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ABSTRACT

While the accounting literature has extensivelyl&d the role of transfer pricing (TP) within
the management control system (MCS) of companieSSNksues related to cross-border
transfers have received far less attention. In taise study, we investigate how TP tax
compliance influences responsibility accounting wimme multinational enterprise (MNE)
uses a single set of transfer prices for both tarpdiance and management control. First, the
MNE eliminated TP negotiation, leading to psychatadly disagreeable and sometimes also
economically harmful situations. Second, the firndméanistratively simplified the
determination of profit margins to such an extdattit could lead to suboptimal business
decisions. Third, tax compliance induced a prodihter designation for business units that
were primarily responsible for costs or revenude firm first coped with a mixed treatment
of these responsibility centers, allowing them ¢oplofit centers for tax purposes and cost or
revenue centers for MCS purposes. Later, top managebecame convinced of the benefits
of a profit-center treatment for all purposes atadted to convert the pro-forma profit centers
into real profit centers. Overall, this study cdmites to the stream of research documenting

and explaining how MCSs are designed and used @ml@&onmental pressures.

Keywords: international transfer pricing, management contsylstem, responsibility

accounting, multinational enterprise.



INTRODUCTION

In this transfer pricing (TP) paper we empiricallwestigate how tax compliance
influences responsibility accounting in one multioaal enterprise (MNE) that uses a single
set of transfer prices. International tax law isracial determinant of cross-border TP in
MNESs. It imposes the arm’s length principle as tladstick to judge the fairness and
correctness of the TP system (Art. 9 OECD Model Taxvention). The tax authorities take
a ‘separate entity approach’ to investigate an MiN&tlherence to the arm’s length principle.
This approach implies that MNEs need to be prepamedemonstrate that intercompany
prices are in line with what would have been chdiged the two companies not been related
(OECD TP Guidelines 1995). The potential penaltibg, risk of encountering economic
double taxation, and the significant financial aegutation consequences in case of non-
compliance motivate MNEs to give high priority toP Ttax compliance (Cools and
Emmanuel 2007; The Economist 2004; Wright 2004, 7200Jnder these regulatory
constraints the majority of MNEs opt for a singé ef transfer prices (also called one set of
books) for both tax compliance and management cbptirposes (Ernst & Young 2003,
2005).

The arm’s length principle refers to the conceppmaffit centers, but it is not clear to
what degree international tax law actually forceNB/subunits to behave as profit centers
for all purposes. Management accounting and cortggtbooks tend to highlight the
management control role of TP in profit centerdleating in this way the scarcity of TP
research in other types of responsibility centéustifony and Govindarajan 2006; Hilton
2005; Horngren et al. 2006; Simons 2000; Zimmer2@08). Eccles (1985, 1986) is the only
researcher who distinguishes between the degreesith so-called profit centers display
various responsibility center characteristics idoaestic setting, linking them to the use of
different TP methods. International TP studies noentthe relevance of responsibility
accounting for cross-border TP without providiny @&xplanation or illustration (Borkowski
1992a; Emmanuel and Mehafdi 1994), or treat respiitg accounting merely as the degree
of (de)centralization of the organizational struetwithout addressing related management
control system (MCS) aspects (Narayanan and Snfi@0)2 Since empirical data on this
topic are scarce, we use an in-depth case studgarMINE to identify and describe specific
influences of tax compliance on the MNE’s respoitigib center set-up and related

management control issues.



First, we find that the MNE eliminated TP negotatias part of its tax-compliance
efforts. The consequent reduction in the senseutbn@my was mainly experienced as
psychologically disagreeable and the loss of nagoh power sometimes also led to
economically harmful situations. Second, tax coamge led the MNE to install uniform
profit margins and mark-ups for all similar stagesthe firm’s value chain. It was a
simplification for administrative reasons, which adeathe MNE more confident that the tax
authorities would fully understand and accept tlie pblicy in place. The uniform profit
margins resulted in suboptimal decisions at soraegd in the firm. Third, tax compliance
induced a profit center designation for businestsuhat were primarily responsible for costs
or revenues. The MNE initially coped with a mixedatment of the responsibility centers,
allowing them to be profit centers for tax purpoaes another type of responsibility center
for MCS purposes. A secondary effect was that tapagement started to see the benefits of
profit-center treatment for all purposes. Consetlyethey started to convert the pro-forma
profit centers into real profit centers.

This case study aims at contributing to the streadmesearch documenting and
explaining how a company’s MCS is designed and useter environmental pressures, in
this case caused by the arm’s length principleesponds to the call for studies explaining
how TP processes within the MCS are managed irtipea(Spicer 1988; Colbert and Spicer
1995; Cravens and Shearon 1996; Cravens 1997).r€saarch approach allows us to
uncover aspects of TP that are typically not cagutuin analytic or survey studies. By
generating new insights into the diverse policyéssunderlying international TP, our study
also contributes to enhancing understanding betwarn financial, and human resource
managers within MNEs as well as between MNE sem@nagement and the tax authorities.

The remainder of the paper is structured as folldwshe next section we review the
TP literature on the MCS and tax compliance obyestiof TP and conclude by formulating a
number of empirical questions. After describing theearch method, we introduce the case
company in terms of its organizational structure a#® policy. In the analysis section we
identify specific influences of tax compliance oamagement control at our research site. We
focus on subunit managers’ preferences and the MNBEdices in terms of the responsibility
accounting set-up and related performance measuteand evaluation system. The resulting
tensions are discussed in terms of the negativepasitive effects of TP tax compliance on
the MNE’s MCS and, where relevant, related to tkiarg literature. Finally, we identify the

limitations of this study and make suggestiondditure research.



LITERATURE REVIEW

We start by reviewing the survey literature to doemt the importance of the
different TP objectives. Since the tax complianbgctive is central to our study, we next
look at international tax law to examine the reatthe arm’s length principle. This principle
explicitly refers to profit centers, which leads ©s review the MCS literature on
responsibility accounting in relation to TP. Figallve turn to the analytic TP literature that
raises questions related to the trade-offs betwaerand MCS TP objectives. Focusing on
responsibility accounting choices under the coigtraf tax compliant TP, we will study

these questions in practice in one particular MNE.

Management Control versus Tax Compliance Objectivesf TP

TP systems fulfill a variety of objectives in mediivisional firms, which implies that
trade-offs need to be made. The MCS literaturetteditionally studied the role of TP in
achieving goal congruence and in measuring anduatiaj managerial performance
(Abdallah 1989; Emmanuel and Mehafdi 1994). Wittlia MCS, transfer prices help value
and coordinate the workflows of interdependent pizgtional units that are each held
accountable for their financial performance (Sim@060). In MNEs the design of the TP
system can help achieve an additional set of goadkjding profit maximization, cash flow,
sales and marketing goals; minimizing taxes, duted tariffs; and achieving socio-political
goals related to financial restrictions, currenegtuations, and host country relations (Leitch
and Barrett 1992; Dunning 1980). Over the last desaTP regulations have become much
more detailed and a growing number of nationaktatkorities have increased scrutiny of the
TP policies implemented by local and foreign MNE®¢ls and Emmanuel 2007). This trend
leads to an additional goal, TP tax compliance. fitessure MNESs feel today to comply with
TP tax regulations is evidenced by the biennialsE& Young TP surveys (conducted since
1995) that document regulatory activities and esdorent practices and describe MNES’

experiences with TP audits around the world.



