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Chapter 6 - Internal Pricing / Transfer Pricing
Concepts
1.

Transfer Pricing: It is the price at which one department transfers the goods to the other department or 1
related company transfers the goods to the other company

2.

Why it is necessary
(i)

Newly acquired company

(ii)

See the ability of the managers

(iii)

To keep staff motivated

(iv)

To give bonuses

(v)

For Income Tax purpose

3.

Income Statement

Particulars
Sales:

Transferor Dept

Transferee Dept

Total

In Outside Market
To Other Division

Cost:

Variable cost
Fixed Cost
Transfer Price
PROFIT

4.

What should be the Transfer Price
a.

If the Transferor department is treated like a COST centre – transfer at TOTAL COST.
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cases, the performance of the department is evaluated based on cost-saving against the budget.
b.

c.

If the Transferor department is treated like a PROFIT centre – transfer at
-

Transfer at Market Price

-

Variable Cost

-

Total Cost

-

Variable Cost plus % of the fixed cost – Two-part pricing method

-

Dual Pricing method

-

Share profits in the ratio of
-

Actual Cost

-

Standard Cost and adjusting NP variance due to change in cost

If some offer is there but goods have to be transferred to our own department
Transfer price = Variable Cost plus specific fixed cost plus the Opportunity cost

d.

There will be fights between the departments as the highest profit of one department will lead to
the least profit for the other department.

e.

Income Tax is of no use when the transaction happens between 2 departments. It will be of use
when there is a transaction between 2 companies.

Q1 / Category - Concept Builder / Star Rating -

⭐

It was just a question to introduce you to this chapter. Why is transfer pricing required? It is mainly
required to find out the performance of the Department / Company

Q2 / Category - Concept Builder / Star Rating -

⭐

1.

It is just a question that tells you how does Shared net profit (in the ratio of cost) method
work. What are the dis-advantage (departments would like to increase the cost to get more
share in profit).

2.

After discussing that, we find out if a company follows standard costing, then we can use a better method
where departments will be forced to reduce the cost to get more profit).

Q3 / Category - Concept Builder / Star Rating -

⭐

1.

Too easy a problem.

2.

We just explore two methods. 1st is the Market Price method and the other is to share the
profits in the Ratio of Cost. Do remember in the second case, TP = Cost + Profit.

Q4 / Category - Homework / Star Rating -

⭐

It is similar to the previous question. You should get it. In case you do not, then check on the website.
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Q5 / Category - Classwork / Star Rating -

⭐

1.

When the problem says think from the company’s point of view, ignore Transfer Price

2.

When the problem says to find the transfer price, unless the problem gives a profit margin,
Transfer price means minimum transfer price. Think from the angle of the transferor
department that below what price, it will not be acceptable to do the deal.

⭐
Q7 / Category - Classwork / Star Rating - ⭐⭐
Q6 / Category - Homework / Star Rating It is a nice problem to try yourself. All the best.

1.

It is a problem in the service sector.

2.

“IT” division is the transferor division which has 3 teams

3.

The textile division is the transferee division that required 2 teams

4.

We have to quote a minimum transfer trice. If spare capacity is there, then we will only charge a variable
cost to be incurred for the offer. IF spare capacity is not there, we charge our variable cost plus opportunity
cost i.e. contribution lost from the market.

5.

External Rate is Rs. 4500 per consulting day. It means, we provide consultation for 1 day by 1 team and
charge Rs. 4500 to external clients.

Q8 / Category - Classwork / Star Rating -

⭐⭐

1.

The first division makes a cycle frame. It must be mainly a B2B product.

2.

Second division makes bicycles which must be a B2C product.

3.

Transfer price is a problem due to which the second division is not getting profit.

4.

We have to suggest a transfer price so that the second department is motivated.

5.

We suggest the Share Profit method in the ratio of Cost or Equal.

6.

The frame is more profitable than the bicycle. So in the last part, if we have to select then it is better to sell
the frame than the bicycle. But then, we have been asked for comments.

