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TRANSFER PRICING 

The price which one sub unit of an organization charges for a product or service supplied to 

another sub – unit of the same organization. The transfer price is the revenue of the transferor 

and transferred in variable cost for transferee. 

The units of an organization can be expressed as: 

(a) From one department to another department of the same company.  

(b) From one division to another division of the same company.  

(c) From one company to another company in case of group companies. 

 

The process of computation of Transfer Price is known as Transfer Pricing. 

 

PARTIES TO A TRANSFER: 

(a) Transferor  

(b) Transferee  

(c) Head Office or Investment Centre (which regulates the transfer pricing policy). 

 

METHODS OF TRANSFER PRICING: 

The method of transfer pricing depends on whether the transferor is a cost centre or a profit 

centre. If it is a cost centre then transfer will take place at cost (may or may not include fixed 

cost). If it is a profit centre then transfer will take place at a sale price. For the determination of 

selling price, different techniques are available:  

A. Pricing At Cost Price:  

a. Absorption Costing Pricing: The transfer price comprises of (Actual prime costs + Overhead 

recovered + Mark up).  
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b. Marginal Costing Pricing: Here transfer price is = Variable Costs + Contribution.   

 

B. Pricing at Market Price: The transfer prices of goods and services are based on competitive 

market prices. 

C. Pricing at Bargained or Negotiated Price: Each decentralized unit is considered as an inde-

pendent unit and transfer price are arrived at by negotiations or bargaining between the buying 

division and the selling division. This system fosters a business like attitude amongst the divi-

sions of the company. 

 

OBJECTIVES OF THE TRANSFER PRICING TECHNIQUES – RESOLVING THE CONFLICT: 

Conflicts generally arise between the responsibility managers and the company due to forces of 

competition between them. Decentralization implies the freedom to make decisions and the 

top managements should not interfere with the decision making process of subordinates 

heading different units.  

The management of such companies also expects that each division should not only achieve its 

own objective necessary for evaluating the performance but should also achieve the objective 

of goal congruence. 

 

REMEMBER THE FOLLOWING: 

 

(i) If the sale price of transferor in external market is greater than the purchase price of 

transferee then no transfer will take place between them as their individual activities will 

maximize the group profit. 

(ii) If the transferor has some idle capacity, the transferor will produce the goods for transferee 

and the minimum transfer price will be the variable cost of production. If the variable cost of 
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production is less than the purchase price of the transferee then the product should be 

produced by transferor and transfer must take place as it would maximize group profit. 

(iii) To fix the transfer price on the basis of negotiation, apply limiting factor or incremental 

revenue and differential cost approach to identify the best transfer price for the profit centres. 

(iv)  If the nature of capacity of a particular department is not given in the question then always 

assume that such department has sufficient idle capacity. 

(v) If the output of the transferor has a competitive market or a profit centre and capacity 

utilization is not given, then always assume that 100% capacity is being utilised for external 

customers i.e. no spare capacity exists for the purpose of transfer. 

 

Dual Rate Transfer Pricing System: 

“With a Dual Rate Transfer Pricing System’ the Receiving Division is charged with marginal cost 

of the intermediate product and “Supplying Division is credited with full cost per unit plus a 

profit margin”.  Accordingly Division “DX” should be allowed to record the transactions at full 

cost per unit plus a profit margin. On the other hand Division “DZ” may be charged only 

marginal Cost. Any inter divisional profits can be eliminated by accounting adjustment 

 

Impact: 

 Division “DX” will earn a profit on inter Division transfers.  

 Division “DZ” can chose the output level at which the marginal cots of the product ”X” is 

equal to the net marginal revenue of the product ”Z”. 

 

Two parts Transfer Pricing System:  
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“ The Two part Transfer pricing System” involves transfers being made at the marginal cost per 

unit of output of the supplying Division plus a lump-sum fixed fee charged by the supplying 

Division to the receiving Division for the use of the capacity allocated to the intermediate 

product:.  

Accordingly Division “DX” can transfer its products to Division “DZ” at marginal cost per unit 

and a lump-sum fixed fee. 

 Two part Transfer Pricing System’ will inspire the Division “DZ” to choose the optimal 

output level.  

 This pricing system also enable the Division “DX” to obtain a profit on inter Division 

transfer.  

