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There are four parts to every business: assets, liabilities,
equity (The Balance Sheet), and operations (The Income
Statement). In cost accounting, all activities and functions
of the operating (operations) part of the business are seg-
regated into various cost and profit centers. Using cost
and profit centers has been the accepted cost accounting
methodology in business for decades. Agriculture has tra-
ditionally used enterprise accounting instead of cost ac-
counting. Cost accounting and enterprise accounting typi-
cally do not provide the same results for management.

It is important to understand how cost accounting fits
within the total accounting equation. Cost accounting fo-
cuses on the financial activity occurring primarily within
the income statement and for NPPC Standards, assets are
also included.

In current agriculture accounting, assets have rarely been
tied to the various cost and profit centers; however, NPPC
Management Accounting Standards have made that link.
Therefore, if you wish to calculate all of the pork ratios,
it will be important to tie each asset to one or more cost
or profit center.

It has been difficult in agriculture to tie assets to cost and
profit centers. This due to the fact that many assets are
used across numerous profit and cost centers. That factor
tends to make the asset tie-in more difficult (for example,
how do we allocate feed processing equipment for breed-
ing, nursery, and finish, or farm equipment used to pro-

duce crops and haul manure or transport feed?) Assign-
ing assets to cost and profit centers is controversial, but
only in agriculture. It has substantial value in measuring
financial performance through the NPPC ROE (DuPont)
Model.

Liabilities and equity have little relevance in the cost ac-
counting structure. If assigned at all, they are assigned as
their percentage of assets (i.e., if pork assets are 74% of
all assets, then 74% of liabilities and equity are assigned
to pork).

If we view the total financing accounting system as hav-
ing three primary purposes

management/profit,

credit, and

compliance tax,

then we better understand the purpose and focus of cost
accounting.

Historically, agriculture has used its accounting data in
reverse order: tax, credit, and management (profit). How-
ever, future results-oriented businesses will focus on the
new priority of management, credit, and tax. Frankly,
without profit, there is no tax to pay and, in the long-
term, no available credit.

Cost accounting is primarily used for management. It has
no value or purpose for tax. In a great number of instances,

Figure 1. The Income Statement and Balance Sheet Assets

Income Statement
Revenue (pig sales and other pork revenue)
Expenses: Feed, labor, utilities, Vet, etc.
Profit: Operating, Net Farm Income and Profit before or after tax

Balance Sheet Assets — Assigned to Cost/Profit Centers

Profit Cost Cost Cost Profit
Center Center Center Center Center
(Pork) (Allocated to the Profit Centers) (Crops)
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even credit is not concerned with cost accounting. Credit
tends to evaluate the entire business, without breaking
out the separate profit centers of the operation. This is not
to say that all lenders have little interest in cost account-
ing. Historically, agriculture has not been able to provide
to lenders and others adequate cost accounting informa-
tion or enough industry standardizationto provide a mean-
ingful evaluation of pork cost accounting data. We should,
with the NPPC standards initiative, be able to provide
excellent cost accounting information in the future.

From a profit/management viewpoint, agriculture has pri-
marily been focused on enterprising rather than cost ac-
counting. As agriculture becomes more sophisticated with
larger operations, we will see enterprising lose favor. Cost
accounting and/or process cost accounting will be the “best
practices” for determining profitability, managing the re-
sults of various pork production/service processes or ac-
tivities (process cost accounting) and accumulating cost
of production information (break-even). Many large pork
organizations will go one step further and maintain costs
and profits by group/pen.

Cost accounting
The accounting process of dividing the operating por-
tion of the business into profit making (profit center—
pork, corn, beans, beef, diary, etc.) and high level sup-
port function/activities (cost centers). Total Pork (cost
accounting—separates pork from the other profit cen-
ters). The purpose is to determine the profitability and/
or costs of various operating areas and measure man-
agement performance.
Process cost accounting
The accounting process of dividing pork into various
support operations and production stage activities and/
or functions (cost centers) that are ultimately allocated
to one or more pork profit centers. These cost and profit
centers should be organized to mirror exactly the
owner’s management organization structure. For pork
process cost accounting, the total pork profit center is
divided into numerous activities or functions. The two
pork production cost center groupings are support
operations (there are up to 12 suggested subgroups
within support operations) and production stages
(which has 3 subgroups breeding, nursery, and finish).
The four potential profit centers are weaner, nursery,
finisher, and genetic premium sales. The profit cen-
ters receive, in addition to support operations and pro-
duction stage allocations, allocations for entity gen-
eral and administrative and financing costs. The pur-
poses for utilizing process cost accounting are prima-
rily to:

* measure/monitor management performance at each
cost center group or sub-grouping activity;

* enhance profitability; and,
* determine costs.

