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on Action 6 (Prevent treaty abuse) of the BEPS Action Plan” |ZxId % —#xtERIE A
ARG (%) LLTOaAy MaERMREISETWEES D TH D,
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L. MBSO L& EO—o%, ERENR “EREBLZ PR L. ZivE Lo TEHRIRHIEM
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4. MBS L ERNEE OBEMEICOWTHRIFHCHTF SN Z ENEETH L8, 1TH) 6
DEER DRI ~DRBIZ DN T, FEENIEOBFENE T4 A4 I 7 TITbi s
ZEBREFELY, Fio, HBSK & ERNIEOR P EEE OBRIZOWTIE, mBED
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FEIPIETRNDOBAZIRET D Z LIIFMERTH D Z L BMRLT LI ETH D,

<fAR= A k>
A. LOBEEICET 53

(Issues related to the LOB provision)
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Commentary on the discretionary relief provision of the LOB rule
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MAIENS TIEREN S 2 T DA 2 N —RELE D) | T+ REFEEREZ A LT D, 72,
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Issues related to the derivative benefit provision
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IZ—F%E D bona fide provision TH A Z LIZE LD &L, JEMDZIEH (ultimate
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10. Clarification of the ‘active business” provision

> LOB RHEICHEWTIL, FMOuMMEL . EOFE LOMRE2EZET 5 2 L2 < BRARITH
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Wrd 2 HAU T givid, FEY 27 58I L S REBREA L~ Dt 2 58{k9 25 BT,
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HHOICERLTHBISN DI RETHY . RIERHoRRREFEEEZAL, 72— T 3
2t L Chk & 7o EERBERE 2 24 L TV A2 5A 2R, BB RIEENCER L T o &%
ZHRETHD, b2, Eko@Ey , ZOHWENIEEITN—TE2IKTITHO REITh D,

> Fio. ML—T 4 UV EEE OFEEE) L EEIIREIT 2 b 2 S ARVREI O E T
HAEFEIZOWTIL, No—TFT 4 U T HENRERICEIT 52 FEEIHAAY OREEM 2
TAHLDOTHIUL, BEEEEDEITHOWVWTREMICEREZ (5T HXThH B,
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(Issues related to the PPT rule)
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> EBEOBBICE W T, FELOBERIIMA T, FHOBHIZOWTHEHEERFE LD
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HATHDHZ L] OFGE - SEEEfEIE, R AFEICH L TRENDINE TH D,

» LOB SRIAIZEBIT 5 Discretionary Relief Provision (ZC” that there were clear reasons,

unrelated to the obtammg of treaty benefits, for its formation, acquisition, or
maintenance...” & SN HA121X PPT v—b Bd 725 BTS00 BULF Tl
w&%%?é_&ﬂﬁg®®1@®ﬁﬁﬁ%%iLwo

14. Aligning the parts of the Commentary on the PPT rule and of the Commentary on the
LOB discretionary relief provision that deal with the principal purposes test
> MBS OBEMAEN: L LT LB REE EEAKT XA FOWTFRNZHNDL ZENEDDL
NTWDD, FRIOE RS OFEDOBENG, Elo, KV AFZRT X FOREK)F]
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15, Whether some form of discretionary relief should be provided under the PPT rule
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%ﬁ%%w~uy7@ﬁﬁﬁﬁ%%ﬁ$ﬁ%£ i@*ﬂﬁ%%f%é EEEREEL T
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17. List of examples in the Commentary on the PPT rule
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19. The design and drafting of the rule applicable to permanent establishments located

in third States issue

> 2014 9 AICH TSN E (Action 6:2014 Deliverable) D/NT 27T 7 42 [X5E%)
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20. Proposed Commentary on the interaction between tax treaties and domestic anti-abuse

rules issue
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> eV, RITEN 6 Tk, MBLE O TRIFTREME A MR35 X< K0 AR E RIS
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] | EROFLEEFE—OFEEDOT TS r—2 (FENKTHFH 2 LFL)

