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ABSTRACT

This study was undertaken to assess the extent to which transfer pricing was effectively used by
multinational manufacturing companies operating in the Southern Gauteng region of South
Africa. The target participants of the study traded their products across international borders and
as such made use of transfer pricing in one way or the other to achieve strategic objectives. Scant
research has been undertaken to analyse the degree to which transfer pricing can be used to
effectively influence managerial performance. On the other hand there is a wealth of knowledge
on the relationship between transfer pricing and taxation. In-depth review of literature showed
that even though multinationals formulated their transfer pricing policies to target financial and
managerial objectives, self-interest and outside influences tended to hinder the equitable
realization of both types of objectives. The study therefore set out to establish whether this is
true of Multinational corporations (MNCs) in Southern Gauteng and in the process answer
questions about the procedure for formulating transfer pricing policies by these MNCs, the
relationship, if any, between transfer pricing and profitability and the use of transfer pricing for

performance enhancement and assessment.

The study made use of a mixed methods research methodology to collect and analyze data from
45 MNCs operating in the target geographical area. Of the 45 companies, 15 cooperated fully
with the study.Data was collected via the use of questionnaires and follow-up face-to-face and/or
telephonic interviews. Collected data was analysed using statistical methods including the Chi
Square Test, standard deviation, frequency tables and the Kruskal-Wallis H test. The results from
the questionnaire and interviews show that there is no universally appropriate Transfer Pricing
Policies(TPP) which applies equally to all organizations in all circumstances. Firms are affected
by different environmental factors while striving for tax-compliance and value creation. The fear
of falling on the wrong side of tax laws is a major driving force behind transfer pricing policies
of MNCs. As such other objectives that are managerial in nature become secondary and tend to

be neglected if/when they conflict with the primary objective.
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DEFINITION OF KEY TERMS

Arm’s Length Principle (ALP): It dictates that the price charged for an intermediate product by
a related party should be the same or similar to that charged by an unrelated party in the open

market.

Buying Division: A structural division within a corporate entity that buys the intermediate

product from a selling division within the same corporate ownership.

Multi-National Corporation (MNC): A business entity whose operations spans several national
boundaries and as such is subject to more than one tax code.

Selling Division: This is a structural division within a corporate entity that produces an

intermediate product.

Transfer Price: This is the price at which an intermediate product is exchanged between two

divisions within one corporate structure.
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CHAPTER ONE

INTRODUCTION AND BACKGROUND

1.1 INTRODUCTION

The concept of transfer pricing has hitherto been viewed through the prism of optimal allocation
of costs and revenues amongst several divisions of a group (Sikka& Willmott 2010:342), with
the ultimate objective of minimizing tax responsibilities and in turn maximizing profits (Urquidi
2008:27). Wagdey (2004:24) states that transfer pricing decisions greatly impact on the global
operations of Multi-National Corporations (MNCs), specifically influencing overall revenues and
profit. In order for companies to maximise their international operations, the domestic objectives
of transfer pricing such as divisional autonomy and managerial motivation, are often sub-
optimized in favour of perceived more important international targets such as substantial tax
reduction through revenue reallocation in order to maximize profits (Garrison, Noreen & Brewer
2006:574;Sakurai 2002:173).

In view of the current climate of accelerated globalization, many companies find themselves
compelled by cut-throat competition to operate across national boundaries (Mehafdi 2000:365).
Consequently, transfer pricing has emerged as a major tool used to maximize and misrepresent
profits, as well as deliberately shift earnings to low-tax countries (Gresik & Osmundsen
2008:232; Blouin, Robinson & Seidman 2011:2).

This study was largely a comparative assessment of the effective use of transfer pricing policies
by manufacturing MNCs. Furthermore, the study shed more light on the assertion that the
transfer pricing policies of MNCs, unfortunately, neglects the managerial incentive targets of the
entity in favour of a deliberate or unconscious attempt to achieve financial obligations and stay
on the right side of the tax constituencies within which the companies operate. For the purpose of
this research, data was obtained through questionnaires and interviews. Collected data was
statistically analyzed using the following statistical packages: Microsoft Excel and Statistical

Package for Social Sciences (SPSS), version 22.0.



1.2 BACKGROUND OF THE STUDY

With South Africa being the economic hub of Africa, many companies operating in the country
in general and in Southern Gauteng in particular are multinationals by necessity. These
companies, faced with ruthless competition, avail themselves to a wide array of business tools
including transfer pricing, to gain and maintain competitive advantage. The level and usage of
transfer pricing policies however, vary from company to company. In the majority of multi-
national corporations, goods and services are often transferred from one division to another
(Tang 1997 p.xv as cited by Urquidi 2008:27). These goods, sometimes known as intermediate
products, are considered the object of a business transaction by both the buying and selling
divisions involved and the selling division has the option of selling the intermediate product
either to the receiving division within the same company or to a separate business entity
(Garrison et al. 2006:568). The price both parties settle on as fair exchange for the intermediate
or finished product is termed the transfer price (Drury 2012:509). International transfer pricing
follows the same process except that the goods are exchanged across international boundaries
(Elliott & Emmanuel 2000:216). The ideal transfer pricing system is one which propagates goal-
congruence within the organization as a whole, and the autonomy of managers within the
organization while at the same time generating profits that can provide a reliable and accurate
assessment of divisional performance (Langfield-Smith, Thorne & Hilton 2006:582).

Transfer pricing has of late been seen principally as a medium for minimizing tax obligations
because it facilitates the exportation of capital to geographical locations with ‘friendly’ or
flexible tax laws (Sikka& Willmott 2010:343; Swenson 2000:5). Empirical evidence has shown
that the conduct of business operations by autonomous entities operating under the same
business umbrella facilitates the reallocation of taxable group profits amongst these same
autonomous units using transfer pricing in order to minimize tax obligations and at the same time
ensure that the company enjoys the added benefit of lower tariffs (Martini, Niemann & Simons
2007:1; Swenson 2000:6). The MNC thus finds itself in the unenviable position of having to, on
the one hand, propagate its international business aspirations, and on the other hand, balancing
these business aspirations with optimal transfer pricing and tax-compliant policies that will
shield the company’s earnings from excessive tax risk (Przysuski, Lalapet & Swaneveld
2005:11).



Besides tax concerns, most MNCs deliberately or erroneously used transfer pricing for hardly
anything else (Clausing 2000:175). As a result, MNCs will more often than not consider only
international tax implications when setting transfer prices that are expected to be used to achieve
tax-related and non-tax objectives. Myers and Collins (2011:1) contend that by playing a crucial
role in divisional and organizational profits, transfer pricing, by inference also impacts on the
performance evaluation of managers and is thus at the crux of all decisions that pertain to profit
maximization since the evaluation and reward system for divisional and corporate managers in
most MNCs today is profit-based. Furthermore, the overriding purpose of transfer pricing is to
ensure that the actions and decisions of divisional managers fall in line with corporate objectives
(Garrison et al. 2006:568). Conclusively, the transfer pricing policies of an enterprise should not
only be seen as an accounting tool for profit maximization, but should also be perceived in the
light of a management tool that influences decision-making pertaining to the attainment of

divisional and overall objectives of corporations.

1.3 PROBLEM STATEMENT

Given that there is an exceptionally high level of external scrutiny on the usage of transfer
pricing by MNCs, these MNCs are of late finding it increasingly difficult to use transfer prices to
bridge the dual objectives of managerial efficiency and financial performance (Urquidi2008:27).
This is principally because the desire for international tax compliance compromises internal
managerial considerations as far as setting the optimal transfer price is concerned (Baldenius,
Melumad&Reichelstein2004:592). Separate transfer prices for incentive and tax purposes would,
in theory, optimize the profitability of the MNC (Hyde 2002:1), but companies are reluctant to
take up this dual practice for fear of attracting tax repercussions both from domestic tax
jurisdictions and international bodies like the Organization of Economic Cooperation and
Development (OECD) (Blouin et al. 2011:4;Baldeniuset al. 2004:592). Consequently the MNC
is obliged to undermine one of the core objectives of transfer pricing (managerial efficiency), the
very same objective that is supposedly one of the driving forces behind the establishment of
transfer pricing policies in the first place (Pfeiffer, Schiller & Wagner 2011:220). This makes it
difficult for the MNC to choose a transfer pricing policy that would optimize the objectives of

the MNC without any significant drawbacks.



Due to the rapidly evolving economic and technological landscape, most business entities find
themselves obliged to operate across national boundaries in order to maximize earnings (Sikka &
Willmott 2010:3). At least 60% of this international trade is intra-firm and beyond the scope of
outside market forces (Cools et al.2008:606). The significance of this is the emergence of
‘transfer pricing manipulation’ in that transfer pricing is playing an ever-increasing role in the
maximization of profits through the deliberate reallocation of earnings to geographical tax
havens (Lin & Chang 2010:1216; Clausing 2003:2208).

The above arguments set the groundwork for the emergence of transfer pricing as a key business
tool to minimize the effects of tax legislations in the different countries within which MNCs
operate (Brem &Tucha 2005:1). Regrettably, in the course of complying with stringent tax
regulations and recommendations, MNCs have had to set transfer prices that are ironically
hindering the attainment of managerial and incentive objectives which themselves are supposed
to be the very reason for the existence of the transfer pricing policies in the first place. This is
mainly because the MNC is focused on convincing tax authorities that its ‘one set of books’ —a
single set of transfer prices — is founded not only on tax motives but also on internal objectives
(Cools et al. 2008:608). This in turn, raises questions of whether one set of transfer prices can
effectively fulfill the internal and external goals of the organization since logically, the MNC
would be more efficient if it uses two different transfer prices to achieve the two conflicting
objectives of managerial motivation and tax minimization (Choe & Hyde2004:399).

1.4 RATIONALE

Bartelsman and Beetsma (2001:1) state that for most companies operating in several tax
jurisdictions, a ‘race to the bottom’ for tax purposes is becoming an increasingly crucial business
strategy concern. This ardent desire to minimize taxation is often achieved by shifting income
from heavily industrialized economies to tax havens (Smith 2002:161). The majority of Transfer
Pricing Methods (TPM) in existence today, are used by MNCs for tax purposes and the Arm’s
Length Principle (ALP) is considered an international benchmark to determine transfer pricing

for taxation purposes (Brem & Tucha 2005:3).

Conclusively, most MNCs use TPMs that they consider would be most beneficial tax-wise. A

significant proportion of taxation authorities in the various geographical areas in which these



MNCs are in operation automatically consider the MNC’s transfer pricing policies and methods
as an attempt to avoid tax, hence the implementation of the ALP. This situation creates an
imbalance in the use of transfer pricing to attain managerial incentives and financial objectives of
the organization since the former is neglected in favour of the latter. This necessitates an
assessment of the extent to which managerial motives of transfer pricing might be suborned by

other objectives.

1.5 RESEARCH QUESTIONS

Against the backdrop of the preceding problem statement, this study was aimed at providing
possible answers to the following research questions:

o What is the role of transfer pricing policies in management control systems in
manufacturing industries in Southern Gauteng?

o Does transfer pricing engender performance (efficiency) and as a result influence
performance evaluation?

o Can a single set of transfer prices be used equally and effectively as both a management
and an accounting tool?

o What are the steps that can be taken to perpetuate the use of transfer pricing policies

beyond its alleged buffering against excessive taxation?

1.6 RESEARCH OBJECTIVES

The ensuing primary, theoretical and empirical objectives will be the principal focus of this

research:

16.1 Primary objective:
The main objective of this study consists of the following: An assessment of the effective use of
transfer pricing policies in the realization of managerial performance objectives on the one hand,

and tax and financial objectives on the other, by manufacturing MNCs in Southern Gauteng.

1.6.2 Theoretical objectives:
Pursuant to the primary objective are a number of theoretical objectives:

5



e A content analysis of literature pertaining to the role of transfer pricing in multi-jurisdictional
intra-trade transactions.
e The in-depth appraisal of literal perception of the traditional role of transfer pricing processes

above and beyond tax purposes.

