8.
Selection of Most Appropriate Method

The income arising from international transactions with associated enterprises must be computed by reference to the arm’s length price. There are various methods of deriving the arm’s length price and the main ones have been briefly summarised below:

Comparable Uncontrolled Price (“CUP”) Method

The CUP method can usually be applied in the following circumstances:

A.
Where an enterprise transacts with an associated enterprise and also transacts with an un-associated enterprise and the nature of the two transactions are so similar so as to be compared. In such a scenario, the price charged in the transaction with the un-associated enterprise can be used as a benchmark for the price that should have been charged in the transaction with the associated enterprise. This is known as an internal CUP.

B.
Where an enterprise transacts with an associated enterprise and that transaction is comparable with a transaction undertaken between two un-associated enterprises. In such a scenario, the price charged in the transaction between the un-associated enterprises, can be used as a benchmark for the price that should have been charged in the transaction involving the associated enterprise. This is known as an external CUP.   

With respect to A above, HDPG does not provide outsourcing services to un-associated enterprises and hence no internal CUP is available. 

With respect to B above, there is insufficient accurate data on the price of outsourcing services provided by un-associated enterprises to one another. It has not been possible to obtain details of the price charged in such circumstances. Even if it could be obtained, there is insufficient information on the nature of the transaction to reliably conclude its comparability with the transactions being considered here. Hence no external CUP is available.   

On the basis of these reasons, this method has been rejected as a means of assisting in the determination of an arm’s length price for HDPG.

Resale Price Method (“RPM”)

RPM is used in situations where following a transaction between associated enterprises there is a subsequent re-sale transaction. It tends to work best where the gross margin generated by the seller in a re-sale transaction can be determined to a fairly high level of accuracy (e.g. because there are similar sellers in the market all generating fairly similar gross margins).  

The RPM works backward from the price charged by the seller in the re-sale transaction. It deducts from this price the level of gross profit the seller should generate (i.e. to make an arm’s length profit) to determine the price it should have paid the associated enterprise for the purchase of the good/service.  

This method does not work where the re-seller operates a more complicated business than the associated enterprise with which it undertakes the transaction. The re-sellers in this case are the customers of HDPG (e.g. The Hong Kong and Shanghai Banking Corporation Limited) and these customers undertake functions, assume risks and deploy assets to a significantly higher level than HDPG. A detailed transfer pricing study would need to be undertaken on these customers to conclude what their arm’s length gross profit should be, and even then, it would not be possible to work backwards to determine the arm’ length price of the transaction involving HDPG, as these customers would also transact with other entities (both associated and un-associated enterprises) besides HDPG.  

For these reasons, this method was also rejected as a means of determining the arm’s length price for HDPG.

Cost Plus Method (“CPM”)

The CPM is applied at the gross level only. In other words, it compares the gross profit (broadly turnover less direct cost of sales) with the direct cost of sales to determine a gross cost plus margin. 

The CPM works best where a gross profit margin can be accurately and consistently determined (i.e. where there is a clear distinction between the direct costs of operation and the indirect costs associated with the business). It does not work where the distinction between direct costs and indirect costs are more blurred and where there is the possibility that auditors could post costs to either a direct or indirect cost account (this would mean two entities could operate the same business and in principle earn the same level of profit but show different results at the gross level due to differing accounting treatments). 

The nature of the HDPG business makes it unsuitable to use the CPM. There are too many costs (e.g. support costs, different types of depreciation charges etc.) where there could be differences in the accounting treatment meaning that the gross profit margin of potentially comparable companies would be unreliable. For this reason, this method has been rejected as a means of determining the arm’s length price for HDPG.  

Profit Split Method (PSM)

This method tends to be used in transactions between associated enterprises where it is very difficult to distinguish the functions performed by each associated enterprise and the value that each has contributed. In such situations, it is necessary to analyse the complete transaction and try to apportion and appropriate level of profit to each associated enterprise. 

HDPG can clearly distinguish its functions from that of its associated enterprises and hence there is no requirement to adopt a profit split method. This method has been rejected as a means of determining the arm’s length price of HDPG.

Transaction Net Margin Method (TNMM)

This method compares the operating profit margin from a transaction between associated enterprises, with the operating profit margin from transactions between un-associated enterprises. The main attraction with this method is that it can operate without needing to consider different accounting treatments as the operating profit figure is being used. 

The operating profit margin is usually calculated by comparing the operating profit with a suitable base such as sales, costs or assets. In this case, given that HDPG is a low risk operator, it is appropriate to compare its operating profit with its cost base and compare this result with the operating profit margin of comparable companies.
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