Process cost accounting by group
Process cost accounting by cohort/group is exactly
the same as process cost accounting with the excep-

tion that the profit centers (weaner, nursery, and
finisher sales) are further subdivided into cohort
groups. the sum of all cohorts equals the totals of the
profit centers (i.e., finisher sales). This accounting
process can be accomplished with or without the use
of work in progress (WIP) accounting practices. Adop-
tion of this accounting process should be implemented
with caution because of the time and expense associ-
ated with accurate implementation. Unless there are
full-time accountants on staff and good methods for
collecting data, an operation may want to avoid co-
hort/group accounting. Each operation will need to
decide the value of pen information, especially when
the results are not known until the pigs have been
slaughtered and it is too late for changes.

There are three basic uses of cost accounting information:

* The First and primary application of cost account-
ing is to provide a2 mechanism to measure individual
manager results, accountability, and responstbility.
That means the cost accounting system should emu-
late exactly the way the business is run and/or its
management organization structure. To ensure
accountability, an individual is assigned to manage
each cost or profit center activity and/or function.
Effective cost performance accounting as a result pro-
vides the mechanism to measure each manager and
area of accountability.

* The Second use for cost accounting—and the one
most traditionally recognized in agriculture—is to
determine and measure profit from each of the profit
centers. This is an important management and busi-
ness function.

* The Third use for cost accounting is for cost control
and break-even analysis. The production break-even
is established for major processes (breeding, nurs-
ery, and finish) by adding the direct costs for each
production stage and the allocated support operations
(cost centers) centers. Finally, we combine all four
cost processes—support operation centers, produc-
tion stages, general administrative and financing—to
identify the total cost per cwt of pork. This informa-
tion tends to be used by the production or activity
managers and the accounting staff.

For the pork industry, process cost accounting will be the
best practice to adopt, followed by cost accounting and
enterprising (the latter is used infrequently—mainly by
smaller producers). Since process cost accounting has
become the norm, the question becomes, “Does an op-
eration use just ‘process cost accounting’ (costs for breed-
ing, nursery and finish) or ‘process cost accounting’ with
cohort or pen/group accounting?” NPPC Management
Accounting standards permit either.
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Enterprising

Cost accounting vs. enterprising

Agriculture has traditionally attempted to obtain cost ac-
counting information from enterprise accounting. The
basic difference between enterprising and cost account-
ing information is the financial approach to management,
data interpretation, and the application of data in man-
agement decision-making. Enterprising focuses almost
exclusively on the profit center and generally has disre-
garded cost centers. Enterprising

» accumulates the direct income and expenses for profit
centers such as corn, beans, hogs, cattle, etc.

» usually ignores the cost centers, such as equipment,
overhead, and shop and irrigation costs. Even ag pro-
fessionals have been overlooking or underestimating
an often significant cost component of the farm busi-
ness. You should be aware of the portion of your rev-
enue that is used by the cost centers.

Traditionally, indirect costs/overhead and other cost cen-
ters have been ignored or given very marginal allocation
(dollars) in the planning-management process. Financial
changes in American agriculture that began in the late
1970s and 1980s should highlight the importance of cost
center management. The direct production cost of the
profit centers such as corn, beans, hogs, cattle, did not
change very much during that period. On the other hand,
certain cost center inputs for the same period changed
significantly and created major problems for many pro-
ducers—<cost center expenses rose from 15-25% of the
total business expenses in the late 1960s and early 1970s
to as much as 40-60% of total expenses by the late 1970s
and 1980s. Those who understood the difference between
direct profit center costs (direct costs only) and profit cen-
ter costs after cost center allocations obviously fared bet-
ter. This is a significant management principle. Chart 1
illustrates in general terms the basic difference in agri-
culture between enterprising and cost accounting.

