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Transfer pricing is a matter  
of fundamental importance to 
multinational taxpayers in the  
global industrial products sector. 

Global industrial products companies 
must assess the vast scope of changes 
to the OECD Guidelines, their potential 
impact on multinational companies 
in the global industrial products 
sector, and the key open issues and 
areas of risk they face as they operate 
in a complex and competitive global 
marketplace. 

Following an extensive review process 
including a number of rounds of 
public comments over several years, 
the Organisation for Economic Co-
operation and Development (OECD) 
recently approved changes to the 
OECD Transfer Pricing Guidelines for 
Multinational Enterprises and Tax 
Administrations. 

The changes to the Transfer Pricing 
Guidelines include revised Chapters I - 
III which relate to:

the arm’s length principle•	

transfer pricing methods•	

comparability analysis and•	

The guidelines also include a 
new Chapter IX which concerns 
transfer pricing aspects of business 
restructurings.

In this Global Industrial Products 
Tax Alert we discuss the changes to 
Chapters I - III. We summarize the 
main changes to the OECD Guidelines, 
take a closer look at some of the areas 
covered, and identify key open issues 
and areas of risk which companies 
need to examine. A subsequent edition 
will discuss the new Chapter IX. 

The	2010	update	is	the	most	significant	
revision of the Transfer Pricing 
Guidelines since 1995 when Chapters 
I-III	were	first	published.	Although	
not binding upon taxing authorities, 
the principles set forth in the new 
Guidelines represent the consensus 
view of the OECD member countries 
as to how the arm’s length principle 
is to be applied. Since the updated 
principles are now in force as a 
matter of law in the many countries 
that refer to the OECD Guidelines in 
their transfer pricing legislation, they 
must	be	reflected	in	transfer	pricing	
documentation. 
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Did you  
know?
 
The revisions to Chapters I-III of the 
Transfer Pricing Guidelines are the 
result of several years of work by the 
OECD on comparability in general, 
and the use of profit-based methods 
in particular. The revised text results 
in major changes to the OECD’s 
authorized approach, which will have 
a significant impact on the application 
of transfer pricing analysis in OECD 
member countries.  
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To summarize the  
main points, the  
1995 Guidelines: 

Adopted the arm’s length principle  1. 
and expressed a strong preference  
for the use of traditional transactional-
based methods; 

Set out the levels of comparability that 2. 
emphasize functions performed, risks 
assumed, and assets deployed; 

Introduced a profit-based method, called 3. 
the transactional net margin method 
(TNMM); and 

Acknowledged the need for  4. 
taxpayer documentation of the  
arm’s length character of its transfer  
pricing and role played by penalties  
in encouraging compliance. 

As a result of the changes, 
taxpayers in the global 
industrial products sector 
should expect to see the 
following from taxing 
authorities: 

Increased challenges on the  1. 
comparability of data used to support  
the application of one-sided methods  
(i.e., the TNMM, the resale price method, 
and cost plus method); 

Additional pressure to use or, at least to 2. 
consider, the profit-split method; 

Closer examination of the processes 3. 
followed to establish or document their 
transfer prices; and 

More focus on intangibles.4. 

The main changes made  
to the 1995 Guidelines by  
the 2010 revisions are:

The replacement of the hierarchy of the 1. 
transfer pricing methods and the adoption 
of the “most appropriate method to the 
circumstances of the case” principle for the 
selection of the transfer pricing method;

A detailed discussion of the importance 2. 
and requirements of a comparability 
analysis; and 

The extension and refinement of the 3. 
guidance provided on the application of the 
profit-split method and the TNMM. 

The 1995  
Guidelines

Impact of the  
2010 Changes

In addition, the 1995 Guidelines 
studied various pricing methodologies, 
the	first	being	the	three	traditional	
transactional-based methods – the 
comparable uncontrolled price (CUP) 
method, the resale price method, 
and the cost plus method. The 1995 
Guidelines prefer these traditional 
transaction-based methods as they are 
considered to be the most direct. With 
respect to the CUP method, the 1995 
Guidelines state that if it can be used, 
the CUP method is preferable over all 
other methods.

