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Tax Treaties, Transfer Pricing and Financial Transactions Division

Organization for Economic Co-operation and Development

Accounting & Tax Committee

Japan Foreign Trade Council, Inc.

Comments on Discussion draft on
Action 6 (Prevent Treaty Abuse) of the BEPS Action Plan

The following are the comments of the Accounting & Tax Committee of the Japan Foreign Trade
Council, Inc. (JFTC) in response to the invitation to public comments by the OECD regarding the
“Discussion draft on Preventing The Granting of Treaty Benefits in Inappropriate

Circumstances”.

The JFTC is a trade-industry association with Japanese trading companies and trading
organizations as its core members. One of the main activities of JFTC’s Accounting & Tax
Committee is to submit specific policy proposals and requests concerning tax matters. Member

companies of the JFTC Accounting & Tax Committee are listed at the end of this document.
Overall Comments

1. One of the main purposes of tax treaties is to establish rules of taxation between two states in
order to provide relief from international double taxation when a resident of one of the
Contracting States earns income through business operations, investment or other activities
undertaken in the other Contracting State (source country), and to thereby encourage
economic exchange between the Contracting States. Therefore, we support measures for
denying benefits of tax treaties to treaty shopping, and artificial transactions and
arrangements aimed solely at securing benefits of a tax treaty. We also support provisions

explicitly stating that tax treaties are not intended for use in generating double non-taxation.

2. However, excessively stringent anti-avoidance rules written into tax treaties and domestic
laws may result in unfair treatment of substantive transactions and investments, which
should be avoided. Furthermore, taking into consideration the balance between taxpayer’s
administrative burden related to confirmation and interpretation of anti-avoidance rules and
usefulness of such rules, it is our view that the necessity of including multiple anti-avoidance

rules should be carefully examined.
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3. Failure to clearly define “treaty abuse” will destabilize the applications of treaties, which may
obstruct economic activities of enterprises. In addition, an enterprise planning to expand its
business internationally will as a matter of course take into consideration the presence or
absence of tax treaties, the content of such treaties and the tax systems in target countries.

Such a course of action should not be considered to constitute treaty abuse.

4. Tax treaties are not solely responsible for problems of double non-taxation, which also occur
when entities take advantage of gaps that exist between tax treaties and domestic laws. In
view of this fact, it would be desirable to synchronize treaty revisions based on Action Plan 6
with the enactment of domestic laws. Moreover, such revisions should be applicable
exclusively to future transactions and arrangements, and explicit provisions should be
included stating that revisions are not retroactively applicable to transactions and

arrangements undertaken in the past.

Specific Comments

Paragraph 11.

1. We strongly request that the adoption of the LoB provision should not cause an increase in
double taxation cases by varying tax authorities’ fact-finding/practices and blurring the
applicability of tax treaties. The texts of tax treaties in force containing the LoB provision are
supplemented with concrete explanations. In light of this fact, we believe that the Commentary
should include adequate guidelines and specific criteria. For example, concrete explanations are

especially needed for the following items:

® Definition of “trade or business” in the context of “active conduct of a

trade or business.”

® Detailed calculation method for “Indirect Ownership”(concept of control in accounting principles or

simple multiplication)

®  Scope of “indirect payment” in the context of paragraph 2 e) ii) of the

proposed LoB provision

®  Specific items to be included in the “criteria for determination by
competent authorities” in paragraph 4 of the proposed LoB provision (This paragraph is
intended to play a safe-harbor type function in addition to paragraph 2 and 3. However,

predictability for taxpayers will be low unless the criteria are specifically identified.)

11
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2. In addition, to enable the taxpayers’ predictability, a well-established advanced ruling
system to assess the applicability of the treaty benefits should be developed and guidance on
such a system should be provided in the Commentary. While the existence of a reliable
administrative procedures and strong independent judicial system will help to assure
taxpayers that the anti-abuse provisions will be applied objectively, the current Discussion
Draft does not stress the importance of such well-established tax administrative procedures
and judicial system. We believe it would not be the right approach to implement anti-abuse

provisions without considering such issues at the same time.

