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abStract

Against a background of rather mixed evidence about transfer pricing prac-
tices in multinational enterprises (MNEs) and varying attitudes on the part of 
tax authorities, this paper explores how multiple aims in transfer pricing can be 
pursued across four different transfer pricing regimes. A MNE has a production 
subsidiary in one country, from where it sells the produced good locally as well 
as to a sales subsidiary in a second country. The latter subsidiary is engaged in 
duopolistic competition with a local competitor. The MNE has two aims in set-
ting the transfer price: strategic delegation and tax minimization. We examine 
the extent to which the four transfer pricing regimes we set up allow the MNE 
to pursue these aims. While neither strategic delegation nor tax minimization 
will be eliminated, trade-offs are inevitable, albeit to varying degree.

Keywords: Transfer prices; Strategic Delegation; Tax Manipulation; MNEs.



reSumen

Frente a una evidencia mixta sobre las prácticas de precios de transferen-
cia en las empresas multinacionales (EMNs) y actitudes cambiantes por parte 
de las autoridades tributarias, este trabajo explora cómo se pueden perseguir 
múltiples objetivos en precios de transferencia a través de cuatro regímenes 
diferentes. Una EMN tiene una subvención a la producción en un país, desde 
donde vende el bien localmente producido así como un subsidiario en las ven-
tas en un segundo país. Este subsidiario entra en una competencia duopolís-
tica con un competidor local. La EMN tiene dos finalidades al establecer los 
precios de transferencia: delegación estratégica y minimización tributaria. En 
este trabajo examinamos en qué medida los cuatro regímenes de precios de 
transferencia contemplados permiten a la EMN lograr ambos objetivos. Como 
ninguno de los dos objetivos es descartado, los trade-offs son inevitables en 
distintos grados.

Palabras clave: Precios de transferencia, Delegación estratégica; EMNs.

JEL Classification: H25, F23, H87, M48.
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1. introduction1

The international tax regime, in particular the taxation of companies with 
cross-border activities, is under heavy pressure. Dissatisfied with the current 
state of affairs, the OECD has launched its BEPS (Base Erosion and Profit Shift-
ing) program with the aim of improving the functioning of the current regime 
(see OECD, 2013). A number of high tax countries worry that they lose cor-
porate income tax revenue, and the EU Commission has even launched the 
proposal for a completely new corporate tax system for Europe, the CCCTB 
(Common Consolidated Corporate Tax Base).

The current regime relies predominantly on so-called separate accounting. 
That is, each company, whether independent or a subsidiary of a multinational 
enterprise (MNE from now on), is supposed to compute the income it earns in 
its country of location, after which that income will be taxed at that country´s  
corporate income tax rate. Especially for MNEs the computation of taxable 
income of its subsidiaries is difficult; in order to delimit these incomes, intra-
MNE shipments of goods and services have to be priced by means of transfer 
prices, and interest rates have to be set for intra-company loans. It belongs 
to the story that estimates suggest that almost half of world trade is actually 
trade between entities of MNEs, so reliable transfer prices for this trade is es-
sential for the working of the international tax regime for companies.

Ignoring taxes, a MNE may find it useful to compute transfer prices for 
internal management and incentive considerations as well as for (external) fi-
nancial reporting. Transfer prices could be useful as signals of cost or value 
for goods and services that are delivered from one subsidiary to another in 
the multinational network. Transfer prices may also be employed in comput-
ing surpluses for the purposes of remunerating top employees in the MNE´s 
entities. And yet further needs for transfer prices can be imagined. On top of 
these possible uses, taxation implies that transfer prices come to determine 
what incomes the MNE will declare in each country in which it operates. In the 
same instance, transfer prices become potential instruments for minimizing the 
overall taxation of the MNE, given the still substantial differences in corporate 
income tax rates across countries2.

1 Acknowledgements: This paper grew out of joint work with Pascalis Raimondos-Møller and Guttorm 
Schjelderup. I thank these, two anonymous referees, the editor Francisco J. Delgado, Yoshimasa 
Komoriya and other colleagues for valuable advice and discussions.
2 There is ample evidence of MNEs shifting profits across countries in order to minimize total tax 
payments; see, for example, Weichenrieder (1996), Hines (1999), Gresik (2001), Bernard et al. 
(2006), Devereux (2007) and Huizinga and Leuven (2008).
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Complaints from MNEs often concern that transfer prices for tax purposes 
conflict with transfer pricing for internal management purposes. Several res-
ponses to such complaints are possible. Some respond that MNEs might just 
carry more than one set of books, so to speak. One set of transfer prices will 
be computed in order to provide incentives within the organization; another set 
will be calculated in order to define taxable incomes of the various affiliates in 
the MNE network. Others respond that it is not feasible or desirable to operate 
several books, so argue that actual transfer prices must reflect some trade-off 
between tax and internal management considerations. Yet others maintain that 
fulfilling the requests on the part of tax authorities does not need to obstruct 
internal management in the MNE, if only transfer pricing is carried out in a 
sensible way3.

