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Cost Accounting – Transfer Pricing, Budgetary Control & Activity Based Costing_________________________


Transfer Pricing

A transfer price is the amount of money that one unit of an organisation charges for goods and services to another unit of an organisation.

One of the key aspects here is that a transfer price is equivalent to an ordinary selling price and that any department or division that sets a transfer price is effectively selling its goods and services at a profit or a loss to another department or division within its organisation. Any part of an organisation using transfer pricing will be classed as a profit centre: since it is operating with a view to making a profit (whether positive, profit, or negative, loss). If goods and services are transferred between departments and divisions at cost, then no profit or loss arises and the issue of transfer pricing does not, or should not, arise.

 

Organisations have a system of transfer pricing, therefore, in order to assess the efficiency and effectiveness of its department and divisional managers. This maybe in spite of the fact that transfer prices may be artificial in the sense that it is felt that there is no rationale for “selling” between departments and divisions.

Criteria for fixing Transfer Pricing:-

i) External Capacity not fully utilized  = Variable Cost

ii) Capacity fully Utilized

a) If single product :- 

Selling Price (–) Selling Expenses

b) If multiple product

Variable cost + Opportunity cost (measured on the basis of Product actually sacrificed)

iii) If no market for Intermediate product
Cost of supplying division of optimum level 

                     (-) Cost of the supplying division at previous output level.
                                          Difference in Output

               (This would be equal to Variable cost when Fixed Cost is same at all levels)

Note:-

i) Ignore Variable Selling expenses on Inter Department Transfer

ii) In case of (ii) above If selling expenses is not given we have to assume some % as selling Expenses but it should not exceed 5% .

Budgetary Control

Budget Ratios:-
1) Capacity usage Ratio 

             =    _____          Budgeted Hours                             .   × 100

                   Maximum possible working hours in budget period

2) Standard Capacity Employed Ratio    

       = Actual Hours Worked    ×   100

               Budgeted hours


3) Level of Activity Ratio 

       =    Standard Hours for Actual Production        × 100 
                  Standard Hours for Budgeted Production

4) Efficiency Ratio

= Standard Hours for Actual Production          ×   100

                   Actual Hours

5) Calendar Ratio

=  _Actual Working days        ×    100

                 Budgeted working days

Zero Base Budgeting:
The name zero base budgeting derives from the idea that such budgets are developed from a zero base: that is, at the beginning of the budget development process, all budget headings have a value of ZERO. This is in sharp contrast to the incremental budgeting system in which in general a new budget tends to start with a balance at least equal to last year's total balance, or an estimate of it. 

Definition of Zero Base Budgeting (ZBB) 

“A method of budgeting whereby all activities are reevaluated each time a budget is set. Discrete levels of each activity are valued and a combination chosen to match funds available”. 


Objectives and Benefits of ZBB 

What zero base budgeting tries to achieve is an optimal allocation of resources that incremental and other budgeting systems probably cannot achieve. ZBB starts by asking managers to identify and justify their area(s) of work in terms of decision packages (qv). 

An effective zero base budgeting system benefits organisations in several ways. It will 

· Focus the budget process on a comprehensive analysis of objectives and needs 

· Combine planning and budgeting into a single process 

· Cause managers to evaluate in detail the cost effectiveness of their operations 

· Expand management participation in planning and budgeting at all levels of the organisation 

Activity Based costing


In Traditional Method we split the Over Head incurred in production, based on machine hours which are not acceptable for many reasons.


In ABC method Over Head are splited according to the related activity, for each type of Over Head. Overhead are apportioned among various Production cost centers on the basis of Activity cost drivers.
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