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ACCJ Viewpoint

RECOMMENDATION

The American Chamber of Commerce in

Japan (ACCJ) applauds the recent discussions
between Japan and the United States to refine
their bilateral tax treaty. Various elements of
the treaty are designed to encourage deeper
economic exchange between the countries,
promoting growth and efficiency along with
economic integration.

While lauding these discussions, we understand
that the Ministry of Finance, perhaps in
anticipation of revenue impacts from increased
borrowing from off-shore affiliates, has proposed
in the FY 2012 tax package a restriction on the
deductibility of interest paid to off-shore affiliates,
basically limiting such deductions to fifty percent
of adjusted income. The ACCJ understands and
is supportive of Japan’s need to shore up its long-
term fiscal health. Yet, as this rule could severely
prejudice and discriminate against foreign

firms operating in Japan, particularly in the
financial services sector, we respectfully urge the
Government of Japan to postpone consideration
of this change until a more comprehensive impact
analysis has been done. The ACCJ understands

it is not always practical to conduct broad-

based hearings on proposed changes to the

tax structure. But given the significant risk this
proposal will disadvantage foreign corporations
operating in Japan, we advocate for a robust
consultation process with all stakeholders.

ISSUES

Rules limiting deductibility of interest payments
on loans extended from off-shore affiliates are,
as a general matter, reasonable measures to
limit unfair tax avoidance. However, existing thin
capitalization rules and mandatory arms-length
pricing requirements already provide necessary
protection against abusive income transfer
through excessive interest payments to off-shore
affiliates. The current structure of the proposed
rules would have a disproportionate impact on
foreign companies that typically fund through
off-shore parents, by further limiting deductibility
of interest even where thin capitalization and
arms-length pricing requirements were properly
observed. Indeed, for companies that may not
have adjusted income, or be in a loss position for
a given year, the rule would disallow deduction
for net interest expense, a harsh result that
would compound such company’s financial
predicament.
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While disproportionately harming foreign
companies, the effects would be most severe on
foreign financial firms, as funding is the primary
source material for their business. Stripped of
deductibility for even clearly legitimate interest
expenses, these firms would see their effective
cost of capital rise, and would be forced to
curtail lending and other financial services

in the Japanese market. This, in turn, would
significantly reduce the appeal of Japan as

a place to continue doing business, a result

that would be unfortunate not only for foreign
firms, but also for Japan. As shown in the ACCJ
Financial Services White Paper, Achieving New
Growth Through Financial Reform (2011), foreign
financial firms would play a key role in helping
Japan to expand its role as a global financial
center and generate greater economic growth
across the economy. At a time when Tokyo's
role as a financial center is being challenged

by competition from other Asian hubs, Japan
should be seeking to provide a level playing field
that encourages greater, not less, foreign direct
investment into the Japanese economy generally,
and the financial services market in particular.

As part of the comprehensive impact analysis
that we recommend, the Japanese Government
could consider the approaches to interest
deductibility limitation taken by other markets.
For example, France provides exemptions for
financial services firms from similar limitations
to avoid overly draconian impacts on that sector.
The United States also mitigates the draconian
impact of such rules by allowing deduction for all
interest revenue in the computation of excessive
interest expense, as well as by exempting from
non-allowance such interest payments as are
subject to withholding tax.

CONCLUSION

ACCJ is not in a position to advocate which
particular approach on interest deductibility

is necessarily the best one for Japan at this
point. However, we respectfully submit that
the complexities inherent in this analysis, and
the serious risk of unintended consequences for
foreign firms and the Japanese market, make
it prudent to delay the legislation of these new
rules, and instead allow a more ample time for
analysis and public comment.
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