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There are three key sets of facts which inform a 
good understanding of where India and China 
stand in relation to the international 
consensus that has largely governed transfer 
pricing for the last 20 years.  

 India and China are two of the largest 
markets in the world, between them they 
account for over one third of the 
population of our planet.  

 They are among the fastest growing 
economies, with sustained GDP growth 
rates of around 7%, and with that growth 
their people have become global 
consumers as well as producers.  

 While both are growing rapidly, they have 
a narrow tax base. The tax-to-GDP ratio of 
both China (20%) and India (16.6%) is far 
lower than 34.3% average for the 
members of the OECD.  

In short, both are big enough to demand that 
their individual views are taken into account; 
both are integrated in global supply chains, so 
those views will make a difference; and both 
have an incentive to challenge those parts of 
the old consensus which seem to cost them 
money. 

While both countries have adopted the arm’s 
length principle, with these other facts in mind 
it would be surprising if they were not taking a 
more active role in the process of revising the 
OECD Guidelines and using other avenues, 
such as the UN, to press their point. 

The purpose of this article is to look at some of 
the views China and India have been asserting, 
the influence they have had on the BEPS 
programme and what might be expected in the 
future. 

 

Specific issues 

Four areas in particular may be identified as 
being significant to both countries for many 
years. These are: 

 R&D and Intangibles; 

 Local market intangibles in particular; 

 Location specific advantages; and 

 A reluctance to rely on one-sided methods 
that give them little insight into profits 
elsewhere in the world. 

It is worth beginning by saying that both India 
and China now regard the outcome of the 
BEPS project as an endorsement of many of 
their long standing positions and believe the 
outcomes have vindicated their stand.  

Consequently it would be unrealistic to expect 
those positions to change much, if at all, in the 
next few years. Indications so far are that the 
tax authorities in both countries are using the 
BEPS revisions to the Guidelines to entrench 
or harden their preferred positions. 

Indeed, in some of these areas India and China 
have developed their own specific 
interpretations. These are evident in the 
country chapters in the United Nations TP 
Manual (UN Manual) which provides helpful 
pointers to what can be expected in the future. 
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Contract R&D and Intangibles 
India and China are home to 2,500+ Research 
and Development (R&D) centers. 
Multinational Enterprises (MNEs) usually 
treat these R&D centers as captive service 
providers, insulated from risks and hence 
deserving routine returns.  

Both India and China have stated their views 
on the TP aspects of contract R&D in the UN 
Manual.  

India has challenged the ability of a foreign 
principal to control risk remotely. It contends 
that Indian R&D entities often take substantial 
operational decisions and thus control 
substantial parts of the risk. The revised 
provisions in the OECD Guidelines on risk 
provide a suitable avenue for India to pursue 
that approach. The debate will then be about 
what actually constitutes control over risk in 
the facts and circumstances of a particular 
case. This means the focus will be much more 
on facts and evidence than the terms of 
intercompany contracts or economic analysis. 

China states that the contribution of 
developing countries in contract R&D is often 
underestimated. The China chapter lists 
instances where a profit split method (as 
opposed to cost plus) would be more 
appropriate, for example, where the Chinese 
entity has obtained “high and new technology 
status”. Perhaps not co-incidentally, this status 
is associated with a favourable (15%) tax rate.  
China also considers R&D implementation, 
local application development and trial 
production as important factors entitled to 
intangible related returns.  

The OECD TP Guidelines emphasise that the 
group companies performing important 
functions, controlling economically significant 
risks and contributing assets in development, 
enhancement, maintenance, protection and 
exploitation (DEMPE) of an intangible are 
entitled to an appropriate return reflecting the 
value of their contributions.  

On the face of it, both India and China’s views 
are in line with this, what can be expected 
though is considerable debate over:  

 the control of risk; 

 what properly constitutes a DEMPE 
function in a particular case; and 

 how an appropriate return is to be 
determined.  

