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Document No. 282
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 7 (Preventing the Artificial Avoidance of PE Status)
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
Artificial Avoidance of PE Status”.

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. Since disputes between tax authorities and taxpayers frequently occur in
various States concerning the interpretation and application of the PE concept,
we support the ongoing efforts of OECD to clarify the definition and scope of PE
from the perspective of stability and certainty of taxation. We also appreciate

the need to focus on actions aimed at artificial avoidance of PE status.

While supporting the abovementioned objectives, we do not agree with the
contention that “commissionnaire structures and similar arrangements were
put in place primarily in order to erode the taxable base of the State where

sales took place” (i.e., for artificial avoidance of PE status), nor do we agree with

—iRtEEA BABEER
Japan Foreign Trade Council, Inc.



the proposal for comprehensively and significantly expanding the definition and
scope of PE. Not all transactions using commissionnaires and other
intermediaries are aimed at avoidance of PE status. The manner in which
overseas subsidiaries are involved in the form and flow of transactions is the
outcome of various factors that may include requests made by customers and
consideration of the level of risk that overseas subsidiaries are able to bear. In
other words, the involvement of overseas subsidiaries may reflect valid
business reasons and considerations. We therefore cannot support the blanket
rejection of all transactions involving commissionnaires and other
intermediaries by ignoring such valid business reasons and considerations. For
similar reasons, the scope of auxiliary and preparatory activities should not be
arbitrarily narrowed, and due attention should be paid to business reasons and

considerations.

2. Countermeasures against commissionnaire arrangements cited as a case of tax
erosion are already taken in transfer pricing taxation, and therefore we do not
feel the need to reconsider the scope of the determination of PE status. Even if
there is a concern that transactions that avoid PE status may in fact exist in
the digital economy, these can be adequately dealt with through specific rules.
If the expanded definition and scope of PE applied to transactions that are
totally unrelated to the digital economy, this would broaden the range of the
interpretation of PE status in the source State. This may lead to an increase in
disputes between tax authorities and taxpayers. Moreover, differences in the
interpretation of the definition and scope of PE between the tax authorities of
source and residence States may result in increased double taxation.
Furthermore, even if source and residence States were in agreement on PE
status, because there is no consensus on a methodology for calculating
attributable income (for example, while the OECD Model Tax Convention
adopts AOA, the UN Model Convention does not accept AOA), this course of
action would inevitably generate double taxation. Such a situation must be
avoided because it would seriously hamper the promotion of international

transactions and the development of economies of the relevant States.

Therefore, actions aimed at artificial avoidance of PE status should be dealt
with through specific countermeasures against such artificial cases. An
approach that significantly differs from the methodology and thinking
underlying in the existing OECD Model Tax Convention and the Commentaries

should not be adopted to ordinary transactions that are unrelated to such forms
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of avoidance. Obviously, in order to avoid double taxation, a concrete consensus
should be reached among States on methodologies for calculating income
attributable to PE.

3. The relation to other Actions (most importantly, Action 14) is unclear and it is
also necessary to improve systems for resolving disputes between tax
authorities and taxpayers on the issue of PE status. The proposals contained in
this Draft generally tend to be ambiguous, opening the door to broader
interpretation of their provisions. This would increase the frequent PE
recognition in various States and may lead to double taxation. We believe there
1s an urgent need to develop and introduce remedial measures to cope with such
situations (for example, bilateral prior consultation systems not limited to cases

of transfer pricing taxation and more effective arbitration system).

4. Tax disputes arising from the determination of PE status by tax authorities are
occurring even 1in situations that are completely unrelated to artificial
avoidance of PE status. Such incidents are acting as a serious obstacle to
cross-border transactions and investment activities. The present proposals
increase the range of ambiguities in the interpretation of PE status. If these
proposals were to be adopted without revision, tax disputes related to the
determination of PE status would increase in the future and could generate
very large administrative burdens. We strongly request that views from the

business community be sufficiently reflected in the OECD proposals.

