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Abstract

Funds transfer pricing (FTP) is a management accounting technique used to
identify the source of profits contributions for business units and products, and 1s a
strategic tool to integrate risk management with decision-making. As very few
studies have investigated the FTP model for commercial banks, this thesis attempts

to 1dentify the factors driving the bank FTP model and to develop the model.

To develop the bank FTP model, the bank FTP process, which consists of the WHY,
the WHAT, the WHO, the WHERE, the WHEN and the HOW factors, i1s designed.
The WHY factor determines that the FTP model should be developed to enhance
effective bank risk management process, and properly assign profit contributions
within a bank to help achieve accurate bank performance evaluation. The WHERE
factor demands that the FTP model should be developed at the bank business unit
and instrument levels, and the WHEN {factor requires that both the original and
remaining term FTP models should be developed. The FTP model 1s developed

with the responsibility accounting principles and financial risk management

techniques, which are applied for the WHO, the WHAT and HOW factor design.

The implications of the FTP model developed in this thesis are examined by
applying the model in bank performance measurements. The FTP model is found
to be able to properly assign bank risks to business unit managers who have control
over the risks, and properly allocate profit contributions within a bank. The FTP
model is also applied in the different types of banks, which have varying degrees of
decentralization of risk management decision-making authority. It 1s found that the
FTP model can achieves effective risk management and accurate business
performance evaluation in the partially decentralized bank. The case study analysis
of the FTP model in the Chinese bank shows that the bank FTP model developed in

this thesis is more effective in risk management than the bank’s FTP method.
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Chapter One: Introduction and Research Questions

1.1 Significance of the Issues

Transter pricing (TP) is one of the most important issues in the strategic and
operational management practices of large business organizations. According to
Seed (1970, p.10), “there is possibly no single accounting topic that consumes

more management time and energy ... than the business of establishing acceptable

transfer prices”.

Due to the liberalization and the volatility of financial markets, increased
competition and diversification, banks are exposed to new risks and challenges.
According to Lawrence and Lorsch (1967), to cope with risks, an organization has
to achieve requisite decentralization of organizational components while
simultaneously integrating their collective efforts. Nowadays, banks tend to
decentralize to create various business units, each of which is responsible for a
specific product market under the direction of the business unit managers having
speciality of controlling the risks associated with the products. In the decentralized
banks, each manager is close to the product markets and has a smaller area of risk

management responsibility to worry about. When the managers are motivated to

effectively control their risks, the risks for the overall bank could be reduced.

A bank benefits from decentralization, but it needs the process of integration to
ensure that efforts of the decentralized bank business units collectively attain the
goals of the total bank. Lawrence and Lorsch (1967) in their research argue that
most firms in the various industries can be successful (in terms of the traditional
measures of profitability) only when they achieve the required decentralization and

are then able to integrate the diverse units. Watson and Baumler (1975) points out



that TP mechanism can be used to enhance organizational decentralization and to

facilitate organizational integration.

However, TP may result in inter-divisional conflicts. According to Mehafdi (1992),
the contlicts may be incurred when the application of the TP system results in poor
performance evaluation results, which are then taken into account to decide on the
reward and punishment policies. Radebaugh and Gray (1997) argue that the source
of the conflict may also be the opportunistic behaviour of some business unit

managers to improve their individual performance at the expense of overall

company profit.

To resolve the contlicts, FTP must facilitate the coordinate action of the
decentralized bank business units, and the funds transfer prices generated by the
FTP model must reflect the contribution of any bank individual operation
adequately. The appropriate coordination among the business units would help
reduce the opportunistic behaviour of the business unit managers. The adequate
profit contribution measurement would facilitate bank top management properly
evaluate the performances of business units, and help establish an appropriate

managerial incentive system. To develop the bank FTP model, this thesis

concentrates on two focuses, financial risk management focus and performance

evaluation focus.

1.2 The Financial Risk Management Focus

As one of the primary goals of the bank decentralization 1s to manage bank risks,
FTP must facilitate the decentralized bank business unit managers to effectively
control risks. Bank top management must decompose risks imbedded in bank
products so that the decomposed risks can be assigned to the decentralized business

units that have control over the risks. However, due to the volatility of financial



markets and increased competition, banks have been increasing the types of
financial risks taken on the balance sheet. In these circumstances, it is complicate

to 1solate the risks involved in the banking businesses.

This thesis focuses on studying how the bank FTP model can be developed to
decompose the risks imbedded in bank products and business units, and then assign
the profits from managing the risks to the unit that takes the responsibility and have
the capability to control the risks. The bank FTP model aims to enhance effective
bank risk management process. According to Culp (2001), the effectively
functioning risk management process consists of five general activities: identify
risks and determine tolerances; measure risks; monitor and report risks; control
risks; and oversee, audit, tune, and re-align the risk management process.
Therefore, the bank FTP model should be capable of being integrated with the
effective risk management process and enhance the process. This study 1s confined
to the domestic bank FTP and cross-border TP is not covered. Thus tax risks are

outside the scope of this study.

1.3 The Performance Evaluation Focus

To solve the inter-divisional conflicts incurred by the poor performance
measurement by TP, the funds transfer prices generated by the FTP model must be
applied to accurately reflect the contributions that every business unit or product
makes to the profitability of the whole bank. As previously discussed, the FTP
model aims to help bank top management properly assign the responsibility of
controlling risks to the business units’ managers. To properly measure the profit
contributions of the business unit, the cost of these risks should be explicitly
charged to the units incurring the risks, and the profits from the risks should be

assigned to the units managing the risks. The bank FTP model stresses the

importance of understanding the returns associated with various business activities



and quantifying the risks related to the returns.

To evaluate the risk management contributions made by each bank business unit,
this thesis attempts to develop the bank FTP model based on the principles of
responsibility accounting. According to the generally accepted principle of
responsibility accounting from Solomons (1965), cost should be charged to the
department, which has the power to accept and reject the invoice or which pays for
the labor required. Solomons points out that an appropriate allocation of assets and
the authorities of managing the assets to organization units would help generate
profits. Another responsibility accounting principle from Solomons is that costs
should be borne by, and revenues should be credited to, business units responsible
tor them. The principle implies that business unit managers should only be made
responsible for the activities under their control. Solomons warns that managers
should not be made responsible for the items of cost, which they cannot control:

neither should they be rewarded for revenues, which are not a result of their efforts.

