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1 Taxation of Companies

1.1 Introduction
Japanese corporate income taxes consist of the following:

e corporation tax (national tax)
¢ business tax (local tax)
e prefectural and municipal inhabitant taxes (local tax)

The relevant tax rates and details of the respective taxes are
discussed later in this chapter.

In addition to the normal corporate income taxes, certain
closely held companies known as Specified Family Companies
can be subject to additional taxation on undistributed retained
earnings (please see 1.3.4).

1.2 Tax Status of Companies

1.2.1 Residence

In determining the residency of a company for tax purposes,
Japan utilizes the ‘place of head office or main office’ concept,
not the ‘effective place of management’ concept. A Japanese
company is defined as a company whose head office or main
office is located in Japan in the tax law.

1.2.2 Branch of a Foreign Company vs. Japanese
Company

Generally, there is no material difference between a branch of a
foreign company and a Japanese company when computing
taxable income. Tax deductible provisions and reserves, the
limitation of certain allowable expenses such as entertainment
expenses and donations, and the corporate income tax rates
are the same for both a branch and a Japanese company.



However, a branch and a Japanese company have differing
legal characteristics and this results in differences in tax
treatment in certain areas including the following:

e Scope of taxable income: please see 1.5.

e Special Tax Due by Specified Family Company (discussed in
1.3.4): not applied to a branch of a foreign company

e Consolidated Tax Return Filing System (discussed in 1.14):
not applied to a branch of a foreign company

e Japanese Group Relief System (discussed in 1.15): not
applied to a branch of a foreign company

e Foreign Dividend Exclusion (discussed in 4.1): not applied to
a branch of a foreign company

¢ Thin Capitalization Regime (discussed in 4.4): not applied to
a branch of a foreign company

e Controlled Foreign Company (CFC) Regime (discussed in
4.6): not applied to a branch of a foreign company

1.2.3 Permanent Establishment (PE)

Even where a foreign company has not established a registered
branch in Japan, it can be treated as having a de facto branch or
PE in Japan in certain circumstances. The Japanese Corporation
Tax Law provides the definition of a PE for Japanese tax
purposes. The definition was amended under the 2018 tax
reform to be in line with that in the OECD Model Tax
Convention. The following is the new definition which is
generally applicable for fiscal years beginning on or after 1
January 2019:

(1) Fixed Place PE
A fixed place of business in Japan through which the business

of a foreign company is carried on including the following
facilities:



* a place of management, a branch, an office, a factory or a
workshop

* amine, an oil or gas well, a quarry or any other place of
extracting natural resources.

(2) Construction PE

A construction or installation project or services in the
supervising or superintending of such projects in Japan, which
a foreign company carries on for a period of over 1 year

Where a period of a contract for a construction or installation
project or services discussed above is shorter than 1 year by
splitting a contract into two or more contracts and one of the
principal purposes for the splitting was to avoid construction PE
status, the period of the project or services should be
determined by aggregating the periods of all the split contracts,
unless there are reasonable grounds for not doing so.

(3) Agent PE

A person who habitually concludes the following contracts in
Japan on behalf of a foreign company or habitually plays the
principal role leading to the conclusion of the following
contracts in Japan on behalf of a foreign company that are
routinely concluded without material modification by the
foreign company:

a) a contract concluded in the name of the foreign company, or

b) a contract for the transfer of the ownership of, or for the
granting of the right to use, property owned by that foreign
company or that the foreign company has the right to use, or

¢) a contract for the provision of services by that foreign
company.

Where a person acting on behalf of a foreign company in Japan
carries on its business independently from the foreign company
in the ordinary course of that business, the person is treated as



an independent agent which does not constitute a PE for the

foreign company. However, if the person acts exclusively or

almost exclusively on behalf of its closely related companies,
that person is not considered as an independent agent.

(4) Specific activity exemptions

Notwithstanding the provisions in (1) Fixed Place PE, the
following places will not constitute a PE for a foreign company,
provided that the following activity (or the overall activity of the
fixed place of business in the case of vi)) is of a preparatory or
auxiliary character:

i) a facility used solely for the purpose of storage, display or
delivery of goods or merchandise belonging to the foreign
company

ii) a place for the maintenance of a stock of goods or
merchandise belonging to the foreign company solely for
the purpose of storage, display or delivery

iii) a place for the maintenance of a stock of goods or
merchandise belonging to the foreign company solely for
the purpose of processing by another enterprise

iv) a fixed place of business solely for the purpose of
purchasing goods or merchandise or of collecting
information, for the foreign company

v) a fixed place of business solely for the purpose of carrying
on, for the foreign company, any other activity

vi) a fixed place of business solely for any combination of
activities mentioned in subparagraphs i) to v).

Similar rules are also provided for (2) Construction PE and (3)
Agent PE.

Furthermore, anti-fragmentation rules (rules to prevent a
foreign company or a group of closely related companies from
fragmenting a cohesive business operation into several small
operations in order to avoid PE status) are provided.



