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The Tax Treaties, Transfer Pricing and Financial Transaction Division
Centre of Tax Policy and Administration
Organization for Economic Cooperation and Development

Accounting & Tax Committee
Japan Foreign Trade Council, Inc.

Comments on BEPS Discussion Draft on Financial Transactions

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 Public Discussion Draft on “BEPS Actions
8-10: Financial Transactions” released on July 3™, 2018.

JFTC is a trade-industry association with Japanese trading companies and trading
organizations as its core members. One of the main activities of the JFTC’s
Accounting & Tax Committee is to submit policy proposals and requests concerning
tax matters. Member companies of the JFTC Accounting & Tax Committee are
listed at the end of this document.

II. General Comments |

» As the transfer pricing rules on financial transaction remain relatively
underdeveloped, we basically support OECD efforts to clarify transfer the
pricing rules for intra-group financial transactions.

» However, the choice of funding methods in investment activity, such as loans
and equity investments, is not based solely on tax considerations but essentially
on the investment strategy of the MNE group, regardless of whether the investee
is a member of the group or not. Therefore, excessive application of transfer
pricing rules to the capital structure of group enterprises would unfairly narrow
the range of available business options. Additionally, such excessive application
will cause less predictability on taxation from the taxpayers’ point of view and
this may become an obstacle to business judgment. For these reasons, we
believe the deliberate consideration should be conducted.



» In order to prevent double taxation caused by early adoption of the new transfer
pricing rules on financial transactions in particular countries, we hope the
OECD will continue to guide and monitor that the national governments and
tax administrations should act in unison. Furthermore, we request the inclusion
of additional guidance regarding transactions where reasonable pricing has been
continuously maintained through such means as the use of external CUPs, so
that the validity of pricing is not rejected solely on the grounds that it does not
completely conform with the guidance provided in this Discussion Draft or
solely for the reason that other methods have been cited in the examples given.

» This Discussion Draft examines a number of key issues related to group
financing, such as mtra-group loans, guarantees and credit rating. It should be
noted that these factors are mutually interdependent and influence each other in
financial transactions. Therefore it will be insufficient to establish rules that only
cover a certain portion of these factors, provided that the new transfer pricing
rules are established for financial transactions in the course of this initiative. In
other words, we believe that there should be comprehensive and consistent
clarification of the treatments of above key issues.

» The Discussion Draft treats all MNEs equally, regardless of whether or not they
are primarily engaged in finance and insurance businesses. Given that all factors
cited in this Discussion Draft must be taken into consideration on determining
the pricing relating to financial transactions, MNE groups that are not primarily
engaged in finance and insurance businesses would be subjected to excessive
cost and undue burden in the transfer pricing and documentation processes.
Therefore, we request that MNE groups that are not primarily engaged in
finance and insurance businesses should be treated differently and separately
from MNE groups primarily engaged in finance and insurance businesses.

1. Specific Comments |

Box B.1.

» Concerning the determination of the characteristics of financial instruments,
various tax systems other than transfer pricing rules (in particular, thin
capitalization taxation and earnings stripping rules) already exist for
counteracting tax avoidance. The adoption of a transfer pricing taxation
approach on financial transactions may actually lead to double taxation and
other negative outcomes such as increased administrative burden on taxpayers
and rejection of interest deductibility due to determination of facts based on
ambiguous criteria. If a transfer pricing approach is to be adopted, in the interest
of avoiding BEPS and dual taxation, all countries should adopt the same
approach for determining the characteristics of financial instruments. For this



reason, we strongly request that the adoption of a transfer pricing approach into
financial transaction should be mandate, not optional.

Box B.2.

>

As mentioned in the General Comments, the choice of funding methods in
investment activity, such as loans and equity investments, are not based on
solely tax considerations, and such choices are significantly affected by
investment strategies of MNE groups. Therefore, in the context of the example
given, before examining delineation of transactions between associated
enterprises in transfer pricing, a determination should first be made on the extent
to which transfer pricing rules should be applied to the capital structure of group
enterprises.

When delineating transfer pricing in loans between associated enterprises in this
Discussion Draft, determination of whether a provision of funds constitutes a
loan or an equity investment should not be based on such factors as the
creditworthiness of the borrower for which there are no concrete indicators or
external indication. We are concerned that such a determination would lack
objectivity, generate unreasonable taxation, and would result in unfairly
narrowing the range of available options in the investment strategies of MNE

groups.

Box C.1. (In particular, Para 43)

>

In a specific case that the function of an enterprise that supplies intra-group
funding in an MNE group can be regarded solely as service provision on
ensuring intra-group liquidity and optimization of funding efficiency, we don’t
have uncomfortableness on the Discussion Draft that such support services are
regarded as the Intra-Group Service described in Chapter VII of the Transfer
Pricing Guidelines.

