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ABSTRACT

This paper examines the legal framework for structuring Japanese Operating
Lease with Call Option (JOLCO) transactions through Special Purpose
Vehicles (SPVs) established within Gujarat International Finance Tec-City's
(GIFT) International Financial Services Centre (IFSC). The research
analyzes the convergence of Japanese tax benefits, Indian regulatory
frameworks and international aviation finance structures, demonstrating how
GIFT City's specialized legal regime creates unprecedented opportunities for
cross-border aircraft leasing arrangements. The paper concludes that JOLCO
structures via GIFT City SPVs offer significant advantages including tax
optimization, regulatory flexibility and enhanced capital efficiency for
aircraft financing transactions.
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I. Introduction

India's aviation sector has experienced unprecedented growth, with domestic air passenger
traffic projected to reach 1.1 billion by 2040.! This expansion has created substantial demand
for aircraft financing solutions that balance capital efficiency with regulatory compliance. The
emergence of Japanese Operating Lease with Call Option (JOLCO) structures represents a
sophisticated response to these market needs, combining the tax advantages available to

Japanese investors with flexible lease terms for airline operators.

The establishment of Gujarat International Finance Tec-City (GIFT) as India's premier
International Financial Services Centre (IFSC) has created new possibilities for structuring
international aviation finance transactions.? GIFT City operates under a specialized regulatory
framework administered by the International Financial Services Centres Authority (IFSCA),
providing tax incentives and regulatory flexibility that distinguish it from India's domestic tariff

arca.

This paper analyzes the legal foundations and practical implications of structuring JOLCO
transactions through Special Purpose Vehicles (SPVs) within GIFT City. The research
examines three critical dimensions: (1) the tax optimization mechanisms available under
Japanese and Indian law; (2) the regulatory framework governing SPV operations within IFSC;

and (3) the strategic advantages for international aircraft leasing arrangements.

The central thesis of this paper is that JOLCO structures via GIFT City SPVs create a legally
robust and economically efficient framework for aircraft financing that addresses traditional
barriers to cross-border aviation leasing while optimizing tax treatment for all transaction

participants.

II. Literature Review

A. JOLCO Structure Development

Japanese Operating Lease structures emerged in the 1990s as innovative financing mechanisms
that leveraged Japan's favorable depreciation rules and tax treatment for leasing arrangements.?
The addition of call options (JOLCO) transformed these structures into hybrid instruments that

provide operational flexibility while maintaining favorable tax characterization.*

Academic literature on JOLCO structures has primarily focused on their application in
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maritime finance, with limited examination of aviation-specific applications.® Recent
scholarship has identified the growth potential of JOLCO structures in emerging markets,

particularly where regulatory frameworks provide supportive infrastructure.®

B. Special Purpose Vehicles in International Finance

The use of SPVs in international finance has been extensively documented, with particular
attention to risk isolation and tax efficiency benefits.” Legal scholarship has emphasized the
importance of proper SPV structuring to achieve intended legal and tax outcomes while

maintaining compliance with applicable regulatory frameworks.®

C. IFSC Regulatory Framework

The establishment of GIFT City as an IFSC has generated significant academic interest in its
potential to serve as a hub for international financial services.” However, limited research has
examined the specific application of IFSC frameworks to aviation finance, representing a gap

in current scholarship that this paper seeks to address.

II1. Methodology

This research employs a doctrinal legal methodology, conducting qualitative analysis of
relevant legal materials including statutes, regulations, case law and secondary authorities.®
The methodology involves: (1) examination of Japanese tax law provisions governing JOLCO
structures; (2) analysis of Indian regulatory frameworks applicable to IFSC operations; (3)
review of international aviation finance precedents; and (4) synthesis of findings to identify

optimal structuring approaches.

Primary sources include the Japanese Corporation Tax Act, the International Financial Services
Centres Authority Act 2019, IFSCA regulations and relevant bilateral tax treaties. Secondary

sources encompass legal scholarship, industry reports and regulatory guidance materials.

