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TRANSFER PRICING POLICIES IN INDIAN COMPANIES 3
. A SURVEY

INTRODUCTION

As the size and diversity of operations increase in
an organisation, it becomes impossible for a single group of
execuﬁiues at the central office to take all operating deci-
sipns on time. It becomes necesseary to delecate decision
making authority to the lower lsvel executives or in other
words, companies have to decentralise. Degentralisation,
however, brings with it the need for an effective system aof
planning and control. One very effective system of planning
and control is the creation of 'responsibility centres'
within the arganization with the head of each centre being
responsible for the goals set for it. A profit centre refers
to a responsibility centre where the manager is evaluated
on revenues as well as costs or profits, in short. The
ideal profit centre would have its pwn manufacturing,
marketing, R&D, and administrative set up, with total
operating freedom an what goods to purchase and sell at
what prices. 1In EFFE?t it will be a mini-company which
can exist without the corporate structure. However, such
situations rarely exist in the Indian context. It is
common to find interdependence between several profit

centres with transfer of goods and services acrpss them.
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Usually such transfers ere treated as notional sales and
purchases by the transferring (selling) aznd transferee
(buying) profit centre, respectively. The selling divisian
gets some credit for what it hzs sold and the buying division
beers the corresponding cost. This is échieved by fixing a
‘price' for the goods and services transferred. Such
'prices! are usuelly celled transfer prices. Transfer

prices cen be Jds=d as =2 tool for @

a., Measurement of the profit made by the profit
centre wnich can then be used as an indicator
af the performence of the division.

be Mptiveting the divisicnal manager im the desired
directions. E.g., in a company operating on a
Jjob order basis, transfers between the plant and
the marketing division were priced at full cost.
Inumerable canflicts arose between the marketing
people who warnted rush arders and the production
people who uanted z steady and stable production.
When the transfer pricing mechanism was modified
to transfer the excess set up cost to the sales
department, the number of rush orcers dropped
significantly since the sales peaple could now
have & better idea of the total cost involved in
prccessing a rush order.

c. PManasgement Contrpl. Since the transfer prices
significently affect the divisional profits {(note
that the overall caompany profit will not change
if the transfer prices arc changed), each divisi-
agnal manager will, at the time of fixing the
transfer price, critically examine the assumptiaons
about the yield, efficiency, and other standards
relating to their operaticns. Also an atmosphers
of openness is created in the company asdivisional
menagers will try to examine the other divisions'’
operations as well. All this plus the fact that
trensfer price fecilitates the computation of a
compréhensive measure such as profit have made
this a velid tocl of management control.
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Given the importance of transfer prices, the top
management should fix a transfer pricing policy only after
considering in detail the effect such a policy will have on
the actions.of the divisional managers. tspecially, the
following guidelines have to be kept in mind while fixing
transfer prices

i. The transfer price should mesasure the econaomic

performance of a division @8. accurately as

possible.

ii. It shpuld motivate divisional managers to take
goal congruent decisions, i.e,, the actions taken
by the divisional managers to maximize divisipnal

profits should also maximize corporate profits.

iii.It should be easy to understand and administer.

A major objective of this study is to describe the
current practices amongst Indian compahies with regard to
their transfer pricing policiesl. To provide a perspective
for this study, we shall briefly deal with the varipus
transfer pricing alternatives and their pros and cons; on

a theoretical plane.

N

TRANSFER PRICING MECHANISNMS
Transfer pricing policy has tuo components =- one
relates to sgurcing and the other relates top pricing.

fhe sourcing decisicn takes the form of allowing or not
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allowing the buying division te buy from outside and the
selling division toc sell ogutside. As regards pricing,
companies have severél alternatives as depicted in figure

l., We sheall cansider seome of these altertnatives below.

Market Price Based Transfers: This will yield the clossest

approximation to5* the division's real profit.

