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Netflix Ruling: Redefining the Arm's
Length Principle in the Age of

Digital Value Chains

Why this judgment quietly resets how we understand

value creation, DEMPE, and the economics of digital

presence.
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The Case Facts — What Actually
Happened

 Corporate Structure

Netflix Inc. (US) owns global content & algorithms. Netflix

International B.V. (NIBV, Netherlands) licensed rights for

territories outside US. Netflix India LLP incorporated as local

entity to facilitate Indian market presence.

 Contractual Arrangement

Distribution Agreement appointed Netflix India as non-

exclusive distributor of "access to Netflix Service" in India.

India collected subscription fees, remitting distribution fee

to NIBV/Netflix US as per agreement terms.

 Economics

India characterized as limited-risk distributor with cost

reimbursement plus fixed return on sales. Netflix US/NIBV

owned all IP rights, content, technology and bore

entrepreneurial risk, insulating India entity from losses.

 Local Infrastructure

India deployed Open Connect Appliances (OCAs) -

specialized cache servers at ISP locations to improve

streaming efficiency by reducing bandwidth congestion.

TPO viewed these as evidence of technological ownership.

 Adjustment

TPO applied a synthetic royalty rate to Indian revenue,

recharacterizing India as content & technology

entrepreneur rather than distributor. Substantial transfer

pricing adjustment was proposed on this basis.

 Methods

Taxpayer used Transactional Net Margin Method (TNMM)

with software distribution comparables. TPO rejected

TNMM for "Other Method" using royalty database rates for

content and technology platform rights combined.

 Key Economic Dispute

Limited-Risk Distributor vs. Full

Entrepreneur

At heart of dispute: Does physical presence of cache

servers (OCAs) and customer-facing role constitute

ownership of intangibles? Or is India merely distributing

access without controlling content, technology or bearing

entrepreneurial risk?

 Comparative Scale

Netflix India had minimal employees compared to global

workforce. Asset base and revenue represented a small

fraction of global operations. Functions were primarily

distribution-oriented with limited strategic decision-

making authority.
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The Tax Authority's Hypothesis

 Functional Recharacterization

TPO concluded that Netflix India was a full-fledged

content and technology entrepreneur based on

analysis of Distribution Agreement clauses 4.1(b),

(d), (e), (g), (h), and (i), which allegedly showed

independent decision-making power.

 OCAs as Value-Creating Assets

TPO claimed Open Connect Appliances (cache

servers placed with ISPs) represented significant

technological infrastructure owned by Netflix India

and constituted the "backbone" of streaming

operations in India. This ownership allegedly

transformed Netflix India from a mere distributor

to a technology service provider.

 Royalty Model Construction

TPO sourced multiple unrelated royalty

agreements from RoyaltyStat database,

comprising:

 Content license agreements for film libraries and

digital media at substantial rates

 Technology platform agreements for

digital/streaming technology at lower rates

 Combined without functional comparability

adjustments to create a high blended rate

 TNMM Rejection Rationale

TPO dismissed Netflix India's software distributor

comparables as inappropriate, citing:

 B2B vs. B2C model differences (Netflix operates

direct-to-consumer)

 Scale disparity between Netflix India's substantial

turnover and the much smaller comparables

 Absence of media/OTT sector comparables, with

most being hardware or equipment traders

 Contract Interpretation

TPO focused on Netflix India's discretionary powers (gift subscriptions, discounts, direct invoicing) and

claimed it bore "full spectrum of contractual, regulatory, and single-seller risks" typical of a primary operator

rather than a limited-risk distributor.

TPO's Margin Attribution Analysis

OTT Business: Split across Content, Technology, and Marketing

Functions
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The Tribunal's Decision — Core
Reasoning

 LRD Status Affirmed

Contractual analysis showed Netflix India

never acquired IP rights or content

ownership. Distribution Agreement

explicitly appointed it as "non-exclusive

distributor of access" only.

Key evidence: Terms of Use with subscribers, cost-plus

remuneration structure, and absence of intangible

creation authority all confirmed limited-risk

characterization.

 OCAs: Logistics, Not IP

Open Connect Appliances (Netflix's cache

servers at ISP locations) merely store

temporary content copies to reduce

bandwidth congestion.

