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A Study of the Bases for Choosing @ Cost Based Transfer Price in
’ Organisations in llorin

KASUM, ABUBAKAR SADIQ
Depariment of Accounting and Finance, University of lorin, Nigerin
Abstract
AN cost based tronsfer prices have shi inges, but organizationy do choose one aRong thent This

demonstrntes thit atlee rensuns abound for chooslng mher than strergrh, This study ix set out to
determine the beses for the choices, The objective of the researcit, in geneval term, iy to determine
whether strengpth of the tramfer pricing methad o requirentent Iy the factor considered in cloosing o
reansfer price thal iy taved o cost.

Primary dat are vsed for the studdy. They ace gathered from decentralized organizations through
yuestionnmire administeation. Chi-square wax computed to analyse the danr generated for hypothesis
festing. The findings inciuce that reither cust based fransfer prices nar profit measure of divistona!
performance is chasen based o thelr strengeh, but cholee of one depends on the other. The study
concliedes that the cholee of teansfer prices is a matier of requirement and recommenids the
counsideriatlon of oll sur ding circ ¢s. of which profit meusure of itivisional performmnce i
only o part, when choming o transfer price that is bused on cosk

Background te the study

The price of goods and scrvices of an organization delermmnes i1s revenne and conseguently
its profit. This means fhat ability 1 make ¢ificient decisions as regards price largely detenmines the
organisation's final profitability and eventually, survival, Prive “refzrs valy to the monetiry or
exchange value of the commodity or facility acquired” (Luwal. 1982}, in other words, it s the amount
of money you pay to buy something ‘Something' here logically includes goods as well as services,
Decision relatipg 1o pricing is a vital one, becase it is one of the important fisctors determiming the
revenue of an enterprise. The consequence of price importance is the reason for i's, usually, being the
responsibility of top managemen )

Two types of pricing decisions face most firmy, Those for the external sales of final products
and for imemnatly transferred intermediate soods and scryices Selween pars of the wrgmization
(Lucey, 1996), The tirst pricioy decision is referred 1o as external pncing while the other, whicl is the
subject of stedy e, 35 pefereed ta as lnemal or transfer priving

Fixing a wamsler price that will satisfy supplying diveon ond s the siite thne ot aliening
the general goal of an oraanization s been & subject ol discussion for a very jonzaume nuw and
ceveral madets have been designed in this line, Among the several models suggesied is the cost bised
madel. Like alt other models, the cost-based models have shoricomings. This is because atl methods
under it have one drawback ov the other, All of these methods, however, have their place in one
organization or the other despite the shortcomings. This awtomatically scales down the question of one
beinz superior to the other as emphasized by past research, and speings up'the search for empirical
reasons behind choices,

American institute of certified public sccountant’s veport stated that cost-plus mark up
transfer price bs the best af cost based transfer prices (Abdel-Khalik and Lusk, 1974), The statement
has the consequences of making arganizations move towirds néoption of the bases which in actual
sense may not be the best in all circumstances, The problem of emphasis nere is the fact that choice of
transfer peice based on strength may e defective without considering other surrounding factors.
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The-objective of this siudy is therefore 1o determine whether the choice of i cost based
transfer price is borne out of analysis of strength and weaknesses or because of the specific
requirement of a particular emerprise. The specific abjectives of the study are to:

- Deseribe methods of setting trunsfer prices,
. Evaluate cost-based trunster prices,
- Describe cost as related to different divisional profitabitity measurement,
Determine the effect of profitability measure requirement on cholce of' & transfer price, and

- Make recommendations based on the conclusions diawn,

Muany authors have carried out research on teansfer pricing in the past Efforts in this study s ot
advancing further research by empirically swudying the effect of prefit measure of divisional
performance on choice of transfer price in the study arei.

