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Policy: Product Costing & Transfer Pricing
1. Purpose

The purpose of this document is to define the policy to establish product costs and transfer prices across ColArt.
2. Definition
The fully absorbed product cost:

· Is the cost of the direct materials, labour and overhead associated with producing or purchasing that item

A transfer price:
· Is the value which a ColArt manufacturing / supply chain business will offer the products to another ColArt entity i.e. either another production unit or a warehouse / commercial entity
· Is based on the fully absorbed manufacturing / purchasing costs
· Fixed for a period of up to 12 months 
· Reviewed every 12 months as part of the annual budget process

· If manufacturing process / location changes then the price will be reviewed  
· Will be instantly reviewed if
· Exceptional shift in commodity raw material prices +/- 20% 

· Product or packaging specification change request from the market
· Does not represent or cover in any way the additional outbound warehousing and freight or commercial, admin and brand fixed overhead costs. 

· Is not a price to be quoted to external customers since it does not cover total group costs

Transfer prices will be raised and issued for all new items according to this policy document.
Fully absorbed product costs provide the basis and detail to analyze and compare the associated cost drivers of different products.
Fully absorbed product costs and transfer prices are the basis to understand ColArt group through margins.
3. Principles
The following principles have been considered in determining this policy:

1. A simple and common approach for categorizing costs and recovering overheads
2. Avoid adding mark up on top of mark up on transactions between ColArt businesses 
3. Commercial entities & product managers should be provided with a clear understanding of what impacts product costs

4. Visibility of total group through margin paramount to performance of the group

5. Manufacturing sites must run according to standard costs in terms of materials and labour

6. Manufacturing sites must work continuously to offset material and labour inflation by identifying ways of lowering the product costs. The goal should be to keep transfer prices fixed through these actions.

4. Transfer pricing process
4.1 Categorization of costs
The standard direct costs of making a product are split into the following four main categories:

1. Components purchased from a third party provider e.g. An easel, portfolio, paper pad, leaflet, pallet knife; used to make the final product / set. 
2. Components purchased (these may be either a finished good or semi finished good) from another Colart business i.e. an inter company purchase e.g.: tube of paint, half pan, brush, bulk colour used to make the final product / set

NB items in the first 2 categories will not have any further value added manufacturing activities applied to them 
3. Costs of In house manufacturing processes to transform raw materials and labour into a product e.g. the manufacture of paint & filling of a tube, assembling a set, making a brush, producing a half pan etc.
4. Packaging & Logistics activities required to pack the product according to the in-store / shelf packing, inner carton, outer carton and pallet specifications and to transport from the site to a port. 












4.2 Recovery of production overheads

The costs within each of the 4 categories are split into the standard material & labour components for each item within the bill of mateials, an overhead recovery rate is then applied as follows: 

1. For items purchased from a third party provider a 6% handling fee is charged as a mark up on top of the landed costs into the plant. NB Freight and duty are separated and are not subject to overhead recovery. They are shown as a part of the cost analysis and are considered in the total cost. 
2. For items purchased from an inter company supplier a 6% handling fee is charged as a mark up on top of the landed costs into the plant. NB Freight and duty are separated and are not subject to overhead recovery. They are shown as a part of the cost analysis and are considered in the total cost.
N.B. In addition to this the supplying plant should quote the product according to the rules defined in this document to ensure that we do not stack margins 

3. For an in house manufactured item an overhead recovery rate of: 
a. 7.5% is applied to the standard material costs and 

b. 100% is applied to the standard labour cost for each operation
4. For logistics & packaging an overhead recovery rate of:

a.  7.5% is applied to the standard material costs and 
b. 100% is applied to the standard labour cost for each operation 

NB these should be the logistics related packaging cost e.g. tray box, pallet, shipper box and not the packing that makes up the finished product e.g. the tube, the hang pack box etc which should be part of the earlier cost analysis sections (1 to 3)
These rates have been reviewed at group level and have been established to have a consistent approach across all sites to ensure that adequate cost recovery is made to cover the production related costs. This will allow the commercial part of the organization to assess through margins and maximize our total group profitability. 
Rates for le Mans have been increased by 175% across each category to cover the high level of overheads associated with this facility.

In addition to these cost & depending on the circumstance of the factory supplying the product other charges such as: VAT and FOB costs (ground transportation to port, custom clearance, shipment handling fee, CIQ fee etc) will also be specified and added. In the case of Tianjin a 4% FOB rate will be applied to the cost and a 4% VAT rate will be applied to the final transfer price.

