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Making a Budget
A Self Study Guide for Members and Staff of Agricultural Cooperatives

LESSON FOUR:  Estimating the Gross Surplus and Running Costs

Objective:  In this lesson the committee of Unity Cooperative work out 
the gross surplus they expect to get and then discuss and decide on 
estimates for their expected running costs in the next year, including 
wages, interest, transport, depreciation and other costs.

1. Estimating the Gross Surplus

The committee had arrived at an estimate of the total volume of business during the next 
year, including both produce and supply sales.  They also had an estimate of how much 
they would earn on their operations.

Sabu, the manager, made a chart summarising their estimates:

We can see that they used the word gross surplus for what they earn on the operations. 
The committee was pleased to see that the figures were higher than last year. But they
also suspected that the costs of running the co-operative would be higher next year. One 
committee member was really worried: "Maybe this surplus is not enough, maybe the 
running costs will be so much higher...?"

The chairman said: "We will soon get an idea about that, as the running costs are next on 
the agenda."
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2. Estimating the Running Costs

If everything goes as planned, Unity Co-operative will earn a gross surplus of T$182,000 
next year. All the costs of running the co-operative will have to be paid for out of this 
amount.

The chairman asked Sabu to give the committee the cost figures for the current year and 
any other information that would help them prepare an estimate of the costs for the
following year.

Sabu presented a chart which showed all the operating costs for the society.  He had split 
each item into two to show the distribution between marketing costs and supply costs.
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They decide to examine each cost item in turn.

a. Staff

Sabu said: "Let's start with the staff wages."  Unity Cooperative had only four permanent 
employees: Sabu the manager, a clerk, a storeman and a truck driver who also helped in 
the storehouse and at the buying points.  But during the trade season, many hands were 
needed to help with the deliveries and the co-operative then hired occasional labourers 
who were paid by the hour.

The fixed wages to the permanent staff were:

The manager T$   700 per month
The clerk        600     "
The storeman        550     "
The driver        550     "
Total T$2,400      "

The committee had decided that the co-operative should stay in line with official wage 
rates. Since prices had already gone up by about 5% this year, the committee members 
thought that a wage increase of about 7% was a realistic estimate.

One member suggested that this was maybe too high but Sabu insisted that it was better to 
set the estimates too high than too low. So the committee agreed to the estimate of a
7% wage increase.

The society pays an additional 5% social fee (insurance and pension) on the wages. Sabu 
calculated the total cost to the co-operative:

Permanent staff:
This year's wages T$2,400 per month

      + Wage increase next year (7%)        168
Wages next year T$2,568      "

      + Social fees (5%)        128
Total cost for permanent staff T$2,696      "

Sabu multiplied by 12 to get the total cost for next year:  it amounted to T$32,352.  Sabu 
rounded off the figure to T$32,400. We must remember that the figures are estimates,
and there is no need, nor is it possible, to be exact.

Sabu had recently made a study of the staff's working time, checking regularly to see what 
kind of job each person was doing.  In certain periods they were dealing with farmers'
produce only.  At other times they were busy with the farm supplies. Over the whole year 
the four employees used about 80% of their time for the marketing work and 20% for
supplies.  Sabu said it would probably be the same for the next year, so they agreed to 
allocate 80% of T$32,400 = T$25,920 to marketing, and the rest, T$6,480, to the supplies.

Then the committee looked at the costs for occasional labourers.  Sabu reported: "This 
year we paid them T$4,800.  We must also increase this amount by 7%, of course. But next
year we will need more labourers.  Production will increase."

The committee members had experience from the work at the buying points and the 
warehouse, so they could make a realistic estimate of the working time needed. They now 
suggested an increase in wages to T$5,800. All of this was put under the heading 
"marketing".
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The chairman reminded the meeting about the costs for training.  They should also be 
included under staff costs. Sabu was to go to a seminar at the Co-operative College, and 
the whole committee would attend a training workshop next year.  The training was free 
of charge but the co-operative would have to pay for travel, totalling T$280. This sum was 
divided equally between "marketing" and "supply".

Sabu then summed up all figures neatly in a table:

He then rounded off the figures to T$31,900, T$6,600 and T$38,500 respectively, and 
entered them in the main table of running costs (see page 2).