Statement of hypotheses
The fallowing hypathesis are tested to arrive at the findings:
< Hypothesis g
H.-choice ufa cost bised transfer price i not bused on its strength and superiority over others.
H-choice of a cost based transfer price is based on its strength and superiority over others,
- Hypothesis 2
H,-cholce of a cost based transfer price is not based on profitability pressure requirement of the
enterprise
Hi-choice of a cost based transfer price is based on profitability pressure requirement of the
enterprise
« Hypothesis 3
H,-choice of & cost based transfer price is not based on profitability pressure requirement of the
enterprise
Hi-choice of a cost based Iransfer price is based on profitability pressure requirement of the
enterprise
The reinaining part of this papee is divided into three sections, Section two is for review of
related literature that has discussed transfer pricing, the need and condition for sefting transfer prices,
its. determination models, o3t base transter prices and their short fulls und different types of profit
based divisional performance appraisal, The methodotogy of the study is discussed in the thied pan
while the final part is for result of data analysis, discussion of findings and conclusion

Literature Review
Concept of transfer pricing
Transfer pricing according to Lucey (1996) **is the process of determining the price at which
£oods are transferred from oae profit center 1o another profit center within an organization.”” A transfer
price represents a cost to the receiving division aad revenue 1o the supplying division, of intermediate
products. According to Abdel-Khalik and Lusk (1974), transfec-pricing system is about general
pricing for intermally produced and consumed commodities. 1t becomes of interest if the cost of the
commaodities transferred s material and when profitability is an imporiant consideration i divisional
perlormance evaluation.

Need for Study in Transfer Pricing
Transfer pricing did not just evolve as a subject for study, but first because of the existence of
intermediate products. The fact that one division supplies the other is not also the only cause of
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Mothematical Programming Approach.

Ab stated in e amicle by Abdel-Rhalik and Lusk (1974} Linear programming muodel and
decomposition ponciple are considerabie here. The two determing transfer price based on oppr ity
vast ot intennediate product. wihich shadow price provides measuse for,

Linear progeaniing soflers from over centridization amd it is also complicased by s
reguirement of g maditied secounting ssslem it accomiodites informittion flows between
autonomioes unity, Ahlowgh decompusition i <sd to he an improvenseat 1o lingitr POACAIIIng, i
albsor s vt 1 does not sssue comphete deecutnlzaton,

Negotiated Pricing

The wirk oF Clurbes und ThRba 19901 were concemented on negetated thoster pricing The
tethud accordig L theam is o residt of bigsimng detween the two nunagers fthe supply aad e
receivisng) One short falls of negetiated pricing moded 18 Charles and | laka (1990) fiding that it does
por always dttinn the desired abjective of the companics, peraining 1o masimizuion of profit and
equitible divisioaal porfornance appraisal. Abdel-Khalik and Lusk stated that negotuted transter
provimg model does s allow Tor real performuaace evaluation rather evalution of POWST 10 negotide.
Dual Pricing Model

According to Dy (2000) the model uses two separite transtor prices foe cuch imer
ivisional transaction Ve supplying peice recorded s different from receiving prive recorded for the
st wransidton. - Fhe short fakls of this medel aceording to him, melinke
-Contision, pasticuiarly with more thien two divisions
< They are considered 1o be artsiiclal, and
-A dismeentive to effective competition,
Cost Based Transfer Pricing )

Price determination generally considers cast as an important factor. Mifton  { 1988)s work is
about product costing choice of individual decision maker in setting prices.  Considering 1he two
methods “product costs computed under varible costing approach provide betver, surrogales for
nracginl cost han do product costs computed under wi absormption custing spproach But susvey report
accordimg 1o him shows a considerahie usige of absorption costing s o hasis for setting procher price
Hisk artinde of individpal decision-makisg. he found out, determines whetber 1o use absarption of
direet coshing as o basis,

As the costing method altects finad pricing so also it does for asler peicing D (2000)
Ifentified the tullowing cost based transfer-pricing sielhods:
-Marginal cost tramsfer prices: cost reflected in here is short run vinable cost witich compaosed of direct
cost und variable indirect cost )
-Full cost trimsier preces: “represent the sum of the cost o all of those resources that are contimined to
i product or service in the loag un™ i
«Cost plus o markeup transfer prices: peofil clement i added to full cost 1o enhance perlomsnee
MERSUrenwms

Marginal cost transfer pricing

As set forth by Drury (2000), with the existence of market for intermediate product. marginal
cost transfer prices can mativate both supplving and receiving division o operate at fevels which
maximize overail company profits. Economic theory, according to him. indicates that mathematicatly
comect transfer price will encournge toral organizational optimality, in the absence of cepacily
constraints. 1t will ensure that the marginal cost of producing the intermediate peoduct at the optinsl
output level of the company as o whole is maintained. i '
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Because accountants have adopted & ot term perspective to devising marginal cost. with
consistent marginal cost per unit of out put, he stated that “the theorctically correet transter price can
be interpreted as being equivalent to the variable cost of the supplying division”