Specific Issues

Discussion Draft Paragraph 6-11

® Paragraph 10 states “It is clear that in many cases commissionnaire structures
and similar arrangements were put in place primarily in order to erode the
taxable base of the State where the sales took place.” It is unclear what specific
types of agreements are implied by “similar arrangements.” If this statement
implies that all transactions involving intermediaries are intended for the
purpose of eroding the taxable base, we would have to say that the statement is
based on an erroneous understanding. Advances in communication technologies
have certainly facilitated communications among enterprises. However,

face-to-face communication remains important for maintaining smooth
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communications with distant customers or when differences in language or
business practices intervene. This means that there are many cases in which
transactions are undertaken through intermediaries for the purpose of

maintaining relations with customers.

® All of the alternative proposals under A to D would act to expand the scope of
PE or introduce highly subjective elements, rendering it more difficult to make a
judgment on PE. This would seriously undermine predictability for taxpayers
and would result in a marked shrinkage in ordinary overseas economic activities
of enterprises, as well as cross-border transactions and investments. Therefore,

we cannot support the alternative proposals.

® Delegating overseas subsidiaries to act as intermediaries in transactions is well
within the bounds of standard commercial practice, and there is no intent of tax
avoldance because such subsidiaries are paid arm’s length compensation based
on the functions they perform and the risks they take on. Moreover, these
subsidiaries pay adequate amount of corporate income taxes in their State of
residence. Furthermore, when a distributor has been restructured into a
commissionaire, material functions and risks are transferred to this entity. This
matter is discussed in Chapter IX (Business Restructuring) of the OECD
Transfer Pricing Guidelines and in BEPS Action 9 (Risks and Capital). Ensuring
that arm’s length consideration is being paid to/received from related partiesis a
sufficient countermeasure to the problem of base erosion, and no reason exists
here for expanding the scope of PE. In other words, re-definition of PE should

not result in taxation that exceeds the scope of the arm’s length principle.

OECD Model Convention Article 5-5 (Agent of Dependent Status)

® Expanding the scope of agent PE should be restricted to cases involving
artificial schemes for tax avoidance. Instead of comprehensively revising the
content of Article 5-5 of the Convention, specific reference should be made to
abusive schemes in the commentaries. From this perspective, PE status should
not be simply extended to include a group company that is acting as an

intermediary with a valid business reason.

® With regard to Article 5-5, Proposals A to D are intended to cope with problems

that arise from the wordings “conclude contracts” and “contracts in the name of
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the enterprise.” Regarding the former wording, Proposal A (“engage with specific
persons in a way that results in the conclusion of contracts”) may result in
deeming all intermediating functions involving activities that lead to the
conclusion of contracts as PE. Proposal B (“concludes contracts, or negotiates the
material elements of contracts”) remains ambiguous on what constitutes
material elements and thus introduces subjective factors. The interpretations of
“engage with” and “material elements” are particularly ambiguous, which may

place undue burdens on both taxpayers and tax authorities.

Regarding the latter wording, both Proposal C (“contracts which, by virtue of the
legal relationship between that person and the enterprise, are on the account
and risk of the enterprise”) and Proposal D (“concludes contracts, or negotiates
the material elements of contracts which, by virtue of the legal relationship
between that person and the enterprise, are on the account and risk of the
enterprise”) cover an extremely wide scope of contracts and may thus arbitrarily

expand the scope of the definition of agent of dependent status.

® From the perspective of eliminating subjective factors and ensuring stability
and certainty of taxation, the material element in determination of PE status in
Article 5-5 should lie in whether authority to conclude or negotiate a contract

binding the principal party has been granted.

® Further, in order to ensure the stabilization of the interpretation of Paragraph
5, various specific examples should be illustrated in the Commentaries. For
Iinstance, we believe it will not constitute PE in case an intermediary supports
the negotiation of a contract in accordance with specific and detailed
instructions from the principal party. (The person is no more than a spokesman
and 1s not authorized to take actions beyond the scope set forth by the specific

and detailed instructions from the principal party.)