Under this procedure, the selling and distribution expenses
are usually deducted from the market price since these
wauld not be incurred onm an intsrnal sale, Market priées
provide a2 good check con the afficient functioning of both
the buying as well as gelling divisions and should be used
as a basis of transfer price, wherever possible. This is
especially the case when sourcing flexibility (in terms of
buying and selling the internally transferred products
outside the company) is available to the divisicns. Market
price based transfers are not feasible for several companies

due to the fpllouinc reasons :

i. Market price may be difficult ts obtain either
because a similsr product is npt eveilable in

the market or for some gther reasons.

ii. Market prices ere affected by the volume of
trade. For different ;volumes of geoods trans-

ferred, market prices could differ.

iii.Market prices can be distorted during times of

temporary glut or shortags.
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FIGURE 1

TRANSFER PRICING ALTERNATIVES

Competitor's Price

Market Price -List Price

r-_"'” Sased

Recent Bid Price

TrgngFer Gthe s
Pricing e
Rlternatives
Variable
Actual Cost
. EDSt Full
Cost Based Cost
Full
Standard Cost plus
Cost Margin

Others
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But wherever such market price based transfers are
possible, they do motivate divisions to be efficient and

effective.

Cost Based Transfers: Although market prices provide the

best basis for fixing transfer prices, all tco freguently
competitive market prices may not exist for the intermediate
good. In such and similar situations transfer prices are
based on costs, and inevitably lead to conflicts of interests.
I1f they are based on standard costs, the effectiveness of

the standards will be gquestioned and if based om actual
costé,”the.operating inefficiencies of division are passed

on to &ncther,

Variable or marginal cost has been advacated as the
basis when the compény is not operating at full capacity.
The opponents of this system argue that in the short Tun,
it may suffice but in the long runm, the full cost of the
product is to be recovered and full cost is better than
margina. cost as a basis of transfer price. Full cost
pricing may, howevcr, lead to suboptimal decisions by the
divisional manager. Inm an under-utilised company, assume
Bivision A sells goods to division B at Rs.80 (Rs. 50
variable and Rs.30 fixed). Division B processes it further
at a cost of Rs. 40 (Rs, 20 fixed, Rs. 20 variable). An

offer to buy the good at Rs. 90 were made to division B
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which would refuse it because it is below its variable
cost (Rs. B0 + Rs,20). Houwever, to the company as a whole

the deal has a positive contribution.

Full cost plus & profit margin is then advocated as
the best approximetion to market price. 1In addition to
the problem faced in the full cost method, one has to
decide on how to arrive et a ressonable margin? Sheuld it
be on divisional ROI or corporate ROI or based on some other
method? éuch problems have led to little acceptance of this

method as indiceted later in this paper.

A number of medifications have been suggested to
resoiue the problems in cost based transfer pricing.
Prominent among them is a 'tuwo step model' (Ahthqny and
Deardon, 1976) which advocates transfer of goods at standard
variable cost plus a bulk of trans%er of standard fixed costs.
This method would provide the right kind of cost data for
the buying division tc teke short term as well as long term
pricing decisicns. E.g., in the short term, the buying
division ‘would price on variable cost which would also be
the variable cost for the company as a whole unlike the

example given earlier for 'full cost'transfers.

METHODOLOCY

Methodology included both an administration of a
queétionnaire as uel}las field intervieuws in se%ected
companies.- The data collection was done in three phases

as indicated below:
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Phase 1: Oince only the large corporations a;e'likely to
egperience the problems singled cut for study, the top 100
companies in the private sector and the top 50 companies in
the bublic sectorz were chosen as potential research sitesz.
A letter was sent to the Chief Executives of these 150
companies asking them for informaticn on a)} whether the
company has more than one.profit centre, and, if so; b)
“whether the company would like to participate in this
study. This phese was intended to select the likely candi-
dates who would provide the kind of information required for
this study. We had responsés from 105 companies (e 70%
response rate). This high response rate may be attributable
tc a proper identification of the target froup, the procedure
of mailing the letters directly to the Chief Eﬁecutives in
ttheir personal name, and an incressed awareness and interest
amongst Indian companies in the use of formal control
systems. Table 1 presents a summary profile of the 105
respondents. for Phase 1I, we only contacted the 71 companies
which hauF more than one profit centre since companies
where the antire uni% is treeted as a profit pentre do not

have transfer pricing problems.