The literature on transfer pricing is not in agreement as to whether MNEs 
actually seize the opportunity to employ two books rather than one. Some 
quotes illustrate this: “... it appears that the majority of multinational firms 
insist on one set of prices, both for simplicity and in order to avoid the possibi-
lity that multiple transfer prices become evidence in any disputes with the tax 
authorities” (Baldenius et al., 2004). And: “... stricter tax regulations governing 
MNEs - forcing the use of numbers that may not reflect internal realities - have 
helped popularize the use of a second managerial set of transfer pricing num-
bers ... the two transfer prices are shown to be very much interdependent” 
(Hyde and Choe, 2006). Czechowicz et al. (1982) reports that 89% of U.S. 
MNEs use the same transfer price for internal and external purposes. Even 
if the practice of two sets of books has increased since 1982, Eden (1998, 
p.295-299) finds that, at least for merchandise trade flows, MNEs do not keep 
two sets of books. An even more recent survey by Ernst & Young (2003) indi-
cates that over 80% of parent companies use a single set of transfer prices for 
management and tax purposes. The report adds that “alignment of transfer 
prices with management views of the business can enhance the defensibility 
of the transfer prices, ease the administrative burden, and add to the effecti-
veness of the transfer pricing program. In fact, in many countries management 
accounts are the primary starting point in the determination of tax liability, 
and difference between tax and management accounts are closely scrutinized” 
(p.17).

In their overview of the economic transfer pricing literature, Göx and Schiller 
(2007) reference recent survey results suggesting that a non-negligible number 
of firms use only one set of books. They also refer to the above-mentioned 
Ernst & Young report and go on to write: “By contrast, Springsteel (1999) re-
ports that 77 percent of the firms within a “best practice group” use different 
transfer prices for the two purposes. The mixed evidence may be explained 

3 Klassen et al. (2013) present results from a survey of transfer pricing practices in 219 US MNEs. 
While their results do not directly bear on the question of con.ict between taxation and other 
considerations in transfer pricing, they do document wide variation in transfer pricing practice as well 
as the importance of compliance next to tax minimization.
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by the additional administrative expenses and the increased likelihood of a 
tax audit, or by a lack of internal acceptance for a dual set of prices” (Göx and 
Schiller, 2007, p. 692). We may add that “internal management purposes” 
is actually an imprecise term, as these purposes cover facilitation of proper 
quantity decisions within the MNE, proper incentives for divisional decision 
makers, and even adequate financing means for subsidiaries4, all of it via well-
chosen transfer prices.

Do transfer pricing requirements from tax authorities interfere with internal 
management of the MNEs? There is not much literature to lean on. A mana-
gement (accounting) literature has discussed the appropriate use of transfer 
prices for internal management in multinationals5. Only rarely do tax conside-
rations enter these contributions. Another literature on international taxation 
has presented evidence that transfer pricing in MNEs is very much aimed at 
minimizing taxes and moving incomes to low-tax jurisdictions (cfr. fn. 2). Howe-
ver, to what extent tax-transfer pricing may conflict with other transfer price 
uses is likewise rarely discussed6. 

In this article we provide a simple analysis of the joint existence of strategic 
delegation concerns and tax minimization in a multinational´s transfer pricing 
within a number of different transfer pricing regimes7. The main question we 
ask is to what extent do delegation and tax concerns con.ict in transfer pricing, 
and to what extent do the two roles have to be traded o¤. The model in the 
article features a MNE with a production subsidiary (and a headquarter) in one 
country, from which the good produced is sold locally and through a subsi-
diary in a second country. Transfer pricing is necessary for the taxation of the 
two subsidiaries, and we consider a series of realistic transfer pricing regimes. 
These regimes build on possible transfer pricing strategies of the MNE on one 
side and on possible requirements emanating from tax authorities on the other 
side.

The analysis in the article is related to previous work by Elitzur and Mintz 
(1996), Zhao (2000) and Korn and Lengsfeld (2007). Elitzur and Mintz con-
sider transfer pricing in a situation, where the subsidiary´s managing partner 
needs to be given incentives to provide effort. Zhao shows how transfer pricing 
can be used as a rent-shifting device in a context, where a rival may produce 
final and/or intermediate goods. And in Korn and Lengsfeld´s model the setting 
of the sole transfer price is guided by several concerns: interaction with com-

4 See Devereux and Keuschnigg (2013).
5 Some key references in this literature are Baldenius and Reichelstein (2006) on intracompany 
discounts; Vaysman (1996) on transfer pricing under adverse selection; Edlin and Reichelstein (1995) 
on transfer pricing and hold-up; and Alles and Datar (1998) on strategic transfer pricing. A very useful 
survey is provided by Göx and Schiller (2007).
6 The book edited by Schön and Konrad (2012) features some contributions on tensions between 
different goals of transfer pricing as well as discussions on the famed Arm´s Length Principle.
7 For discussions of strategic delegation of decision making we refer to Vickers (1985), Sklivas (1987), 
Fershtman and Judd (1987) and Katz (1991). See also Schjelderup and Sørgaard (1997). Translated 
to our context, the key motive behind delegation is the opportunity to improve the competitive 
position of a subsidiary.
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petitors, minimization of tax burden, and avoidance of punishment. Our work 
deviates from these articles in many ways, perhaps chiefly by examining a se-
ries of different transfer pricing regimes within the same analytical framework.