These, in turn, are likely to involve much more 
focus on evidence of what the position is for 
each taxpayer in terms of processes and what 
generates value. This is doubly true because 
the Guidelines now stipulate that risk is not 
transferred for TP purposes simply through 
contractual provisions (but rather by the 
conduct of the parties). This evidence may 
need to be practical rather than papered up in 
a contract or a TP report.  

 

Marketing Intangibles 
A specific form of intangible that has been 
much in point in both China and India is the 
famous local ‘marketing intangible’.  

There has been plethora of cases on this issue 
in India. The Indian Revenue has been 
following a bright line test to argue that 
marketing expenditure to sales ratio above 
that found in comparable data should result in 
higher allocation of profit to the Indian entity. 
There seem to be two main avenues to achieve 
this: either (a) the costs are charged back to 
the principal (or simply a deduction denied in 
India); or (b) local margins are increased to 
account for a local intangible. Whether the tax 
authority selects (a) or (b) seems to depend at 
least in part on which is the better result for 
them in each case. 

On the ground, there have been one off cases 
where the Indian Revenue has used a similar 
argument to attempt a form of global 
formulary apportionment – essentially 
attributing a portion of the global profit in the 
ratio of marketing spend in India to global 
spend. While the OECD has finalized its 
guidance on this issue, the last word is yet to 
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be spoken in India, with the matter currently 
at the Supreme Court. 

Local marketing intangibles have also been a 
recurring theme in China, albeit without 
taking a precise form for some time. China has 
now added a ‘P’ to the DEMPE approach 
thereby making it DEMPEP. The ‘P’ at the end 
stands for ‘Promotion’. By adding the final ‘P’, 
China is deliberately emphasising the 
importance of local market and brand 
promotion in TP analysis. 

 

Location Specific Advantages 
Location Specific Advantages (LSAs) enable a 
business to increase profitability due to factors 
specific to a location, e.g., access to skilled 
labour, cheap labour or a large or well-heeled 
consumer base. Location savings therefore 
include the net cost savings that an MNE 
realizes as a result of relocation of operations 
from a high-cost jurisdiction to a low-cost 
jurisdiction. They may also include the profits 
that can be realised from higher prices or 
reduced discounting in particular markets. 

The OECD Guidelines now deal explicitly with 
LSAs in Chapter 1 and they are included as a 
comparability factor that needs to be taken 
into account in performing TP analysis. From 
an OECD perspective this draws a helpful 
distinction between intangibles on the one 
hand and LSAs on the other. 

Though India has endorsed this view, it 
remains the case that LSAs are included in the 
definition of intangibles in its domestic TP 
rules. Further, India states in the UN Manual 
that if good comparables are available, the 
benefit of location savings can be said to be 
captured in the margin of the comparables, 
otherwise it suggests that the profit split 
method may be appropriate. 

The Chinese Revenue takes the view that the 
additional profits should be attributed to 
China if they are derived from the unique 
characteristics of the Chinese market. The 
China chapter in the UN Manual illustrates the 

concept of location savings by comparing the 
cost base for contract R&D in China with that 
in a developed country. Full cost plus markup 
is applied on the cost base difference to 
remunerate the Chinese entity for location 
savings.  

The contrast in approaches is instructive. For 
many years it has been common for Indian 
benchmarking of some fairly routine services, 
including contract R&D, to show a much 
higher range of margins than those observed 
in many other countries. The Indian tax 
authority essentially captured a return on 
location savings through these higher mark 
ups.  

In China, good Chinese comparables are 
difficult to get and regional comparables are 
commonly used.  Therefore, the Chinese 
approach is largely to insist on a share of the 
benefit without any explicit reference to what 
an equivalent Chinese business might charge 
an independent customer. In practice, the 
Chinese tax authority also typically accepts 
higher mark ups than those derived from 
regional comparables, as opposed to a share of 
profits, as the return to contract R&D.   

