Transfer Pricing Section

TRANSFER PRICE

A PRICE CHARGED BY ONE SEGMENT OF AN ORGANIZATION FOR A PRODUCT OR SERVICE THAT IT SUPPLIES TO ANOTHER SEGMENT OF THE ORGANIZATION.  (USUALLY ASSOCIATED WITH CHARGES BETWEEN PROFIT CENTERS.)

OBJECTIVES OF TRANSFER PRICING SCHEMES

1.  ENCOURAGE MANAGERS TO MAKE DECISIONS THAT ARE IN THE ORGANIZATION'S BEST INTEREST.

2.  PROVIDE INFORMATION FOR EVALUATION OF BUSINESS UNITS AND MANAGERS

(3.  MINIMIZE TAX OBLIGATIONS)

CONSTRAINT:  SHOULD REQUIRE LITTLE INTERVENTION BY TOP MANAGEMENT.

THE UNIFYING PRINCIPLE IS OPPORTUNITY COST.

THE "GENERAL RULE"

T = VC + OC

WHERE:


T = 
TRANSFER PRICE


VC =
OUTLAY COSTS INCURRED TO THE POINT OF TRANSFER; USUALLY APPROXIMATED BY STANDARD VARIABLE COST.


OC =
OPPORTUNITY COST TO THE FIRM (I.E., CONTRIBUTION MARGIN GIVEN UP ON OUTSIDE SALE).


(CM = 
MARKET PRICE - VC, SO VC + OC IS MARKET PRICE WHEN 
OC > 0, LESS ADJUSTMENTS)

Some possibilities:  Market price, variable costs (marginal cost), negotiated market-based price

Transfer-pricing methods, goal congruence.  British Columbia Lumber Division and Finished Lumber Division. The variable costs are:


Raw Lumber Division: $100 per 100 board-feet of raw lumber


Finished Lumber Division: $125 per 100 board-feet of finished lumber

Assume that there is no board-feet loss in processing raw lumber into finished lumber.  Raw lumber can be sold at $200 per 100 board-feet.  Finished lumber can be sold at $275 per 100 board-feet.

Required

1.  Should British Columbia Lumber process raw lumber into its finished form?

2.  Assume that internal transfers are made at 110% of variable costs.  Will each division maximize its division operating income contribution by adopting the action that is in the best interests of British Columbia Lumber?

3.  Assume that internal transfers are made at market prices.  Will each division maximize its division operating income contribution by adopting the action that is in the best interests of British Columbia Lumber?

Ajax Problem:  Basic Transfer Pricing

Ajax Division of Carlyle corporation produces electric motors, 20 percent of which are sold to Bradley Division of Carlyle.  The remainder are sold to outside customers.  Carlyle treats its divisions as profit centers and allows division managers to choose their sources of sale and supply.  Corporate policy requires that all interdivisional sales and purchases be recorded at variable cost as a transfer price.  Ajax Division's estimated sales and standard-cost data for the year ending December 31, 19x2, based on capacity of 100,000 units, are as follows:


        Bradley
    Outsiders

Sales
$  900,000
$ 8,000,000

Variable costs
(900,000)
(3,600,000)

Fixed costs
(300,000)
(1,200,000)
Gross margin
$(300,000)
$ 3,200,000
Unit sales
20,000
80,000

Ajax has an opportunity to sell the 20,000 units shown above to an outside customer at a price of $75 per unit.  Bradley can purchase its requirements  from an outside supplier at a price of $85 per unit.

Required:

1. Assuming that Ajax Division desires to maximize its gross margin, should Ajax take on the new customer and drop its sales to Bradley in 19x2?  Why?


Bradley
Outsiders

Sales
$  900,000
$1,500,000

Variable costs
(900,000)
(900,000)
Contribution margin
$           (0)
$   600,000
Yes, gross margin increases if they do.

2. Assume instead that Carlyle permits division managers to negotiate the transfer price for 19x2.  The managers agreed on a tentative transfer price of $75 per unit, to be reduced based on an equal sharing of the additional gross margin to Ajax resulting from the sale to Bradley of 20,000 motors at $75 per unit.  What would be the actual transfer price for 19x2?

3. Assume now that Ajax Division has an opportunity to sell the 20,000 motors that Bradley Division would buy to the same customers that are buying the other 80,000 motors produced by Ajax.  Ajax Division could sell all 100,000 motors to outside customers at a price of $100.  What actions by each division manager are in the best interests of Carlyle Corporation?
4. Assuming Bradley can purchase outside for $85, then minimize the net cost:



Outside

Inside

Ajax


Revenue
$2,000,000
$               0


Cost
(900,000)
(900,000)

Bradley (cost)
(1,700,000)
               0


$(600,000)
$(900,000)

A cost savings of $300,000 or $15 per unit.

4.  Under the scenario described in requirement (3), use the general transfer pricing rule to compute the transfer price Ajax Division should charge Bradley Division for motors.