1.6.3 Empirical objectives:

Empirical objectives to be attained are as follows:

e Identify and contextualise the managerial and financial objectives of the MNC.

e Identify the MNC’s transfer pricing policy with regard to intra-trade dealings.

e Establish the range of possible TPMs available for use and compatible with the company’s
operations.

e Trace the relationship between the MNC’s transfer pricing policy and its objectives for
management control and profit maximization.

e Recommend provisions for maximizing the use of transfer pricing.

1.7 RESEARCH DESIGN

1.7.1 Literature review

This section reviewed existing literature that covers the myriad facets of transfer pricing. The
study focused on literature that addresses the subject of transfer pricing from the point of view of
its role within the management and accounting functions of a divisionalised MNC. Gaps and
shortcomings were identified and analyzed viz; literature that deliberately or honestly ignores
any other role that transfer pricing policies might play in an organization besides tax avoidance;
literature which addresses the impact of international tax regulations on transfer pricing policies
of MNCs and literature which assesses the feasibility of using a single set of transfer prices for
both performance evaluation and motivation, and tax and financial tenets of an MNC. Pertinent
material was obtained from journal articles, textbooks on transfer pricing, conference papers and

presentations, previous theses, statistical databases, institutional publications and the Internet.

1.7.2 Research design
Often used interchangeably with the term ‘research methodology’, a research design is all about
establishing a systematic interface that ensures the interrelationship between the study’s initial

research questions and the empirical data that is accumulated thereon (Yin 2009:24), with the

6



secondary objective of eliminating the impact of nuisance variables (Blaikie 2010:37). The
research design thus prevents a possible disconnect between the research objectives and the
research conclusions. The study made use of a mixed research which draws from both qualitative
and quantitative methodologies. The data used in the study was obtained through questionnaires
and interviews. Collected data was statistically analyzed using the following statistical packages:

Microsoft Excel, Statistical Package for Social Sciences (SPSS), version 22.0.

1.7.3 Population

By definition, a population is the object that contains the variables that the researcher wishes to
investigate (Blaikie 2010:172). For the purposes of this study, the target population was defined
as the larger group or pool of cases about which information is to be obtained (Graziano &
Raulin 2000:143; Neuman 2006:224). The target population of this research comprises all
manufacturing MNCs - based in Southern Gauteng -that make use of transfer pricing policies and
procedures in executing trans-national operations. The participant MNCs were selected by means

of a step-by-step process:

Initially the names of major entities operating in the study area were obtained from the
Johannesburg Stock Exchange (JSE). Then the researcher used McGregor’s INET BFA financial
database to obtain detailed background information regarding finances, products, sphere of
geographical operations and subsidiaries or partners, all in relation to these entities. This
information made it possible for the researcher to eliminate all the companies that were glaringly
ineligible. Finally the researcher contacted the remaining MNCs individually to confirm that they
did/did not make use of transfer pricing in their operations. The participant MNCs were
purposely selected because of the size and scope of their transactions regarding the use of
transfer pricing policies. They were therefore deemed to be adequately representative of the
manufacturing industry as a whole. Given the relatively small number of eligible MNCs within
the study area (45 MNCs), the researcher decided to use the whole population as the sample for
the study. As a result, this study contains no information regarding how the sample was derived,

nor the sampling technique that might have been used.

The province of Gauteng is the economic hub of South Africa, boasting not only the largest
concentration of private enterprises in almost all conceivable economic sectors: Johannesburg

boasts financial and business services, the eastern and western parts of the province are



dominated by manufacturing and mining concerns, and Southern Gauteng mostly features steel,
iron and coal production companies (Statistics South Africa 2013:9). Gauteng Province also
features the fastest economic growth rate within the country. In the years ranging from 2001 to
2011, the South African Economy grew 3.9% whereas Gauteng Province grew by 4.5%
(Statistics South Africa, 2013:9). Figure 1.1 below depicts the geographical delimitation of the
study.
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Figure 1.1: Location Map of Southern Gauteng
Source: Adapted from Google Maps

1.8 DATA AND DATA SOURCES

This part of the study deals with all the different types and classes of data that was collected in

order to realize the pre-stated research objectives and answer the research questions adequately.



1.8.1 Primary data collection
Primary data collection refers to all information that will be collected first-hand by the researcher
solely for the purpose of the study. The following methods will be used in the primary data

collection process:

e Questionnaire

Self-administered questionnaires are often used when the aim of the researcher is to gather
quantitative data with which to test research questions (Tharenou, Donohue & Cooper 2007:22).
Questionnaires made up of structured and semi-structured questions constituted part of the data
collection techniques of this research. The researcher used pre-testing on three manufacturing
MNCs prior to the actual data collection. Pre-testing is aimed at identifying and subsequently
rectifying or removing questions that may appear ambiguous and unnecessarily difficult to
respondents (Visser, Krosnick, Lavrakas & Kim 2013:419).

e Face-to-face and telephonic interview

Face-to-face and/or telephonic interviews comprised one of the data collection instruments that
were used in this study. The study availed itself principally to telephonic interviews in collecting
data. The researcher conducted face-to-face interviews at the interviewees’ place of work. Where
personal visits were not possible, telephonic interviews were used. Interviews comprised

structured and semi-structured questions.

1.8.2 Secondary data collection

Welman, Kruger and Mitchell (2009:149), define secondary data as any information used by the
researcher in the study, but that are collected and organized by persons and/or institutions other
than the researcher himself. Secondary data was obtained through documentation that, as
described by Tharenou et al. (2007:23), involved a detailed study of items like annual financial
reports, minutes of meetings, tax returns and any other documented evidence of information
which the researcher may consider pertinent to the investigation. As far as this study is
concerned, the researcher made use of the JSE and the McGregor INET BFA as the principal

sources of secondary data.



1.8.3 Data analysis

In this phase of the research, data was analyzed with the main objective of aligning the findings
with the original research questions as effectively and logically as possible (Leedy & Ormrod
2013:284). This was followed by an analysis of the pre-existing relationships amongst and the
observed patterns of these relationships amongst the variables at play in the study (Welman et al.

2009:210). The data analysis was both guantitative and qualitative in nature.

The data was analyzed in three progressive stages viz; initially to ensure efficient and accurate
computerization for statistical evaluation; thence preliminary assessment of the property of data
collected, to check for data errors and to describe the sample; finally a substantive assessment
using a set of multivariate analytical techniques to prove or disprove the proposed
interrelationship amongst all the variables involved in the study (Tharenou et al. 2007:190).

Statistical measures such as the mean, standard deviation bar charts and frequency tables were
used to assemble and then compartmentalize all the data obtained from the questionnaires and
the interviews into meaningful summaries regarding the variables that are under investigation.
Multiple regression analysis facilitated the establishment of an interrelationship amongst the
variables in the study (Tharenou et al. 2007:192). The Crombach Alpha test was also used as part
of the factor analysis of the variables that were studied. The statistical software SPSS v22.0 was
used as the environment for computing and analyzing data collected in the study.

1.9 VALIDITY AND RELIABILITY

A research study is valid when the researcher is entirely certain that the research instrument is
accurately measuring that which it is supposed to measure (Tharenou et al. 2007:25). The
internal validity of this research was preserved by way of the identification and elimination of
nuisance variables which may have had an undue impact on the variables being measured
(Welman et al. 2009:190), and this was executed using a partial correlation analysis. The
following forms of validity were examined: construct, face, content and criterion-related validity.
Validity can be further ensured by the use of pattern-matching (Yin 2009:136) whereby a pre-
existing observed relationship pattern is compared with a proposed pattern and if the results

show a coincidence then it will serve to strengthen the internal validity of the research.
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Yin (2009:45) states that reliability will be upheld when another investigator uses the same
measuring instruments on the subject(s) and arrives at the same result; in other words, reliability
is concerned with how credible the research findings are and the extent to which they can be
generalized and replicated under ceteris paribus conditions (Welman et al. 2009:145). Welman
et al. (2009:147) propose the use of the Cronbach coefficient alpha which was used during the
study to measure the variance on measurements obtained as well as variances of the variables

involved.

1.10 ETHICAL CONSIDERATIONS

Tharenou et al. (2007:317) argue that a researcher must see to it that the research design is
founded on and follows sound moral and ethical procedures. This research was bound by the
following ethical considerations:

e Prior to the commencement of the research approval was obtained from all relevant
institutions (Blaikie 2010:31). The researcher obtained permission to conduct the research
within the target companies from the appropriate authorities.

e The researcher at all times respected the personality, rights, wishes, beliefs, consent and
freedom of the participants (Tharenou et al. 2007:317).

e The researcher ensured that participants are fully informed and kept up-to-date about the
nature and purpose of the study and have the right of withdrawal from the study whenever
they so desire (Leedy & Ormrod 2013:101).

e The researcher will at all times keep all information obtained during the research confidential
if so required and will only divulge sensitive information with the permission of the
respondent(s) (Welman et al. 2009:201).

1.11 CHAPTER OUTLINE

Hereunder is a summary of what the major milestones of the study will be as well as a synopsis

of the tasks that will be executed at each point:

e Chapter One: this chapter presented an introduction and background to the problem of the

study. The chapter also encapsulated a snapshot view of what comprises the rest of the study
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re: the review of literature, the research methodology, data sources and data collection

techniques and the ethical considerations of the research.

Chapter Two: this chapter laid emphasis on assessing contemporary literature dealing with
the phenomenon of the use of transfer pricing to achieve the managerial and financial
objectives of an MNC operating out of South Africa. The chapter covered the objectives of
transfer pricing; the various transfer pricing methods; the tax implications of transfer pricing
and lastly the difficulties of using a single set of transfer prices to achieve seemingly
conflicting organizational goals.

Chapter Three: this chapter encapsulated the methodological guidelines that provided a
framework for the execution of the study. Also included was a description of the relevant
target population, study area, data and the appropriate data collection methods that were used

in the research.

Chapter Four: this chapter was tasked with the actual collection and subsequent analysis of
data pertinent to the study using the relevant statistical techniques and, where appropriate,

software packages.

Chapter Five: the principal results of the data analysis in the previous chapter were
presented here. Logical conclusions were drawn from these findings and recommendations

put forth to stem shortcomings uncovered in the research findings.

1.12 SUMMARY

With the exponential increase in the volume of international trade in recent years, the role of

transfer pricing in conducting business for MNCs has become ever more critical. The main

objective of this chapter was to lay down the groundwork on the rationale behind the study;

shedding light on the obstacles that MNCs are faced with in the implementation of their transfer

pricing objectives and the objectives of the research and the methodology that will form the basis

for the collection of pertinent data in the study. In a nutshell this chapter drew up a roadmap of

how the rest of the study will be conducted.
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CHAPTER TWO

LITERATURE REVIEW: TRANSFER PRICING

2.1 INTRODUCTION

This chapter conducts an in-depth assessment of a wide range of publications on the
conceptualisation and application of transfer pricing. As a result of the fact that most companies
today operate across more than one tax jurisdiction, transfer pricing is becoming more and more
important in the daily operations of MNCs. As stated in the preceding chapter, the first
theoretical objective is to conduct a content analysis of the study. The focus was primarily on
literature that deals with the objectives of transfer pricing, the various transfer pricing methods,
their applicability and their inherent shortcomings. The theoretical objective also paid particular
attention to a comparative analysis of the emergence and evolution of transfer pricing as a
function of management control systems in achieving both managerial/incentive and
financial/taxation objectives of a MNC. Mehafdi (2000:367), and Holtzman and Nagel (2014:58)
state that transfer pricing is an intricate and layered process that involves several parties and
transcends different tax jurisdictions.