3. The LoB provision is a measure to determine whether a person is eligible to be granted the
treaty benefits based on a formal mechanism without considering the bona fide business purposes
and, therefore, the treaty benefits should not be denied simply because a person does not satisfy
certain criteria provided in the proposed LoB provision, which results in a situation where
“double taxation” is created. It is our view that, in determining whether a person is a “qualified

person”, a substance over form approach should be taken.

4. Based on the purpose of tax treaties which is to encourage economic exchange between the
Contracting States, LoB provision should apply to specific items in the treaty rather than apply
comprehensively. Specifically in relation to withholding taxes on dividend payments provided
under treaties, we believe that it is irrelevant to the BEPS Action Plan which essentially targets
double non-taxation. Instead, it creates the risk of resulting in double taxation. Therefore, unless
the dividend payments are deductible at the source country, it would be a reasonable approach
that the eligibility to treaty benefits in withholding tax rates on dividend payments should not be
determined based on whether the recipient is a qualified person as envisaged in the LoB
provision, but rather should be based on whether the recipient is the beneficial owner with
certain economic substance that has been discussed by OECD. Under such an approach, detailed
guidelines and illustrations should be provided in the Commentary so that the tax administration
could determine in which cases a person would qualify for the beneficial owner and would have

certain economic substance.

5. If the LoB provision were to be adopted, and if required documentations and detailed
procedures are to be determined in domestic laws, in order for LoB provision to be applied, in
certain instances, such as in countries requiring advance application or cases involving tax
refund procedures, it could place an undue burden on taxpayers or withholding tax obligors.
Moreover, we contend that obtaining treaty benefits should not require an entity, for example, to
acquire a tax identification number and to file tax returns in the source countries. To avoid such
outcome, we request that the introduction of a common OECD format and procedures be

considered for the application of LoB provision.
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6. When determining the existence of an “active conduct of a trade or business” for the purpose of
paragraph 3 of the proposed LoB provision, it would be reasonable that such determination is
made on the basis of all group members in that Contracting State, rather than on a stand-alone
basis of an individual member. Multinational enterprises (MNEs) would face many different
types of risks and often try to mitigate these risks by quarantining each risk in each company
separately established in the same country. This may lead to the conclusion, when considered on
a stand-alone basis, that each company does not have sufficient economic substance. However
this is not true when the activities of the group members in that Contracting State are considered
collectively. Such companies are often established with business reasons such as protecting the
commercial activities from collateral risk and/or to conduct each business operation with a unique
function efficiently and effectively. Therefore, even if each company has specific trade or
Iinvestment activities separately, as long as the group companies are engaged in the active
conduct of a trade or business as a whole group in the same country, the companies should be
treated as qualified persons that satisfy the active business test in paragraphs 3 of the proposed
LoB provision. To illustrate this point, the following example is provided, for which a
supplemental explanation should be provided in the Commentary of OECD Model Tax

Convention.

7. Assumptions

<Casze A <Case B>

In both Case A and Case B, the MNE’s business activities in State R are essentially the same.
The only difference between Case A and Case B is that, in Case A, two separate entities are

established, whereas in Case B two divisions are established.

Case A Case B
v' Subl, Sub2 and Sub3 are subsidiaries owned, directly | v" Subl and Sub2 are subsidiaries owned, directly or
or indirectly by Parent. indirectly by Parent.

V' Parent wishes to mitigate any legal risk posed to Sub2 | v* Parent wishes to mitigate any legal risk posed to
and Sub 3 by the activities of related parties and Sub2 by the activities of related parties and therefore

therefore establishes Subl that is a legally separate establishes Subl as a legally separate entity.
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st
entity. v’ Subl has Divisionl as an investment division and
v" Sublinvests in Sub3 and manages the investment. Division 2 as a trading division.
v Sub2 and Sub3 are engaged in the active conduct of | v* Subl invests in Sub2 and Division 1 of Subl
domestic and cross-border trade or business in State R manages the investment.
and in State S, respectively. v" Division 2 of Subl and Sub2 is engaged in the active

conduct of domestic and cross-border trade or
business in State R and in State S, respectively.

