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#7a > 1: Hard-to-value intangibles ( “HTVI” )
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#7323 : Thick capitalization
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Comments on the Discussion Draft on Actions 8, 9 and 10
(Revisions to Chapter I of the Transfer Pricing Guidelines (including risks,
recharacterisation, and special measures) 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 8,9,10: Discussion Draft on
Revisions to Chapter I of the Transfer Pricing Guidelines (Including Risk,

Recharacterisation, and Special Measures)” released on December 19, 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.

Part I (Revisions of Chapter I, Section D of the Transfer Pricing Guidelines)

General Comments

1. While various economic activities are taxable under tax laws, such activities
are primarily governed by private laws. Therefore, in order to ensure legal
stability under tax laws, in principle, taxes should be levied in accordance with

the legal relations under the private laws.

2. The existing Transfer Pricing Guidelines indicate that non-recognition and

recharacterisation of terms of contract under private laws for transfer pricing
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purposes should be limited to the exceptional cases. We are concerned that, if
the Guidelines were to be revised based on the present Discussion Draft, tax
authorities may disregard and recharacterise the actual transactional
conditions due to lack of economic attributes, without considering the facts and

circumstances of the transactions sufficiently.”

3. Most taxpayers consider the risk control and corresponding risk allocation from
a point of view of the business operations and reflect them into the terms and
conditions of associated enterprise contract, and further, explain its rationality
in their transfer pricing documentation.

Nonetheless, if tax authorities dare disregard such analyses and recharacterise
the transactional conditions, they should bear the burden of proof. However, it

would be difficult to prove in most cases.

4. Therefore, non-recognition and recharacterisation should not be used except in
abusive cases in which taxpayers set artificial transaction terms in the contract

with the intent to avoid taxation.

Specific Comments

D.2 Identifying risks in commercial or financial relations

<Paragraph 42>

» Commercial activities entail various types of risk. In order to avoid
unproductive disputes on the allocation of risks, the scope of risks for transfer
pricing purposes should be limited to risks assumed, for which an independent
person would be compensated. Some risks, such as force majeure risk, cannot be
managed, and no one would be compensated for such risks assumed. Therefore,
such uncontrollable risks should be excluded from the scope of the proposed
Guidelines.

<Paragraph 67>

» A trade-off relation exists between the acceptance of risk and future
opportunities for earning high returns. Therefore, it is difficult to uniformly
determine whether or not the payment and acceptance of compensation is
necessary between associated enterprises for the transfer of risk.
Based on the arm’s length principle, the Guidelines should stipulate that
compensation be paid for risks that generally entail the payment and

acceptance of compensation between third parties. This point should also be
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explicitly stated in Chapter 9 (Business Restructuring) of the Guidelines. We
believe no need for compensation arises for the transfer of risk, at least in cases
where risk allocation is not appropriate and risk is transferred to an associated
enterprise that is capable of appropriately managing the risk (for example,
when a subsidiary of a MNE group transfers high-risk transactions to an
associated enterprise because it lacks the ability to control growing credit risk

resulting from increased volume of transactions).

<Paragraph 75>

» Explanations with specific examples should be presented, including on the
extent of comparison required on risks of the controlled and uncontrolled
enterprises as stated in the Discussion Draft within the scope of publicly
available information, and what the appropriate form of adjustment is in case

differences exist in the level of risk assumption.

D.4 Non-recognition

<Paragraph 83,84>

» A tax authority’s non-recognition of the terms of a contract entered into by a
taxpayer without full presentation of the reason is inappropriate because this

may lead to denial of the self-assessment tax filing system itself.

Non-recognition and recharacterisation of contractual terms should be

restricted to abusive cases.

» With regard to non-recognition and recharacterisation of contractual terms,
measures should be taken to ensure elimination of double taxation. For this
purpose, the two tax authorities related to the case should be required to engage
in prior consultation on non-recognition and recharacterisation of contractual
terms and to notify the taxpayer of the agreed results in writing. This
notification must include the rationale for the decision requiring
non-recognition and recharacterisation, and an explanation of the method of
recharacterisation. A rule should be established to the effect that
non-recognition and recharacterisation cannot be made if the two tax

authorities are unable to reach any agreement.

» Even if the above suggestion for prior consultation between tax authorities is
not adopted, taxpayers should be afforded an opportunity for rebuttal prior to

the non-recognition. Moreover, it should be clearly indicated that mutual
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agreement procedure through the competent tax authorities will be ensured to
tax payers.

Tax authorities have a responsibility to present taxpayers with an earnest
explanation based on objective evidence of the reasons for non-recognition and
recharacterisation of a transaction. Therefore, it should be explicitly stated that
the burden of proof rests with the tax authority.

» The examples given in paragraphs from 90 to 94 are extreme. We are afraid
that they would increase the incidence of non-recognition by tax authorities on
grounds of the lack of “fundamental economic attributes” even in cases of
normal transactions between associated enterprises with no intent of tax
avoidance, and would thereby unreasonably obstruct the economic activities of
enterprises. To ensure predictability for taxpayers, there is a need to create a
mechanism for prior agreement between tax authorities or between a tax

authority and a taxpayer on the existence of “fundamental economic attributes.”

<Paragraph 93>

» Non-recognition should be avoided as much as possible. However, for cases
requiring non-recognition, we request that the method and process for
recharacterisation following non-recognition be explicitly set forth in the

Guidelines.