2.2 EVOLUTION OF TRANSFER PRICING

According to Eipstein, Howlett and Schulze, M-S., (2007:101),globalization and the reduction in
international trading barriers can be traced back to the post-World War Il era. The proliferation
of transnational firms in international trade has prompted significant research into how these
companies conduct business, source for resources and respond and adapt to legislation by local
and national governments (Bernard, Jensen &Schott 2006:3; Urquidi 2008:28). These local and
national governments have also been substantially impacted on by the activities of MNCs
operating within these governments’ territorial boundaries (Borkowski 1997b:321). Empirical
evidence suggests that transfer pricing has been in use as early as the second half of the 19"
century, as proven by research conducted on the Pearson and Knowles Coal and Iron Co. Ltd., in
the years spanning 1887-1895 (Boynes, Edwards & Emmanuel 1999:86). Shor and Chen
(2009:586) also point out that transfer pricing spans most industries ranging from professional

sports to healthcare. The use of transfer pricing became more and more prevalent with the rise of
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divisionalised business entities (Li &Ferreira 2007:25). As early as 1986, 36% of international
trade involving American companies, 55% of trade between the European Union(EU) and Japan,
and 40% of trade between the EU and the US was between affiliated companies of the same
parent (Cravens 1997:128).

Dating back to 1979, the term transfer pricing was already common enough for negative
undertones regarding earnings manipulation to be attached thereto (Urquidi 2008:28). First
published in 1995 (OECD 2011h:5; KPMG 2011:4; Siwele 2011:38), the OECD Guidelines
represents the very first concerted effort by developed nations to establish a framework for
regulating transfer pricing activities (UN Tax Committee, nd.6). Prior to this, and dating back to
1963, the OECD - an organization comprising 34 member countries whose primary objective is
to weather the challenges of globalization (Siwele 2011:37) - consistently initiated and amended
practical guidelines on the usage of transfer pricing by MNCs (De Ruiter 2012:1). By the end of
the 1980s, transfer pricing had become a hugely controversial topic in American political circles
(Cools et al. 2008:608; Boulogne 2008:12). Transfer pricing legislation was first introduced in
Canada, a developed country, in 1979 and embodied the Arm’s Length Principle (Pinto
2012:38), a concept which will be discussed later on in the study. Since then, the OECD’s
Guidelines are being merged into the tax legislation of more and more countries that in turn are

continuously strengthening their transfer pricing regulations (Cools et al.2008:608).

PricewaterhouseCoopers (PWC) (2011a:1) asserts that, since that globalization has substantially
enhanced the volume of cross-border trading, transfer pricing has also become a key bone of
contention in developing countries. Amongst all emerging economies, China, the world’s most
populous nation, has had the fastest rate of economic growth and as such has been the focal point
of massive Foreign Direct Investment(FDI), more so than any other emerging economy (Li
2005:17; Agnes 2004:3). FDIs began flowing into China in late 1979 (Pinto 2012:41) and, due to
their exponential increase the Chinese government had to enact legislation to contend with
transfer pricing issues (Agnes 2004:19). In South East Asia, transfer pricing legislation was first
introduced in China in 1991(Pinto 2012:37). However, it was only in 2001, when China joined
the World Trade Organization, that the country officially adopted the OECD guidelines to

facilitate the regulation of the massive flow of funds across its national borders (Pinto 2012:39).
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Agnes (2004:16) notes that emerging economies have continuously found it difficult to deal with
transfer pricing manipulations by MNCs principally because of inadequate institutional
frameworks in place. According to PWC (2011b:2), an average GDP growth of 5.2% between
2001 and 2010 has made the African continent a fertile ground for investment by MNCs. Given
that an increasing volume of this trade is between related parties (South African Revenue Service
(SARS) 1999:5), many African countries, including South Africa, Kenya, Morocco and Egypt
are devoting more and more resources to the development of viable transfer pricing policies
(PWC 2011b:4). Of all the African countries that deal with transfer pricing, South Africa has
been at the forefront with regards to enactment and amendment of laws pertaining to how MNCs
conduct business within the country (PWC 2009:194). These transfer pricing policies have been
and continue to be radically influenced by the OECD, the United Nations and the African Tax
Administration Forum (ATAF) (PWC 2011b:4). South Africa first implemented transfer pricing
legislation as early as 1995 and SARS has recently made changes to its transfer pricing
regulations (PWC 2011b:22).

2.3 ENVIRONMENTAL FACTORS AFFECTING TRANSFER PRICING

There are internal and external environmental factors that determine and influence the adoption
and application of transfer pricing by MNCs (Lin & Chang 2010:1219). Tang, (2002: 16)
proposes that there may be as many as twenty environmental factors that influence transfer
pricing manipulation by MNCs. Holtzman and Nagel (2014:58) point to tariffs, tax laws and host
country regulations as the principal motives for transfer pricing strategies by MNCs. In a
comparative study of Japanese and American MNCs, Borkowski (1997a:29) found out that
overall profit-maximisation, restrictions by the host countries and dividend-repatriation were the
main factors that influenced the choice of transfer pricing methods adopted by MNCs in these

countries.

Chan and Lo (2004:94) identify seven environmental factors that are critical to transfer pricing
decisions taken in emerging economies. These are:

e Difference in income tax rates,

e Minimization of custom duties,

e The interests of local partners,

e Foreign exchange control and risks,
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e Restrictions of profit repatriation,
e Risks of expropriation and nationalization and,

e A good relationship with the host government,

Of these seven factors, relationships with the host government, the interest of local partners and
foreign exchange controls and risks took precedence in influencing the choice of the perceived
transfer pricing method to be used (Chan & Lo 2004:96). Dogan, Deran and Koksal (2013:737),
state that in addition to internal variables, external factors like taxation, inflation, competitive
advantage, foreign exchange and cash controls are critical for firms that make use of transfer
pricing techniques. In addition, the choice of transfer pricing method to use by MNCs tended to
hinge on tax compliance with custom regulations and compliance with the financial reporting
rules of the host country (Dogan et al. 2013:737).

2.4 OBJECTIVES OF TRANSFER PRICING

According to Bernard et al. (2006:2), MNCs have both managerial and financial reasons for

implementing transfer prices:

2.4.1 Managerial objectives

The major managerial objective of transfer pricing pertains to the establishment of ideal
incentive mechanisms in various discrete divisions of a company as well as the elimination of
‘double marginalization’ (Bernard et al. 2006:3), a situation in which separate divisions of the
enterprise unnecessarily boost the overall price of the product by individually adding mark-ups
to the cost of the product (Park &Lee 2002:608).

Simons (2000:39) asserts that transfer pricing is used to assess and coordinate the workflows of
integrated divisionalised entities where responsibility accounting is in use. As such, a solid
groundwork for seamless business transactions across the existing profit centres of the
organisation is created (Baldenius et al. 2004:59). Furthermore, the appropriate usage of transfer
pricing often positively influences divisional managers’ decisions on the volume of the
intermediate product that can be bought or sold internally (Merchant & Van der Stede 2007:277).

The use of transfer pricing thus not only serves as a guide for managerial decision-making that is
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most beneficial to the division and the overall company, it also provides the groundwork for

evaluating the performance of divisional managers.

e Divisional motivation

Divisional motivation is one of the fundamental objectives of transfer pricing (Drury 2012:509).
In this regard, Hyde and Choe (2004:171) declares that transfer pricing serves to motivate
divisional managers whose reward and remuneration are tied in with the performance of their
respective divisions. The use of transfer pricing allows the selling and the purchasing divisions
respectively to keep separate sets of accounts which can be used to assess the performance of
both divisions and more importantly, the divisional managers (Roos 2011:488). The transfer
price should in theory encourage divisional autonomy and motivate divisional managers since
they ought to have the final say on whether or not to trade in the intermediate products, as well as
the prices at which these products should be traded (Drury 2012:502; Atrill & McLaney
2007:365). In practice, however, there is often great difficulty in arriving at a transfer price that

will benefit both parties to the internal transaction and more importantly, the overall company.

e Goal-congruence

Goal-congruence allows for leeway in divisional decision-making, on the condition that
divisional objectives are streamlined to corporate objectives. (Vigario 2007:506). Li and Ferreira
(2007:10) stress that the inability to streamline the objectives of top and middle-level
management has led to the emergence of agency issues and this in turn has necessitated the
adaptation of transfer pricing by multidivisional companies to ensure that everyone is in no doubt
as to what the goals of the organization are. A survey conducted by Oyelere and Turner
(2000:93) on MNCs operating in the United Kingdom revealed that MNCs often consider the
overall attainment of corporate goals to be their most important transfer pricing objective. The
findings of the survey revealed that senior management often used transfer pricing as means of
assessing the performance of branches and thus the degree of success to which branch managers
tied their goals to the overall goals of the organization (Oyelere & Turner 2000:95).

Goal congruence is one of the fundamental objectives of transfer pricing in that it ensures that
divisional and overall company or group objectives are streamlined thereby making sure that
decisions to enhance divisional profitability will at the same time enhance overall company
profitability (Vigario 2007:506; Anthony & Govindarajan 2007:230). Cools et al. (2008:610)
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believe that transfer pricing plays a vital goal-congruence function in that it not only provides a
framework for aligning the activities of semi-autonomous divisions within a multinational
enterprise but it also serves as a conduit for vital managerial decision-making information. Cools
and Slagmulder (2005:4) posit that goal-congruence is realized when the transfer pricing system
in place creates an environment in which the actions of managers yield benefits to the whole
organisation. Divisional managers are therefore expected, with the aid of transfer pricing, to

implement policies and achieve targets that are in line with overall company objectives.

In view of the above, transfer prices are expected to be most effective when they are streamlined
to the goals of management (Ernst & Young 2003:17). By streamlining production, sales and
pricing decisions across varied departments, transfer pricing ensures that individual departmental
managers are kept up to date on the value that the goods and services in the transaction have for
other departmental heads within the company (Heath, Huddart & Slotta 2009:2; Martini 2008:1).

2.4.2 Financial objectives

The financial objective of a transfer pricing policy, in a nutshell is to maximise profits (Atrill &
McLaney 2007:365). This can be done in a variety of ways: profit-maximisation and tax-
minimization as well as limiting the negative impacts of foreign exchange controls and cross-
border restrictions on capital flight (Bernard et al. 2006:2; Lin & Chang 2010:1218). Other
financial objectives as per Cools and Slagmulder (2005:2) include: cash flow, sales,
minimization of duties and tariffs. The financial implications of transfer pricing is more poignant
for MNCs because this financial data is used to evaluate the tax liability of each division, thence
the overall tax exposure of the organisation (Choe & Hyde2004:167). Another major financial
function of transfer pricing is to quantify the earnings of specific divisions within the company
which is in turn crucial for external financial disclosure (Martini 2008:3). Consequently,
stakeholders who have a vested interest in the company will have a keen interest not only in the
profit-allocation trend of the company, but also with regards to the profit-generation trends of
sub-divisions within the company as a whole (Martini 2008:3).

Atrill and McLaney (2007:365) argue that MNCs would be well advised to set their transfer
prices such that the larger part of their earnings will be declared in those divisions based on host
countries with friendly tax policies. This view on the role of transfer pricing is, to an extent,

reinforced by Merchant and Van der Stede (2007:278), who consider global profit-maximization
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to be one of the most vital determinants of transfer pricing policies, thereby necessitating the use
of transfer pricing policies to purposely move profits between company locations. This

effectively ensures profit maximization via international tax-minimization.

Transfer pricing can enhance the competitive advantage of an MNC’s product internationally
because it creates a situation in which the MNC can trade at comparatively low prices in the
open market (Lin & Chang 2010:1218). This is evidently because the MNC can use transfer
pricing to move its intermediate products or component parts at rates that are attractively low for
consumers. Since most MNCs consider profit-maximization to be the overriding business
objective of the company as a whole, it stands to reason that the financial and tax motives for
using transfer pricing policies will more often than not take precedence over the managerial/non-
financial objectives. Still, these policies are always expected to engender decision-making that

will maximize divisional autonomy without jeopardizing group objectives (Vigario 2007:505).