 

CRITERIA FOR FIXING TRANSFER PRICING:- 

(i) External Capacity not fully utilized = Variable Cost  

 

(ii) Capacity fully Utilized  

 

a) If single product :-   Selling Price (–) Selling Expenses 

b) If multiple product: - Variable cost + Opportunity cost (measured on the basis of Product 

actually sacrificed)   

  

(iii)  If no market for Intermediate product  

     Cost of supplying division of optimum level 

(-) Cost of the supplying division at previous output level / Difference in Output (This would be 

equal to Variable cost when Fixed Cost is same at all levels) 

 

Note:-  
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(i) Ignore Variable Selling expenses on Inter Department Transfer  

 

(ii) In case of (ii) above If selling expenses is not given we have to assume some % as selling 

Expenses but it should not exceed 5% .  

 

QUESTIONS FOR PRACTICE 

 

Q-1 Fasteners Ltd is having production shops reckoned as cost centres. Each shop charges other 

shops for material supplied and services rendered. 

The shops are motivated through goal congruence, autonomy and management efforts. 

Fastener ltd is having a welding shop and painting shop. The welding shop welds annually 

75,000 purchased items with other 1,50,000 shop made parts into 12,000 assemblies. The 

assemblies are having variable cost of Rs  9.50 each and are sold in market at Rs  12 per 

assembly. Out of the total production, 80 % is diverted to painting shop at same price ruling in 

the market. Welding shop incurs a fixed cost of Rs  25,000 per annum. The painting shop is 

having fixed cost of Rs  30,000 and its cost of painting including transfer price from welding 

shop comes to Rs  20 per unit. This shop sells all units transferred to it by welding shop at Rs  25 

per assembly. 

 

You are required to: 

 

(a) Find out profit of individual cost centres and overall profitability of the concern. 

(b) Recommend course of action if painting shop wishes to purchase its full requirement (at 

market price which isRs 10 per assembly) either from open market or from welding shop at 

market price ofRs 10 per assembly. Assume that the welding shop can still getRs 12 on the open 

market but cannot increase its sales in the open market beyond the existing levels. 

 

Q-2 The two manufacturing divisions of a company is organised on profit centre basis. Division 

X is the only source of a component required by Division Y for their product P. Each unit of P 
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requires one unit of the said component. As the demand of the product is not steady, orders for 

increased quantities can be obtained by manipulating prices. The manager of Division Y has 

given the following forecast: 

Sales per day 

(units) 

5,000 10,000 

 

15,000 20,000 25,000 30,000 

Average price 

per unit of P (Rs)  

393.75 

 

298.50 247.50 208.50 

 

180.00 150.75 

 

The manufacturing cost (excluding the cost of the component from Division X) of P in Division Y 

is Rs 14,06,250 on first 5,000 units and Rs 56.25 per unit in excess of 5,000 units. 

Division X incurs a total cost of Rs   5,62,500 per day for an output upto 5,000 components and 

the total costs will increase by Rs   3,37,500 per day for every additional 5,000 components 

manufactured. The manager of Division X has set the transfer price for the component at Rs   90 

per unit to optimize the performance of his Division. 

Required: 

(i) Prepare a divisional profitability statement at each level of output for divisions X and Y sepa-

rately. 

(ii) Find out the profitability of the company as a whole at the output level where: 

a. Division X’ s net profit is maximum 

b. Division Y’s net profit is maximum. 

(iii) Find out at what level of output, the company will earn maximum profit, if the company is 

not organized on profit centre basis. 

 

Q-3 Division A is transferring 10,000 litres to Division B. Division B is producing 4,000 units from 

it and transfer it to division C. 

 Variable Cost per unit (Rs) Fixed Cost per unit (Rs) 

Division A (10,000 litres)  10 8 

Division B (4,000 units)  15 12 

Division C (4,000 units)  4 9 
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If the transfer price is set at 20 % above the total cost of the profit centre, find the group profit 

– 

(a) When all the divisions are profit centres. 

(b) When only Division B and C are profit centres. 

 

Q-4 A company specializes in providing marketing, data collection, data processing and 

consulting service. The company is divided into divisions that provide services to each other and 

also to external clients. The performance of the Divisional Managers is measured against profit 

targets that are set by central management. 

 

During October, the consulting division undertook a project for the company. The agreed fee 

was Rs  15,500 and the costs excluding data processing were Rs  2,600. The data processing, 

which needed 200 hours of processing time, was carried out by the Data Processing (DP) 

division. An external agency could have been used to do the data processing, but the DP 

division had 200 chargeable skilled hours available in October. The DP division provides data 

processing services to the other division and also external customers. The budgeted costs of the 

DP division for the year ending 31st December 2009 which is divided into 12 equal monthly 

periods are as follows: 

 

Variable Costs:   

Skilled Labour  Rs 1,20,000 

Semi – skilled labour  Rs 96,000 

Other processing costs Rs 60,000 

Fixed Costs:  Rs 2,40,000 

The costs are recovered on the basis of chargeable skilled labour hours (data processing hours).  

