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February 21, 2017

The Platform for Collaboration on Tax

Accounting & Tax Committee

Japan Foreign Trade Council, Inc.

Comments on Draft Toolkit for transfer pricing analysis

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 Platform for
Collaboration on Tax regarding the “A Toolkit for Addressing Difficulties in Accessing Comparables

Data for Transfer Pricing Analyses” released on January 24", 2017.

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

We find the draft toolkit (“Toolkit”) to be a concise and practical summation of the existing
OECD Transfer Pricing Guidelines, and duly acknowledge its effort to propose alternative
approaches (notably geographical/country risk adjustments) that may prove to be viable means

to alternate the established methods in the absence of reliable information.

On the other hand, although the Toolkit demands "careful consideration" to be given as to
whether such approaches should be used, as these approaches lack reliable empirical evidences,
we (as taxpayers) fear that there could be quite a significant gap between the tax
administrations and taxpayers and even between different tax administrations, upon interpreting
what is meant by "careful consideration." It would be greatly beneficial to all parties involved,
if the Toolkit specified that these novel approaches “should not be applied in principle” until
there has been a joint effort by an international body (e.g. OECD, UN) to deliver practical
guidelines backed by reliable empirical evidences and broad consensus among the participating
countries, so that uniform assessment practices and prevention of double taxations can be

ensured.

We would also like to note that there are cases that transfer pricing assessments are easily made
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in emerging countries where the number of comparable companies is limited and the risk and
function analysis of taxpayers and related parties and the analysis of the appropriate transfer
pricing method are not sufficiently carried out. The toolkit should emphasize that transfer

pricing assessment should not be easily made without adequate and appropriate analysis.

Additionally, while the case studies provide some informative step-by-step depictions of
transfer pricing audit, where the taxpayers have failed to arrive at the most appropriate transfer
pricing analysis of their circumstances, it would also be highly resourceful to introduce some
examples where the tax administration had made inappropriate judgments (e.g. reckless

selection of TPM (especially CUP, PS) or comparability) as well.

Specific Comments

Part II. 4. Making optical use of available data (Page 31-Page 34)

In this section, approach to obtain information from customs in addition to tax returns filed by
taxpayers is introduced, however, we are highly concerned about securing taxpayers’
confidentiality and the possibility of using secret comparables under the situation where taxpayers
have limited access to information owned and used by tax authorities. Therefore, in order to
enable transfer pricing enforcement to be effective and transparent, we request that tax authorities
should avoid using secret comparables and basically proceed with their assessment in accordance

with transfer pricing analysis made by taxpayers.

Part II. 6.2 Statistical approaches (page 47)

In “Box 18.Sugar Producer,” the Toolkit introduces a simple illustration where the actual PLI of
the tested party was below the interquartile range and subsequently adjusted to the median point
of the range, which we agree is a method commonly used by majority of tax administrations

around the globe.

We believe the Toolkit could benefit more by taking note of the instances where some tax
administrations (namely China (*)) deviates from the above-mentioned norm and applies
reckless adjustments to the median point even when the PLI falls within the interquartile range
(lower half). It would be useful for the report to emphasize the rationale behind using the
interquartile range, which is to improve the reliability of the analysis by eliminating the lowest
and the highest 25% of the comparables set, as opposed to blindly assuming that only the

median point or above should be considered ALP.

(*) Article 41 of the Special Tax Adjustment Measures (2009)
“When the tax authorities analyze and evaluate the enterprise’s profitability by using the

quartile method, if the enterprise’s profit level is below the median of the range of profitability
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established by comparable enterprises, in principle the tested enterprise’s profit should be
adjusted up to a level not lower than the median of the range established by the comparable

enterprises.

Part III. 2. Approaches to increase the availability of primary comparables data (Page

52-PageS3)

In this section, approaches to increase the availability of primary comparables data are introduced.

However, we are concerned that it could result in requiring taxpayers’ compliance more than now.
We request the toolkit should mention that it is necessary to consider taxpayers’ burden of

compliance costs when considering the enforcement of transfer pricing.

Part I11. 4.1 Safe Harbors for TP (Page 54 — Page 60)

Safe Harbors may improve predictability and reduce compliance costs for taxpayers as well as tax

collection costs for tax authorities if properly designed and exercised.

While an "opt-out" regime may contribute to reducing administrative costs for tax administrations,
the burden of proof borne by taxpayers should be carefully taken into account when designing a

safe harbor.

For instance, where a safe harbor requires a relatively high profit level, the taxpayer may be
inclined to opt out of it. It is observed, however, that in certain countries, the tax administrations
impose excessive burden of proof on the taxpayers and sometimes even on the overseas
associated enterprises of those taxpayers. It would be beneficial for the Toolkit to note that such
kind of practices would not only deviate from the original purpose of achieving simplification,
but also may lead to double taxation for certain taxpayers without sufficient administrative

capacity to cope with the burden of proof.

In addition, it should be emphasized that the price or profit level of safe harbor rule needs to be
set at a reasonable level which will be treated as appropriate for transfer pricing purpose even in
the counterparty countries. If it is not the case, it should be noted that taxpayers are exposed to
double taxation risk, and tax authorities will also increase the enforcement cost thereafter, so that

the main purposes of the safe harbor rule cannot be achieved.

Part I11. 5. Transactional Profit Split (PS) Method (Page60 — Page 61)

An approach where Profit Split ratio is not calculated using external data is introduced, but

without finalizing the revised OECD Transfer pricing Guidelines which are still under discussion
at OECD, the descriptions may lead to tax authorities’ misuse of PS method. Therefore, in order
to avoid unnecessary misunderstanding, we request to delete the descriptions or add more detailed

notice for the application of PS method if it is difficult.
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Part II1. 8. Anti-avoidance and other tax base protection measures (Page 63 — Page 64)

While it can be useful to introduce anti-avoidance measures other than transfer pricing in the
Toolkit, in the absence of detailed guidance on how to apply such measures, tax administrations
may misinterpret them as a quick alternative that can be exploited whenever they find difficulties
in applying transfer pricing. We suggest for this part to be removed from the Toolkit all together
or at least, appropriate remarks/examples regarding the challenges in applying each measure be
added.

Case 1 (Page 71)

Case Study 1 provides some useful insights on re-visiting both contractual and circumstantial

evidences of a controlled transaction, and arrives at the conclusion that B Co should be
re-characterized as a service provider (commissionaire) in order to better reflect the economic
substance presented by the case. The Toolkit suggests that the TNMM with (full) costs is the
appropriate PLI in this case while the Toolkit suggests in Part II, 2.4.1, when remunerating tested
party that is a service provider, one should bear in mind that its PLI should reflect "the strong
correlation between the profitability...and its costs." As such, B Co, which in essence is deemed a
limited risk intermediary with no recognizable marketing intangibles, should be compensated
using Berry Ratio (Footnote 32). It would be beneficial if the Toolkit could include this point to
the conclusion (and as a precaution, also mention that selecting Full Cost Plus is a commonly
made mistake, where there is no correlation between COGS and the service provider's

profitability as can be observed in this case).
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