Transactions sometimes arise where 
there is no satisfactory evidence of 
a CUP and where it is not possible 
to apply the resale price or cost plus 
methods. In these situations, the 1995 
Guidelines consider other methods, 
referred	to	as	profit-based	methods,	
as	they	deal	with	the	profits	that	arise	
from particular transactions. These 
methods can be used to approximate 
arm’s length conditions when the 
traditional transaction-based methods 
cannot reliably be applied on their own 
or	cannot	be	applied	at	all.	Such	profit-
based	methods	include	the	profit-split	
method and the TNMM.

The impact of the changes is likely 
to be felt in the planning and 
implementation of transfer pricing 
policies because the OECD has now 
specifically	addressed	the	treatment	
of	these	aspects	for	the	first	time.	The	
revised text places considerably more 
emphasis on the processes adopted 
by taxpayers, the reliability of those 
processes in applying the arm’s-length 
principle, and the quality of the 
analysis that supports them.
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Language that has been in the 
Guidelines since 1995 favouring the 
arm’s length principle largely remains 
unchanged in the revised text. As 
a	result,	the	OECD	reaffirmed	the	
position of its member countries that 
the arm’s length principle is the fairest 
and most reliable basis for determining 
where	profits	should	be	taxed.	
Specifically,	the	OECD	stated	that	 
“[the] arm’s length principle is sound 
in principle... While it may not always 

be straightforward to apply in practice, 
it does generally produce appropriate 
levels of income between members of 
[multinational] groups, acceptable 
to tax administrations... A move 
away from the arm’s length principle 
would... threaten the international 
consensus, thereby substantially 
increasing the risk of double taxation.”

Confirmation	 
of Commitment  
to the Arm’s  
Length Principle

Transfer pricing analysis conducted 
pursuant to the OECD Guidelines 
relies	on	comparability.	The	five	
comparability factors that have been 
listed in the Guidelines since 1995 as 
essential considerations are: 

the property or services transferred; 1. 

the functions performed by the parties 2. 
(including assets and risks); 

the relevant contractual terms; 3. 

the economic circumstances of the parties; 4. 
and 

the business strategies pursued by the 5. 
parties. 

Comparability analysis does not 
necessarily require an exhaustive 
search of all of the possible sources of 
comparables. However, it should be 
tailored to the facts and circumstances 
of the case. The re-characterization 
of transactions is permitted by the 
Guidelines in “exceptional” cases 
where (1) economic substance and 
form do not match or (2) transactions 
are not commercially rational and 
impede the determination of an arm’s 
length price.   

“A move away from the arm’s 
length principle would... threaten 
the international consensus, 
thereby substantially increasing 
the risk of double taxation.”

Key Principles 
Underlying  
Transfer Pricing 
Analysis
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The	most	significant	change	to	the	
Transfer Pricing Guidelines is the 
removal of the distinction between 
the traditional transactional-based 
methods	and	the	profit-based	
methods. As discussed above, the 
hierarchy of methods set forth in the 
1995 Guidelines suggested that the 
CUP method was preferred, followed 
by the other traditional transactional-
based methods (i.e., the resale price 
and cost plus methods), followed by 
the	profit-based	methods	(i.e.,	the	
TNMM	and	the	profit-split	method).	
These were viewed as methods of last 
resort. Even though the 1995 Guidelines 
expressed an explicit preference for 
the traditional transactional-based 
methods, in practice many taxpayers, 
faced with the inherent problems of 
lack of information, tended to use the 
profit-based methods. As a result, this 
distinction has been removed based 
on the review that the OECD member 
countries have conducted on the use of 
these methods in practice over the past 
15 years.

Without a distinct hierarchy, some 
other basis for determining which 
method to apply is required. The 
basis for choosing one method over 
the others now is expressed in the 
Guidelines	as	“finding	the	most	
appropriate method for a particular 
case.” Considerations to be taken 
into account in determining the most 
appropriate method include: 

the strengths and weaknesses of various 1. 
methods; 

the nature of the controlled transaction; 2. 

a functional analysis; 3. 

the availability of reliable information 4. 
needed to apply the method -- in particular, 
data on comparables; 

the degree of comparability; and 5. 

the reliability of the comparability 6. 
adjustments. 

