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	Management Control Systems, Transfer Pricing, and Multinational Considerations

	
	


Transition Notes
The section on evaluating management control systems has been streamlined and rewritten as has the section comparing benefits and costs of decentralization. The material on distress prices in discussing market-based transfer pricing has been expanded. The illustration of cost-based transfer pricing using full cost as a basis has been rewritten. The section on negotiated transfer prices has been expanded.  
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I.
LEARNING OBJECTIVES

1. Describe a management control system and its three key properties

2. Describe the benefits and costs of decentralization

3. Explain transfer prices and four criteria used to evaluate them

4. Calculate transfer prices using three methods

5. Illustrate how market-based transfer prices promote goal congruence in perfectly competitive markets

6. Understand how to avoid making suboptimal decisions when transfer prices are based on full cost plus a markup

7. Describe the range over which two divisions negotiate the transfer price when there is unused capacity

8. Apply a general guideline for determining a minimum transfer price

9. Incorporate income tax considerations in multinational transfer pricing

II. CHAPTER SYNOPSIS

Chapter 22 discusses the links among management control systems, strategy, organizational structure, and accounting information. The costs and benefits of centralized and decentralized organizational structures are compared. Pricing of products transferred between different company divisions or departments is reviewed and the impact of transfer price on subunit and corporate profits is examined.

III. POINTS OF EMPHASIS
1. Students frequently are aware of the term management control system, but may not have a grasp of what it really is. They should understand the definition and properties of such a system.

2. Decentralization is a central concept in businesses with diverse operations. Students should be aware of the advantages and disadvantages of a decentralized management structure.

3. With the prevalence of decentralization, transfer pricing is prevalent. Students should understand the need for transfer pricing in a decentralized operation, the criteria to be considered in setting transfer prices, and the methods by which transfer pricing may be done. Be certain they understand that there is no final, correct way to do transfer pricing; as the environment changes, so will the transfer-pricing methods.

4. In an increasingly global economy, international issues in transfer pricing related to income and other taxes should be taken under consideration. The effects of different tax rates should be understood, along with strategies that are available to exploit these differences.

IV. CHAPTER OUTLINE

	LEARNING 

OBJECTIVE
	1

	Describe a management control system

. . . gathers information for planning and control decisions

and its three key properties

. . . aligns with strategy, supports organizational responsibility of managers, and motivates employees


	


1.1 A management control system is a means of gathering and using information to aid and coordinate planning and control decisions throughout an organization.
1.2 Some companies design the management control system around the concept of the balanced scorecard, with financial and nonfinancial information in each of the four perspectives of the scorecard:
· Financial perspective—stock price, net income, ROI 

· Customer perspective—customer satisfaction, repeat purchases, market share

· Internal-business-process-perspective—quality, downtime, defect rate

· Learning-and-growth perspective—Employee training, absenteeism

TEACHING POINT. In maintaining student awareness of the balanced scorecard, have them brainstorm measures that a good management control system would include in each of the perspectives. When they identify a measure, have them label it as financial or nonfinancial and explain why it is a useful measure as a part of that perspective. 

1.3 Most (if not all) companies will have the formal management control system and the informal system. The formal management control system consists of the explicit rules, procedures, performance measures, and incentive plans that guide the behavior of managers and employees.

1.4 The informal management system includes shared values, loyalties, and mutual commitments among members of the company, company culture, and unwritten norms about acceptable behavior.
TEACHING POINT. As time allows, explore aspects of the informal management system—how it can work for the company, and how it can be a detriment. Have the students identify elements of the informal system they have encountered in organizations they have been a part of. 

1.5 Effective management control systems should be closely aligned with the company’s strategies and goals and should fit the organizational structure and decision-making responsibility of individual managers.

1.6 Three key properties of an effective system are:

· Motivation—the desire on the part of managers and other employees to attain a selected goal, combined with the pursuit of that goal.