According to Baldenius et al. (2004:32) if the same price used for profit-maximization is used
for managerial performance evaluation and the propagation of divisional autonomy, then the
resulting intra company transfers will be too low whenever the arm's length price exceeds the
pre-tax unit cost and as such the optimal single transfer price balances the conflicting goals of tax
minimization and efficient resource allocation. Vigario (2007:506) however, contends that this
delicate balance is often difficult, if not impossible to achieve, since the two objectives of goal-
congruence and profit-maximization are often contradictory. So, in theory, a company would be
better off using a single set of transfer prices that will serve all its objectives equally and
efficiently. In practice however, such a transfer price would not only be difficult to arrive at, but
will also be difficult to implement (Mehafdi 2000:366). Figure 2.1 is a graphical representation
of the complexities of transfer pricing in a hypothetical MNC with three subsidiaries, as
presented by Mehafdi (2000:366). The three subsidiaries are located in three different countries
and each subsidiary receives its transfer pricing policy from the Head Office, which is in another
country. Only one of the three subsidiaries manufactures the finished product which is sold in the
open market. However it sources its production components from the other two subsidiaries who
sell these components at a pre-arranged transfer price. However the transfer price must be such

that all three divisional managers turn a profit.
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Figure 2.1: The use of transfer pricing in a hypothetical MNC with three subsidiaries
Source: Adapted from Mehafdi (2000:366).

2.5 THE ARM’S LENGTH PRINCIPLE

The Arm’s Length Principle (ALP) is the guiding rule which ensures that related parties engaged
in a business transaction will apply a transfer price that is similar to a price used by unrelated
parties in a transaction in the open market (Sakurai 2002:175; Amerkhail 2006:3; Cools &
Slagmulder 2009:159). Set out in Article 9 of the OECD’s Model Tax Convention , the ALP
requires that connected parties engaged in a business transaction act as if they were unrelated, in
other words, the agreed prices must be the same as prices agreed on by independent firms
(Holtzman & Nagel 2014:57, Devereux 2013:432). This principle therefore constitutes the
framework for business dealings between OECD member states as well as for transactions
between OECD and non-OECD member states (Ledur & Chater 2009:271).

The OECD considers the ALP to be the international benchmark for deriving acceptable transfer
prices by MNCs (KPMG 2011:3). By comparing the tax liabilities of an MNC’s sub-divisions
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with those of unrelated but similar parties operating in the industry, a tax authority can determine
the extent of efficient application of the ALP by the MNC (Cools & Slagmulder 2009:159).
Diligent application of the ALP by MNCs will minimize the possibility of artificially shifting
earnings between different tax jurisdictions (Ledur & Chater 2009:271). The application of the
ALP is often quite contentious because a transfer price that is perceived by an MNC to be in
compliance with the ALP may not necessarily be viewed in the same light by the tax authority
within which the MNC is operating (Eden 2005:3). Borkowski (2009:37) states that it is
glaringly obvious that a transfer price which is tied to the ALP may not necessarily facilitate the
achievement of the MNC’s financial objectives and may compromise divisional managers whose
performance rewards are profit-based. The MNC may therefore find itself trapped in a no-win
situation where in compliance with the ALP may therefore come at the expense of the MNC
itself and non-compliance opens up the possibility of prosecution.

2.6 TRANSFER PRICING METHODS

Depending on the prevailing internal and external economic situations in existence regarding the
intermediate product, as well as corporate policy on transfer pricing, a company can use one of
several methods to set its transfer price. More important though is the fact that not only should
the transfer price arrived at be the ideal medium for realizing goal-congruence with overall
organizational objectives (Vigario 2007:506), but it should also most accurately portray the
opportunity cost of the substance of the transaction under consideration (Atrill & McLaney
2007:367). The choice of which transfer price to use also reflects the intended divisional
autonomy within the organization as a whole (Li & Ferreira 2007:12). In a nutshell, the choice of
which transfer pricing policy to use will always be influenced by the company’s business
strategy, the overall level of internal autonomy aspired to and allowed, and finally the industry
within which the company operates as shown by Table 2.1 (p 22). It can be seen from the table
that MNCs that are in favour of divisional autonomy may have to use negotiated/internal market
prices, whereas MNCs that prefer more centralized processes would have to make use of cost-

based transfer prices.
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Table 2.1: A typology of transfer pricing

Low divisional autonomy High divisional autonomy

Cost-based transfer price Adjusted external market Negotiated/internal market
price Price

Information on supplier costs | Prices on the external market Managers of the trading profit

is referred to while setting serve as the referent for centers establish a price that is

transfer prices, for instance, determining the values of internal | acceptable to both the seller and the
actual full production cost; transfers, for instance, market buyer before the exchange can be
standard production cost; full | price less a discount; best price to | consummated, for instance,
production cost plus a an outsider during a specific negotiated prices between sub-units
markup. period; negotiated price with bidding.

listed price range.

Source: Li and Ferreira (2007:13).

Table 2.2 presents a snapshot of the results on surveys on the usage of transfer pricing methods
in the United States over a span of 27 years. A cursory examination reveals that market-based TP
methods grew ever more popular over the years whereas cost-based and negotiated methods

experienced a somewhat systematic decline across the same time span.

Table 2.2: Result of survey on the usage of transfer pricing policy methods —U.S.A

Percentage using transfer prices on the following | 1979 1990 2002 2006
bases: % % % %
Market price: 31 32.7 35.5 35
Negotiated: 22.2 22.6 13.7 14
Cost based: 46.8 44.7 42.7 43
Other: 0 0 10 8
Total: 100 100 100 100

Source: Adapted from Merchant & Van der Stede (2007:278), Drury (2012:512), Tang
(2002:35), and Martini, Niemann and Simons (2007:7).

Martini (2008:4) notes that a transfer pricing policy with strong managerial undertones tends to

benefit divisional management but these benefits tend to come at the expense of financial
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objectives. Hence, even though the majority of companies today operate a single set of transfer
prices, for these prices to be optimally effective, the underlying transfer pricing objectives will
either be completely managerial in nature, or heavily managerial with faint financial undertones
(Martini 2008:4). The choice of which transfer pricing method to use should therefore be
determined by the extent to which each method is able to facilitate the achievement of both
divisional and overall company objectives. The following paragraphs contain a recap of the

major transfer pricing methods in use today:

2.6.1 Market-based transfer pricing

Whenever there exist an outside market for the intermediate product, for maximum decision-
making and performance evaluation purposes it is most advisable that the transfer price be set on
par with the pre-existing market price of the said product (Drury 2012:503). This is substantiated
by Vigario (2007:506) who asserts that the degree of flexibility of demand for the intermediate
product in the outside market will determine whether there can be one unique market price for
the product. In a perfect market economy where goods and services are homogeneous in nature
and there is no one buyer or seller big enough to singularly influence prices, there normally will
be one uncompromising market price for the intermediate product (Roos 2011:450). As such,
whenever market-based transfer pricing is used, divisional profits are optimized (Drury

2012:504). There are several market-based transfer pricing methods in use today:

e The Comparable Uncontrolled Price Method for tangibles (CUP): a comparison of the value
of a transaction between related parties with the value of a similar transaction between
unrelated parties (Amerkhail 2006:5).

e The Comparable Uncontrolled Price Method for intangibles (CUT): Same as above except
that it applies strictly to intangible goods/services (Ernst & Young 2010:13).

e The Resale Price Method(RPM): a comparison of the price at which the buying division will
resell an intermediate product after purchasing it from the selling division within the same
company, with the price at which this same product can be bought and resold in the open
market (Amerkhail 2006:5).

e The Transactional Profit Split Method: this pertains to allocating a portion of the profit of
the transaction to both the selling and the buying divisions respectively in a manner

reflective of what would obtain between two unrelated parties (OECD 2011b:8).
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e The Transactional Net Margin Method (TNMM): this involves a comparison between the
profit margin(using an appropriate base such as cost or sales) that is observed in a
transaction between related divisions of a company, with the profit margin that would be

observed in a similar transaction between unrelated parties (OECD 2011b:6).

Proponents of these variations of market-based transfer pricing insist that they are best because
they give little or no room for manipulation and make it easier for divisional managers to avoid
unnecessary conflicts (Chan & Lo 2004:97).

The general rule of transfer pricing proposed by Drury (2012:509) indicates that whenever there
is a perfectly competitive market for the intermediate product, the transfer price of the product
should comprise the marginal (variable) cost of the product plus the opportunity cost of the
product. The opportunity cost of the product in such a case will be the sales revenue that is
forgone by the selling division as a result of its decision to sell the intermediate product to the
purchasing division within the company instead of selling it on the open market at pre-existing

market prices. Roos (2011:491) uses the following example to illustrate this:

Given:

o Unit A of the Paper Company manufactures and sells A4-size blank paper sheets for use
in printers and copiers.

o Unit A incurs variable costs of R65 in manufacturing each box of paper. Unit B of the
Paper Company incurs an additional cost of R20 warehousing and distributing cost per
box of paper.

o A standard box of A4-sized paper sells in the open market for R75.

o A perfectly competitive market exists.

According to the general rule, the price at which Unit A should sell each box of A4-sized paper
to Unit B should be the marginal cost per box of (R65), plus the opportunity cost of selling to
Unit B instead of the open market (R10), meaning a box of paper will be sold by Unit A to Unit

B at the current market price of R75.

The OECD Guidelines (2010:22) prescribes, whenever possible, the use of the Comparable
Uncontrollable Price (CUP) method for all MNCs since this is the most direct and concise
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method that would faithfully comply with the recommendations of the ALP. Often considered to
be the most commonly used market-based transfer pricing method, the CUP method is currently
used by MNCs for more than 30% of transactions involving tangible goods, financial services
and licensing agreements (Ernst & Young 2003:17).

However, even though widely perceived as the best mechanism for instigating managerial
efficiency and motivation, the use of market-based prices is often hazardous for certain
transactions, specifically where new products are concerned since similar products do not exist in
the external market and it is therefore impossible to get an external reference price that is
supposed to form the basis of the company’s new product (Li & Ferreira 2007:15; Urquidi
2008:31). Moreover, arriving at an optimal transfer price can be rather trying for several reasons
viz: overall company policy may prevent divisions from buying intermediate products from the
open market; the intermediate product available in the open market may not be of the
technological specifications and functionality as required by the company’s division and lastly
the company’s overall competitive advantage may be compromised if it attempts to align its
intermediate product pricing with those available in the open market (United Nations Conference
on Trade and Development (UNCTAD) 1999:17). Consequently, MNCs may find themselves
using cost-based transfer prices as a last resort (Li & Ferreira 2007:15; Urquidi 2008:31). The
different variants of cost-based transfer pricing will be examined in detail in the ensuing
paragraphs.

2.6.2 Cost-based transfer pricing

There exist several variations of cost-based transfer pricing methods and formulae but they all
share the common trait of using the manufacturing or purchase cost of the product as the starting
point in establishing its intermediate price (Lee 2000:15). When cost-based transfer prices are
being calculated, standard, not actual prices should be used in order to avoid transferring
production inefficiencies from the selling to the purchasing division (Anthony & Govindarajan
2007:235), and actual costs tend to only become available at a stage when the transfer price of
the intermediate product has already been computed (Baldenius, Reichelstein & Sahay 1999:68).

e Marginal cost transfer pricing
Marginal cost transfer pricing is a method that is commonly used by companies who have spare

capacity (Atrill & McLaney 2007:368). It is also advisable for use when it is difficult to estimate
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the market price of the object of the transaction or because of its uniqueness to one particular
company (Langfield-Smith et al. 2006:583). This method is applied by setting the transfer price
at a price equal to the variable cost of the product. Merchant and VVan der Stede (2007:282) state
that the marginal or variable cost that will reflect the transfer price may be an approximation of
the standard or actual cost of the product; standard costs would be used to set the transfer price if
the transaction has not yet been undertaken, and actual costs would be used if the transaction has
already been executed (Anthony & Govindarajan 2007:233). Unfortunately, there is scant
management accounting literature on the most appropriate time to use either the standard or the
actual cost of the product in setting its transfer price (Pfeiffer, Schiller & Wagner 2011:220).

Drury (2012:506), however, cautions that the variable cost can only be optimized if it is intended
for short-term use. Merchant and Van der Stede (2007:281) also emphasize that even though the
use of marginal cost greatly simplifies the whole transfer pricing process, it is also inherently
unreliable as far as pricing decisions are concerned since earnings cannot be traced back to
individual divisions involved in the trade. In addition, the selling division does not recover the
full cost of the intermediate product (Roos 2011:492). Consequently, the ease of use of marginal
cost transfer pricing is outweighed by the tendency of business operations to be characterized by
sub-optimal performance and poor decision-making whenever this transfer pricing method is
used (Garrison et al. 2006:572).

e Full cost plus transfer pricing

The use of full product costs in setting transfer prices is often quite attractive to managers since
the tendency is to view product-related decisions as long-term decisions (Drury 2012:508) and a
full product cost would make a sound foundation for long-term estimations. The problem with
full cost plus transfer pricing is that if there are several divisions involved in a transaction, the
price which the final division will have to pay for the intermediate product will be grossly
bloated because each successive division adds a profit mark-up to the intermediate product
(Drury 2012:508).

