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The quality of cost accounting infortia-
tion depends on more than accuracy.
Quality cost accounting informalion is
consistent with the managenent inbyi-
itions of financial and nonfinancial
managers alike. The roof canses of many
problems with cosi accounting (nforma-
fion quality lic in two methodologies
used to determine erganization and
product performance: transfer pricing
and overhead allocation. Market-based
transjer pricing and the elimination of
cost allocations are two important inftial
steps for creating higher-quality cost ac-
couRting management information.
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Toward the end of Eli Goldratt’s
The Goal, Alex Rogo 1s having
a late-night conversation with his
wife Julie about problems with the
cost-measurement system at the
plant. (Isn’t that what we all dis-
cuss in the wee hours?), Alex is
convinced that the plant’s financial
performance has improved be-
cause production and sales have
increased while overhead expense
has remained the same. But the
cost-measurement system shows
that the cost of making parts has
gone up. Like any good manager,
Alex trusts his intuition and won-
ders what might be wrong with
the accounting system. Julic is a
good listener, but she doesn’t have
any ideas for helping Alex with
the problem.

At work the next day, Alex
finds an unlikely ally in Lou, the
plant controller. To show what
they believe to be a more accurate
view of financial performance,
Alex and Lou conspire to change
the basis for determining the cost
of parts without informing the fi-
nancial higher-ups of the change.
They rationalize that the risk of
getting caught adjusting the sys-
tem is offset by the greater chance
that the right busincss decision

will follow from the more positive
and correct view of the situation.
In the end, the night business
decision 1s made, the plant makes
lots of money, and Alex is promot-
ed to head of the division. The
conspiracy to alter the financial
results is all but lost in the im-
proved performance of the plant,
but so much for fiction. The real
issucs are never addressed. Are the
cost accounting systems employed
by businesses so inherently flawed
that we should expect them to
sometimes provide bad managerial
informanon? Is it acceptable be-
havior to change the assumptions
on which cost accounting calcula-
rions are based so that the infor-
mation provided is more consis-
tent with managerial intuition? Is
there something that accountants
can do about the methodology o
provide more appropriate and
useful information for managers?
The root causes of the prob-
lems with cost accounting infor-
mation rest in two methodologies
used to determine organization
and product performance: transfer
pricing and overhead allocation.
Let’s exarine each method by un-
derstanding what it is, why it is
uscd, what causcs the problems,

JOURMNAL OF COST MANAGEMENT

WARLe GFR 3

a6




and how a better outcome might
be obtained.

TRANSFER PRICING

Most firms can be viewed as con-
sisting of a serics of busincss activ-
ities that support the design, de-
velopment, production, sales,
delivery, and scrvicing of dehver-
ables provided to customers and
other stakcholders. This collection
of actvities is sometimes called a
“value chain,” to emphasize the
value added by cach of the ele-
ments of the overall process. The
elements of the chain may corre-
spond to business subprocesses,
organizational boundarics, or
some other useful breakdown of
the whole. Analysis of the profit
contribudon of each element can
help managers to determine such
things as the allocation of new re-
sources, the need for profit im-
provement, the desirability of out-
sourcing, and other important
business decisions.

‘Iransfer pricing is the mecha-
nism used to specify the value of
inputs to, or outputs from, each el-
ement in the value chain. When
dealing with an external supplier
or customer, the transaction or
market price is automarically the
basis for transfer price. But, when
one internal operadon deals with
another, alternative methods arc
often used. This 1s the case when
an internal manufacturing opera-
tion transtets goods to a selling
business unit at cost, or at cost plus
a specified margin. Both of these
transfer pricing choices creates a
distorted view of the profitability
of both the selling and buying
units. When actual cost is used, the
selling unit nets a profic of zero
and the buying unit enjoys profic
that 1s greater than it could
achieve as a stand-alonc business.
When the transfer price is cost

plus a specified profit margin, the
profit of the selling unit is artifi-
cially determined at a level that

may or may not reflect its true
competitiveness, and the buying
unit may be forced to pay in ex-
cess of the price otherwise avail-
able to it.

Although 1internally deter-
mined transfer price is easily de-
termined, the information result-
ing from this method of transter
pricing often leads to poor or mis-
guided managerial decisions, and
ultimately to the destruction of
firm value. A better solution is to
use marker price as the basis for
transfer price. Only in this way
will the true opportunity cost be
considered for both the seller and
buyer. If the selling unit is suffi-
ciently profitable when using
market price ro determine rev-
enue, the activities of the seller are
warranted. If the buying unit can
pay the market price and still earn
sufficient profit to justify mvest-
ment in it, it, too, has a competi-
tive rationale for cxistence. Any
element of the value chain that
cannot earn a profic sufficient to
justify the firm’s investment in it
must be considered a candidate for
outsourcing.