Para 54

>

Paragraph 54 states that an independent business will seek the most cost
effective solution in borrowing. However, in actual practice, an independent
business will consider such factors as the diminishing long-term cost of funding
and the maintenance of relationships (accessibility to the sources that will
continue to provide funds in the face of deteriorating financial environment).
Therefore, due attention should be paid to the fact that decisions are not made
simply on the basis of cost at time of borrowing.

Box C.2.



» As indicated in Section D (Guarantee) of this Discussion Draft, the questions
related to the application of transfer pricing rules to guarantees provided by
group enterprises remain unsettled. In order to clarify the relation between the
credit rating of the group and the credit rating of individual group members, we
believe it is necessary to first clarify the scope of the application of transfer
pricing rules to guarantees and to thereafter apply credit rating rules in a manner
that 1s consistent with the transfer pricing rules.

» The following comments are predicated on the above condition. It should be
noted that in many instances, equity in the individual members of an MNE
group is either wholly or principally held by intra-group associated enterprises,
and individual members generally are not independently rated by external
agencies. Therefore, to a certain degree, it is reasonable to treat the group’s rating
as the rating of individual members (or to apply a rating obtained by making
some adjustment to the group’s rating). We believe this would contribute to
stability in taxation.

» We are comfortable with the position that credit ratings are useful in identifying
comparable transactions (with the exception of start-up companies, special-
purpose vehicles and entities that have recently undergone M&A). However,
regarding adjustments made in credit ratings for pricing interest by tax
administrations, we believe that differences of opinion between tax
administrations and taxpayers should be reconciled, and we strongly request that
clear guidance be adopted on this point.

Box C3.—C4.

» This Discussion Draft presents the criteria for measuring the level of implicit
support (strategic importance, degree of operational integration, shared name,
etc.) benefiting individual members of an MNE group, and states that credit
ratings are affected by differences in such support level. However, it concerns
us that such criteria can easily become arbitrary and can readily lead to
differences in interpretation between taxpayers and tax administrations. On the
question of guarantee fees, the Discussion Draft includes the statement that fees
are not payable for credit support derived from group membership (Para 142).
For purposes of consistency, we believe the same treatment should be allowed
for implicit support, in other word, it should be allowed for taxpayers to adopt
an approach that the implicit support has no effect to the creditworthiness of
each group company within a MNE group

» Thelevel of implicit support cannot be readily measured given the lack of clarity
in the definition of implicit support. For this reason, we request the addition of



guidance and examples on implicit support.

Box C.5.

>

Market rates can serve as useful metrics only in an orderly market. Because
markets for credit default swaps are small, contracted prices may not reflect
intrinsic risks and returns when supply and demand are fluctuating significantly.
For this reason, it is inappropriate to use credit default swaps in pricing interest
rates on intra-group loans.

Box C.7.

>

Concerning intra-group financing, the Discussion Draft states that written
indications from independent banks lack effectiveness for determining transfer
pricing on financial transactions. Although it is the fact that such written
indications do not constitute an actual record of funding, we believe they do
have a certain degree of effectiveness as a statement of opinion presented by a
third-party financial institution.

As a means to improving intra-group funding efficiency, it is possible that loans
from unrelated parties may not be combined with intra-group financing in
meeting the funding needs of a borrower. Thus, although the concept of using
pricing between independent enterprises based on internal CUP is
understandable, in certain instances this may not function in actual practice.
Therefore, we believe that the use of the cost-of-funds approach should also be
allowed.

Box C. 8.

>

In this Discussion Draft, it appears that cash pooling and intra-group loans are
clearly differentiated. However, in actual practice, cash pooling exists as one of
the methods used in providing intra-group loans. Therefore, instead of
considering the allocation of cash pooling benefits, this should be treated as an
issue in the validity of interest pricing as in the case of intra-group loans.

Box C. 11.

>

This Discussion Draft contains very few statements on hedging. We therefore
request that examples and other forms of guidance be added in the future.

Box D.1.

>

In this section, this Discussion Draft intends to classify the effect of intra-group



guarantees to the borrower’s improved credit rating and ability to borrow and
the cost reduction of borrowing in order to verify the delineation of transfer
pricing in guarantees. In actual practice, however, it is extremely difficult to
objectively differentiate these hedging and to objectively determine whether or
not the effect of guarantees constitutes credit support or other forms of implicit
support derived merely from group membership. Weighing the cost-benefit for
both taxpayers and tax administrations, it is unlikely that this approach will
function efficiently. Therefore, we believe this matter should be examined with
due caution.

Para 149-152.

» We are comfortable with the statement that it is difficult to use the CUP method
in determining fees for intra-group guarantees. On the other hand, with regard
to the application of the yield approach, determining internal CUP would be
difficult in certain cases because some member companies do not borrow from
the third parties. Therefore, we believe taxpayers should be allowed flexibility
in choosing an approach that matches their situation.
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