Section 2 sets up the model. The sales subsidiary in the second country 
competes with a local producer in that country´s market, and strategic delega-
tion can be employed to provide the subsidiary with a competitive advantage. 
Section 3 examines transfer pricing of the MNE in four different transfer pricing 
regimes. The common threads in the insights we derive are (i) regardless of the 
actual regime, the MNE may to some (albeit varying) extent pursue as well tax 
minimization as strategic delegation; and (ii) there will inevitably be a trade-off 
between the two aims, and even when the MNE employs both a tax-transfer 
price and a delegation-transfer price, the latter will be affected by the attempt 
to minimize taxation. Section 4 provides some discussion and perspective, 
while section 5 concludes the article.

2. the model

2.1 model Set-up

In the following we set up a model which is intended to illustrate the possi-
ble tensions between different purposes of transfer pricing as well as the work-
ings of several transfer pricing regimes. It builds on earlier work of ours (with 
Pascalis Raimondos-Møller and Guttorm Schjelderup), in particular Nielsen et 
al. (2008, 2010). 

The model features a simple multinational enterprise (henceforth MNE). 
The MNE has a production facility in country A; here it produces for the home 
market in A and for a second subsidiary in country B. In country B, the sub-
sidiary sells the product in competition with a local producer. The headquarter 
of the MNE, located in country A, has delegated decisions as to quantity put 
on the market in B to the subsidiary (manager) there. To assist the subsidiary 
in B to make an appropriate quantity decision, the MNE uses a transfer price 
on the good shipped from A to B. The transfer price can take into account the 
competitive position in which the subsidiary finds itself. Thus, strategic del-
egation constitutes a first reason for computing a transfer price for the good. 
Further, countries A and B both apply a corporate income tax on their firms. 
Incomes of companies are taxed according to the separate accounting prin-
ciple. Hence, in order to delimit the income of the MNE´s subsidiaries in A and 
B, a transfer price for the good produced in the former subsidiary and shipped 
to the latter must be computed. Taxation hence constitutes the second reason 
for establishing a transfer price.

Denoting the quantities the MNE sells in country A and B by QA and QB, re-
spectively, the subsidiary in A derives a revenue R(QA) and incurs a total cost of 
c(QA + QB), where c is the constant marginal cost of production. While there is 
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no need to detail the revenue from the market in A any further8, we need to be 
more specific as to the market in B. Calling the quantity which a local competi-
tor puts on the market Q*

B (the asterisk generally referring to the competitor), 
the inverse demand schedule in country B is taken to be P=A-b(QB+Q*

B). The 
competitor is assumed to have constant marginal cost of production of c*.

Below we shall consider several different transfer pricing regimes. The re-
gimes differ according to (i) the number of distinct transfer prices the MNE 
applies, and (ii) the requirements stipulated and control exerted by tax authori-
ties. In principle, the MNE may employ one transfer price in order to delegate 
quantity choice to the subsidiary in B and another to compute taxable incomes 
for the two subsidiaries. It may find this advantageous, or it may decide that 
the additional costs that are associated with having multiple transfer prices, 
and to which we alluded in the Introduction, are too burdenful. Furthermore, 
tax authorities may have different ideas about the computation of “correct” 
transfer prices. We encompass this variation in four transfer pricing regimes 
below.

For now, we need to define at most two transfer prices to be employed by 
the MNE. First, the transfer price qD is the price to be used by the subsidiary 
in B when it pays for delivery of the good from the production facility in A. The 
subsidiary manager in B will then be asked to maximize before-tax surplus of 
πB = [A - b(QB +Q*

B)]QB - qDQB
9. The superscript “D” in qD refers to delegation of 

quantity-setting powers to the subsidiary manager. Second, the MNE defines 
a possibly separate transfer price for the computation of subsidiary incomes 
in the two countries. This transfer price will be denoted by qT , “T” for taxation.

The corporate income tax is levied at the rate tA in country A and tB in cou-
ntry B. Applying the “tax transfer price” qT, the subsidiary in A thus computes 
after-tax income of (1 - tA)(R(QA) - c(QA + QB) + qTQB), while that in B derives 
after-tax income of (1 - tB)([A - b(QB +Q*

B)]QB - qTQB). The competitor in B en-
joys after-tax profits of (1 - tB) πB* = (1 - tB)([A - b(QB + QB)]Q

*
B - c*Q*

B); maximi-
zing this latter expression is tantamount to maximizing its before-tax profits10.