Price here would be: TP =MC=VC
Where ; TP =Transfer Price, MC~ Marginal cost and VC=Variable cost

The problems of this method include that it does not support the profit or investment
responsibility structure because it provides poor information for evaluating the two divisions
concerned.  Also marginal cost may not be constant over the entire range of output becyuse of step
ncrease in fixed cost that may occur {Drury, 2000)

| Full Cost Transler Prices

Where management cost transfer price take a short term perspective, full cost transfer prices displiy
manager's view ol product related decision a3 being a long - run type and requires long - run marginst
cost. It was stated that ‘the practice of transfer pricing above variable cost may be quite consistent with
pricing at the economists marginal cost, This statement is with the assumption that the accountant's
marginal cost, which eauals variable cost, is the basis for determining miarginel cost transfer prices.
Some ¢osts thut are not considered in the accountant's marginal cost include extra wear and tear on
plant caused by increased production, which they treat as depreciation. This would be made part of
marginal cost for transfer pricing by absorption of fixed cost. Also other cosss are treated as fixed cost,
rather than tracing them to their causal transaction. If these costs were functions of output level, the
variable cost would have been under estimated,
Price here would be: TP ~AFC+AVT
Where | AFC =Avernge fixed cost. AVC=Average variable cost

Full-aliocated cost approach may be, in the fight of above, better approximation to true
marginal cost. With it, it will be better to establish well accurately what the nature of all cost functions
are and then relaie then to their specific transaction and hence 1o changes in output levels,

One problem with full cost 1wansfer price is that it is derived from traditional Costing system,
which can provide poor estimate of long run marginal cost.  Another is that they do not provide
incentive for the supplying division to transfer £oods and scrvices, intermally because there is ne profit
margin. It will ancterstate supplying divisions profit if the transfer is significant (Drury 2002)

Cost plus a Mark-up Transfer prices

This represents an attempt to meer the performance evaluation purpose of transfer pricing by
enabling the supplying division 10 make profit on goods trunsferred. The full cost is used as the hase
and a mark-up is sdded to provide & profit margin foc the supplying division. If variable cost is used as
cost-base the mark up will cover both fixed cost und a profit contribution, *

Price here would be: TP ~AFC+AVC+CM
Where; AFC ~Average fixed cost, AVC=Average variable cost and CM=Coatribution

Becguse of the composition of the margin that covers short-run o long-run varisble costs, .
transfer price here will cause inter divisional transfer to be Jess than the optimal level for the company
as a whole, A further problem arises if the analysis extends beyond two divisions.

Abdel-Khalik and Lusk {1974) however found cost plus to have the following imitations:

= Arbitrury altocation of joint and fixed cost

- Implied willingness to incorporate possible inefficiency
Assumption that oppertunity cost is not different from average cost plus or ignoring opportunity
cost

= Impediment 1o technological progress by manufacturing division
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.

Diciabality by management of mark-up will disregard responses if demand is elastic 10 different
s,

Profit measures of divisional performance

When profitability is used for divisional performance measurement, Lucey (1996) identified
some varicty, of ways in which profit is defined, s, controllable profit. divisional profit, net profit,
controllable residual profit and net residual profit. A study of his description of the profit types show
their difterences as being in the manner costs are charged 10 profit. Costs combined in different forms
and charged 1o profit in his work include direct cost, variable cost, divisional overhead cost, central
administrative cost and depreciation and fixed asset costs. All these costs could fit in to direct,
varizhle or Tixed costs.

Variable short run contribution

According 10 Drury, variable short run contribution is determined giving consideration 1
revenue and vanable costs oaly, it does not include fixed costs that are controllable at divisional jevel.
He considered it not appropriate for performance evaluation (R -YC =CM).
Controllable Profit

Lucey describes controllable Profit as revenue less cost controllable at the divisional level, He

swated further that the measure include only those costs and revenues for which local management is
responsible, The cost considered include variable cost and revenucs for which local management has
primacy responsibility. With this variable costs and divisional overheads that are controllable, locally,
shall be included (R-VC-OH=CM). ’ :
- Divisional Profit /Contribution

Divisional Profit is 8ls0 known as traceable profit or direct profit, They arise from divisional
operations, which can be caleulaied without arbitrarily apportioned central costs.  Divisional profit/
contribution takes depreciation and other non-controilable divisional overheads into consideration ( R-
VC-OH-DEP=CM). ‘
Net Profit