* Multi-national company with various business lines
T Co .« Al
a listed company
State T |
|
R Co -Non-listed company, but with active business with various
business lines
State R -Enough substance and functions
Dividend,
Interest
State S
S Co
Ai$E

TEOREETH Y TEOFERIGIFTIZ B35 LTS THIE, 7 m— 2T kk &2 72 ()
ge, /hoe, s, BE, el ZRMT2ZEERETH D,

TP FEOEEE T ENTIT O 2 &, WHENICIERES BN T 5 24, BEhORE
DOHMERSH D Z L, BBFNOHHLAMBIRENTND Z & FER— N —0 M T
FELTWD Z EEOHBNG, FEMICRARETH D, eV, TFEE, WREIED m O E R
W72 P R S 0 | EH R AMDBEFIIND REIC TS RAEZFR L, R
Wil LT~ R T 28R 2 A LT\ 5,
RILIFZREOEEHETHY, O RENCRIT 5 EETHEE, g, JiE &E (BN -
SR R EZIEICE D, Fo. T O OBEBOFELEHT HERE (EF. W, &35,
Bis, VA~ T Ay b A, WEESD AL TWD, —EeFEMU Lok,
WEBHEZALTEBY, REICTREBNAFELRTHZITo TV I EEHLNTHD,
RADHFEIED B L LT, BMTELII A= b — i SEICHEEENZITHY, =
OB S ENIC THHUTERNL E 72T B L F24h S A HESCr — 2 2470 Bl 08
FIOPFIRBLUZ R L CTId R-S [E M THff S 7= MBS Lo RITRBLE 23 5,

B
ERFHNCIENT, REICR SN R, REO EGSttE 3202 TiEsn
%\ LOB REICHIT 55 | RO 2 AW - S 7203, BN EEFEEH21T-o T 5
%, B3 AW L, R-S EMMEBISNORMERLNLIRETHAS .
F72, PPT L—L Eb ., RS SH~DHEom — 1t TR OR tho kg o —
BRLLTITPNLDbDE LT, torE¥EsmaA L TR, R-S EMMERIKO R
BonHETHAI,
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* Multi-national company with
T Co various business lines
" a listed company
State T
e e e —
| R1Co R2 Co R3 Co R4 Co R5 Co
] (Management) (Whole sale) (Retail) (Manufacturing) (Investment) i
I ‘R_Co Group”_ (Enough_substance_and active business as a.whole) _______ | Dividend, -- :
State R Interest
State S S Co

[ELIE7E
FH 1 & T N—TEERKE L TORBICIERN 2 2ZRIT R0,
LU, TAEOHEEERIS R O 2 7 48 B #6110 X 512 REICHVT R D RIS
WCEAREAENSITEAZ LITUE LW EHBT L, RILEOFEEZSHE L, REICTH
EFICEBO SRR T A LT,
R AL TR A L. %A v b B R0 s o 7 R B % A B A 4
+%, F£7-. R2 FZEFE3E,. RS fhid/Gede, R4 AT EGESE . RS AL BEEE (EHN -
H4). R6 I AREEICHEFE L, icd THIZR FICEHOF24E2L TS (Zhb%
GHLT RS L—T)).
ZOFREFBOFRAROLIT, BT T AEOFEERIS O OL e b3, lx OFEICRET
BIERY A2 M (& IR OBLEND, B8 Th 5 aBHEN L bR B,
R CREN R EATER TS DI LETh D, £, F— hF— L IEFTHE
EITHOBUC Y, HRIFEEEZ MIBIIT ) DI HEICE R AR E RN 5 2 EBLETH D,
R 412 b — 7 OBERTE BN ] | & F—Td 5.,
RAEZ =TIk, Z =7 FEEM OB LT, BT E /138~ b — LT S T
HEEHEITY, ORI RS AL S [EIC THHICER N F 13BN LT 724 S th~HE
B =L BT, RS LRRIOBRBUR LCIE RS [ CHiRS S NI LBLSA Lo
FRFL=R 208 35,