· Goal congruence—Individuals and groups work toward achieving the organization’s goal while working in their own best interests that align with the overall goals of top management..
TEACHING POINT. Observe that goal congruence is NOT the same as goal adoption. The employee has goals that are not the same as the company goals, but by working toward his/her goals the employee helps meet the company goals. 
· Effort—exertion toward achieving a goal. This goes beyond physical exertion to include physical and mental actions.
Refer to Quiz Question 1
	LEARNING 

OBJECTIVE
	2

	Describe the benefits of decentralization

. . . responsiveness to customers, faster decision making, management development

and the costs of decentralization

. . . loss of control, duplication of activities


	


2.1
A management control system must fit the structure of the organization. Although generally seen as beneficial, a decentralized system has additional issues to consider in the structure of its management control system.
2.2
Decentralization is the freedom for managers at lower levels of the organization to make decisions. Autonomy is the degree of freedom they have. 

2.3
There are a number of benefits to decentralization.
· There can be greater responsiveness to local needs. The manager on site should have a greater feel for what will sell in the store than someone in a corporate office thousands of miles away.

· Due to the short decision chain, decisions can be made faster, giving the company an opportunity to respond to opportunities more quickly.
· Subunit managers experience increased motivation when given the chance to exercise initiative.

· Giving managers more responsibility helps develop an experienced pool of management talent to fill higher-level management positions within the company.
· The subunit managers are more focused. Top management is free to spend more time and effort on strategic planning.

2.4
For all its benefits, though, decentralization is not without its costs.
· Decentralization may lead to suboptimal decision making when a decision to benefit one subunit is more than offset by the costs to the organization as a whole.

· Suboptimal decision making—also called incongruent decision making or dysfunctional decision making—is most likely to occur when the subunits in the company are highly interdependent.

· Suboptimal decision making also occurs when subunit managers do not have the necessary skills to do their jobs.

· Manager’s attention is focused more on the subunit rather than the company as a whole, and loyalties may lie with the subunit first.

· There is an increased cost of gathering information as managers may need to spend too much time obtaining information about various subunits within the organization in order to coordinate their actions.

· There may be duplication of activities as several subunits may undertake the same action separately.

2.5
In choosing an organizational structure, top management must compare the costs and benefits of decentralization.
· Decentralization in multinational companies presents a special challenge. Centralized control may be physically impractical due to languages, customs, cultures, business practices, rules, laws and regulations that vary from country to country.

· In addition, when decentralizing with multinationals, there is a risk from the lack of control.

2.6
A decentralized organization must have a measure of the performance of the decentralized subunits.

TEACHING POINT. In choosing the method to measure the performance of a decentralized unit, managers must remember that responsibility must be equal to control. Someone cannot be held responsible for what they cannot control. To use an example in class, you can select a student and say something to the effect that this student made a bad grade on the last test. But it wasn’t his fault, I am going to hold the poor test score against the student seated next to him. The students will immediately see how ridiculous this position is, and you can relate that to improperly holding someone in a company responsible for what is out of their control. 

2.7
As previously discussed in Chapter 6, there are four types of responsibility centers:

· Cost center—the manager is accountable for costs only.
· Revenue center—the manager is accountable for revenues only.
· Profit center—the manager is accountable for revenues and costs.
· Investment center—the manager is accountable for investments, revenues, and costs.
Refer to Quiz Questions 2 and 3
	LEARNING 

OBJECTIVE
	3

	Explain transfer prices

. . . price one subunit charges another for product

and four criteria used to evaluate them

. . . goal congruence, management effort, subunit performance evaluation, and subunit autonomy


	


3.1
A transfer price is the price one subunit charges for a product or service supplied to another subunit of the same organization. The product or service transferred between subunits is called an intermediate product, which may be worked on further, or sold to an existing customer.
TEACHING POINT. A cost center can be treated as a profit center by charging users for the product or service rendered by the subunit. For example, the Maintenance Department may charge internal users of its services a predetermined transfer price, allowing it to be accounted for as a profit center. 

3.2
There are four criteria used to evaluate transfer prices:

· The price should promote goal congruence.
· They should motivate a high level of management effort.

