
THE EVOLUTION OF BUDGETING METHODS


Executive Summary

This report examines the two costing methods and project management techniques used by modern businesses: Activity based costing (ABC), earned value management (EVM), marginal costing and absorption costing, these methods are important because of most organisations today work in fast-changing and competitive environments, where they need to understand costs and that performance is essential. ABC provides more accurate cost information by linking overheads to the specific activities that need resources, this helps identify value added and non-value added has proven useful in a few industries, however it can be expensive and time consuming to put in place due to the level of detail required. EVM is used in project management to track cost and schedule performance, it helps identify any delays and cost that overrun early on and supports forecasting any of these issues. It is seen as valuable for industries that require projects face uncertainty, such as construction and oil and gas industries. But one of its limitations is that it is reliance on accurate data and the fact it doesn’t measure quality. Marginal costing focuses on variable costs and helps organisations make decisions for short term processes where resources are limited. However, it is not suitable for long term planning because it will not include fixed costs in the production valuation. Absorption costing in contrast will include all manufacturing costs and it is used for long term planning, though its use for short term is less desirable for managerial decisions. 
Overall, the report shows that each of the techniques in the report has it strengths and weaknesses and that no method is suitable for all situations, and that business can benefit from selecting one of the methods and techniques that will be able to fit their needs for decision making.
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Introduction
This report will talk about what Activity based costing (ABC) and Earned value management (EVM) as well marginal costing and absorption methods. These methods and techniques have come to be, because of how organisations are faced with constant change to how they can manage their costs and as markets become more competitive and grow to be complex, businesses need to create theses methods to get accurate and reliable way to how money is being spent as well how resources are being used. The traditional costing systems which were used for more straightforward manufacturing operations now fail to show costs for products and services, because of this modern costing and performance measurements have been development and I will be covering four of them in this report those four being the ones mentioned above, and each of them has different ways of looking at costs and performance and understanding them will explain why them have been used in many industries. The ABC method was introduced to deal with limitations of volume-based costing methods that allocate overheads without having to look at the complexity or resource usage of different activities. EVM was introduced to give framework for monitoring cost and schedule performance within the projects with having to compare planned work to actual progress making it have that value in fast changing businesses. Marginal costing and absorption costing are shown to be foundational techniques that influence managerial decision making, marginal costing separates variable and fixed costs where absorption costs take in all manufacturing costs both variable and fixed.



