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Tax Practice of PricewaterhouseCoopers Japan 
(Zeirishi-Hojin PricewaterhouseCoopers) is one 
of the largest professional tax corporations in 
Japan with more than 560 professionals.  
Within this practice, Our Transfer Pricing 
Consulting Group is comprised of 
approximately 50 professionals, dedicated 
specifically to advising on transfer pricing 
matters.  In addition to tax compliance 
services including the preparation of 
corporation income tax, individual income tax, 
and consumption tax returns, our tax 
professionals are experienced in providing tax 
consulting advice in all aspects of 
domestic/international taxation including 
transfer pricing, financial and real estate, M&A, 
group reorganization, global tax planning, and 
the consolidated tax system to clients in various 
industries. 
 
The firms of the PricewaterhouseCoopers 
global network (www.pwc.com) provide 
industry-focused assurance, tax and advisory 
services to build public trust and enhance value 
for clients and their stakeholders.  More than 
163,000 people in 151 countries across our 
network share their thinking, experience and 
solutions to develop fresh perspectives and 
practical advice.  
 
This Transfer Pricing News is provided for 
general guidance only, and does not constitute 
the provision of legal advice, accounting 
services, investment advice, or professional 
consulting of any kind. Before making any 
decision or taking any action, you should 
consult a professional advisor who has been 
provided with all pertinent facts relevant to your 
particular situation. 
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A Japanese Perspective on the OECD 
Proposed Revision to Chapters I-III of the 

Transfer Pricing Guidelines 
On September 9, 2009 the OECD released a proposed revision 
to Chapters I-III of the Transfer Pricing Guidelines for 
Multinational Enterprises and Tax Administrations (“Transfer 
Pricing Guidelines”). The proposed changes represent the final 
step in implementing the OECD projects on comparability and 
transactional profit methods, two areas considered to be a 
priority by the OECD Committee on Fiscal Affairs. In particular, 
the proposed revision reflects the outcome of extensive 
consultation by the OECD with the business community around: 

• The May 2006 discussion draft on the theoretical foundations 
of comparability analysis; and 

• The January 2008 discussion draft on the transactional profit 
methods. 

Given the existing guidance on these aspects is dated 1995, the 
proposed update represents an effort by the OECD to better 
align the principles laid out in the Transfer Pricing Guidelines 
with practical considerations of tax administrations and the 
business community. 

Key aspects of the proposed revision are set out below, together 
with comment on some potential implications specifically from 
the Japanese transfer pricing perspective. 

1. Hierarchy of transfer pricing methods 
One of the main characteristics of the existing guidance is the 
hierarchy between the traditional transaction methods, which are 
considered preferred methods under the existing 1995 guidance, 
and the transactional profit methods, which are considered 
methods of last resort. According to the proposed revision, all 
the methods should be on the same footing and the method 
selection process should be made on the basis of the “most 
appropriate method to the circumstances of the case”. This is an 
important development since from a pragmatic point of view 
there is rarely data available to perform an analysis using a 
traditional transaction method. 

Implications for Japan 
The hierarchy of methods described in the 1995 Transfer Pricing 
Guidelines is codified in the Japanese transfer pricing legislation 
at paragraph 2, Special Taxation Measures Law Articles 66-4 
and 68-88 (“STML Art. 66-4 and 68-88”). Thus, to follow the 
proposed revision in Japan and eliminate this hierarchy would 
require legislative amendment. At this stage there has been no 
indication from the Japanese government when, or even if, such 
amendment might occur.  
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Moreover, although in practice many taxpayers use transactional profit methods to drive their transfer pricing 
(due to the lack of data available to conduct a transactional analysis, as described above), the focus on 
traditional transaction methods in the Japanese legislation continues to drive the Japanese transfer pricing 
audit process. Accordingly, implementation of this section of the proposed revision into STML Art. 66-4 and 
68-88 might well require a fundamental shift in the transfer pricing audit processes of the Japanese tax 
authorities. For this reason, such change is likely to be carefully considered before being adopted in Japan. 

2. Comparability analysis 
The existing guidance on comparability contained in Part C, Chapter I, has been updated and supplemented 
with a new Chapter III on comparability. Amongst other changes, the proposed guidance lays out a 10-step 
process for performing a comparability analysis, which is recommended as “good practice”, although at the 
end of the day the reliability of the outcome is more important than the process. The 10-steps, which should 
not be considered either linear or compulsory, are: 

• Broad-based analysis of the taxpayer’s circumstances. 
• Determination of years to be covered. 
• Understanding the controlled transaction(s) under examination, based in particular on a functional 

analysis, in order to choose the tested party (where needed), the most appropriate transfer pricing 
method to the circumstances of the case, the financial indicator that will be tested, and to identify the 
significant comparability factors that should be taken into account. 