8. In Case A, under the proposed LoB provision as proposed, Sub1l may not be considered to be a qualified
person who engages in the active conduct of trade or business in State R. However, Subl was established
for the legitimate business purpose of risk mitigation and not to obtain particular tax advantages. As such,
it would be inappropriate to consider the status of Subl without considering the fact that Subl is
established as a legally separate entity in order to mitigate the risks inherent in the activities of Sub2.
Therefore, Subl and Sub2 should be treated as qualified persons conducting active business on a group
basis when assessing the eligibility of the treaty benefits. Obviously, in Case B, since Subl is engaged in the
active conduct of trade or business in State R, Sub1 shall be a qualified person for treaty benefits purposes.
In both cases, business operations in State R are essentially the same and therefore we believe the
conclusion of the applicability of the treaty benefits should be the same. Therefore both Subl and Sub2 in
State R should be treated as qualified persons that are engaged in the active conduct of trade or business in
State R on a group basis.

9. While, in the above example, the two subsidiaries in State R are established for the purposes of risk
mitigation. There are various other cases where a separate legal entity must be established due to business

reasons as being illustrated below:

10. Example 1: For the purposes of the intended investment, the legal/financial system of State S may be
insufficiently developed; State S may impose strict or unstable restrictions on foreign trade/investment;
and/or State S may restrict foreign exchange operations. In the case where finance is required to facilitate
the investment in Sub3, third party finance institutions may be unwilling to provide finance to Sub3 in
State S (also they may be unwilling to provide finance to Sub2 in State R or Parent in State T to protect the
debt collection risks from the other risks inherent in Parent and Sub2’s activities) and would require that
the borrowing entity is established in a more stable jurisdiction (e.g., if State R has stable legal and
financial system, such an entity would be established in State R, not in State S).

11. Example 2: Where the Parent enters into a joint venture arrangement with a third party, for the
reasons stated in Example 1 (e.g., the legal system of State S may be insufficiently developed), the
establishment of the joint venture investment vehicle in the State S may increase the risk for investment
and business operations. Therefore, in such a case, the investment company would be established in a
country with more stable and developed system (in State R in this example) and would be managing the

investment jointly with the business partner. The joint venture partner may require the Parent to establish
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a new legally separate joint venture company in State R to avoid above risks.

12. In both of the above examples, Subl would be established in State R for valid commercial
purposes and not with the intended purpose of base erosion or profit shifting. Hence, tax treaties

should not limit access to treaty benefits.

Paragraph 13
We find “at least 95 percent” ownership ratio by “equivalent beneficiaries” to be extremely high. It

1s desirable to lower this ratio to no more than “at least 75 percent.” Furthermore, to be deemed
an equivalent beneficiary, it is stated in the paragraph that maximum tax rate applied to
payments from the source country to the third country must be equal to or higher than the
maximum tax rate applied to payments from the source country to the resident country. If this
condition is not met, the beneficiary is not deemed a derivative beneficiary, and the domestic tax
rate of the source country is applied. Assume that the domestic tax rate of the source country is
higher than the tax rate of the tax treaty between the source country and the third country. Given
that the equivalent beneficiary provision is a type of bona fide provision, this case would yield an
unreasonable outcome. Therefore, in such instances, instead of applying the domestic tax rate,
the tax rate of the tax treaty between the source country and the third country should be
applied. For example, this treatment is accepted in the technical explanations of the US-UK Tax
Treaty, and should be appended to the OECD Model Tax Convention.