· The price should help top management evaluate performance of individual subunits.

· The transfer price should promote a high degree of subunit autonomy, if top management favors a high degree of decentralization.  
Refer to Quiz Question 4
	LEARNING 

OBJECTIVE
	4

	Calculate transfer prices using three methods

. . . market-based, cost-based, negotiated


	


Three methods for determining transfer prices are: market-based, cost-based, and negotiated.

· Market-based transfer prices can be used when there is an external market price for the product or service being provided. Frequently, this may be the price the unit charges outside customers.

· Cost-based transfer prices can be used based on the cost of producing the product in question. Various cost bases, such as variable production cost, variable and fixed production cost, or full cost may be used.

· Negotiated transfer prices may be used when the subunits are free to negotiate the transfer price between themselves and then to decide whether to buy and sell internally or deal with external parties. Obviously, the subunits have the greatest amount of autonomy under this system.

TEACHING POINT. Illustrate each of these three approaches by going through the Horizon Petroleum example in the text. Discuss which method each manager would prefer and why.
(Exhibit 22-1 summarizes Horizon Petroleum’s costs and prices in the two divisions.) 

(Exhibit 22-2 presents division operating incomes for each transfer-pricing method at Horizon Petroleum.) 

Refer to Exercises 22-20 and 22-21
	LEARNING 

OBJECTIVE
	5

	Illustrate how market-based transfer prices promote goal congruence in perfectly competitive markets

. . . division managers transacting internally are motivated to take the same actions as if they were transacting externally


	


5.1
Market-based transfer prices generally lead to optimal decisions when three conditions are satisfied: 
· the market for the intermediate product is perfectly competitive 
· interdependencies of subunits are minimal
· there are no additional costs or benefits to the company as a whole from buying or selling in the external market instead of transferring internally.
5.2
A perfectly competitive market exists when there is a homogeneous product with buying prices equal to selling prices and no individual buyers can affect these prices by their own actions. Using market-based transfer prices in this environment will allow a company to meet the four criteria of evaluating transfer prices.
5.3
When supply outstrips demand, market prices may drop well below historical averages. If this is a temporary condition, these low market prices are called distress prices. The existence of distress prices creates a problem for management in judging performance. Should they use the distress price or the long-run average price? 
Refer to Quiz Questions 5




         Problems 22-27 and 22-28
	LEARNING 

OBJECTIVE
	6

	Understand how to avoid making suboptimal decisions when transfer prices are based on full cost plus a markup

. . . in situations when buying divisions regard the fixed costs and the markup as variable costs


	


6.1
Cost-based transfer prices are helpful when market prices are unavailable, inappropriate, or too costly to obtain. In utilizing this method managers must determine the appropriate definition of full cost. They also must determine how much, if any, markup should be applied.

6.2
This approach can lead to suboptimal decisions. If the price is based on actual costs, the selling division has no incentive to control costs. 

6.3
Under the full cost approach, each subunit’s fixed costs must be allocated to products. This brings up a host of allocation questions similar to those discussed in Chapter 14—budgeted or actual cost rates? Have the correct activities, cost pools, and allocation bases been chosen?

6.4 
The product could be transferred at variable cost. This promotes goal congruence, but results in an operating loss for the supplying department.
6.5 
One approach to addressing this problem is for the purchasing department to make a fixed payment to the supplying department, in effect paying for using the capacity of the supplying department.

6.6
An alternative approach is to choose a transfer price that splits the difference between full cost and variable cost. This is a proration approach.
6.7
A dual pricing approach has been utilized by some companies. Realizing that there is seldom a single cost-based transfer method that meets the four transfer-pricing criteria, a dual pricing scheme uses two separate transfer prices to price each transfer between units. The selling division would get credit for full cost and the buying division pays market price. The difference is recorded into a corporate cost account.
Refer to Quiz Questions 6
	LEARNING 

OBJECTIVE
	7

	Describe the range over which two divisions negotiate the transfer price when there is unused capacity

. . . from variable cost to market price of the product transferred


	


7.1
The third method of determining transfer prices is a negotiated price. This transfer price is the result of a bargaining process between selling and buying subunits.