Tribunal distinguished capital intensity (physical

assets) from innovation intensity (intangibles). OCAs

perform no data processing, contain no customer

data, and contribute zero IP value — analogous to

warehouses, not laboratories.

 Risk Control Test

Tribunal found Netflix US/NIBV held all

critical decision-making authority over

content, technology, and investment.

India had no financial capacity to bear

content/technology risks (assets significantly smaller),

couldn't decide content selection or pricing strategy,

and was fully cost-insulated — proving risk followed

decision rights, not market presence.

 TNMM Vindicated

Benchmarking of software distributors was

deemed scientific and appropriate.

Tribunal rejected TPO's "Other Method" as

hypothetical because: (1) royalty agreements lacked

comparability, (2) no functional adjustments

performed, (3) relied on limited sample size, and (4)

ignored Netflix India's actual functions.


KEY INSIGHT

Economic substance prioritized over technicalities

Tribunal emphasized that value follows functions not merely presence. The vast disparity in asset base

between Netflix India and its Associated Enterprises didn't support entrepreneurial status.

Economic Principle Established

Infrastructure Presence ≠ Value Creation: Physical technological assets alone
don't generate residual profits without accompanying DEMPE functions and
decision control

Mumbai Income-tax Appellate Tribunal, October 2025



Insight 1 — DEMPE Reality Check

OCA: Open Connect Appliances

Cache servers strategically placed at ISP nodes to locally store frequently accessed Netflix content, reducing

network congestion and bandwidth costs. These are physical infrastructure components, not value-creating

intangibles.

Transfer Pricing Analysis | Netflix Ruling 

 Development

Netflix US was responsible for all content creation

investments and employed significant engineering

resources for streaming technology development.

Netflix India contributed nothing to content

acquisition or technology R&D. All algorithms, user

interface design, and platform infrastructure decisions

were made in the US.

 Enhancement

Platform improvements (4K streaming, adaptive

bitrate), localization, and personalization

algorithms entirely created by US teams through

substantial tech investments.

Global product teams at headquarters controlled

feature rollouts, A/B testing, and quality

improvements; India had no authority to modify the

service.

 Maintenance

Content library curation, server infrastructure

management (AWS cloud services), and bug fixes

operated from US under centralized control.

India's role limited to hosting OCAs for bandwidth

optimization—logistical function without strategic

control or modification rights.

 Protection

Legal teams in US/Netherlands managed all

trademark enforcement, content licensing

negotiations, and copyright management.

India's legal function was limited to local regulatory

compliance, not IP protection or enhancement.

 Exploitation

Subscription tiers, pricing strategy, content

investment, and global expansion planned by US

executive team with substantial decision authority.

Indian entity could only execute predetermined

marketing strategies with headquarters approval; no

pricing discretion.

DEMPE follows strategic control and financial capacity, not infrastructure or user

location. Netflix India lacked both decision rights (no DEMPE budget authority) and

financial risk-bearing capacity (cost-plus structure insulated from losses).

KEY INSIGHT



Insight 2 — The Technology-as-
Ownership Fallacy

 WHAT OCAs ARE

Open Connect Appliances are specialized

cache servers at ISP nodes that store

popular Netflix content locally. They contain

static copies of frequently accessed video

files to reduce bandwidth consumption

during peak hours and improve streaming

quality.

 WHAT OCAs ARE NOT

They don't process customer data, alter

algorithms, or create IP. OCAs lack

computational capabilities for content

personalization, recommendation

algorithms, or data analytics. They simply

store and deliver pre-encrypted content

packets without modifying them.

 WAREHOUSE ANALOGY

OCAs function precisely like regional warehouses in physical distribution—strategically placed

storage points that reduce delivery time and transportation costs. Just as owning warehouses

doesn't create product ownership rights, operating OCAs doesn't transfer IP ownership or confer

entrepreneurial status.

 Capital vs. Innovation Intensity

The Tribunal distinguished between capital-

intensive infrastructure (hardware, servers,

bandwidth) and innovation-intensive assets

(algorithms, content, user experience). Only

the latter generate residual returns in digital

business models. OCAs represent capital

expenditure, not innovation investment.

 Economic Distinction

Physical infrastructure has determinable

market value and depreciation schedules—

suitable for cost-plus remuneration.