Q9 / Category - Classwork / Star Rating -

⭐⭐

1.

It is a mixture of the question of relevant cost and Transfer Pricing.

2.

Just find the relevant cost for this offer

3.

Adjustments of the Machine and components are good.

4.

Rest all adjustments are covered up in relevant comments.

5.

Read the comments of problems in using relevant costing

Q10 / Category - Classwork / Star Rating -

⭐⭐

1.

The first question is about 3 departments. Hence, there will be 2 transfer prices.

2.

Ignore transfer price when we have to find company profit
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3.

We have to follow 2 methods: Market price method and share contribution in the ratio of variable cost.
Please do remember, transfer sales for 1 department become a variable cost for the next department.

4.

Every manager would like to follow that method where their profit is higher.

Q11 to Q15 / Category - Concept Builder / Star Rating Variable Cost to be incurred for the transfer

X

(+) Specific Fixed cost to be incurred for the transfer

X

(+) Opportunity Cost i.e. profit lost because of the Transfer

X

Minimum transfer price

X

Q16 / Category - Classwork / Star Rating -

⭐

⭐⭐

1.

It is a problem with limiting factors + internal pricing

2.

Hours are a limiting factor

3.

Find production before you get the offer based on ranks given by Contribution per hour

4,

Think of the hours required for the offer.

5.

Find the hours left after we accept the offer. Find the best product mix based on ranks given by
Contribution per hour.

6.

The difference between production before and after the offer will give you a contribution lost.

7.

Find the Variable cost for the offer and add to its contribution lost because of the offer.

8.

In the end, discuss the range of transfer prices. Do remember that the transferee department will not pay
anything more than the purchase price of such goods from the market.

⭐⭐
Q18 / Category - Homework / Star Rating - ⭐⭐
Q19 / Category - Classwork / Star Rating - ⭐⭐
Q17 / Category - Homework / Star Rating -

It is the same as the previous question. Do it in the first attempt, please.

There should not be an issue in solving this problem.

1.

It is Nov 2018 Examination question.

2.

Same principles as of the questions we have done before

3.

If we have spare capacity, the opportunity cost will not come.

4.

If we do not have spare capacity, the opportunity cost will come.

5.

The last part is a nice part. Do remember, if we have any spare capacity, anything above variable cost is
good. In case the company does not do this transaction, then the difference of variable cost and purchase
cost will become a loss for the company.
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⭐⭐⭐

1.

It is a problem above all problems.

2.

Division A produces Product A and Division B produces Product B

3.

2 units of A are required for 1 unit of B

4.

Three methods of transfer price: MP, AS and VC.

5.

Part I is simple. Just make the statements. Just do remember that the total demand of A will include a
demand that comes from B.

6.

In part II, some offer has come and we have to evaluate whether we should accept or reject them. Be
careful, when you are Department B manager, Transfer price will matter. When you become a company MD
transfer price will not matter. Be careful of opportunity costs.

7.

When you are Department B manager, ensure that your department has spare capacity. If you do not, then
opportunity cost will come.

8.

When you are Company’s MD, ensure that company has spare capacity. If you do not, then opportunity cost
will come. In PART II, b(ii), see the calculation of opportunity cost properly.

Q21 / Category - Classwork / Star Rating -

⭐⭐

1.

Here 1st dept wants Rs. 10 as Transfer Price whereas 2nd Department will only pay Rs. 7.

2.

In such cases, we recommend dual pricing whereby for performance evaluation, 1st
department should be evaluated with Rs. 10 whereas for 2nd department Transfer pricing
should be taken as Rs. 7. Do not recommend the dual pricing method in every case and the
transferee department will never become independent.

Q22 / Category - Homework / Star Rating -

⭐

1.

There are fights between the departments.

2.

We can suggest dual pricing or a Two-part pricing method. Try in fights between the departments, do not
suggest, the Shared Net Profit method as the performance of one department will affect the profit of the
other department.

Q23 / Category - Classwork / Star Rating -

⭐⭐⭐

1.

See the income statements and see the comments

2.

