciation+maintenance+energy-+registration) / Working hours of a machine = Cost rate

Hilton, R. (2009).Managerial Accounting: Creating Value in a Dynamic Business Environment. New York:
McGraw-Hill Irwin.

*Hilton, R. (2009). Managerial Accounting: Creating Value in a Dynamic Business Environment. New York:
McGraw-Hill Irwin.

? Hilton, R. (2009). Managerial Accounting: Creating Value in a Dynamic Business Environment. New York:
McGraw-Hill Irwin
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The depreciation cost of buildings (storage houses) is determined in the same way. This cost
is allocated on the basis of the surface used for storage of each product (i.e. agricultural
culture). Out of all general costs, only the cost of some services (telephone, some overhead
expenses etc.) and a part of the cost for personal usage could not be allocated by applying the
ABC method and this is why the VBC method was used for allocation of these costs. Tables
1, 2 and 3 illustrate reports on agricultural production economics compounded by applying
the outlined methodological approach.
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4. Volume Based Costing vs. Activity Based Costing Report

Tables 1, 2 and 3 show that calculated agricultural production economics essentially differ
with the applying of different cost allocation methods (i.e. the ABC and the VBC methods).
Calculations based on the VBC method illustrated in tables 1 and 2 show that production
economics of all 5 agricultural cultures is cost-effective and profitable and that there is no
material discrepancy between indicators illustrated in table 1 (where revenue is the driver
/allocation key) and table 2 (where direct costs are the driver /allocation key).

On the other side, the applying of the ABC method resulted in materially different indicators.
According to the ABC method, profitability of beet production almost doubled compared to
calculations based on the VBC method, while profitability of other cultures largely
deteriorated. Profitability of soy production turned negative. The major cause of such
discrepancy is higher quality of the informational basis resulting from the appliance of the
ABC method. In this particular case, the report on production economics based on the ABC
method is more realistic and more reliable.

In both cases, costs of direct labour work, costs of outsourced services and costs of direct raw
material were allocated per product (i.e. agricultural culture) in the amount of actually spent
quantities. Since the majority of small family farms do not keep accurate records of assets
used in the production process, by applying the VBC method (tables 1 and 2) we have
assumed that all occurred costs related to agricultural machinery are indirect costs.

In this respective business case, the analysed small family farm uses 30 different pieces of
agricultural machinery (e.g. tractors, harvesters, ploughs, sowing machines etc.) and it was
possible to precisely calculate working hours of a piece of machinery per specific agricultural
culture.

The applying of the VBC method is more suitable for a simpler business cases when a family
farm produces only one or two products in smaller quantities. In the business case analysed in
this paper, in which a family farm produces 5 products and uses 30 pieces of machinery in the
production process, the applying of the VBC method can result in unreliable final outcomes
(i.e. reports).

5. Conclusion

In an environment which generates many opportunities for small entrepreneurs to develop
their businesses, determining of economics of the current business situation is of crucial
importance. Preparing of quality projects also requires a quality financial analysis. Small
entrepreneurs need to base their business growth on cost-effective and profitable products and
services. Many small entrepreneurs in the Republic of Croatia are small family farms (OPG)
and craft businesses which are obliged by the law to apply single-entry accounting. The
process of calculation of production economics of a small entrepreneur applying single-entry
accounting and producing more than two different products requires a high level of
knowledge on techniques of single-entry and double-entry accounting, managerial accounting
and financial analysis. Without applying all mentioned areas of expertise, it is not possible to
exactly determine production economics. Small entrepreneurs (OPG) producing more than
two products and using many different pieces of machinery in the production process cannot
determine their production economics without an accurate record of used machinery. The
ABC method can only be applied when there is a quality informational basis to conduct an
analysis of production economics, while applying such a method crucially and positively
affects the quality of the final outcome (i.e. the report on production economics/performance).
The aim of this paper is to set-up a clear methodological approach for a quality financial
analysis and calculation of production economics of a small entrepreneur. It is of crucial
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importance for a small entrepreneur to applythe outlined methodology before making any
important investment/strategic decision and before applying for EU funding.
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