Given an assumption of Cournot-Nash competition between the two com-
paniesin B, they elect to produce the following amounts,

Note that the lower is the delegation-transfer price qD, the greater is QB, 
and the smaller is Q*

B.

8 Since we for simplicity assume that marginal cost is constant.
9 Delegation is a stylized fact for MNEs. It can be debated whether subsidiary managers normally 
maximize subsidiary surplus before or after tax. In the present context it makes no difference.
10 The expressions for taxable incomes under the corporate income tax are especially simple, since 
we abstract from capital and fixed costs, focusing exclusively on variable costs.
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2.2 tranSfer pricinG reGimeS

It is time to be more specific about transfer pricing regimes to be studied. 
We examine four regimes:

Regime 1. This regime implies much freedom conceded to the MNE in 
transfer price setting. The MNE employs two transfer prices, qD and qT. Tax au-
thorities may inspect transfer pricing and quarrel with the two transfer prices 
being different. The MNE then has to incur costs in order to defend the transfer 
prices. The quote from the article by Baldenius et al. (2004) in the Introduc-
tion refers to the possibility that multiple transfer prices become evidence in 
disputes with tax authorities. Further, the subsequent quote from the Ernst & 
Young report mentions the increased likelihood of a tax audit in case of a dual 
set of transfer prices. Against this, we assume that the bigger the divergence 
between qD and qT, the bigger the marginal cost of defending the difference. 
Furthermore, the bigger the amount of goods shipped, the bigger the costs. All 
this results in a formulation of (expected)11 transfer pricing costs of (u/2)(qT - 
qD)2QB, where u is a constant defining the marginal cost of divergence between 
the two transfer prices.

Regime 2. This regime is inspired by the suggestion by Desai and Dharma-
pala (2011). They invoke what they call the “Performance Related Principle”, 
henceforth PRP. They recommend that tax authorities allow the use of prices 
for tax purposes that are consistent with the internal prices that the firm wants 
to use for other significant purposes. In the present setting it means that as 
long as the MNE sets the same transfer price for delegation and tax purposes, 
qD = qT ≡ qS (“S” for single), the MNE can freely determine the level of the single 
transfer price qS.

Regime 3. This regime, like Regime 1, entails much room of manoeuvre for 
the MNE when setting its transfer prices. Also in Regime 3 the MNE can and 
prefers to use two different transfer price regimes. Here, however, tax authorities 
believe that the tax transfer price needs to reflect the cost of production. In es-
sence, authorities wish to see this transfer price computed along the lines of the 
“cost-plus method” endorsed by the OECD12. We depict this idea in the following 
way: The bigger the difference between the tax transfer price qT and the marginal 
cost c, the bigger the marginal cost of defending the difference. Furthermore, 
the bigger the amount of goods shipped, the bigger the costs. This yields a for-
mulation of transfer pricing costs of (u/2)(qT - c)2QB, where u as in Regime 1 is a 
constant defining the marginal cost of divergence between the two prices.

11 Although transfer pricing costs might be uncertain, we from now on refrain from referring to 
expected costs and merely write transfer pricing costs.
12 The OECD Transfer Pricing Guidelines, OECD (2010), lists a number of principles for calculating 
transfer prices conforming to the basic idea of “arm´s length”. The method which seems most relevant 
in the present context is the “cost-plus method”. The cost-plus method strictly speaking allows for the 
inclusion of a standard (market-based) profit margin, but for simplicity we shall ignore that concession 
here and interpret the method as the transfer price having to equal marginal cost. Section 4 briefly 
discusses alternative transfer pricing methods.
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Regime 4. The last regime implies the strongest constraints on transfer 
pricing behavior on the part of the MNE. The MNE prefers to employ only one 
transfer price, and as in Regime 3 it incurs costs of transfer pricing to the ex-
tent that the chosen transfer price deviates from its marginal cost. In essence, 
tax authorities again desire to see the transfer price computed according to 
the “cost-plus method”, implying that the MNE needs to spend resources to 
defend a differing transfer price. For simplicity we model transfer pricing costs 
as (u/2)(qS - c)2QB, where u as in Regimes 1 and 3 is a constant defining the 
marginal cost of divergence between the single transfer price qS and marginal 
cost c13.

Table 1 portrays the various regimes.

table 1. the four tranSfer pricinG reGimeS

Regime #TPs Preferred by MNE TP method TP costs

1 2 2 n.a. (u/2)(qT - qD)2QB

2 1 n.a. PRP (none)

3 2 2 Cost-plus (u/2)(qT - c)2QB

4 1 1 Cost-plus (u/2)(qS - c)2QB

In Regime 1, the firm wants to use two transfer prices, while authorities 
render it costly for the firm to differentiate the two prices. In Regime 2, authori-
ties constrain the number of transfer prices to one, but in return acknowledge 
any value of this price set by the firm. In Regime 3, the firm wishes to use two 
transfer prices, and authorities take issue with a tax-transfer price deviating 
from marginal cost, resulting in transfer pricing costs. Regime 4 is like Regime 
3 with the sole difference that the firm desires to use merely one transfer price.