IV. The JOLCO Structure: Legal Foundations and Operational Framework

A. Defining JOLCO Transactions

A JOLCO constitutes a hybrid financing instrument that combines traditional operating lease
characteristics with purchase options exercisable at predetermined intervals.!' The structure

enables lessees to obtain aircraft financing without balance sheet recognition while providing
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lessors with tax-advantaged returns derived from Japanese depreciation rules.

Under Japanese tax law, JOLCO arrangements qualify as operating leases provided the lessor
retains meaningful residual value risk and the transaction exhibits genuine commercial
substance.'? This characterization enables Japanese investors to claim accelerated depreciation
deductions and interest expense deductions that significantly reduce the effective cost of

capital.

B. SPV Utilization in JOLCO Structures

The deployment of SPVs in JOLCO transactions serves multiple critical functions:

1. Risk Isolation: SPVs create legal separation between the aircraft-owning entity and investor
parents, limiting exposure to the specific aircraft and associated lease cash flows.'* This
structure protects investors from unrelated liabilities while providing clear boundaries for asset

recovery in default scenarios.

2. Tax Optimization: SPVs enable optimal tax structuring by concentrating deductible
expenses including interest payments and depreciation allowances within the vehicle.'
Japanese tax law permits full deductibility of interest expenses incurred for aircraft acquisition,

creating substantial tax shields that reduce overall financing costs.

3. Operational Efficiency: SPVs streamline ownership transfers and facilitate multi-investor
participation through standardized share or unit structures.'* This approach enables portfolio
management and secondary market transactions without requiring complex aircraft ownership

transfers.

C. Japanese Tax Framework for JOLCO Structures

Japanese tax law provides several mechanisms that enhance JOLCO economics:

1. Interest Deductibility: Article 22(1) of the Corporation Tax Act permits full deduction of
interest payments on debt incurred for business purposes.'¢ In JOLCO contexts, this provision

enables SPVs to deduct all interest expenses related to aircraft acquisition financing,

substantially reducing taxable income.

2. Accelerated Depreciation: Japanese tax regulations permit declining balance depreciation

methods that front-load expense recognition.!” For aircraft assets, this approach typically
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enables 20% annual depreciation rates, creating significant early-year tax benefits that improve

investor returns.

3. Pass-Through Taxation: Properly structured SPVs may qualify for pass-through tax
treatment, eliminating double taxation and enabling investors to directly benefit from entity-
level tax attributes.'”® This treatment maximizes the value of depreciation and interest

deductions for Japanese investor participants.

V. GIFT City IFSC: Regulatory Framework and Strategic Advantages

A. Legal Foundation of IFSC Operations

The International Financial Services Centres Authority Act 2019 established GIFT City as a
specialized financial zone operating outside India's domestic tariff area.' This designation
creates a unique legal environment where IFSC entities enjoy regulatory treatment similar to

offshore financial centers while maintaining physical presence within Indian territory.

IFSCA serves as the unified regulator for all financial services within GIFT City, replacing
traditional sector-specific regulators including the Reserve Bank of India for relevant
transactions.?® This consolidation reduces regulatory complexity and enables more efficient

transaction processing.

B. Aircraft Leasing Framework within IFSC

The Framework for Aircraft Lease in GIFT City establishes specific requirements for leasing

operations:*'

1. Capital Requirements: Operating lease companies must maintain minimum capital of USD
200,000, while financial lease companies require USD 3,000,000 in freely convertible foreign
currency.”? These requirements are substantially lower than comparable international

jurisdictions while providing adequate capitalization for aircraft leasing operations.

2. Permitted Activities: [FSC units may engage in comprehensive aircraft leasing activities
including acquisition, leasing, maintenance coordination and asset management services.”

This broad mandate enables full-service leasing operations within the GIFT City framework.

3. Regulatory Flexibility: IFSC entities benefit from streamlined compliance requirements

and expedited approval processes compared to traditional Indian regulatory frameworks.** This
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flexibility is particularly valuable for time-sensitive aircraft transactions requiring rapid

execution.