Phase I1: A detailed guestionnaire (a2 copy enclosed as
Appendix &) was to the 71 companies selected in Phase I.
The questionnaire spught information on the current'practi-

3
ces of companies with regard to their transfer pricing
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TYPOLOGY OF COMPANIES RESPONDING
TO ONE PAGE QUESTIONNAIRE

Page 9

. . More than
Organised One Profit . :
One profit TOTAL
by Centre Cont re , .
DIVISIONS 13 53 66
DEPARTMENTS 21 18 39
+
[ TOTAL 34 71 105 4

NOTE 1. A division is an unit wHch deals with one or

more products and which usually has available

within it manufacturing, marketing and gther

departments.

A department is an unit responsible for a

single functipn.

marketing,

etc.

~

Examples may be 3

manufacturing,
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palicies, it_uas_sent to the person whose name was
suggested by the Chief Executive in his'reply for future
contact. We got back 42.questionnaires (a 60% response
rate) out of which 41 were .useable. We further collected
data on the annual sales of these 41 cbmpanies'?rom their
latest Annual Report. The sales figure uas gsed as a proxy
for the size of the company. We also classified these
companies by their type of 'ounership'{such eas family-puwned,

public sector, etc.).

Phase 111: Based on e preliminary analysis of tne gues =
tionnaire responses, 24 companies uere salected fpr ﬂzeid
interviews. The head of the contro® furiction (Usually
designated as Chief Accountant, Finance Director, and so on)
'in each of these companies was interviewed. The intervieu
was open ended, though a list ¢of issues_uefe prepared based
on the guesticnnaire responses. A major objective of thése
interviews was to elicit more information con the rationale

for their current transfer pricing policies.

RESULTS

Number of Profit Centres: Table 2 presents the analysis of

number of profit centres in each of the 41 respondents and
it also relates the number of profit centres in a company to
its size and its ouwnership type. UWe notice that large

‘organizations have a greater number of profit centres.
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Our field intervieuws revesled that product diversity is =a
mere crucial determinant of the numbe of profit centres

in a-company, It, therefor , follows that the size and
diversity are closely related, at least in the companies
included in this study. However, we dpo not notice any signi
ficant relaticnship between the.type of ownership and the
number of profit centres in a company. That is teo say,

that the extent of decentrelization in a company is.not
significantly influenced by its ouwnership type. This finding
goes counter to the popular notion that femily-owned under-
takings are not as decentralized as, sesy, a multi-national

subsidiary.

Significance of transfers: In Table 3, we notice that 4

of the 41 companies do not have any transfer of goods or
services acrgss profit centres and as such, these 4 companies
are excluded from further analysis. UWe also see from Table

3 that neither the number ¢f profit centres in a company nor

its owrership type seem to affect the significance of transfers.
In fact our field intérvieuws revealed that product inter-
dependence amongst divisions (in terms of vertical integration,

etc) affects significance of internal transfer.

Transfer Pricing Policy: Table 4 presents the basis

Folléwed by companies in setting transfer prices. We

find that the market price based transfers are the most
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BASIS FOR SETTING TRANSFLR PRICES

Basis for

TYPE OF

OWNERSHIP |

S4LES
{IN CRORES OF RS.)

Setting
Transfer
Prices

Pub-

fFami=-
lic .

"ot hd!

MNC{DrSH

| ; Greats
130—‘ 50~ than

0-300 50 | 100

TQTAL
!i

a) MARKET PRICE
i) Competitor's
Price
ii)tist Price
#i )Most Recent
Bid received

iv JAny other

T e AR g ey iy - S i P

b) VARIABLE
MANUFACTURING
CDST

i, . S . iy i Ty

FULL MANUF4-
CTURING COST

FULL COST
(INCLUDING
SELLING &

- —

FULL MANUF&-

CTURING CO097

PLUS & PROFIT
MARGIN
Prafit
return
stment
ii)Prefit
return

iii) Corporate returd
cn investment

i)

centres
cn inve-~

centres
-on sales

iv)Cerporate returd
on sales

o

e e i o B i e e 2 e e i e

------

-

5

———

——— e  m — ————

e e ] T ———

|

6 ? 5
f

N

i
4

|
|
g
|

__WA——-_H—-_—ﬂ~—__

[ 100

T

3 3

ol = o b

s s e ] i g . e

16

—— - ———

3%

3%

™
TDTEL

34

100%{

Note:

Four companies had npo trensfers across profit ceptres. In addition

. three companies were not included in this table since their transfer
pricing policies were fixed from outside the company. Thus we have cnly

tabulated 34 out of our 41 respondents.,
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nopular with 47% of the companies Follouing this methodn.
But this phenomenon is stiil not satisfzctory if we
consider the fact that 67% of bur respondents said that

a similar product was availeble outside. This is further
compourded by the fact that only 17% of th. companies gave

o

their managers freedom fc sell their products outside instead
of transferring them internally and similarly only 52% of the
companies were given freedom to buy from outside uwhat they
can acquire internally. Our field interviews could not
generate satisfactory explanations neither for the sourcing
policies of companies with similer products aveilable in the

market nor for the non-use of market prices as transfer

prices by such companies.

Full manufacturing cost (41% of the companies) is the
next most popular basis. Only two companies followed
variable manufacturing cost as a basis. This was justified
since:these tun compenies have not operated et or near full
capacity for the past few years and hence variable caost
beccme the relevant cost for decision making. Neither sizeA
ne ownership type seem to affect the transfer pricing
policy. However, a notgble exception is the public sector
units which seem to follow a full cost system. 0Out field
interuiews pocinted out that transfer prices are sometimes
imposed on these comﬁanies by the government when goods are

transferred frem the refinery to the marketing division.
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Actual Vs, Standard Cgcsts: Very surprisingly, 44% of the

com-anies using 2 cost based system for transfer pricihg
did so on actual costs (see Table 5). Though this issue
was probed in the personal interviecuws, no satisfactory
answers could be given as to why they used actual costs.
This phenomenon cocurred in all the public sector units
included in this study. Such a practiec is nct desirable
since under this system, the efficicncy or inefficiency
of one division is likely to be passed to another. While
advocating the use of standeard costs, we might note that
standards should not be revised down if a department is
able to reduce costs through innovations since such a revision

would curb creatidity amongst managers.

Rigidity in enforcing tramsfer pricing formula: From Table

6, we find that small organizations tend to be more flexible
on their transfer pricing policies than larger ones. This
may be due to the compluxity of operations in large crgani-
zatichs.
CONCLUSION

From the abpve giscussions, we find that transfer
pricing is an issue influenced by very many factors. Judging
by the number of companies using transfer prices and the

enthusiasm shoun by the cpntrollers to better their system
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TABLE 5
B4SIS FOR FIXING COST BASED TRANSFER PRICES

_ ShLES TYPE OF )
Basis for (IN CRORES OF RS.) | OWNERSHIP B
Fixing i [ ' : TOTAL] %
Cost Based Greater
Transfer 030 {30-50 | 50-100| than Public| Family| MNC | Others}
Rates 100
kctual , - -
gual 1 2 3 2 3 3 12 - 8 44%
Standard \ ) i
Cost 4 2 | 2 2 - | 2 2 6 10 | S6%
TOTAL 5 4 5 4 3 5 4 6 18 100%
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we can bonclude that transfer pricing is a very important
issue in Indian industry though we have not been very
successful in an attempt tc explain why a particular

firm usecs a partiEular trensfer price. An znswer to this
question would be of immense use for practicing managers
inveolved in eﬁcluing and administering transfer prices
and hence this tcpic offers immense potential for future

research,
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FOOTNOTE

Though & few studies nave been done in the U.S. on the
transfer pricing practices of Americal Companies
(Solomon, 1968; Vancil, 1979), no systematic effort

has been made in India on this topic so far.

Publiec sector companies have spcip-economic objectives.
For the purpose of this study, we sought information
from these companies only on the financial eriterisa

they used for performance measurement.