With these different regimes I intend to portray different transfer pricing 
policies/standpoints on the part of MNEs as well as different impressions as to 
what authorities may prefer. The objection on the part of authorities to differ-
ing transfer prices or deviation from cost-plus are based in the citations in sec-
tion 1 and in the OECD´s transfer pricing guidelines, as adopted by its member 
countries. And the choice at MNE level of one or several transfer prices illus-
trates the obvious differences, again cited in section 1, in the views of MNEs. 
These different views may on their side have a sound basis in the impression of 
the size of costs related to two transfer prices (keeping two books rather than 
one, internal frustration, etc.) as compared to one transfer price.

Behind all transfer pricing regimes lie a desire on the part of the MNE to 
delegate quantity decision making from the headquarter to the subsidiary in 
country B. The literature on strategic delegation has made clear that when a 
subsidiary faces imperfect competition (other than monopoly) the MNE head-

13  The use of the same symbol u for the parameter in the transfer pricing cost function is merely in 
order to economize on notation; the size of u does not need to be identical across regimes 1, 2 and 4.
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quarters may strengthen the competitive position of that subsidiary by de-
legating decision making and by supporting that delegation by well chosen 
prices of goods shipped to the subsidiary. There is an underlying question as to 
whether the MNE should delegate its decision making. As discussed in Nielsen, 
Raimondos-Møller and Schjelderup (2008), the MNE improves the competiti-
ve position of its subsidiary, but at the same time it does weaken its opportuni-
ties for tax manipulation, when only a single transfer price is available. Nielsen 
et al. characterize the circumstances under which the MNE will indeed delega-
te decision making, and when it instead prefers to retain centralized decision 
making. Referring to Nielsen et al., we shall here refrain from going further into 
the issue of decentralization vs. centralization. However, we shall for compari-
son briefly discuss a fifth regime of centralization towards the end of section 3.

3. tranSfer pricinG in the different reGimeS

Regime 1
As argued above, in principle companies may wish to use different transfer 

prices for tax and delegation purposes, even though there may be transfer 
pricing costs related to any divergence between the two.

With the costs of transfer pricing taken into account, the after-tax profits 
of the MNE are

The expressions for QB and Q*
B derived above in equation (1) can now be 

inserted. Maximizing after-tax profits with respect to the tax transfer price 
yields     

The equation shows how the divergence between the tax and delegation 
transfer prices should be determined by the split between the two national tax 
rates and the transfer pricing cost parameter. Whenever tB > tA, q

T > qD, and 
vice versa. A relatively high tax rate in country B should be met by a tax trans-
fer price which is large relative to the delegation transfer price.

Maximization with respect to the delegation transfer price produces a more 
complicated expression for that variable. The most enlightening way of writing 
the result probably is the following:
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This expression altogether has four terms. The first term simply is the 
marginal cost of production. Hirschleifer (1956) recommended many years 
ago that companies use marginal cost in transfer pricing goods and services 
shipped between entities of multinational concerns. This recommendation still 
holds up, provided the receiving entity is engaged in either a perfectly com-
petitive market or is a monopoly14. In the intermediate case of oligopoly, the 
opportunity to affect the intensity of competition leads to a deviation from 
the marginal cost principle. The deviation is represented by the second term. 
Since A+c*- 2c will be taken to be positive throughout, the presence of the 
second term constitutes a recommendation to lower the transfer price in order 
to improve the competitive position of the subsidiary in country B vis-a-vis its 
competitor there. Effectively lowering its costs of receiving and selling the good 
in the market in B puts it in a position to better compete with the local rival.

The third and fourth terms become relevant whenever tax rates differ 
across countries. The third term is positive if tB > tA. A relatively high tax in 
country B implies that the MNE wishes to set a high transfer price in order to 
move income from B to A. Since the two transfer prices are “tied together” to 
the extent given by equation (3), a high qT is rendered easier, if also qD is mo-
ved up. This mechanism is reflected in the third term. The fourth term draws 
attention to the fact that with unequal tax rates there will be a tax saving for 
every unit shipped from A to B. So the greater is the quantity shipped, the 
more income can be shifted between the two entities for a given tax transfer 
price, and that calls for a greater quantity shipped than in the absence of tax 
considerations. Noting from equation (3) that the product (tB - tA)(q

T - qD) will 
always be positive when tax rates differ, the fourth term accordingly calls for 
a low transfer price simply to raise the quantity shipped and hence broaden 
the base employed for income shifting.The third and fourth terms can be seen 
to move qD in different directions when the greater tax rate is found in country 
B. However, if instead country A features the greater tax rate, the two mecha-
nisms both move qD down (i.e. further down than what strategic delegation in 
itself points to). It is further interesting to undertake some comparative statics 
analysis. Starting from an initial situation of identical tax rate in the two coun-
tries, we quickly conclude that

14 And as long as tax rates are equal or merely zero.
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Since to begin with, the two tax rates are equal, the fourth term in equation 
(4) above has no bite, implying that all action emanates from the third term. 
Accordingly, if country B (A) raises its tax above that of the other country, the 
delegation transfer price and especially the tax transfer price will be increased 
(decreased).

