Explain what transfer pricing is, and discuss its advantages

Transfer pricing

In multinational business enterprises, it is common practice to transfer service and goods between a parent company and foreign subsidiaries, and individually between subsidiaries.

Transfer pricing refers to the setting, analyzing, documentation, and adjustment of charges made between related parties for goods, services, and/or use of property (including trademark, goodwill and intellectual property).

Transfer pricing is simply the act of pricing of goods and services or intangibles when the same is given for use or consumption to a related party (e.g. Subsidiary)

Transfer pricing is the rates or prices that are utilized when selling goods or services between company divisions and departments, or between a parent company and a subsidiary. The transfer pricing that is set for the exchange may be the original purchase price of the goods in question, or a rate that is reduced due to internal depreciation.

These prices may be:

1. Market-based: as determined by the demand and supply in the general market.

2. Artificially-determined: as determined by the supplier of the item itself based on self-judgment.

Benefits/ Advantages of Transfer pricing

1. High Customs Duty –leading to under-invoicing of goods.

2. Restriction on Profit Repatriation –leading to over-invoicing of raw materials transferred from parent country, hence compensating for locked forex.

3. Ownership Restrictions (e.g. Insurance and banking sectors –since this leads to less than justified returns on the technology or knowledge invested in the JVs, MNEs circumvent it through over charging on royalties for technology, etc.

Problems/ Disadvantages with Transfer pricing

1. Tax evasion: multinational entities may set transfer prices on cross-border transactions to reduce taxable profits in their jurisdiction. In this case, governments are always enervated by tax losses.

2. Movement of fund: MNEs use transfer pricing to move funds to tax havens or to circumvent profit repatriation restriction. Where this is done, governments generally consider the act as fraudulent and criminal.

3. Performance bonus: if the performance bonus of managers are tied to book records, then the larger they benefit from transfer pricing, the better.

4. Monopolist idea: transfer pricing does not encourage competition as the supplier-firm is featherbedded. Supplies are internal, so the supplier is not exposed to external competitive pressures –price and quality. 