These campanies were selected based on the Economic

Times List of Industrial Giants for the year 1979,

The detailed questicnnaire weas pre-tested on a group
of 20 executives whco participated in an Executive
Development Programme at the Indian Institute of
Managehent. The questignnaire was further pre-tésted

on a few companies in Ahmedabad.
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APRENDIX A

SURVEY WUESTIONNAIRE ON FINANCIAL MEASUREMENT
PRACTICES IN INDIAN COMPANIES

NAME OF THE COMPANY

Please adopt the follwoing definitians in inerpreting some keywords
used in the questicnnaires .

Division is a unit that is responsible for one or more of °
the company's 'businesses' or 'productlines', 1t usually
has its oun marketing, production and financial staff, It
may be called 'subsidiary?, 'group’, or by other names in
your company. '

Furnctional Department is a unit performing a single function,
Exanples may be marketing, production, R & D, ete.

Brofit Centre is a division op a functional department
which is svaluated aon the net profit it makes i.e., it
is held responsible for both revenues and cgsts,

Prodycts are tangible goods such as components, sub-
@ssemblies, spare parts ete,

If you wish to qualify/slaborate your answars through additional
comments, please do not hesitate to do so. Such comments may prove
very helpful in aiding us aprrive at maaningful conclusions.



Please tick (/) the appropriate box

How many profit centres does your company have?

2-3L.7 4 -5 L/ greater than 5 Lt

TRANSFER PRICTNG

When one profit centre transfers products to another, it becomes necessary
to attach “prices" to the.e transfers. Such "prices" become 'revenues'
for the 'selling' profit centre and ‘costs’ for the ’buying' profit centre.
We shall refer to these "prices" as transfer prices.

1.1 Does your company have different transfer pricing policies for
different products?

Yes [/ _7 No [ 7
If yes please select two major products which have differing
transfer pricing policies, If no select a major product and provide
your answers in the column marked Product I.

1.2 The amount of product (s) transferred account for:

Percentage of the total - )
turnover of the selling Product I .. Product II
division,

60 - 20%

20 - 40%

Greater than 40%




Product'i Product II

The transfer prices for the products you
have selected are based on: .

1.3.1 Market Price _ Yes

N
y

. No
If it is based on market price,
the *market price' use? is deri-
ved from '
* Competetiors' price
* Your list price
*  Most recent bid réceived

* Any other (please-specify)

[
(2]
N

[

Variable manufacturing cost

[
L
w
-
17}

Full manufacturing cost

,

NENRVRARNRARY
NRUNERNRARY

1.3.4 Full manufacturing cost plus a
share of selling and distribu-
tion expenses

|

1.3.5 Full manufacturing cost plus a
profit margin Yes

No

g0
00

If yes the margin is based on:
* Profit centres return on inve-
stment
Profit centres return on
_ sales
*. Corporate Feturn on-invest-

* Corporate-return on ales
* Any other (please speéif&)
1,3.6 Negotiated between divisions

1.3.7 Any other (please specify)

QOQQQ QY
T QLG OQ



|

i

—
=]

|

|

[

If the transfer price is based on costs,
it is based on:

Actual costs

Budgeted/Standard costs

Is the above transfer pricing mechanism rigidly

enforced or does it only act as an input in
determining the actual transfer price?

The price derived is rigidly enforced
‘The price derived only acts.as an input

Is a product similar to the one you have
selected available outside the company?

Yes, a similar product is available
No, a similer product is not available
If No, please proceed to Q. 1.9
If Yes, please continue

Does the 'selling centre' have the freedom
to sell the product in the outside market?

It has complete freedom to do 50
It does have partial freedom to do so
It does not have the freedom to do so

Does the 'buying centre' have the freedom
to purchase the product from outside market?

Yes, it does have complete freedom to do 80
It does have partial freedom to do so
It does not have the freedom to do-so

Is the capacity of the'selling centre' under-
utilised ' ‘

Yes, it is under-utilised

No, it is not under-utilised

Product I Product IT

L7
LT

7
LT

L Q

00 Qoo

Q00

UG

7
L7

7

00

NININ