1. Fill in the estimated staff costs for the next year in your copy of the table on page 2. 
As you go on reading the committee’s estimates for the other costs, keep filling in the 
figures in this table.

b. Buildings and Equipment

Three years ago Unity spent T$136,000 building a storehouse.  A building is used for many 
years; therefore, it is common practice to spread out the building costs over a period of 
time to get a reasonable figure for the yearly costs.  Usually, the "lifetime" of a building is 
said to be 20 years.  So, to get the yearly cost we divide the building cost by 20.
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That means the yearly cost of the 
storehouse of Unity Cooperative is 
calculated as follows:

T$36,000 ÷ 20 = T$6,800

This amount of T$6,800 is called the 
depreciation cost.  The co-operative does 
not pay this each year.  It is the calculated 
cost per year for having a building, and it is 
included among the co-operative's other
running costs.

If a building is still being used after the 
depreciation period, there is no further 
depreciation cost involved in using it, just 
the normal costs of maintenance.

Sabu said that the building depreciation costs would 
be increased in the next year, as they were going to 
renovate the office, at a cost of T$2,000.  With the 
usual depreciation period of 20 years, the yearly 
depreciation cost for this would be T$100.

Then they discussed how much was needed for 
maintenance and minor repairs in the warehouse 
building during the next year and decided to allow a 
figure of T$800.

Thus the total yearly costs for the warehouse building were:

Depreciation cost of the building T$6,800
Depreciation cost of the office       100
Building maintenance and repairs       800
Total costs of building T$7,700

The cost of any furniture, fixtures and equipment in the storehouse which are expected to 
last for at least five years is usually depreciated over a "lifetime" of five years.  For the 
Unity Co-operative the original cost of these items was T$4,000 and so the yearly 
depreciation cost was T$800.

(Note that costs for things which are expected to last for less than five years are not 
depreciated.  Instead, the whole cost is included in the running costs for the year in which
the purchase is made.)
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Sabu reminded the meeting about the new screening machines.  Some of the groundnuts 
had been rejected this year by Quality Foods for having too much dust content, and the 
committee had therefore decided to buy three new screeners at a price of T$1,500.
Depreciated over five years, the yearly cost for these would be T$300.

Finally, they estimated T$100 for maintenance and minor repairs for the equipment in the 
storehouse.

The total costs connected with the store building and its equipment now looked like this in 
the estimates:

Depreciation and maintenance of building T$7,700
Depreciation of equipment        800
Depreciation of new screeners        300
Maintenance and repairs of equipment        100
Total costs, building and equipment T$8,900

The storehouse and the equipment were used mainly for the marketing business; only 
occasionally was a minor part of the building used for farm supplies.  Therefore, the 
practice was to charge 90% of the costs to "marketing" and 10% to "supply". In round 
numbers this meant T$8,000 to marketing and T$900 to supply.

c. Interest

Sabu said: "We owe the bank T$30,000 and we have to pay them 6% interest, i.e. T$1,800."

Without the bank loan the co-operative would not have been able to begin trading. They 
had to accept the cost of the loan.

The loan had helped them to pay for the building and the equipment.  Therefore, they 
distributed the cost in the same way, i.e. 90% on marketing and 10% on supply.

(Note that the repayment of a loan is not included as a running cost. Before a loan can be 
repaid, the co-operative must build up its own capital reserves, for instance by using some 
of the net surplus they earn on the business, or by using contributions from the members.)

Sabu said: "We will have some other interest costs as well."
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Like most marketing co-operatives, Unity had problems with the timing of the cash flow. 
When a farmer delivered some produce, he wanted his payment immediately. He did not 
like to wait until the co-operative had sold his produce and received money for it.   
Therefore, Unity had built up some funds of working capital which they used to pay the 
members "cash on delivery".  It was not sufficient, however.

Fortunately, Unity had a good relationship with their bank and they were granted an 
overdraft, allowing them to pay the members, at least an advance.  But the overdraft was 
very expensive - the bank charged 15% interest.  Therefore, Sabu avoided overdrafts as far 
as possible.  Even so, the interest on the overdraft this year amounted to T$1,980.