4.3 Generating a transfer price from the fully absorbed product cost

The standard cost buildup and transfer price quotation form is used to translate the fully absorbed product cost into a transfer price depending on the quotation and supply chain circumstance. 

In the case that a production site is supplying a component (sample products, semi finished goods or finished good, raw material or bulk colour) to another production site to be used in a manufacturing process to create another finished good (e.g. to bulk colour for oil bar or tube filling, brushes for sets, half pans for sets etc) then a 0% transfer price mark up will be applied to the fully absorbed product cost. Whether or not this is a manufactured or purchase item. 

In the case that any manufacturing entity is supplying an externally sourced finished goods item (i.e. purchased from a third party provider and requiring no manufacturing activity) then the transfer price will be set by marking the fully absorbed product cost up by 5%
Any business producing a finished good product for sale into any sales subsidiary or the Le Mans warehouse will apply a 5%transfer price markup to the fully absorbed product cost. 

	Supplying Company
	Type of finished product
	Supplying to
	Transfer price mark up % of full absorbed cost

	Any
	Samples, Component or RM or bulk colour for use in manufacturing process
	Any other ColArt production site
	0%

	Any
	External sourced
	Any other ColArt Selling Sub or Le Mans Warehouse
	5%

	Any
	Any manufactured FG or externally sourced FG item
	Any sub or Le Mans
	5%


NOTE transfer price mark up only applied when invoicing a final Finished Product i.e. Not RM's, Components, FG Components or Bulk Colour to another production site
RM's, Components, FG Components or Bulk Colour should have NO profit Mark Up added when being transferred. These are transferred at fully absorbed product cost only
ColArt Manufactured means any product that goes through a manufacturing process anywhere in ColArt
4.4 Transfer price quotation form
A standard quotation form has been constructed to assist each manufacturing site in establishing and communicating the transfer prices in a clear and common way.
This standard form will also facilitate the subsequent analysis by brand and commercial teams. The form is self explanatory a copy of which has been included in the appendix 1. 
The form breaks the cost down into the main standard cost drivers as well as clearly showing where and how overheads are recovered. 
4.5 Exchange rates
Each site will initially calculate transfer prices in their local currencies. If required to quote a transfer price in a foreign currency then the local currency calculation will be translated into a foreign currency based on the rates published each quarter by group finance (source Bloomberg). The rates used will be clearly shown on the quote. 
At the time of writing this policy the rates were as follows:

	Feb-2012
	USD
	Euro
	GBP
	RMB

	USD
	1.00
	0.77
	0.64
	6.30

	Euro
	1.30
	1.00
	0.84
	8.19

	GBP
	1.57
	1.20
	1.00
	9.85

	RMB
	0.16
	0.13
	0.11
	1.00


4.6 Validity period
All quoted prices will be valid for a period of up to 12 months. All prices will be reviewed as part of the annual budget process and will be subject to change as part of that process. 
If agreed by the GMT during the annual budget process (during the final quarter) then changes to the prices will be made from the 1st of January of the new budget year. 

Otherwise transfer prices will remain fixed. 

4.7 Changes to specification impacting transfer prices
If the specification of the product changes such that the make up of the product and therefore cost of the product is effected (that is this is not simply a change of text on a label). Then the product cost and transfer price will no longer be valid and a new price will need to be calculated.

4.8 Significant changes to raw material costs +/- 20% 
If there is a significant change to any of the component raw materials by +/- 20%, then the product cost and transfer price of the item should be reviewed by the manufacturing plant. If the change in raw material costs effects the transfer price by +/- 10% then the new transfer price should be implemented with immediate effect. If the value of this change (i.e. (new price – old price) x annual sales volume) is greater than  +/- £5,000 for a single item then approval from the GMT is required.
4.9 Investments in customer specific product tooling
If tooling is requested for new vac-forms, bottles or caps then the following process will apply with regard to a customer specific product or promotional item:

· Any tooling cost would be detailed on a separate quote

· The cost of the tooling would appear within section 1 “Third party finished components”, and as such it will be subject to a 6% overhead allocation & handling fee.

· If quotation is successful and customer order is won then the tool will be purchased

· On receipt of tool the unit will produce samples for approval
· Once samples have been approved then the commercial entity will be invoiced for the tooling

If tooling has been produced that is to the specification but during the approval process the specification is subject to a change as part of a new product development requirement any additional costs incurred will be charged to the selling company or product manager responsible.
4.10 Investments in ColArt’s own brand tooling
If tooling is requested for new vac-forms, moulds, bottles or caps then the following process will apply with regard to a new product launch for ColArts own brand specific product or promotional item:

· Any tooling cost would be detailed on a separate quote and sent to the respective product manager
· The cost of the tooling would appear within section 1 “Third party finished components”, and as such it will be subject to a 6% overhead recovery & handling fee.