Roos (2011:492) uses the following example to illustrate the implications of using a cost-based
transfer pricing system:
e Unit A of the Paper Company manufactures and sells A4-size blank paper sheets for use in

printers and copiers.
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e Unit A incurs variable costs of R65 in manufacturing each box of paper. Unit B of the Paper
Company incurs an additional cost of R20 warehousing and distributing cost per box of
paper.

e Unit A’s fixed cost is RS per box while Unit B’s fixed cost is R1 per box.

e The Paper Company has a policy of adding 20% to cost in calculating cost-based transfer
prices.

e The transfer price per box of paper based on marginal cost will be: R65 x 1.2 = R78.

e The transfer price per box of paper based on full cost will be: (R65+R5) x 1.2= R84.

It should however be noted that if both the selling divisions have significant decision-making
autonomy, then the use of cost-based transfer pricing may not be profitable for the overall
company (Roos 2011:492). This is because both divisions have the option to buy or sell the
intermediate product at a higher or cheaper price from the outside market which may be
profitable for the individual division but not necessarily profitable for the overall company (Roos
2011:492).

2.6.3 Negotiated transfer pricing

Negotiated transfer pricing was compelled into existence by the sometimes overwhelming
intractability of the implementation of the other methods of transfer pricing and are usually most
appropriate where several market prices exist for the intermediate product (Drury 2012:508).
Fundamental economic theory dictates that in such circumstances the selling and buying
divisions will be unwilling to sell at prices respectively below and above those in existence in the
market (Kachelmeier & Towry 2002:572), but because this often leads to huge differences in
profits, divisions within the group are encouraged to engage in intra-group bargaining for a ‘fair’
transfer price that will lead to a more equitable distribution of earnings thereby making it
possible to achieve the much-needed balance between economic and social concerns
(Kachelmeier & Towry: 2002:572 ). Furthermore, because the negotiated transfer price creates
the impression of fair allocation of earnings and resources, the potential for conflict amongst
parties to the transaction is greatly reduced (Ghosh 2000:662).

Despite these perceived benefits of negotiation, the OECD frowns on transfer prices based on
this method since it is of the opinion that sustained unencumbered negotiating does not constitute
sufficient compliance with the ALP (Cools & Slagmulder 2009:159). As a result it is uncommon
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for negotiation to be used as a basis for setting transfer prices between sub-divisions or between

a parent company and its sub-division (Choe & Hyde 2004:178).

The benefits of negotiated transfer pricing should however be tempered by two main drawbacks:
firstly MNCs feel that a lot of time and money is wasted on the mandatory negotiation - haggling
- process and this situation is compounded when the transaction is repetitive and/or there are
several divisions involved (Baldenius et al. 1999:82; Bailey & Collins 2005:276); secondly, the
benefits of negotiation can only be truly enjoyed when all the parties to the transaction have
equal and complete knowledge regarding the value of the object of the trade; where this is not
fulfilled, one of the parties will have an unfair advantage and this may create conflict (Baldenius
et al. 1999:82).

2.6.4 Differential or dual transfer pricing

Differential or dual transfer pricing is often used when no other transfer pricing method is
appealing to the parties to the transaction (Roos 2011:497). The selling division records the
transaction using what it deems to be a fair price and the buying division does the same using a
different price (Roos 2011:497). Essentially, the same intermediate product is priced at two or
more different rates depending on the number of divisions involved in the transaction (Johnson
& Pfeiffer 2008:1). The tendency is for the selling division to record a transfer price set at
marginal cost plus a mark-up whereas the buying division records a transfer price set only at the
marginal cost of the intermediate product (Johnson & Pfeiffer 2008:1). Such an arrangement is
considered to create performance incentives for both divisions involved in the transaction since

everyone is recording a profit from the transaction (Johnson & Pfeiffer 2008:2).

Despite the fact that dual pricing tends to facilitate internal transactions, it should be used with
caution because it is often misleading and the motives behind such transactions create conflict
between divisional and corporate management (Bailey & Collins 2005:276). Besides, divisional
managers find themselves operating in artificial conditions which have no bearing to real world
prices (Roos 2011:497).

Transfer pricing in practice can be rather controversial because different divisional managers
often tend to have conflicting opinions about what the transfer price should be and who should

make the final decision on whether or not to buy the intermediate product (Horngren, Datar,
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Foster Rajan & Ittner2009:794). Consequently, MNCs have to manage the tension that may arise
between, on the one hand, the requirement to treat divisions as profit centres for international tax
purposes and, on the other hand, the need to implement different types of responsibility centres
for management control purposes. To date, transfer pricing literature has largely ignored this

problem.

Taking into consideration the fact that the transfer price serves as a system for both the efficient
allocation of internal resources and managerial performance evaluation and reward (Li &
Ferreira 2007:11), the choice of the actual transfer price virtually guarantees the emergence of
internal and unhealthy dispute (Brickley, Smith & Zimmerman 2001:438). This is often the case
in situations in which the divisional managers are unable to find a common ground with regards

to the transfer price of the intermediate product (Anthony & Govindarajan 2007:243).

2.7 CONTEXTUALIZATION OF TRANSFER PRICING

Market forces dictate transaction prices between unrelated parties but where related parties have
to deal with each other, the object of their transactions are impacted by forces outside of the
market re: the transfer price (Urquidi 2008:28). A transfer price is defined as the price or amount
charged by one business unit for an internal product bought by another business unit within the
same overall divisionalised organization (Langfield-Smith et al. 2006:582; Eden 2005:2).
Succinctly put, a transfer price is the price at which divisions within a multinational trade with
each other across national borders (Sakurai 2002:174). Transfer pricing is therefore the value that
is placed on the object of any transaction, be it a good or service, that is traded between related

or affiliated parties outside of the open market.

The general rule of transfer pricing advocates an amalgamation of two main costs; the cost
incurred in manufacturing and distributing the product (this is usually estimated at marginal cost)
on the one hand, and on the other hand the profit forgone by the supplying division as a result of
its decision to manufacture and sell the intermediate product to an internal division rather than
the open market (otherwise known as opportunity cost) (Langfield-Smith et al. 2006:584). Eden
and Smith (2001:4) posit that the majority of companies base their transfer prices on production

costs or the market prices of related products. A transfer price set along these variables should
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therefore achieve crucial managerial and financial objectives for each individual division and for

the company as a whole in a congruent manner.

Because an MNC retains an almost exclusive preserve in the setting of its transfer prices, it finds
itself with several tempting opportunities to manipulate these transfer prices to minimize
international taxation and custom duties (Eden 2005:2; Currie 2005:1). However, when the
intermediate product is traded between two related entities located across different tax
jurisdictions, then the transfer price of that intermediate product is used not only to reallocate
taxable earnings but also for coordinating actions of divisional managers (Baldenius 2006:367).
The reference here is to the phenomenon of transfer pricing manipulation, defined by Eden and
Smith (2001:4) as a situation in which MNCs deliberately set the prices of the product either too
high or too low in an effort to evade government regulations. It is therefore possible that
whenever a company’s operations cut across several countries (as is the case with MNCs),
transfer pricing will not only be used to value the object of internal transactions per se, but it also
plays an increasingly important role of juggling the allocation of earnings between these

countries so as to minimize exposure to taxation.

The perceived role that transfer pricing plays in the deliberate reallocation of resources between
several tax jurisdictions has become even more accentuated in the background of the recent
turbulent economic climes that have plagued the world. This is because, on the one hand, MNCs
have become more desperate to maximize profits and stay in business while on the other hand,
international tax jurisdictions have become all the more determined to ensure compliance with
tax regulations (Ernst & Young 2010:5). Against this backdrop, the possibility of an MNC
running afoul of tax authorities is even more likely (Ernst & Young 2010:18). A MNC may
therefore find itself in the unenviable position of having to use transfer prices set principally with

tax compliance in mind, to achieve goal congruence and motivate divisional managers.

Eden and Smith (2001:5) state that transfer pricing was the most crucial issue that MNCs had to
deal with in the 1990s as far as international taxation was concerned. According to a survey
conducted by Ernst and Young (2010:1) on MNCs, transfer pricing is increasingly becoming one
of the most challenging issues facing MNCs today. From the results of the survey, 78% of
respondents felt that transfer pricing documentation is more vital today than it had ever been

before; 32% of respondents felt that transfer pricing was the top priority challenge facing their
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group and 74% of parent respondents and 76% of subsidiary respondents believe that transfer
pricing will be absolutely critical or very important to their organization in the next two years
(Ernst & Young 2010:4). One possible conclusion is™ that the motives behind a company’s
choice of which transfer pricing method(s) to use, as well as its application is becoming more

and more crucial to the survival of the company.

2.7.1 Transfer pricing as part of management control systems

Transfer pricing often works hand-in-hand with responsibility accounting whereby each division
is responsible for its revenue, profit, or cost, depending on which centre it is (Lee 2000:1).
Management control systems are formalized information-based routines that enable managers
optimize their responsibilities (Foster 2007:908). Management Control Systems (MCS) not only
serve to bind strategic planning and control, but also to facilitate the provision of
information/data that is crucial to managerial decision-making (Asel 2009:4). MCS therefore
ensure that employees of an organization do not engage in practices that will lead to conflict with
the overall objectives of an organization (Malmi & Brown 2008:289). In a nutshell, MGS are
implemented to ensure that resources are appropriately estimated and efficiently allocated; tasks
are properly executed and there is feedback to facilitate better decision-making in the future.
This is implemented via the use of responsibility accounting/centres wherein managers of
specific divisions or departments within an organization are directly responsible for the
performance of everything and everyone within that division (Horngren et al. 2009:124). This in
turn makes it possible to evaluate the performance of semi-independent divisions within a

company (Horngren et al. 2009:799).

Kaplan (2006:1) identifies five different responsibility centres: the profit centre, the investment
centre, the standard cost centre, the revenue centre and the discretionary expense centre. Profit
centre managers are responsible for the revenue and cost functions within their sphere of
operation and, as a result, for the profit of the division (Merchant & Van der Stede 2007:272).
Transfer pricing is a profit centre tool that is used to improve on the performance of the cost and
revenue functions of the profit centre within a management control environment in an
organization (Anthony & Govindarajan 2007:52). Transfer pricing also impacts on cost centres
since it influences the cost of an intermediate product supplied by the selling division within an
organisation (Cools & Slagmulder 2005:7). Because it affects both the cost and revenue centres

within the organisation, the importance of setting the appropriate transfer price can never be
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over-emphasized, especially in situations where the volume of intracompany transfers is

significant (Merchant & Van der Stede 2007:277).

Table 2.3(p 32) reasserts the evolving nature of the highest priorities of transfer pricing motives

as indicated by the parent companies of MNCs over a period of six years spanning 2007 — 2012.

Table 2.3. Transfer pricing priorities

Transfer pricing priorities 2007 2010 2012
Tax risk management 50% 50% 66%
Effective Tax Rate optimization 11% 18% 27%
Cash tax optimization 11% 7% 6%
Alignment with management/operational objectives 18% 20% 14%
Performance measurement 7% 5% 1%
None of these 3% 0% 1%

Source: Ernst and Young (2013:14)

From Table 2.3 above it can be clearly seen that the time and resources spent by MNCs to
contend with top objectives like managing their tax risks and optimizing their effective tax rates

comes at the expense of other objectives like goal congruence and performance measurement.

