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China has been the world’s largest FDI introducer since 2000. Today almost all important multinationals have their subsidiaries in China, making China the factory of the world. These subsidiaries have all kinds of transactions with their related parties, among which intangible property transaction has become an emerging and increasingly thorny issue for tax administration in China, because it is not rare to see related parties charge extraordinarily high royalties on the property, that harshly bite away the taxable profit of the Chinese party. To protect its tax base, the Chinese tax authority is paying ever more attention to transfer pricing of intangible property transactions. 
In its transfer pricing administration, China strictly follows the Arm’s Length Principle (ALP), and has been actively exploring how to best apply the principle in China’s specific practice within the framework of the OECD Guidelines on transfer pricing and other internationally acknowledged standards.
The ALP is applicable to all types of related party transactions. In fact, China’s Tax Collection and Administration Law and Enterprises Income Tax Law both provide the following:
In cases where a taxpayer has made a deal of intangible property transfer or use with its related parties, and in doing so, has not set, charged or paid the arm’s length price, tax authorities may adjust the transfer price by referring to the price unrelated parties may have agreed upon.
With the development of China’s transfer pricing work in recent years, related party transactions on intangible properties are becoming an increasingly important type of transfer pricing cases. Against this background, the State Administration of Taxation (SAT)  has been trying to build on the OECD Guidelines and successful foreign experiences to establish a set of intangible properties transfer pricing rules that caters to China’s specific conditions. These rules have been proved effective in our TP investigation and APA work.
Let me go on to share with you some of these rules and relevant approaches in this regard. 
As the first step, we try to judge the authenticity of the intangible properties concerned. An intangible property is a taxpayer’s asset that has no physical form. It can be differentiated from other assets and has some unique features. It is protected in the legal or practical sense, and can be transferred among different taxpayers. An important point here is that an intangible property should be able to bring consistent benefits for the transferee taxpayer, and an intangible property that is not able to do so will not be recognized by the Chinese tax authority.

Types of intangible properties that the Chinese tax authority recognizes include intangible properties for manufacturing purpose and intangible properties for marketing and sales purpose. The first category includes manufacturing technologies, technical designs, production molds, information technologies, various patents and non-patent technologies, business administration soft-wares, commercial secrets and proprietary technologies, etc.. The second category includes trademarks, brands, logos, product packaging, customer information and customer relation management, etc..
As the second step, we identify the ownership of the intangible property. This includes the ownership both in the legal sense and the economic sense, the two of which may be either unified or separated, based on the contribution of each party to the development, formation and maintenance of the intangible property. To give an example, the fees incurred for establishing, registering and maintaining an intangible property, and that for developing the value of an intangible property in an emerging market could all be used as a basis for determining each party’s share of the ownership to the intangible property. 
Thirdly, we determine whether the transfer price is reasonable, judging whether it is commensurate with the transferred rights and the corresponding obligations. For this work, we employ the comparability analysis principle recommended by the OECD TP Guideline, namely, we review and analyze the characteristics of the transaction, the functions and risks of the trading partners, the provisions of the contract, relevant economic environment and business strategies, etc..
In coming to a reasonable price of the intangible property, China accepts the transfer pricing methods listed in the OECD TP Guidelines, two major ones of which are the Comparable Uncontrolled Price (CUP) method and the Profit-Split method. As CUP requires a very high level of comparability, it will be used when a suitable comparable, say an in-group transaction, could be found. 
The Profit-Split method has been used in several recent TP cases and APA cases we’ve done. In applying this method, we need to determine each transaction party’s basic profits based on their respective functions and risks, and then split the excess profits by referring to each party’s contribution to the intangible property.
Here I would like to emphasize that if a related Chinese entity only performs limited functions and bears limited risks instead of having independent decision-making and price-setting power in an intangible property transaction, and its share in the profits produced by the intangible property is also limited, then the Chinese tax authority believes that the related Chinese entity’s normal profit should be guaranteed. The other entities of the multinational group are not allowed to erode the Chinese entity’s profits by charging royalties on the intangible property.
In addition, the Chinese market is an emerging one. Its market features and consumer behaviors are largely different from the developed countries. Numerous cases show that western products and marketing behaviors need to be localized to a large extent in order to adapt to the Chinese market. In this localization process, the Chinese partners have an indispensable role to play. In this case, although the intangible property’s legal ownership sometimes does not belong to the Chinese enterprise, yet the Chinese enterprise may also have certain economic ownership and may be justified to get s its reasonable share of the intangible property’s excess profits.
We are aware that using an intangible property may bring certain risks. If a taxpayer is still willing to make intangible property transactions when being aware of the risks, it should be prepared with relevant documentation to justify its transfer pricing.
China’s new Enterprise Income Tax Law, which is to take effect as of January 1st 2008, has recognized taxpayers’ use of cost sharing agreements, which are applicable in intangible property transactions. But taxpayers need to be prepared with relevant documentation to prove that the pricing is reasonable and that the shared costs are proportionate with the anticipated profits.
Tax administration on transfer pricing of intangible property transaction is a new and challenging topic for China. We shall continue learning from other countries, cooperate with other tax administrations and accumulate relevant experience in this regard. We believe that the United Nations can play a conducive role in helping capital-importing countries safeguard their tax base by having a proper mechanism in place to combat unacceptable transfer pricing in intangible property transactions. 
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