1.3 Tax Rates

1.3.1 Corporation Tax

Corporation tax is imposed on taxable income of a company at
the following tax rates:

Small and Other than small
Tax base medium-scale and medium-scale
companies® companies
T P8 miion 19%
. (15%@)
in a year
; 23.2%
Taxable income
in excess of 23.2%
JPY8 million

1)

(2)

A small and medium-scale company is a company whose

stated capital is JPY100 million or less, except for either of

the following cases:

- where 100 percent of the shares of the company are
directly or indirectly held by one large company (a

company whose stated capital is JPY500 million or more).

- where 100 percent of the shares of the company are

directly or indirectly held by two or more large companies

in a 100 Percent Group defined in 1.13.1.

15 percent is applied to fiscal years beginning prior to 31
March 2023. Note that 15 percent will not be applied to a
small and medium-scale company whose average taxable
income for the preceding 3 years is over JPY1.5 billion for
fiscal years beginning on or after 1 April 2019.




1.3.2 Business Tax

Business tax is basically imposed on taxable income of a
company. However, if the amount of stated capital is over
JPY100 million, size-based business tax is also levied.
Moreover, if a company conducts electricity/gas supply
business or insurance business, business tax is imposed on the
adjusted gross revenue instead of its taxable income.

Please note the following:

e Part of business tax levied on taxable income/adjusted gross
revenue is collected as special business tax by the national
government and is allocated to local governments in order
to decrease the gap in tax revenue between urban and rural
areas.

o Business tax and special business tax are tax deductible
expenses when tax returns for such taxes are filed.

e Business tax rates indicated below are the standard tax
rates. Specific rates applied are determined by local tax
jurisdictions within the maximum tax rates.



(1) Companies with Stated Capital in excess of JPY100 million
(other than companies indicated in (3))

B Business tax levied on taxable income

Business tax . .
Special business tax
(Income component)
Taxable base
(taxable income) Standard Tax
Taxable base
In excess tax rates rates
Up to
of
JPY4 o
) million 0.4% Taxable income
J_P\_(4 J_P\_(S 0.7% X Stande_lrd rate 260%
million million of Business
spve I | T
million

Only the highest rate is applicable where a company has offices
in at least three different prefectures.

B Size-based business tax

Size-based business tax consists of two components and the
tax bases of each component are as follows:

Components Taxable base
(a) Labor costs
Added value + (b) Net interest payment
component + (c) Net rent payment
+ (d) taxable income/tax loss for current year
Larger amount of the following:
Capital ¢ Stated capital + Capital surplus for tax
component pUrposes
¢ Stated capital + Capital reserve for
accounting purposes




Where (a) (labor costs) is larger than 70 percent of the total of
(a), (b) and (c), the tax base of the added value component will
be reduced by the excess portion.

Moreover, there are temporary measures to reduce the tax base
of the added value component if the three conditions (a), (b)
and (c) for the tax credits for acceleration of wage increases and
capital investment discussed in 1.11.4 (for fiscal years
beginning between 1 April 2018 and 31 March 2021) or the
condition (a) for the tax credits for acceleration of securing
human resources, etc. discussed in 1.11.5 (for fiscal years
beginning between 1 April 2021 and 31 March 2023) are met.

Size-based business tax rates are as follows:

Components Standard tax rates
Added value component 1.2%
Capital component 0.5%




(2) Companies with Stated Capital of JPY100 million or less
(other than companies indicated in (3))

B Business tax levied on taxable income

Business tax . .
Special business tax
(Income component)
Taxable base
(taxable income) Standard Tax
Taxable base
In excess tax rates rates
Up to
of
JPY4 o
million 3.5% Taxable income
J_P\_(4 J_P\_(S 5.3% X Stande_lrd rate 37%
million million of Business
spve I | T
million

Only the highest rate is applicable where a company has offices
in at least three different prefectures and stated capital of at
least JPY10 million.

B Size-based business tax

Not applicable.



(3) Companies Conducting Electricity/Gas Supply Business or
Insurance Business

Companies conducting gas supply at a small scale are excluded
from this category and are covered under (1) and (2).

By virtue of the 2020 tax reform, size-based business tax or
business tax levied on taxable income depending on the
amount of stated capital is partly introduced in the taxation
system for business tax applied to retail electricity business or
power generation business among companies conducting
electricity supply business for fiscal years beginning on or after
1 April 2020. Simultaneously, special business tax rates applied
to the above businesses are raised. The above taxation system
will be also applied to specific wholesale supply business for
fiscal years ending on or after 1 April 2022.