7.2
Under this approach each division manager is motivated to put forth effort to increase division operating income. However, disadvantages include the time and energy spent on the negotiations, plus the fact that one of the negotiators may have a bargaining advantage.
Refer to Quiz Questions 7 and 8
      
         Exercise 22-25; Problems 22-28 and 22-29
	LEARNING 

OBJECTIVE
	8

	Apply a general guideline for determining a minimum transfer price
. . . incremental cost plus opportunity cost of supplying division


	


8.1
In setting transfer prices, managers frequently find that there is no transfer-pricing method that meets all criteria. Market conditions; the goal of the transfer-pricing system; the criteria goal congruence, management effort, subunit performance, and subunit autonomy must all be considered.

(Exhibit 22-3 summarizes the properties of the different transfer-pricing methods.) 

8.2
The minimum transfer price should be the incremental cost of producing and transferring the product. The maximum transfer price would be the price available for external purchase.
8.3
Different situations call for variations in application of this general rule.

· With a perfectly competitive market and no unused capacity by the selling division, the transfer price should be the external market price, as the selling division has no incentive to sell it at a lower price.

· When there is an external market that is not perfectly competitive and there is unused capacity, capacity utilization can be increased only by decreasing prices. In this case, the incremental cost per unit would be an appropriate transfer price.

· When there is no external market for the product, any price between the incremental cost and the external price for purchase would fulfill goal congruence.

Refer to Quiz Question 9

      


         Exercises 22-22 and 22-26 
	LEARNING 

OBJECTIVE
	9

	Incorporate income tax considerations in multinational transfer pricing
 . . set transfer prices to minimize tax payments to the extent permitted by tax authorities


	


9.1
Transfer prices often have tax implications when the intermediate product is being sold or transferred between subunits operating under different tax rates. Income taxes are the major consideration, but payroll taxes, customs duties, tariffs, sales taxes, and value-added taxes, environmental-related taxes, and other government levies must be considered.

9.2
Income tax considerations dictate that total company income will be maximized when the transfer price results in the subunits with the lowest tax rate realizing the largest profit. However, managers need to be aware of financial accounting, tax, and other regulatory issues that restrict the prices that may be charged in these situations.

9.3
To meet these varying objectives, a company may choose to maintain one set of accounting records for tax reporting and another for internal management reporting. This often raises suspicions among the taxing authorities, so companies often resort to other management control techniques.
9.4
Tariffs are treated in a manner similar to income taxes—companies have incentives to lower transfer prices for products imported into a country to reduce tariffs on these products.

9.5
Another consideration in the international arena is that transfer prices are sometimes influenced by national restrictions on dividend- or other income-related payments to parties outside their national borders. By increasing the transfer price, the income can be reduced and more money removed from the host country without being subject to income-related restrictions.

Refer to Quiz Question 10

      

           Exercises 22-19, 22-23, and 22-24
 
V.
Other Resources

Please visit the textbook companion website at www.prenhall.com/horngren. To download these and other resources, visit the Instructor’s Resource Center www.pearsonhighered.com or access them on the Instructor’s Resource DVD (IR-DVD).

The following exhibits were mentioned in this chapter of the Instructor’s Manual, and have been included in the PowerPoint Lecture presentation created specifically for this chapter. You may use the PowerPoint Lecture presentations “as is”, or modify them to suit your individual needs.

Exhibit 22-1 summarizes Horizon Petroleum’s costs and prices in the two divisions.

Exhibit 22-2 presents division operating incomes for each transfer-pricing method at Horizon Petroleum.

Exhibit 22-3 summarizes the properties of the different transfer-pricing methods.

Download pdf images of textbook illustrations and exhibits from the Image Library or access them via your IR-DVD.