Budgeted Skilled labour hour for the year is 6,000. The DP division’s external pricing policy is to 

add a 40% mark-up to its total budgeted cost per chargeable hour. 
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During October 2009, Actual labour costs incurred by the DP division were 10% higher than 

expected but other costs were 5% lower than expected. 

Calculate the total transfer value & profit of each division that would have been charged by the 

DP division to the Consulting division for the 200 hours on its project, using the following bases: 

(i) Actual variable cost ; 

(ii) Standard variable cost + 40% mark-up ; 

(iii) Market price. 

 

Q-5 The relevant data for a period in respect of one of the Divisions of an enterprise, 

manufacturing a single product, are as follows: 

 

Product Cost:  

 

Variable                                                                            Rs 2 per unit  

 

Fixed                                                                                   Rs 80,000 upto 2,80,000 units  plus Rs 

                                                                10,000 above 2,80,000 units 

Assets: 

 

Working capital                                                                  Rs 1,00,000  

 

Fixed Assets                                                                         Rs 2,00,000  

 

The desired rate of return on the capital employed by the enterprise is 30% & the Divisional 

Manager has fixed the selling price of the product at Rs   2.5 p.u. Present demand is 2,80,000 

units. 

 

Required: 
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(a) Calculate the number of units which the Division should produce and sell in order to achieve 

the target return. 

(b) The product is also used as raw material in another Division of the same enterprise. It is pro-

posed that out of the total units should be manufactured as at (a) above, 80,000 units will be 

transferred at a price subject to discussion between the two Divisional Managers. The 

transferee is insisting that the price be fixed at Rs  2.30 per unit, which is the price at which it 

can be procured from the market outside. On the other hand, the transferor states that if no 

transfer is made and production is curtailed accordingly, there will be reduction in fixed cost to 

the extent of Rs  10,000. 

 

You give your comments regarding the proposed transfer price of Rs   2.30 per unit. 

 

(c) In case it is agreed that the transfer to the other Division be made at a price of Rs   2.30 p.u.: 

 

(1) At what price should the transferor sell the remaining units so as to maintain the desired 

return of 30% ? 

 

(2) How many more units should it produce assuming that this will not change the fixed cost, 

the asset cost or the selling price, so as to maintain the desired return of 30%? 

 

 

Q-6 Your company fixes inter - divisional transfer prices for its products on the basis of cost, 

plus a return on investment in the division. The budget for Division A for 2008 – 2009 appears 

as under: 

 

Investment in Division A Rs 

Fixed Assets  5,00,000 

Current Assets  3,00,000 

Debtors  2,00,000 
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Annual Fixed cost of the division  8,00,000 

Variable cost per unit of the product 10 

Budgeted Volume (units per year)  4,00,000 

Desired ROI  28 % 

 

Determine the transfer price for Division A. 

 

Q-7 A Company is organised into two large divisions. Division A produces a component which is 

used by Division B in a final product. The final product is sold for Rs   400 each. Division A has a 

capacity to produce 2,000 units and the entire quantity can be purchased by division B. 

 

Division A informed that due to installation of new machines, its depreciation cost had gone up 

and hence wanted to increase the price of the component to be supplied to Division B to Rs  

220. 

 

Division B however, can buy the component from the outside market at Rs  200 each. The 

variable cost of Division A is Rs  190 and fixed costs Rs  20 per component. The variable cost of 

Division B in manufacturing the final product by using the component is Rs  150 (excluding the 

component cost). 

 

Present statements indicating the position of each Division and the company as a whole taking 

each of the following situations separately: 

(i) If there are no alternative uses for the production facilities of A, will the company benefit if 

Division B buys from outside suppliers at Rs  200 per component? 

 

(ii) If internal facilities of A are not otherwise idle and the alternative use of the facilities will 

give an annual cash operating saving of  Rs   30,000 to Division A, should Division B purchase the 

component from outside suppliers? 
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(iii) If there are no alternative uses for the production facilities of Division A and the selling 

price for the component in the outside market drops by Rs  15 should Division B purchase from 

outside suppliers? 

(iv) What transfer price would be fixed for components in each of the above circumstances? 

 

Q-8 Division A is a profit centre which produces three products X, Y, Z. Each product has an 

external market: 

 X Y Z 

External Market Price per unit  48 46 40 

Variable cost of production in Division A  33 24 28 

Labour hours required per unit in Division A  3 4 2 

 

Product Y can be transferred to Division B, but the maximum quantity that might be required 

for transfer is 300 units of Y. 