(a) Companies other than companies conducting retail
electricity business or power generation business

B Business tax levied on revenue

Business tax

Special business tax
(Revenue component) P

Taxable base Standard Taxable base Tax
tax rates rates

Adjusted gross revenue
1.0% x Standard rate of 30%
Business Tax

Adjusted gross
revenue

B Size-based business tax

Not applicable.
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(b) Companies with Stated Capital in excess of JPY100 million
among companies conducting retail electricity business or
power generation business

B Business tax levied on revenue

Business tax

Special business tax
(Revenue component) P

Taxable base Standard Taxable base Tax
tax rates rates
. Adjusted gross revenue
Adjusted gross 0.75% X Standard rate of 40%
revenue .
Business Tax

B Size-based business tax

Components Standard tax rates
Added value component 0.37%
Capital component 0.15%

(c) Companies with Stated Capital of JPY100 million or less
among companies conducting retail electricity business or
power generation business

B Business tax levied on revenue

Business tax

Special business tax
(Revenue component) P

Taxable base Standard Taxable base Tax
tax rates rates

Adjusted gross 0.75% |Adjusted gross revenue
revenue x Standard rate of 40%
Taxable income 1.85% Business Tax

B Size-based business tax

Not applicable.
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1.3.3 Prefectural and Municipal Inhabitant Taxes

Prefectural and municipal taxes consist of two elements; (1) an
income tax calculated based on national corporation tax and (2)
a per-capita tax. Specific rates applied are determined by the
local tax jurisdiction.

(1) Inhabitant Tax Levied on Corporation Tax

Part of inhabitant tax levied on corporation tax is collected as

local corporation tax by the national government, which is

allocated to local governments in order to decrease the gap in

tax revenue between urban and rural areas.

B Inhabitant tax

Inhabitant Tax

Local corporation tax

Taxable base

Tax rates

Taxable base

Tax
rates

tax

Corporation

(National tax)

Standard
rate

Prefectural
1.0%

Municipal
6.0%

Total
7.0%

Maximum
rate

Prefectural
2.0%

Municipal
8.4%

Total
10.4%

Corporation
tax
(National tax)

10.3%

(2) Per-Capita Tax

Per-capita prefectural tax is levied according to a published
scale which varies based upon the capital amount™ of the

company.
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Per-capita municipal tax is similarly levied according to a
published scale which varies based upon the capital amount®
of the company and the number of the company’s employees
within the municipality.

' The capital amount means the larger amount of the
following:
- Stated capital + Capital surplus for tax purposes
- Stated capital + Capital reserve for accounting purposes

1.3.4 Special Tax Due by Specified Family Company

A Specified Family Company is liable to a special tax on
retained earnings for each fiscal year.

A ‘Specified Family Company’ is defined as a Japanese
company that is still a Controlled Company (defined below)
even if its shareholders that do not fall within the definition of
Controlled Companies are excluded at the time of the
judgment. Note that a Specified Family Company does not
include a small and medium-scale company as defined in 1.3.1.

If a Japanese company is directly or indirectly controlled by one
shareholder and related persons of the shareholder, the
company is a ‘Controlled Company.’ For the purposes of this
rule, if one shareholder and its related persons hold more than
50 percent of the total outstanding shares or more than 50
percent of the voting rights of another company, the company
is treated as ‘controlled’ by the shareholder and its related
persons. ‘Related persons’ are (i) the shareholder’s family
relatives, (ii) a company controlled by the shareholder and (iii) a
company commonly controlled by a person which controls the
shareholder.

The taxable retained earnings (the portion of taxable income
which remains as retained earnings) of a fiscal year are the
excess of undistributed profits over the largest of the following
three amounts:
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e JPY20 million (reduced proportionately where fiscal year is
less than 12 months)

e 40 percent of the taxable income for the fiscal year
25 percent of the stated capital less the accumulated retained
earnings at the end of the fiscal year not including the
earnings for that fiscal year

The additional corporation tax is computed at the following
rates per year:

Excess retained earnings Tax rates
Up to JPY30 million 10%
Excess over JPY30 mil!ion 15%
and up to JPY100 million
Excess over JPY100 million 20%

Inhabitant tax is also payable on the above corporation tax.
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1.3.5 Effective Statutory Corporate Income Tax Rate

Given the potential use of graduated rates in the calculation of
both corporation and business taxes, the differing local tax
rates utilized and per-capita liabilities on prefectural and
municipal taxes, effective statutory tax rates vary from taxpayer
to taxpayer. In addition, the effective statutory tax rate for
companies with stated capital in excess of JPY100 million,
which are subject to size-based business tax, is partly
determined by a number of factors other than taxable income.

For illustrative purposes, the simplified effective statutory tax
rate based upon the maximum rates in Tokyo is as follows:

Companies with Stated
Capital in excess of

Companies with
Stated Capital of

tax rate®?

JPY100 million JPY100 million or less]
Corporation tax 23.2% 23.2%
Business tax! 1.18% 7.48%
Special business 2.6% 2.59%
tax (1.0% x 260%) (7.0% x 37%)
. 2.413% 2.413%
Inhabitant tax (23.2% x 10.4%) (23.2% x 10.4%)
Local corporation 2.390% 2.390%
tax (23.2% x 10.3%) (23.2% x 10.3%)
Total 31.783% 38.073%
Effective statutory 30.62% 34.59%

™ In addition, companies with stated capital in excess of
JPY100 million are subject to size-based business tax which
increases the overall effective statutory tax rate.