Studying the trade-offs between different TP olijest, other surveys indicate that
MCS objectives continue to be taken into accourgmwhINESs set their TP policies. In Tang
and Chan’s (1979) study, US and Japanese MNEs datfikisional performance evaluation
as the fifth most important factor when decidingtiogir TP policy. Yunker (1982) found that
MNESs using TP to increase overall profits place lesiphasis on profit-oriented measures in
divisional performance evaluation. Larger MNEs teodards market-based transfer prices
and use profit-oriented measures in the evaluatiosubsidiary performance while cost-
based firms are more concerned with budgetary aval-ayiented performance criteria.
Borkowski (1992a) identified the use of subsidiarpfits for performance evaluation and
degree of decentralization amongst the organizatideterminants of international TP. In
Tang's 1992 survey of large US corporations, thpdrtance of performance evaluation of
foreign subsidiaries dropped from the fifth to teath place compared with his 1979 survey,
while Tang’s 2002 survey confirms the role of dietsal performance evaluation among the
most important TP objectives of US MNEs.

The extant survey literature documents the impeodanf the tax minimization
objective and, as detailed in the previous pardgragoints out that management control is
not ignored. However, the dominance of the TP tammliance objective has become
significantly more important in recent years thhese surveys suggest. Therefore, we now
discuss the reach of the arm’s length principleictviguides national tax authorities when

assessing the correctness and fairness of intena{TP systems.

Tax Compliance: the Arm’s Length Principle

Compliance with the arm’s length principle mearet tihtra-firm transactions should
be treated and priced as if they were undertakeleruopen market conditions under similar
circumstances (OECD 1995). Tax authorities cheak dpplication of the arm’s length
principle by investigating whether the financialsuétis of the MNE’s divisions are
comparable to those of independent enterprisesnWiey observe distortions in terms of tax
liabilities of the associated enterprises and &senues of the host countries, tax authorities
may adjust the profits of the associated entergfriddembership in a broader group - the
MNE - is disregarded in taxation: each legal enstyreated as a separate and independent
tax subject, which is presumed to strive for a iprof its own (OECD Model Tax
Convention). The OECD Guidelines therefore explictssume that all local MNE subunits

behave as profit centers and other types of reggbtyscenters are not mentioned.



In addition, the tax authorities become particylalispicious when MNE subunits
consistently realize losses (OECD 1995).

In contrast to what we might expect based on theSMierature, the OECD
Guidelines do not accept negotiated transfer praes sufficient and valid proof of tax
compliance:

“Sometimes, it may occur that the relationship lestwassociated
enterprises may influence the outcome of the bangai Therefore,
evidence of hard bargaining alone is not suffictergstablish that the
dealings are at arm’s length.” (OECD 1995 §1.5)

Instead, the OECD Guidelines recognize five TP washthat, depending on the
circumstances and the characteristics of the teangfovide a suitable application of the
arm’s length principle: the comparable uncontrolfeite, the cost-plus method, the resale-
minus method, the transactional net margin or coaipa profit method, and the profit split
method.

The current TP rules entail extensive documentatamuirements, urging MNEs to
explicitly demonstrate how their TP policy respebis arm’s length principle. The functional
analysis is a crucial part of the documentatioquinéng a detailed analysis of the various
functions undertaken, the assets used, and the taklken by the different parties involved in
the intra-firm transactions (IRS 1994; OECD 199Bjpwever, national tax authorities
interpret and implement the fluid arm’s length piple in different ways, reflecting long-
established domestic tax practices (Eden et all;2R@ciotto 1992). The resulting diverging
approach to TP by different tax authorities worldavis a growing concern for MNEs (Ernst
& Young 2003). Finally, it is worthwhile to mentiothat the OECD Guidelines do not
provide any recommendation about whether the alemigth principle needs to be fulfilled
using one versus two sets of TP bdoks addition, there are no statutory requireménte
US and in many other countries that stipulate tivatincentive and tax TP be the same (Hyde
and Choe 2005).



Management Control: Responsibility Accounting

While the OECD TP Guidelines only acknowledge thistence of profit centers, the
MCS literature on responsibility accounting ideiesf a variety of responsibility centers.
Responsibility accounting refers to multi-divisibnfirms installing different types of
responsibility centers to promote alignment betweardividual and corporate goals,
depending on the decision rights delegated to wberst managers (Vancil 1979; Horngren
et al. 2006). It determines the range of perforrrameasures used to evaluate a manager’'s
achievements under the imperative that this evialnaghould best be based on what the
manager controls (Demski and Sappington 1989; Zimmaa 2003). The ‘span of
accountability’ (Simons 2000) might range from araw focus on spending or revenues in
cost and revenue centers respectively to profitecsrholding managers accountable for the
impact of spending levels or even the efficientization of assets on revenues and pfofit
Responsibility accounting has been an under-reBedrarea, investigated primarily through
principal-agent modeling of the link between coltaility and informativeness (Holmstrom
1979, 1982; Baiman and Demski 1980; Antle and DertSB8). With the exceptions of
Merchant (1987) and Rowe et al. (2007), empiritadii®s are scarce.

In a domestic context, Eccles (1986) investigatex drganization’s architecture in
terms of three types of decision rights, possibgledated to subunit managers : 1)
partitioning of subunit managers’ decision righedated to sourcing, i.e. the choice of a
division’s suppliers and customers, and pricing, he setting of a transfer price for internal
transactions, 2) measurement and evaluation ofubenit's performance, and 3) rewarding
and punishing the subunit managers for performaacas to achieve both efficiency and
fairness objectives (Jensen 1983; Jensen and Mgck®92; Zimmerman 2003). Eccles
(1986) found that in companies following a vertigategration strategy, issues of TP and
divisional role definition are interrelated. He ctrded that subunits in real life are not
simply cost centers or profit centers, and thattémm ‘profit center’ covers various degrees
of authority and autonomy of subunit managers @tP86; Vancil 1979).

Given the scarcity of empirical studies, we set wufurther explore how an MNE
manages the requirements of the arm’s length miect with its explicit focus on profit
centers - versus management control preferencetifferent types of responsibility centers.
We now first turn to the analytic TP literature,ialihcan provide guidance to our study since

it identifies a number of economically importanegtions in this context.



Trade-Offs between Tax Compliance and MCS Objectiveof TP

The analytic TP literatureprovides interesting insights into the trade-0M§Es face
when seeking to achieve both tax-related and mamnexe control objectives. More in
particular, this research stream raises three itappguestions for which the models have to
make explicit assumptions since a priori it is oar how they are dealt with in practice.
The first issue is whether one versus two or mats sf transfer prices should be used.
Halpirin and Srinidhi (1991), Sansing (1999), Namagn and Smith (2000), and Smith
(2002a) derive one set of optimal transfer prited teconciles managerial and tax objectives
under certain static circumstances. In contrastitt5(2002b), Baldenius et al. (2004), and
Hyde and Choe (2005) model two distinct transfezgs; one to serve incentive purposes and
the other to serve tax purposes. To prove thatuggew the internal transfer price from the
arm’s length transfer price leads to the best dvéiren results -- because tax regulations
frequently do not capture the underlying econonoicénternal transfers -- Baldenius et al.
(2004) calculate the ‘cost of conformity’ (i.e. véting from using one set of booRsHyde
and Choe (2005) examine the interdependence betweertax transfer price and the
incentive transfer price, both when the incentransfer price is negotiated and when it is
dictated by the parent company. Even the analgsearchers modeling two sets of books
recognize the common use of one set of transfeepror reasons of simplicity, time and
cost savings, and for preventing multiple trangiéces from becoming evidence in disputes
with the tax authorities (Baldenius et al. 2004;it8ra002b).

The second issue is whether tax compliance is &erfyiconstraint or a decision
variable. In Smith (2002b) and Hyde and Choe (2G8%)compliance is not assumed: the
models take into account that the domestic divisisks a penalty when a TP audit finds out
that it deviated from arm’s length tax-admissiblE@s. By contrast, Baldenius et al. (2004)
take tax compliance as given.