B
L%%WKKWT\REK%ﬁéhtRRﬁﬁrRE@L%%&&&@%@%%&T@&
WZIT LOB RIEICHIT 8 1 RO 2 AN /2 S 72\, E72, R6 LB TR, &S
FcEF L, o, (A iemERE Th 203 R6 tLEAEIL) SRR ClIian 2,
BATOSK KT 7 b I T 3 BICHET 2B FEm B A A= 2 L N T&E 2
U,
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Lo, 3l 1 & oW T, F—m%s L —70h T, ERICEERRES STV
EWVWH ZLDHBTHY | Eio, UikiEFEROM IR H 89 & 134 < BhEMED 2,
ZDOX I N—T Rkl U COIERERRILUCEEN R SR IT T, B4 1 RIS
K EOBHNRER D Z LTSN LR, fEV, LOB RIBOREEN FEIE B IENEL
FRELTWDENENT. REICBIT S 7V —FREOEIICE VHETRETHY ., D
FERE LTRSS RZAEMER i 72 L, R-S ERAB A OBMEHBOENLRETHA ),
F72. PPT L—L EH | RE DS St~ B — 1%, THE ORI V—T DFEE
BIEDO—ERE L TITONLD b DL LT, +oR2FEMBAZA L TR, R-S ERMABAK
DRMAEHFONHRETHA I,

W, LOB SRR L Tl ERRFHlIcBWTH, H IS E SEOHERS 54 /RN b
RS O B 2R SN RN H 52, MRS 24 ROKRICEFIND &
IR TRERAMEEENDAETCD ZEITMA, F5HITH ETH 1 HNGE 4 HOBE
M SN WS O % ORE T (Last Resort) & L THDIK D R&ETH D, eV,
Fh) 1 & F 2 OMBIEK EOBRO I HEFEICEST S X0 B 3 HICBWT, REI
FEFHEIET R FICB T2 70— 2EOmEC L 0 HET 5 2 & 2AEICHET R
xTho,
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Document No. 288
January 9, 2015

Ms. Marlies de Ruiter

Head, Tax Treaties, Transfer Pricing and Financial Transactions Division
Centre for Tax Policy and Administration

Organisation for Economic Cooperation and Development

Accounting & Tax Committee
Japan Foreign Trade Council, Inc.

Comments on Discussion draft on
Action 6 (Preventing treaty abuse (Follow-Up Work)) 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 “Follow Up Work on BEPS Action 6:
Preventing Treaty Abuse”.

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.
General Comments

1. One of the principal roles of tax treaties is to eliminate international double
taxation in order to promote economic interchange between Contracting States.
In view of this, we reaffirm our support for OECD’s existing efforts to limit the
granting of the treaty benefits to artificial transactions and arrangements
aimed solely at enjoying the treaty benefits and to make it clear that treaties

should not be used for obtaining double non-taxation.

2. Nevertheless, it should be noted that excessive anti-avoidance rules in tax
treaties and domestic tax laws may make adverse effect on genuine business
transactions and investments with economic substance and thereby may

impede the objectives of tax treaties to eliminate double taxation and
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encourage cross-border trade and investment. In addition, consideration
should be given to achieving a balance between the administrative burden on
taxpayers of ascertaining and interpreting anti-avoidance rules and the

effectiveness of those provisions.

3. The objective of BEPS Action 6 is to prevent double non-taxation by abusing
tax treaties, but the current Report lay down excessively strict conditions for
becoming qualified persons under tax treaties, which may deny the treaty
application even to investment activity with business reason and which may
lead to international double taxation. As regards whether or not there is
abusive application of tax treaties, judgment should be made after close
examination of all the relevant facts, and there should be no simplistic and
injudicious speculation that “most investments via third States should be
essentially for the purpose of treaty abuse”. In particular, in order to enhance
fairness and transparency in the application of tax treaties, we request very
strongly that the actions set out below be implemented and that it be reflected
explicitly in the OECD Model Tax Convention text or the Commentary. Even

if all the facts are closely examined and reasonable interpretation of the tax

treaty is made, judgment by relevant authorities may differ in relation to

whether there is abusive treaty application. In such cases, source States

should not treat such transactions as treaty abuse unilaterally. instead should

discuss between the competent authorities fully taking into account business

reasons and the other facts. We request that the above should be reflected in
the OECD Model Tax Convention or in the Commentary.