Integrating the responsibility accounting principles with the bank FTP model
development would make each bank business unit bear the costs of the risks it
incurred and obtain revenues from managing the risks. This will enable bank top
management to properly measure the risk-adjusted performances of the business
units and products. The proper bank business performance measurement would

help establish an appropriate bank managerial incentive system.

1.4 Research Questions

To ensure that banks benefit from decentralization and reduce the inter-divisional

conflicts from poor performance measurement with TP, the research questions for

this thesis are stated as follows:



How the FTP model is developed to be able to integrate with the effective bank

risk management process and enhance the process?

How the FTP model is developed to properly allocate the profit contributions

within a bank so that the performances of the bank unit or product can be

accurately measured?

1.5 Structure of the Dissertation

The following chapter of this thesis covers the definitions of TP for manufactory
and financial industries in order to highlight the link between TP and FTP. In

addition, this chapter reviews the six-factor TP framework, TP in an organizational

context, and the motives for FTP.

Chapter Three presents the literature review of the TP methods, and summarizes

the advantages and limitations of each TP model.

Chapter Four focuses on the research design by stressing the methodologies for the
six-factor bank FTP framework design and the bank FTP model development. This
chapter provides a research map that depicts the relationships between the

methodologies.

Chapter Five conducts empirical investigations on bank FTP process. The results

from the investigations are used as the inputs to the six-tactor bank FTP framework

design.

Chapter Six designs the six-factor bank FTP framework using the data and

information obtained from the previous chapters.



Chapter Seven develops the bank FTP model. According to the WHEN factor
designed, both the original term and the remaining term FTP models are developed.

According to the WHERE factor designed, the bank FTP model is developed at the

bank business unit and instrument levels.

Chapter Eight examines the implications of the bank FTP model developed in this
thesis. After integrating the FTP model with the bank performance evaluation
metrics, net interest margin (NIM) and risk adjusted return on capital (RAROC),
some i1mportant functions of the model are found. The implications of the

remaining term FTP model are also examined in this chapter.

Chapter Nine discusses the organizational application of the bank FTP model. The
FTP model is applied in different types of the banks. This chapter aims at

examining whether the bank FTP model is effective in each type of the banks.

Chapter Ten conducts a case study analysis of applying the FTP model in a

Chinese commercial bank and presents the findings from the case study.

Finally, Chapter Eleven summarizes the possible areas of future research, as well

as discusses the limitations and the implications of this study.



Chapter Two: Transfer Pricing Theory

2.1 Introduction

TP exists because an internal market exists for the exchange of goods and services
between segments or divisions of the same organization. This chapter outlines the
basic general 1deas in relation to TP. The definitions of TP for manufacturing
industry are discussed to examine why organizations apply it as part of their
management control process. The studies on the definitions of FTP discuss the TP
1ssue from the perspective of management of funds transactions within financial

organizations. To provide a further understanding of the TP definitions, this

chapter also reviews the TP framework, which determines the administrative

process used for implementing an organization’s TP policy.

This chapter also reviews the motives for FTP and discusses 1P 1n an
organizational context. Watson and Baumler (1975) suggest that, to set up an

appropriate TP system, one should go beyond a simple description of the buying

and selling units to a full study of the structure of the organization that
encompasses the degree of decentralisation and integration. Thus, 1n order to

understand the nature of TP, it is necessary to understand how TP i1s integrated

with organization structure.

The first section of this chapter discusses the definitions of TP followed by the

second section, the TP framework review. The third section examines TP 1n an

organizational context, and the fourth section discusses TP process in terms of
transaction cost economics. The fifth section studies the motives for TP, and the

sixth section compares transfer price derivation in the manufactory and financial

industries. The final section 1s the summary.



2.2 The Transfer Pricing Definitions
2.2.1 Definitions of Transfer Pricing for Manufactory Industry

Dean (1955) advocates that any company wishing to measure divisional
profitability will need to develop transfer prices. Dean declares that the TP issue is

actually about pricing in general, modified slightly to take into account factors that

are unique to internal transactions.

Wells (1968) defines that a transfer price is the monetary expression of a
movement of goods and services between organizational units of the same
enterprise. Along a similar vein, Wojdak (1968), Fantl (1974), Mainlandt (1975),
Flavell (1977), Dagher (1977), Lamber (1979), Thomas (1980), Venu (1983), Cats-
Baril et Al. (1988), and McAulay and Tomkins (1992) define TP as the monetary
values assigned to goods and services transferred. These definitions show that a
transfer price 1s a monetary valuation placed on the physical goods or services

transferring from supplying division to the purchasing division.

Kaplan and Atkinson (1989) point out that the transfer price represents revenue for
the supplying division, and cost of an equal amount for the purchasing division,
unless a dual pricing scheme is used. According to Smullen (2001, p.123), “where
one unit within an organization supplies another unit with goods or services, the

payment or receipt made in relation to that supply 1s a transfer price”. Smullen

illustrates that the term “transfer price” refers to the dollar amount of the
interdivisional exchange; the phenomenon of pricing intrafirm transactions 1is
called TP. Smullen points out that the term “unit” within the definition does not
necessarily mean a unit of managerial control. The unit 1s not necessary to be a
department or budgetary unit, and there are many other types of unit, which may be

the subject of transfer prices. Thus, TP may be used in relation to projects,

products, distributional units, processes and decisions. Smullen believes that



whether there is a matching “payment or receipt” will depend on the way in which

the TP system 1s established and the payment may not involve any transfer of

resources but be entirely notional.

Thomas (1980) points out that TP can be viewed as a part of the common cost
allocation problem. However, according to Mehafdi (1992, p.3), “transfer prices
are the monetary values attached to internalised market transactions between units

of an organisational set-up, which are separated by management responsibility.”

Mehatdi argues that 1t is incomplete to look at TP as a mere cost-revenue exercise

and that this view fails to place the TP problem in the context of the decentralised

responsibility center structure.

