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The 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 BEPS Actions 4

“Approaches to address BEPS involving interest in the banking and insurance sectors”

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 :Approaches to address BEPS involving interest in the

banking and insurance sectors” released on July 28™ 2016.

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.

We would appreciate the effort of the OECD to address the risks of base erosion and profit
shifting by aggressive tax planning involving excessive interest deduction which undermine a

fair competition.

Various considerations are made in this discussion draft as to whether regulated banks and
insurance companies should be excluded from the scope of the fixed ratio rules as well as the
group ratio rules and instead a different approach should be applied thereto. It is also
considered as to whether the targeted rules to address specific risks should be applied to the

regulated banks and insurance companies with more flexibility.

The paragraph 5 of the discussion draft states the backgrounds of the above considerations

including “entities engaged in banking or insurance business will typically have net interest
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income rather than net interest expense” and “it is essential that the nature, extent and impact
of regulatory capital requirements such as minimum amounts of equity and minimum capital
ratios are understood”. In this regard, it should be noted that regarding the former,
non-regulated group finance companies may also be in a similar position, and regarding the
latter, any entities borrowing money from unrelated parties are also subject to implicit capital
requirements irrespective of whether the regulatory requirements are applied and which
sectors they belong to, such as a limitation on credit lines based on the credit analysis

conducted by the lenders and regular examinations by credit rating agencies.

Therefore, it should be considered by the OECD that entities with sufficient capital in view of
the thin capitalization rules which focus on debt/equity ratios be excluded from the scope of
the fixed ratio rules, having regard to the similarity to the regulated banks and insurance
companies. We note that the paragraph 17 of the final report issued in October 2015 states that
the thin capitalization rules should not be included in a best practice approach since there are
disadvantages such that it allows significant flexibility in terms of the rate of interest expenses
on the debt, and the debt/equity ratios may be manipulated by increasing the level of equity
under these rules. However, thin capitalization rules should be respected as it has an effect to
restrict the debt/equity ratios to a certain level, which is a similar outcome achieved by the

regulatory capital requirement applied to the banks and insurance companies.

It should also be taken into consideration that a fair competition may be undermined if the
regulated banks and insurance companies are excluded from the scope of the fixed ratio rules
and group ratio rules. In other words, in that case, regulated banks and insurance companies
with net interest expenses will not be subject to a disallowance which logically should be
made, whereas non-regulated entities such as group finance companies with similar net
interest expenses may be subject to a disallowance irrespective of whether the fixed ratio rules
are applied on an entity-by-entity basis or to the local group’s net interest position, which will
result in a competitive disadvantage on the non-regulated entities compared to the regulated
banks and insurance companies. Thus, sufficient care should be taken in this respect in
considering a different approach to the regulated banks and insurance companies as this may

undermine the fair competition which is one of the targets of the BEPS project.

Furthermore, though the final report prescribes that the fixed ratio rules would also be
applicable to the interest expenses paid even to domestic companies and unrelated parties,
given that the purpose of these rules are to prevent the base erosion and profit shifting by
aggressive tax planning involving excessive interest deduction, we would like to reiterate that
the interest expenses subject to the restriction on deductions under the fixed ratio rules should

be limited to only those payable to foreign related parties.
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