The third issue is whether performance measures gitlan profit should be used. As
an alternative to modeling separate sets of transiees to disentangle the tax and MCS
objectives of TP, Smith (2002b) relaxes the commssumption that aggregate profit is used
as the performance measure. Instead, he examireesugd of performance measures
independent of the transfer price. He finds th&dchiing different weights to performance
versus other effort measures eliminates tax arehtinge trade-offs even when the firm uses a

single transfer price.
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The economic relevance of the three TP questioestified above, calls for an
investigation on how they are dealt with in praeti€irst, in terms of the number of TP
books, Durst (2002) and the Ernst & Young surveydiciate that a single set of books for
management and tax purposes prevails. 80 perceghegiarent companies surveyed report

using one set of transfer prices because

“Alignment of transfer prices with management viesishe business can
enhance the defensibility of the transfer pricaseghe administrative
burden, and add to the effectiveness of the TPramogin fact, in many
countries, management accounts are the primaryngfgooint in the
determination of tax liability and differences been tax and management

accounts are closely scrutinized.” (Ernst and YoR0@3, 17)

The prevalence of a single set of transfer prisabérefore reflected in the selection
criteria for our research site. The second issueethdr tax compliance is a constraint or a
decision variable—and the third issue—the perfomeameasures used and the related

responsibility center set-up—are the subject ofaypirical investigation.
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RESEARCH METHOD

We examined the impact of tax-compliant TP on respmlity accounting by
conducting a case study at one MNE. Limiting tleddfistudy to a single MNE allowed us to
examine in depth the complexity of the TP systemelation to its context (Otley 1999). To
ensure comparability with the mainstream MCS ligne on TP, this study focuses on the
transfers of products, even though the internaVipron of services will be mentioned for
completeness where appropriate. The field study seasiucted between 1999 and 2002 in
the ‘Semiconductors’ Product Division of a largegtare, multi-divisional MNE. The MNE'’s
corporate tax department had expended signifidéote to motivate all product divisions to
comply with the tax regulations in the differentuatries where the MNE was present.
Theoretical sampling (Eisenhardt 1989) guided dwiae of the research site, which was

selected based on the following criteria:

» Global presence: The MNE operated Semiconductats worldwide, each subject to
country-specific tax rules; it had an importantgaece in the US, the country with the
most stringent tax legislation in the world (Ed¢mle 2001; Cools and Emmanuel
2007).

* A large number of cross-border transactions: TP peaiscularly relevant in the
complex domestic and international transactionremment of Semiconductors.

* One set of TP books: Semiconductors implementedsenef TP books, which is in
line with common TP practice today (Baldenius e2@D4; Ernst & Young 2003).

» Tax compliance: The MNE felt comfortable with tlax tompliance aspects of its TP
policy. Having been subjected to TP audits in wagioountries it had not encountered
any major problems with the tax authorities invalve

» Management control: A multidisciplinary workgroupachbeen involved to ensure
compliance of Semiconductor’s TP policy with the tales. Controllers at different
managerial levels played an important role during process, to make sure MCS

issues were not overlooked (Cools et al. 2008).
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The case MNE provided access to management &tvelslin the company. Access to
top management was crucial to collect informationtlee company’s global TP policy and
the division’s organization structure. Access ton®®nductors managers was important in
order to gather information about the implementataf TP, the responsibility center
structure and the related performance and rewatg &

We designed our case study protocol and data asatystocol (Yin 1994) to
maximize the traceability of the research procé®ga( et al. 2002). We interviewed 23
people at different levels in the organization kedw 1999 and 2002 for a total of 47 hours.
An overview of the number of people involved at thigerent levels is provided in Table 1.
The semi-structured interviews were guided by opeded questions that were based on the
domestic MCS TP literature and the TP tax litemtdrhe questions were kept open enough
so that unexpected findings could inform the daléection and theory development process.
The interviews were completely transcribegiving us an overall view of the TP process. In
addition, we collected 111 internal company docuseelated to TP. Table 2 provides an

overview of the types of documents analyzed.

Insert Table 1 and 2 About Here

We followed Miles and Huberman'’s (1998) recommeiuaat for data reduction, data
display, and conclusion drawing and verificatioheTdata were reduced by preparing contact
and document summaries. These summaries, togeitterail interview transcripts, were
introduced into NUDIST, a qualitative data analysisftware package. The software
facilitated the coding of the data and enabledsttstematic retrieval of all bits of information
coded in the same way. Further analysis considtstructuring the data by displaying them
in thematic conceptual matrices. Verification ceteil of cross-validating both the
documents and oral stories and the different otalies amongst each other. This
triangulation was necessary to address potentddi@ms of construct validity and to make
our case study findings more accurate and conwn€¥in 2003; Miles and Huberman
1998).
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THE RESEARCH SITE

In this section we introduce the Semiconductorsdéeo Division of the selected
MNE. In the semiconductor industry, the MNE was aptong the largest global players in
terms of volume, but by offering its customersarihade solutions in addition to standard
products it had gained an important market positlonorder to guarantee tax compliance,
Semiconductors had gradually been reorganized aomgtrix structure involving different
stages and a profound consideration of the MCSctigs of the TP policy. Semiconductors

implemented its TP policy along strict monitoriregiuirements (Cools et al. 2008).

The Matrix Structure

Semiconductors’ matrix structure involved a two-wélgw of authority and
responsibility (Mullins 2002; Haberberg and Riep01; Bartlett and Ghoshall 1990).

Insert Figure 1 and 2 About Here

The first axis of the matrix structure, i.e. thgmeentation of the organization into
functional departments, provided a stable basissf@cialized activities and a permanent
location for staff members. Key activities along ttunctional axis of the matrix were (see

Figure 1):

» Operations The main activities consisted of production, testing, and storage in
the product bank. From there the products movesgsembly and another testing
phase. Production took place in semiconductor plenthe US and Europe.
Assembly and testing often took place in low-cabor countries in Asia but also in

the production plants themselves.

* Marketing and SalefRegional sales organizations were responsibldiftribution
and storage of the semiconductors in the diffecentinents, while national sales
organizations represented the MNE in the custonoasitry. The semiconductors
went straight from the warehouse at the regionaksarganization to the customer

and did not physically pass through the nationkssarganizations.
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» Other organizationsnvolved were the Corporate Center, Technical Suppenters,
and Application Laboratories. They took care ofaaliivities not directly related to
the goods flow

The second flow of authority and responsibilitytiie matrix structure involved the
product axis, along which Semiconductors was omgahinto groups of strategic business
units (SBUSs), either focusing on similar productsoa operational activities and processes
(see Figure 2):

» Theproduct SBUsvere grouped into different business areas aaogrdi their

market focus (e.g. Consumer Businesses or ComntiorisaBusinesses) and divided

into smaller business lines (BLs) of similar progudhe SBUs formulated the

product’s global strategy and allocated resouncdimé with the targets agreed by
divisional management. Moreover, they communicatitl key executives from
strategic customers and suppliers. The BLS’ respiitg was more operational in
nature: they implemented the SBU strategy in agiesed product or market
segment, and were responsible for product managemsm product development,
quality and logistics, production, and global mairkgg The SBUs and BLs were
physically active in the various functional facés of Semiconductors all over the
world, with SBU and BL staff members physically dbed there.

» Theprocess SBUsonsisted of two SBUs with a specific focus on atiens:

Production, on the one hand, and Assembly andrigstin the other. The Production

SBU grouped together most production plants, wiitest assembly and test facilities

belonged to the Assembly and Testing SBU. Whenaigpaas limited, the

Production SBUs and the Assembly and Testing SBd to find suitable external

subcontracting parties. Besides these two operdt®BUS, there was also a third

central unit, the International Marketing and S&eganization, which consisted of

the regional and national sales organizations.
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In the matrix organization the BLs made use of ¥heous functional facilities of
Semiconductors by subcontracting operational taskshe production plants and the
assembly and test facilities. Similarly, the BLsbsontracted sales to the various sales
organizations around the world and organized marfetogether with the International
Marketing and Sales Organization. Planning anddioation were essential: as soon as the
volumes were known, the BL contacted the operati8BJs so that product needs could be

translated into specific technologies.