Sabu said: "I will prepare a cash budget later so that I can determine the need for cash 
month by month.  Maybe we can get a short-term bank loan at lower interest instead of 
using the overdraft.  But I suggest that we estimate T$2,000 for interest anyhow." This 
amount was to be entered under "marketing".

So the interest was estimated as follows:

The figures were rounded off, like the others, before they were entered in the main table 
(see page 2): T$3,600, T$200 and T$3,800 respectively.

d. Transport

The transport of the groundnuts from the buying points to the depots was a big affair. 
Many trucks were involved for several weeks.  Fortunately, this was organised and paid for
by Quality Foods.  Unity Co-operative itself had to organise the transport of the other 
produce and some farm supplies.  They had a smaller truck for this.
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Sabu had all costs concerning the truck in a separate account, and he gave the committee
the following report:

The committee agreed that they could use the same figures for next year, except for the 
petrol. Petrol prices could be about 15% higher, and the mileage would increase by some
3,000 km, because of the increased potato production. "That means about T$7,400 for 
petrol and oil next year," calculated Sabu. As the truck was in good condition and not very
old, they hoped that they could avoid costly repairs in the coming year.

The total cost for transport came to T$11,000. As before, they divided the cost 80% - 20% 
between marketing and supply.  Sabu entered the figures in his charts.  (Can you work the 
figures out and enter them in your chart on page 2?)

e. Bags

Before the harvest, the farmers collected empty bags 
from the co-operative.  When Unity delivered the
produce to the buyers, the co-operative could retain
its bags.  In order to keep the costs of bags down, it
was necessary to keep records of how many bags were
issued to the farmers and how many were returned.  
Any shortages were charged to the farmers. 

Still, the bag service cost the co-operative quite a lot 
of money because the bags were worn out sooner or 
later, and some bags were lost every year.  This wear 
and loss of bags cost the co-operative about T$2,100 
this year. And the storeman had told Sabu that they
had to buy 1,900 new bags for the next season. 

The committee members stressed that there must be 
enough bags in the store when the new season 
started, so they decided to buy 2,200 new bags.  Any 
surplus bags could of course be saved for the next 
year. Sabu calculated the cost would be T$6,200.
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f. Other Costs

"We have now gone through the principal costs," said the chairman, looking at the big chart 
with the estimates, "but there are still some minor expenses."

To make it easy to remember them all, Sabu had gone through the accounts and the 
vouchers, receipts and invoices, and he had prepared a list of the various minor costs 
incurred during the year.

Knowing what has been spent in the past, the committee could estimate how much they 
were likely to spend during the coming year.

Sabu told the committee: "We should increase the insurance value for the building when 
the new office is ready. The new premium will be about T$800.  And the insurance for our 
stock will cost about T$600 next year.

"We need to print produce receipts for T$480 and buy a new set of accounting books for 
about T$100."

"Last year we spent T$128 on cleaning material; T$226 on travel costs; T$40 on stamps; 
T$116 on bank charges; and T$80 to entertain some visitors from the Ministry.  That is 
T$590 in all.  Let us allow a bit more next year, because of price increases and the 
increased business, say T$700. In addition, we have to pay a levy of T$900 to the 
Co-operative Union.
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Sabu said: "When I add up all these figures under the heading 'Other costs', I get T$3,180 
for marketing and T$400 for supply. That makes T$3,580 altogether.

"We can now add up all the running costs," Sabu continued and he completed the table on 
page 2.

Have you written all the figures in your copy of the table?  Now you can check them 
against Sabu’s version:

The committee members looked at Sabu's chart. They were pleased with their work, as 
they had put together all the estimates, and in a few minutes they would have a total 
picture of the situation.

In this meeting, the committee and the manager have worked together on all the figures, 
as we have seen.  In other cooperatives the manager may be asked to work out the 
estimates himself, which then will be discussed by the committee.

2. It seems as if Sabu has a rule not to overestimate sales and not to underestimate costs. 
Why?

3. Which costs are the highest in your cooperative?  Describe what you have done to keep 
these costs at a minimum.

4. How long is the depreciation period for buildings owned by your cooperative?  What is 
the yearly depreciation cost?

  


