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APPLICATION OF TRANSFER PR;CING IN
DIVISIONALISED COM PANIES

By
ADIGBOLD, EZEruEL A.
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Department of Business Stuclies Covenant Llniversity Ota. Ogun State.

IN?RODI'CTION

.. . 
ln iarge corpora.te enterprises especiaily divisionarised ones, the cutput ofone civision (responsibilitycenter) may serve as an input for another division. ln thiscase, there is a transfer of products from one responsibility center to another at amonetary value. This is essentially an internal arrangemeni *tli"r, is referred to astransfer pricing.

ln internal transfer of gooCs or service from one profit center to another, theproblem of determining the value to attach to these products normally arises. Thisbrings the need for some pricing mechanism for internal transfer of product thataccurately i"efiect the cost and revenues of doing business. Transfer pricing is thepricing mechanism commonry use to refrect transfers between divisions.
Transfer pricing as defined by Hirton, et at. (2000) is the process ofdetermining, reporting and acting on t-he imputed values oi goods and servicestransfei'red from one division to another. The imputed monetari value of the goodsor service transferred is called the transfer price. The price ctrargeo ov a"proritcenter for products 'sold' to another profit center in the same company can affectihe profit measured for. both the selling anci buying divisions of the organisation.Thus, a high transfer price may lead to nign ,pi-otit to'r the selling profit center and aiow profit for the buying profit center. The-reverse will be the case when the transferprice is low' This implies that transfer pricing can either positiveiy or negativetyaffect the incentives of autonomous division managers as they decide whether ornot to rnake a transfer of a procluct. lt should be pointed out that in the real sense,transfer pricing may not affect the cverall total pr-ofit of the entire organization

except where ;i affects divisional behaviours.
The focus of this paper is on the use of transfer pricing in profit investment

I
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oricinq: methods of transfer pricing; tne- prolrems of transfer pricing; and possible

I"rriiJi.. t" mintage the problems identified' 
:sents the uses of

The paper is divided into five sections' Section one pr(

transfer pricing; sectioi i*o n,gnrignts tne ciiteria for transfer pricing; section three

discusses the transfer pricing methods anJ tnelr various applications in practice;

section four summa;;r,I, th; general prouLmr associated with transfer practice;

section four summarii. ,.,"-gEneratprootJms usio"iuted with transTer pricing; and

tastly, section tiuu p'?"}"it Lgg"tt[; f";l'provements on the applications of

transfer Pricing.

THE USES OF TRANSFER PRICING:

Transferpricingtechntquein.profitcenterscanbeveryusefulinthe
following ways: primarily, transfer pricin_g-ls useo for computing the monetary value

that will be attached to goods or. ,",,,.", tnat are exchanged between divisions.

without the transfer pricing system, tnerelan be no suitabie way of determining a

suitable vaiue for priou"tl 'sold' by on" p[tit center to another' Transfer pricing

can also be ,."0 
"il--, 

decentralizeo iiganisation for the appraisal of the

performance ot .upurui" oirLion, I profit 
"uni"rr 

lnrolved in the internal transfer of

goods or services. iiJ.rf"r piice based.on market price will best serve the purpose

of drvisionat perrorml'n"ce Jvatuation. u-rinJ-init method,of 
-transfer 

pricing' the

profitabiliy of tne ouyii;;.; r;[;g protii"""nt"rs can be objectively measured and

evaluated. Further more, transfer pricing.can be used for the efficient management

of a targe enterprisJ'tir;;;h decentrllrzation. Once responsibility centers are

established, goods r-no'r*ui""s transfer u"t*""n these units are priced' this helps

separate ano pinpoiril".p".rtuitity for oitruient aspects of the firm's functions' in

other words, to uor"'""1"Ii trun.fL,- pr"ing ,""hanism enhances decentralization

and the benefit "f 
;;;;;drlization or enici]nt management can be reaped' Also'

transfer pricing 
"r,.., 

LL-u.uO to motivate ano enrranie the performance of division

managers, rn u i""Lnlialized organisation, the managers .of 
profit centers and

investment 
""nt"r.'Jr-tln'nuuu 

.onJo"ruoi" uir9n91,V l1-1T:1"s 
whether io accept

or reject orders unJ *nuil.l"r to buy from rnside the organizaiion or from outside'

According to Hi,onl ui uf, (ZOOO), thg.o-ne oi goals in ietting transfer prices is to

establrsh incentives tli lrtono.nous olvision n..,"rr,rgut. to make fecislo^1s 111.:::
in the best interest of the company. Lastly, transfer pricing can lmprove

communication prJJf"*s in an enterprise. Conni"it can best be resolved through

confrontation,usuallyintheformof*got.ution'.Asdivisionsnegotiaiefora
transfer price, *JJ *ilr'oL interacgon-s';;;;g divisional. managers and their

differences can be'eiiminated. Thus, trans'f"r prili;g can help in conflict resolution in

an organization.