Regime 2
The idea behind the PRP, “Performance Related Principle”, is to require 

that companies use the same transfer price for different purposes, but then at 
the same time allow companies complete freedom to select the level of that 
price. So tax authorities have to content themselves with that particular value, 
knowing that only one price will be in play in the company´s external as well 
as internal relations.

Denoting the single transfer price qS, after-tax profits of the MNE as a who-
le become

where QB and Q*
B are as in equation (1) above, albeit with qS substituted for qD.

Maximization of after-tax profits with respect to the single transfer price 
is straightforward. It is easy to see, though, that the result can be had even 
more easily by recognizing that PRP represents the limiting case of Regime 1, 
in which the transfer cost parameter goes to plus infinity. If it becomes infini-
tely expensive to have two, deviating transfer prices, then the two effectively 
collapse into one, and transfer costs become zero.

The special case of Regime 1 with an infinitely large transfer pricing cost 
parameter (and hence qT = qD ≡ qS) yields

Essentially the same formula as above as equation (4) for qD, with the ex-
ception that the fourth term has dropped out.

Transfer pricing under PRP accordingly entails setting the sole transfer price 
equal to the adjusted marginal cost. One adjustment is due to the fact that the 
MNE strategically delegates quantity setting to the subsidiary so as to improve 
that entity´s competitive position. A second adjustment attempts to benefit 
from a difference in national tax rates and occasion a shift in profits from the 
high tax country to the low tax country. The sign of the latter adjustment de-
pends on the difference in tax rates, while the former adjustment always is 
negative. Hence, the two adjustments may work in opposite directions (when tB 
> tA) or in the same direction (when tB < tA); in any case it becomes clear that 
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one price attempts to pursue both strategic delegation and tax minimization at 
the same time, and that the motive of strategic delegation will be partly aban-
doned in order to chase a smaller tax bill, when tax rates differ.

Seen from the authorities´ perspective, requiring that the MNE behaves 
according to the PRP does not remove its ability to manipulate tax payments, 
only moderates it.

Regime 3
This regime reverts to the assumption that the MNE has the disposal of two 

different transfer prices, qT and qD, for tax and delegation purposes. Further, it 
assumes that tax authorities prefer the cost-plus method used for computing 
the tax transfer price15. Specifically, assume that tax authorities would prefer 
to see a transfer price equal to marginal cost c, and that the MNE must reckon 
with increasing costs when having to defend a different tax transfer price, spe-
cifically costs of (u/2)(qT - c)2QB. With this specification of transfer pricing costs 
the MNE´s after-tax profits become

where the quantities QB and Q*
B a fortiori will be given by equation (1).

Maximizing after-tax profits with respect to the tax transfer price yields

With no difference in national tax rates, qT can be kept at the level of margi-
nal cost. However, if country B (A) has the higher tax rate, the tax transfer price 
will be increased (decreased) relative to c.

The altered approach of tax authorities to tax transfer pricing spills over to 
the optimal delegation transfer price as well. We derive

The formula has three terms, of which the first two are repeated from the 
formulas for Regimes 1 and 2. With no delegation or tax considerations, the 
transfer price should equal marginal cost, as in the first term. The second term 
draws attention to the advantage of endowing the sales subsidiary in country 

15 We discuss some other options in section 4.
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B with a stronger competitive position via a smaller transfer price. Finally, the 
third term is the tax manipulation term; it is negative, causing the shipped 
quantity QB to increase -unless the two taxes have equal rates. With tax diffe-
rences, it simply pays to extend the “base” for profit shifting; every unit ship-
ped gives rise to tax savings.

Once more we conclude that while the MNE does have two different trans-
fer prices at its disposal, delegation of quantity setting will be affected by tax 
minimization concerns.

Regime 4
In this regime, tax authorities have the same desire to see a tax transfer 

price at the level of marginal cost as in Regime 316, but now the MNE uses only 
one transfer price. Whether the limitation to one price is due to a governmental 
requirement or the company´s own decision is in a sense immaterial. In any 
case, the MNE aims to maximize after-tax profits of

once more with QB and Q*
B  as in equation (1), albeit with qS substituted for qD.

Maximizing the profit expression with respect to qS we derive a first order 
condition which in effect is a second order polynomial equation in the transfer 
price. Solving it becomes quite awkward and not very illuminating. So we con-
tent ourselves with looking at the two extreme cases of the transfer pricing cost 
constant u (a) going to plus infinity, respectively (b) going to zero.