® The burden of proof of whether or not a certain activity constitutes a material
element in negotiating a contract should rest not only on the taxpayer but also
on the tax authority. When a tax authority rejects the explanations provided by
the taxpayer on why its activities do not constitute a material element in
contract negotiation, the tax authority should have the responsibility to present

sufficient grounds for its rejection.
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OECD Model Convention Article 5-6 (Agent of Independent Status)

® With regard to Article 5-6, we cannot agree with using exclusivity as the sole
criterion in determination of independence. When an agent has been assigned
exclusivity by an enterprise by means of a contractual clause, it is true that the
clause can be interpreted to generate an element of dependence. However, the
material issue concerning the application of such a contractual clause is whether
the agent is using its technologies, knowledge and other factors in taking on risk
and receiving compensation. For example, it would not constitute dependent
status even if the amount of transactions involved with a single party were to be
large.

® Regarding the criterion presented in Paragraph 6 for determination of
exclusivity, it should be reconfirmed, as stated in the current Commentaries,

that the existence of capital relations has no effect on the exclusivity of agents.

® Based on the points outlined above, we oppose the revision of Article 5-6. It is
stated that, “a person acts exclusively or almost exclusively on behalf of one
enterprise or associated enterprises.” However, when an overseas subsidiary is
solely engaged in providing services to the parent company or associated
enterprises, determination of the independent status of the subsidiary should be
based on an examination of the actual situation. We are concerned that
determination of dependent status will be uniformly assigned based on income
or other criteria with no regard for the actual situation. Therefore, we believe
that the proposed revision to Paragraph 6 stating “Where, however, a person
acts exclusively or almost exclusively on behalf of one enterprise or associated
enterprises, that person shall not be considered to be an independent agent
within the meaning of this paragraph with respect to these enterprises” should

not be adopted.

OECD Model Convention Article 5-4 (Auxiliary and Preparatory Activities

® With regard to Article 5-4 (Auxiliary and Preparatory Activities), the concepts
of “auxiliary and preparatory activities,” which constitute the subject of this
paragraph, are also clearly contained in the current a) to d). Therefore, it would
suffice to provide supplementary explanations in the Commentaries to the

Model Convention. Moreover, because these determinations are based on the
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recognition of facts, they are not suited to the revision of the text of the Model
Convention.

® Proposal E presented in the Draft would require individual activities to be
explicitly identified as being “auxiliary or preparatory in nature,” whereas such
identification was not previously required. Determination of whether a certain
activity is “auxiliary or preparatory in nature” is based on “whether or not the
activity of the fixed place of business in itself forms an essential and significant
part of the activity of the enterprise as a whole.” (Paragraph 24 of
Commentaries) Consider the case of an enterprise engaged in the buying and
selling of goods. The activities of the enterprise would be seriously hampered if
such functions as storage and delivery of goods only were to be interpreted to
constitute “an essential and significant part of the activity of the enterprise,”

thereby exposing the enterprise to the risk of unstable taxation.

® If Proposal E were to be adopted, measures would have to be taken to avoid
differences in opinion on the determination of PE status between taxpayers and
tax authorities and among the tax authorities of various States. For this purpose,
it would be important to reach a consensus among States on what specific
auxiliary and preparatory activities do not constitute PE. These instances
should be explicitly referred to in the text of Article 5-4 or in the Commentaries.
Revising Article 5-4 without clarifying the definition of auxiliary and
preparatory activities would increase the probability of international double
taxation. This approach is unjustified, as it would contradict the intent of tax
treaties.

® An explicit provision should be included stating that so-called “liaison
activities,” such as market research and liaising between the consignor and

customers, are included in auxiliary and preparatory activities.