CRITERIA FOR TRANSFER PRICING:
There are certain criteria or rules which all transfer pricing methods must

meet. These are (i) Goal congruence (ii) Motivation (iii) Autonomy ano 1iv;
Performange evaluation. According to Polimeni, et al. (1ggl), the above criteria are
interrelated and should be used to evaluate the transfer pricing methods being used
by profit or investment centers. These criteria are also referied to as objecti-ves of
transfer pricing. They are discussed below.

GOAL CONGRUENCE:
Goal congruence is the pursuance of a division's own goals, which are in

agreement with the overall goals of the organization. A gooo transfer pricing
policy should encourage each divisional manager to take decisions that are not onl!
beneficial to them but also in consonant witn the corporate objectives of the
enterprise as a whole. ln other words, a transfer pricing system should minimise to
the barest minimum the tendency towards sub-optimality. Sub-optimality is the
maximization of the divisional goals to the detriment of theoverall corporate goal of
the company.

PERFORMANCE EVALUATION :

A good transfer pricing method should be such that would enable central
management to effectively determine the contribution of each of the divisions
towards corporate profit. Regardless of whether the buying and selling
responsibility centers are cost, profit or investment centers, the transfer pricel
should not adversely affect the "fairness" of the performance evaluation process
and the incentive plans that are based thereon (polimeni, et al. 1g91)

MOTIVATION:
Motivation, being a phenomenon that "drives' individuals to a'ccomplish

goals can be enhanced by a good transfer pricing. Therefore, an acceptable
transfer price should not interfere with the process wh-ere-in, the buying profit center
manager rationally strives to minimize his cost and the selling profiicenier manager
rationally strives to maximize his revenues.

AUTONOMY:
The transfer pricing policy chosen should encourage the selling and buying

division to act independenily without any undue control from the centra'i
management' Each profit center should be free to satisfy his own needs whether-
internally or externally at the best possible price. The transfer pricing is required to
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preserue the autonomy of the divisions so that the full benefit of decentralization can
be achieved. Sollenberger, and Schneider, (1996) opined that the above four
criteria ,discussed should be prioritized when formulating transfer pricing poiices.
This is so because different sitr-rations will demand different transfer policies.

TRANSFER PRIC;NG METHODS:
Transfer pricing methods are the various modalities for arriving at transfer

price. There are many iransfer nricing methods that can be used for intercjivisiona!
tran*f*r'. The n-:os't eommon transfer pricing methods are: {i) c+st based r,qetl-t+cis

(iii mdrket based n-rethod (iii) Niegotiated transfer price and (iv) Diial-prlcing method.
Ti'ies* inethods of iransfe;' pricing are discussed bellow.

Cest Baserj Transfer Prlcrng Methoo:
Using this n':eihoei, tne seliing profit center seils to ihe buying prcfit e*i:iei'

eithe;- at the aetuai cost it has incurred or cosi pius a mark-up or even ei standard
cost. The cost based tiansfer price is the most eomffon methoci cf transfer prlce in
the praciice iTang, 1S92i and the various versions of cost bas+C transfer pricing
it"rciL:de:

Varlah!e cost:
!'Eith this rnethcd cnly variable produciion costs are iransf*rred tc the

biii.'ing sjivisiori. 'This price is mgde up of Ci:'ect materials cost. direcl labour cost
ard variabl* +verheads" This rnethcd is appi'cpriate when ihere is excess eapacity
in t!-:e s*l!ir:g or buying division.

Fuiiecst:
This eniarls that ali oroduct a'nsorption costs are tran=ferred to the buying

divisir:n; ihereby er.iebling the selling division to r+cover ell produciicn costs
inr-iuding ;lr{tfr 6r/erheatls as n'eil as scliing and administraiive costs. Full cost
transfe:" pr"ite enccurages the transfer of inefficlency fronr the selling division to the
buying drvision bi7 includlng fixecj cots in the priee of ih* prcducts transferred.