2.2.2 Definitions of Funds Transfer Pricing for Financial Industry

The manufactory TP situation involves one organization unit transferring physical
goods to the second unit. However, in the financial industry, the situation 1s rather
different: the materials transferred among organization units are funds, instead of
physical goods. There are only notional transfers and have no relation with the

actual movement of funds. Thus the objective of TP within the financial industry 1s

quite different from that within the manufactory industry.

The FTP issue is about pricing for internal funds transaction within a financial
institution. A FTP system provides an internal source of revenue to funds providers
and an internal source of expense for funds users. Kawano (1990) states that a FTP
system handles the problem of charging net funds users and crediting net funds
providers at the profit center, product and customer levels. The Association for
Management Information in Financial Services (AMIfs) research committee (2001)

defines that a FTP process assigns a market-based contribution value to each

source and use of funds based on the underlying account or transaction attributes at



the time of origin. The research committee argue that this is the most

comprehensive method for inclusion in an overall profitability measurement

process.

Cole and Woody (1995) advocate that FTP is a management accounting technique
used to calculate the true NIM component of profitability for business units,
products, and customers. According to AMIfs research committee (2001), the FTP
plays an important role in the financial management accounting system and is a
critical component of the profitability measurement process, as it allocates the
major contributor to profitability, NIM, among business units. Along a similar vein
to Cole and Woody, Bowers (2006) argues that FTP 1s a management information
system that establishes the value of funds gathered or deployed for the purpose of

measuring the NIM contribution of the funds transactions.

To give a further understanding of the TP definitions, the following section

discusses the TP process.

2.3 The Transfer Pricing Process
The TP process represents an important and pervasive problem in designing and
implementing management information and control system. Eccles (1985) points

out that there are two principal determinants of TP practices: strategy and
administrative process. Eccles argues that both corporate strategy and unit
strategies, such as strategies for groups, divisions, or even individual products,
affect TP practices. The strategy referred to by Eccles determines what a company
does. Eccles states that the second determinant is the TP administrative process,
which has five major components: (1) how the transter price 1s set, (2) the

individuals involved, (3) what information is used, (4) when transter prices are set,

and (5) how conflict is managed.
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Mehatdi (1992, p.4) gives an illustration of the TP process: “a transfer implies a
movement in time and space of something quantifiable and pricing indicates the
placement of a monetary value or a price.” The TP process 1s further illustrated by
the survey of large decentralised companies in the UK made by Mehafdi. The
survey summarizes that a six-factor framework can be applied in designing a TP
process, which involves (1) a reason (WHY), (2) an object (WHAT), (3) a subject
or agent (WHO), (4) a place (WHERE), (5) a time (WHEN) and (6) a procedure
(HOW). This six-factor framework 1s similar with that proposed by Eccles (1985).

The following discusses the six-factor TP framework.

The WHY Factor
Mehafdi (1992) states that the WHY factor concerns the underlying reasons for the

transaction to take place internally, especially when there is an external market for

the transferred commodity. The WHY factor stated by Mehafdi concerns the
corporate strategy, which is proposed by Eccles (1985) as the first determinant ot
the TP practice. Some transactions are required to be made internally in some

organizations. As will be evidenced in Chapter Five, funds users are required to
borrow funds from funds providers within the same bank. The funds users can go

for funds from the external money market only when there are no excess funds

from the providers within the bank.

The WHAT Factor

According to Eccles (1985), the WHAT factor concerns the different types of
information used by managers to set transfer prices. Eccles points out that the

‘2 formation can include data on costs, on market prices of the selling profit centre,

and on market prices of competitors of the selling profit centres. For the WHAT
factor, Eccles concerns more on pricing issues. However, Mehatdi (1992) defines

that the WHAT factor concerns the thing transferred, be it goods (raw material and
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products) or services, and its importance to the company, the transferor and the
transteree. In the manufacturing industry, transfer prices are normally set for
intermediate products, which are goods and services that are supplied by the selling
division to the buying division. The goods are further processed and then sold to

other internal divisions or the external buyers.

The WHO Factor

According to Eccles (1985) and Mehafdi (1992), the WHO factor concerns the

individuals involved in, responsible for and affected by the transaction. Eccles
thinks that this factor should concern who is mmvolved 1n setting the transfer price.
Eccles states that this factor can be characterized in terms of centralized versus
decentralized. Mehafdi argues that clearly 1dentifying the individuals helps the top
management of the organization delegate the authorities to the managers ot the

segments of the organization and accurately assign the responsibility for managing

the transactions.

The WHERE Factor

Mehafdi (1992) points out that the WHERE factor concerns the origin and the

destination of the transfer, which may be the transferor or the transteree. The

WHERE factor should be clearly defined so that the responsibility of managing
business transactions can be properly assigned. This is crucial as the proper

assignments of the responsibility help an organization hold its managers

responsible for those activities under their control.

The WHEN FKactor
Eccles (1985) thinks that the WHEN factor is one of the major components of TP

administration process. Eccles points out that the WHEN factor needs to concern

how frequently and under what conditions the transfer prices are changed. Along a
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similar vein to Eccles, Mehafdi (1992) states that the WHEN factor concerns the

point of the time when the transaction takes place.

Mehatdi (1992) argues that the WHEN factor is important for cost and revenue
allocation across time periods and performance evaluation and reward, as
performance reports and feedback to divisional managers should be timely. To
enable TP to properly measure the performance of divisional managers, the

changes of the cost or market prices used to determine the transfer prices should be

considered. Eccles (1985) warns that conflict will exist when transfer prices are

not adjusted for these changes.

The HOW Factor

According to Eccles (1985), the HOW factor should concern how the transfer price
1s set, and how conflict 1s managed. Eccles illustrates that this factor should
concern the types of conflict resolution process that is used. Similarly, Mehatdi
(1992) defines that the HOW factor concerns the internal procedures and
regulations that control both the physical transfer and its costing. The procedures
and regulations can be designed to solve any conflicts in the TP process. Mehatdi

states that the HOW factor also concerns the techniques and quantitative methods

that can be used for producing transter prices.