Some methods of enterprising attempt cost accounting
by assigning all expenses on a line item basis to the vari-
ous profit centers. However, distributing the charges for
insurance, repairs, interest, fuel, supplies and similar costs
to profit centers, via line items, is often not practical. All
too often in today’s computer age, these expenses tend to
get lost somewhere in electronic never-never land. Since

most cost center expenses (insurance, utilities,- repairs,
etc.) are difficult to allocate directly to profit centers, they
are often either not assigned to any enterprise, or they are
allocated on a line item basis. When expenses are allo-
cated on a line item basis, the user of the information can-
not ascertain the direct manageable revenue and costs as
opposed to the indirect charges over which the manager
may have little if any control.

Process cost accounting

Process cost accounting for pork operations will essen-
tially have the following groups of activities and/or
processes:

* production stages,

* support operational centers,

* general and administrative functions,
* financing costs, and

* profit centers.

Production stages

Production Stages are almost inevitably cost centers. As
cost centers, this means there is very little (if any income)
ever attributed to the production process cost center(s).
Production process entails the accumulation of direct ex-
penses and often includes allocations of “support opera-
tion centers”. These support operation centers are associ-
ated with the various phases of pork production. The
NPPC Production Standards sub-committee (supported
by the financial and management accounting sub-com-
mittees) has defined the three pork production processes
as follows:

* breeding,
* nursery, and
* finish.

Direct expenses associated with each of the production
processes should be accumulated in these production cost
centers along with allocations from select support opera-

Process cost accounting

There are five major groupings of cost/profit centers

Production stages Cost center (allocated to
profit centers)

Support operations Cost center (usually

Enterprise accountin Cost accountin allocated to production
Profit center direct Yes Profit centerdirect | Yes stages)

costs costs General and Cost center (allocated to
Cost centerdirect No Cost centerdirect No administration profit centers)

costs costs Finance Cost center (allocated to
Profit centerbreak- | No Profitcenterbreak- | No profit centers)

even costs even costs Profit center(s) Profit center
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tions. All of the costs associated with the breeding pro-
cess would be accumulated in the breeding cost center to
provide a total cost of the breeding process. Likewise,
the attributable expenses associated with the nursery and
finish process would be assigned to those cost center ac-
tivities. The end result is the total cost for each process:
breeding, nursery, and finish.

The next cost accounting production process step is to tie
those dollar amounts with production units. This converts
gross dollars into a meaningful management unit. The
production units could be 100 1b. of live gain, per head,
per head day, per animal unit, and so on. Accumulating
the total dollars and then dividing those dollars by units
produced provides management with information that can
be used to improve production performance.

Support processes

Support Processes are processes that are necessary to the
continued operation of the business, but are not necessar-
ily directly tied to the production process. Examples of
support processes or activities include:

* board stud,
* crew labor,
* equipment,
« facilities maintenance,
+ feed processing costs,

+ general pork,

* isolation,

* nutrient management,
 production management,
* transportation, and

* vet services.

Each of these processes is almost always a cost center.
All direct expenses and production units associated with
each of these support processes are accumulated for re-
porting purposes. Because the cost for each support pro-
cess is on one report (just like the production processes)
we can now manage that support area.

A good management practice would be to assign an indi-
vidual to each of those processes to ensure accountabil-
ity. In fact, a support operation cost center should not be
established unless there is an individual manager assigned
to the area. This management focus measure the effec-
tiveness of the individual’s actual results compared to their
projected results for that specific process.

General and administration

General and administration (G&A) are expenses associ-
ated with ongoing expenses of the business, but are not
directly attributable to pork. They include such catego-
ries as general business insurance (liability, etc.}, profes-
sional fees (legal, accounting, tax, etc.), dues, and office
expenses (including accounting, human resources, and
MIS (computer) personnel). The business may structure

Chart 2. Example of a process-managed operation

First management level

Breeding Owned Facilities

Second management level

Nursery

Finish

Jones

Smith
Owned
Brown
Summers
Cooper
Birch
Hoff,

Etc.