Paragraph 17

1. It is unclear what the reason is for determining that there is BEPS in the case illustrated in
paragraph 15. In the case where the Parent transfers the IP to OPCO2 for commercial reasons
other than tax (for example, State R is more appropriate country to hold IP from the view point of
protection of IP rights), it is not reasonable to conclude that there is BEPS simply because the
withholding tax in State S has decreased.

2. Determining the granting of treaty benefits based on the existence and contents of preferential
tax systems in the State of residence is an excessively restrictive anti-avoidance rule. We
understand that the case is intended to address the possibility of base erosion from State T to
State R. However, this is an issue of taxing rights between States T and R, and should not affect
the withholding tax rate in State S. Moreover, as stated above, even if the withholding tax rate in
State S is to be affected by this case, instead of applying the domestic tax rate of State S, the tax
rate as determined in the tax treaty between States S and R should be applied.

3. Even if assets were to be moved for the purpose of benefiting from the preferential rates that

would be applied in State R, it cannot be said that this constitutes BEPS if the domestic laws of

State T contain provisions for taxing asset transfer from State T to State R at appropriate market
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value.

Paragraph 19
1. In cases where the reasonable application of the treaty benefits is denied by the paragraph 6 of the

Article X, even though there is a legitimate business reason in place, it would significantly impair
predictability of taxpayers and may also result in double taxation, contrarily to the primary aim of the tax
treaties. In this regard, such a proposed main purpose test or the GAAR should be applied rigidly and

restrictively, and we request clarification and rigidity of the applicable requirements for such a test.

2. It is unreasonable to deny the application of the treaty benefits, where commercial reason is
the primary purpose of the transaction and the existence or contents of the tax treaty is one of the
considerations. Moreover, in the case when taxpayers are able to explain that there is legitimate
commercial reason for the transaction to occur, it should be clearly stated in the Commentary
that the application of the treaty benefits should not be denied, regardless of the applicability of

LoB provision.

3. Regarding “where one of the main purposes... is to secure a benefit under a tax treaty and
obtaining that benefit”, the burden of proof should rest strictly with the tax authorities. Even if
the burden of proof were to lie effectively with the taxpayer, the withholding person would be
unable to explain the commercial reason for the investment structure. Consequently, in practice,
explanations would have to be given to the “tax authorities of the source country” by the “the
recipient of the income who is a resident in the other country”. This would constitute cross-border
inquiry and inspection. Furthermore, assuming the income is not attributable to a permanent
establishment located in the source country, this would also be problematic from the perspective

of infringement of the sovereignty of the country of residence.

4. Adopting the main purpose test without appropriately resolving the above problems would
significantly undermine the predictability of taxpayers and would also involve practical problems.
Therefore, we contend that the main purpose test should not be included in tax treaties unless

above issues are resolved.

Paragraph 29

This paragraph states that tax authorities can determine one of the main purposes of any person
concerned with an arrangement or transaction is to obtain benefits under the treaty after an
objective analysis of the relevant facts and circumstances, without conclusive proof of the intent
of the person. We have a concern that tax authorities may determine one of the main purposes of
an arrangement in an arbitrary manner without clear criteria of objective analysis and the
application of the treaty can be excessively restricted. We request an explicit statement that

disregarding of the purposes of transactions which taxpayers insist must be strictly prohibited
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without the existence of clear provisions in relevant treaties or regulations.

Paragraph 33
1. It is not clear on what criteria the four cases illustrated in this paragraph are concluded as the

cases to which paragraph 6 of the Article X is applied or the cases which are not. In the cases to
which paragraph 6 is applied, only the tax purposes of a taxpayer are stated and it is not clear
what other non-tax purposes the taxpayer has. In fact, it is rare for taxpayers not to consider tax
issues at all. Tax issues are one of the important factors to be considered in addition to business
purposes. However, the illustrated cases do not explain which of non-tax purposes or tax purposes
are the main purposes of the taxpayer. We request that tax authorities should respect taxpayers’
views, in case taxpayers prove that one of the main purposes of the arrangement is not for tax

purposes, without the existence of clear provisions in relevant treaties or regulations.