The maximum external sales are: 

 X Y z 

External Sales units  800 500 300 

 

Instead of receiving transfer of Product Y from Division A, Division B could buy similar product 

in the open market at a slightly cheaper price of Rs  45 per unit. What should the transfer price 

be for each unit for 300 units of Y, if the total labour hours available in Division A are: 

 

(a) 6,200 hours 

(b) 3,800 hours 

(c) 5,600 hours. 

(d) If 330 unit of Y are to be transferred what should be the minimum transfer price if only 

3,800 labour hours are available? 
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Q-9 AB Ltd. manufactures foam, carpets and upholstery in its three divisions. Its operating 

statement for 1995-96 showing the performance of these divisions drawn for the use of 

managements is reproduced below : 

 

(Rs in 000) Foam Carpets Upholstery Total 

Sales revenue  1600 * 1200 1200 4000 

Variable manufacturing costs  1200 700 680 2580 

Traceable fixed 

manufacturing costs  

-- 100 20 120 

Total costs  1200 800 700 2700 

Gross Profit  400 400 500 1300 

Administration expenses 134 116 172 422 

Selling expenses  202 210 232 644 

Total fixed expenses  336 326 404 **1066 

Net profit  64 74 96 234 

Ranking  3 2 1  

 

* Sales include foam transferred to the Upholstery division at its manufacturing cost Rs 

2,00,000. 

** Common expenses of Rs  1,30,000 and Rs   1,00,000 on account of administration and selling 

respectively stand apportioned to these divisions at 10% of Gross Profit in case of 

administration and 2.5% of Sales in case of selling expenses. Rest of Rs   8,36,000 of the 

expenses are traceable to respective divisions. 

 

The manager of the foam division is not satisfied with the above approach of presenting 

operating performance. In his opinion his division is best among all the divisions. He requests 

the management for preparation of revised operating statement using contribution approach 

and showing internal transfer at market price. 
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You are required to: 

a. Draw the revised operating statement using contribution approach and pricing the internal 

transfer at market price. 

b. Compute relevant ratios to show comparative profitability of these divisions and rank them 

in the light of your answer at (a) above. Further, offer your comments on the contention of the 

manager of foam division. 

c. State why the contribution approach and pricing of internal transfers at market price are 

more appropriate in realistic assessment of the performance of various divisions. 

 

Q-10 A company is organized on decentralized lines, .with each manufacturing division 

operating as a separate profit centre. Each division manager has full authority to decide on sale 

of division’s output to outsiders or to other divisions. Division AB manufactures a single 

standardized product. Some output is sold externally and remaining is transferred to division XY 

where it is a subassembly in the manufacture of the division product. The unit cost of division 

AB product and division XY is as follows: 

 Division AB (Rs) Division XY (Rs) 

Transfer from division AB to XY  -- 42.00 

Direct material  6.00 35.00 

Direct labour  3.00 4.50 

Direct expenses  3.00 -- 

Variable manufacturing overheads  3.00 18.00 

Fixed manufacturing overheads  6.00 18.00 

Variable selling and packing 

expenses  

3.00 2.50 

 24.00 120.00 

 

Division AB sold 40,000 units annually at the standard price of Rs   45 in external market. In 

additions to the external sales, 10,000 units are transferred annually to division XY at internal 

price of Rs   42 per unit. Variable selling and packing expenses are not incurred by supplying 

division- for the internal transfer of the product. Division XY incorporates the transferred goods 
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into more advance product. The manager of division XY disagrees with the basis used to set the 

transfer price. He argues that transfer price should be made at variable cost since he claims that 

his division is taking output that division AB should be unable to sell at price Rs   45. 

 

He also submitted a report of the relationship between selling price and demand to support of 

his disagreement. The report of customer demand at various selling prices for division AB and 

for division XY is as follows: 

 

Division AB     

Selling price per unit (Rs  )  30 45 60 

Demand (units)  60,000 40,000 20,000 

 

The company has sufficient capacity to meet demand at various selling prices. Internal transfer 

demanded units will be decided by XY division. 

 

Required: 

 

a. To calculate divisional profitability and overall profitability of company if division AB transfers 

demanded units to XY at price of  Rs   42. 

b. To calculate divisional profitability and overall profitability of company if division AB transfers 

demanded units to XY at variable cost. 

c. In place of internal transfers, AB division can sell 10,000 units of their product in new external 

market without effecting existing market, at price Rs  32 per unit arid XY division can purchase 

these units at the rate of Rs  31 in open market. Calculate company’s profit by following above 

strategies. 


