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Document No. 335
February 6, 2015

Mr. Achim Pross,
Head of International Co-operation and Tax Administration Division
Organisation for Economic Cooperation and Development

Accounting & Tax Committee
Japan Foreign Trade Council, Inc.

Comments on the Discussion Draft on Action 4
(Interest Deductions and Other Financial Payments) 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 “BEPS Action 4: Discussion Draft on
Interest Deductions and Other Financial Payments” released on December 18,
2014.

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

The use of excessive deductions for interest and other financial payments on debt
with the intent of double non-taxation leads to the erosion of the taxable base of
related countries and undermine fair business competition among enterprises.
Therefore, we support OECD initiatives related to “preventing BEPS through the

use of excessive interest expenses.”

However, in examining this Action for BEPS prevention, it is necessary to bear in
mind that enterprises are debt-financed by loans from financial institutions or
financial subsidiaries and bonds (as a result of which interest and other payments
are made) as part of their financial strategy to improve profitability by making

the most of borrowed capital (so-called “leverage effect”). In addition, borrowed
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capital is also utilized for other business purposes, such as for regulatory reasons
and balance sheet hedging. Moreover, it is necessary to understand that in many
instances, such strategies are not intended to erode the taxable base and shift
profits. Accordingly, we request that due attention be paid to the balance between
the usefulness of preventive measures against BEPS and the additional
compliance costs for taxpayers.

If the primary objective of this Action is to prevent artificially structured
excessive debt that creates high probability of BEPS, we believe that from the
perspective of the balance between usefulness and additional administrative
burden, the first line of action should be to formulate specific or targeted
anti-avoidance rules. In addition, to comprehensively prevent BEPS through the
use of excessive Interest expenses, in recent years, various countries have
introduced “rules which limit the level of interest deduction of an entity (and not
the entire group) on loans from associated enterprises in case of exceeding a fixed
ratio of EBITDA.” We believe that this approach should be adopted and

supplemented with arm’s length tests.

We cannot support the adoption of the group-wide rules as proposed in this

Discussion Draft for the following reasons.

» In the first place, based on the arm’s length principle, debt-to-equity ratio
(thereafter, D/E ratio) and interest expense levels are determined by such
factors as the functions performed by the enterprise, the risks it bears, and its
asset holdings or the operating cash flow generated by these assets. If this
principle was to be completely ignored, and limitation rules on interest
deductions based on a mechanical formulary apportionment as contained in the
group-wide rule were to be comprehensively introduced, this would be totally
incompatible with transfer pricing taxation, AOA and other aspects of the
international taxation framework that have been applied to over the years. We
are very deeply concerned that enterprises completely unrelated to BEPS would
face serious double taxation problems and that, as a result, sound business
activities would be obstructed and the global economy and financial markets

would be gravely impacted.

» Excessive limits on interest deduction that do not take the arm’s length
principle into account would generate unfairness in the treatment of

multinational groups compared to enterprises that are essentially focused on
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domestic operations. We also fear this approach may make matters worse by
infringing upon the rules of non-discrimination, and may also cause difficulty to
maintain compatibility with a system that supports an appropriate level of free

capital movement.

» Moreover, in calculating safe harbor of limits on interest deduction based on
application of the group-wide rule, taxpayers would be required to collect a
broad scope of accounting and/or tax information and to process the data, which

would remarkably increase taxpayers’ compliance burden.

Finally, as proposed in Chapter VII of this Discussion Draft, the following
exemption rule (safe harbor rule) should be adopted to reduce compliance costs for
taxpayers and administrative costs for tax authorities. That is, the interest
limitation rule should not apply to an entity (1) whose ratio of outstanding
liabilities to capital is below a certain threshold level for the current fiscal year, or

(2) whose net annual interest expense is below a certain threshold level.

Specific Comments

Paragraph 20

With reference to the application of the fixed ratio rule under a general thin
capitalization rule, this paragraph points to the problem of “significant flexibility
in terms of rate of interest that an entity may pay on that debt.” The analysis is
not correct because this problem can be dealt with under transfer pricing

taxation.