Table 2.4 (p33) depicts the importance/role of transfer pricing as viewed by parent MNCs
operating in South Africa and globally. Quite clearly the South African government is playing
catchup to the developed countries with regards to audits and adjustments. However a higher
than normal proportion of South African MNCs believe that transfer pricing will be critical in
future. A disproportionately large number South African MNCs also believe that the overriding
objective of transfer pricing policies is tax risk management. The implication is that the
formulation of transfer pricing policies would be geared more towards tax-related objectives.
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Table 2.4: The role of transfer pricing

South EMEIA Global
Africa (Parents) (Parents)
(Parents)

Importance of transfer pricing

Transfer pricing is the most important tax issue for their group 30% 33% 30%

Transfer pricing will be “absolutely critical” or “very important” for their 80% 5% 74%

group in the next two years

Transfer pricing documentation is more important now that it was two 60% 79% 74%

years ago

Audit experience

Transfer pricing policy has been examined by a tax authority in any 40% 73% 68%
country since 2006

Examinations resulting in an adjustment (known outcomes) 0% 33% 30%
Transfer pricing documentation viewed as adequate upon audit 50% 68% 69%
Tax authority threatened to impose penalties N/A 30% 35%
Penalties were imposed (known outcomes) N/A 18% 19%
Conducted a risk assessment since 2006 80% 71% 67%
Tax authority requested access to intercompany agreements during audit 75% 86% 84%
Tax authority requested access to operational personnel during audit 50% 45% 49%
Service transactions have undergone review 50% 70% 66%
Intercompany financial transactions have undergone review 75% 51% 42%

Transfer pricing strategies and practices

Highest priority in driving transfer pricing strategy is tax risk 60% 50% 50%
management
Transfer pricing documentation is prepared concurrently, on a globally 40% 49% 41%

coordinated basis

Use pan-regional comparable sets across multiple jurisdictions 0% 29% 27%

Use pan-regional sets, but with exceptions for specific jurisdictional 30% 30% 31%

requirements

Trends in transfer pricing approach and enforcement

Awareness of OECD discussion draft on the allocation of profits to 90% 69% 65%

permanent establishments

Awareness of US cost-sharing regulations 20% 29% 37%

Source: Ernst and Young (2010:44)

Table 2.5 (p34) gives an indication of the extent of the range of transfer pricing methods

favoured by various companies when dealing with tangible goods.
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Table 2.5: Transfer pricing methods preferred in transactions involving tangible goods

Transfer pricing methods used in establishing tangible goods pricing (parents)
Cost plus 30%
Benchmark of third parties (CUP Method) 27%
Profit-based method (MPM/TNMM) 23%
RPM (resale price method)/resale minus 11%
Profit split 3%
Other 6%

Source: Ernst and Young (2010:13)

Table 2.6 below shows the transfer pricing methods favoured when intangible goods/services are

at stake in a transaction.

Table 2.6: Transfer pricing methods preferred in transactions involving services

Transfer pricing methods used in establishing service transaction pricing (parents)
Cost plus 52%
Benchmark of third parties (CUP Method) 21%
Profit-based method (MPM/TNMM) 11%
At cost 8%
Value-based services 2%
Other 6%

Source: Ernst and Young (2010:13)

Table 2.7 (p 35) denotes the transfer pricing methods preferred by parent companies with regards

to the licensing of intangible goods.
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Table 2.7: Transfer pricing methods used by parent companies for establishing intangible

goods licensing

Transfer pricing methods used in establishing intangible goods licensing (parents)

Third party benchmark agreement between the company and an 22%

unrelated party

Third-party benchmark agreement between two parties unrelated to 21%
the company

Profit-based method (MPM/TNMM) 21%
Profit split 9%
Other 25%
Don’t know/not stated 3%

Source: Ernst and Young (2010:13)
N.B: figures rounded down

A divisionalised business entity operating in a single tax authority would find it attainable to use
its transfer pricing policies for profit maximization as well as for incentive and performance
evaluation purposes (Cools et al. 2008:606). However, MNCs conduct a significant volume of
trade internationally (Klein & Schmidtke 2008:1) and therefore beyond the physical scope of the
open market. The prospect of significant losses in tax revenue to these MNCs has evidently
coerced the tax authorities concerned into laying down more and more explicit ground rules to
ensure compliance with OECD Guidelines on transfer pricing (Ernst & Young 2003:5). The
pressure to comply with and provide proof of compliance with tax regulations is enormous
(Cools et al. 2008:606). This results in most MNCs implementing transfer prices that are
considered to be tax-compliant but which are not ideal for performance evaluation or for use as
an incentive (Brem &Tucha 2005:30).

Results from a global survey carried out by Ernst and Young (2003:4) on international transfer
pricing show that the vast majority of MNCs consider transfer pricing as being of primary
importance when dealing with international tax issues. A similar majority asserted that
amendments to transfer prices are done mostly only after a transfer price audit by a tax authority.
By implication, MNCs give priority to international tax issues when determining transfer pricing
policies. This number jumped by 32% to 66% of respondents who now consider tax risk
management their overriding transfer pricing motive (Ernst & Young 2013:3). With MNCs using

a single set of transfer prices, divisional managers tend to defer to corporate management in the
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setting of transfer prices that will pass the scrutiny of tax authorities (Cools
&Slagmulder2005:7). 60% of South African parent companies and 50% of global parent
companies consider tax risk management to be the overriding factor guiding their transfer pricing
strategy (Ernst & Young 2010:44).

Is it then possible to use one set of transfer prices that would encompass both internal managerial
as well as external accounting objectives? A company operating in an environment that is
characterised by taxation on international transactions will have enormous financial incentives to
choose a transfer price that is different from what it would have chosen if the same company was
aiming solely for internal transactions within a unified tax jurisdiction OECD (2005:24).
Consequently a single transfer price would prove woefully incompetent if it is used to achieve
both objectives (Choe & Hyde 2004:402). This implies that even though a majority of MNC’s
use a single transfer price (Ernst & Young 2003:17), internal managerial and incentive duties are
subjugated to the alleged more important external tax objectives (Cools & Slagmulder
2009:180). This intractability is compounded in situations in which the transfer pricing policy
and rates are dictated to seemingly semi-independent divisions by corporate management
(Mehafdi 2000:367).

Moreover, MNCs must grapple with the corporate hurdle of having to choose a transfer price
which, on the one hand, leads to the realization of the company’s business strategy and internal
incentives, and on the other hand, provide a satisfying answer regarding international taxation
(Urquidi 2008:27). Transfer pricing perpetuates enormous tax savings in the short term, but in so
doing it compels the negligence of the internal coordination of the company thereby putting its
long-run profitability in jeopardy (Li & Ferreira 2007:10; Martini 2008:21). It is therefore more
prudent and profitable in the long run for an MNC to set its transfer prices based on objectives
that are more skewed towards managerial goals since the benefits of such a decision are sure to
outweigh the benefits of a tax-compliant transfer price (Martini 2008:21).The majority of MNCs
currently avail themselves to a single transfer price both for reasons of simplicity and self-
defense in contentious situations with tax authorities (Baldenius et al. 2004:594; Cools &
Slagmulder 2009:28). On the other hand, it would make more business sense for the MNC to
make use of two sets of transfer prices to be able to fully optimize its incentive and tax functions
respectively (Choe & Hyde 2004:165) and in recent years, more and more MNCs are

“decoupling” their transfer prices. These companies advocate the use of two sets of transfer
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prices: one for internal managerial purpose and the other for external trade and tax purposes
(Ernst & Young 2003:19). The choice of the appropriate transfer price can therefore never be
over-emphasized since the wrong transfer price will create incentives for divisional managers
that are detrimental to the company as a whole, that is, goal congruence will be impossible to
achieve (Currie 2005:1).

2.8 CONCLUSION

The main purpose of this chapter was to analyze literary content that focused on transfer pricing.
The history, evolution, objectives and types of transfer prices were dealt with in detail. The
controversies surrounding the concept were also touched on and the review of literature also
exposed the intransigencies faced by MNCs when trying to stay on the right side of national and
international laws on transfer pricing. The subsequent chapter focuses on the research
methodology that constituted the backbone for the collection and analysis of data in the study.
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CHAPTER THREE

RESEARCH METHODOLOGY

3.1 INTRODUCTION

This phase of the study is concerned with the examination of the necessary approaches that were
adopted to facilitate and maximize the collection and analysis of data. The rationale of the
previous chapter was to assess literature that dealt with the phenomenon of transfer pricing: its
emergence, evolution, role in the transactions of Multinational Corporations (MNCs) and its
strengths and weaknesses pertaining to the achievement of pre-stated objectives by users. The
current chapter is tasked with adapting the appropriate research design. The target population as
well as the sampling techniques and samples are elucidated. The sources of data as well as the
valid data-collection methods are explained in detail. The researcher will also shed light on the
relevant techniques that will be used to analyze collected data in the subsequent phases of the

study.

3.2 RESEARCH DESIGN

This study made use of a mixed research design: ex post facto and exploratory descriptive design
with a case study methodology. Burns and Grove (2001:223) are of the opinion that designing a
study enables researchers to plan and implement the study in a way that will facilitate the
realization of the intended results. This consequently increases the chances of obtaining

information that could be associated with the real situation.

With regards to the phenomenon of transfer pricing, the design helps to identify, analyze and
describe the extent to which the management control functions of transfer pricing is being
compromised as a result of efforts by MNCs to comply with international tax requirements. The
identified factors are then categorized into individual perceptions, contributing factors and
variables affecting the likelihood to which the management control functions of transfer pricing

comply with international tax requirements.
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3.2.1 Mixed research method

A mixed methods research design is a procedure for collecting, analyzing, and “mixing” both
quantitative and qualitative research methods in a single study either concurrently or sequentially
(Stange, Crabtree& Miller 2006:292). Consequently the researcher is able to follow a line of
inquiry to understand a research problem (Stange et al. 2006:292). Figures 3.1and 3.2 (p 42)
show the steps used in formulating and carrying out the mixed research design for this study.
Both figures were created by the researcher based on information gleaned from the relevant

sources as referenced.

: Experiment (True
- Sequential . .
Explanatory Design experiment, Quasi

Experiment, Single Subject)

Sequential Exploratory Descriptive
Design Correlational
Survey
Sequential Ex-post Facto
Transformative Design Quantitative
Ethnography
Concurent

Triangulation Design Sl TEek)

Qualitative Case Study

Concurrent Nested

Phenomenological

Mixed Research

Narrative

Concurrent
Transformative Design J

Analytical
Concept Analysis

Historical Analysis
Policy Analysis

Figure 3.1: Research design encapsulated
Source: Adapted from Creswell (2003:14); Creswell and Plano (2011:61-81), and Saunders,
Lewis and Thornhill (2012:167).

Figure 3.1 details the various types of research designs - Sequential explanatory, sequential
exploratory, sequential transformative, concurrent triangulation, concurrent nested and
concurrent transformative - available for use in the mixed research process. The sequential
explanatory design involves the collection and analysis of quantitative data followed by the
collection and analysis of qualitative data. This means that qualitative and quantitative data are
not combined (mixed) in the data analysis; rather, integration takes place when the findings are
interpreted (Creswell & Clark 2011:71). In general, results are interpreted in ways that usually
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give more weight to the quantitative component. The separate phases of design, data collection,
and reporting for qualitative and quantitative data are considered strengths, because of the ease
of implementation. The weaknesses of this approach are encapsulated in the time and resources
needed for separate data collection phases (as opposed to only collecting qualitative or
quantitative data) and the expertise needed to integrate the qualitative and quantitative findings
(Creswell 2003:153).

In a sequential exploratory design, quantitative data is used to enhance and complement
qualitative results. This is very helpful where the researcher seeks to enhance the extent to which
data can be generalised, which may or may not be guided by a theoretical perspective (Creswell
2003:154). Creswell (2003:154) further advocates instrument construct wherein a research
instrument is tested on a small number (pilot study) displaying the same characteristics as the
population, in order to gauge the degree reliability of the instrument with regards to the quality
of the data collected, and, where necessary, thereafter modifying the instrument, based on the
results obtained. With sequential transformative design, qualitative or quantitative data may be
collected first. Both types of data are analyzed separately, and the findings are integrated during
the interpretation phase. This approach is often used where the views and perspectives of a
diverse range of participants are needed for a deeper understanding of a process that is changing
(Creswell 2003:155; Creswell & Clark 2011:72).

