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[Summary of Facts]

In this case, a Japanese city bank X (“Bank X”) having been subjected to a corporations tax reassessment after being denied foreign tax credits, objected to the reassessment and filed suit. The comments here deal only with the transaction related to Mexican withholding at source, although this case involves transactions related to both Mexican and Australian withholding at source.

A U.S. corporation A (“American Company A”; not a party to the suit) acquired a Mexican corporation C (not a party to the suit) through A’s subsidiary B (a Mexican corporation; not a party to the suit) in October 1990. American Company A loaned funds to its Subsidiary B in the amount of approximately USD 273 million for the purchase price (at an annual interest rate of 8.16%), and Subsidiary B issued a promissory note for the same amount to American Corporation A (hereinafter referred to as the “Note”). Mexican tax withholding at the source at the rate of 35% was to be imposed on the loan interest payments from Subsidiary B to American Company A. Under Mexican law, however, a lower rate of 15% was imposed with regard to loan interest paid to banks. Aware of these different tax rates, American Company A proposed a transaction to Bank X which incorporated the purchase of the Note. Bank X accepted. The details of the transaction were as follows:

(1)  On 6 June 1991, Bank X, American Company A and Subsidiary B entered into a purchase contract with respect to the Note as well as a memorandum under which Bank X purchased the Note from American Company A for its face value. In the memorandum, the parties agreed as follows: (a) Bank X would receive interest payments from Subsidiary B, and in turn, pay the same to American Company A. In return, American Company A would pay Bank X amounts calculated at the rates of 6.775% for the period 6 June through 1 July, and LIBOR + 0.65% thereafter; and (b) Bank X, which had a surplus from the foreign tax credits, would absorb 10% of the Mexican withholding at source, and Subsidiary B would absorb the remaining 5%.

(2)  On 11 July 1991, in accordance with the memorandum, American Company A made a payment to Bank X under (1)(a) above for the period 6 June through 1 July, in the amount of approximately USD 1,280,000.  

(3)  On 15 July 1991, Subsidiary B made a payment to Bank X, in the amount of approximately USD 272,670,000 as the principal on the Note, as well as USD 14,850,000, as loan interest for the period from the first day of the financing in October 1990 through 15 July 1991, after deducting the 15% Mexican withholding at source. The loan interest calculated at an annual rate of 8.16% was approximately USD 17,470,000.  

(4)  On 15 July 1991 Bank X made a payment to American Company A under the memorandum in the sum of: (a) the USD 14,850,000 that Bank X received described in (3) above; and (b) approximately USD 1,750,000, which was equivalent to 10% of the approximately USD 17,470,000 that Bank X received from Subsidiary B as loan interest, as Bank X’s share of Mexican withholding at the source. Deductions were made from the sum of (a) and (b) above for: (c) the cost of capital with regard to the amount described under (b) above for the period 15 July 1991 through 30 June 1992, in the amount of approximately USD 100,000; (d) the amount described under (1)(a) above for the period 1 through 15 July 1991, in the amount of approximately USD 700,000; and (e) transaction fees in the amount of approximately USD 200,000. The total payment amount from Bank X to American Company A was approximately USD 15,580,000.

When filing its final tax return for the tax period ending in March 1992, Bank X calculated its income and tax payable amounts after deducting approximately JPY 232,090,000 corresponding to the amount described above under (4)(b) as foreign taxation. In June 1995, Y denied these foreign tax credits and issued a ruling imposing the reassessment and a penalty for undeclared income. Bank X filed a formal objection to this administrative disposition with the National Tax Tribunal. However the objection was dismissed in March 1997 and Bank X filed suit seeking the revocation of the reassessment.

In the lower court, Y asserted that there were precedents upholding the rejection of conduct intended as tax evasion, even in the absence of express provisions. Specifically, Y’s main assertion was that denial was based on the applicable private law (when the legal formalities that the parties have selected and the substantive matters on which the parties have agreed differ, the transaction should be interpreted based on the parties’ actual consensus in light of the economic reality of the transaction. Having established the applicable law on the basis of the parties’ true intentions under private law, that law should be applied to the prerequisites for the imposition of taxation. The true intention of the parties in this case was for Bank X to offer its surplus from its foreign tax credits to A, and in substance, it was American Company A that received interest income from Subsidiary B and paid Mexican withholding at the source.  Bank X’s foreign tax credits should therefore be denied), and as an alternative position, denial was based on a restrictive interpretation of Article 69 of the Corporations Tax Act (as the foreign tax credit system is a unilateral and beneficial state measure that achieves the policy aim of eliminating taxation obstacles faced by Japanese corporations in international transactions by removing international double taxation, there is no reason to allow tax reductions or exemptions in cases where the actions involved are contrary to the purport of, or not what was originally contemplated by, the said provision. The meaning of “in a situation where [foreign taxation] is paid” under Article 69 of Corporations Tax Act should be understood as restricted to situations where domestic corporations necessarily pay foreign taxes in the course of ordinary economic activities having proper business purposes. The transactions in this case were carried out solely for the purpose of receiving foreign tax credits, and they could not have been said to be ordinary economic activities having proper business purposes. The tax reduction or exemption could not, therefore, be allowed).