Solutions to Select End-of-Chapter Problems mentioned in this chapter, which have been fully worked out in PowerPoint, are available for download and included on the IR-DVD. 
CHAPTER 22 QUIZ

1. If management decides to pursue an unwise goal, the management control system for that company should

a. reinforce this company goal.

b. be scrapped because an unwise goal will harm the company and should not be reinforced with a systematic approach.

c. not be changed from the previous wise goals to incorporate the current unwise goal.

d. not tie the managers’ reward to the pursuit of an unwise goal.

2. Which of the following is not a benefit associated with decentralization?

a. Quicker decision making

b. Increased motivation of subunit managers

c. Increased competition among managers

d. Greater responsiveness to local needs

3. Which of the following is a cost associated with decentralization?

a. Not enough time spent in gathering information about different subunits of the organization

b. Decreased loyalty toward the organization as a whole

c. More management development and learning

d. Lack of day-to-day involvement by top management in operating decisions

4. [CPA Adapted] In a decentralized organization in which subunits may buy goods from one another, the transfer-pricing system should be designed primarily to 

a. allow subunit managers to buy from external parties.

b. increase the consolidated value of inventory.

c. minimize the degree of autonomy of subunit managers.

d. evaluate performance of individual subunits and their managers.

5. [CPA Adapted] In order to motivate subunit managers to exert effort to maximize their own subunit’s operating income, interdivisional transfers of a product preferably should be made at prices

a. equal to fully allocated costs to the producing subunit.

b. equal to the market price of the product.

c. equal to variable costs of the producing subunit.

d. negotiated by top management.

The following data apply to questions 6–10. 

The Santa Fe Manufacturing Company has two divisions in Kansas, the Holton Division and the Derby Division. Currently, Derby buys a part (10,000 units) from Holton for $16 per unit. Holton has purchased new equipment and wants to increase the price to Derby to $18 per unit. The controller of Derby claims that she cannot afford to go that high, as it will decrease the division’s profit to near zero. Derby can buy the part from an outside supplier for $16 per unit. The incremental costs per unit that Santa Fe incurs to produce each unit are Holton’s variable costs of $12. Fixed costs per unit for Holton with the recent purchase of equipment are $5. 

6. Holton has no alternative uses for its facilities. Should Derby continue to buy from Holton or buy from the external supplier?





Company as a whole


Derby Division only

a.
Buy from external supplier
Buy from external supplier

b.
Buy from external supplier
Buy from Holton Division

c.
Buy from Holton Division
Buy from Holton Division

d.
Buy from Holton Division
Buy from external supplier

7. If Santa Fe would prefer to negotiate a transfer price between the divisions, what range of transfer prices would be used?

a.
$12–$16
b.
$12–$17
c.
$12–$18
d.
$16–$18

8. If Holton could use its facilities for other manufacturing operations, that would result in monthly cash operating savings of $45,000. What would be the advantage (disadvantage) to Santa Fe?

a.
$(25,000)
b.
$5,000
c.
$20,000

d.
$25,000

9. If Holton has no alternative uses for its facilities and the external supplier drops the price to $11 per unit, what should be done from the point of view of





Company as a whole


Derby Division only

a.
Buy from Holton Division.
Buy from external supplier.

b.
Buy from external supplier.
Buy from Holton Division.

c.
Buy from external supplier.
Buy from external supplier.

d.
Buy from Holton Division.
Buy from Holton Division.

10. Assume the Derby Division is located in England rather than Kansas. The income tax rate used in England is 45%, whereas the effective income tax rate is 30% in Kansas. Which cost would be the best transfer price for the company as a whole (based upon original data)?

a. Full cost of $17

b. Market price of $16
c. Variable cost of $12
d. The price that best promotes goal congruence

CHAPTER 22 QUIZ SOLUTIONS
1.
a

2.
c

3.
b

4.
d

5.
b

6.
d

7.
a

8.
b

9.
c

10.
a
Quiz Question Calculations
8.
External Price


$16




Incremental cost to make
  12

Additional cost to buy
     
    4


$4 (1000 units 


$40,000 additional cost  

Income from alternative use
  45,000


Advantage to buy

$  5,000
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