The concurrent triangulation design is used when the focus is on confirming, cross-validating, or
corroborating findings from a single study (Creswell 2003:155). Qualitative and quantitative data
are collected concurrently, so that weaknesses in one kind of data are ideally offset by strengths
of the other kind. Equal weight is given to the both kinds of data in mixing the findings, although
one kind of data can be weighted more heavily (Creswell 2003:155). The qualitative and
quantitative data are analyzed separately, and mixing takes place when the findings are
interpreted. The strengths of this approach include the ability to maximize the information
provided by a single study, for example, when interest is in cross-validation, and a shorter data
collection period compared to the sequential data collection approaches (Creswell 2003:155).
Weaknesses include complexity associated with collecting qualitative and quantitative data at the
same time and the expertise needed to usefully apply both methods. Discrepancies between the

qualitative and gquantitative findings may also be difficult to reconcile.

Concurrent nested design involves qualitative and quantitative data being collected concurrently

and analyzed together during the analysis phase. Greater weight is given to one kind of data, in
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the sense that one kind of data is typically embedded in the other. However, there may or may
not be a guiding theoretical perspective. Strengths of this approach include the shorter data
collection period and the multiple perspectives embedded in the data, whereas weaknesses
include the level of expertise needed to execute the study successfully, especially in mixing the
qualitative and quantitative data within the data analysis, and difficulties in reconciling

conflicting results from the qualitative and quantitative analyses (Creswell 2003:156).

The concurrent transformative design involves a clearly defined theoretical perspective that
guides the methodology. In this approach, qualitative and quantitative data are collected
concurrently and can be weighted equally or unequally during the integration of findings.
Qualitative and quantitative data are typically mixed during the analysis phase. The strengths of
this design include a shorter data collection period. Weaknesses include the need to transform
data so that they can be mixed in the analysis phase as well as difficulties in reconciling

conflicting results using qualitative and quantitative data (Creswell 2003:157).
With the plethora of mixed research designs available to the researcher, Figures 3.2 (p42) and 3.3

(p43) show the steps that were employed by the researcher to arrive at the most appropriate

research design that served as the conduit for the collection and analysis of data in the study.
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Figure 3.2: Steps followed in choosing a Mixed Methods research design
Source: Adapted from Creswell(2003:14); Creswell & Clark (2011:61-81) and Saunders et al.
(2012:167).
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The concurrent triangulation design was chosen for this study. The rationale for choosing this
design is that the combination of quantitative and qualitative data provides the researcher not
only with a better understanding of the research problem, but also grants enough insight to
address said research problem. Hence it aids in obtaining different but complementary data on
the same topic thereby making it possible to assess the research problem from different angles
(Bergman 2008:27). In addition, a combination of both qualitative and quantitative techniques
provides data that can be both numeric and narrative. It also addresses research questions related
to conformity and to exploratory research. The mixed method uses both probability sampling
which is commonly used in quantitative data collection, and purposive sampling, commonly used

in qualitative studies.

The mixed method design is practical and provides multiple viewpoints. The inherent variation
in data collection leads to greater validity and ensures that there are no ‘gaps’ in the
information/data collected. This also ensures that pre-existing assumptions by the researcher are
less likely to colour the study (Creswell 2014:76). In the mixed method study, both quantitative
and qualitative data collection methodologies are utilised; this includes interviews,
questionnaires, performance tests, observation, and follow-up. The data collection methods used
for this research, which is embedded within the mixed research method, are explained in the

subsequent paragraphs.

e Quantitative method

The quantitative method is one of the research methods used in data collection and analysis. This

method assesses a phenomenon by looking principally at quantities or amounts which are then

analysed using some kind of generally acceptable measurement standard(thermometer, scale) or

designed measures of psychological attributes or behavioural patterns (questionnaires, tests and

rating scales) (Leedy & Ormrod 2013:97).Quantitative research has the following characteristics:

e There is a single reality that can be defined by careful measurement.

e Itisusually concise.

e It describes, examines relationships, and determines causality among variables where
possible.

e  Statistical analysis is conducted to reduce and organise data, determine significant
relationships and identify differences and/or similarities within and between different
categories of data.

e The sample should be representative of a large population.
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e Reliability and validity of the instruments are crucial.

e Comprehensive data collected by employing different methods and/or instruments should
result in a complete description of the variable or the population studied.

e |t provides an accurate account of characteristics of particular individuals, situations or
groups.

(Blanche, Durrheim & Painter 2011:132; Saunders et al. 2012:162; Burns & Grove 2001:192).

Data collection methods employed in a quantitative study includes measuring instruments such
as questionnaires, checklists, indexes and scales. A structured questionnaire was employed as a
quantitative data collection instrument, so as to gain information. This information includes the
types of transfer prices used by the MNC, what guides the choice of the method used in
particular transactions and if the transfer pricing policy is effectively utilized as per its
objectives. The information collected using the questionnaire represents the respondent’s
preferences and experiences with regards to the transfer pricing methods used by the MNC
within which the respondent operates. Furthermore, using this design brings together the
differing strengths and non-overlapping weaknesses of quantitative methods (large sample size,
trends, generalization) with those of qualitative methods (small sample, details).

e Exploratory descriptive design

The exploratory research study uses open flexible questions in order to identify new meanings
and to explore factors related to the subject matter under study (Saunders et al. 2012:171). The
exploratory research design tends to follow an inductive approach whereby the researcher, aided
by a series of observations, is able to arrive at a logical conclusion as to the nature and behavior
of a particular phenomenon (Blanche et al. 2011:44). The researcher deemed this approach to be
suitable for gaining a better understanding of why the management control objectives of transfer
pricing are compromised as a result of efforts by MNCs to comply with international tax
requirements. Within the context of an exploratory study, the researcher can, after observing the
chosen phenomenon, develop instruments that will accurately measure the important variables

within that phenomenon thereby leading to credible conclusions (Murray & Beglar 2009:51).

Descriptive research provides an accurate account of characteristics of a particular individual,
event or group in real-life situations (Leedy & Ormrod 2013:190). A descriptive design may be

used for the purpose of developing theory, identifying problems with current practice, justifying
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current practice, making judgments, or determining what others in similar situations are doing
(Leedy & Ormrod 2013:190; Teddlie & Tashakkori 2009:24). The purpose of a descriptive
design is to provide the perceptions and views of the respondents about the phenomenon studied
(Leedy & Ormrod 2013:190). This study sought to identify and describe factors that motivated
the usage of a particular transfer pricing method by the MNC in the study. According to Elahi
and Dehdashti (2011:2), an exploratory descriptive research design has the following objectives:

e Developing a more precise formulation of a vaguely identified problem.

Gaining perspective regarding the breath of variables operating in a situation.

Establishing priorities regarding the potential significance of various problems.

Gaining management and researcher perspective concerning the character of the problem

situation and

Identifying and formulating alternative courses of action;

e Survey

The Survey research is defined as a research method where data is gathered from a selected
group of people, in their natural environment, for a specific purpose (Graziano & Raulin
2000:139). It is acknowledged as an outstanding method of gathering information from a sample
of individuals with the aim of learning about and understanding their ideas, knowledge, feelings,
opinions, attitudes and self-reported behaviour (Fontana & Frey 2005:698; Graziano & Raulin
2000:140; Neumann 2006:43).

A survey strategy is mostly associated with deductive research and tends to be used in
exploratory and descriptive research. The use of questionnaires in surveys gives room for the
collection of standardized data from a sizeable population in an economical manner. Data
collected here ensures ease of comparison, and is very easy to explain and understand. This
method allows for data to be collected and analyzed quantitatively with descriptive and
inferential statistics. Results from data can be used to suggest possible reasons for a particular
relationship and to produce models of such relationships (Saunders et al. 2012:177). Findings
from surveys can be generalized since it is possible to generate findings that are representative of
the whole population. Following the development and administration of the survey instrument,
interviews were conducted to gain deeper insights into a series of issues pertaining to the use of

transfer pricing within MNCs.
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e Qualitative methodology

Qualitative methodology refers to research that produces descriptive data. This data is generally
the participant's own written or spoken words, pertaining to their experience or perception.
Qualitative research encompasses a range of philosophies, research designs and specific
techniques including in-depth qualitative interviews, participant and non-participant observation,
focus groups and document analyses (Pope & Mays 2006:95). Given this range of data types,
there are also diverse methodological and theoretical approaches to study design and data
analysis such as phenomenology, ethnography, grounded theory, action research, case studies
and a number of others (see Figure 3.2, p42). The researcher’s perspective as well as theory also
play a key role in qualitative data analysis and in formulating the bases on which generalisations
to other contexts may be made.The most frequently used techniques of data collection employed

in qualitative research include textual analysis, interviews and observation.

3.3 SAMPLING AND RESEARCH SITE

Yin (2012:71) defines the case study research method as an empirical inquiry that investigates a
contemporary phenomenon within its real-life context, when the boundaries between
phenomenon and context are not clearly evident and in which multiple sources of evidence are

used.

The unit of analysis is a critical factor in case study research. It is often focused on a system of
action rather than an individual or group of individuals. Case studies can also be selective,
focusing on one or two issues that are fundamental to understanding the system being examined.
A key strength of the case study method is the use of multiple sources and techniques in the data
gathering process. The researcher determines in advance what evidence to gather and what
analysis techniques to use with the data to answer the research question. The data gathered is
largely qualitative, but may also include quantitative data. Tools to collect data can include
surveys, documentation review, observation and even the collection of physical artefacts (Yin
2012:71).This study made use of some of the data collection instruments that are typically used

in case study research designs namely questionnaires and interviews. For the purposes of this
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study, the units of analysis comprised all Manufacturing MNCs located in Southern Gauteng

trading across national boundaries and practicing transfer pricing.

3.3.1 Population

A population is defined as the entire set of individuals having some common characteristics or
who meet the sampling criteria for inclusion in a study (Burns & Grove 2001:366; Polit &
Hungler 2001:467).The population group used for this study consisted of all manufacturing
MNCs operating in the Southern Gauteng area and that made use of transfer pricing policies in
achieving corporate objectives. Products manufactured by these MNCs ranged from
petrochemical products dairy products to stationery and heavy duty mining equipment. In view
of the fact that the prospective population was rather small, the researcher decided to make use
of the whole population as the sample. This negated the need for any sampling technique or
sample. The participants in the study were identified by means of a vigorous whittling-down
process whereby:

e The researcher obtained a comprehensive list of all MNCs operating in Southern
Gauteng from the JSE.

e Then the researcher made use of the McGregor INET BFA financials website to secure
substantial information on the listed MNCs in terms of sphere of operations, products,
partners, subsidiaries and financial statements. This information made it possible for the
researcher to discard any listed MNC which did not meet selection criteria.

e Lastly the researcher contacted (both by phone and email) the rest of the prospective
participants to confirm that they do practice transfer pricing. MNCs that provided a
negative response were also struck off the list. At the end of this process, 45 MNCs were
left on the list and these then comprised the population for the study. To ensure the
accuracy of the background information obtained from McGregor INET BFA, this
information was carefully cross-referenced with information available on each MNC’s

website.

The nature of the questions asked in the survey questionnaire and the follow-up interviews

required that the participant MNCs choose a representative respondent who was knowledgeable

about company transactions and divisional trade, had a firm grasp of the MNC’s TP system and

was involved to a reasonable degree in TP decisions. Consequently most of the respondents

chosen by the participant MNCs to supply data tended to be either finance controllers or finance
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managers. In two instances, the participant MNC was found to employ a full-time transfer

pricing specialist who thereby facilitated the process of supplying data for the study.

3.3.2 Pilot Study

A pilot study is a smaller version of the proposed study in preparation for the major study and
does not form part of the eventual population group used in the final research study (Burns &
Grove 2001:49). Pilot study is used to refine the questionnaire so that respondents have no
problems understanding and answering them as well as solving data recording problems
(Saunders et al. 2012:451). Furthermore, it helps in assessing the validity and likely reliability of
the data that will be collected. Following the advice of Bell (2010:15), a pilot test was carried out
for this research. Questionnaires were given to experts in the field of TPP and some Tax officials
for comments on the suitability and representativeness of the questions. Comments were added

on to the questionnaire. A pilot test was carried out in four MNCs using TP.