C. Tax Benefits for IFSC Operations

GIFT City provides substantial tax advantages for aircraft leasing operations:

1. Income Tax Benefits: I[FSC units qualify for 100% income tax exemption for any ten
consecutive assessment years within their first fifteen years of operation.”® This benefit

dramatically reduces effective tax rates for leasing operations during their most profitable

periods.

2. Withholding Tax Exemptions: Interest payments from IFSC units to non-residents are
completely exempt from Indian withholding tax under Section 80LA of the Income Tax Act.*

This provision eliminates a significant cost component in cross-border leasing arrangements.

3. Customs and Indirect Tax Relief: Aircraft imported into IFSC are exempt from basic
customs duty, while leasing of aircraft to Indian operators is subject to only 5% IGST.?” These
benefits substantially reduce transaction costs compared to traditional import and leasing

structures.
VI. Structuring JOLCO Transactions via GIFT City SPVs
A. Optimal Transaction Structure

The most effective JOLCO structure via GIFT City involves dual SPV arrangement:

1. Japanese SPV: A Japanese corporation serves as the aircraft owner, funded through equity
investments from Japanese investors via tokumei kumiai arrangements and debt financing from

institutional lenders.?®

2. GIFT City SPV: An IFSC-licensed entity within GIFT City acts as the intermediate lessee,

obtaining aircraft from the Japanese SPV and sub-leasing to Indian airline operators.?

This structure enables optimization of both Japanese tax benefits and Indian regulatory

advantages while providing operational flexibility for airline lessees.

B. Legal Documentation Framework

JOLCO transactions require comprehensive documentation addressing multiple jurisdictions:
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1. Aircraft Purchase Agreement: Documentation governing acquisition from manufacturer
or prior owner, typically governed by English law with dispute resolution in recognized

arbitration venues.?°

2. Financing Agreements: Loan documentation between lenders and Japanese SPV,

incorporating security interests in aircraft and assignment of lease payments.*'

3. Head Lease Agreement: Primary lease between Japanese SPV and GIFT City entity,

establishing fundamental lease terms and purchase option mechanics.*?

4. Sub-Lease Agreement: Operational lease between GIFT City entity and airline operator,

governed by Indian law and incorporating IFSC regulatory requirements.
C. Risk Mitigation Strategies
Effective JOLCO structures incorporate multiple risk mitigation mechanisms:

1. Security Interests: Properly perfected security interests in aircraft under applicable aircraft

registration systems, typically requiring compliance with Cape Town Convention protocols.**

2. Insurance Requirements: Comprehensive insurance coverage including hull, liability and

political risk insurance appropriate for international aviation operations.*

3. Legal Opinion Framework: Legal opinions addressing tax characterization, enforceability

and regulatory compliance in all relevant jurisdictions.?¢

VII. Comparative Analysis: JOLCO via GIFT City vs. Traditional Structures

A. Tax Efficiency Comparison

Traditional aircraft leasing structures involving direct Japanese investment in Indian operations
face significant withholding tax burdens under the India-Japan Double Tax Avoidance Treaty.*’
JOLCO structures via GIFT City eliminate these costs through IFSC withholding tax

exemptions, creating substantial savings.
Ilustration:

e Traditional Structure: 10% withholding tax on lease payments under India-Japan DTAA

e GIFT City Structure: 0% withholding tax under Section 80LA
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e Net savings: 10% of total lease payments over transaction term

B. Regulatory Compliance Benefits
JOLCO transactions via GIFT City avoid classification as External Commercial Borrowings
under RBI regulations, eliminating compliance burdens including:*®

e End-use restrictions and monitoring requirements

¢ Quantitative limits on borrowing amounts

e Mandatory hedging requirements for currency exposures

e Periodic reporting obligations to regulatory authorities

C. Operational Flexibility Advantages

GIFT City structures provide enhanced operational flexibility through:*

e Simplified aircraft registration and deregistration processes

e Reduced documentation requirements for cross-border transfers

e Access to integrated service providers within the IFSC ecosystem

e Streamlined dispute resolution through Singapore International Arbitration Centre
facilities

VIII. Legal and Regulatory Challenges

A. Tax Characterization Risks
The success of JOLCO structures depends critically on maintaining proper tax characterization
in both Japanese and Indian jurisdictions.*® Key risks include:

e Changes in Japanese tax interpretation regarding operating lease qualification

¢ Indian challenges to IFSC tax benefits based on substance-over-form analysis

e Potential treaty shopping challenges under anti-avoidance provisions

B. Regulatory Evolution

The IFSC framework remains subject to regulatory evolution as IFSCA develops operational

precedents and refines its oversight approach.*’ Transaction structures must incorporate
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flexibility to adapt to changing regulatory requirements while maintaining core economic

benefits.