TP = VC + OC


VC =  EQ \F($900000,20000)  = $45 per unit


OC
=
Contribution margin (per unit) if sold outside



= $100 - $45 = $55 per unit

Thus,

TP = $45 + $55 = $100

5.  Will the transfer price computed in requirement (4) result in the most desirable outcome from the standpoint of Carlyle Corporation?  Why?

Crossville Company
At practical capacity, the Fabricating Division of Crossville Company has facilities to produce 8,000 units per month.  Each unit requires five direct labor-hours.  The Assembly Division of the company has forwarded a requisition for 8,000 units to the Fabricating Division.  Since Crossville Company uses a market-based transfer pricing system, contribution margin using a $50 market price would be $168,000.  Georges, Inc., a competitor, also sells the units for $50.  The receipt of this requisition from the Assembly Division upset the Fabricating Division manager as he had just been approached by an outside buyer with a rush order for 5,000 units at a $56 unit sale price.

Top management's initial reaction to the conflict is that the outside order should be rejected so that the Assembly Division's order can be filled.

a.
Does top management have a transfer pricing policy?  State clearly what you perceive as their current policy:

b.
What is the minimum transfer price required by the selling division, Fabricating?  Support your answer with calculations.

c.
What is the maximum transfer price required by the buying division, Assembly?  Support your answer with calculations.

d.
Will the two Division Managers agree to the transfer?  Why or why not?

e.
Which of the following circumstances will lead to goal congruence between the managers and the overall firm?  Why?


1.  The policy enforced is market price transfers.


2.  Fabricating has adequate idle capacity.


3.  Fabricating is forced to transfer product in lieu of selling 5,000 units outside.

f.
Under what conditions might negotiating a transfer price be successful?  What are the limitations of a negotiated-price system?

Negotiated Market-Based Prices

The conditions:

1.  Some form of outside market for the intermediate product.

2.  Sharing of all market information among the negotiators.

3.  Freedom to buy or sell outside.  This provides the necessary discipline to the bargaining process.

4.  Support and occasional involvement of top management (when bargaining is clearly leading to suboptimal decisions.)

Limitations:

1.  Time consuming

2.  Leads to conflict

3.  It makes the measurement of divisional profitability sensitive to the negotiating skills of managers.

4.  It requires the time of top management to oversee and mediate.

5.  It may lead to a suboptimal (too low) level of output.

Transfer price, goal congruence. (Nahum Melumad, adapted)  The Cheap Shot Company has three divisions (A, B, and C), organized profit centers.  Division A produces the basic chemical Aldon (in multiples of 1,000 pounds) and transfers it to Divisions B and C. Division B processes Aldon into the final chemical product Baxon, and Division C processes Aldon into the final chemical product Calmite.  No material is lost during processing.


Division A's costs follow:





Fixed costs per pound


            $     0





Variable costs per pound of Aldon

$0.18

Division A has a capacity limit of 10,000 pounds; Divisions B and C have capacity limits of 4,000 and 6,000 pounds, respectively. Given the high cost of storing Aldon, Baxon, and Calmite, Cheap Shot's divisions produce no more than the quantities they plan to sell.  Divisions B and C sell their final product in separate markets.

The total revenues minus processing costs (net revenues) for each division are summarized in the following tables. Observe that the net revenues change for each incremental 1,000 pounds of Aldon converted to Baxon or to Calmite.


Division B


-----------------------------------------------------------------------



Pounds of Aldon
Revenues-Processing Costs



 Processed in B

from Selling Baxon


-----------------------------------------------------------------------




1,000



$  500




2,000



    850




3,000



 1,100




4,000



 1,200


Division C


----------------------------------------------------------------------



Pounds of Aldon
Revenues-Processing Costs



 Processed in C

from Selling Calmite


----------------------------------------------------------------------




1,000



$  600




2,000



 1,200




3,000



 1,800




4,000



 2,100




5,000



 2,250




6,000



 2,350

Required

1. Suppose there is no external market for Aldon.  What quantity of Aldon should Cheap Shot produce to maximize Cheap Shot's operating income?  How should this quantity be allocated between the two processing divisions?

2. What range of transfer prices will motivate Divisions B and C to demand the quantities that maximize Cheap Shot's operating income as determined in requirement 1, as well as motivate Division A to produce the sum of those quantities?

Transfer prices, goal congruence, external markets, capacity constraints.  Refer to the information in the Cheap Shot problem above.

Required

1. Suppose that Division A has the option of selling as much Aldon as it wants in a perfectly competitive market for $0.33 per pound.  To maximize Cheap Shot's operating income, how many pounds of Aldon should Division A transfer to Division B and to Division C, and how many pounds should it sell in the external market?

2. What range of transfer prices will result in Divisions A, B, and C taking the actions determined as optimal in requirement 1?  Explain your answer.

3. Assume the same scenario as in requirement 1, except that Division A's capacity constraint limits production to only 4,000 pounds of Aldon.  To maximize Cheap Shot's operating income, how many pounds of Aldon should Division A transfer to Division B and to Division C, and how many pounds should it sell in the external market?

4. What range of transfer prices will result in Divisions A, B, and C taking the actions determined as optimal in requirement 3? Explain your answer.