The resule of this kind of think-
ing may well be a value chain
consisting of a mixture of inter-
nally performed activities and ele-
ments provided Dby
sources, but each element will be

cxternal

competitive in its own right, and
the overall value chain should be

capable of dealing with any com-
petitive threat.

OVERHEAD ALLOCATION

Shared services represent a poten-
tially efficient and effective way of
providing required assistance to
business activities. Examples of
sach acrivities include engincer-
ing, information services, human-
resource management, and corpo-
rate services. The service used by a
particular part of the business can
often be clearly identified and a
cost for those services assessed. Ac-
cording to the earlier discussion of
transfer pricing, this should ideally
be an opportunity cost deter-
mined by the market price. Some-
times, howcever, the activities of a
shared service do not clearly at-
tach to a particular element of the
existing value chain and are not
easily assigned. Such activities
might include engineering exper-
imentation on a new technology,
infrastructure capability develop-
ment for information services,
benchmarking the company pay
structure to assess competitiveness
for human resources, or maintain-
ing a legal department to prevent
litigation.

Most firms view such activities
as necessary for the common good
and assess all activities for their
cost by assigning an appropriate
share to various organizational en-
tities. The rationale 15 that alloca-
tion will provide a discipline for
control of the common costs, and
that all costs must be considered
for an evalwation of unit prof-
itability to be considered fair. The
methods used to make such allo-
cations are difficult, if not impossi-
ble to justfy, however,.and the re-
sulting charges to business units
are often resented and disputable.
The ensuing arguments among
managets about the “fairest” way
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to allocate costs are often driven
by considerations of personal
compensation, not of the corpo-
rate good. Such allocation discus-
sions should be seen as a costly
distraction from the important
tasks of beating competitors in
creaung value for customers.

In an ideal systemn, there are no
cost allocations. All elements of
the valuce chain including shared
services are profit centers. All
spending must be justified on the
willingness of internal depart-
ments or cxternal customers to
pay for the output from those ex-
penditures either right now or
sometime in the future. The engi-
neering will be
judged on whether the user orga-

department

nizations find their output attrac-
tive and are willing to pay a mar-
ket price for it. If not, engincering
will lose money, and a decision
will have to be made as to
whether having such a deparc-

ment 15 worthwhile.

CRITICISM OF THESE IDEAS

The ideas
straightforward. Firse, all transfer

stated above are
pricing is based on market prices.
Second, there are no cost alloca-
tions allowed. Let the criticism
begin.

Market Prices are Difficult
and Somectimes Impossible to
Obtain. You have to try. This will
be difficult because apples-to-ap-
ples comparisons must be ob-
tained. The conditions of the sate

must be the same. In many indus-
tries, market prices are readily
available. Make them part of your
internal performance evaluation
system. If they are completely un-
available, you may have to devise

the logic for making them up! The
process is to think through what
an ideal competitor would have to
charge to make a reasonable prof-
it. The task is difficult, but time
spent by managers analyzing and
debating their competitiveness in
the market 1s surely morc valuable
than ame spent arguing over the
fairness of cost allocations.

Market Prices are Always
Changing. Welcome to the real
world. The most nimble and well-
informed companies can and will
take advantage of the rapid pace of
change affecting business today.

Time Spent Managing These
Internal Issues is Wasted. Not if
the outcome of the work is a more
efficient and effective set of business
processes. This should be viewed as
encouraging cntrcprcncuria] be-
havior. The underlying assumption
is that the whaole will be most effi-
ctent when all the undetlying parts
are as effective as possible. Coopera-
tion 1s encouraged, but only when
it makes economic sense.

If We Don’t Allocate Com-
mon Costs, We Won’t Know
Our True Costs to Produce
Products and Services, Yes,
you will. Every business activity
that uses goods or services pro-

vided by another unit must pay
tor them ac the market price. To
the extent that a sharcd service
spends moncy to support future
capabilities, users of the futore
service will pay for them at the
time they want to use them (or
not). In the meantime, such ex-
penditures must be thought of as
investments by the shared ser-
vice, that are funded with the
expectation that someday future
“profits” will be realized. No
part of the business should sub-
sidize another part by providing
below market prices unless it is
part of a deliberate strategy to
encourage volume growth that
leads to a becter future for the
seller.

Alex Rogo had it right when he
focused the organization on the
goal of making cnough money
to satisty the return require-
ments of the owners while si-
multaneocusly serving the needs
of customers and other stake-
holders. The cost measurement
systems used in support of these
goals should help managers
make better business decisions.
Market-based transfer pricing
and the elimination of cost alla-
cations go a long way toward
providing the right kind of

management information. Wl

JOURNAL OF COST MANAGEMENT

Nadill A el P00

48