— Placing of importance on economic substance

— Determination of treaty entitlement based on the activities of entire
corporate groups

— Impartial application to all companies

— Assurance of the effectiveness of the administration and judicature of all

participating states.

Not to lay down express provisions and thus to entrust such matters to the
discretion of jurisdictional authorities would impair predictability for

taxpayers, and should be strictly avoided.

4. Tt i1s important to consider the consistency of tax treaties and domestic laws,

but the recommendations of Action 6 should be reflected into each tax treaty
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after the necessary revisions in each state’s domestic law. In addition, as
regards the relationship between anti-abuse provisions in tax treaties and in
domestic laws, if the provisions are inconsistent with each other, it should be
stated expressly that the treaty's provisions take precedence over domestic
law and that the conditions for applicability of tax treaties should be
stipulated only within the treaties, and also that if one Contracting State were,
without consulting the other party, to unilaterally limit application of the
treaty according to domestic law, that would constitute a treaty violation.

Specific Comments
A. Issues Related to the LOB Provision
3. Commentary on the discretionary relief provision of the LOB rule

» Even if a company resident in a Contracting State does not satisfy the
conditions for being a qualified resident by itself, the fact that the entire
multinational enterprise (MNE) group to which the said company belongs G.e.,
comprising the said company together with all other member companies
engaging in business activity in the said Contracting State) has sufficient
economic substance or satisfy the active-conduct test, should be an important
evidence that the said resident's principal purpose is not to obtain tax

benefits.

» In the course of corporate activity, there are many cases where a legally
segmented business entities must be incorporated, or such incorporation

should be economically rational. Since it is unreasonable for disparities in the

determination of treaty entitlement to arise between cases in which business

1s segmented among legally segmented business entities, and cases in which

business is fragmented within a single legal business entity, the treaty

application should be determined based on an entire corporate groups. The

specific reason for this view is set out in the comment in no. 10 (Clarification

of "active conduct of a business" provision) below.

» In addition, in order to make the determination of treaty entitlement more
objective, importance should be given to economic substance. As regards the

various factors that affect judgment as to whether or not a company has the
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prescribed degree of economic substance, in order to avoid unnecessary
disputes and the concomitant administrative burden for both tax authorities
and taxpayers, consensus should be reached between and among all State tax
authorities based on the examination of examples of cases.

» We endorse the inserted sentence "The competent authority of the Contracting
State to which the request has been made will consult with the competent
authority of the other State before rejecting a request made under this
paragraph by a resident of that other State," however we believe it is essential
to make this provision more effective in practice by stipulating the
consultation mechanism. Additionally, in order to avoid the burden of

consultations between authorities and impairing predictability for taxpavers,

when the authorities in the State of residence attest that a taxpaver is a

qualified person for treaty benefits through an advance tax ruling or tax

residence certifications, such attestation should be accepted. Rejection

without rational reasons should not be permitted, and in case a rejection is
made for some unavoidable reason, the reasons therefor should be explained
to the authorities of the Other State and to the taxpayer.

» While addressing increases in requests for relief to competent authorities
pursuant to this provision, we would expect parallel discussions to be

conducted at the same time to deal properly with such increases.

» This discretionary relief provision was introduced as a kind of safe-harbor,
however we are concerned that predictability for taxpayers may become low
unless the approval criteria are identified specifically, and that the bloating of
the administrative burden for the authorities concerned may make this
provision unworkable. In view of this, it is essential that adequate guidelines
and examples of concrete judgment criteria with regard to the criteria for
determination by competent authorities be given by inclusion in the

Commentary, etc.