The Tax-Compliant TP Policy

The MNE faced different TP regulations in the vas@ountries in which it operated.
The Internal Revenue Service (IRS) in the US hadited the most stringent and detailed
jurisdiction, accompanied by numerous TP audits lagavy penalties for non-compliance.
The European and Asian countries in which the MIgErated had also expended efforts to
implement the OECD TP Guidelines. However, theseintties showed significant
differences in the training levels of their taxiofls and the intensity with which TP audits
were undertaken (Eden 1998; Ernst and Young 20023,22005). The MNE’s Corporate
Tax department responded to the tax compliancespres in the various countries by
adopting a single, comprehensive TP policy. Whilgecent TP methods were required at
different stages in the value chain, Semicondudtais chosen to apply these methods in a
uniform way for all similar transactions, indepentlg of the countries involved in the
transfer. By using this uniform policy, the compangnted to demonstrate that it did not
leave any room for tax manipulation. The Corporai@x department justified
Semiconductors’ TP policy in a substantial documerplaining in detail how, among other
things, the TP policy respected the OECD TP Guigsliand the arm’s length principle
(Cools et al. 2008). Since purely negotiated tmangfrices were not allowed for tax
compliance reasons, the TP policy was imposed uphen businesses by divisional
management. As a proof of the business fundameoitéite TP policy and the absence of tax
avoidance, Semiconductors stressed its use ofgéesset of books, both for tax compliance

and for management control issues.
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In terms of TP methods, Semiconductors applied twost-plus method in
manufacturing and the resale-minus method in s@es Figure 3). Since the number of
production steps undertaken in a particular plamied, Semiconductors calculated and used
a cost-plus price for every step in the manufaotuprocess, whether the next activity took
place in the same plant or RoThe transfer price between operational units thassum of
the prices for all steps already undertaken. ‘Petidn’ prices consisted of budgeted costs
increased by a uniform, fixed profit mark-up. ‘Assaly’ and ‘test’ prices included a
uniform, fixed, but lower, profit mark-up on top tfie budgeted costs. The transfer price
between an assembly and test facility and a refsalas organization was the aggregate of
production, assembly and test costs plus profikr@s. The transfer price between regional
and national sales organizations was the resate pninus a uniform, fixed profit margin.
‘Resale’ transfer prices used the lowest profit girapercentage since the sales activities
involved the lowest levels of investment, risk, amplexity of the functions undertaken.
The profit percentages were based on a detailedtitural analysis applied to the interacting

parties.

Insert Figure 3 About Here

The delivery of services was covered by a cost-plagsfer price under a General
Services Agreement, which also covered the cosiseoBLs. Semiconductors used budgeted
costs to prevent manufacturing inefficiencies froeing passed on to other parts of the value
chain (Horngren et al. 2006). Because most taxaaitiths require the use of actual costs, an
explicitly documented adjustment was made at the ehthe fiscal yeaf. Divisional
management explained that the differences in tlienying processes were reflected in the
different cost bases to which the mark-up percexsagere applied. Similarly, they argued
that applying different percentages to the samesdainction in the different countries would

be impossible to manage:

“We are convinced that a TP system that used afspeark-up for every
different product would become too confusing gitles wide variety of

semiconductors produced and sold.” (Semiconducdliersional controller)
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The tax-compliant transfer prices were most visialeng the functional axis of
Semiconductors’ matrix structure, where they deteech the invoice prices between the
functional entities. At an aggregate level, thentdbuted to the results of the geographical
sites, which were of particular interest to theioral tax authorities. Along the product axis,
transfer prices influenced the results of the SEldgl BLs, which were responsible for
steering the semiconductors through the value chaom the moment the products were
sent from the product bank to an assembly andféedity, the production transfer price
became a cost for the BL. Similarly, the BLs paidthe assembly and test activities, for the
sales efforts, and for the use of particular sevicAs such, TP played a role in performance

measurement and evaluation, as will be explainémbe

RESPONSIBILITY ACCOUNTING AT SEMICONDUCTORS

In this section we analyze responsibility accountissues in terms of the different
aspects of organizational architecture: 1) decisights related to sourcing and pricing, 2)
measurement and evaluation of subunit managerdomeasince, and 3) rewarding and
punishment system (Jensen 1983; Eccles 1986; JarskrMeckling 1992; Zimmerman
2003). We will pay attention to managerial prefeesin light of the actual set-up of the
responsibility centers for the BLs, the differedaris, and the sales organizations. The
uniform, tax-compliant transfer prices of the ProdDivision Semiconductors incorporated a
profit margin to ensure that the arm’s length ppte was respected. As a consequence all
units were formally presented as profit centerenfFa management control point of view,
however, we observed that these organizationak wnitre not all actually treated as profit

centers. Table 3 summarizes our discussion fodifferent organizational units.

Insert Table 3 About Here
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Business Lines

The BLs acted as “entrepreneurs” along the prodxist — they managed their supply
chain and had some degree of autonomy to lookutside suppliers. They received a market
price for their products and were responsible @ ¢osts incurred. In line with managerial

preferences, the BLs were evaluated as profit cenédated to their global profits:

“EBIT is the profit level measured at the BL anctaoidted as: sales,
deducting selling costs, deducting BL costs, dadggtroduction transfer
prices, test transfer prices, and assembly trapsiees. So TP comes in, but

it is usually fixed anyway.” (BL controller)

BL managers explained that a single transfer pdidenot have a major impact on
their financial performance, as it was only onghef many factors influencing their bottom
line result. As in the other Semiconductors sulsuriite Balanced Scorecard (BSC) played a
central role in the BL's managerial performance soe@ment and reward system. Financial
and customer-related measures were imposed byiaigls management while internal
process measures and competence measures were eshaaadSBU level. The BSC
influenced target settinhand managerial bonuses. As for all subunits,BlLamanager did
not meet his financial targets, he would not reeghe related bonus. If he did not reach his
non-financial targets but could provide a reasamaiplanation, he would still get that part
of the bonus (cf. Bonus System manual). The taxptamt TP policy did not fundamentally
alter the BL’s organizational structure but BL mgees stressed that the strict monitoring of
the TP policy by Corporate Tax had taken away tfreedom to negotiate transfer prices
with other Semiconductors subunits.

Along the functional axis the BLs were only virtuabanizations since BL managers
physically worked at the different functional eie$ Since this meant that the BLs were not
incorporated as separate legal entities, they wetecrutinized by the tax authorities. Along
the functional axis, the charges for BL activitiesre determined on the basis of the General
Services Agreement: their R&D and overhead expewses covered as a profit mark-up on

the transfer prices between the production plamtisthe assembly and test plants.
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Production Plants

Two different types of plants operated in Semicadrs’ production environment:
the older plants, characterized by mature techimmdbgrocesses, and newer plants using the
most advanced technology. Most plants were ‘mataréhat they had been in use for a long
time. Before the implementation of the matrix stane, these plants used to be part of one

particular BL:

“We used to feel responsible for providing our Blthwthe best possible
guality at the lowest possible price.” (plant magg

They were used to acting as cost centers and sféraprice covering their full costs
was their logical choice. In contrast, the facterigith the most advanced and unique
processes, undertaking their own R&D activitieg] baly been built and used over a shorter

period of time.

“We are not as closely linked to a particular Blilaes mature plants ...

We operate in a more independent way.” (managana@dvanced plant)

In fact, they acted like profit centers and preddra transfer price that allowed them
to cover their costs while also adding a profit gnar Under the tax-compliant TP policy,
both types of plants received a cost-plus trangfare for the semiconductors-in-progress.
Consequently, each production plant showed a pnoditgin being realized along both the
functional and the product axes.