2. In Example C, the advantages of low labor cost and benefits derived from the tax treaty are not
quantified. Quantification and proof are difficult and will place excessive burdens on taxpayers.

Therefore, taxpayers should not be required to produce quantitative information.

3. In Example D, the grounds for not applying the main purpose test are ambiguous. That is, it
remains unclear whether the reason is that the intent of tax treaties is to encourage cross-border
investment, or that the majority of investors in RCo are residents of State R. Exemption from
taxation to dividends in the source country stated in bilateral tax treaties is intended to
encourage the mutual acceptance of investments, and its intention is irrelevant to the discussions
of base erosion. If in Example D, the domestic laws of State R and State X include provisions for
the exemption from taxation of dividend income, this case should not be subject to the main

purpose test.

Paragraph 43

The minimum shareholding period requirement for the application of reduced tax rates on
dividends should not become an undue obstacle to economic activities. For granting this benefit,
it is desirable for the minimum holding period to be at least six months prior to the receipt of

dividends.

Paragraph 46

With regard to paragraph 46 and paragraph 49, we are concerned that unless commercial reasons

are also taken fully into consideration, unilateral decisions on taxation may become rampant.

Paragraph 49
With regard to Article 13(4), the proposed amendment would require that determinations be

made on the shares of real-estate related companies at any time during a certain period as
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opposed to at the time of the alienation only. We are concerned that this would place undue
burdens on taxpayers, depending on the length of the certain period. Therefore, we request that

due attention be paid to administrative burdens in amending Article 13(4).

Paragraph 53
Under the situation where are a person is a resident of both Contracting States, i.e. where both tax

authorities in two jurisdictions insist on residency and taxation on a same entity, it may take a long time
for the tax authorities to reach agreement if the only remedial action available is the MAP process. In this
regard, the solutions to accelerate the MAP process and to enhance the possibility to reach agreement (e.g.
utilization of Arbitration, setting the deadline for reaching to the agreement in MAP process) should also be
considered.

In addition, if the dual resident person is required to pay taxes in two or more jurisdictions during the MAP
process, it will be subject to unreasonable tax burdens until the agreement is concluded. To resolve such
double taxation, it should be allowed that such dual resident person will pay taxes in only one jurisdiction
(e.g. where its headquarters are situated), until the agreement is concluded between the two tax

authorities.

Paragraph 57
We are not opposed to explicitly including a saving clause for the purpose of clearly indicating the

order of precedence of anti-abuse rules contained in tax treaties and domestic laws. However,
when a tax treaty contains an anti-abuse provision that does not exist in domestic laws, the
question arises as to whether such a provision can be used as the sole basis for the disallowance
of tax benefits. In response to this question, an explicit provision should be included stating that

it 1s difficult to directly apply such a provision appearing in a tax treaty.

Paragraph 70

Where the general or specific anti-abuse rules under domestic tax laws in two or more jurisdictions are
applied on a same transaction or entity (e.g. CFC rules in two jurisdictions are applied on a same entity),
double or multiple taxation may arise on such transaction or entity. In order to resolve such double taxation
as a result of conflict of anti-abuse rules in multiple jurisdictions, certain adjustments or tie-breaker

arrangements/mechanism should be introduced under the Treaties.

Paragraph 81

Tax policy 15.3 states that a large number of double taxation cases arise in the resident countries
and in the source countries can be eliminated through the relief of double taxation stated in the
domestic laws. However, domestic relief systems such as foreign income exemption system or
foreign tax credit system in some cases limits the scope of such relief to taxation rights of the
source country only to the extent that the resident country considers reasonable, thus there is a

risk that double taxation may not be completely eliminated. Conclusion of tax treaties is crucial
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to eliminate double taxation. Countries should try to conclude tax treaties with other countries

which have different views of taxation rights in order to eliminate double taxation.
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