6. Issues related to the derivative benefit provision

» We believe that the “at least 95 per cent” ownership ratio by “equivalent
beneficiaries” to be extremely and excessively high. It is difficult for minor
shareholders to be involved in the determination the transaction and there are

existing tax treaties adopting ownership ratio of “at least 75 per cent”,
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therefore it 1s desirable to lower this ratio to no more than “at least 75 per

cent.”

» Furthermore, it is stated that the maximum tax rate applied to payments
between the source State and a third State must be equal to or higher than the
maximum tax rate under the relevant treaty in order to be deemed equivalent
beneficiaries. If this condition is not met, the said beneficiary is not deemed a
derivative beneficiary, and this would yield an unreasonable outcome, given
that the equivalent beneficiary provision is a type of bona fide provision.
Therefore, in such instances, the tax rate of the tax treaty applied in case the
ultimate beneficial owner directly made investment should be applied. As an
example of this approach, this treatment is accepted in the technical
explanations of the US-UK Tax Treaty or in court cases in certain states, and
should be appended to the OECD Model Tax Convention.

» To take an example, an investment is made from the resident company A of
State A in the resident company C in State C and an intermediate holding
company B is established in State B, the treaty-based rate of withholding tax
on dividends is 10% between State A and State C, and the treaty-based tax
rate of 0% between State A and State B and between State B and State C, and
the domestic tax rate in State C is 20%. In these circumstances, if, owing to
proposed LOB, it is deemed that company B is established for the purpose of
avolding tax, it is possible that withholding tax of 20% will be applied to
dividends from company C to company B under State C's domestic law, but for
cases such this, a relief provision should be included that applies a tax
relationship that is equal to the one that exists pursuant to the tax treaty
between State A and State C (10% withholding tax rate), where State B is not

an intermediary.
10. Clarification of the "active conduct of a business" provision

» We are concerned that under the LOB provision there can be judgments solely
based on the form as to whether a person is eligible to be granted treaty
benefits without considering the bona fide business purposes. It is our view
that, when determining whether or not a person is a qualified person, the
approach should place emphasis on substance rather than form. In particular,
although it 1s stated that the active-conduct test applies only to business

"other than the business of making or managing investments," active-conduct
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test irrespective of the industrial category to which a taxpaver belongs,

judgment should ultimately be made on the basis of the actual nature of its

business, and a person engaged in the activity of making or managing

investments should be also treated as a qualified person.

» In addition, determination through the active-conduct test should be made on
the basis of a corporate group rather than on the stand-alone basis of an
individual member company. For the purpose of quarantining diverse types of

business risk or of strengthening resistance to the economic fluctuations

through the dispersal of business risk, MNE groups split up business activity

within the same state, conducting business in business entities in which

individual business activities are legally segmented. This may give the

impression, when considered on a stand-alone basis, that the individual

companies do not have sufficient economic substance, but even if each business

entity is conducting trade or investment activities separately, as long as they

are engaged in active conduct of a business as an entire MNE group in the

same state, they should be treated as satisfying the eligibility criteria. Please

refer to Examples 1 and 2 in the annex hereto, and we strongly request that
the tax treatment under the Examples 1 and 2 should be consistent.

» With regard to paragraph 48 of the proposed Commentary in the “Action 6:
2014 Deliverable issued in September 2014, namely "Since a headquarters
operation 1s in the business of managing investments, a company that
functions solely as a headquarters company will not be considered to be
engaged in the active conduct of a business for purposes of paragraph 3",
judgment should be made after giving full consideration to the actual state of
business activity as described above. If a headquarters has adequate economic
substance and it provides with various important functions to its group
companies, it should be regarded as engaging in the active conduct of a
business. Moreover, as stated above, any such judgment should be made for

the corporate group as a whole.