Intangibles create non-linear value through

network effects and scale—justifying

entrepreneurial returns. The TPO's error was

treating the former as though it were the

latter.
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In digital businesses, technological presence (servers, bandwidth,

infrastructure) must be distinguished from intellectual presence (algorithms,
decision rights, R&D). Residual profits follow the latter, not the former.

Ownership of delivery mechanisms doesn't confer entitlement to content

value.

ECONOMIC PRINCIPLE



Insight 3 — Options Realistically
Available (ORAs) as a Shield

Transfer Pricing Analysis | Netflix Ruling 

 What are Options Realistically Available?

The economic principle that examines what independent parties would reasonably negotiate

given their respective bargaining positions, alternatives, and market circumstances. In transfer

pricing, ORAs assess whether the chosen arrangement reflects a commercially rational outcome.

 Ex-ante bargaining analysis

When analyzing Netflix India's position as a new

entrant—with no existing technology, content

rights, or subscriber base—against Netflix US's

global platform (substantial content investment,

proprietary algorithms), the bargaining power

asymmetry becomes evident. Such extreme

imbalance suggests India had minimal leverage to

negotiate ownership rights.

 Economic rationality test

From a market perspective, no independent

distributor would accept entrepreneurial risk

(content failures, technology obsolescence, pricing

strategies) for a minimal Return on Sales. The

limited-risk distributor characterization aligns with

economic rationality—accept distribution terms or

forego the opportunity entirely.

 Avoiding hindsight bias

The profit attribution proposed by the tax

authority reflects classic ex-post reasoning—

looking at successful outcomes and reasoning

backward. ORA analysis properly focuses on

conditions at contract formation time, not after

success was achieved.

 Documentation imperatives

To leverage ORAs defensively, document decision-

making constraints (approval workflows,

investment limitations), contemporaneous market

analysis, and financial capacity limitations—

evidence that no alternative arrangement was

commercially feasible.

The Netflix case illustrates how ORA principles can serve as a powerful

defensive shield against re-characterization. When challenging a

transaction's structure, authorities should demonstrate that alternative
arrangements would have been realistically available to both parties at the

time of agreement.

KEY TAKEAWAY
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Insight 4 — Risk Illusion Economics

The entity serving customers isn't necessarily the one bearing economic consequences of market outcomes. Local visibility

doesn't equate to financial responsibility for performance.

1 Decision Authority

Netflix US/NIBV controlled all strategic decisions

on content, pricing, technology; India executed

within predefined parameters.

2 Financial Capacity

US/NIBV had substantially greater assets

compared to India, providing capacity to absorb

risk consequences.

Control requires both capability to make risk-related decisions AND capacity to bear consequences. India lacked both

elements, confirming its limited-risk status.

 Contract Economics Neutralize Risk

Cost Base

+


Fixed Margin

=


Insulation from

Upside & Downside

Cost-plus structure (fixed return on sales) mathematically prevented participation in both upside/downside

scenarios. This wasn't merely a pricing mechanism—it fundamentally transformed the economic

relationship.

TPO ignored this contractual risk allocation, focusing solely on customer-facing activities while disregarding how the

remuneration model insulated India from performance fluctuations.

 Behavioral Aspects of Risk Control

Beyond contracts, actual conduct matters. Netflix India sought approvals for marketing decisions,

had no authority to commission content, and couldn't modify platform features—demonstrating

behavioral subordination, not entrepreneurial autonomy.

The TPO confused visibility with accountability. Regular reporting lines, approval chains, and execution-

focused metrics all confirm the behavioral reality of limited risk.

Transfer Pricing Analysis | Netflix Ruling 

 Exposure

Market presence creates superficial risk exposure.

Netflix India directly faced customers but was

contractually shielded from market risks.

 Assumption

Actual economic risk assumption requires control

and capacity to bear downside consequences.

The risk illusion occurs when tax authorities mistake customer proximity for risk

ownership. Economic substance flows from decision control and financial capacity,
not operational visibility or market presence. This principle applies across all digital

platforms.

KEY PRINCIPLE



Insight 5 — Empirical TP Wins: TNMM
over Synthetic Royalties

Transfer Pricing Analysis | Netflix Ruling 

 TNMM Approach

 TNMM scientific rationale: Perfect

method for digital distributors because it

focuses on net results of comparable

functions rather than specific

transactions. Netflix India's distribution

activities have measurable outcomes

directly comparable to other limited-risk

distribution arrangements despite

technological differences in what's being

distributed.