@ The effective statutory tax rate is calculated after taking into
account the tax deductible nature of business tax and special
business tax payments.
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1.4 Taxable Year of Companies

The taxable year of a company is in line with the company’s
accounting period (i.e. fiscal year). A taxable year cannot
exceed 12 months in duration but can be less than 12 months.

1.5 Taxable Income

1.5.1 Japanese Companies

Taxable income represents the net of gross revenue less costs,
expenses and losses, in general, on an accrual basis in
accordance with fair accounting standards and as adjusted in
accordance with the requirements of the tax laws.

Generally speaking, a Japanese company is subject to Japanese
corporate income taxes on its worldwide income. In order to
eliminate double taxation on income, the foreign taxes levied
on a Japanese company may be credited against Japanese
corporation tax and local inhabitant tax under the foreign tax
credits system as discussed in 4.2. Note that dividends received
from Foreign Subsidiaries are exempt in calculation of a
Japanese company’s taxable income under the foreign dividend
exclusion (FDE) system as discussed in 4.1.

1.5.2 Foreign Companies having a PE in Japan

A foreign company operating in Japan through a PE is liable for
corporate income taxes only on the income attributable to the
PE under the domestic tax laws. (Please note that certain
Japanese source income (e.g. capital gains from sales of real
estate located in Japan and shares in certain Japanese
companies) should still be subject to corporate income taxes
even if it is not attributable to the PE basically in the same way
as for a foreign company not having a PE.)
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The rules including the following are applied in calculating
income attributable to a PE in line with the Authorized OECD
Approach (AOA)™M:

1)

2)

Income attributable to a PE is the income that the PE would
have earned if it were a distinct and separate enterprise from
its head office.

Profits/losses derived from internal dealings are recognized
at an arm’s length price in general. (Note that internal
interest for non-financial institutions and internal royalties
on intangibles are not recognized if a tax treaty including a
provision equivalent to the pre-amended Article 7@ is
applied.)

When the amount of capital of a PE is smaller than the
capital attributable to the PE (capital to be attributable to the
PE if the PE were a distinct and separate enterprise from its
head office), interest expenses corresponding to such
deficient portion are not allowed in calculating income
attributable to the PE.

‘AOA’ is an approach to calculate income attributable to a PE
set out in the ‘Report on the Attribution of Profits to
Permanent Establishments’ released by the OECD in 2008
and 2010.

‘The pre-amended Article 7’ is Article 7 of the OECD Model
Tax Convention before the 2010 amendment. As the AOA
was fully adopted in Article 7 of the OECD Model Tax
Convention when it was amended in 2010, the pre-amended
Article 7 adopted only partially the AOA. Thus, the tax
treatment may differ depending on which type of Article 7 is
included in the applicable tax treaty.
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1.6 Capital Gains

Capital gains from the sale of land, securities, etc. are subject to
normal corporate income taxes in the same manner as ordinary
trading income regardless of holding period.

1.6.1 Capital Gain Rollover Rules

Taxation of income realized from assets within the categories
listed below may be deferred by reducing the value of newly
acquired fixed assets by the amount of that income. Note that
there are a number of additional conditions with regard to
accounting procedures and timing of acquisition and type of
new fixed assets which must be met for this relief to apply.

e government subsidies

e insurance loss payments
exchange of properties

e acquisition of replacement property which is located in
specific districts or falls under specific categories

1.6.2 Special Rules for Land Acquired in 2009 and 2010

In addition to the above, there are two special rules for land
acquired in 2009 and 2010, which were introduced in the 2009
tax reform:

(1) Capital Gains Rollover Relief

This relief is applicable where a company acquires land in
Japan in 2009 and 2010 and submits an appropriate application
form by the filing due date of the final corporation tax return for
the fiscal year in which the acquisition occurred. If the company
sells another piece of land within 10 years after the end of the
fiscal year of the acquisition of the first piece of land acquired in
2009 and 2010, capital gains rollover for the sale of the second
piece of land will be available by reducing the tax basis of the
first piece of land. The maximum amount of deferred capital
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gains is 80 percent of the capital gain (if the first piece of land is
acquired in 2010, 60 percent of the capital gain). Note that this
capital gains rollover cannot be applicable to capital gains on
land held as inventory.

(2) Special Deduction for Long-Term Capital Gains

Where a company sells their land in Japan acquired in 2009 and
2010 after they have owned it for more than 5 years as of 1
January of the selling year, a special deduction can be
applicable. The amount of the special deduction is the lower of
JPY10 million or the amount of the capital gain.

This special deduction also applies to individual taxpayers
(please see 3.3.2).