® Regarding the burden of proof of whether or not a certain activity constitutes an
auxiliary or preparatory activity, when a tax authority rejects the explanations
provided by the taxpayer on why its activities do not constitute an auxiliary or
preparatory activity, the burden of proof should rest with the tax authority to

present sufficient grounds for its rejection.
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® Proposal E allows for “delivery” and “purchase” activities that are “auxiliary or
preparatory in nature.” However, unless the start and end of “delivery” and

“purchase” are clearly defined, this could give rise to unnecessary suspicions.

® Proposals F to H exclude some activities from the scope of auxiliary or
preparatory activities by such means as deleting the term “delivery” and by
limiting the scope of activities that are purely for information gathering etc. As
such, these proposals would expand the scope of PE or render the determination
of PE more difficult. We cannot support this approach as this would seriously
undermine predictability for taxpayers and lead to the shrinkage of economic

activities.

® For Proposals I and J, which address the subdivision of business activities
among assoclated enterprises, tax authorities could consider, based on
superficial form, that MNE business activities are subdivided, without grasping
the actual situation of MNE business activities. Determination should not be
based on such superficial forms. Instead, it is necessary to develop a process for

accurately grasping the actual situation and background of business activities.
® In Paragraph 31, the Focus Group assumes that MNEs may establish

subsidiaries with ease for the purpose of BEPS. This assumption is not valid in a

large number of cases.

OECD Model Convention Article 5-3 (Construction PE)

® Application of countermeasures against avoidance of construction PE should be
limited to abusive schemes. Similarly, the assignment of PE status to
transactions that are not intended for the purpose of PE avoidance must be
avoided. Both Proposals K and L expand the definition of construction PE and
may result in lack of clarity in taxation. Therefore, we believe the wording of the

current Model Convention should not be changed.

® Under Proposal K, even if a construction contract were to be divided among
associated enterprises for valid business reasons, it would automatically be
included in the determination of the period. We believe this is excessive, and the
stipulation should be strictly limited to acts aimed at abuse of tax treaties.

Consider a case in which a single contract is divided among multiple associated
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enterprises and there is no intent on the part of taxpayers to avoid PE status. If
the determination is to be overruled by the tax authority, the burden of proof
should rest with the tax authority.

® Proposal L is predicated on the introduction of the General Anti-Avoidance Rule

(GAAR). This carries the possibility of an inflexible response that does not take

actual economic conditions adequately into consideration.

OECD Model Convention Article 5, Commentary Paragraph 39 (Insurance)

® It is unclear why specific insurance businesses are addressed. In particular, in
the case of Proposal N, we believe there is no reason to designate specific

businesses.

E. Profit Attribution to PEs and Interaction with Action Points on Transfer

Pricing

® If the scope of PE status were to be expanded according to the proposals of the
Draft, we believe this would create a heightened need for dispute resolution.
Given the resource constraints facing the tax authorities of various States, this
gives rise to the concern that tax authorities may not be able to properly handle
the volume of disputes. Regarding this point, we believe that full consideration
should be given to recommending improvements to member States in the course

of forthcoming discussions.

® Methodologies for calculating income attributable to PE should be discussed in
tandem with arm’s length principle in transfer pricing transactions among
associated enterprises (Actions 8, 9, 10). Determination must be based on
comparison with arm’s length price while taking into account the risks and
functions to be borne by the PE.

® OECD has been adopting AOA in the calculation of income attributable to PE
since the 2010 Model Tax Convention. However, some non-OECD members have
clearly indicated their opposition to AOA. Determination of PE status will give
rise to discussions concerning income attributable to PE. Failure to reach a

consensus among States on this calculation method in the course of these

—iRtEEA BABEER
Japan Foreign Trade Council, Inc.



discussions will inevitably generate double taxation issues. Therefore, rules
pertaining to the calculation of income attributable to PE should be discussed in
parallel to rules on determination of PE status. Limiting the discussion to the
latter subject is inappropriate because such a course of action would lead to

double taxation.
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