With the introduction of the matrix structure, theature plants were decoupled from
the BLs and grouped together under the Producti®d. Ve observe two phases since the
set-up of the Production SBU. In a first phase,Rheduction SBU continued to evaluate the
older plants as cost centers. Since the profit ropsk were identical for all similar stages
within the production process, they had no paréicuheaning for evaluating the plants’
performance. By stimulating the mature plants tweo the transfer price by a given
percentage per year, Semiconductors actually agthewoh to lower manufacturing costs.
Semiconductors management used global benchmarksvtothe plants towards worldwide

competitive manufacturing costs.
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Except for their cost responsibilities, the old&mps had limited autonomy: they had
no freedom to serve external customers, modifyr theduct mix or change prices towards
their BL customers.

In a second phase, Semiconductors management gwbtliese plants’ responsibility
center designation into profit centers. The intiithn of the profit mark-ups inspired a

number of senior managers to turn all plants ietd profit centers, also for MCS purposes:

“Plants are just not properly motivated if they andy evaluated based on

costs.” (industrial planner at the Production SBU)

Furthermore,
“...the contribution margin also creates a surpludtiture investment
projects. A narrow focus on reducing transfer gie®uld lead the mature
plants to squeeze out costs without paying sufficétention to
technological innovation.” (Semiconductors divisaboontroller)

Unlike the older plants, the newer plants had imiatety been treated as profit
centers. These plants were called “foundries,” t@vinore freedom and acting more like
independent plants. The value added created wéih tichnology led to intellectual property
guarded at the plant. Managers of these plantedunteported they had some freedom in
taking make-or-buy decisions. As long as technolagyg not mature, the plant’s ability to
deliver a certain technology was of primary impod& As the cost structure changed
constantly, it became difficult to use transfercps for setting cost reduction targets or for
benchmarking the different plants — which was thsedfor the mature plants.

In contrast to the situation in the BLs, particuteansfer prices had a significant
influence on the revenue of the plants. All praghreplants had their own income statement
and balance sheets. Divisional management follawedn the bottom line results. However,
in the first phase, they focused on the cost alade® operational targets when evaluating the
managers of the mature plants and on profit andatipeal targets when evaluating the
managers of the newer plant. In the second phastt also received a much higher weight

among the bonus targets of the mature plants.
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Assembly and Test Plants

Due to the cost-plus method, the assembly and piesits formed—at least pro-
forma—profit centers. But as for the mature promucplants, Semiconductors management
treated assembly and test plants as cost centersanagement control. This set-up was in
line with their treatment in the past and conform@dnanagerial preferences. Assembly and
test facilities received sourcing and pricing instions from their Chief Operational Officer.
The plants were evaluated based on their achievenfeassembly and test cost targets
measured as indices. At the end of the year tlsirreduction performance was compared to
the budgeted, benchmarked costs used in the TPInRidets with an index of less than 100
percent were performing well (they had incurred dowhan budgeted costs), while plants
with an index of more than 100 percent had exce¢dedudget. The same system was in

place as in the mature production plants:

“Once the plant is built and the technological biastalled, we just use the
TP models to calculate the prices. The better ket i5s managed, the
more the costs can decrease, and the transfes pvittehen decrease, too.
And | am in favor of low transfer prices becauseytmply that the

underlying costs are low.” (BL manager)

In other words, assembly and test transfer priegsta be reduced continuoulyin
the financial statements that were prepared forabgembly and test plants, TP had a
significant influence on revenue and cost of transfd-in components. Following up on the
developments in the mature plants, divisional manent was considering the conversion of

these pro-forma profit centers into real profittegs at the time of the interviews.

Regional and National Sales Organizations

Along the functional axis, the regional sales oigations formed the buffer between
Semiconductors’ large, technology-driven cost basid the heavily fluctuating sales prices
in the semiconductor market. It meant that, aldmg &xis, the entrepreneurial risks were
concentrated in the regional sales organizationsagiag the physical distribution processes
and taking responsibility for commercial inventariand related obsolescence risks. The

MCS focus, however, became clear from the perspgeofithe product axis.
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Here, the BL acted as the entrepreneur, while éggonal sales organization was
evaluated in terms of cost efficiency for warehogsand related operational objectives.
These cost center targets were in accordance watmagerial preferences. Again, TP had a
significant influence on the financial BSC measuwéshe regional sales organizations as it
determined its costs and revenues.

The national sales organizations were in a diffesstuation. They used to act as
profit centers in the past, with quite a lot ofddem to negotiate transfer prices with the BLs.
Under the tax-compliant TP policy, they now recdia fixed profit margin based on the
resale-minus method. From a management control peetige, the national sales
organizations became sales agents whose main mafion was to achieve predetermined

sales volumes and to obtain the highest pricesamtarket:

“... sales and sales volume are important ... It wéemint in the past: for
years, national sales organizations were evaluzsdd on EBIT, which put
pressure on the TP system. They would ask for lamesfer prices, so that
their profit could be increased ... This whole disios has been stopped,
and now every selling organization gets a fixedippercentage. This means
that the confusion between the taxable, local aolblad results has been
resolved and that national sales managers haveer@st in manipulation

anymore.” (Semiconductors’ vice president/SBU oalidr)

Since their performance measurement and rewardrmysflected the revenue center
system, national sales managers did not expressligagtisfaction with the situation as it
was.

In sum, Semiconductors’ local subunits were preskrds profit centers for tax
compliance due to the profit mark-up/margin formadittributed to all of them. From a
management control perspective, the Product Divisiaintained a variety of responsibility
center types. The positive and negative influerafetax compliance on Semiconductors’

responsibility accounting system are discussednbelo
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DISCUSSION

In this section, we analyze our field observationigght of the questions raised by the
analytical TP literature. More specifically, we fscon the use of one versus multiple sets of
books, tax compliance as a constraint or a decisemmble, and the use of alternative
performance measures. Semiconductors had decidesetone set of TP books for both tax
compliance and management control, and this priynéot two reasons. The main reason
was to facilitate justification of the TP policywards the tax authorities. Like many MNEs
(Ernst and Young 2003), the MNE in our study wasviaced that in case of a TP audit it
would be in a better position to defend its TP @plif it could prove that the level of its
transfer prices was based on managerial and bssooesiderations. The second reason was
to promote simplicity and avoid the confusion thtnagers might experience if two separate
sets of books were used. Because of the geograppoaad and the size of this MNE,
administrative manageability (Eccles 1985), transpey, and ease of understanding the TP
policy (Borkowski 1990, 1992a, b) turned out toéxen more relevant than what we know
from the TP literature on domestically operatingmB. Further, tax compliance was
considered as a constraint in the case MNE. Winisddyéic TP studies take a static approach
and search for optimal transfer prices (e.g. Naragaand Smith 2000; Baldenius et al. 2004;
Hyde and Choe 2005), the case observations dirextedttention to the dynamics: the TP
policy was continuously challenged and the MNE ksgdrching for the right way to cope
with the different TP objectives. They designedrtié® policy in terms of tax minimization,
management control and other objectives withinidbendaries of what was allowed by TP
tax regulations worldwide. While Semiconductors agament stressed the importance of
management control and took it into account in ¥h€ous rounds of designing its tax-
compliant TP policy (Cools et al. 2008), the MCSjeshive was subordinate to tax
compliance. In this sense, the survey results bygTend Chan (1979), Yunker (1982), and
Tang (1992) indicating the high importance of tagues among transfer pricing objectives
are still relevant today. To shed light on the imi@nce of alternative performance measures
in this MNE, we touch upon the issue of responisybdccounting. Textbooks and the extant
literature tend to present responsibility centegigleation as a consistent choice: if a business
unit is a profit center, then it must be a proénter for all purposes. We observed, however,
that the MNE was able to formally present its losabunits as profit centers while at the

same time treating them as mixed responsibilityersn
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In the context of this mixed responsibility centezatment at our research site, we
identify four key influences of tax compliance ommagement control. Table 4 summarizes

this discussion.