4(a): 

Intuitively, with very high costs of moving the transfer price away from the 
stipulated marginal cost level, the transfer price will indeed be set equal to 
the marginal cost, qS = c. With a tightly enforced rule of marginal cost pricing 
of the shipped good, the MNE will have to forget about both improving the 
competitive position of its subsidiary in country B and any shifting of profits 
between the two countries.

4(b): 

With the transfer pricing cost parameter going to zero, the expression for pro-
fits in (10) effectively becomes exactly the same as (5) above. Hence, the optimal 
solution for the sole transfer price in Regime 4 with zero transfer pricing costs will 
be exactly the same as the optimal solution for the transfer price under the Perfor-
mance Related Principle, PRP. That solution is given in equation (6) above.

16 Again, see section 4 for other options.
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With no transfer pricing costs, the company is completely free to pursue 
both strategic delegation and tax minimization, albeit with only one transfer 
price. So that price will constitute a trade-off between the two transfer pricing 
aims.

In the intermediate case of a positive, but finite transfer pricing constant (0 
< u < ∞), the MNE will have to move the sole transfer price closer to marginal 
cost. Thereby, it will have to partly give up on striving for competitive advanta-
ge and tax savings, while still trading off the two aims against each other.

No decentralization
All the four transfer pricing regimes above have entailed decentralization of 

decision powers within the MNE. Specifically, the (manager of) the subsidiary 
in country B has been endowed with setting the quantity to be sold in the 
local market there in order to maximize (before-tax) profits of the subsidiary. 
As we discussed above, such decentralization enables influencing the pattern 
of competition in country B, although it does come at a cost, when only one 
transfer price is available. The cost consists of not being able to pursue tax 
minimization as aggressively as under full centralization.

Whether or not to delegate decision making therefore is an interesting is-
sue, at least for a MNE wishing to avoid dual transfer prices. We can shed some 
light on transfer pricing under centralization here by looking at the case, in 
which decisions on both the tax transfer price, qT , and the quantity sold in B, 
QB, will be taken at headquarter level. We assume that tax authorities prefer 
the cost-plus method for calculating the tax transfer price, and that costs rela-
ted to defending a different level is given by (u/2)( qT - c)2 QB, just as in Regimes 
3 and 4. The headquarter then aims to maximize total after-tax profits of

with respect to both qT and QB. For the former, we get

just as in Regime 3. The optimal quantity sold in country B can be written 
as
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The first term is the conventional duopoly quantity, with the MNE´s mar-
ginal cost inserted. The second term is the modification suggested by tax mini-
mization. It is zero, if tax rates are identical across countries, but positive for 
tax differences, meaning that under such circumstances there is a desire to 
expand the “base” of profit shifting, as each unit shipped brings a tax saving 
with it. Under centralization, this consideration directly occasions an increase 
in QB, whereas under decentralization in Regimes 1, 3 and 4 the increase in QB 
is brought about via a cut in qD.

The centralized MNE can and will only interfere with market conditions in 
country B to the extent that rates of tax in the two countries are not the same.

Compared to the decentralized MNE, it has lost the competitive advantage 
enabled by strategic delegation.

4. diScuSSion

The analysis in section 3 was deliberately kept simple in order to get the 
main point across: Transfer pricing in a MNE will reflect the tension between 
different aims, and the degree to which the aims can be pursued is determined 
by the precise circumstances, i.e. the regime under consideration. The simplicity 
allowed the derivation of very intuitive formulas for both the tax transfer price 
and the delegation transfer price which showed, inter alia, how tax minimization 
colors the setting of the delegation transfer price.

As always, simplicity and interpretability come at a cost17. In particular, it 
can be argued that the regimes covered (especially 3 and 4) do not satisfactorily 
capture the institutional dimensions of transfer price setting and the guidelines 
involved. Further, the fact that tax rate differences may give rise to different 
views as to appropriate transfer pricing in high-tax and low-tax countries did not 
enter either, as the cases tB > tA and tB < tA were treated in parallel. Below we go 
into some detail with these points.

Regimes 3 and 4 had tax authorities applying the cost-plus method. This 
method is but one of five methods of computing transfer prices which are endor-
sed by the OECD in its Transfer Pricing Guidelines (TPG), cfr. OECD (2010). Most 
in line with the famed Arm´s Length Principle (ALP), the so-called Comparable 
Uncontrolled Price (CUP) may be the most widely accepted method. According 
to the TPG, the CUP method compares the price charged for property or ser-
vices transferred in a controlled transaction to the price charged for property 
or services transferred in a comparable uncontrolled transaction in comparable 
circumstances. A possible suggestion for a transfer price along CUP-lines in the 
model above could be average revenue for the product when sold in country A, 
that is R(QA)/QA. When the product is sold to customers in A, the transaction is 
uncontrolled. However, the way the model is set up, the transaction is not quite 
comparable to the transaction between the two entities of the MNE. The MNE 

17 I am indebted to one of the referees for raising the subsequent issues.
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is a monopoly in country A, while it is part of a duopoly in country B, in compe-
tition with a local producer there. The CUP method would then require “reaso-
nably accurate adjustments” to be made to eliminate the material effects of the 
differences in competition across markets18. In our context it is not entirely clear 
how to undertake these adjustments.