3.4 DATA COLLECTION INSTRUMENTS

Data is defined as information obtained during the course of an investigation or study (Leedy &
Ormrod 2013:2). Data collection instruments refer to devices used to collect data such as
questionnaires, tests, structured interview schedules and checklists (Teddlie & Tashakkori
2009:229-236; Bergman2008:139). Data for this research was collected mainly from primary

sources.

3.4.1 Primary data collection
Primary data consists of a series of original data collected by the researcher. Primary data

collection was accomplished through the use of questionnaires and interviews.

The main primary data collection instrument in the study is the questionnaire survey. Creswell
(2014:155) defines a survey design as a means of obtaining numerical data regarding attitudes,
trends and possibly opinions from a sample that is representative of a larger population. The
questionnaire was designed to gather information about the MNCs’ transfer pricing methods and
how effective they were in management control. Self-administered questionnaires are often used
when the aim of the researcher is to gather quantitative data with which to test research questions

(Tharenou et al. 2007:22). Each of the participant respondents were mailed one questionnaire.
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This was done to prevent skewness in the data collected in case some of the MNCs filled

disproportionately large number of questionnaires. Questionnaire surveys has the following

advantages:

Variables can be measured without substantial loss of time and/or money (Engel &Schutt,
2014:159).

Questionnaire surveys tend to be appealing when there is a large population to which
findings from the sample can be extrapolated (Engel & Schutt, 2014:159).

Surveys tend to be versatile in that they can be applied to a wide of range different studies
(Engel & Schutt, 2014:159).

Allows for the collection of highly standardized data, thereby making comparative analysis
rather easy to accomplish (Saunders et al. 2012:174).

Responses can be submitted on computer mark sheets, making data capture much less tedious
(Murray & Beglar 2009:45).

It is easy to incorporate photos and drawings where necessary to achieve clarity in responses
(Murray & Beglar 2009:45).

Allows for the possibility to ask different types of questions, for instance questions that can

be answered using a rating scale or open-ended questions (Murray & Beglar 2009:44).

A good questionnaire should, according to Leedy and Ormrod (2013:203) have the following

characteristics:

Questions should be as brief as possible.

Questions should be easy to read, understand and answered.

Instructions on how to tackle the questionnaire should be simple and unambiguous.

The purpose of each question should be obvious to the respondent, especially when the
subject matter is of a sensitive nature.

Questions must not come across as being unnecessarily presumptive.

Questions must be completely objective in that they must not give the respondent the
impression that a specific answer is preferable over others.

There must be built-in checks for consistency, for instance, by asking the same question

repeatedly in different ways.

Given these distinct advantages of the mailing survey approach, a questionnaire was chosen as

the primary survey instrument for a number of reasons, amongst others: firstly, mailing enabled
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the researcher to contact respondents who might otherwise be inaccessible in other ways.
Secondly, foreign subsidiaries are geographically dispersed. Compared with other ways such as
personal interviews, questionnaire surveys enable the sampling of a large population at lower
cost. Thirdly, this research required, in part, the views, judgments or appraisals of other persons

with respect to the phenomenon of transfer pricing.

Notwithstanding these obvious advantages, the questionnaire as a survey instrument does have

limitations. These include:

e Survey research sometimes fails to convince cynical readers regarding the purported
correlation between/amongst variables being studied (Redelmeier, Thiruchelvam & Lustig
2015:35).

e Results obtained from a survey research sometimes are not replicated when subsequently
tested in experimental studies (Redelmeier, Thiruchelvam & Lustig 2015:35).

e Low response rate and response bias. Response bias is potentially greater in mail surveys
than with other methods because respondents can more easily ignore mail questionnaires than
a polite, but persistent, interviewer. Response bias occurs when one subgroup is more or less

likely to cooperate than another (Visser et al. 2013:248).

Email-based surveys on the other hand are survey instruments that are delivered through
electronic mail applications (Fricker & Schonlau 2002:347). Email-based surveys are generally
seen as being delivered faster and more cheaply (Fricker & Schonlau 2002:347), saving the time
that the conventional surveys require for photocopying questionnaires, stuffing envelopes, and

addressing outgoing mail .

Besides the cost, e-mail surveys save the researcher a lot of time that would have been spent to
capture the data after the data-collection phase; when e-mail surveys are used, the data-collection
and data-capture processes are combined (Statistics Canada 2010:45). In addition email surveys
are convenient for the respondent and take very little time and energy to complete, assuming that
the respondent is tech-savvy and has the proper hardware and software access (Statistics Canada
2010:45). Moreover, an e-mail survey can be sent to a thousand persons in almost the same it
would take to send to ten persons and the respondents can receive, complete and resend the
completed survey, thereby dramatically cutting into the turnaround time for the data collection
process (Simsek & Veiga 2001:220). The quick response rate was valuable at the pilot-testing
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stage of this survey development because it aided instrument clarification before the final survey
can be launched. A number of issues such as the possibility of incompatible software,
respondents’ comfort level with software and attachment process, potential for limited access
within target population and confidentiality issues may decrease return rate. In order to increase
response rate and for the e-mail survey to be of a high quality, the researcher followed the

subsequent steps:

Firstly, sampled members/potential respondents were notified about the incoming questionnaire
through an e-mail or postal prior to their arrival. Prior notification not only seeks permission but
also includes: a social utility appeal that emphasizes the worthiness of the survey; an egoistic
appeal that stresses the respondent’s place and importance in completing the survey, and an
appeal to help the researcher in completing an important project (Simsek & Veiga 2001:228).
Also a line indicating the sponsor of the survey, a person or persons to contact for questions or
clarifications, expected date of the survey, and a statement indicating the strict confidentiality of

the respondents identity will be included.

Another problem associated with e-mail survey is E-mail Filtering which creates the possibility
that e-mails may not be received and different email software that defined how e-mails are
edited, processed, received, or viewed. The researcher used a trustworthy e-mail address, with
the institutions name, which the recipient server will recognize and trust because they have
provided useful information. E-mail survey delivery often requires that large numbers of e-mail
messages be delivered over a short period of time. Some spam filter algorithms look specifically
for large numbers of similar e-mail messages delivered over a short period of time and delete
them. Thus, many e-mail messages will not be received by the intended recipients (McConkey,
Stevens, & Loudon 2003:80; Royal 2005:410). Hence a delay was introduced between sending
of each message so that messages will not arrive in bulk. In addition, slight changes were made

to the subject title of each message.

The issue of safeguarding respondents’ anonymity and data integrity and taking measures that
alleviate respondents’ anonymity concerns is particularly important in the Internet environment
in which actors have potential access to one another’s personal information. To maintain
anonymity as strictly as possible, the researcher suggested to respondents that they can use

anonymous remailers to send the completed survey so that the recipient cannot identify their real
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names or e-mail addresses. Remailer computers were set up through trusted third parties to
receive incoming electronic mail, strip the messages of the sender’s identifying information, and

forward the data to the researcher.

The typical disadvantage of the low response rate and potential response bias inherent in mail
survey (e-mail and posted) were carefully considered by the researcher and addressed through
various well-established techniques, including postage-paid self-addressed return envelopes, a
short questionnaire, follow-up reminders (phone calls, e-mails), and non-response bias tests.

Hence both methods were employed to obtain the highest quality of data.

e Development of the questionnaire

The development phase of the questionnaire is critical to the success of the whole data collection
process. The questionnaire (Appendix C, p121) was divided into three sections: A, B and C.
Section A consisted of questions relating to general information on the respondent and the
company. This part of the questionnaire was designed to collect general information on the
company and related party transactions. It addressed the nature and frequency of intercompany
and/or international transfers, which generally can involve up to four types of transactions. These
are the payments and/or receipts arising from the transfer of tangible goods, intangibles,

financing and services.

Section B: questions in this section dealt with the nature and frequency of usage of varied
transfer pricing methods as well as the person(s) involved in choosing the TP method employed

by the company. It also looked at factors governing the choice of TPPs.

Section C: these questions focused on seeking to know if the choice of TP method exposed the
MNC to the risk of being audited by regulatory bodies and whether or not the particular method

chosen would be susceptible to changes given different scenarios.

The contents of sections B and C took account of and adapted items from previous studies, such
as Leedy and Ormrod (2013:202-204). The survey used closed structured questions in most
cases. The remaining questions were open-ended in nature. A five point Likert-like scale was

used for most of the questions.
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The questionnaire development consisted of drafting, pretesting and pilot-testing the
questionnaire. In its draft form, containing previously identified TP methods and environmental
variables, the questionnaire was checked by the researcher’s Supervisor. Contacts were also
made with staff members of international professional services dealing with TP. Their comments

and suggestions were incorporated into a revised questionnaire for a pilot test.

e Face-to-face and telephonic interviews

Face-to-face and telephonic interviews were used to gather follow up information on the data
garnered in the questionnaires. Survey questionnaires should not contain too many questions
otherwise the prospective respondent will be discouraged by the time and effort that would be
needed to complete such an arduous questionnaire. Since a questionnaire survey or structured
interview is narrow in scope and content, this part of the investigation was designed as semi-

structured interviews that would enable complex information to be collected.

The purpose of the interviews was to collect information that would clarify the qualitative
aspects of transfer pricing: the possibility of being audited by the South African Revenue Service
(SARS) and the inherent costs/benefits of preparing for such a possibility; the possible
restrictions and/or negative consequences that arise from compliance with the ALP; the
practicality of using only one set of transfer prices for both internal and external transactions and
the importance of transfer pricing where transactions cross national borders as opposed to when
transactions are conducted within the territorial boundaries of one country only. A common
concern regarding the qualitative method is that it provides little basis for scientific
generalization (Yin 2003:10). To overcome this flaw and to permit the generalization of the main
findings from these interviews, a survey was initiated, based on part of the findings from these

interviews, together with items from an archival analysis.

Face-to-face and telephonic interviewing was considered appropriate for this study because the
researcher’s primary focus was in gaining insight and understanding (Gillham 2000:11; Ritchie
& Lewis 2003:138) of how and why various TP methods were used and if they meet the
objectives of the said methods. Interviewing was chosen for the current project because it
provides the opportunity to generate rich data. Language-use by participants was considered
essential in gaining insight into their perceptions and values; contextual and relational

aspects were seen as significant in understanding others’ perceptions; data generated can be
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analyzed in different ways which will be subsequently espoused. Hereunder are the questions

that comprised the interview phase of the data collection process:

1.

How long have you been working in the field of transfer pricing? This question was aimed at
shedding light on the degree of expertise and knowledgeability of the respondent regarding
the MNC'’s transfer pricing policies.

What, in your opinion, is/are the greatest obstacle(s) that businesses face in implementing
their transfer pricing policies? Here, the respondent was expected to shed light on the issues
that make it difficult for the MNC to maximize the execution of its transfer pricing policies.
Is SARS being unnecessarily strict in its regulation of transfer pricing practices? This
question was aimed at getting an idea of the nuances of the relationship between the MNCs
on the one hand and SARS on the other especially given that actions taken by SARS
regarding transfer pricing definitely impacted on the transfer pricing policy formulations and
objectives as determined and achieved by the MNCs.

Does the use of TPP potentially increase profitability for your group? If so, how? This
question was used to assess whether the cynicism displayed by government organisations and
international bodies regarding the “true” objective of transfer pricing — earnings reallocation
— is justified.

Is transfer pricing a truly effective tool in assessing and improving managerial performance?
Please explain your answer. The researcher sought to use this question to address the
possibility that for some MNCs, managerial objectives of transfer pricing are considered vital
when compared to more important objectives that are of a financial nature.

Given that a significant volume of trade by your group is across different tax jurisdictions
would your group be more efficient if it established and used transfer pricing policies solely
for the purpose of profit maximization and tax compliance? The aim here was to understand
if and how trading across national borders — and therefore across different tax jurisdictions —
made the design and implementation of transfer pricing policies more difficult.

If your group were able to use its TPPs to reallocate its earnings would t