Chart 3. Cost accounting example

First management level

Second management level

Brighton, IL Breeding
Nursery

Finish

Webster City, 1A Nursery

Finish

Macon, MO Breeding

Nursery
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Figure 2. How an income statement should be assembled and allocated using process cost accounting

Operating Support/ Production
Service Center Processes General & Admin. Financing Costs Profit Center(s)

Production Management Revenue

Feed Processing Costs Weaner Sales

Nutrient Management Nursery Sales

Transportation Finisher Sales

Boar Stud

Facilities Maintenance Breeding

Vet Services Nursery

Crew Labor Finish } Production Costs
—— Equipment

Production
Profit

G&A
Or
Administrative
Accounting Operating
Human Resources } » Costs
Legal
Management Interest Operating
Information Owner Withdrawa Profit
Systems (In excess of
compensation) p-Total Costs
Gain/Loss on
Asset Sales et Income

Income Taxes

Other Non-Pork

Profit Centers,

i.,e. Comn
Beans
Wheat

—p
Cattle
Dairy

G&A as one cost center (G&A) or leave a cost center for NPPC standards recommend the use of one cost center as

each of the following:
* administration
* internal accounting
* human resources

* legal

* management information systems

There could be other cost centers also. Again, one of the
above should be established only if there is a manager
and there is value in managing the activity.

Financing

Financing expenses are costs for financing the business.
These costs are typically allocated to the cost/profit cen-
ters based on dollars of assets assigned to those centers.

a minimum (“financing”) or broken into the following:
* interest

« owner withdrawals in excess of labor and
management

* gain or loss on sale of assets

* income taxes

Profit centers

The profit centers accumulate the actual revenues received
and/or inventory adjustments resulting from production.
The costs directly associated with that revenue (hauling,
check off, etc.) are also accumulated in the profit center;
these, however, are usually minimal. Also, all cost cen-
ters, (i.e., breeding, nursery, finish, administration, feed
processing, facilities management, etc.) are allocated to
the appropriate profit center. The profit centers could be:
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¢ Weaner

The actual sale of weaner pigs (not a transfer price).
This profit center would include the actual sale of
weaner pigs and only direct costs through the breed-
ing process. Thus the revenue from the sale of the
weaner pigs less the direct and allocated expense
equals profit or loss.

* Nursery

The actual sale of pigs through the nursery stage (not a
transfer price). This profit center would include the
actual sale of nursery pigs and costs for the breeding
and nursery processes. Thus the revenue from nurs-
ery pig sales less the direct and allocated costs equals
profit or loss.

* Finish

The final stage of the pork production process—the sale
of finisher pigs. This profit center includes costs for
breeding, nursery, and finish.

If an operation sells only finisher animals, it may have
only a finish profit center. If it also sells weaner and/or
nursery pigs, then it could also have all three profit cen-
ters. Each profit center would have its own revenue, di-
rect expense (minimal), and allocations. The income state-
ment for each profit center has process expense totals
(traditional cost accounting format).

Pen or group cost accounting

The pen/group concept of cost accounting (job cost ac-
counting) can be incorporated utilizing the same essen-
tial disciplines described above. The only change is to
assign the expenses and income to each group. When pen/
group cost accounting is implemented, the expense and
time associated with accounting increases geometrically.
The value of pen cost accounting for many producers may
be difficult to justify. The exception, of course, is when
the pork producer uses contract production. This is true
especially if payments to the contract producer are tied to
the results of the group. With contract production, the costs
are easily attributable to a particular group of pigs be-
cause of the segregated facilities.

Cost accounting structure

A correctly structured cost accounting system will always
mirror the management/operation structure. For example:
is the management/operating structure by process or lo-
cation? Does the business have a process manager (i.e., a
manager for breeding, a manager for nursery, a manager
for finish, etc.) responsible for each process across all
locations?

If a particular operation is process management-focused
(see below), then from a cost accounting orientation the
first level of cost accounting should be the process. If a
process has multiple locations to manage, the second level
of cost accounting should be the different locations. The
cost accounting structure shown below is an example of
a process-managed operation that uses its own facilities
for breeding through farrowing, but contracts most other
production processes.

If the management/operation’s structure is by location,
then a different structure should be used. In this case, we
are assuming there is a location manager that has process
responsibility or process managers at that location. In these
instances, the location would be the first cost accounting
level and the process is the second cost accounting level.

The hierarchical cost accounting structure concept is im-
portant because cost accounting reporting is used by man-
agement to measure the following:

* manager accountability,
* profitability, and
* cost.

As a result, management must be able to quickly see all
of the components of their management sphere (i.e., pro-
cess or Jocation).

Another important attribute of cost accounting’s report-
ing capability is the ability to assemble different cost or
profit centers into reporting groups. This simply means
specific cost or profit centers can be requested and grouped
together to facilitate reporting on nearly any particular
groups(s) of cost or profit center processes or activities.
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