The discussions on the six-factor framework provide a good understanding of the
definition of TP. Mehafdi (1992) points out that this six-factor TP framework can

be used as a starting point for empirical research on TP process. To have a further

understanding of TP, Mehafdi suggests that TP problem should be placed in the

context of the decentralised responsibility center structure. The following section

examines TP in an organizational context.
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2.4 Transfer Pricing in an Organization Context
According to Benke and Edwards (1980), the trend toward large decentralized
organizations increases the importance of the internal exchange of goods and

services among various operations organized as responsibility centers, such as
departments and subsidiaries. Therefore, it is necessary to examine how TP is

integrated with the decentralized organizational structure.

According to Luthans (1973), there are at least three views of decentralization, and
in order to be clear about the view used in this thesis, all three views are briefly
discussed. One view 1s decentralization 1n a geographical sense. A second view of
decentralization refers to functions within an organization. For example, if there is
one business planning department, the planning function is said to be centralized. If
each business unit or division has its own business planning department, the
planning function can be said to be decentralized. The third view, and the view
used in this thesis, refers to the delegation of authority. The more authority the
managers of the business units of the organization have, the greater is the degree of
decentralization. Benke and Edwards (1980) state that decentralization, however, 1s

a relative term. They argue that there is never complete decentralization or

complete centralization.

2.4.1 The Benefits and Costs of Decentralization

Decentralization is an approach to the organizational design. Riahi-Belkaou1 (2001)
points out that in this approach an organization is segmented into various
specialities, each of which is responsible for a specific product market under the

direction of a manager having strategic and operating responsiveness. Numerous

benefits for decentralization are provided in the TP literature as discussed below:

(1) According to Lawrence and Lorsch (1967), decentralization helps an
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organization reduce risk and uncertainty. They state that as organizations deal
with their external environments, the organizations become segmented into
units, each of which has as its major task of dealing with a part of the
conditions outside the firm. Lawrence and Lorsch point out that each unit
manager has a limited span of surveillance, and that each one has the capacity
to deal with only a portion of the total environment. Under these circumstances,

Lawrence and Lorsch think that organizations can be decentralized to deal

eftectively with the uncertainties in their external environment.

According to Watson and Baumler (1975), the central problem facing complex
organizations 1s one of coping with risks or uncertainties. They advocate that an
organization’s design represents a response to the sources of uncertainty and
that decentralization enables an organization to create some units to deal with
the uncertainty and thereby leave other units to operate under the conditions of
near certainty. Watson and Baumler argue that, when the units dealing with
uncertainty consist of risk management specialists who are motivated to
effectively manage the uncertainty, the risks or uncertainties for the overall

organization could be reduced.

(2) Solomons (1965) argues that an organization seeks diversification through
decentralization. In an organization, various business activities may require
various business units, which have special skills that can be applied to mange

the activities. For example, a commercial bank may be decentralized to form a

commercial loan unit, which may be organized to specially mange the loan

customer relationships. Solomons argues that a decentralized structure makes it

relatively easy for a company to combine diversity with unity.

(3) Emmanuel and Mehafdi (1994) think that decentralization increases managerial
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effectiveness. The decentralization of the organizational structure makes the
delegation of authority for decision-making possible. As organizations grow in
size and complexity it is impossible for a single decision-maker or a small
group of decision-makers to possess all the information necessary to manage

the organization. For example, a bank may deal with deposit taking, loan and a
range of other diversified activities. It may operate in 10 countries spread
across four continents with highly diversified product markets. It would be
extremely difficult for a central management team to manage such a diversified
organization without delegating decision-making authority to local managers
who possess more information about circumstances affecting the production
and marketing of any particular product or service on offer. In these
circumstances, according to Emmanuel and Mehafdi, the locus of operating
decision-making power can be shifted further down the hierarchy. This enables
the top management to place the decision close to the realities of the market
place. Therefore, decentralized decision-making 1s likely to result in better
decisions because the people who make them are closer to the scene of action

and have a smaller area of responsibility to worry about.

(4) Burlingame (1961) argues that delegating decision-making authority to

divisional managers can lead to higher levels of motivation. Burlingame thinks
that a great improvement is believed to result in any firm when the creative
talents of responsible individuals are encouraged to develop in a climate of
individual responsibility, authority and dignity, a climate that is made possible

by the decentralization of decision-making.

Burlingame (1961) states that greater efficiency results from the sense the

divisional managers have that they are running their business. Wilson and Chua

(1993) argue that good managers are usually people with a high need for
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achievement. If they are only allowed to act on instructions from the top
management, they may be demotivated and feel frustrated at not being able to

exercise any authority. Thus, allowing decision-making at a local level may

encourage managers to be more entrepreneurial in their actions.

On the other hand, decentralization may incur some unfavourable costs. Riahi-
Belkaoui (2001) points out that decentralization may result in incongruence
between the business unit’s goal and the corporate goal. Riahi-Belkaou argues that
decentralization can lead to dystunctional decision-making and, consequently, to
suboptimization. For example, a decision may increase business units’ profit but
limits the organization profit as a whole. According to Hirst (1981), organization
decentralization increases interdependence among business units. This makes
organization management more difficult. The following section discusses the types

of interdependence and how interdependence affects organization management.

2.4.2 Interdependence among Organization Units

Macintosh (1994) defines interdependency as the extent to which departments

depend on each other and exchange information and resources to accomplish their
respective tasks. This thesis uses the term “interdependence” in the Thompson

(1967) sense. Thompson identifies three patterns of interdependency: pooled,

sequential and reciprocal interdependence.

(1) According to Thompson (1967), in the pattern of the pooled interdependence, it
is not necessary to say that each organization unit is dependent on, and supports,
every other unit in any direct way. Thompson argues that each unit renders a
discrete contribution to the whole and each is supported by the whole. (2)
Thompson states that in the serial interdependence each unit performs its part of

the task and passes the job on to the next unit. Thompson argues that each unit in

-17 -



the serial interdependence line is highly dependent on all the others and each can
only perform its part of the task after work has been successfully complete in the
previous component. Macintosh (1994) points out that serial interdependence puts
great demands on the organization for coordination and close control. (3)
Thompson reters the reciprocal interdependence as the situation in which the
outputs of each unit become inputs for the others. In the reciprocal interdependence,

the outputs of two units become input for each other.