Insert Table 4 About Here

Elimination of Negotiation in Transfer Pricing

Since negotiating transfer prices does not proaidafficient and valid proof of arm’s
length TP, Corporate Tax no longer allowed Semicetats subunits managers to negotiate
transfer prices. They wanted to avoid giving amyal of potential TP manipulations towards
the tax authorities. The ban on TP negotiationrikisg, since the extant literature (cf. Hyde
and Choe 2005) does not take into account thisnpgateeonsequence of tax compliance. All
interviewees becoming subject to a full profit e¥ntreatment complained that they
experienced the inability to negotiate transfecgsias incompatible with their responsibility
to behave as autonomous profit centers. We obséhatdnanagers of the former real profit
centers suffered most from the change. Nationa@ssalanagers explained that they missed
their former entrepreneurial freedom to negotiatngfer prices within a certain range.
Similarly, the BL managers would have preferred¢oable to continue to negotiate transfer

prices with the factories and the sales organinatio

“A closer co-operation between the businessesladnufacturing plants
would have been preferred, involving negotiatioal@ermining TP. This
structure should be aligned to the business axaspro-active way.” (BL

manager)

These undesirable motivational effects caused lytdx compliance requirement
shed a different light on the importance attachedttte role of inter- and intra-firm
negotiations related to TP and organizational f@falmstrom and Tirole 1991) and on the
recommendation to let all BL managers enter inton€Botiations so that “no one is unfairly
burdened by internal transfers of goods and sesVig@mons 2000). So, clearly, on the one
hand, profit center managers experienced the rieuch their sense of autonomy as

psychologically disagreeable.
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On the other hand, the lack of negotiation powes s@metimes even economically
harmful. One BL manager explained how he had fietalraged from entering the Chinese
market with one type of semiconductor, since theufecturing transfer prices induced too
high a price for the region. Having been allowecdhémotiate, he would have been able to
reduce his cost, to enter the Chinese market whdplaying a reasonable result, and the
MNE could have benefitted from a first mover adeget Under the tax compliant TP policy,
adjustments in the official transfer prices weret radlowed, except after thorough
consultation with Corporate Tax and Semiconductoaagement based on a documented
motivation. Despite these two negative influencestibe MCS, divisional management
stressed the positive impact of the abolishmennhejotiation in terms of significantly
reduced bargaining costs. Negotiations betweend@idssales organizations used to lead to

continuous discussions, which were now avoided.

The Use of Uniform Profit Mark-Ups and Margins

Supported by Corporate Tax, Semiconductors hadechds build uniform profit
mark-ups and margins in its global TP policy. Agdime trigger was tax compliance: the
uniform TP policy allowed Semiconductors to inceedbe defensibility of its TP policy
worldwide. It was meant to prove that transfer gsievere not manipulated in the context of
different national corporate income tax ratesldba@nhanced the understandability to the tax
authorities and the traceability of the transfecgs along the value chain. In addition, from a
MCS perspective, administrative simplification waselcomed in the complex

Semiconductors environment.

“The TP policy would become confusing both to expla the tax

authorities and for internal use.” (Corporate Tarctor)

On the other hand, the implementation of the globalform TP policy triggered
considerable debate in the context of the natisakds organizations. Acting as profit centers
in the past, they were now evaluated as revenuersemnwith sales and sales volume as the
major financial performance measures. The fixedfipq@ercentage in the resale-minus
transfer price eliminated any need for sales masageput pressure on the TP system, but it
also hid the distinction between higher and loweargm products, as reflected in this

interview with Semiconductors’ vice president, a&®U controller:
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“We are currently discussing whether it is goo@valuate national sales
organizations based on sales volume, and whethervhluation should not
be based on margins, on product mix. From a marsgeint of view it
makes sense to investigate whether the sales pgetehe maximum value
out of the market. | stress this is a manageri@ artax-related issue ...
This current discussion would again open up the twasards more
dialogue between the BL and the national salesnizgtions, so that a
higher margin can be squeezed out of the markebuld lead to different
margin targets in the countries and in the regiblmsvever, the
consequence is that sales managers might askfagdire transfer prices to
be adapted. But such an adjustment of transfeepigwhat we at SBU

level want to avoid.”

The use of uniform margins, in combination with tteaversion of the national sales
organizations from profit centers into revenue egs)tgave suboptimal incentives to sales
managers and had negative effects in terms of sfflativeness. It shows that the chosen tax
compliant policy could lead to suboptimal businetisions, even when performance
measures independent of the transfer price are aseah alternative way to disentangle the
tax and MCS objectives of TP (Smith 2002b). Simédaamples were not apparent related to
the manufacturing environment, in which the cositee structure had been in place for a

long time and the conversion into a new type gboesibility center was only about to start.

Mixed Responsibility Center Treatment

The matrix structure and the uniform TP policy, fbaiggered by tax compliance,
allowed Semiconductors to have a mixed responsib#iccounting system in place.
Corporate and divisional managers were convinced the formalization using a two-
dimensional matrix structure provided them withcdicsdefense of the dual responsibility
treatment towards the tax authorities. The natidamalauthorities scrutinized the functional
axis of the matrix since this axis contained thesptal units that were located in their
respective countries. The invoices sent along thmetfonal axis respected the OECD TP
methods and incorporated an appropriate profit margs sustained by the functional

analysis documented in the official TP document.
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The product axis was not important for the tax arities because it only represented
from a different angle the same activities thatevelready covered by the functional axis.
Along the product axis, SBUs/BLs and their managmsld therefore be evaluated on
different levels of financial responsibilities. Thmplementation of the uniform profit mark-
ups allowed Semiconductors to introduce the pu#itter structure with transfer prices that
were both internally and externally benchmarkedjlevistill treating mature plants and
assembly and test facilities as cost centers fonag@ment control. The national sales
organizations used to be profit centers. Howeviergthe fluctuating final market prices,
the sales agents would constantly try to negotlaeransfer prices. In order to alleviate the
pressure on the TP system, the national sales iaegeoms were converted into de facto
revenue centers. While subunit managers were igaktigfith the dual treatment that respected
their responsibility center preferences, higherelemanagement feared that the resulting
complexity in the MCS would lead to ambiguity anghfusion at the lower levels in the
organization. Apart from Eccles’ (1986) empirichistrations that the notion of a ‘profit
center’ can cover a variety of degrees of autharnitgt autonomy of subunit managers (Vancil
1979), the practice of mixed responsibility cergguctures has not been described in the
literature before.

Conversion of Pro-Forma Profit Centers into Real Pofit Centers

Under the mixed system, all Semiconductors subuwise presented as profit
centers, while most manufacturing plants and thgomal sales organizations were only
profit centers pro forma. Still, a spill-over effeaf the arm’s length focus turned out to be
that divisional management started to considerirtiigementation of real profit centers for
all Semiconductors subunits, even if this was egally required. Higher-level management
became convinced that the elimination of the mikedtment and the further reduction of
complexity would allow them to do a better job teesing subunit managers. Since the profit
mark-ups were allocated for tax compliance anywayisional management perceived it as a
small step to move towards real profit centershwite aim of creating a shift in subunit
mentality. The restructuring towards the matriusture had meant that the mature plants
were detached from the BL to which they used talédicated. Now, the plants needed to
learn to think further than cost efficiency aloaed consider how they could create value in
order to build up a buffer for future investment$. Eccles 1986; Holmstrom and Tirole
1991).
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A profit center emphasis would help them to evdlweards a mentality of offering
their services to different BLs, maybe also to migtscustomers. Besides, divisional
management saw additional tax compliance reasanthéoshift towards real profit centers.
This conversion would further improve the transpayeof the whole TP policy and it would
further support the “’substance over form” prineiplwhich is relevant in international
taxatiort® (Larking 2005).