1.7 Treatment of Excess Tax Losses

1.7.1 Tax Loss Carry-forwards

Where a tax loss is realized in a given fiscal year, provided the
company has blue-form tax return filing status (please see
below), that loss may be carried forward by the company for
use in sheltering taxable profits of a future fiscal year.

The maximum deductible amount of tax loss carry-forwards is
up to 50 percent of taxable income of the fiscal year.

By virtue of the 2021 tax reform, in consideration of the
unprecedented situation caused by COVID-19, temporary
special measures were introduced for tax loss carry-forwards
based on certain amendments to the Industrial Competitiveness
Enhancement Act. The measures allow a company satisfying
certain conditions to utilize the tax loss carry-forward system
for tax losses incurred in fiscal years including the day during
the period from 1 April 2020 to 1 April 2021 in principle, up to
100 percent of current taxable income to the extent of the
amount of investment stated in a certified plan under the
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amended Industrial Competitiveness Enhancement Act (e.g.
business rebuilding or reorganizations) over the period up to 5
years .

There are exceptional rules whereby tax loss carry-forwards can
be offset against the total amount of taxable income of the
fiscal year, which are applied to the following companies:

* Small and medium-scale companies defined in 1.3.1.

* Tax qualifying Tokutei Mokuteki Kaisha (TMKs) and Toushi
Houjin (THs), etc.

¢ Companies which commenced rehabilitation procedures, etc.

This rule is applicable for fiscal years with days falling within
a 7-year period from the day on which the rehabilitation plan
was confirmed. If the company is re-listed on a Financial
Instruments Exchange, the company will not be eligible for
the fiscal years ending on or after the date when the
company is re-listed.

* Newly established companies

This rule is applicable for fiscal years with days falling within
a 7-year period from the establishment date. If the company
is listed on a Financial Instruments Exchange, the company
will not be eligible for the fiscal years ending on or after the
date when the company is listed.

Note that this rule is applicable except for the following
companies:

- acompany in which 100 percent of the shares are directly

or indirectly held by one large company (a company
whose stated capital is JPY500 million or more)
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- acompany in which 100 percent of the shares are directly
or indirectly held by two or more large companies in a
100 Percent Group defined in 1.13.1.

- a parent company established under a Share-Transfer
(Kabushiki-Iten) transaction

Tax loss carry-forwards can be utilized against taxable income
for the following periods depending on when the tax losses are
suffered:

* 9 succeeding years - tax losses incurred in fiscal years
ending on or after 1 April 2008 and beginning before 1 April
2018

* 10 succeeding years - tax losses incurred in fiscal years
beginning on or after 1 April 2018

It should be noted that there is no distinction between losses of
a revenue or capital nature for these purposes.

Obtaining blue-form tax return filing status confers a number of
benefits upon a company, the most important of which being
the ability to carry forward tax losses as explained above. The
conditions attached to obtaining blue-form status are not
onerous, however it is important that a timely application is
made (i.e. submission of an application by whichever is the
earlier, either 3 months from the establishment of the company
or the end of the first fiscal year) to ensure tax losses are not
extinguished.

Please see 1.16.2 for the treatment of pre-reorganization losses
incurred in the case of corporate reorganization.
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1.7.2 Tax Loss Carry-back

The Japanese Corporation Tax Law also provides for a tax loss
carry-back system at the option of the taxpayer company. This
tax loss carry-back system, under which a company suffering a
tax loss can get a refund of the previous fiscal year's
corporation tax by offsetting the loss against the income for the
previous fiscal year, has been suspended since 1 April 1992
except for certain limited circumstances, including the
following:

* small and medium-scale companies defined in 1.3.1
» fiscal years including the date of dissolution
» fiscal years ending during liquidation procedures

Note that, in response to the spread of the COVID-19, the ‘Act
on Temporary Special Provisions for National Tax Laws to
Respond to COVID-19’ allows companies with stated capital of
JPY1 billion or less (excluding companies in which 100 percent
of shares are directly or in directly held by a company with
stated capital in excess of JPY1 billion, etc.) to utilize the tax
loss carry-back system for tax losses generated in fiscal years
ending between 1 February 2020 and 31 January 2022.

1.7.3 Change of Control

When an ownership change occurs for a company which has
tax losses incurred in prior fiscal years or assets having built-in
losses, if one of certain specified events occurs within 5 years
from the date of the ownership change, utilization of the tax
losses of the company may be restricted.

An ownership change for the purposes of this rule occurs when
a new shareholder directly or indirectly acquires more than 50
percent of the outstanding shares in a company except for
acquisitions through certain events such as a tax-qualified
merger.
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The specified events include the following:

(i) (a) When a company was a dormant company just before
the ownership change, (b) the company starts its business
after the ownership change.

(ii) (a) When a company ceased (or plans to cease) its business
carried on just before the ownership change after the
ownership change, (b) the company receives loans or
capital contributions, the amount of which exceeds five
times the previous business scale.

(i) In the case of (i)(a) or (ii)(a), (b) the company is merged into
another company under a tax-qualified merger.