There are strong relationships among pooled, sequential and reciprocal
Interdependence. Thompson (1967) summarizes that all organizations have pooled
interdependence; more complicated organizations have sequential as well as
pooled interdependence; and the most complex organizations have reciprocal,
sequential and pooled. Thompson points out that an organization that contains
reciprocal interdependence contains sequential and pooled interdependence; an
organization that contains sequential interdependence contains the pooled type;
however, an organization that contains pooled interdependence cannot determine
whether it has the others. Thompson thinks that, in the order introduced, the three

types of interdependence are increasingly difficult to coordinate because they

contain increasing degrees of contingency.

Hirst (1981) argues that the higher the degree of interdependence, the higher the
degree of task uncertainty, and consequently, the more confused the responsibility
boundaries. Macintosh (1994) confirms Hirst’s view that interdependence makes it
difficult to delimit the responsibilities of each organization unit. Macintosh argues

that inappropriate delimitation of the organization unit responsibilities would result

in incorrect performance evaluation of the unit since the performance of the unit
may be measured by the cost or revenue beyond its control. Along a similar vein

Emmanuel and Mehafdi (1994) indicate that in the case of internal trade,
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uncertainty is accentuated by the varying degrees of interdependence between and
sometimes within organization units. They argue that the increased uncertainty
may make the degree of task uncertainty higher and consequently makes the
responsibility boundaries more confused. Riahi-Belkaoui (2001) thinks that higher
interdependence between the business units may make every decision beneficial to
one unit and harmful to another and thereby harms the whole organization.
However, Riahi-Belkaoui points out that organizational decentralization is likely to

be most beneficial and least costly when the organizational units are fairly

independent.

To achieve the benefits and minimize the costs from the organizational
decentralization, and delimit the responsibility of organization units, a TP system

can be established as will be discussed in the following section.

2.4.3 Integrating Transfer Pricing with Organization Design

As previously discussed one way of coping with risks and uncertainty is for an
organization to decentralize to create special units for the purpose of centrally
managing the risks so that other units operate under certainty. Once the
organization 1s decentralized and various responsibility centres are established,
goods and services transferred among these units. Organizational decentralization
expects unit managers to operate their units as an autonomous business. However,
organizational units tend to be interdependent in most decentralized organizations.
As previously discussed higher organizational interdependence may lead to the
more confused responsibility boundaries. Therefore, TP should be designed to

delimit the responsibility of organization units so that organization resources and

the associated responsibilities can be properly assigned.

To account for the transfer of goods and services from one unit to another unit,
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Smullen (2001) states that TP can be established to provide links between different
organization units and defines in a quantitative way the nature of the relationship
between different units. Smullen points out that when the linkages have been
established among business units by a TP system, corporate goals, motivations and

decision-making authorities are embedded in the system, through which these

goals, motivations and authorities are assigned to various business units.

To examine whether each unit works towards the objectives of the whole
organization, the performance of the units should be evaluated. As will be
discussed 1n the following section, TP can be applied to evaluate the performance
of business units. Solomons (1965) points out that business units are very much
concerned with the allocation of costs and revenues to the functions and persons
responsible for them 1n the business. This 1s because the profit contribution figures
are often used as inputs to the organization incentive system. As TP 1s applied to
derive the profit contribution, the TP model needs to be developed in a way that
achieves the objective of correct allocation of the costs and revenues among the

business units. The TP system must motivate business unit managers to pursue

their own self-interest in a manner, which 1s conducive to the success of the

company as a whole. This is one of the primary aims of the FIP model

development in this thesis.

Once the TP system ensures its function of performance evaluation and goal
congruence, an organization tends to be decentralized to cope with uncertainty and
risks and to increase managerial efficiency. According to Ronen and McKinney
(1970), a TP system becomes a necessary requirement for an organization to be
decentralized. Smullen (2001) addresses the similar view that TP plays an

important role in allowing the breaking up of the organization into units and

activities.
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T'he previous section discusses the role of TP in a decentralized organization,

whereas the following section explores the transaction costs incurred in the TP

process.

2.5 Transaction Costs Economics to the Transfer Pricing Process

Williamson (1985, p.1) argues that the appropriate level of economic analysis is
the transaction, which he defines as the transfer of goods or services across a
technologically separable interface. Colbert and Spicer (19995) state that transaction
costs economics (TCE) focuses attention on the relative costs and hazards of
conducting transactions within alternative governance structures. They argue that
as the costs of conducting transactions within markets increase it becomes
increasingly likely that firms will resort to alternative arrangements such as

internalizing the transaction.

Van der Meer-Kooistra, and Vosselman (2000) point out that transaction costs are
interpreted economically as opportunity costs. They illustrate that the opportunity
costs are the gains missed due to not choosing the best among the non-chosen
alternatives. The transaction costs may include suboptimal decision making,

opportunistic behaviour by subunit managers, and internal friction and disharmony

incurred from the TP process.

Williamson (1985) makes two assumptions, (1) bounded rationality and (2)

opportunism, to underpin the TCE theory.

(1) According to Williamson (1985), bounded rationality refers to limited
observational, language and computation abilities of individuals. The
organizational failure framework from Williamson shows that when there 1s

environmental uncertainty, bounded rationality precludes individuals from
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foreseeing or anticipating all possible courses of action and their contract
implications. Williamson identifies that the economization of bounded
rationality takes the forms of decision processes and the involvement of
governance structure. He states that when organizations are confronted with

bounded rationality, the costs of planning, adapting and monitoring

transactions need to be explicitly considered.

Noteboom (1992) explains that bounded rationality is caused by the scarcity or
cost of information and limited capacity for information processing, beyond
cognitive competency. Noteboom states that all possible contingencies could
have been foreseen and incorporated into the contract prior to commitment 1f
rationality were unbounded. Van der Meer-Kooistra, and Vosselman, (2000)
argue that, due to bounded rationality, management accountants and other
decision makers cannot possess all the information required for making an

optimal decision at the initial decision moment.

(2) Williamson (1985) points out that opportunism is self-interest seeking
behavior, which implies a lack of complete honesty in negotiating and
enforcing contracts. He argues that because of opportunism, individuals

enjoined in small numbers exchange may make false or self-serving claims

about contract terms.