 
This “most appropriate method” 
approach comes close to being a “best 
method” rule. However, moderating 
language makes it clear that it is not 
necessary to examine each method in 
detail in every case before selecting 
the one believed to be the most 
appropriate. In its “Response of the 
Committee on Fiscal Affairs to the 
Comments Received on the September 
2009 Draft Revised Chapters I-III of 
the Transfer Pricing Guidelines” issued 
on July 22, 2010, the  OECD explained 

that in the selection and substantiation 
of the most appropriate method under 
the circumstances of the case there is 
“no requirement to perform a detailed 
analysis and rejection of alternative 
methods; usually some methods will 
be easily eliminated as not being the 
most appropriate based on simply a 
high level analysis of the comparability 
factors.”

A degree of hierarchy is maintained 
in the revised text in that the CUP 
method is to be preferred to the other 
methods and traditional transactional-
based methods are to be preferred 
to	profit-based	methods	when	they	
are “equally reliable.” So, when both 
the CUP method and the TNMM, 
for example, can be applied in an 
“equally reliable manner,” the CUP 
method should prevail. In addition, 
commentators had expressed concern 
that the new Guidelines would require 
greater	use	of	the	profit-split	method	
either	as	a	primary	or	confirming	
method.	In	the	final	version	of	the	
updated Guidelines, the OECD 
expressly says that this is not the 
intention. However, as discussed 
below,	the	profit-split	method	will	be	
the most appropriate method in some 
circumstances (e.g., where each of the 
two parties makes a valuable unique 
contribution to the operation of a 
business).

Priority of  
Methods

The language on comparability 
has been overhauled both in the 
introductory sections (to make clearer 
the central role comparability plays in 
applying the arm’s-length principle) 
and in the detailed Chapter III on 
comparability analysis in order to 
raise the otherwise low levels of 
comparability that the OECD believes 

sometimes	are	found	when	profit-
based methods have been employed. 

The new Guidelines emphasize 
the importance of a comparability 
analysis, including a preliminary 
analysis of the conditions of the 
controlled transaction, the selection 
of the transfer pricing method, the 
identification	of	potential	comparable	
transactions, and a conclusion, which 
“is at the heart of the application of the 
arm’s length principle.”

The Guidelines recognize the need to 
balance reliability with the burden it 
creates for taxpayers. This balance is 

particularly relevant to the search and 
selection of comparables. The main 
focus is on the use of comparables for 
the TNMM (and, by implication, the 
cost plus and resale price methods) 
using publicly available databases. 
A relatively balanced approach has 
been taken in that the wording on 
comparability has been tightened to 
raise standards, while more scope 
is acknowledged for the use of data 
analysis (e.g., adjustments and the 
use of statistical methods to draw 
conclusions from the data that has 
been found).

Standards of  
Comparability 
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In	addition	to	the	five	comparability	
factors listed above, a new nine-step 
process for performing a comparability 
analysis has been added to the new 
Guidelines as an example of how the 
stipulations and recommendations of 
the revised Guidelines can be applied 
in combination in practice. 

The “typical” nine-step process  
should include: 

a determination of the years to be covered; 1. 

a broad analysis of the taxpayer’s 2. 
circumstances; 

an understanding of the controlled 3. 
transactions under examination; 

a review of existing internal comparables, 4. 
if any; 

a determination of available sources of 5. 
information on external comparables; 

the selection of the most appropriate 6. 
transfer pricing method, and depending on 
the method, the selection of the relevant 
financial indicator; 

the identification of potential comparables 7. 
based on key characteristics and the five 
comparability factors; 

the determination of and making 8. 
comparability adjustments as needed; and 

the interpretation of data and determination 9. 
of arm’s length remuneration.

 
While the nine-step process is not 
mandatory under the new Guidelines, 
taxpayers in the global industrial 
products sector should document 

their application of the comparability 
process based on the facts of the 
case. The revised text is explicit that 
merely following these nine steps in 
a formalistic way will not necessarily 
lead to an arm’s length result and, 
conversely, that following a different 
process will not preclude an arm’s 
length result. However, what is explicit 
in the new Guidelines is that there 
needs to be a process that is reliable 
and transparent (i.e., one that taxing 
authorities can examine, follow, and 
test when necessary).