Although the lower court accepted Y’s central assertion as a general theory, the Court ruled that the parties selected the format of the transaction to achieve the purpose of lowering American Company A’s Mexican withholding at source, and entered into the contract intending to effect the legal outcomes of that format. The Court accordingly ruled that the transaction was not a fake transaction. The Court also found it could not adopt Y’s alternative position on statutory interpretation as it was extremely problematic due to the clarity of standards required under the principle of ‘no taxation without law’. The standard for interpreting “in a situation where [foreign taxation] is paid” should be that the provision is not applicable in cases where business purposes other than accessing tax credits are either non-existent or extremely limited in nature. In this case, Bank X recognized its client’s aim of lowering the general cost of its investments in Mexico, and provided financing at a low rate as part of its business as a financial institution. The lower court ruled that the transaction could not be said to be artificial and lacking in business purposes, and accepted Bank X’s claims. Y appealed. As an aside, whilst there were arguments on preliminary matters before those on the merits, these have been omitted. 
[Summary of Decision]

Lower court decision revoked (appeal upheld)

I. Regarding denial of the foreign tax credit pursuant to the applicable private law

“In this case, the issue was whether the loan interest that Bank X is said to have received from Subsidiary B was considered interest income … the question of whether or not it was interest income was a question of fact, and since fact-finding should be based on lex fori there is no room for raising the issue of governing law.”

“Since taxation on income should be imposed in accordance with the economic effect actually arising through acts at private law, the fundamental premise of the imposition of income taxation is the existence of economic transactions to which private law applies.” However, “it is not appropriate to determine the import of economic transactions based on the superficial or formal meanings of the agreements between the parties. If, as a result of fact-finding by the court, facts related to the taxation are found to differ from the taxpayer’s assertions, it goes without saying that taxation should be imposed accordingly.”

Y asserted that “the true legal relationship in the case was for Bank X to provide American Company A with its surplus from the foreign tax credits, and to receive compensation for its role. Since Bank X entered into the contract to create the external impression that Bank X was a party to the contract in order to conceal that role, the transaction was fake.” However, the Court held that “X’s acts, which Y asserted were concealed by fakery, or constituted the true legal relationship, were, so to speak, a mere expression of the motive, purpose and economic aspects of the transaction, in borrowed legal form. Moreover, these acts could coexist with the external appearance of the transaction and were not acts concealed by a misrepresentation made in collusion. Therefore, there was no inconsistency between the intention of the contracting parties and the external appearance of the transaction and the transaction cannot be held to be a misrepresentation made in collusion (fake).” “Further, Y asserted that, even if the said transaction was not fake, taxation should be imposed based on the true legal relationships. However, taxation could not be imposed solely by focusing on mere motive, purpose or economic aspects of the transaction, in detachment from the legal relationship that the contracting parties selected.”

II. Regarding the denial of the foreign tax credit under a restrictive interpretation of Article 69 of the Corporations Tax Act
“Viewed from the perspective of the principle of ‘no taxation without law’, the interpretation of taxation law should not be recklessly expanded or narrowed, regardless of advantage or disadvantage to the taxpayer. However, tax reduction and exemption provisions, including provisions on tax deductions, are usually established for policy reasons, and there is leeway to interpret them to exclude situations inconsistent with the intention and purposes of the provisions. Moreover, from the standpoint of the principle of fairness in taxation burdens (the principle of fair taxation) a narrow interpretation is required for these provisions in order to prevent unfair expansion. It follows that under the principle of ‘no taxation without law’, it is appropriate to understand that restrictive interpretations of tax reduction and exemption provisions are not entirely prohibited… It is not possible to generalize as to the possible restrictive interpretations for each tax reduction and exemption provision. It is necessary to explore what each tax reduction and exemption provision requires through the examination of matters including its wording, the details of related provisions and the purport and purposes of the system.”

“In light of the fact that Article 69 of the Corporations Tax Act aims to secure neutrality of taxation on business activities by eliminating international double taxation and taxation obstacles faced by Japanese corporations in conducting international transactions, the Article should be applied when, viewed objectively, Japanese corporations necessarily pay foreign taxes in conducting international transactions in the course of ordinary economic activities having proper business purposes. It is for such situations that foreign tax credits are allowed, and they should be limited to that situation.”

“In a case where the system in the Article has been abused, where the parties involved proper business purposes were either non-existent or extremely limited, and they were aware that they were abusing the system, legal stability and predictability would not be prejudiced if this kind of restrictive interpretation of the law were applied.” “It cannot necessarily be said that the system of foreign tax credits is a beneficial system … However, Article 69 of the Corporations Tax Act is a special tax reduction and exemption provision, and based on the principles of fairness in taxation burdens, and in order to prevent the expansion of unfairness, it is necessary to apply a restrictive interpretation.” “At least with regard to those who seek to fall within the provisions of Article 69 of the Corporations Tax Act, if proper business purposes other than taking advantage of the foreign tax credits are either non-existent or extremely limited, this would be interpreted as an abuse of Article 69 of the Corporations Tax Act, and the wording of Article 69(1), “in a situation where [foreign taxation] is paid” would not apply.” “Judging from internal memos within the company with regard to the relevant memorandum and transaction, it was clear that Bank X’s purpose in the transaction was to allow American Company A benefit from its foreign tax credits, and to receive compensation for its role. It could not be said that there were other proper business purposes, and even if there were, they were extremely limited in nature.” Bank X has appealed to the court of final appeal.