» With regard to companies that engage concurrently in trading and other
ordinary business activities together with activities that do not satisfy the
active-conduct test, such company should be granted the full benefit of the
treaty with the State of the invested entity in case that its trading business is

closely connected with the business operations of the invested entity.
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B. Issues Related to the PPT Rule

> In the Report, the definition under the principal purposes test (PPT) provision
1s too broad, causing us the concern that tax authorities will make various
interpretations and there will be differences in the way it is performed. In
order to promote international transactions and arrangements and ensure
business stability, we consider it desirable to give detailed examples and
supplement the Commentary, and also add postscripts for, among other things,
the building of a system for advance confirmation of whether or not the test is
applicable, and for addressing disputes arising from inconsistencies in the

recognition of facts on the part of companies and of the tax authorities.

» In actual business practice, important factors to be considered include not only
business-related factors but also the application of tax treaties. It is difficult to
judge between non-tax purposes and tax-related purposes as to which are the
most important, but if taxpayers prove that their principal or one of their
principal purposes is a non-tax purpose, we request that, unless otherwise
stipulated by treaty or law, their claim be respected, and that this be stated
explicitly in the PPT rule. With regard to the phrase "arrangements one of the

principal purposes of which is to obtain treaty benefits," the burden of proof

should rest with the tax authorities.

» From the perspective of fairness of the rule, if it is deemed that “there were
clear reasons, unrelated to the obtaining of treaty benefits, for its formation,
acquisition, or maintenance...” under the discretionary relief provision of the
LOB rule, it should be also deemed for the PPT rule purposes that the

principal purpose of the transaction is not obtaining of treaty benefits.

14. Aligning the parts of the Commentary on the PPT rule and of the Commentary
on the LOB discretionary relief provision that deal with the principal

purposes test

» It is suggested that either the LOB provision or the PPT rule is to be used as a
condition for the applicability of tax treaties, but from the perspective of
equality of opportunity with respect to treaties and also of preventing BEPS
through the intentional use of the more favorable test, it is essential that the

substance of both tests be made essentially the same.

—iRtEEA BABEER
Japan Foreign Trade Council, Inc.



» The PPT rule is a condition that directly questions the purposes of treaty
application, adapted faithfully for the purpose of preventing the abusive
application of tax treaties, whereas although the conditions of applicability of
the LOB provision are objective, it is flawed by the fact that it draws formal
conclusions without questioning the purposes of treaty use. Approval by
competent authorities should be conducted based on the purpose of treaty use
not solely based on the form of the transaction.

» In addition, if authorities wish to disprove explicit statements by taxpayers
that they do not have as one of their principal purposes the obtaining of treaty
benefits, the burden of proof should rest with the tax authorities, and wording
to that effect should be included in the treaty text or Commentary.

15. Whether some form of discretionary relief should be provided under the PPT

rule

» Even under the PPT rule, in order to ensure fairness for taxpayers and also on
the basis of the fundamental intent of tax treaties to avoid double taxation, it

should not be permissible for improper denial of the application of a treaty to

be made at the discretion solely of the competent authorities of the other

Contracting State. Accordingly, in case the application of a treaty is to be

denied, it should be made essential for advance consultation to be conducted

between the competent authorities of both Contracting States. In addition, in

order to avoid the burden of consultations between the authorities and

impairing predictability for taxpavers, if the authorities in the State of

residence make advance rulings and take steps such as procedures for issuing

verification of residential status, and through these means attest that the

taxpaver is a qualified person for treaty benefits purposes, that attestation

should be accepted.

17. List of examples in the Commentary on the PPT rule

» In the PPT rule also, determination of entitlement should be conducted on the
basis of entire corporate groups, and in the examples attached the eligibility
criteria under the PPT rule should be satisfied. (Examples 1 and 2 in the

annex hereto.)
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C. Other Issues

