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Document No.34
May 1, 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 Discussion draft on
Action 3 (Strengthening CFC Rules) 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 Strengthening CFC
Rules”.

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

Incorporation of low-taxed non-resident affiliates (CFCs: Controlled foreign
companies) to which the parent companies shift their income may lead to erosion
of taxable base of the related jurisdictions and may also impair fair competitions
among MNEs. Therefore, as general remarks, we support OECD’s initiatives to
"develop recommendations regarding the design of controlled foreign company

rules".
However, the OECD's final report on this issue should clearly state that, when
countries introduce or modify the CFC rules based on the OECD recommendation,

due attention should be paid to the following considerations:

> Minimization of the "gaps" of the CFC rules (especially, definition of CFC,
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thresholds requirements and definition of control) among countries, for

promoting fair global competitions

» Making proper and prudent design of the CFC rules so that there should not
be "over-inclusion/ taxation" which deviates from the original objectives of
"targeting BEPS"

» Implementation and enhancement of effective mechanism to prevent and

eliminate double taxation

Especially, we are heavily concerned that, as duly pointed out under the
paragraph 159, tightening of CFC rules in countries based on the OECD
recommendations would risk increasing double taxation, including multiple
application of the different CFC rules on the same CFC income. In this regard, as
recommended under Chapter 8, proper and effective relief for such double
taxation (e.g. establishment of common and clear rule-hierarchy among the
different CFC rules and between the CFC rules and the Transfer Pricing rules, in
addition to the foreign tax credit) should be implemented under the CFC rules in
each jurisdiction, as well as substantially effective dispute resolution mechanisms

to solve double taxation resulting from dysfunctional relief system.

Therefore, prior to issuance of the final report of BEPS Action 3, participating
countries should make a commitment to implement such effective double taxation
relief measures and dispute resolution mechanisms in the domestic laws. We
believe that it is highly important that OECD “ensures commitments from
countries” rather than “just provides recommendations” to mitigate double

taxation concerns.

Specific Comments

Chapter 3: Threshold requirement

OECD Questions for Consultation:

4. What practical problems, if any, arise when applying a low-tax threshold

based on an effective tax rate calculation?

5. How could these problems be addressed or mitigated?

® In determining the Effective Tax Rate (ETR), paragraph 60 states that "the
definition of the numerator (i.e. tax paid) could be more straightforward if it

instead focuses just on the final tax burden (including, for example, subsequent
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rebates of taxes paid and non-enforcement of taxes)." However, there would be
a number of practical issues that would need to be considered before such an
approach could be applied. Especially, clear guidance would be required to deal
with timing differences. We believe variation effect on tax paid due to such
timing differences should be eliminated in calculation of the CFC's ETR.

® Regarding threshold requirements (including safe-harbor rules like
de-minimas thresholds), we suggest not only monetary threshold but also time
threshold should be considered as explained below.

® Due to difference in threshold requirements of CFC rules among countries
and/or effective tax rates calculated under tax laws in the relevant parent
jurisdictions, a newly acquired company, which has not been treated as a CFC
under the CFC rule in the previous parent jurisdiction may be treated as a CFC
under the CFC rule in the new parent jurisdiction regardless of the BEPS
intention immediately after M&A transaction. Generally, after M&A
transaction, corporate reorganization and business restructuring would be
often considered due to some reasonable business reasons, as a result of which
the acquired company might be not subject to CFC taxation. However, since it
would usually take certain period to complete such reorganization and/or
restructuring, some exempt period for application of CFC taxation should be
provided (for instance, in UK, even if a foreign company became a subsidiary
that 1s subject to CFC taxation, certain exempt period is provided, that is called
“exempt period exemption”, where the period is basically “12 month after being
treated as a CFC” but could be extended at HMRC’s obligations).

OECD Questions for Consultation:

6. Does the discussion above correctly address the situation of permanent
establishments that are subject to a different tax rate than CFCs?

® Regarding question 6, even if a company is located in the country where the effective
tax rate is below low-tax threshold, if the company bears an appropriate tax in other
countries where its business operation is carried out (including permanent
establishment taxation and withholding taxes), that tax should be treated as
the tax borne by the company. In this case, the company should not be
categorized as a CFC, if the tax rate calculated based on all the taxes paid in
any countries exceeds low-tax threshold. In some countries, simply because of
the reason that the statute tax rate is zero in the country where the company’s
head office is located, the company is categorized as a CFC and the income is
attributed to the parent company as the CFC income. Irrespective of the tax
rate under the law of the country where the company’s head office is located, all
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the taxes paid in any countries should be taken into consideration.