• Review of existing internal comparables, if any. 
• Determination of available sources of information on external comparables where such external 

comparables are needed and of the sources’ reliability. 
• Selection of the most appropriate transfer pricing method and, depending on the method, definition of 

the relevant financial indicator. 
• Identification of potential comparables. 
• Determination of and making comparability adjustments where appropriate. 
• Interpretation and use of data collected, determination of the arm’s length remuneration. 
• Implementing supporting processes. Installing review processes to ensure adjustment for material 

changes and documenting these processes. 
 
Further, the guidance specifically provides that internal comparables “may have a more direct and closer 
relationship to the transaction under review than external ones”, but also recognizes that internal comparables 
“are not always more reliable”.  

When considering the use of commercial databases, the proposed revision notes that care should be taken as 
such databases often compare the results of companies rather than the results of transactions (because the 
latter information is rarely available). In addition, the proposed revision states that “Use of commercial 
databases should not encourage quantity over quality”, and further indicates that non-domestic comparables 
might be acceptable; however, the systematic use of regional searches for comparables is not specifically 
endorsed.  

Finally, in relation to the use of secret comparables, the proposed revision states explicitly that it would be 
unfair to apply a transfer pricing method on the basis of a tax administration’s examination of other taxpayers 
“unless the tax administration was able, within the limits of its domestic confidentiality requirements, to 
disclose such data to the taxpayer so there would be an adequate opportunity for the taxpayer to defend its 
own position and to safeguard effective judicial control by the courts”. 

Implications for Japan 
Much of the discussion on comparability in the new Chapter III of the proposed revision is consistent with 
existing Japanese transfer pricing audit practice. Accordingly, there is unlikely to be any legislative or 
regulatory amendment required in order to adopt these provisions in Japan.  

Where the proposed Chapter III does potentially conflict with the existing Japanese legislation and practice is 
in its explicit rejection of the use of secret comparables. Although the use of secret comparables in Japan has 
decreased in recent years, there is still legislative provision for the same under paragraph 9 of STML Art. 66-4 
and paragraph 8 of SMTL Art. 68-88. Moreover, a decision of the Tokyo District Court dated December 7, 
2007 explicitly upheld the Japanese tax authorities’ use of secret comparables in making an assessment 
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against a taxpayer1. Thus, there is still a very real possibility of secret comparables being used in an audit 
against a taxpayer in Japan. 

Again, there has been no indication from the Japanese government about how, or even whether, the 
prohibition contained in proposed Chapter III in relation to secret comparables will be adopted in Japan. 

3. Application of the transactional profit methods 
Chapter II now includes a new Part III with additional guidance on the application of transactional profit 
methods, including additional guidance on the comparability standard to be applied to the transactional net 
margin method and on the application of the profit split method. 

In applying the profit split method, the proposed revision highlights the need for a common basis regarding 
accounting practices and currency when determining the profit to be split amongst the parties to a transaction; 
and recognizes that several allocation keys for splitting the combined profit are applicable, including 
asset-based, capital-based and cost-based allocation keys (including the Berry ratio), emphasizing that the 
choice of allocation key depends on the facts and circumstances of the case and should be “reasonably 
independent of transfer pricing policy formulation”2 and be “supported by reasonably reliable comparable 
data”; and specifies that the splitting factors should be applied “consistently over the life-time of the 
arrangement, including during loss years”. 

When considering a two-sided methodology, the proposed revision notes that taxpayers are expected to 
provide tax administrations with all the information necessary to conduct the analysis, including financial 
information, of both the taxpayer and the foreign related party to the transaction. However, if a one-sided 
transfer pricing method is considered most appropriate, and the tested party is the domestic taxpayer, the 
proposed guidance states that “the tax administration generally has no reason to further ask for financial data 
of the foreign related party” (new paragraph 3.22). 

Implications for Japan 
The general discussion on application of profit-based methods contained in the proposed revision is 
consistent with Japanese transfer pricing practice to date. However, where the proposed revision differs is in 
its explicit reference to allocation keys that might be asset-based or capital-based (as well as cost-based, etc.). 
Currently, certain Administrative Guidelines for Japanese tax examiners, which were issued by the National 
Tax Agency on May 10, 20043, clearly state (at Question 10) that asset-based keys may not be used, and that 
introduction of such keys would in fact require the amendment of the legislation. 