 Comparable selection principles:

Software distributors were scientifically

appropriate despite industry differences.

Functional similarity (limited-risk

distribution) trumps product similarity

(OTT vs software). Key was matching risk

profile, contractual terms, and operating

model—not surface-level business

description. Functional equivalence

proves more reliable than industry

classification.

 Adjustment methodology: Working-

capital adjustments compensated for

differences in payment terms and

inventory cycles. Asset-intensity

adjustments normalized capital

employment differences between

physical vs digital distributors. These

statistical refinements produced a

narrowed range with Netflix's margin

squarely within it—proving quantitative

robustness.

 "Other Method" Approach

 "Other Method" scientific failure: The

royalty rate constructed by TPO failed

three empirical tests: (1) content

licensing agreements were for direct

exploitation, not distribution; (2) no

functional comparability analysis

between sample agreements and

Netflix's operations; (3) blending rates

from unrelated agreements created a

synthetic construct with no market

equivalent.

 Empirical vs formulary approaches: This

ruling defends observed data over

theoretical formulas. The TPO's royalty

represented formulary apportionment

disguised as transfer pricing—assigning

profit percentages to functions without

market benchmarks. True arm's length

analysis requires economic observation,

not theoretical allocation.

The discipline of transfer pricing demands empiricism: what would

independent parties actually pay under comparable circumstances? Digital
economy complexity demands more precise functional analysis, not

abandonment of market evidence in favor of arbitrary formulas or synthetic

constructs.

KEY TAKEAWAY
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Insight 6 — Digital Arm's Length 2.0

Transfer Pricing Analysis | Netflix Ruling 



Follow control, not clicks

Value creation follows strategic decision-making,

not user interaction points. The tribunal correctly

located economic value at Netflix US/NIBV where

content investment, algorithm development,

pricing strategy, and platform evolution decisions

occurred.

ECONOMIC APPLICATION

When Netflix US decides to invest in a new series,

the market success/failure risk resides at

headquarters, not with the Indian distributor who

simply markets what's provided.



Functional unbundling of value chains

Digital businesses require precise separation of

infrastructure (storage, bandwidth, delivery) from

intellectual creation (algorithms, content, design).

The ruling creates a framework for distinguishing

capital intensity from innovation intensity.

APPLIED DISTINCTION

OCAs (cache servers) represented a small fraction of

Netflix India's tangible assets compared to the

substantial content assets globally – illustrating the

innovation/infrastructure divide.



Contract economics integration

The ruling shows how economic substance

analysis must examine contractual mechanisms

(cost-plus, fixed margins, reimbursements) that

allocate risk and return. Netflix India's cost-plus

arrangement with fixed return on sales created

complete insulation from entrepreneurial

outcomes.

ECONOMIC BEHAVIOR TEST

When subscriber growth fluctuated, Netflix US bore

the revenue impact while India's margin remained

stable – empirically demonstrating risk allocation in

action.



Profit allocation guardrails

The ruling reinforces that profit split should only

be applied where bilateral DEMPE functions and

shared strategic control exist. For digital platforms,

this means examining who controls algorithm

development, content acquisition, and feature

roadmaps.

IMPLEMENTATION GUIDANCE

Revenue-based models are suitable only when

revenue generation corresponds to value-creating

functions, not merely market presence or user

interaction.

The Netflix ruling represents ALP 2.0 for digital economics – retaining empirical market
benchmarking while advancing sophisticated treatment of intangible flows, contractual risk
allocation, and infrastructure vs. innovation distinctions in platform business models.

PARADIGM SHIFT



OECD Framework in Action



Accurate Delineation

The Tribunal priced

the real transaction

(distribution of

access), not a

hypothetical license.

It honored

contractual terms

while examining

actual conduct,

evaluating economic

substance over form

and focusing on

decision-making

control rather than

formal agreements.



Risk & Funding
Principles

The ruling

establishes that

control over risk

requires both

capability to make

decisions about risk

and financial

capacity to bear

outcomes. Netflix

India had neither - its

costs were fully

reimbursed and it

couldn't alter key

business strategies.