Chapter 4: Definition of Control

OECD Questions for Consultation:
7. What practical problems, if any, arise when applying a control test?

8. Are there particular practical problems that arise when applying a control
test that considers interests held by unrelated or non-resident parties? If so,

what are they, and how can they be dealt with?

® Paragraph 65 recommends that “CFC rules should at least apply both a legal
and an economic control test so that satisfaction of either test results in
control.” We agree that objective legal and economic tests can be effective in
determining control, but we would encourage to strengthen its
recommendation to establish the use of such tests as a best practice, removing
the words “at least.” We believe that combining legal and economic control
tests should, in the vast majority of cases, identify CFCs in an appropriate
way.

® As stated in paragraph 71, “acting-in-concert” approach is heavily based on a
fact-based analysis and not very common because it creates significant
administrative and compliance burdens. Although it is stated that “one of the
advantage is that it may more accurately identify when shareholders are in
fact acting together”, we are quite unsure whether the accurate fact-based
analysis is always performed by tax authorities and therefore a more
mechanical test should be recommended.

® Further, considering non-related residents generally cannot “control” a CFC
jointly with each other, we think that it is reasonable to use the approach by
looking at the relationship of the parties as proposed in paragraph 73.

® We can understand the concept of the concentrated ownership requirement
proposed in paragraph 75 to some extent. However, the Discussion Draft
misses that, in case where a listed company intermediates in the ownership
structure, practical difficulties arise in determining the level of control based
on the direct/indirect economic ownership and voting rights, which is
illustrated bellow.
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Country A

Country C

® Under the CFC rule of Country A, threshold of the control level is “more than
50%” and concentrated ownership requirement is also provided. A Co and B
Co own just 50% interest in C Co, respectively. Both A Co and B Co are listed
companies. The shareholders of B Co are not disclosed except for big
shareholders owning more than certain percentage of the shares and none of
the disclosed shareholders is the resident of Country A. Although there might
be a few individual shareholders of B Co who are the residents of Country A, A
Co is unable to obtain such shareholder information from generally available
public sources.

® In such a case, since there is no room for A Co to do “acting-in-concert” with
such individual shareholders at all, considering the practical difficulties, we
believe it would be an appropriate approach not to consider the shareholders
of such a listed company included in the ownership structure to determine
whether the concentrated ownership requirement is met. Therefore, in the
1llustrated case above, A Co has the 50% share in C Co and no other residents
in Country A have any interest directly and indirectly in C Co, C Co shall not
be treated as a CFC under the CFC rule of Country A. Including this type of
example, a clear guidance would be required to deal with such a case where

listed companies intermediate in the ownership structure.

Chapter 5: Definition of CFC Income

OECD Questions for Consultation:

16. What practical problems arise with applying the categorical approach and
the excess profits approach?

17. How could the practical problems be addressed or mitigated?

® We believe that the proposed excess profits approach is overly broad and we
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are heavily concerned that it would risk overriding other existing important
Iinternational tax rules. Even if the excess profits approach is adopted, the
chargeable income should be limited to the income deriving from IP which is
legally registered. As long as transfer pricing rules work, the excess profits
approach is unnecessary and rather would increase the administrative burden
and compliance costs both for taxpayers and tax authorities. Further, unless
the scope of the chargeable income is limited clearly, tax authorities might not
perform appropriate transfer pricing analysis and insist expanding their

taxing right, about which we would have serious concerns.

Chapter 6: Rules for computing income

OECD Questions for Consultation:

24. Do the rules on computing the income of a CFC present any difficulties in

practice? If so, what are these and how could they be dealt with?

® If all CFC incomes shall be recalculated in accordance with the parent
jurisdictions' relevant tax rules from scratch under Option 1 proposed in
paragraph 132 of the Discussion Draft, significant compliance burden would
be placed on taxpayers. In this regard, the second half of Option 1 mentions
“jurisdictions could achieve a broadly similar outcome by starting with the
income calculated according to the rules of the CFC jurisdiction and then
adjusting the income in line with the rules of the parent jurisdiction”, which
would reduce compliance burdens from taxpayers. We are of the view that this
approach should be explicitly mentioned in the recommendation (paragraph
131 of the Discussion Draft) as an appropriate method to calculate the CFC

incomes.

OECD Questions for Consultation:

25. Does this chapter accurately reflect the issues that could arise with losses or
are there any other situations that need to be considered?