Lucey defined Net profity as revenues less controllable divisional ¢osts and apportioned
centritl administration costs. All costs, variable overheads, depreciation and fixed nsset costs and
apportioned items are considered in determining thisg{ R-VC-OH-DEP-AC=CM).
CM= contribution, AC= apportioned costs, OH= overheads, DEP= depreciation.
Where Dvury favour divisional contribution while faulting arbitrary tendencies there in,
[ ucey tends 1o favour controilable contribution for divisional performance appraisal,

Research Methodology
Sample selection '

Based on accessibility 10 the rescarcher only 25 enterprises are visited in llorin, the area of study.
The distribution cut across manufacturing, wholesale and retail trade and hotel and restacrant, These
considered activity groups are the prominent in the etropolis and based on the statistic provided in
Kwara state stutistical yesr book 2000 edition they have beea allocated 12, 8, and 5 respectively Out
© of these only twenty operate a decentralized system. Of th twenty decentralized entesprises eighteen
have goods or services fransferred between divisions and twelve out of these eighteen set transferred
prices based on cost.

These twelve represent the sample upon which the test is carried out result of which is
ceneralized to the poputation which in this case are enterprises seMng wransferred price based on cost
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in Horin, Due 10 in adequate sample, however, generatization is only limied 10 organizations used for
the study.

Data Collected and Procedure of Collection
Dta in refation to the methods of transter pricimy sencrally and cost based transter pricing
specifically, and ol factors that determine choice amony them was collected from primary source only
Primary data were collected through questionnoires that contain denzographic wnd opertional
questions structured along the inverted funnel method. The researcher himsell carvied out the
administration. .

Method of Data analysis

Relevant Dala from the ficld that are pertinent to the studv are sabulated in a monner that they
could be described and percentages computed.  Some of the data pencrated through questionnaice
administration weee used for calealation ol Chi square upon which the decisions 10 aecept or reject our
hypotheses ure reachied, Attenton here i facesed only on data that are pertinent to oawe tccepling or
rejecting cach of our hypotheses.  This i 10 say that those primary diss 1hat are mere potorious
cofounders were avorded in analysis.
Since @ Yes ar No question was asked, the chi-squire model of goodness of §il, which tepds 1o kiow
whether the population of interest is distributed accordimg to our theoretical distribution, is used,
Suppartive data that tend 1o add to the knowledge about the study wene unalyzed descriptively since
they are not needed 1o test cur hypothesis. Data are presented by number of organizations. because
presenting them so or otherwise will have no effect on result, For hypothesis testing. data were
analyzed by number of respondents.

Formular
Chi squire~y "= XU0-L-0.5)°

I g
Where ‘

E<expected frequencies
O=observed frequencies

Table value

Table x ! value a1 0.05 degree of freedom for the computaton = - |
Rule for resting Bypotheses
Based on the valve of the chi-square computad bypotheses ive accepted o7 rejected atcordingly. Null
hypothieses are rejected and the altermstive accepted if compuied value 15 sreater than critical table
value and vice versa. .
Presentation of date and discussion of results

Presentation of data based oa responses to questionnaires distribured
Table | Cost buses of transier pricing (based on question 10}

Options Frequency Pescentage |
Marginal cost 2 16.7%

Full cost k] 23.1%

Full cost plus 7 58.2%

Total 12 10036 :

Source: Research survey, 2002,




Table 3: Relation ship between profil measure and cost based transfer price {based on questions 10 and

11).
( Marginal | Fullcost | Fullcost | Totl |

cost plus >

‘| Variable shott-run contribution i - < i

Controblable contribution I ] - 2
| Divisional contribution - 2 . 2
| Divisional Net Profit { - - 7 37 |

Toual: T2 3 S
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Full cost plus is the most adopted bases transfer priving witls S8%. then full cost with 23% and lastly ‘ \
marginal cost with about 18% X

Table 2 Types of profit measure for divizional performance Tvﬂg&;igg based on guestion 11}
Options | Frequency Percentage |

Variable short-run_contribution. 1) | 8.3%

Controllable contribution 2 16.7%
Divisional contribution 2 . 16.7%
Divisional Net profit 7 58.3%
Total 12 100%

Source: Research survey, 2002,
Divisional net profit is the most adopted divisions| appraisal technique 58% score