Method Discipline

Despite the digital

business model's

complexity, the

Tribunal maintained

methodological rigor.

It prioritized

empirical evidence

from real-world

comparables over

theoretical

constructs, showing

how TNMM remains

valid for routine

functions within

platform economies.



Infrastructure
Attribution

The ruling makes a

critical economic

distinction: physical

presence of

technology (servers,

caches) does not

create intangible

value. The Tribunal

demonstrated how

to separate logistical

enablement from

intellectual

contribution,

applicable to various

computing models.



Value Chain
Coherence

The judgment

recognized that

residual profits

should flow to where

strategic decisions,

capital deployment,

and risk

management

actually occur—

establishing that

value creation

follows control

functions, not

market presence or

user interaction

alone.

Transfer Pricing Analysis | Netflix Ruling 

The Tribunal's economic reasoning demonstrates how transfer pricing

principles can evolve to address digital business models while preserving

the fundamental link between value creation and profit allocation.

KEY INSIGHT



Practical Implications for MNEs

 Contemporaneous Documentation Best Practices

 Maintain organizational charts showing approval

hierarchies across legal entities with decision rights

matrices

 Archive meeting minutes with attendance records

showing which entity personnel made key decisions

 Document capital expenditure authorizations with

appropriate thresholds by entity level demonstrating

control

 Conduct functional interviews regularly with

standardized templates capturing decision-making

processes

 Prepare technical whitepapers explaining

infrastructure components' functions and value

contributions

 Maintain correspondence trails showing

headquarters guidance to subsidiaries on strategic

matters

Transfer Pricing Documentation Strategy | Post-Netflix Ruling Implementation 

 DEMPE Documentation

Create detailed matrices mapping each

DEMPE function to specific personnel,

showing key decision-makers' roles, budget

approval processes, strategic versus

operational control evidence, and

investment patterns across jurisdictions with

corresponding financial flows.

 ORA Narratives with Evidence

Compile comprehensive documentation

showing market analysis of licensing versus

distribution alternatives available when

transactions were initiated, financial

modeling of different risk scenarios,

contemporaneous industry practices with

relevant examples, and entity bargaining

power analysis.

 Infrastructure Classification

For servers and hardware assets like OCAs,

develop technical schematics showing data

flows, processing capabilities, ownership

boundaries, functional differentiation

between proprietary versus logistical

elements, replaceability analysis with third-

party alternatives, and value-add

assessment.

 Risk Control Matrix

Create detailed documentation of decision

rights over various risk categories (market,

credit, operational, technical), financial

capacity evidence for each entity, contractual

risk allocation provisions with actual

behavior alignment, and mitigation

measures implemented by controlling

entities.



Conclusion

Value Creation Economic Substance Functional Analysis Risk Control Arm's Length

Netflix Ruling: Redefining Digital Value Chains 



Economic substance over digital form

The ruling establishes that technological complexity does not displace economic analysis. Value

creation follows strategic control and DEMPE functions, not physical infrastructure or user interaction

points.



Jurisprudential significance

The decision creates important precedent for

distinguishing asset ownership from economic

value creation in digital business models. It

validates that TNMM remains appropriate for digital

distributors even when direct comparables are

scarce.



Policy coherence across regimes

The ruling aligns transfer pricing with digital tax

policy by preventing economic double taxation

between Equalisation Levy and transfer pricing

adjustments—recognizing different mechanisms for

taxing different economic contributions.



Demystifying digital infrastructure

By properly characterizing OCAs as logistical tools

rather than intellectual assets, the ruling prevents

tax authorities from treating all technological

touchpoints as value-creating intangibles deserving

residual returns.



Limits on re-characterization powers

The decision sets important boundaries on

administrative discretion to redefine transactions,

requiring tax authorities to respect contractual

arrangements unless they demonstrably lack

economic substance or commercial rationality.



Bridge to future frameworks

The economic logic reflects the emerging

international consensus that market jurisdictions

deserve some taxation rights, but not through

artificial re-characterization of routine functions as

entrepreneurial activities.



Methodological discipline

By rejecting the "synthetic royalty" approach, the Tribunal reinforces that even novel digital business models

must be analyzed using empirical data and established economic principles rather than hypothetical constructs.