Standard essi:
This tr*nsfer pi"ice is based on pi'e-deierr*ined cosi rather ihan actual cost

in order t* pr*vent ihe transfer of ineffieiency of the selling division to the buying
divis!r:n" The siandard eosi cculd be standard fuii cost or standard variable cost" lf
a cost- basad iransfer method must be used, the standard cost /cosi plus is the best
cption.



Cost plus mark-up:
This transfer pricing method adds a percentage of profit to either the fullcost or variable cost in order to provide a profit to the Jetting'division. This methodis usually used when there is no competltive market for thl intermediate product.

B-ut there is the danger that the receiving division may restrict its output below thatof the optimal output level for the compainy as a whoie. Generariy, the cost basedmethods of transfer pricing can be useful where there is no market price. At times itcan lead to optimal decision i.e. goal congruence especially where the variable costversion is used provided there is no capality constraint in ihe selling division. Also,cost based transfer prices can be easily obiained from the cost books. One of thedrawbacks of cost-based methods of Iricing intra division transfer is the fact thatdivisions are treated like cost centers rathei than as profit or investment centers.Also, this method does not enhance the ob;ective measurement of the performance
of the selling and buying dlvision managers Lastly. decisions based on iull cost may
leacj to dysfunctionat decision- making behaviouis. ln summary, it can be said thatthe cost based transfer price does noi meet adequateiy the foui criteria for Transferpricing.

ftTARKET BASED TRANSFER PRIGING ffETHOD:
Market price is a price set between independent buyers and seliers. This isthe price reigning i,n a perfect market. where ihe market'piice is adopted as thetransfer price, both the buying and selling profit center. *orid be operating at arms_length, as. if they are not in the same organization. The basic requirements formarket price include: the existence of market for the goods or service beingtransferred; and accessibility by both the buyer and selliig profit center to othersellers and buyers for the same product (that u the market should be perfect). This

method of transfer pricing has the following advantages: lt ensures goal congruenceas divisional managers using this metnod act nJt only in the interest of theirdivisions but also in the interest of the whole organization as a whole. This can betrue where there is no excess capacity in selling profit centre. lt also enhancesdivisional autonomy as divisional managers are fiee to buy from outside source ifthey feel it is cheaper to do so. Rtso, tne criterion of motivation of divisional
managers is also met by the market price as the buying divisional manager isencouraged to rninimize his cosl ancj tlre selling Civlsilnai *-u,.ug*r" rationally s"triyesto maximize his revenues (polimeni , et al. 1gg1). The market-5aseo transfer price
also enhances the ob;ective measurement of performance of the selling and buyingdivisional managers as market prices are objective and verifiabre. Lasfly, thequestion of transfer of lnefficiency does not arise, as the fixed cost of the ielling
division will not be transferred.
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Generally, market price insets more of the transfer pricing criteria than any

single method of transfer pricing.

Despite the benefits of market price, it has the following limitations: Non

availability of market especially for intermediate products; lack of appropriate and

fair marklt price; lack of perfect information about the market price; and lastly,

market price may serve as disincentive to the use of any spare capacity by the

selling division, thereby leading to dysfunctional decisions'

,

ilEGOTIATED TRANSFER PRICIilG METHOD

Negotiated transfer prices has been suggested as a result of difficulties in

establishing a sound transfei pricing method. Under this method, this selling and the

purchasingf drvision agree in advance to use a mutual' acceptable transfer price'
'NegotiateJ transfer pilces are most appropriate in situations where there is no

market for intermediate product or where imperfect market exists This method is

often suggested as a compromise between the market price at the upper iimit and

some measure of cost at the lower limit (Benke, and Edwards ,'1980)

The advantages of negotiated prices include: a stronger motivational impact

on the divisional m"n-agers invblved in the internal transaction; it has been identified

by watson, and Baumlei'(1975) as a means by which goal congruence can be

athleved; performance evaluation of drvisional managers can be enhanced

pr"ovided the negotiation is fair; rl can lead to some measure of divisionai autonomy,

and lastly, tfrerJ is less dispute on the transfer prices used since disagreements

would have to be sorted out.