The paragraph also points to the problem that a “group manipulates the outcome
of a test by increasing the level of equity in a particular entity.” In this regard, it
1s 1mproper to view appropriate corporate capital policies as constituting
“manipulation.” Any country that suspects that this form of manipulation is
occurring should address the problem by formulating specific or targeted
anti-avoidance rules. Moreover, when implementing such measures, steps should
be taken to ensure predictability for taxpayers, including the presentation of
numerous concrete guidelines and the introduction of an effective advance tax

ruling system on interest deduction.

Paragraph 22
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Arm’s length tests have certain disadvantages such as being resource intensive
and time consuming. However, avoidance of these disadvantages cannot justify
the adoption of rules that ignore the arm’s length principle. The disadvantages
that have been pointed out should be resolved in the following manner. Safe
harbor rules based on fixed ratio rules that tax authorities can support should be
formulated and numerous concrete guidelines should be presented. To avoid futile
arguments between taxpayers and tax authorities, an effective advance tax ruling

system on appropriate interest deduction levels should be introduced.

Paragraph 40

Scenario 4 extends the application of interest limitation rules to cases where no
capital relationship exists between the interest payer (taxpayer) and the payee.
This would increase the risk of double taxation that is inconsistent with the arm’s
length principle, and seriously undermine predictability. Therefore, no room

should be left for involving Scenario 4.

Paragraph 63

As stated in paragraph 63, volatility in earnings and asset balances in specific
entities may impact the taxable incomes of all other group entities under the
group-wide rule. In addition to increasing compliance burdens, we are concerned
that this may undermine the predictability of amount of payable tax (cash flow of
individual members of the group as well as the entire group), which could have a
major impact on group management. These are problems that cannot be resolved
by merely allowing an entity to carry forward disallowed interest expense (or

unused capacity to deduct interest) into future periods.

Paragraph 65

In applying a group-wide rule, adjusting the difference between the accounting
treatment of interest payments for the entire group and the treatment of interest
expense allowable under the tax laws of each country will entail an enormous
administrative burden. Premising the introduction of the group-wide rule with
this type of adjustment would be undesirable for both taxpayers and tax

authorities.

Paragraph 138
From the point of view of efficient use of funds, reduction of the cost of borrowing

and balance sheet hedging, multinational enterprises may organize financial

subsidiaries in countries where they perform significant business operations or
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where financial markets are fully established. Such financial subsidiaries and the
use of intragroup loans involving multiple localities yield very significant
advantages and can be essential for the entire group. Substantial intragroup
loans with such economic rationalities are not performed to intentionally erode
the taxable base and shift profits. Accordingly, the introduction of interest
limitation rules that would force changes to be made in the structure of these
transactions not aimed at tax avoidance would obstruct economic activities and
should therefore be avoided.

Questions 1 and 2

If interest expenses subject to interest limitation rules were to be determined
based on accounting rules, accounting treatment would differ widely depending on
differences in accounting standards in use or differences in accounting policies
implemented under the same accounting standards. We are concerned that this
could seriously undermine predictability for taxpayers. Therefore, in order to
improve predictability for taxpayers, it is desirable to clarify the definition of

interest (limitative listing, etc.)

Questions 4

Related parties are defined to include shareholders who hold directly or indirectly
“a 25 per cent or more investment in the other party”. However, where there is a
controlling shareholder other than a 25 per cent shareholder, it is unrealistic to
think that the 25 per cent shareholder can affect any decision on the interest rate
between entities. Accordingly, the definition of related party described in the
Discussion Draft is too broad, and the threshold should be raised to at least “above

50 per cent.”

We presume the primary purpose of this Action is to prevent the transfer of
income to low tax-rate jurisdictions that are not participating in the Action Plan of
BEPS. If interest paid on funds borrowed from an enterprise resident in such a
country is not taxed in the country of residence, and if this interest income is not
taxed under the CFC rules of other countries, then we believe that the idea of
treating such a resident entity as “related parties” would be highly effective in
preventing BEPS.

Questions 29 and 30

As stated under our General Comments, we do not support that group-wide rules

would be recommended as best practice approach from the perspective of taxpayer
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predictability, legal stability of the system and administrative costs. For the same
reasons, we cannot support the application of any combined approach.