Williamson (1985) asserts that opportunism is a troublesome source of
behavioral uncertainty. He illustrates that people may not be totally honest and
truthful about their intentions, or they might attempt to make use of untoreseen
circumstances that gives them the chance to exploit another party. Noteboom
(1992) argues that if there were no opportunism, contracts could be left

incomplete in the trust that unforeseen contingencies would be met in a spirit of
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cooperation and mutual benefit.

Atter making the assumptions, Williamson (1985) puts forward three variables,
which consist of (1) frequency, (2) uncertainty and (3) asset specificity, to
determine whether the transfers made inside or outside have the lower transaction
costs 1n various circumstances. Williamson argues that these variables of the TCE
could be used to determine the organization’s alternate mode of governing

structure, economizing transaction costs. The three variables are discussed as

follows:

(1) Frequency. According to Williamson (1985), frequency of trade refers to the
frequency with which a particular transaction occurs in the market. Willilamson

argues that the cost of hierarchical governance structures will be easier to

recover for large transactions of a recurring kind.

(2) Uncertainty. According to Williamson (1985), uncertainty is related to the 1ssue
on how hard it is to foresee the eventualities that might occur during the course
of the transaction. Williamson thinks that governance structures differ in their
capacities to respond effectively to disturbances (i.e. uncertainty). He contends
that uncertainty is caused directly by the behavioral natures of opportunism and

bounded rationality.

(3) Asset specificity. Williamson (1985) states that asset specificity 1s of special
importance because without it TCE would lose much of its significance.
Colbert and Spicer (1995) explain that asset specificity arises when durable
‘vestments are made in relation to a particular transaction and the value of the
‘nvestment in its next best use is considerably lower. They argue that as the

level of transaction-specific investment increases, it becomes increasingly
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important for the firm to protect its economic interests in the transfer

relationship by ensuring that conflict and opportunistic actions by subunits are

controlled.

These three variables will, according to the theory, determine whether transaction
costs will be lowest in an internal transaction or in an external transaction.
According to Colbert and Spicer (1995), dimensions of the transactions, which
involve asset specificity, uncertainty and extent, are thought to be positively related
to the decision to make internal transactions. Colbert and Spicer argue that the
greater the extent (frequency and volume) of the transactions the more likely the
transactions are made internal. As the level of asset specificity increases, the
transaction costs associated with firms conducting transactions within markets rise.

In this circumstance, Colbert and Spicer advocate that internal transactions will be

likely to have transaction costs advantages.

However, Colbert and Spicer (1995) warn that intemalizatlon of the transaction
within the firm does not fully remove the potential transaction costs. They argue
that firms may arrange their organization structures and control systems so as to
encourage more cooperative, interdependent behaviour between subunits.
According to Benke and Edwards (1980), TP is a system within the management
control process. Thus a TP system can be established to minimize transaction costs.
As previously discussed, six factors involve in the TP process. Therefore, the six

factors need to be design so that the TP system can be established to minimize

transaction costs.

To minimize transaction costs, and control the conflict and opportunistic actions by

subunits, a TP system should achieve several important motives as discussed in the

following section.
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2.6 The Motives for Transfer Pricing

The discussions on the motives for TP help an organization determine the reasons
why TP system should be established. Emmanuel (1976) states that the purpose of
the TP system and the objectives of the individual firm should be compatible. He
argues that companies having different overall objectives will not employ TP for
the same purposes. Literature shows that the dominance of a particular TP
motivation 1s dictated by the following four aspects, achievement of corporate

goals, pinpointing divisional responsibility, evaluation of divisional performance

and maximizing divisional autonomy.

2.6.1 Achievement of Corporate Goals

Benke and Edwards (1980) argue that TP has two major objectives, which are to
guide the members of the company toward the company’s goals (goal congruence)
and to evaluate the progress of the company’s segments toward these goals
(performance evaluation). According to Benke and Edwards, as TP 1s a system
within the management control process, the TP technique selected by a company

must facilitate the objectives of goal congruence and pertormance evaluation.

Drury (1994) states that a sound TP system should motivate actions that increase

the profits of the organization as a whole. This will happen when actions that
managers take to improve their branch or departmental profits also improve the
profit of the whole organization. According to Drury, where the organization
objective is to measure managerial performance, the TP system should be designed
as a behavioral tool and motivate managers to concentrate on the products that

maximize the profits of the bank as a whole. Drury points out that it the objective

is to measure economic performance, the TP method should be designed to best

reflect the contributions that business units make to the profitability of the whole

organization.
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Smullen (2001) argues that funds transfer prices are indicative of the relationships
between a bank’s subunits and the bank as a whole. These prices should be set to
enable a harmonization of goals of a bank and its subunits. Smullen states that
appropriate tunds transfer prices should be generated to ensure that the managers
of a bank’s business units act in a way, which is congruent with the total interest of
the bank. On the other hand, Smullen points out that these managers may have
opportunistic behaviour, they may pursue their own self-interest in a way that
contravenes the culture and practice of the bank. Smullen argues that this may lead
to a possibility of dysfunctional behavior if the appropriate funds transfer prices are
not generated. Therefore, a poorly designed FTP system can lead to actions that
maximize the profit of bank business units, but which are detrimental to the bank

as a whole.

2.6.2 Pinpointing Divisional Responsibility
Risk management is increasingly a vital activity for all financial organizations and
banks are faced with the challenge of assigning the costs of the risks to the

appropriate units, while simultaneously isolating responsibility for managing and

controlling the risks. Uyemura and Deventer (1993) point out that bank business

units’ managers may have some discretion of asset and liability product pricing,

but they may have no control over market yield curve shifts or unusual behavior of
index rates, such as the prime rate. Therefore, the responsibility of managing the

risks should be clearly identified and 1solated.

Both Chorafts (1997) and Bessis (1998) advocate that a 1P system should serve

to properly allocate risks within a bank so that the performance of business units 1s
independent of market movements beyond their control. They argue that the
purpose of FTP process is to let business units not be responsible for managing the

risks beyond their control. To assign the responsibility of managing the risks, each
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risk involved in the funds transactions should be identified and isolated. However,

both Chorafts and Bessis do not concern how bank risks can be decomposed with

F1P.