This problem is all about when one department does good, the other does bad. In such
cases, departments will not let companies do good.

3.

In such cases, goal congruence will not happen.

4.

Companies top authorise should intervene in the middle and try to work our such a solution that will
ensure that the company does better and departments are also benefitted when the company is
benefitted.
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Q24, Q25 / Category - Concept Builder / Star Rating -

⭐

1.

They are put so that you can know what range will be there for negotiation.

2.

Minimum price will always be the variable cost of the transferor department

3.

The maximum transfer price for the transferee department will be purchase cost less any cost that the
transferee department will incur to pick up goods from the transferee department.

Q26 / Category - Classwork / Star Rating -

⭐⭐⭐

1.

Three departments, hence two transfer prices

2.

Obey the above principles. Sometimes negotiation will not be possible. In that case, say
that it will not be possible.

3.

In this problem, all possible combinations, we will have to say so as to conclude.

4.

We have been given capacity in units. Say how much should be sold in the market and how many units
should be negotiated for with the other department.

5.

Present answers in a paragraph form than tabular form.

Q27 / Category - Homework / Star Rating -

⭐⭐⭐

1.

It is May 2018 Question. This question is a must-do question.

2.

Small hint is that if ever there is a problem, start with finding the contribution of all the products in all the
cases. The job becomes a bit easy.

3.

If there is a conflict, try suggesting Dual Pricing or a Two-part pricing method.

Q28 / Category - Classwork / Star Rating -

⭐⭐⭐

1.

We have 3 departments. X can supply to Y & Z. Currently, it supplies in the market. It has spare capacity.

2.

X has three options: Sell in the market, Sell to Y and Sell to Z. We work out the contribution and decide. For
X, selling in the market might be important and that is what it is doing currently.

3.

Department Y can purchase RM from the market or X.

4.

Department Z can purchase RM from the market or X.

5.

The first task is the transfer price in each case. Check the calculation of how the transfer price is Rs. 24 for Y
and 25 for Z. Y can purchase from the market at Rs. 23 but will incur Rs. 3 further. Hence, the total cost will
become Rs. 26. If it purchases from X, it will incur Rs. 2. Hence max price Y will pay to Z will be Rs. 24. Y can
purchase from the market at Rs. 23 but will incur Rs. 5 further. Hence, the total cost will become Rs. 26. If it
purchases from X, it will incur Rs. 1. Hence max price Y will pay to Z will be Rs. 27. Although X will not be
able to charge anything more than Rs. 25 as that is the market price.

7.

We work out the current scenario and profit of the company. X will supply 5000 in the market and 1000 to Z
as Z gibes more contribution as compared to Y.

8.

There is an option to expand & for that, we think if we expand, where we will supply the quantities.

9.

Difference between Points 7 and 8 will give an extra contribution, which we compare with an extra fixed
cost to evaluate, whether to expand or not.
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Q29 / Category - Homework / Star Rating -

⭐⭐⭐

1.

It is a problem that covers all aspects of this chapter

2.

Theory, as well as the numbers, will come in this question

3.

In case you don’t get the answer, please check the website.

Q30 / Category - Classwork / Star Rating -

⭐

1.

Here we are involved with two companies. Hence tax is relevant.

2.

In India, Taxes are lower. Hence entire tax should be paid in India. Either take India PBT as
Rs. 40 lacs and compute Transfer Price as a balancing figure or Mexico tax as 0 and compute
transfer price as a balancing figure.

Q31 / Category - Homework / Star Rating -

⭐⭐

1.

Nice question to try

2.

It is a question about the company having a division in India and Italy.

Q32 / Category - Classwork / Star Rating -

⭐⭐

1.

It is a question where a US-based company, has many subsidiaries. Two of them are in India
and China respectively.

2.

Indian subsidiary currently purchases from Chinese subsidiary at 30 CNY with customs duty also payable.
It is cheaper to purchase from Some Japanese company which has an Indian branch at Rs. 320. Hence,
there will be savings for Indian Subsidiary.

3.