· If product manager agrees to go ahead with launching new product line and accepts the quotation then the tool will be purchased

· On receipt of tool the unit will produce samples for approval and sign off by brand / product manager
· Once samples have been approved then the brand / product manager will be invoiced for the tooling

If tooling has been produced that is to the specification but during the approval process the specification is subject to a change as part of a new product development requirement any additional costs incurred will be charged
5 Controlling processes

5.1 Budget review process 
During the budget review process the manufacturing site will be under strict obligation to keep transfer prices fixed and to ensure that cost saving initiatives have been identified and will be implemented to offset any adverse variance or inflation impacts.  
Only under strict approval and instruction from the GMT will the site be allowed to change transfer prices. The onus will be on the site to control costs and deliver efficiency programs to ensure performance. 
5.2 Selling prices
Controls and guidelines will need to be established within the commercial and brand functions to ensure that the sales prices are set in such a way that the total group costs covered and profitability targets are achieved. 

Any product offered to a customer with a sales price less than 2 times the transfer price will require approval.

Datawarehouse reports to capture and monitor this to be established and reviewed on a regular basis.   
6 Issue management process

If application of this policy leads to an issue within the business it should first be raised to the respective factory general manager and commercial entity / brand manager for resolution. 

If an issue still exists then it should be raised to the global function heads for final resolution. 

Appendix 1 – Quotation Form
[image: image1.emf]Contact:

Quoting Site: Quote type:

Item Number: Description: Product Code:

Quote Ref No.: Annual Qty: MOQ:

Local Currency

Quote Valid during 

2012

T.P. Currency: USD Ex Rate

T.P. Mark up

Quote Summary (Local Currency )

Mat Lab

Total

1. Third Party Purchased Finished Components 0.000 0.000 0.000F.O.B. 4% 0

Rates @ Q1 2012

2. Inter Company Purchased Components 0.000 0.000 0.000 0.0 USD EUR GBP

3. In house manufacturing costs  0.000 0.000 0.000 0.000

0.000

6.30 8.19 9.85

4. Packaging & Logistics costs  0.000 0.000 0.000 0.0

0.000

Total Product Costs 0.000 0.000 0.000 0.000 4%

0

0 0 0

0.000

1. Third Party Purchased Finished Components Ex work Usage Yield Exch Unit Cost Freight  Duty

Supplier

Dimension / Notes MOQ

Price Per FG Rate Local Curr

0.000

0.000

0.000

0.000

0.000

0.000

0.000

0.000

0.000

0.000

Total third party purchased 0.000 0.000 0.000

Std Mat Std Lab OH Transfer Usage Yield Exch Unit Cost Freight Duty

Supplier

Dimensions / Notes MOQ

Cost Cost Recovery Price Per FG Rate Local Cur

0.000

0.000

0.000

0.000

0.000

0.000

0.000

0.000

0.000

0.000

Total Inter company Purchases 0.000 0.000 0.000

3. In house manufacturing costs Std Mat Std Lab Usage Yield

UOM / Notes MOQ

Cost Cost Per FG Material Labour OH Recovery

0.000 0.000 0.000

0.000 0.000 0.000

0.000 0.000 0.000

0.000 0.000 0.000

0.000 0.000 0.000

0.000 0.000 0.000

0.000 0.000 0.000

0.000 0.000 0.000

0.000 0.000 0.000

0.000 0.000 0.000

Total in house manufacturing 0.000 0.000 0.000

Std Mat Std Lab

Usage Yield

Supplier Dimension / Notes MOQ Cost Cost

Per FG Material Labour OH recovery

0.000 0.000 0.000

0.000 0.000 0.000

0.000 0.000 0.000

0.000 0.000 0.000

0.000 0.000 0.000

0.000 0.000 0.000

0.000 0.000 0.000

0.000 0.000 0.000

0.000 0.000 0.000

0.000 0.000 0.000

Total Packaging, Logistics 0.000 0.000 0.000



Description of 

process

Unit Cost

Item Number / Description



4. Packaging & Logistics Unit Cost

Item Number / Description



2. Inter company purchases

Item Number / Description



Fully absorbed cost

Item Number / Description



Transfer Price inc VAT

Transfer Price

VAT 



Date:



RMB USD

0%

Plus Other costs: TP in Foreign Currency

Inbound Freight & Duty

Overhead 

Recovery

Colart - Tianjin

QUOTATION ANALYSIS FORM



Tianjin Component, or RM to be used in production
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