Main Findings

Activity Based Costing (ABC) technique is an methodology designed to provide more accurate cost information by assigning costs to activities based on their use of resources, rather than using traditional cost methods, it aims to help identify the actual activities involved producing a product or service, which will allocate costs according to the extent of what it is used, this helps determining both value added and nonvalue added activities which supports the cost management and process improvements (Özkan, S. and Karaibrahimoğlu, Y. Z. 2013) and (ánchez-Rebull, M.-V., Niñerola, A. and Hernández-Lara, A.-B. 2023). But according to Haroun, A.E. (2015) “ABC concept advocates that “products or services consume activities, and activities consume resources” that generate costs. The problem is to identify cost drivers for each activity”, this could suggest that ABC method could differ with traditional costing systems that often assign overhead costs regularly, which can distort the true cost of productions or services and when there is a variability in complexity or resource consumption, one example made in the source is that maintenance services ABC allocates overhead costs more fairly by linking them to the actual activities performed, rather than using volume based measures such as labour hours. This could result in more accurate cost estimates and better decision-making regarding cost reduction, which can help the cost management by making it easier to track. The ABC method is not only effective for products and services, it can be used in healthcare and laboratory services which can optimize resource use and improve financial performance by revealing underprice services also enabling better revenue management (Adane, K., Abiy, Z. and Desta, K. 2015) they were able to show this by using the ABC method in an Ethiopian hospital between the months of October 2011 to December 2011. In their conclusion they were able to find that 90% of the tests were underpriced, which would help the hospital change the prices to gain more profit which shows the effectiveness of the ABC method, showing that it is not only useful for products and services for companies but also the healthcare services. However, one of the issues of the ABC method is that it can be considered complexed and expensive due to the detailed level of analysis and data collection it requires, and they would do this by hiring a person who specializes in that department (Niñerola, A., Hernández‐Lara, A. and Sánchez‐Rebull, M. 2021). This could cause an issue for cost management because, of if they would want to control expenses having to hire a specialist would make it difficult having to pay a new hire, and this could be an issue for fast changing business as well since they could change to a different method and no longer need to pay for the specialist and then would of wasted money. 
Earned Value Management (EVM) is a project management technique that uses the control of project cost and schedule performance. It allows project mangers to monitor progress by comparing planned work with actual work completed and the associated costs, identifying variables that may affect the project’s success (Proaño-Narváez, M. et al. 2022). EVM also can detect performance issues and supports corrective actions to keep the project within the budget that they have been given as well keep it on schedule, showing its value to fast changing business since some issues faced by fast changing business like oil and gas is that they can go over the initial budget, schedule delays (Zhan, Z. et al. 2019). Another positive of EVM is that it focusses area is in highlighting forecasting and prediction showing that its main usage is in project outcomes and for proactive management, which can help fast changing business, like construction because if they are able to see any future problems they will be to correct it and act before it happens so they can stay within their cost (Bagherpour, M. et al. 2020). However, there are some issues with EVM one of them being that the data that is used to update project schedules can often be uncertain, which can cause problems for fast changing business also that some traditional EVM may not be able to handle this uncertainty, which can lead to inaccurate project performance assessments (Bagherpour, M. et al. 2020), this can cause problems for fast changing business because if they are unable to get accurate predictions it could lead to waste of time and resources. Also, another issue faced by EVM is that it does not consider quality meaning that it does not measure quality this would include stakeholder satisfaction or the how the project is successful also meaning that the product will not be up to standers of how the company would want it, this could lead to effecting all other tasks and could slow down production (Stojanovic, M 2021). The source also suggests that because of this narrow focus it may appear “on time and budget” but end up delivered in poor quality or failing to meet client expectations showing that EVM can’t detect this problem which good for fast changing business since they can’t waste resources on low quality products. However, one of the benefits of EVM in a fast-changing business is that it can be efficient to measure a project’s performance by comparing actual progress against planned activities, making it give more accurate predictions this was done by asking employees to “backlog in a characteristic project execution process to approach the agile development process”, and that the “to-do jobs” was represented in a typical task bored showing that it was working as expected, this would give the EVM relevant variable so it can work off them creating accurate predictions (Castañón-Puga, M. et al. 2023), this can be seen as valuable in environments that would require rapid adaptation to change.
Marginal costing is a costing and decision-making method that involves charging only the marginal costs to cost unit, while treating fixed cost as a mass sum to be taken away from the total. It also separates fixed costs from proportional costs in relation to the output quantity, allowing for a clearer understanding of costs behaviour as production levels change according to (Offenbacker, S. 2004), also according to the source this method is used to plan and monitor costs based on resources which can help predict cost shift by changes in operating levels. However, one of the limitations of marginal costing is the lack of appropriating principles to use in the costing process, this happens because marginal costing focuses on variable costs and not fixed costs from the product costs, which may not be able to keep up with resource consumption and the cost behaviour in all contexts causing difficulties with achieving accurate and comparable cost information (S Ghaffari et al. 2013). But according to (Jacobs, F.A. and Larkins, E.R. 1998) “marginal costing is most beneficial when export profit rates are low and the export market is small relative to the exports market”, this is because marginal costs can provide tax incentives and profit shifting opportunities and especially for small businesses, since it can lead to increased sales and higher profits. On the other hand, another limitation of marginal costing is that the long term this is again because it ignores fixed costs and will not give a total cost structure and that for long term, planning fixed costs matters (MIT. n.d.) and with more data being put in variably and fixed costs will vary from how they were initially imputed making the marginal costing method more limited in usefulness for long term uses, most businesses want to be running for long-term getting as much capital as possible. However, it is affective for short term purposes according to (Grahame, S. 2005) “marginal costing underpins other management accounting techniques” which could mean that it is the building block for other analytical methods used in decision making, meaning that you can use it for an initial time and then move onto different methods that will be more helpful later on for the business when it has grown big enough that it uses multiple different data, and the source says “when a company has a short-term internal constrain such as a lack of skilled labour, in order to determine the short term profit maximising sales mix” which could also suggest that it can use marginal costing to decide how to use a limited resource to gain the most profit from what it has and could do this by working out which products give the most profit from those “lack of skilled labours”.
Absorption costing is a cost accounting system in which all manufacturers’ costs including both direct costs and overheads are charged to production, this means that the total cost of manufacturing goods includes all costs used in the production process, not only this that vary with production volume but also fixed overheads allocated to products according to (Hasan, M.S. 2016). This is already showing a difference between absorption and marginal because absorption includes all manufacturing costs. One of the benefits of using absorption costing is that it is useful in to “support manufacturing and segment reporting, due to the ease of being implementation” according to (McDonald, R. and Spaller, R. 2007), which could mean that it is easier to implement compared to more complex costing methods, also the source mentions that because of the ease of implementation has made absorption costing a preferred method for supporting management and segment reporting in many industries, like financial institutions, which is helpful since it can be easy to keep track of costs and also be able used in a long term aswell since it is able to track all costs. However, one limitation faced by absorption costing is that it doesn’t include marketing and distribution costs from product costs treating them as the same expenses according to (‘Financial management indicators to aid decision making (statistics)’ 2015), this might limit the ability to understand the total cost structure related with products, which can make it hard for business that have multiple products with different production processes since they would want to see which process was more resource efficient and also which product made the most profit, and the same of which one is the least efficient and product that is least profitable. Another issue with absorption costing is short term use for managerial decisions this means pricing and special orders and this due to the fault of not being able to separate fixed and costs or show marginal cost and doesn’t give the correct increase of cost information needed for short term decisions according to (SDE UOC n.d.) which can lead the issue of it not being able to show the correct information that is needed for the special orders or be able to give the right pricing needed to make profit the business needs to make for that short term.
Conclusion
 
Overall, the different costing and project management techniques discussed each of them offer valuable ways for organisations to understand and manage their costs. However, they also show that they are not perfect for each situation that an organization needs. Most businesses now operate in a fast-changing environment, and that each of thesis’s technique can provide different strengths for what the situation calls for them and type of decision that need to be made, and these can change depending on the type of complexity and level of detail required. ABC can give more accurate cost information by linking cost to activities which can help businesses identify value added and non-value added making it useful in both manufacturing and service industries, however it is the time, data and expertise needed makes it hard for organisations with limited resources. EVM can provide strong support for project monitoring which being cost, time, and performance measures and has proven to be useful in industries that have delays and cost overruns commonly. EVM ability to forecast helps managers take early action making it useful in fast-changing environments as well. But this only depends on the amount of data and that it has an issue with quality measure can make projects look successful even if it failed to meet expectations. Marginal costing helps businesses able to make short-term decisions by separating variable and fixed costs, it is useful for situations where resources are limited and pricing decision. However, since it does not include fixed costs, it is unsuitable for long-term planning. Absorption costing, in contrast, includes all manufacturing costs giving it that usefulness in long-term reporting and understanding overall cost structures, but it cannot support short-term decisions well and will not include important nonproduction costs. Together theses methods show how effective cost management requires choosing the right tools, especially in those who face rapid change.
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