» If the terms of contract established under private laws are to be subject to
non-recognition, consistency with tax systems other than transfer pricing must
be secured. For example, consider the non-recognition of a license agreement
under transfer pricing that is then recharacterised as a different form of
contract. In this case, it would be necessary to simultaneously return the
withholding tax paid on the royalties. It would also be necessary to

simultaneously revaluate customs duties that have been levied.
Part II (Special Measures)
Option 1: Hard-to-value intangibles (HTVI)
» Available information on profitability etc. differs between the time when the

value of an intangible asset is computed and when profit derived from an

intangible asset 1s actually realized. Empowering tax authorities,
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notwithstanding this difference, to adjust the price simply on the grounds that
the result of the transaction differs from the initial estimate would seriously
undermine predictability for taxpayers. Explicit provisions should be included
mandating tax authorities to present taxpayers with a full explanation of why
price adjustment is appropriate. Moreover, it should be explicitly stated that the

burden of proof rests with tax authorities in such cases.

» We request measures such as that the tax authorities respect the valuation
made by taxpayers, and price adjustment be unnecessary for an enterprise that
has appropriately undertaken prior computation of the value of an intangible
asset, prepared necessary and sufficient documentation, and provided the tax
authorities with sufficient information. Moreover, realized profits may not
necessarily be generated solely from the transferred intangible asset in question.
Therefore, in determining whether or not price adjustment is necessary, due
attention should be paid to the fact that careful analysis of the source of profit is

necessary.

» With regard to documentation requirements for transfer of intangible assets at
a fixed price, it should be explicitly stated that taxpayers should not be forced to

undertake excessive burdens.

» Uniform application to all intangible asset transactions for which contingent
payment mechanisms have not be established would place a restriction on
rational taxpayer activities. For example, consider a case in which the
transferred intangible asset yields a profit that falls below the initial plan.
Under a contingent payment mechanism, the transferor would have to return
part of the compensation received for the transfer to the transferee. This would
result in double taxation if the returned amount cannot be treated as a loss
under the tax system of the country where the transferor resides or treated as
an income under the tax system of the country where the transferee resides.
Under these conditions, it would not be rational to establish a contingent
payment mechanism, and it would be more reasonable to establish a fixed sales

price based on certain assumptions.

» If Option 1 were to be adopted and implemented, a mutual consultation process
should be established so that price adjustments undertaken by a tax authority

1s recognized by the tax authority of the counterparty country.
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Option 2: Independent investor

» In the example provided under Option 2, the income attributable to a company
with no investment risk management functions reverts to the parent company.
However, it is unclear what specific type of transaction is being considered and
what specific tax treatment is intended from the perspective of transfer pricing.

» An MNE group may choose to set up an investment entity for its business
investments from various perspectives such as centralized investment
management, insulation from legal risks pertaining to the investment, and
re-investment strategies. If the intent of this option is to revert the dividends
and business income attributable to the investment entity to the parent
company, this would constitute taxation that overrides the legal relations
implicit in the investment through shares and payment of dividends based on
shareholder resolution. This clearly deviates from transfer pricing theory and

such taxation is unacceptable.
Option 3: Thick capitalization

» In relation to rules limiting interest deductions, paragraph 226 of Action 4
states, “both Action 4 and Action 9 seek to ensure that taxable profits are
matched with economic activity giving rise to value creation.” Because the
system would be extremely complex depending on the approach taken in
adopting each Action, the first step should be to ensure proper consistency with
Action 4.

» We have concerns over the consistency with the thin capitalization rule and
the risk of double taxation (For example, consider a case where the maximum
ratio for thick capitalization is set at a level that is lower than the maximum

ratio for thin capitalization.)
» The cost of compliance with regard to adopting a new rule should be considered.
» Raising the capital ratio is necessary for maintaining a sound financial
foundation. Hence, the thick capitalization rule is inappropriate as it provides

an incentive for undermining financial soundness.

Option 4: Minimal functional entity
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» Among the thresholds for the application of minimal functional entity,
judgment on “functional capacity to create value” plays an important role in the
determination of qualitative attributes. However, value creation can take
various forms in the business activities of a MNE. Therefore, there is no option
other than to make judgments on a case-by-case basis.

» The quantitative attributes appear overly formal, such that the contributions of
an entity engaged in substantive activities could be underestimated. This is
particularly true for the number of employees because the appropriate number
of employees varies among industries, and the judgment should not be based on

uniform criteria.

» For both qualitative and quantitative attributes, the final judgment would be
left to tax authorities. Because double taxation may result from a difference of
opinion between tax authorities, the tax authorities should engage in prior

consultation.

» Option 4 specifies that an entity falling beneath the thresholds would be
required to reallocate its profits based on a pre-determined factor. However, it is
unclear how and by whom this factor is to be determined. Detailed guidelines
must be provided on this matter because it is important to maintain consensus

among countries on the calculation of this factor.

Option 5: Ensuring appropriate taxation of excess returns

» When a CFC is engaged in positive substantive business activities in the
country of its residence, its income should be included in Local Income

regardless of wherever it accrues.

» We support that the trigger tax rate is defined as the average effective tax rate
over the preceding three years, on the grounds that determinations based on a
single year may lead to the application of the CFC rule by one-off tax-exempt

income.

» When CFC taxation is to be applied, measures must be taken to prevent double
taxation of the same income in two jurisdictions. For example, assume that a

parent company residing in Country A, which is not a low tax-rate country,
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invests in Company C, which resides in a low tax-rate country, through a
subsidiary in Country B, which is not a low tax-rate country. Under the primary
rule of Option 5, the income earned by Company C may be subjected to CFC
taxation in both Country A and Country B. A solution should be proposed to
limit the right of taxation to either Country A or Country B; or to otherwise
eliminate double taxation.
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