In the above cases, deduction of built-in losses of assets of the
company may be restricted as well.

1.8 Deduction of Expenses

1.8.1 Valuation of Inventories

The cost of inventories must include the entire actual cost of
acquisition of such inventories. Purchase or manufacturing cost
variances are required to be adjusted and recorded in the books
of account. If not so adjusted, the variances, particularly those
which are allocable to the year-end inventories, must be taken
up as an adjustment in the tax return.

Valuation of inventories at the end of each fiscal year must be
made in accordance with the method(s) reported for each class
of inventory to the tax office by the company. The valuation
methods allowable for tax purposes are cost method (specific
identification, FIFO, weighted average, moving average, recent
purchase, or retail price discount method) or lower of cost or
market value method.

The valuation method selected by the company must be
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applied consistently. If a company wishes to change the current
method, an application for change of method must be
submitted to the tax office prior to the commencement date of
the fiscal year in which the change is to be effected.

At the end of each fiscal year, a physical inventory must be
taken and a list thereof must be prepared (if not at the year-end,
a reconciliation between the physical inventory and the year-
end inventory will be required).

1.8.2 Valuation of Marketable and Investment Securities

The acquisition cost of securities is the total of the price paid
and incidental expenses in the case of acquisition by purchase
or by subscription. However, where shares are subscribed for at
a value below market price (except where such subscription is
made equally by existing shareholders), generally market value
is treated as acquisition cost regardless of the price actually
paid.

Valuation of securities at the end of each fiscal year must be
made in accordance with the following method(s):

Kind of securities Valuation methods

Securities held for

. Mark-to-market valuation method
trading purposes

Cost method®

Other securities . .
(weighted average or moving average)

) In order to prevent tax avoidance by creating tax losses from
the transfer of shares in a subsidiary following dividends
received from that subsidiary, the tax book value of shares in
the subsidiary is reduced by the amount equivalent to non-
taxable dividend income received from the subsidiary if a
parent company received dividends from the subsidiary
which meet certain conditions (e.g. the amount of dividend
received from a specific relationship subsidiary in a fiscal
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year is greater than 10 percent of tax book value of shares in
the specific relationship subsidiary, etc.).

The specific cost calculation basis can be determined by
selection to the tax authorities. Subsequent changes to the
adopted basis must be made in a similar manner as discussed
under valuation of inventories above. Note that amortization
and accumulation is required in respect of securities which are
to be held to maturity.

1.8.3 Provision for Bad Debts

The allowable amount of a provision for bad debts is the total
of (i) and (ii) below:

(i) Specific doubtful receivables provision

A provision for a limited range of doubtful account receivables,
as specifically identified under the tax law (up to the relevant
limits specified under the tax law)

(ii) General bad debt provision

A provision for potential bad debts among existing receivables
(other than those falling under (i) above) based upon the actual

bad debt ratio for the 3 preceding years

The amount of (ii) is calculated using the formula below:

Average amount of bad debts

Outstanding accounts for the prior 3 years

receivable at the yearend x
(other than those under (i)

Average outstanding accounts
receivables for prior 3 years

Provisions for bad debts are allowable only for companies
categorized into (A) or (B) below for tax purposes. Moreover, for
companies categorized into (B), provision for bad debts for tax
purposes is limited to only certain receivables.

25



(A) (B)

* Small and medium-|Certain companies
scale companies which hold certain

. defined in 1.3.1 monetary claims
Companies . .

* Banks, insurance |(e.g. receivables
companies and incurred in finance
similar companies |lease transactions)

Receivables subject Finance lease

Monetary claims

to the provision" receivables, etc.

) Account receivables from companies in a 100 Percent Group
defined 1.13.1 will be excluded for fiscal years beginning on
or after 1 April 2022.

For a small and medium-scale company defined in 1.3.1
(excluding a company whose average taxable income for the
preceding 3 years is over JPY1.5 billion for fiscal years
beginning on or after 1 April 2019), as an alternative to the
formula above, standard allowable industry specific
percentages for bad debt ratios may be applied against the
company’s outstanding accounts receivable. The standard
percentages are as shown below:

Industry sector Standard percentages
Wholesale and retail 1.0%
Manufacturing 0.8%
Finance and insurance 0.3%
Installment retailer 0.7%
Other 0.6%
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1.8.4 Bad Debt Expenses

If the following facts have occurred, the following amounts are
treated as tax deductible bad debt expenses in the fiscal year

the facts arise:

Facts

Bad debt expense amount

Approval of rehabilitation plans
in accordance with the
Corporate Rehabilitation Law or
the Civil Rehabilitation Law

The amount determined to
be written off

Approval of special liquidation
proceedings under the
Companies Act

The amount determined to
be written off

Resolution at creditors’
meetings or a contract between
related parties by arrangement

by governments or banks

The amount determined to
be written off

A notice issuance to a debtor
who has been insolvent for a
certain period

The amount declared to be
written off in the notice

Also, a company can record a bad debt for a receivable from a
debtor in its accounting books when it becomes certain that the
debtor cannot pay off the receivable considering the financial
situation and insolvency of the debtor.