It is possible to analyze the effects of requiring the transfer price to be geared 
towards R(QA)/QA; it is, however, more complicated and yields results which are 
less easily interpreted19. Further, as remarked, the measure R(QA)/QA ought to be 
corrected for the fact that the market in B is a duopoly, not a monopoly.

Another transfer pricing method which could be advanced is the so-called 
Resale Price Method. This method begins with the price at which a product 
that has been purchased from an associated enterprise, is resold to an inde-
pendent enterprise20. This price (the resale price) is then reduced by an appro-
priate gross margin. Implementing the method in the base model, the transfer 
price would take as its point of departure the price P = A - b(QB + Q*B) in the 
market in country B. Again, it is possible to analyze this case within the model; 
results will be similar to those for regimes 3 and 4 in section 3, albeit a tad less 
transparent. Moving on to the second point, the analysis in section 3 implicitly 
assumed that the two tax authorities in countries A and B share the view as to 
the appropriate computation of the transfer price. In regime 1, neither country 
appreciated any difference between the tax transfer price and the delegation 
transfer price. In regime 2, both countries accepted the Performance Related 
Principle and permitted the sole transfer price to be computed entirely as 
the MNE saw fit. And in regimes 3 and 4, the (common) benchmark for the 
(tax) transfer price calculation was taken to be the marginal cost of produc-
tion. However, the two tax authorities might well have different views as to 
which method would be appropriate for the computation. Preferences for any 
method might well depend on the amount of tax revenue to be had from that 
method. One country could for instance favor the CUP method, while the other 
could favor the cost-plus method. A deeper analysis of the consequences of 
such conflicts would be interesting, but would take us too far away from the 
focus of this article.

5. concluSion

The analysis above provided some insights into transfer pricing within a 
decentralized multinational enterprise that wishes to take strategic as well as 
tax concerns into account. We explored to what extent various transfer pricing 

18 See the discussion of CUP in OECD (2010).
19 One complicating factor is that the MNE will wish to alter its behavior in country A, knowing that 
the price there will be used for authorities´ control of the transfer price between the two entities in 
country A and B. In the base model, there is no interdependence between sales behavior in A and 
transfer pricing vis-a-vis the subsidiary in B, as marginal cost is constant.
20 Again, see OECD (2010) for the presentation of the Resale Price method.
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schemes allow the MNE to pursue strategic delegation of decision making and 
minimization of tax payments for the company as a whole. The transfer pricing 
schemes in effect were determined by (a) internal transfer pricing policy of the 
MNE, and (b) the attitude of tax authorities to transfer pricing.

The first scheme permits the MNE to have disposal of two transfer prices, 
although any difference between the two can lead to transfer pricing costs, pre-
sumably because tax authorities will or can react to the discrepancy. The se-
cond scheme portrays a recent transfer pricing norm, the Performance Related 
Principle, put forth by Desai and Dharmapala. In this regime, the MNE may use 
one transfer price only, but can select the level of that price freely. The third 
scheme again has two transfer prices, but now tax authorities prefer a transfer 
price according to the cost-plus method endorsed by the OECD (as one of five 
standard methods). The interpretation of the method here implies a transfer 
price equal to the marginal cost, and any divergence between the tax transfer 
price and marginal cost then gives rise to transfer pricing costs. Finally, in the 
fourth regime, only one transfer price is in play, and it will be held up against 
the cost-plus method and more specifically marginal cost, so that transfer pri-
cing costs will arise in case of divergence between the price and marginal cost. 

Common to all regimes is some leeway for pursuing the aim of strategic 
delegation and at the same time some room for keeping overall tax payments 
down. However, neither purpose can be pursued in full - transfer pricing costs 
would be too high or the strategic advantages compromised.

The model was deliberately simple, and we focused merely on one addi-
tional role of transfer prices over and above computation of taxable incomes. 
The strategic delegation motive is relatively simple to model and leads, in our 
simple framework, to easily interpreted formulas for transfer prices. However, 
other roles of transfer prices certainly exist. Among these, incentivizing divisio-
nal or subsidiary managers seems important, but substantially more difficult 
to model. Göx and Schiller (2007) call for more theoretical work in the area of 
transfer pricing, in particular work which at the same time explains, rather than 
simply assumes, decentralization of decision powers within MNEs. At the same 
time, further empirical work on the transfer pricing practices actually followed 
by multinationals would be highly welcome. Hopefully, some of the confusion 
which we noted in the Introduction and which concerns what goes on in prac-
tice can then be overcome.
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