In practice, it is likely that the new 
nine-step process will become common 
currency in many countries that follow 
the OECD approach fairly closely. 
Taxpayers in the global industrial 
products sector should expect to be 
asked by taxing authorities what 
process they followed and for their 
answer to be compared with the 
example in the Guidelines. They 
should also expect to be asked to 
provide documentation demonstrating 
the conduct of a detailed comparability 
analysis. 

The New  
Nine-Step Process

While the nine-step process is not 
mandatory...taxpayers in the sector 
should document their application 
of the comparability process.
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Having elevated the standing of the 
TNMM, the new Guidelines next pay 
close attention to the selection of 
profit-level	indicators	(PLIs).	Detailed	
guidance is provided on the most 
common PLIs, including return on 
sales, return on cost, and return on 
capital (or assets) with dedicated 
paragraphs on the Berry Ratio. The  
Berry Ratio is a ratio sometimes used 
in transfer pricing analysis, equal 
to	gross	profit	divided	by	operating	
expenses. The new Guidelines endorse 
the use of the Berry Ratio in certain 

limited circumstances, but discourage 
its use in any other situations. The 
revised text includes numerous 
cautions regarding the use of the 
Berry Ratio measure for purchase and 
resale (distribution) transactions. 
While there is no outright prohibition 
of the use of the Berry Ratio in these 
circumstances, it is clear that return on 
sales is a preferred PLI for distribution. 
The Berry Ratio is thought to be more 
useful for intermediary steps  in the 
supply chain.

Profit-level	 
indicators

The	profit-split	method	also	has	been	
elevated in the new Guidelines. The 
profit-split	method	is	appropriate	
where more than one entity makes a 
valuable, unique contribution to the 
operation	of	a	business.	The	profit-
split method is not used ordinarily 
in transactions when one party 
performs only simple functions and 
does	not	make	any	significant	unique	
contribution. The new Guidelines do 
not	endorse	fixed	formulas	for	the	
profit-split	method.	The	revised	text	

explicitly expresses a strong preference 
for	objective	profit-split	factors	
(e.g., costs, assets, or other relevant 
contributions), rather than allocations 
based on subjective analysis (e.g., 
value chain analysis). 

Taken together with the tighter 
approach to comparability that likely 
is to affect the TNMM more than the 
profit-split	method,	the	result	of	the	
elevation	of	the	profit-split	method	
may be an increased use of it by 
taxpayers or, at least, more pressure 
from taxing authorities for taxpayers 
to do so. The new Guidelines, however, 
explicitly disavow an intention to 
encourage	broader	use	of	the	profit-
split method either as a primary 
method	or	as	a	form	of	confirming	

analysis. The revised text contains 
more detailed analysis of when the 
profit-split	method	likely	is	to	be	
the most appropriate method and, 
importantly, what its limitations and 
disadvantages are in practice and how 
it should be applied.

One key element in this analysis is the 
importance of intangibles and, in the 
language	that	finally	emerged	in	the	
last few months, “valuable, unique 
intangibles” – intended to distinguish 
intangibles that may be more routine 
in nature or have little value. When 
two or more parties have valuable, 
unique	intangibles,	the	profit-split	
method is said to be likely to be the 
most appropriate method. 

The	Profit-Split	 
Method

One	attraction	of	the	profit-split	
method to taxing authorities from the 
point of view of the OECD member 
countries is that it is two-sided. In 
other words, it requires detailed 
information (and hence disclosure of 
that information) on all the relevant 
businesses wherever located and a 
calculation	of	combined	profits.

The revised Guidelines address this 
point explicitly and tacitly approve 
the preference for two-sided methods. 
Balance is provided by making it clear 
that when one-sided methods are 
the most appropriate, only limited 
information related to functions and 
risks is required from parties other 
than the one to which that method is 
applied.	Detailed	financial	information	
for such parties will not necessarily be 
required.

Data and  
information
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Regarding Chapters I-III of the revised 
Guidelines,	significant	open	issues	
and areas of risk or uncertainty that 
taxpayers in the global industrial 
products sector should keep in mind 
include:

The likelihood that some tax •	
authorities may apply the 
Guidelines -- which have no stated 
effective date -- immediately and 
even to disputes arising in earlier 
years.