On the other hand, the Chinese company was earning from Indian company on 150000 units but now will
be selling only 120,000 units locally. Hence, it will lose out on contribution. Hence, it will be a loss for the
Chinese company and the USA company.

4.

We work out the net benefit after considering TAX EFFECTS everywhere.

5.

Please check the comments. In comments, one thing. Such decisions are long term. Such decisions should
not be based on any short term numbers.

⭐⭐
Q34 / Category - Classwork / Star Rating - ⭐⭐⭐
Q33 / Category - Homework / Star Rating Try the question out. It is mostly only numbers.

1.

It is a case study question.

2.

There are four people: Yash the CEO, Training Division Manager and we have Consultant
(USER Division) and the Customer support Division (USER Division).

3.

Training division is a Cost centre while user divisions are profit centres.

4.

Transfer pricing is a problem.

5,

On the first day, the training division gives a standard quote based on budgeted cost and budgeted
sessions.
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6.

At the end of the year, the actual cost per session is derived by dividing the actual cost by actual training
sessions and charged to departments,

7.

This has some problems. The inefficiency of the training division in controlling the cost results in user
departments also getting charged.

8.

In any division that avails lesser sessions, the cost per session will rise even for the other divisions.

9.

This is against responsibility accounting principles where a division should only be blamed for the actions
that it can control.

10.

This will also demoralize the user divisions

11.

One more issue is that in the market such sessions are available at a cheaper rate although the quality of
training provided by the training division (IN HOUSE) is far better.

12.

In this problem, the company has a suggestion where only standard rates will be charged to the user
divisions. Please read part (iii), how this suggestion will remove all the problems which are faced currently.

Q35 / Category - Homework / Star Rating 1.

This is one of the best questions we have in chapter

2.

If you don’t get it, please check the website.

Q36 / Category - Classwork / Star Rating -

⭐⭐⭐

⭐⭐⭐

1.

This problem is with investment centres. Investment centres are evaluated for their ROI.

2.

In this problem, there are two independent divisions and no TransferPrice.

3.

We apply the fundamentals of RESPONSIBILITY ACCOUNITNIG where we only charge those things to the
departments which they can control. Hence, we ignore Head Office expenses.

4.

We have two departments: Department Y, managed by HAI. This divisional manager gives a very high ROI
and hence gets a very high bonus although it is not investing in Fixed Assets even when it is required. It is
not even paying the creditors on a timely basis, which further damages the relationship between the
company and the suppliers. On the other hand, there is division D, managed by FAI, a person who invests
the money in the latest plant and machinery to increase productivity. His ROI falls as the base is higher. He
deserves more bonus but will not get it as his ROI is less. This question was put to bring out this demerit of
using ROI.

5.

ROI is usually used to compare two departments of different sizes. RI is an absolute concept.

Q37 / Category - Classwork / Star Rating -

⭐⭐⭐

1.

It is Nov 2019 question.

2.

There are 2 Div X and Y. Division X makes Gex and sells in the market & Division Y at Rs. 50. Div Y requires 2
units of Gex for 1 unit of Gextin. Div Y can buy from outside at Rs. 52, hence it is not doing it currently.

3.

It gets an offer from a supplier at Rs. 47. Hence, it asked X to supply at Rs. 47 but X refuses.

4.

Division X does not incur S & D when it sells to Y.

5.

Currently out of 5,00,000 units, 240,000 units are supplied to Y and the remaining 260,000 units are sold in
the market. Division Y makes 120,000 units out of 240,000 units and sells in the market.
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6.

If division Y accepts the offer at Rs. 47, then division X will only sell 300,000 units in the market.

7.

Due to this Division Y will benefit, but X and company will suffer.

8.

Hence, in the last part, we have to suggest an alternate transfer price. Division Y will max pay Rs. 47.
Division X will want Rs. 30 of variable cost plus 16 as opportunity cost. Hence, it will be Rs. 46.

9.

A range of Rs. 46 to Rs. 47 will promote Goal Congruence.

Q38 / Category - Homework / Star Rating It is the same as Q19
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