19. The design and drafting of the rule applicable to permanent establishments

located in third States issue

» We are concerned that Paragraph 42 of the “Action 6: 2014 Deliveralbes”
issued in September 2014, pays attention only to effective tax rates, and that
even in cases in which there is no tax avoidance or double non-taxation it is
possible that this provision will apply, and that this will impede the
encouragement of investment that is expected to result from the favorable
treatment offered by tax treaties. Exceptions are made in subparagraphs e)
and f), of this Paragraph but especially with regard to e), the exceptions are
dependent upon the determination of facts by tax authorities whether the
transaction is “in connection with or in incidental to the active conduct of a
business”, which may be a cause of disputes if their interpretations differ from
those of the relevant taxpayers, possibly leading to a greater administrative
burden for both taxpayers and tax authorities. In view of this, we request that
the scope of this provision restricted to only transactions and arrangements

for the purpose of tax avoidance or evasion.

20. Proposed Commentary on the interaction between tax treaties and domestic

anti-abuse rules issue

» In the Report there is no mention of cases in which there are conflicts between
anti-abuse provisions in tax treaties and domestic anti-abuse rules, but it
should be stated expressly that in the event of inconsistency a treaty's
provisions take precedence over domestic rules. It should also be stated
expressly that tax treaty applicability conditions should be stipulated only in
the treaties, and should not be stipulated in domestic rules (and be invalid
even if they are prescribed subsequently). Prescribing domestic rules that
limits treaty applicability conditions unilaterally, without consulting the
other Contracting State, impairs the intrinsic objectives of treaties and gives

rise to international double taxation, and thus is unacceptable.

» In view of the above, in order for Action 6 to ensure predictability for
taxpayers, efforts to build a consensus with regard to more specific approval
criteria should be made, and States' tax authorities should be proactive in

issuing public rulings in conformity with those. We also believe that the
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existence of reliable administrative procedures and of a strong and

independent judicial system 1is indispensable for preventing subjective

interpretations of anti-abuse provisions.
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Annex

Example 1: Case in which multiple business activities are conducted within the

same business entity (The nature of business activity is identical to that in

Example 2)
TC * Multi-national company with various business lines
0 * a listed company
State T |
|
R Co -Non-listed company, but with active business with various
business lines
State R -Enough substance and functions
Dividend,
Interest
State S
S Co
Assumptions

® T Co, a company resident of State T listed on the stock exchange of State T, is
an MNE conducting a variety of business activities (wholesaling, retailing,
manufacturing, investment, finance, etc.) globally.

® It is effectively impossible for T Co to conduct the management of its overseas
business in State T, for reasons such as their long physical distances from
State T, problems relating to transportation and time differences, limited
numbers of personnel able to speak foreign languages, and the overseas
locations of business partners. In consequence, T' Co adopts a strategy that
entails establishing R Co, a subsidiary in State R, where there are highly
liquid markets for international goods and financial markets and an
abundance of high-quality human resources, and using R Co as a base for
developing overseas business activity.

® R Cois a resident of State R, and its business activities in State R are diverse:
wholesaling, retailing, manufacturing, investment (domestically and
internationally), and finance. It also possesses the capabilities (legal, financial,
accounting, taxation, risk management, auditing, internal control) to manage
these diverse business activities. It has certain amount of sales and number of

personnel, and it is plain that it engages in the active conduct of a business in
State R.
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® Part of R Co's business strategy is to launch business activity in State S, either
by itself or together with partners. When doing so, it contributes capital and
extends loans to S Co, a subsidiary in State S that it has newly established or
acquired, and for withholding tax on dividends and interest it applies the
limited tax rate pursuant to the tax treaty concluded between States R and S.

Consideration

® In the above example, since R Co established in State R is neither a listed
company in State R or a subsidiary of one, it does not satisfy the provisions of
paragraphs 1 or 2 of the LOB rule, but since it is engaged in active conduct of a
business it satisfies the requirements of paragraph 3, and thus should be
accorded the benefits of the tax treaty concluded between States R and S.

® Under the PPT rule also, R Co's contributions of capital and extension of loans
to S Co are conducted as part of T Co's and R Co's business strategy and thus
qualify sufficiently as being for business reasons, and in consequence should
be accorded the benefits of the tax treaty concluded between States R and S.