The drawbacks of this method are: too much management time can be

spent on negotiations; performance evaluation may not be based on profitability but

rathbr on th! ability of divisional managers to negotiate; it can lead to conflicts

between divisions if it is not properly handled; and lastly it can lead to sub-optimal

decisions.

DUAL TRANSFER PRIGING gYSTEf,T

It may not be possible to have a single transfer price for lntra company

transfers that meet all the four criteria for transfer pricing. Therefore, two transfer

prices may be used in a single internal transfer transaction

According to Polimeni, et al. (1991) in a dual price situation, the buying

profit center is charged the synthetic market price, while the selling profit centre is

given a credit for either standard variable or full cost plus a normal mark-up.

Synthetic price = variables cost + opportunity cost.



Elctnent o-f ,ll,trketing ll t70

The objective of dual transfer pricing is to provide the selling profit center a
profit but charge the buying profit centre with standard variable cost plus opportunity
cost. Opportunity cost will arise if the selling profit center has no spare capacity.

In assessing the dual transfer price, it has the advantage of enhancing the
feir" evaluation of the performance of both selling and buying profit centers. lt also
encourages behaviour that will benefit the firm as a whole since the buying diviston
is provided with only cost information and at the same tirne the selling division is

allowed to show a profit.

The danger of dual transfer pricing is that there are usually top
rnanagement interferences which hinder the autonomy criterton for transfer pricing.
This is manifested in the monitoring, i-ecording and keeping track of intra company
dealings (Sollenberger, and Schnedar, 1996)

A HYPOTHETICAL CASE OF IRANSFER PRIGING IN A DIVISIONALISED
GOMPA]IIY

The principle and concept of transfer pricing discuss earlier on will now be
applied in a hypothetical situation as can be found in practice.

OSISIONI TIATIUFAGTURIHG PtG
Osisioni Manufacturing plc has two divisions which are profrt centers, X and

Y. Profit center X produces a product- 'ekara' and Profit censer Y packages and
distributes the products at a selling price of N30.0O per unit. Profit Center X
produces 200,000 units of 'ekara'which can be transferred to profit center Y. But if
division Y did not buy them then all the units can be sold in an intermediate market
for Ni 1.000 per unit. Hence, there is no spare capacity in division X.

The following are the expected (standard) revenue and costs:

Division X
200,000
N2.00
N1.20
N0.80
N600,000
N 11.00

40Yo

N 10.00

400a

Division Y
200,000
N 1.00

N2.00
N3.00
N550,000
N23.00
40%
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Direct materials cost per unit
Direct labour cost per unit
Variable overheads cost per unit
Fixed cost
Outside market price per unit
Mark-up percentage

Negotiated price per unit
Mark-up % for dual pricing
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from the perspective of the buying profit center, the selling profit center, and the

company as a whole bearing in mind the four criteria for transfer pricing.

The contribution approach is employed in determining the effect of each of

the following transfer prices on the profitability of the divisions and the company as

a whole:
(1) Standard cost-based transfer pricing methods:

(a) variable cost (b) Full cost (c) Cost plus mark-up

(2\ Market Price (3) Negotiated price (4) Dual transfer price

(1) Variable Cost transfer Price:
The transfer price set at variable cost of division X will amount to N4.00 per

unit. Division X variable cosl per unit = N2.00 + N1.20 + .80 = N4'00

Profit Statement
Division Division ComPanY as

X Y a whole
- N23.00 N23.00

N4.00 (4 00)
(4.00) (7.00) (11.00)

N12.00 N12.00

x200,00 x200,00 x200,00

N2,400,000 N2,400,000
(N600.000) (N550.000) (N1,150.000)

(N600,000) N1 .250.000 N1.250.000

Comments
The transfer price at variable cost of N4.00 per unit will result in goal

congruence since this sends signal to division Y to buy from the division X at a
cheaper price of N4.00 per unit as compared to external price of N11.00 More so,

the company as a whole will be making a contribution of N2,400,000.

Ir4otivation and the performance evaluation criteria wiil suffer under this

transfer price as profit center X will not report any profit.

Also, if division X manager is forced against his will to sell to the division Y
then autonomy will be eroded.

Selling price per unit
Transfer price unit
Variable cost
Contribution per unit

Units sold
Total Contribution
Fixed Cost
Net Profit (Loss)
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{2) Full cost transfer Price:
Here the transfer price is at division X absorption cost of N7.00 per un1

(N4.00=N3.00)*. The cost is made up of variabte costs and fixeC cost.