Moreover, for receivables incurred from continuous sales
transactions, when 1 year has passed since the last transaction
with a debtor (a sales transaction to the debtor or a collection
from the debtor, whichever is later) or when expected costs to
collect money exceed the outstanding receivables, a company
can write off the receivables with a remaining balance of JPY1

in its accounting books.
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1.8.5 Directors’ Compensation

If compensation (excluding retirement/severance allowances,
which are discussed in 1.8.6) paid to company directors (e.g.
members of the board of directors, officers and statutory
auditors) falls under one of the following three categories, (1)
(2) or (3) below, the compensation is allowable as a deduction
for corporation tax purposes, except for cases where the
amount is unreasonably high or it is paid by concealing facts or
disguising the accounting books.

(Please note that the keywords in this section are explained in

(4).)
(1) Fixed Amount Periodical Compensation

‘Fixed amount periodical compensation’ means compensation
which is regularly paid on a monthly/weekly/daily basis with a
fixed amount through a fiscal year.

If the amount of the compensation is revised for the following
reasons, regularly paid compensation of which the amounts
before the change are stable and regularly paid compensation
of which the amounts after the change are stable are treated as
fixed amount periodical compensation:

- annual revision (revision made within 3 months from the
beginning of the fiscal year, in principle)

- extra-ordinary revision due to unavoidable reasons (e.g.
reorganizations)

- revision to decrease base compensation due to significant
deterioration in the company’s financial situation

Fringe benefits where they are continuously provided and the

value of the benefits is generally stable on a monthly basis are
also categorized as fixed amount periodical compensation.
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(2) Fixed Compensation Notified in Advance

‘Fixed compensation notified in advance’ is compensation
satisfying all of the following three conditions:

(i) Itis paid at a fixed time by a fixed amount of cash (or by a
fixed number of shares/stock options or by specified
restricted stock/specified stock options in exchange of a
fixed amount of monetary claims for compensation).

(ii) It falls under neither ‘fixed amount periodical compensation’
discussed in (1) nor ‘performance-based compensation’
discussed in (4)(iv).

(iii) Advance notification stating details of the compensation is
filed with the competent tax office.

(This requirement is not imposed on certain types of
compensation (e.g. compensation paid to non-executive
directors of a non-family company).)

(3) Deductible Performance-based Compensation

‘Deductible performance-based compensation’ means
‘performance-based compensation’ discussed in (4)(iv) that
meets all of the following four conditions:

(i) Itis paid to a managing director (a director involved in
execution of the business operations of a company) by a
non-family company or a family company that is wholly
owned by a non-family company.

(ii) The amount of cash compensation, the number of
shares/stock options issued/granted as compensation or the
number of cancelled stock options is calculated based on
‘performance-linked parameters’ and the calculation method
satisfies the following:
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- The ceiling of the compensation is pre-determined.

- The calculation method for the managing director is
similar to that for other managing directors.

- The calculation method must be determined by the
Compensation Committee prescribed by the Companies
Act or equivalent procedures within the prescribed
periods.

- The calculation method is disclosed in a timely manner
in a Securities Report or certain similar reports.

(iii) The compensation is paid or expected to be paid to the
director within the prescribed periods.

(iv) The company records the compensation as an expense in its
accounting books when it is paid out or the company
reverses a provision for directors’ compensation in its
accounting books.

(4) Keywords
(i) Specified restricted stock: please see 1.8.7.
(ii) Specified stock options: please see 1.8.8.

(iii) Shares (including specified restricted stock) issued as
compensation must be listed shares and stock options
(including specified stock options) granted as compensation
must be those where the holder is entitled to obtain listed
shares at the time of exercise. Moreover, they must be
issued or granted by a company receiving services
performed by the individual or by a company holding
directly or indirectly more than 50 percent of the company
receiving services.

(iv) Performance-based compensation is compensation falling
under either of the following:
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- cash or shares/stock options the amount or number of
which is determined based on performance of the
company receiving services or its related companies

- specified restricted stock/specified stock options the
number of which cancelled fluctuates based on any
factor other than the length of the period of services

(v) ‘Performance-linked parameters’ are broadly as follows:

- parameters indicating profitability (e.g. profits, EBITDA,
ROE and ROA) disclosed in a Securities Report

- parameters reflecting share market value

- parameters reflecting sales proceeds disclosed in a
Securities Report (only when they are used together with
either of the above two parameters.)