Questions 32

Unlimited carry forward should be allowed if disallowed interest and unused
capacity to deduct interest are calculated using a method that is not based on the
arm’s length principle.

Questions 35

The member companies of JFTC (so-called "Sogo Shosha” in Japan) provide such
functions as logistics, finance, insurance, integrated risk management in
cross-border transactions and investments in a broad range of international
business projects covering such industries as mineral resources, infrastructure
business, foods and food products, chemicals, information and communication
field, and finance. Various forms of recapitalization and fund procurement
through borrowing are absolutely essential in the execution of such business
projects. The functions performed, risks borne, assets held and the operating cash
flow generated by these assets differ significantly among the subsidiaries
participating in these projects. Similarly, there are significant regional differences
in accessibility to financial and capital markets, and also to financial regulations.
Therefore, borrowing is appropriately implemented (determination of interest
rate and amount of borrowing) while taking into account the financial
environment of each entity, the purpose of the business project and the accurate
application of the arm’s length principle. Ignoring such specific circumstances and
establishing limits on interest deduction using a mechanical formulary
apportionment based on a group-wide test that is not consistent with the arm’s
length principle will result in a system that is extreme in its excessiveness. The
application of such an approach would result in disallowed interest regardless of

any intent of BEPS and would cause extreme difficulty in business continuity.

Enterprises which are engaged in infrastructure sectors, including the member
companies of JFTC, are involved in massive infrastructure projects in countries
throughout the world. Project finance structures based on non-recourse or limited
recourse loans, which are secured by the project assets and paid entirely from
project cash flow, are absolutely essential for engagement in such considerable
financial projects. In structuring such project finance, the D/E ratio or the
debt-service-coverage-ratio (DSCR: ratio of principal and interest payments on a

loan to operating cash flow prior to settlement of principal and interest to the
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project finance lender) comes under the strict control of the project finance lender
based on the loan contract. That is, it is practically impossible for the borrower to
control these ratios. The project finance lender assesses a proposed project based
on the estimated risks and returns endogenous to the collateral assets and the
capacity of the borrower to carry out the project, and thereby determines the
amount of financing that it will provide. In certain limited instances, the project
finance lender may also require a loan guarantee or additional capital injection
from the parent company. Consequently, the computed D/E ratio or DSCR 1is
purely the result of an arm’s length transaction. Therefore, interest expenses
generated from projects based on structured project finance should generally not

be subject to interest limitation rules.

Paragraph 215 is focused solely on public projects. However, it should be noted
that with ongoing economic development in many countries, regulations are
gradually being eased and privatization is becoming more common in such
industries as electric power generation, oil and gas, railways, port facilities,
telecommunication and real estate development. While it may be the private
sector that is in the center of these infrastructure projects, the same kind of
project finance structuring as in public projects is absolutely essential in many
instances. Consequently, there is no difference in that borrowers are placed under
the strict control and supervision of their lenders. Therefore, where exceptions are
being considered for infrastructure projects of a highly public nature, the project

should not be distinguished as being either public or private.

Furthermore, the final decision by an enterprise of whether or not to structure
project finance will depend on a comparative analysis between the various costs of
structuring project finance and the costs of alternative funding methods. As a
result, the enterprise might choose effective utilization of intragroup finance in
some cases. In such case, interest deductions should not be limited if the loan

conditions pass the arm’s length tests.

We agree with the statement in paragraph 216 that special consideration should
be given to financial sector businesses. Moreover, we believe that such special
consideration should be given to any entity engaged in a financial sector business
regardless of whether or not the entity belongs to a bank or insurance company
that 1s engaged as a group in banking and insurance businesses. While
commercial transactions such as buy-sell constitute the core business of the

member companies of JETC, we frequently provide our supplier and/or customer
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with banking and insurance functions related to commercial transaction and, as a
result, are placed in a position of competition with banks and insurance
companies in certain instances. In order to promote fair international competition
among enterprises, treatment should not differ according to the industry category
of the group to which the entity belongs.
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Kowa Company, Ltd.
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Mitsubishi Corporation

Mitsui & Co., Ltd.
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