Profit Statement

Division Dlision Company as
X y _ awhaie_

Selling Pr"ice Per unit
Transfer Price
Variabie Cost
Contribution Pei'Unit
Units Sold:
Totai Contribution
Fixed Costs
Profit

N23.00 N23 00

I'a;' i

Cor. ,-.

N7.CC

({00)
I{3.00
x2Q0.00Q

N600,0s0
(60-0 o_oql

N4i

(7.0c)
(7 00) (14.00)
N9.0Cl N 12.00
x200.0QQ .!?O!_QAS
N1,800.000 N2,40e,000
(55o.oco) (1,15+"000)
Nj,250,000 N1_2sC,0gg

Notes: t/ariable cost Per unit: Divisicn X = N4.00 (N2. 00 + N1.2c + N.gO)
Division Y= t{10.00 (N1,00 + N5.00 +N4 00)

Transfer Price of Division X product = N4.00 + N3.00

= N7.00
Comments

A transfer price set at fuii cost equal to N7.00 per unii will iead to goal
ccngruence as profit center Y witl be encor:raged io buy iniernaliy from profit 

"uit*,X instead of buylng at a costly price of N 1 1 .00 from outside, per unit. As a result of
ihis transfer price, the company as a whole is making a total contribution of
N2,400,000 and a pi'ofit of Ni ,250,000..

However, since profit center X only managed to hreak-even while profii
center Y is making a profit of N1,250,000 the motivation and pei-formance
evaluation criteria wili suffer lf the selling profii center is compelleC to sell io
Division Y then the autonomv rrrterion will not also be satisfieC by fLrll cost iransfer
price.

(3) Full Cost Ptus Mark-up transfer price.
Using the full cost plus mark up price, the transfer price will be set at totai

absorption cost plus normal profit mark-up of 4oo/o. Hence, the price at which
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Division X will sell to Division Y is N9.80 (N7 x 1'a0)

Profit Statement
Division Division Company as

X 
-l--- 

a whole

Selting Price Per Unit

Transfer price per unit N9.80

Variable cost (4 00)

Contribution per unit N5.80

Units sold x200,000

Totai Cr:nti"ibution N1,160,000

Fixed Costs (600,000)

Prnfit N560,000

N23.00
(e B0)

(Z c0)
N6.20
x 200,000
N1,240,000
(550000)

N690,000

N23.00

(1 1 00)
12.00

X 200,000

N2,400,000
(1 150.000)
t\i1,250,000

Comments
F'ull cost plus mark-up transfer price can at times, to sgme extent, satisfy

the criteria of autonomy, goal congruence, motivation and performance evaluation

especially if there is no market price. This transfer price is much fairer than the

variable cost and full cost transfer prices as the two divisions X and Y posted a

contribution of N 1 ,160,000, N 1 ,240,000 and profit of N560,000, N690,000

respectively.
However, since the transfer price of N9.80 is lower than the market price of

N'11.00 it may not be able to motivate division X manager enough to sell to division
y as he is losing N2.00 per unit. lf division X manager is forced to sell internally,

then the autonomy criterion will be hampered.

(4) Market transfer Price.

Adopting the market price for the internal transfer of goods the transfer price

will i:e set at N 1 1 .00 per unit. This being the price at which Division X can sell

its product to an outside buyer and 22 the price at which division Y can buy the

same product from an external supplier.
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Transfer Price N j 1.CIG i10.00)
Variable Cost {S-eej (7.0!}
Contribution per unit NZ.CS ilj5.*C
ljnits sold x?**,G0C x?0Q,QCfl
Total contr'lbution N1,400,00C N1,00G,00S
Flxed cost t600.000) (550,00CI)
Prcfit hiSOfi,OCQ hl45q,CI0
Comments

li can be seerr hsre inat with the rr:ari<*i price, Division X is ai:le io i-iia,{+ amaximurn coi:irih|rtic* *f Ni,400,00c :no proiit. oi ruaoc,co{l which is hici:i,,
motivating. Market price thus does encourage i-fioiivaticn, ieacis tc g*ai 

"ongru*i.--.enhances objective performance evaluation anc ensures divlsional autonoriy of ii.:r
divisions. However, civisicn y may not be satisfied with the market price orillt.t.oc
per unit and so may request that divisien X manager reduce ihe pric+ since seliinE
expenses wiil not be incurred by selling to him.