Example 2: Case in which multiple business activities are conducted through

segmented business entities (The nature of business activity is identical to that in

Example 1)
* Multi-national company with
T Co various business lines
* a listed company
State T
e e B i — — ;
| R1co R2 Co R3 Co R4 Co R5 Co i
| (Management) (Whole sale) (Retail) (Manufacturing) | | (Investment) i
R ‘R_Co Group” (Enough_substance_and active business as a.whole) _______| | Dividend,-- :
State R Interest
State S S Co
Assumptions

® There is no substantive difference with the activities of T Co's entire corporate

group in Example 1.
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® However, in accordance with T Co's business strategy and risk management, it
judges that it is undesirable to concentrate diverse business activities in State
R on R Co alone, as in Example 1, and thus splits R Co's business, establishing
multiple subsidiaries to engage in each separate business in State R.

® R1 Co has supervisory functions, providing its associated companies with
management services and shared services, while R2 Co engages in wholesaling
business, R3 Co in retailing business, R4 Co in manufacturing business, R5 Co
in investment business (domestically and internationally), and R6 Co in
financial business, and T Co also has numerous other subsidiaries in State R.
(These are referred to collectively as the "R Co Group.")

® This establishment of subsidiaries to engage in separate business activities is
not only for T Co's business strategy purposes, but is also required by
third-party financial institutions as a means of quarantining the legal risk to
which each business line is exposed (including bankruptcy remoteness), and is
necessary for conducting low-interest-rate, stable funding. Also, when
operating jointly with business partners it is customary to establish individual
business entities to help ensure joint business activity is conducted smoothly.

® The scale (sales, number of employees) of the R Co Group is the same as in
Example 1.

® Part of the R Co Group's business strategy is to launch business activity in
State S, either by itself or together with partners. When doing so, R5 Co
contributes capital and extends loans to S Co, a subsidiary in State S that it
has newly established or acquired, and for withholding tax on dividends and
interest it applies the limited tax rate pursuant to the tax treaty concluded
between States R and S.

Consideration

® In the above example, since R5 Co established in State R is neither a listed
company in State R or a subsidiary of one, it does not satisfy the provisions of
paragraphs 1 or 2 of the LOB provision. Also, since R5 Co engages in
investment activity on a stand-alone basis and moreover (although
competitors are financial institutions, R5 Co itself) is not a financial
institution, based on the current treaty draft it is unable to satisfy the
active-conduct test prescribed in paragraph 3.

® However, the only difference with Example 1 is that the companies are legally

segmented within the same corporate group. In addition, the formation of
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these legally segmented business entities is not any way connected with a tax
purpose.

® It would be inconsistent if, despite there being no substantive difference with
regard to the state of activity of the entire corporate group as just described,
there is a difference between the treatment in Example 1 and Example 2
under the tax treaty. In view of this, whether or not the LOB provision's
active-conduct test is satisfied should be judged by the activities of the entire
corporate group in State R, the result of which would be that R5 Co satisfies
the criteria and should be accorded the benefits of the tax treaty concluded
between States R and S.

® Under the PPT rule also, R5 Co’s the contributions of capital and extension of
loans to S Co are conducted as part of T Co's and the R Co Group's business
strategy, and accordingly they qualify sufficiently as being for business
reasons, and in consequence should be accorded the benefits of the tax treaty
concluded between States R and S.

® With regard to the LOB provision, in the example above the competent
authorities in State S would have scope, pursuant to paragraph 5, to permit
tax treaty benefits to be granted, but reliance on the discretion of competent
authorities gives rise to considerable uncertainty, so in our view paragraph 5
should be treated very much as a last resort only after it is deemed that the
provisions of paragraphs 1 to 4 do not apply. Accordingly, in order to make
certain that the tax treaty treatment in Example 1 and Example 2 is
consistent, we believe that it should be expressly stipulated in paragraph 3
that the active-conduct test shall be judged on the basis of the activities of the

corporate group as a whole in State R.
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