 

Value Chain Analysis 
It should be evident from the preceding 
analysis that there will be greater focus on the 
wider value chain in many Chinese or Indian 
TP enquiries and that this may be extended in 
some cases to something resembling a profit 
split or, at least, an accounting of the overall 
profit distribution that results from the TP 
methods actually used by a taxpayer.  

For some this may be no bad thing. The OECD 
Guidelines are careful to point out that the cost 
savings the Indian or Chinese authorities 
believe are theirs may not, in fact, be present 
in the profits of the wider group. For example, 
changes in the industry or price erosion in the 
market may mean that cost savings have been 
passed on to customers.  

Value chain analysis (VCA) typically involves 
identifying the main activities of an entire 
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business and identifying them with the 
generation of value. In its original form this 
did not involve putting a specific value or 
return on those activities (the focus was on 
improving performance rather than measuring 
it) and certainly did not envisage using that as 
a basis for dividing profits between countries. 
In transfer pricing terms these two additional 
steps are required if VCA is to have any 
specific use. 

Thus far, most of the focus in India has been 
on looking more broadly than just India when 
considering where value is generated in 
relation to local sales, services or 
manufacturing. China has looked much more 
specifically at an approach based specifically 
on analysis of the value chain. 

In a consultation draft issued in September 
2015 on transfer pricing, China had introduced 
value contribution allocation method in 
addition to the TP methods specified in the 
OECD Guidelines. This method described the 
allocation of global profit among the group 
entities based on certain factors (assets, costs, 
revenue or headcount) if suitable local 
comparables were not available. Though this 
method did not find a place in the final TP 
guidelines issued by China, traces of this 
method can still be found in its approach to 
the profit split method. The China TP 
guidelines states that if comparable data is 
difficult to obtain, the tax authorities can use 
the profit split method and allocate the 
consolidated profits among group entities 
based on each party's value contribution.  

It is also noteworthy that information about 
VCA is required to be included in the local file 
as per the new documentation requirements in 
China. While the VCA requirement is primarily 
geared toward increasing disclosures of their 
value chains by MNEs, it does provide more 
opportunities, as intended, for the China tax 
authority to apply a profit split style approach.  

Tax authorities everywhere will soon have 
access to significant information on the global 
distribution of revenues and profits of MNEs 
through country by country reporting. It seems 
highly likely that this data will be used to seek 
further analysis of a business’s value chain 
when the tax authorities in India or China are 
considering transfer pricing. 

Other Areas of Divergence 
Other areas where MNE’s investing in India 
and China may need to pay particular attention 
are as follows. 

 TP Documentation: OECD BEPS 
Action 13 remodelled TP Documentation 
requirements by recommending a three 
tiered approach consisting of Master file, 
Local file, and Country by Country 
reporting.  China has adopted the 
requirements. However, it introduced an 
additional requirement of including the 
VCA and impact of location specific 
advantages in the local file.  

India has also adopted the three tier 
documentation. It has yet to prescribe the 
contents of the Master File, though it is 
expected to be on the same lines as the 
OECD BEPS Action 13 guidance. 

 Toll Manufacturing:   The Chinese 
Revenue argues that use of a simple cost 
plus mark up to determine the result of 
toll manufacturers (ie ignoring the cost of 
goods such as raw materials) may not be 
appropriate. Its preferred approach is to 
treat a toll manufacturer as a contract 
manufacturer (by adding the cost of raw 
materials) and then adding the 
appropriate mark up. The effect this will 
have depends on how the taxpayer has 
approached the comparables exercise and 
applies the results. For example, is the 
mark up derived from the full cost of the 
selected comparables or the mark up on 
value added cost (ie excluding raw 
materials and other goods purchases). 

 Intra Group Services: In the UN 
Manual, India has stated that it does not 
endorse the OECD guidance on intra 
group services. Essentially this is a 
rejection of the OECD’s attempted 
compromise that insists that costs should 
be charged where they belong (ie where 
the revenues are to be found) but that the 
allocation of cost should be disciplined 
and the mark up on ‘low value added 
services’ modest.   

