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Neutralise the effects of hybrid mismatch arrangements

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 Neutralise the effects of hybrid mismatch arrangements”.

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. Schemes designed to utilise hybrid elements in the tax treatments of financial instruments and
entities in order to create double non-taxation generally lack transparency and undermine fair
competition among companies. Therefore, we support OECD initiatives aimed at the

realization of BEPS Action 2.

2. The proposed hybrid mismatch rule does not question the appropriateness of tax treatment
under the laws of each country. Instead, the rule is to be applied to the mismatches that arose
under the present system, by automatically following the steps. While the concept is straight
forward, actual compliance burden will be complicated. First, hybrid mismatch rules differ by
type of hybrid mismatch arrangements. And second, tax treatment in counterparty
jurisdictions needs to be confirmed for each transaction. If the scope of application of the rules
were to be excessively broad, in certain situations it would prove difficult to obtain information
pertaining to the details of transactions and tax treatment in counterparty jurisdictions, which

will undermine predictability for taxpayers. Therefore, we request that due attention be paid to
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predictability for taxpayers and compliance cost when determining the scope of application of

the rules.

3. Hybrid mismatch rules should be formulated to avoid situations giving rise to double taxation.
Possibilities include simultaneous denial of deduction or inclusion in income for the same
transaction by multiple jurisdictions due to inconsistencies in domestic laws, and differences in
enforcement of complex linking rules by tax authorities. Excessive focusing on the elimination
of double non-taxation may unwittingly generate double taxation. This Public Discussion Draft

should emphasize the importance of avoiding such outcomes.

4. Hybrid mismatch rules are closely interrelated with Action 3 (Strengthen CFC rules), Action 4
(Limit base erosion via interest deductions and other financial payments), and Action 14 (Make
dispute resolution mechanisms more effective). Therefore, the details of the final proposal and
the timing of its introduction should be coordinated with these Actions. In addition, we request
that the amendments to domestic laws pursuant to Action 2 to be disclosed to taxpayers well in

advance.

Specific Comments
Recommendations for Domestic Laws

Paragraph 103

The scope of mismatch and measures to eliminate its effects are left to domestic law
implementation and administrative guidance, and it is further stated that complexity should be
avoided. In addition to this, it should be emphasized that double taxation should not be permitted

to arise from inconsistencies in the tax laws and enforcement practices of various countries.

Paragraph 108

The administrative burden of the taxpayers and effectiveness should be taken into considerations
when determining required preciseness of the calculation for the partial denial of exclusions from

income or deductions.

Paragraphs 119 and 120

A bottom-up approach and a top-down approach are presented as methods for identifying hybrid

financial instruments. We are concerned that if the scope of the top-down approach were allowed
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to become too extensive, this would give rise to difficulties in obtaining information pertaining to
the details of the transaction and tax treatment in the counterparty jurisdiction, and would
increase an administrative burden on taxpayers. Therefore, in view of predictability and
compliance cost, we believe a bottom-up approach should be adopted. If a top-down approach
were to be adopted, the scope of application should be clearly defined, and no room should be left

for arbitrary interpretation by tax authorities.

Paragraph 128

A related person is defined as a person with a 10 percent or greater investment in another person,
either directly or indirectly. It is, however, not easy to confirm tax treatment in a counterparty
jurisdiction when the shareholding is only 10 percent. In view of predictability and compliance

cost, we believe “10 percent or greater” should be changed to “more than 50 percent.”

Paragraphs 131 and 132

Paragraph 132 states that the list of indicators for a structured arrangement is being further
explored. The latter part of the paragraph states, “This approach also necessitates a more
detailed examination of the circumstances of each arrangement and an identification of factors
which may not be evident from the terms of the transaction documents themselves.” Regarding
the list of indicators to be identified as a result of the abovementioned process, it is desirable for

these to be specific and concrete indicators so as to preclude arbitrary judgment.

Paragraphs 180-183

The example of hybrid entity payments given in the Public Discussion Draft entails 100-percent
ownership of a hybrid entity by an investor. However, it is also possible that a multiple number
of investors residing in different jurisdictions jointly own a hybrid entity. Even when investors
residing in a certain jurisdiction are able to choose treating the hybrid entity as a taxable entity,
the possibility remains that investors residing in other jurisdictions may not be able to make a
similar choice. We believe that due attention must be paid to the elimination of double taxation

in light of this possibility.

Paragraphs 190, 191, and 193

Depending on whether the primary rule or secondary rule is applied, the country in which a
deduction is denied will differ. This can be expected to give rise to differences in carry-forward
period of a denied deduction. We contend that there is a room for argument if a taxpayer’s tax

position differs according to the rule that is applied. In regard to a deduction/no-inclusion
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structure referred to in paragraph 193, this paragraph states that carry-forward of payments
that have been denied deduction is not permissible. We request that this statement be clearly
explained in light of the disparity with statements made regarding a double deduction structure

referred to in paragraphs 190 and 191.

Paragraphs 219 and 221

The amendment of controlled foreign company (CFC) rules is requested in the primary rule. It
should be developed with due consideration given to the relation with Action 3 as stated in

paragraph 221.

Paragraph 224

As a defensive mechanism against imported mismatches, paragraph 224 recommends denial of
deduction in the payer’s country of residence, which is a third country. However, expanding the
scope of hybrid mismatch rules to cover a payer’s country of residence that is completely
unrelated to the hybrid arrangements heightens the possibility of denial of deduction in the
country of residence of the payer even if the transaction in question involves no mismatch. We

contend that this will undermine stability in tax administration.
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