In addition, the statement in the proposed revision that one-sided transfer pricing methods do not require 
financial data of the foreign related party is inconsistent with provisions of both the Japanese administrative 
directives on transfer pricing audits and APAs (paragraphs 2-4(1)(c) and 5-3(1)(g) of the Commissioner’s 
Directive on the Operation of Transfer Pricing issued June 1, 2001, respectively), and with the information 
required to be submitted with a taxpayer’s annual tax return under Schedule 17(4). All three of these 
regulatory requirements request financial information of a taxpayer’s foreign related parties regardless of the 
methodology chosen. Moreover, failure to comply with such requirements may lead the tax authorities to 
invoke the provisions of paragraph 7 of STML Art. 66-4 and paragraph 6 of STML Art. 68-88 in an audit – and 
thereby apply the imputed method – or to deny confirmation of an APA under paragraph 5-14(1)(b) of the June 
2001 Directive. 

As described above, there has been no comment yet from the Japanese government on how the proposed 
revision might be reflected in existing Japanese transfer pricing legislation and practice. However, in relation 
to the use of financial data of foreign related parties, it seems likely that no amendment will be required to 
bring the Japanese position into line with the draft guidelines. This is because of (i) the use of the word 
“generally” in the proposed paragraph 3.22 (as quoted above), and (ii) that the Japanese tax authorities 
already have considerable discretion whether or not to penalise a taxpayer who fails to provide requested 
information of foreign related parties. 

 
# # # 

                                                  
1  Although the decision of the Tokyo District Court was successfully appealed, the Tokyo High Court found for the taxpayer on other 

grounds and made no comment on the issue of secret comparables. 
2  That is, allocation keys should be based on objective data, such as sales to unrelated parties, rather than on data relating to controlled 

transactions, such as sales to related parties. 
3  Obtained through a request under the Official Information Act. 
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For more information, please consult your international tax representative or contact any of the following 
members listed below: 

Zeirishi-Hojin PricewaterhouseCoopers 
Transfer Pricing Consulting Group 
http://www.pwc.com/jp/tax 

Tokyo 
Kasumigaseki Bldg. 15F 
2-5 Kasumigaseki 3-chome 
Chiyoda-ku, Tokyo  100-6015 
Telephone: 81-3-5251-2400 

Osaka 
Breeze Tower 24F 
2-4-9 Umeda, Kita-ku 
Osaka-shi, Osaka 530-0001 
Telephone: 81-6-7670-0988 

Nagoya 
JR Central Towers 32F  
1-4 Meieki 1-chome 
Nakamura-ku, Nagoya-shi, Aichi  450-6032 
Telephone: 81-52-587-7520 

  
Partner Akio Miyamoto 81-3-5251-2337 akio.miyamoto@jp.pwc.com 
 Daisuke Miyajima 81-3-5251-2552 daisuke.miyajima@jp.pwc.com 
 Toyoharu Nakamura 81-3-5251-2355 toyoharu.nakamura@jp.pwc.com
 Teruyuki Takahashi 81-3-5251-2873 teruyuki.takahashi@jp.pwc.com 
 Junko Yamato 81-3-5251-6736 junko.j.yamato@jp.pwc.com 
 Tetsuya Ichiba  (Nagoya) 81-52-587-7524 tetsuya.t.ichiba@jp.pwc.com 
    
Managing Director Michael Polashek 81-3-5251-2517 michael.polashek@jp.pwc.com 
 Ryann Thomas 81-3-5251-2356 ryann.thomas@jp.pwc.com 
 Howard Osawa 81-3-5251-6737 howard.h.osawa@jp.pwc.com 
    
Director Hideo Wanami 81-3-5251-6748 hideo.wanami@jp.pwc.com 
    
Senior Manager Toshiyuki Kurauchi 81-3-5251-2697 toshiyuki.kurauchi@jp.pwc.com 
 Ken Kurokawa 81-3-5251-2457 ken.kurokawa@jp.pwc.com 
 Kouji Noda (Osaka) 81-6-7670-0956 kouji.noda@jp.pwc.com 
    
Manager Peter Brewin 81-3-5251-6712 peter.b.brewin@jp.pwc.com 
 Seung-won Baek 81-3-5251-6725 seung-won.baek@jp.pwc.com 
 Manabu Suzuki 81-3-5251-2466 manabu.suzuki@jp.pwc.com 
 Goro Mizushima 81-3-5251-2548 goro.mizushima@jp.pwc.com 
 Chihiro Takeuchi 81-3-5251-2440 chihiro.c.takeuchi@jp.pwc.com 
 Manabu Kuriyama 81-3-5251-6524 manabu.kuriyama@jp.pwc.com 
 Kenji Nakamuta  (Osaka) 81-6-7670-0955 kenji.nakamuta@jp.pwc.com 
    

 