!Sl Negotiated Transfer Price in this case both the buying and selling divisicns
have agreed on a transfer price at N10.00 per unit.

Profit Statement
Division Division Company as
X Y a whole

s

Profit Statement
Divisiot: Divisicn Coi-npany a*

a E"$oiq
N?3 iiil N23 Cr.j

rggQi
lJ 12.G*

X?!C,QSE

N2,4**,0c*
i1,5-4A" qAQi

lgl-?,?C.'009

N23.00
(10.00i

N23.00

(4.00) (7 00) (1 1.00)
N6.00 N 6.00 N12 00
x200,000 x200,00 x200,000
N1,200,000 N1,200,000 N 2,400,000
(600000) ( 550000) (1,150,000)
FJ680.0001!6s0.000 N1.250.000

Selling Price per unit

Selling Price per unit
Transfer price per unit
Variable cost
Contribution per unit
Units sold
Total Contr-ibution
Fixed Cost
Profit

N10.00
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Gomments:
ln this case, the total contribution of the company.is fair:ly dlstributed

between the seiling and buying divislons as ihey postec a eontri*t=uiian of

1.1.t,200,000 and N1*OO,OOO respectively. The!-efore, the negotiated transfer price

of NlO.00 appears te be satisfying the eriteria of motivatlon, pei-fcrmanee

evaluation, gort cgngruence and autcnomy. Negoiiat*d transfel- Briee is a

compromise between the full cost plus mark-up priee. and the.rnarket price'

However, the time involved in negotiation can be muct?, whieh ma-v diveri aiiention

from other vital management issues.

(5) DualTransferF:'icing\-' 
!-iere tr*;c prices ere uied fortransfer of gaoils fronn.divrsion X to Y. Division

X is creclited with fuil eost plus profit at N9'80 and division Y is chargeC wiih a

synthetie market price *f id8.00 per (variable cost + opportunity ecsti.

_- -t_a,

- --t )-,^',

- -: Sa :lC

--- t. sc-s

Profit State;:tent

Selling Price Per unit

Transfer prize Per unii
Yariable cost

*ontribution Per unit

Unit Sold
Total contributien

n:,uiv. i,ti,
wY
- N23.00

i
Ccmpany as

a rviq-rg

l :: tJ1 ,150,000 r.i 1 ,600,000

Fixed cost (600.000i (510'0S01

Profit N 56q-0Q0 il,i "!'e5!i9,A

liSote: Opportuniiy tcsi = market p:'ice minus - full cost per unit

N9.80

i4-a!l
N s.8CI

x20c,000

{8.00}
\ i .Vv,'

N 8.00

x2o!,8q0

I'i 23.00

.i{ nR

r,l ra.ro
x?cq,0p0
id2,4s{i,00*
(1,1 5Q-001i)

N _l-,:EO ggg

in Divisior: X

= Ni 1.00:N7.00 = N4.0e

Syniheticprice=Variablecosi+Opp+rtunityCQSt=zu4+N4N8.00

Comments:
From the profit statement above it will be disccvered thai total profit for the

company as a whole (Ni 250,000) is not equal to the sum of the profiis of division X

and y 
E irit,OtO,AO0) as in other transfer pricing rnethocis. This is due to dual prices

used. The difference (N360,000) can be eiiminated in the cost books.

Dual transfer pricing cat be beneficial to the cornpany as a whoie, thus

leaOir:g to goal eongruenee. Here division X made a reasonable contribution of N1

7



J:3"tl'J:j#fi:?:::,il,,:l or Ns6o,0o0, hence it satisries the motivation and

irt"*"nf;ilT:?:":il #,#uu'"ned 
as the management has to constanuy

GENERAL PROtsI.EMS OF TRANSFER PRICING
There are certain probiems which transfer pricing can create in anorganization if it is not prop"riy nrnOiuO. 

