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Abstract

Transfer pricing refers to the pricing of an intra-firm transactions of an intermediate product
or service. In order to study the impact of transfer price on the operational decisions and the
corresponding profits of a firm, we consider a firm consisting of two divisions (a
manufacturing division and a retail division). The retail division sets the retail price, and
orders an intermediate product from the upstream manufacturing division. The manufacturing
division accepts or rejects the retail division’s order. As for the transfer price, we particularly
consider two commonly used methods for tax purpose — the cost-plus method and the resale-
price method.

We also extend our analysis to a case of a multinational firm whose manufacturing and
retailing divisions are under different income tax rates. Our analysis of both the retailer’s
problem and the central planner’s problem is based on the classical price-setting newsvendor
problem and its variants. We show several sensitivity results to the parameters of these
methods. Numerical results indicate that the cost-plus method tends to allocate a higher
percentage of profit to the retail division while the resale-price method tends to achieve a
higher firm-wide profit. These results suggest that the choice of transfer pricing method has
an impact on the profit as well as the operational decisions of a firm.
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