C. International Compliance Considerations
JOLCO structures must satisfy compliance requirements across multiple jurisdictions
including:**

e Cape Town Convention obligations for aircraft security interests

e OECD Base Erosion and Profit Shifting (BEPS) requirements

e Anti-money laundering and know-your-customer obligations in all relevant jurisdictions
IX. Economic Impact and Market Development

A. Capital Formation Benefits

JOLCO structures via GIFT City create new channels for international capital formation in
Indian aviation markets.** Japanese institutional investors gain access to Indian aviation growth
while Indian airlines benefit from competitive financing terms and enhanced fleet expansion

capabilities.

B. Financial Sector Development

The establishment of aircraft leasing operations within GIFT City contributes to the broader

development of India's financial services sector by:*

e Creating specialized expertise in aviation finance

e Developing supporting service industries including legal, accounting, and consulting

services

e Establishing India as a regional hub for aircraft leasing activities

C. Competitive Positioning

GIFT City's JOLCO capabilities position India to compete with established aviation finance
centers including Ireland, Singapore, and Hong Kong.* The combination of tax benefits,
regulatory efficiency, and operational flexibility creates compelling advantages for

international lessors and lessees.
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X. Future Developments and Policy Implications

A. Market Evolution Trends

The JOLCO market via GIFT City is likely to evolve through:*¢

e Expansion to additional aircraft types including cargo and private aircraft
e Development of secondary markets for JOLCO interests

e Integration with sustainable aviation financing initiatives including green bonds and

environmental, social, and governance (ESG) criteria

B. Regulatory Enhancement Opportunities

Potential regulatory enhancements to strengthen GIFT City's position include:*

e Streamlined aircraft registration procedures specific to IFSC operations
e Enhanced tax treaty provisions addressing specific aviation finance transactions

e Development of specialized dispute resolution mechanisms for aviation finance disputes

C. Policy Recommendations

To maximize the benefits of JOLCO structures via GIFT City, policymakers should consider:*®

e Maintaining stable tax policy to preserve investor confidence
¢ Enhancing infrastructure within GIFT City to support aviation finance operations

e Developing educational programs to build local expertise in international aviation finance

XI. Conclusion

This analysis demonstrates that JOLCO structures via Special Purpose Vehicles within GIFT
City represent a significant advancement in international aircraft finance. The convergence of
Japanese tax benefits, Indian regulatory flexibility, and international aviation finance expertise

creates unprecedented opportunities for efficient cross-border transactions.

The legal framework supporting these structures provides substantial benefits including tax
optimization, regulatory efficiency, and operational flexibility while addressing traditional

barriers to international aircraft leasing. The dual SPV structure enables optimal utilization of
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benefits available in both Japanese and Indian jurisdictions while maintaining compliance with

applicable legal requirements.

However, successful implementation requires careful attention to legal characterization,
regulatory compliance, and risk mitigation strategies. Transaction participants must engage
experienced advisors familiar with the complexities of multi-jurisdictional aviation finance to

achieve intended benefits while avoiding potential pitfalls.

The long-term success of JOLCO structures via GIFT City depends on continued regulatory
support, market development, and evolution of supporting infrastructure. As the market
matures, these structures have the potential to establish India as a major center for international

aviation finance while providing Indian airlines with enhanced access to global capital markets.

The implications of this development extend beyond individual transactions to encompass
broader strategic objectives including financial sector development, international
competitiveness, and economic growth. JOLCO structures via GIFT City represent a
compelling example of how innovative legal and regulatory frameworks can create value for

multiple stakeholders while advancing national economic objectives.
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