Source:  Research Survey. 2062

Tahe 3 shows that use af marginal shor run coneibution for appraisal is commaon to marginal cost for
transfer pricing while divisional net profit i1s mory associated with fulf cost plus

Tuble 4 Strength of @ chosen cost based transfer peice is the basis for U5 adoption(based_on guestion
12)

| Options | Frequency Percentage \
Yes 8 33.3%
Nu 12 50.0%
I don't know 4 16.7%

! Total 124 100% ]
Source:  Research Survey, 2002

The table above shows that majoeity, about 50%, da not believe that choice of appraisil lechnique is
based on its sirength, while 33% believe it choosing is based on its strength.

. Table: 5 Strength of a chosen profit measure for divisional performance cvaluation technigue 15 he
basis for its adoption| iestion |

Options Frequency Percentage

Yes f 6 25.0%

No 14 58.3%

} don't Know 4 | 16.7%
\ lotal 24 B L

Suvurce:  Rescarch Survey, 2002 3

Tuble § shows tat majority, about $8%., du aol believe that choice of appraisi eehnique is hased on
its sirength

Table 6 Choiee of a transfer price is based on profit measure of divigional performance adopicd by .
the organization (based on question 14)
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Options Frequency . Percentage ]
Yes 18 - 75%

No 2 | 83%

1 don't know 4 6. 7% ]

! Totl ] 1100% |

Source.  Research :Sur\'cy, 2002,
73% agreed avow 8% disagreed and about 17% if choice of transfer price depends on divisionul
appeaisal method adopted

Results of data analysis
Analysis shows our computed chi-Square {3:092) to be Yess than critical table value. which a 005

devel of significance is (5.993). The meaning of this, based on-our rule is tat the null of the first

hypothesis. which state that the choice of o cost based transfer price is not. related to the strength of the
basis holds.

For the second hypothesis, chi-square cafeulated of *5.592" i¢ Juss than ¢h i-square on the table. At
0.05 fevel of significunce, the null of the second hypothesis, which states that choice of profit measure
of divisionz| performance. is based on its strength ang superiority over other measures is accepted,

For the Last hypothesis our computed chi-square (16.593) is greater than the tabulated chi-square.
The meanig is that the null of the third hypothesis which states that cost based transfer price is not a
fanction ‘of profit measure for divisional requirement of the entesprise could e rejected, while the
aliemative is accepted, ' ' Y

Summary of aur finding from the data gathered is {nat aeither cost-hased transfer price nor
profit measure of divisional performance is chosen by enterprises because of considertion of them
being better than others. Rather, it 15 shown that one variahle (profit measuze of divisional performance
or cost based.transfer price) reiates to the other and choice of one has effecs on choice of the other

A further fook at table 3 which tends 10 relate the responses presented in table | with those of
table 2 show that transter price adopted by enterprises relates to the type of profitabulity measure that is
used is in the organizations.  This is evidenced in the fact presented there in, which shows marginal
cost transfer price to be assoctazed with variable short run contribution ncasure on one extreme angle
and full cost plus associated net profit measure of performance on the other extreme angle

Conclusion

" The conclusion that could be drawn from the resull of this study 15 that, the decision 1o choose
a transfer pricing method that is based on cost may not be a matter of its being better than other
uvailable cost-based transfer pricing methods, 1t could rather be a function of the requirement of
individual enterprise. The result of the research further shows that profit measure of divisional profir
adopted by an organization could be a requirement that a cost-based transfer-pricing model is expected
to satisfy  On the other hand, profit measure model adopted 100 is usually not chosen because of its
srength over others but because of the requirements of the oeganization concerned,

Based on the conclusion drawn above it is recommended that organkzations should, rather than
place emphasis on the search for what is said to be the best, consider what best suits its situation. As
far as this research is concerned profit measure of divisional performance is the focus, however, other
factors may be the case in other situations, and they must be carefully studied.

Advisably also, research should be focused, in Jine with above recommendation. not on one pricing
system being better than the other, but on the reasons why one may be preferred as against the other.
This is because this research has proven that all cost-based transfer prices have at least a use in
organizations. Support for this kind of study on transfer pricing could be borrowed from Davidmann

%
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(1996). In his article he demonstrated that transfer price uacross the border should refleer 1ax rate of
countries. High transfer price should go to countries with lower tax rate and vice versa, he supgested.
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