"'
Firs'y' the basic probrem is that no method of transfer pricing cansatisf-actoriry and sinrurtan"or.ty-ru"i tn" four crite-r'ia"Jr Ju.rlr*rnce evaruation,goal congruence, autonomy and motivation.
secondry, the practice of basing the evaruation of performance soiery onqlofit madg.by profit.centers *ry not i*ry, be the best. Ttsome uneihicar practices oy oivistn"l'.n'unrg*rs in order 

" ,Jirl3ifffi:jifl;rhere .l?yld be other rormi oi;;i;;;;e evaruation.
Thirdry, there is the probrem of confricts that may ensue among the divisionsthat make up the organization *n"n ln'ugreement cannot be reached despiteseveral negotiations and renegotiatrons or , tr"n"i"i ,*;."'T"ransrer pricing in acompany mav therefo.re resuri to behaviourar contesi ;;i*;;, one sering andbuying profit centers if it is nofir;;J;'.n'rnug"o.
Fourthry, ihe.time spent on negotiaitions and renegotiation by divisionar

ffi if; : 1T, :d:}ff #" :"#,_:lf ffi[*il id ;*; i ; x Ti, n ",ilil;;;i
Lastiy, transfer pricing if not carefufiy. managed can read to,dysfunctionar:ehaviourar probrems 

_rn 
tn,i .orpr"v."'' Diririonrr managers can abuse therutonemy granted 

'n:',.qv 
tn" trp ,lnag_ement anc tiius-jet invotved in high;ompetition anci pul'sue divisional gour, ,t th" expense of the oirerair corporate goarrf the company. The situation is"tnri Jvery oivisionar manager wants to be freerom control but this cannot be possible. -' I vr ! !vrv' rqr t I rqr rdger

E;.-..

A --U,:

+;^ ._-

'- --

ma-=-
a)a -:

Yv' - -
)a\^ '

L^ ,-^ -

proc__i

F.^* -ilu 
=

9' ) r

ti'a. s'= -

+^^^ ^ -(ul -\ _

€OHCL

PI U * :

P IU
;^t^-- - -ri i!u -,

vvtr:
lra<' ----

OVe' :-.
i^i - - -irr,: - -
e12-:

an,v- -a: 
_

SUGGESTIONS FOR III,IPROVEMENT
The following measures can be

n an organisation.

OF TRANSFER PRICING.
taken to improve transfer pricing problems

one, to address the probrems of confricts, which transfer pricing, may brinE,companies operating such system snourJiut in place an impartial arbitration boardto resotve such confiicts. The board .n"io ne'maol up "i;;; or more top rever
il:H-Xil'rru:J:8',.Hg:tive oroivisions Gat 

"i" ""irri#o"o,.'nuu" no interest in

, , . 
fuo' to prevent sub-optimization and to remedy a situation where two

im
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divisions cannot agree on a transfer price, there should be arbitrary transfer pricing

system prescribed by the central management' The divisional managers involved in

the transfer case should be made to see reason why they should accept the top

management prescribed transfer price.

Three, divisional i'eported profit should not be the only yardstic'< for

measuring divisionai p"rfotrnun"". The efficiency and effectiveness cf divisional

manager; in spending can also be a basis for their perfo!'mance measurement, this

can b; refiected in controllable cost variance from the standard.

Four, to furlher help to reduce tension v'/hich transfer oricing system may

generate, an optimal transfer pricing system urhich ensures benefits for the selling

and buvino drvisions and the company as a whole can be put in place . lt will also

[" *"-tiJ"ed iha'r market price, wtrei-e available, can be very useful and can

produce a good result.

Lastly, it is suggested that each company should determine what it wants

from a partlcuiar transf-ei pricing method. The criteria for transfer pricing should be

prioritised by the central management as thrs will heip thern to select the best

iransfer pricing method that suiies their organization. Most of the time, the best

transfer pricing method is that which benefits the company and creates minimum

tension.

€OHGtUSIOl.l
All the Transfer pricing methods examined in this paper are fraughi with one

problem or the other. 
'HencL 

no single transfer price can meet all the transfer

pricing criteria simultaneously. Howlever, market price where it exists Io,
in.terr.i,ediate goods and the market is perfect came close to meeting all the criteria.

Where there is no rnarket or ihere is imperfect markei for inter:mediate product, the

best t:"ansfer price especialiy where there is no capacity constraint, is the marginal

cost price.

Nctwithstanding the problems of transfer pricing, its importance cannot be_

over emphasisecJ, as witnout some form of transfer pricing, the whole structure,of

inier-ciivisional pei'tormance evaluatior: and analysis and control would nct be

stable. The iimitations associated vrith transfer pricrng siould be recognised and

any results obtained should be interpreted in the light of those limitations'
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