Ersoz (2000) addresses that FTP methodologies are critical to the understanding of
bank risks and risk management. To clearly identify the responsibility of managing
financial risks that are embedded in different departments within the bank, the risks
must be isolated and assigned to the appropriate units. Smullen (2001) confirms the

view of Ersoz that one key principle of FTP is to ensure that the risk management

responsibility is clearly 1dentified and isolated.

2.6.3 Evaluation of Divisional Performance

As previously discussed TP 1s a system within the management control process,
thus TP must facilitate the objective of performance evaluation. Smullen (2001)
argues that i1f a bank breaks up its business into its components and to establish
sensible transfer prices, the bank can calculate the performance margins of a
transaction or any sub portfolio of transaction and its contributions to the overall
margin of the bank. Similarly, other researchers present their views on how FTP 1s
used for the performance evaluation of bank business units. Drury (1994) declaims
that FTP enables a bank to allocate bank internal revenues to the fund providers
and internal expenses to net fund users. In this circumstance, Drury states that the
application of FTP can result in a report of branch/product profits that represents a

reasonable measure of the contribution of the branch/product to the protits of the

society as a whole.

Cole and Woody (1995), Emnst & Young (1995), Bessis (1998) and Greuning and
Bratanovic (2003) argue that FTP can facilitate the profitability measurement of

various components (branches, products, customer, and accounts) of the 1nstitution
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by relating appropriate costs to revenues. By charging funds users and crediting
funds providers, bank top management can monitor and evaluate whether business

units perform in a way that add values to the bank. Thus, FTP enables bank

managers understand the impact of individual unit in the generation of profits.

Under the TP system, the information on the performance evaluation of each unit is
reported on the basis of where the results were incurred and who has
responsibilities for them. This requires that business units’ performance

measurement can only be made on the factors under their control. It is critical to

separate controllable costs from noncontrollable costs. Mehafdi (1992) argues that
performance evaluation cannot be expected to achieve the desired motivational
impact on divisional managers if the managers are judged on the basis of non-
controllable factors, especially 1f the effect of these factors on performance results
1s not taken into account when deciding on the reward and punishment policies.
Along a similar vein Riahi-Belkaour (2001) states that the inclusion of
noncontrollable items in performance reports was found to produce untavourable

ratings for the performance measurement reports.

Eccles (1985) states that TP practices affect performance measurement, evaluation,
and reward, which in turn affect perceptions of fairness by individual managers.
Shih, Crandon and Wofford (2004) state that the profit contribution figures derived
from the FTP system are often used to measure and evaluate performance as well
as to support the decision-making process. They point out that these results are also

used to determine provisions of the incentive system. Under these circumstances

TP directly affects employee behavior, and thus has real impact on all the

operations of the institution.



2.6.4 Maximizing Divisional Autonomy

Ronen and McKinney (1970) states that a TP system must serve as a stimulus to
managers to increase their efficiency without losing the autonomy of divisions as
profit centers. Along a similar vein Anti¢ and Jablanovi¢ (2000) state that business

unit managers in an organization should be free to satisfy their own needs either

internally or externally at the best possible price.

F'IP should not interfere with the process wherein the funds using unit rationally
strive to minimize its costs and the funds providing unit rationally strive to
maximize 1ts revenues. In a financial organization, funds providers try to maximize
its revenue from the funds transferred, and the funds users try to minimize the
transter prices on the funds transferred to them. This situation may be more
complicated when there are restrictions imposed on the subunits by the top
management. For example, a bank may put forth a rule, which prevents one subunit
from using funds from the external market until internal funds are used up, or a
policy which states that only some particular funds may be purchased externally
without central management approval. Under this circumstance, according to
Emmanuel and Mehatdi (1994), given the implicit value judgments and behavioral
norms inherent in the performance evaluation and reward system, it 1s normal to
expect divisional managers to engage in what may be perceived by central
management as dysfunctional behavior. Emmanuel and Mehatdi believe that this
may take the form of private information withholding and misrepresentation,

which may result in sub-optimization. Emmanuel and Mehatdi point out that to
reduce sub-optimization, an optimal TP system should be set up to ensure that the

organization’s as well as the subunits’ profit maximization can coexist with the

operating autonomy of the subunit managers.

However, Yunker (1982) states that the greater the subsidiary autonomy, the
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tighter performance evaluation must be in order to maintain the necessary level of
control. Given the important function of TP in coordinating action of the
interdependent business units, the greater the subsidiary autonomy, the stronger the

TP must be designed to monitor and control the business units.

As discussed above, TP aims to achieve several important objectives for an
organization, 1t is difficult to establish a TP system that accomplishes all the
objectives, but it 1is critical to consider the most important objectives
simultaneously. Different organizations may have different organizational structure
and face different external environment. Therefore, they may focus on different
objectives and the TP system established must seek to achieve the objectives set by
the organization. The subsequent section discusses the comparisons of the transfer
price derivation in different industries, whereas the following chapter details the

TP methods applied in the different industries.

2.7 Comparisons of Transfer Price Derivation in the Manufactory and
Financial Industries
There are numerous methods that can be used to generate transfer prices. It 1s
easier for financial institutions to produce transfer prices than that for manufactory
companies since financial institution managers have a good understanding ot the
cost structures in terms of the inputs of financial obligations into their production
process. For example, if a bank raises funds and then invests those funds, the cost
structure of the funds can easily be estimated from the competitive and etficient
money market. The managers can also show how their costs relate to revenues
because revenues are derived from financial obligations, which are based on their
costs, and thus have a good understanding of their cost structure. However, the TP

method is more complex for financial institutions than for manufactory industries

due to the following three reasons.
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First, the cost structure is more volatile for financial industry than manufactory
industry. Manufacture’s systems have developed over a long period of time
because manufacturers generally do repetitive tasks over consistent time frames.
Thus, the factors for the manufactory industries’ TP model are relatively stable. In
the financial industry, the product mix and demands for resources vary
considerably from month to month depending on interest rates, the general
economic condition, and customers’ demand for loans, certificates of deposit (CDs),
and other financial products. The variability of the number of the product inputs
and outputs makes the FTP model complex since it must incorporate the variability

to reflect the changing financial situations.