® Under CFC rules, income of a CFC is aggregated to the parent’s income and is
subject to taxation in the parent’s jurisdiction. In this regard, the CFC loss
should also be offset against the parent’s income as well as those of the CFC
itself or the other CFCs in the same jurisdiction, considering the balance with
aggregation of the CFC income into the parent. CFC rules are to tax highly
mobile and/or passive incomes as if these incomes were earned by the parent

company. Therefore, if that mobile/passive business arises losses, it is
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reasonable to attribute these losses to the parent company, since these losses
would occur even if the business were carried out by the parent company itself.
At least, the loss incurred during the liquidation of the CFC should be offset
against the parent’s income, as there are many cases where liquidation of a
CFC leads to arising losses in the hands of the CFC that cannot be offset

against any income.

Chapter7: Rules for attributing rules

® Paragraph 147 addresses how much income should be attributed in case of
CFCs whose ownership lasted for only a portion of the year, wherein it is
discussed “which date should be based for the determination of ownership”
and “to which entity the CFC income should be attributed”. In this regard,
considering the limitation on the accuracy of taxable income and the
increasing of the administrative burden and compliance costs by calculating to
allocate the CFC income (e.g. the shares of the CFC owned by many parents
are sold many times in the same year), the convenience of the
last-day-of-the-year standard should be appreciated, as the BEPS concerns
are well addressed if CFC income is taxed in any jurisdictions adopting CFC

rule..

Chapter 8: Rules to prevent or eliminate double taxation
OECD Questions for Consultation:

28. Are there any other double taxation issues that arise in the context of CFC

rules that are not dealt with here?

29. What administrative or practical difficulties arise currently in respect of

double tax relief rules and how could these be mitigated or dealt with?

® We are heavily concerned that tightening of CFC rules in countries would risk
increasing double taxation. Double taxation, which imposes the multiple taxes
at different jurisdictions on one taxable income, is critical issue, which
obstructs cross border trades and investments. The best way to avoid such
double taxation under CFC rules is that CFC rules at each jurisdiction must
be well designed so that such double taxation is prevented under the CFC
rules. Although the remedy like foreign tax credit mechanism is very
important relief, but the foreign tax credit mechanism itself is not necessarily
the fundamental solution for double taxation.

® Under the current CFC rules, there are possibilities that the same CFC

income is subject to different CFC rules in more than one jurisdiction and as a
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result, double taxation (as the case may be, multiple taxation) may be
triggered. In this regard, the proper and effective relief for such double
taxation (e.g. establishment of rule hierarchy among the different CFC rules
and between the CFC rules and the transfer pricing rules, in addition to
foreign tax credit mechanism) should be implemented under the CFC rules in
each jurisdiction, and countries should commit to introduce the same or at
least similar relief provisions in its domestic tax laws.

® It is indispensable that common “rule hierarchy” regime is established by
OECD. However, the proposed rule hierarchy might give rise to significant
administrative and practical difficulties, including effective tax rate
calculation at each jurisdiction under its CFC rules and tax due calculation
corresponding to difference in the effective tax rate among the relevant
jurisdictions. In this regard, considering the balance between effectiveness of
CFC rules and administrative burden, we would like to suggest alternative
“rule hierarchy” regime to prevent the multiple CFC taxation, under which
the effective tax rates of a foreign subsidiary is calculated including tax
imposed under CFC taxation in other jurisdictions in respect of that CFC and
then the low-tax threshold test is made under the CFC rule of the parent

jurisdiction, which is illustrated as follows.

@ Low tax threshold
Country A: 15%
Country A Country B: 15%
Effective Tax Rate
A Co: 30%
Country BM B Co: 20%
............................................ C Co: 10%

Country C M(— Income

® In above case, if C Sub’s income is already subject to Country B’s CFC rules
and attributed to B Sub’s income on which 20% tax rate is imposed, then A
Parent will calculate the effective tax rate of C Sub as 20% for Country A’s
CFC rules purposes. Therefore, as long as C Sub’s income is subject to CFC
taxation under the CFC rules of Country B and low tax threshold under CFC
rules of Country A is less than 20%, A parent is not subject to CFC taxation for
Country A’s CFC rules purposes (because the ETR after reflecting CFC
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taxation in country B, i.e., 20%, is more than 15% set as low tax threshold in
Country A). This mechanism would be helpful to maintain a balance between
the effectiveness of CFC rules recommended by this Action Plan and
administrative burden by reducing double (or multiple) recalculation burden
at the relevant jurisdictions.

® Further, in order to ensure the effectiveness of such double taxation relief
measures, we would like to suggest that, prior to issuance of the final report,
OECD should obtain commitments from the participating countries to
implement fully effective double taxation relief measures and relevant dispute

resolution mechanisms under the domestic laws.
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