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Taking advantage of lower foreign tax rates using transfer pricing and taking advantage 
of lower production costs using offshoring are two strategies that global companies use 
to increase their profitability. Evidence suggests that firms employ these strategies 
independently. We study how global firms can jointly leverage tax and cost differences 
through coordinated transfer pricing and offshoring. We derive a trade-off curve between 
tax and cost differences that can be used to design sourcing and transfer pricing 
strategies jointly. However, in a global firm the implementation of such jointly optimal 
strategies is often hindered by the following incentive problem. The headquarters is more 
concerned about the consolidated after tax profits than the local divisions. Local 
divisions, on the other hand, have a better view on the product cost structure and hence, 
have a better view on the appropriate sourcing strategies. Hence, we need to 
understand how different transfer price strategies and decentralization of sourcing and/or 
pricing decisions can be helpful. We find that when the tax differential is large, a fully 
centralized strategy works best. In other settings, a decentralized sourcing strategy 
(enabling the global firm to take advantage of the local cost information) should be 
considered. Finally, we show that when the cost of outsourcing increases, a 
decentralized company has more flexibility in transfer pricing and hence can achieve 
higher profits. 
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