Consequently, divisional management started toudelan increasing number of
profit center characteristics in the subunits’ msgpbility center structure. At all levels within
the Product Division, the financial measures resgithe highest weight in the bonus
contract, with EBIT and Economic Value Added (E¥Abecoming increasingly important
in the managerial performance measurement and desyatem. To stress the significance of
these financial aspects, no bonuses were awardet wtanagers failed to achieve their
financial targets, even if these targets were @rfted by TP issues beyond their control.
When divisional management communicated its decitioreorganize all plants into profit

centers, plant managers reacted strongly:

“It cuts up the organization into too many sepadspartments, each one
trying to make as much profit as possible. Thidddead to a situation where
the plants realize a profit while the BLs do ndt aeything and incur losses.
It creates a lot of friction in the organization.arh only a producer, | don’t

“own” the products. | do not feel like a real epreneur.” (plant manager)

“I am against these internal discussions of lowgend raising transfer prices
as they are a waste of time. It does not make derts®ve a profit model for

the manufacturing plants.” (plant manager)
“Semiconductors has gone back and forth betweert pladels, and under

the latest model, there is not really any collaborawith the plants and the

BLs, which are restricted from going outside thenpany.” (BL manager)
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While these reactions reflect the managers’ fear,olvserved that the former cost
center managers resisted the change because theptdexperience a matching increase in
autonomy (in terms of pricing or of sourcing) thatuld enable them to really act as profit
center managers. For them, the shift to profit @ented to a psychologically disagreeable
situation.

During the internal debates and the discussionls @idrporate Tax, it became clear
that the hardest task for divisional management wafénd the right balance between the
different components of organizational architectumeer the tax compliance constraint. This
was especially relevant to the issue of matchimgdécision rights and responsibilities of the
subunits managers with the performance measurearahtreward system (Jensen 1983;
Jensen and Meckling 1992; Zimmerman 2003). Whileldscand White (1988) emphasize
the need to let the supplying division earn a sl&tbe total contribution margin for fairness
reasons, the managers of the mature plants felirnftreated because they were held
accountable for elements outside their span ofrobriving the subunits a large amount of
authority for pricing and sourcing was impossibkecéuse of the rigidity created by tax
compliance and because the elimination of the freedo negotiate transfer prices
undermined subunits managers’ ability to behavealsprofit center managers. We conclude
that TP tax compliance provides MNE top managemeith an incentive to turn all
responsibility centers into profit centers desfiie fact that this structure does not match the

real span of accountability over revena@sl costs in tax-compliant MNEs.

CONCLUSION

The main goal of our research was to explore howtd@P compliance impacts
responsibility accounting choices in an MNE tha¢suene set of TP books. From a tax point
of view, the arm’s length principle requires MNEstteat the different legal entities as if
they were independent, profit-maximizing compani@fie arm’s length approach is,
therefore, associated with the profit center orgation known from the MCS literature.
However, from an MCS point of view, the set-up dfedent types of responsibility centers
might be more desirable. Given the lack of empinieaearch on this topic, we undertook an
in-depth case study in one MNE. A first observai®that negotiation in TP was eliminated,

since it could provide signals of TP manipulatibtmsards the tax authorities.
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Managers of the profit centers experienced this édsautonomy as demotivating and
sometimes even hindering economically sound detisiaking. Second, the MNE simplified
its tax compliant TP policy to such an extent thanstalled uniform profit margins and
mark-ups for all similar stages in the firm’s valghain. While this simplification was
welcomed from an administrative point of view, dutd again lead to suboptimal decision
making. Third, tax compliance imposed a profit eermtesignation on all subunits, also on the
ones that would benefit from a cost or revenuearesgpproach from a MCS point of view. At
first, the firm coped with managers’ preferences fesponsibility centers by a mixed
treatment of the pro-forma profit centers, allowthgm to be profit centers for tax purposes
and cost or revenue centers for MCS purposes. Hewésp management started to see the
benefits of profit-center treatment for all purp®ses a way to reduce the complexity of the
whole TP policy (both towards subunit managers twdards the tax authorities) and to
increase the strength of its “substance over fol@nsequently, they started to convert the
pro-forma profit centers into real profit centers.

This paper contributes to the literature in variowesys. First, it adds to the limited
empirical tradition in responsibility accountingsearch (Merchant 1987; Rowe et al. 2007).
Contrary to what we might expect based on thedltee, divisional and subunit managers
had lively discussions on responsibility accountingthe context of TP. They expended
significant effort to find the best way to recoecithe management control versus tax
compliance objectives of the TP policy by continsiguadjusting the organizational
structure. The use of a mixed responsibility cestarcture observed in our case has not been
documented in the literature before. Second, thapep contributes to the research
documenting and explaining how the MCS is desigard used under the constraint of
external environmental pressures (Chenhall 2003gvidus research on performance
evaluation and rewards at the profit center leweintl indications that managers in profit
centers are often dissatisfied with the TP systent, did not provide reasons for this
dissatisfaction (Merchant et al. 1995). Our casavshthat tax compliance forced the MNE'’s
subunits into a real or pro-forma profit centerget while they did not consider themselves
to be profit center entrepreneurs. Third, the tesod our study are also relevant for policy
development. Tax authorities not only wish to stap evasion and manipulation, but also
prevent double taxation, while MNEs seek to compityh regulations but also to create after-

tax shareholder value.
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We provide the first insights on the consequendeth@ arm’s length principle for
internal decision-making, performance evaluationd ananagerial motivation against the
backdrop of these broad tensions (Eden, 1998; Heanse2001).

Finally, we would like to acknowledge the limitat®of an in-depth case study within
a single MNE. A potential extension of this resbanould be to compare and contrast the
TP systems of different MNEs. A large-scale stualyolving semi-structured interviews in
combination with a questionnaire survey might hatpieve this goal. In future research our
study could be extended not only towards MNEs #natdifferent in terms of organizational
structure, sector, size, etc., but also towards BINiat use two sets of TP books. In his latest
analysis of several MNEs using two sets of bookangl (2002) observed few internal
conflicts between the tax and management contr@ctibes of the TP systems. However,
given the conflicts identified by Eccles (1985) daden (2003), we would like to call for a
more comprehensive and detailed study to help derstand under what circumstances the

benefits of keeping two sets of books exceed tlsésco
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Semiconductors’ organization along the functional =is
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FIGURE 2

Semiconductors’ organization along the product axis
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FIGURE 3

Product transfer prices in the Product Division Senconductors
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throughput time, the importance of loading effeatsjmportant increase in the product’s value, thied
involvement of highly qualified and trained persehn

' The mark-up of b% was determined by the charatiesiof the assembly and test activities: a high
investment level, a volatile product portfolio,feog product lifecycle, a short throughput timeporntant
loading effects, and a significant added valuehefgroducts. Compared to production, assemblyestthy
involved quite simple processes so that the remérgs in terms of personnel were low. The diffeesnia the
functional risk profile between production and #ssembly and test activities motivated Semicondsdtouse
a lower profit mark-up for assembly and testingtfa production.