China is equally suspicious of such 
services and regards them as a high risk 
transaction. It also does not adopt the 
OECD guidance on low-value adding 
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services, and has placed extremely high 
burdens on taxpayers with inbound 
service charges to prove their benefits.  

In both countries taxpayers must expect 
such charges to be challenged. In China 
additional disclosure is required in local 
files and particular attention will be paid 
to allocation keys and the analysis of 
benefits. India has recently provided a safe 
harbour rule but only for charges of up to 
about US$155,000 (INR 10 crores) and 
even then an accountant must certify the 
appropriateness of the cost base and 
reasonableness of the allocation keys used.  

 

Are APAs an answer? 
In traditional terms, these factors would all 
normally point towards the attractiveness of 
Advance Pricing Agreements in complex cases 
or those where intangibles are likely to be an 
issue. While both China and India have APA 
programmes, many are concerned that 
capacity constraints may make these difficult 
to access at least in the short term while the 
potentially divergent views of the two tax 
authorities involved, if the APA is bilateral, 
may make them lengthier or more resource 
intensive than elsewhere. 

The overall experience with Indian APA 
authorities has been reasonably reassuring. 
The APA program was introduced in 2014. By 
August 2017, 175 APAs had been signed of 
which 13 are bilateral. The attitude of the 
Indian APA authorities is non-adversarial and 
solution oriented, which in itself would make 
this a reasonably attractive option. Hence, 
APAs as an option for more complex cases are 
definitely worth considering.  

To deal with capacity constraints, India has 
added new APA Commissioners, so the 
processing time should be contained within 
the current average of 1.5-3 years, depending 
on the complexities involved, even with an 
increase in caseload. 

China formally established an APA program in 
2004, and has since signed more than 100 
APAs, including more than 50 bilateral ones.  
The Chinese tax authorities have a general 
preference for bilateral over unilateral APAs 
but some local tax authorities have become 
more receptive to unilateral APA applications. 
They have been capacity constrained, but have 
added significant resources to process APA 
and mutual agreement procedure cases in 
recent years. Nevertheless, they are selective in 
accepting and processing APAs. Therefore, 
while APAs are still preferred and sometime 
the only choice for taxpayers that seek to 
achieve transfer pricing certainty and avoid 
double taxation, APAs, particularly bilateral 
ones, are expected to remain a lengthy process 
in the near future. 

Conclusion  
While China and India have participated in the 
debate on emerging issues in transfer pricing, 
they are also asserting particular positions on 
certain issues specific to their markets. Some 
of these positions or the basis for them are 
being enshrined in local law or regulation or 
indirectly through documentation rules. 

The OECD model is typically to seek consensus 
at a conceptual level, which taxpayers and tax 
authorities then apply based on the facts of 
each individual case. This leaves room for 
divergence without obviously and overtly 
departing from the principles set out in the 
Guidelines. 

It seems certain that MNEs in India and China 
will continue to experience arguments they 
would not expect or recognise in many OECD 
countries. The OECD approach to most of 
these issues is to emphasise the need to take 
local market factors into account, but treats 
these largely as a comparability issue and 
leaves open the question of whether they have 
any impact in any particular case. The Indian 
approach comes closest to this. The Chinese 
approach does not exclude it, but the 
expectations of local tax auditors will make 
defence of an OECD based position more 
difficult to maintain in the absence of hard 
data to support the arguments concerned. 

To hold an OECD based position, MNEs in 
China and India will need to devote more 
effort to highlight and quantify the 
contribution of the relevant entities inside and 
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outside the country concerned. The Chinese 
and Indian tax authorities may think that, 
given the size of the local market, this would 
be appropriate in any case. 

This also means that MNEs may expect greater 
attention to the overall value chain and 
potentially increased reference to the profit 
split method.  

Finally, where there are significant sums 
involved or potentially valuable intangibles at 
stake, it would be worth considering an APA, 
at least on a unilateral basis if not a bilateral 
one, as a way of managing the uncertainties 
involved. 
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