Second, the uncertainty of the future costs makes the TP model more complex for
financial institutions than manufactory industries. Once a manufacturer has

produced a product, its expense essentially stops. However, a financial institution
that makes a three-year fixed loan, which is supported by one-year CDs, must face
the risk incurred from rising levels of interest rates. The payment from customers
for the loan is fixed, but the payment for the CDs may increase due to increasing
levels of interest rates. This may mean the financial institution suffers from a
narrowing loan yield. Thus the FTP for the CDs and the loan must include the

future costs incurred from changing levels of interest rates.

Third, a distinguishing feature of financial institutions 1s that they operate in a
competitive financial market. Thus their profitability is highly sensitive to their
cost of capital, especially to their cost of risk capital. As will be discussed 1n

Chapter Seven, risk capital is one of the main inputs for the FTP model.

2.8 Summary

This chapter outlines the TP definitions for manufacturing and financial industry.
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The definitions show that TP plays an important role in the management
accounting system and it is a critical component of the profitability measurement

process. For the further understanding of the TP definition, a six-factor TP

framework is reviewed.

This chapter also reviews TP in a relevant organization context. The aim of the
organization decentralization and integration is to reduce business uncertainty, to
enable efficient decision making, to measure the impacts of managerial decisions
and to increase motivation congruent with the organisation’s objectives. Reviews
of the transaction cost economics reveal that internal transactions and an

appropriate TP system can be used to solve the conflicts between business units.

This chapter also examines the four motives for FTP. Achievement of corporate
goals 1s considered to be a motive to let business units act in a way that achieves
corporate goal congruence. Accurately pinpointing divisional responsibilities
would ensure that the responsibilities of managing the risks are clearly identified
and 1solated, and correctly evaluate the economic performance ot business units.
Evaluation of divisional performance is an important motive for FTP. FTP enables
bank managers properly evaluate the provision or use of funds by the business
units or products, and understand the sources of profits. This chapter also reviews

that business units’ autonomy should be maximized by FTP.
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Chapter Three: Transfer Pricing Methods

3.1 Introduction

There are a number of methods for generating transfer prices and this section
provides a review of the techniques. The key perspectives are derived from
economics literature, which focuses on the conditions making central planning
efticient, and from accounting literature, which is concerned with the practical
application of TP within a commercial environment. The FTP methods for
financial institutions are reviewed for providing understandings on how funds

transfer prices are generated to achieve the motives of FTP, especially for

corporate goal congruence and performance evaluation.

The first section of this chapter reviews the economist’s perception of optimal
transfer prices. The second section reviews the TP methods from the accountant’s
perception of transfer prices followed by the third section, which discusses FTP

methods for the financial institutions. The final section is the summary.

3.2 The Economist’s Perception of Optimal Transfer Prices

Smullen (2001) points out that the economic theory of TP was initially developed
to understand how optimal planning might take place in a socialist economy. The
model outlined in this section tries to explore the main theoretical insights ot the
economics literature in relation to TP. The following example on how to derive
optimal transfer prices is from Smullen. It considers a firm with two departments: a
basic production department and a finishing and sales department. The production
department manufactures the output, which it can sell to an outside market or

provide to the sales department. The sales department can buy the product from the

outside suppliers and sell the final output on the market.

Smullen (2001) thinks that this situation can be set up as a standard maximization
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problem. The situation where both departments are run as a single
profit-maximizing unit is compared with that where both departments are run
separately. The production department has a choice of selling the product direct to
the market or to the selling department for a transfer price. The model discussed by

Smullen identifies the transfer price, which will lead both departments to maximize

their joint profit.

3.2.1 The Initial Model

In the iniial model of the firm, Smullen (2001) develops a joint profit
maximization decision in terms of the levels of sales by the production department
to the market, the level of purchases of the product from the market and the level
of sales by the sales department. In this example, Smullen assumes that the firm
has market power in all the markets in which it trades. In this circumstance,
Smullen declares that the setting of sales and outputs can be seen as one solution,
which implies a set of prices in each of the markets in which it trades. If the
appropriate set of prices were established then the sales would be at the optimal
levels. Smullen states that it 1s the standard idea that the firm with market power
can either set prices or the quantity of trades. Smullen points out that if the firm
were a price taker in any market then the revenue function would just be the
market price times the quantity of sale and the result would be a special case of the

general model, the marginal revenue being the price.

Smullen (2001) presents the following profit function for the firm. This model is

set up for a single time period'.

[1=R(Q2 + Q3) + Ry(Q1) - Cy(Q2 + Q3) - Cp(Q1 + Q2) - Ci(Q3) 3.1)

Where:
[1 = profit of the joint business.

'Smullen (2001) states that this type of model can be established for a number of time periods. In

general, however, the results will take the same form 1f there are no links between performances in

the different time periods.
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Q: = the amount of output of the production department sold outside the firm.
Q> = the amount of output of the production department sold inside the firm.
Q3 = the amount of output bought outside the firm by the sales department.
R; () = the revenue function of the sales department.

R, () = the revenue function of the production department.

Cs () = the cost function for purchases by the sales department.

Css () = the cost function for purchases by the sales department outside the firm.
C, () = the cost function of the production department.

To illustrate Smullen’s (2001) initial model, the intermediate and final product sale

route are depicted in Figure 3.1.

Figure 3.1: The Intermediate and Final Product Sale Route

Intermediate Final
Product Market K% Product Market  |SE9

Sell Q, Buy Q3 Sell (Q, +Q5)

Production Transter Q2 Sales :
| Department Department |

In Figure 3.1, Q; is the amount of output of the production department sold to the

outside intermediate product market and Q, is the amount sold to the sales
department. The sales department buys the amount of Q3 from the intermediate
product market. The sales department produces the final products, which are
further processed from the products bought from both the production department

and the intermediate product market. Finally, the amounts of Q> plus Q; are sold to

the outside market by the sales department.

According to Smullen (2001), the firm has three revenue functions Rp(Q1), 1p(Q2)
and Ry(Q,+Q3), the first being for the intermediate product sold by the production
department outside the firm, the second for the intermediate product sold by the
production department to the sales department, and the third for the final product
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