Regarding risk assessment, the •	
need for taxpayers to determine 
how the revised Guidelines affect 
the entire transfer pricing analysis.

The need for taxpayers to devote •	
more attention to the comparability 
process, documentation, and 
justification	of	pricing	policies.

In lieu of following the former •	
hierarchy of methods, the need 
for taxpayers to determine how 
to apply the new requirement for 
“finding	the	most	appropriate	
method for a particular case.”

Whether taxing authorities will •	
require use and documentation 
of the new nine-step process 
for performing a comparability 
analysis, or whether that instead 
will be viewed only as a “best 
practice” for more complex issues.

With regard to comparables, •	
whether taxpayers must determine 
the most reliable comparables and 
ranges or whether ones which are 
reasonably	or	sufficiently	reliable	
will	suffice.

To discuss the issues and risks faced 
by your business, please contact one 
of the people below, or your local 
territory Industrial Products tax leader 
(see next page). 

Mike Burak 
+1 732 672 1575

Garry Stone  
+1 312 298 2464

Adam Katz  
+1 646 471 3215

Isabel Verlinden  
+32 2 710 4422

Rita Tavares de Pina  
+1 646 471 3066

Geoffrey Armstrong 
+1 (267) 330 5374

Key open issues 
and areas of risk 
for taxpayers

Some tax authorities may apply 
the guidelines... immediately and 
even to disputes arising in earlier 
years.



Global Industrial Products Tax Alert 9

© 2010 PwC. All rights reserved. Not for further distribution without the permission of PwC. “PwC” refers to the network of 
member firms of PricewaterhouseCoopers International Limited (PwCIL), or, as the context requires, individual member firms 
of the PwC network. Each member firm is a separate legal entity and does not act as agent of PwCIL or any other member 
firm. PwCIL does not provide any services to clients. PwCIL is not responsible or liable for the acts or omissions of any of 
its member firms nor can it control the exercise of their professional judgment or bind them in any way. No member firm is 
responsible or liable for the acts or omissions of any other member firm nor can it control the exercise of another member 
firm’s professional judgment or bind another member firm or PwCIL in any way.

These materials are for general information purposes only, and are provided “as is”, with no guarantee of completeness, 
accuracy, timeliness or of the results obtained from the use of this information, and without warranty of any kind, express or 
implied, including, but not limited to warranties of performance, merchantability and fitness for a particular purpose.

PwC contributors to the research, writing and management of this publication include: Phillip Galbreath, Mike Burak, Garry 
Stone, Adam Katz, Erica McEvoy and Neelam Sharma. 

Graphic design: Hamilton-Brown HB07715

Global Industrial Products Tax Leaders

Global Industrial 
Products Tax Leader
Michael Burak (US)

+1 973 236 4459

Global Industrial 
Products Marketing
Erica McEvoy (Australia)

+61 (03) 8603 4827

Belgium
Philippe Vyncke

+32 926 88303

Brazil
Manuel Marinho

+ 55 19 3794 5400

China /Hong Kong
Cindy Li

+86 755 8261 8151

Finland
Ilkka Kajas

+358 9 2280 1410

France
Elisabeth Riviere

+33 1 56 575 657

Germany
Thomas Grammel

+49 221 208 4250

Hungary
Dora Mathe

+36 1 461 9767

Ireland
Terry O’Driscoll

+353 1 792 8617

Italy
Claudio Valz

+39 2 9160 5831

Japan
Masaya Sano

+81 3 5251 2774

Korea
Sang-Do Lee

+82 2 709 0288 

Luxembourg
Catherine Dupont

+352 49 4848 3125

Malaysia
Chuan Keat Khoo 

+60 3 217 31368

Theresa Lim

+60 3 217 31583

Mexico
Jose Alfredo Hernandez

+52 55 5263 6000

Middle East
Dean Rolfe

+ 971 4 304 3351

Netherlands
Maarten Maskaant

+31 8 8792 1869 

Russia
Alan Broach

+7 495 967 6063

Spain
Faustino Garcia

+34 915 684 281

Switzerland
Urs Brügger

+41 58 792 4510

UK
Chris Baker

+44 20 721 31500

US
Geoffrey Armstrong 

+1 (267) 330 5374

Michael Burak

+1 973 236 4459

 



www.pwc.com/tax