" The profit margin of c% was a lower percentage the profit mark-up percentages used for prodaogtio
assembly and test activities: the national salgargzations bore the currency risk and the debt@k’'from the
sales to the final customer but the investmentl lenees low. In addition, since no inventories pastedugh the
national sales organizations, inventory risks wadygent.
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Summary of interview data used for analysis

Interviews

Type Number of Number of
interview hours people

interviewed

In-depth case interviews: 46.5 hours 23 individuals

at corporate level

involving Tax director and Tax managers 3

Quality Director 1

Internal auditor for Semiconductors 1

at divisional level

involving Controller 1

Plant controllers 2

Industrial planner 1

General plant managers 2

at SBU level

involving Controllers 2

at BL level

involving General managers 2

Controller 4

Logistics manager 1

HR managers 3
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TABLE 2

Types of archival documents used for analysis

111 documents used, prepared between Decemberh@9Bily 2001

Documents

Type

MNE document

External document

Organization charts

Internal

Flow charts of logistics chain Internal

Annual report Published information

Company description Published in annual report

MNE website Public information

Official Transfer Pricing documents Internal Coudidial: only for tax authorities

Memoranda on transfer pricing

Prepared for taxilagry bodies

Transfer pricing price models

Internal/confident

ial

Price calculations

Internal Excel file

Administrative Transfer Pricing instruction

S

Intaticonfidential

Memos Internal
Minutes of meeting Internal
Internal letters Internal
Discussion notes Internal
Emails Internal

Emails: follow-up on interviews

Sent to the resbar

Internal memoranda Internal/confidential

Faxes Internal

BSC of subunit Internal

Performance evaluation of plant Internal

Target allocation schemes Internal/confidential

Bonus agreements Internal/confidentjal

Performance appraisals Internal

Slide shows Internal

Market and business outlook From industry assiotiat
Slide show From consultants

Tax memorandum

From enterprises association
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TABLE 3

Types of responsibility centers in the Product Dixsion Semiconductors

Along the functional axis:
tax compliance focus

Along the product axis:
MCS focus

BLs - Invisible to the tax - Profit centers (in accordance with manageriafggences)
authorities because they with
were embedded in the 1) limited sourcing autonomy/ no pricing autonomy
functional units. BL costs 2) evaluation based on bottom line responsibility/
were compensated under the profit targets,
General Services 3) bonus paid for strict attainment of financial tasge
Agreement. less strict interpretation of meeting other targets
Production - Profit centers with their - Plants with mature technology were converted fomst
plants own income statements and centers (managerial preference) into profit centgtis

balance sheets.

- Invoiced the assembly ang
test plants with cost-plus
transfer prices.

1)
2)

no sourcing autonomy/ no pricing autonomy,

evaluation initially based on cost and related
operational targets; recent shift towards profit
targets,

bonus paid for strict attainment of financial tasge
less strict interpretation of meeting other targets

- Plants operating with the latest technology werit
centers (in accordance with managerial preferenui¢s)

1) some sourcing autonomy/no pricing autonomy,
2) evaluation based on profit targets,

3) bonus paid for strict attainment of financial tasge
less strict interpretation of meeting other targets

3)

Assembly and
test plants

- Profit centers with their
own income statements and
balance sheets.

- invoiced the regional sales
organizations with cost-plus
transfer prices.

- Cost centers (in accordance with managerial peafes)

with
1
2)

no sourcing autonomy/ no pricing autonomy,

evaluation based on cost and related operationa
targets,

bonus paid for strict attainment of financial tasge
less strict interpretation of meeting other targets

3)

Regional sales
organizations

- Profit centers with their
own income statements ang
balance sheets.

- paid a cost-plus transfer
price to the assembly and
test facilities and received
the resale-minus transfer
price from the national sale
organizations.

5

- Cost centers (in accordance with managerial prafees)

with
1)
2)

no sourcing autonomy/ no pricing autonomy,

evaluation based on cost and related operationa
targets,

bonus paid for strict attainment of financial tasge
less strict interpretation of meeting other targets

3)

National sales
organizations

- Profit centers with their
own income statements and
balance sheets.

- Received a resale-minus
transfer price from the

regional sales organizations.

- Converted from profit centers (managerial prefee) into
revenue centers with

1) no sourcing autonomy/ no pricing autonomy,

2) evaluation used to focus on profit and relatedssa
targets; Now strictly on sales and related targets

bonus paid for strict attainment of financial tasge
less strict interpretation of meeting other targets

3)
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TABLE 4: Influences of TP tax compliance on responbility accounting in the Product Division Semicondictors

Influences of tax
compliance

on responsibility
accounting

Resulting effects on management control
Negative effects

Positive effects

1. Elimination of
negotiation in TP

Reduction in the sense of autonomy - psychololyical

disa%reeable:
- The profit center managers did not feel like redtepreneurs when not
being able to negotiate their transfer price.

Potentially economically harmful:
- BLs could end up in a situation where it becamettmettve for them to
enter a particular market.

Significant reduction in bargaining costs:
- Negotiation between Semiconductors’ subunits uséelad
to continuous discussions, which were now avoided.

2. Uniform profit Potentially economically harmful decisions: Significant administrative simplification:
marginS/mark_upS - Theloss of differentiation in product profitabjlited to suboptimal business- — The administrative simplification of TP determirzativas
decisions at the national sales organizations. not only welcome for tax compliance, but also for
management control in the complex Semiconductors
environment.
3. Mixed responsibility | Ambiguous situation: Respecting manager’s preferences for various
center treatment - The dual situation increased the complexity of Semiluctors’ types of responsib”it centers:
organizational structure. This was thought to befusing especially by """ Semiconductors was able to hold its managers atablen
higher-level management (not so much by lower-lev@hagement). along the responsibility structure of their choiaile
respecting the profit center designation in terfrthe legal
entities.
4. Conversion of mixed| Resistance by managers who were satisfied witprin@ous| Resolving the ambiguity that stemmed from the

responsibility centers
(pro-forma profit
centers) into real

profit centers

mixed responsibility center structure:
- Psychologically disagreeable situation: The marsmgéthe new profit
centers did not experience a consistent increagetonomy.

mixed responsibility center structure:

- Higher-level management was convinced that theiméition
of ambl%uny was beneficial to further reduce thm?haxny
of the TP policy and to increase ‘substance ovenfo

\1%4
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1 GlaxoSmithKline and Xilinx have recently experiedchow large the impact of charges for non-compeany the IRS can be (The Economist 2004; Wriglt42@007).
2 At the same time, the OECD Member States realiaettie arm’s length principle has inherent flawmshiat the separate entity approach may not aleegsunt for the
economies of scale and interrelation of diversavidies created by integrated businesses (OECD B498). In addition, associated enterprises magpg®adn transactions
that independent enterprises would not undertalleitzat are not motivated by tax avoidance: membieast MNE group face different commercial circunmstas than
would independent enterprises (OECD 1995 §1.10).
% Definitions of what is understood by one versus sets of books are also lacking.
* Hilton (2005), Horngren et al. (2006), and Zimmanm(2000) refer to this highest degree of accoiilittaby means of the term ‘investment center’. IBaling Simons
(2000) and others, however, we use the term ‘peefitter’ for both profit and investment centers.
® Most analytic studies are based on agency theodyusually assume that a central agent takes theléERions. This modeling approach was originaliyeal at
investigating the consequences of tax minimizatiot,more recent analytic studies incorporate ti@&SMole of TP.

The cost of conformity is expressed in quantitaterens as the expected after-tax profit with deéediransfer prices less the expected after-tafitpnoader conformity
(Baldenius et al. 2004, 600).
" The interviewer, one of the researchers, audiotafidace-to-face interviews and wrote down litsrahat was said during the two telephone intemsge
8 As indicated above, a detailed study of theseises\centers falls outside the scope of this paper.
° As indicated above, production and pre-testingtimesbut not always - took place in the same plastsembly and testing could take place in the petdn plant, or in
another plant.
10 Although the OECD Guidelines list a variety of gitilities for determining the cost basis of thensfer prices, they recommend using ‘historicat©ECD 1995 §
2.5) out of fear that budgeted costs might be érfeed by tax manipulations.
" Targets could be formulated at site or departniéenals and could be either individually or graogised, in line with the intentions of the BSC.
12 Assembly involved mature technologies. Howevesting reflected the differences in technology @ tharious production processes, meaning that testinld be quite
complex for the more advanced products. Thesenteattivities were therefore less rigorously eveddan terms of cost reduction.
13 «“Substance over form” refers to an anti-avoidanagrife under which the legal form of an arrangenmertansaction is ignored, tax being levied in@dance with the
economic substance (Larking 2005: 333).
14 EVA was calculated by applying a number of coirers to EBIT, particularly for working capital amtably tax. Both corrections were determined egiytand could
not be influenced locally by the managers undeluatin.
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