1.8.6 Retirement/Severance Allowances for Directors

Costs for retirement/severance allowances paid to company
directors are treated as follows:

. Tax
Retirement/severance allowances
treatment
Not ‘performance-based compensation’ Deductible®

discussed in 1.8.5 (4)(iv)

‘Deductible performance- | Deductible®
s based compensation’
Performance- discussed in 1.8.5 (3)

based - -

compensation’ Not ‘deductible Non- _
performance-based deductible

compensation’

' Note that it could be non-deductible if the amount is
unreasonably high or it is paid by concealing facts or
disguising the accounting books.
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1.8.7 Restricted Stock

Where a company issues specified restricted stock to
individuals as compensation for services performed by them,
costs for such services are deductible in the fiscal year when
the transfer restrictions on the stock are determined to be
released.

Restricted stock is defined as stock which is subject to
restrictions on transferability for a certain period of time and
forfeiture upon certain trigger events. Restricted stock is treated
as specified restricted stock in certain cases including where an
employee/director of a company contributes monetary claims
for their compensation to the company in order to obtain
restricted stock from the company (i.e. a contribution-in-kind).

Costs for specified restricted stock issued to company directors
are deductible if such compensation falls under “fixed
compensation notified in advance’ discussed in 1.8.5 (2), except
for cases where the amount is unreasonably high, etc.

Please see 3.4.2 (8) for the individual income tax treatment of
restricted stock.

1.8.8 Stock Options

When a company grants specified stock options to individuals
as compensation for services performed by them, costs for
such services are deductible at the time of exercise of the stock
options.

Stock options that are subject to restrictions on transferability
for a certain period of time are treated as specified stock
options in certain cases including where an employee/director
of a company contributes monetary claims for their
compensation to the company in exchange for stock options.
Tax-qualified stock options for Japanese individual income tax
purposes are not treated as specified stock options.
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Costs for specified stock options granted to company directors
are deductible where such compensation falls under ‘fixed
compensation notified in advance’ discussed in 1.8.5 (2) or
‘deductible performance-based compensation’ discussed in
1.8.5 (3), except for cases where the amount is unreasonably
high, etc.

Please see 3.4.2 (7) for the individual income tax treatment of
stock options, including conditions for tax-qualified stock
options.

1.8.9 Devaluation Loss

A write-down of assets, other than a write down to market
value in the case of damage due to disaster or obsolescence of
inventories or fixed assets, should generally be disallowed for
tax purposes.

1.8.10 Corporate Taxes, etc.

Corporation tax, prefectural and municipal inhabitant taxes,
local corporation tax, interest on delinquent taxes, penalties,
fines, etc. should be disallowed for tax purposes. Note that
business tax and special business tax are deductible basically
when a tax return for such taxes is lodged.

Japanese withholding taxes and foreign withholding taxes are
generally creditable (or deductible if not credited against
corporation tax). Foreign withholding taxes on a dividend from
a Foreign Subsidiary are not creditable. Neither are they
deductible if the foreign dividend exclusion (FDE) is applied to
the dividends. Please see 4.1 for the definition of a Foreign
Subsidiary and the FDE system.
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1.8.11 Donations

Donations are partially deductible as follows:

Deductible limit

Donations
(per annum)

* To national/local governments
* Designated by the national All
government

3.125% of taxable income
+ 0.1875% of stated capital
and capital surplus®™

To Specified Public Interest
Facilitating Corporations

0.625% of taxable income
Other than above + 0.0625% of stated capital
and capital surplus®

) By virtue of the 2020 tax reform, capital surplus will be
replaced by capital reserve for fiscal years beginning on or
after 1 April 2022.

If the amount of donations to Specified Public Interest
Facilitating Corporations exceeds the above limit, the excess
amount is treated as ordinary donations and contributions in
the third category.

Note that where a company pays donations to its Related
Overseas Company defined in 4.3.2, the full amount of such
donations is not deductible except for cases where the
donations are treated as income attributable to a Japanese PE
of the Related Overseas Company.

Under the corporate version of the hometown tax regime, when
a blue-form tax return filing company pays contributions to
local governments with respect to designated businesses stated
in a certified regional revitalization plan under the Regional
Revitalization Act for the period from 20 April 2016 to 31 March
2025, the company will be able to take tax credits (generally, 20
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percent of the contribution for business tax purposes and 40
percent of the contribution for inhabitant tax purposes). Thus,
the tax burden of the company could be reduced by
approximately 90 percent of such contributions; i.e. (i) 30
percent of the contributions by taking a deduction for the
contributions to local governments (assuming that the effective
corporate tax rate for the company is 30 percent) and (ii) 60
percent of the contributions by using the above tax credit rules
(assuming that the maximum amount is creditable).

If assets are sold at a lower price than the fair market value, the
difference between them is treated as a donation, which has
only limited deductibility as discussed above. Since the donee
is also required to recognize taxable income equal to the
amount of the undervalue, this often results in additional net
taxable income arising.

If a company makes a payment, details of which are not
disclosed, such payment is disallowed for corporation tax
purposes by the paying company, and a surtax of 40 percent of
the payment amount is levied as a penalty for making such
improper payments in addition to regular corporate taxes.

Please see 1.13.4 for donations between Japanese companies
within a 100 Percent Group.
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1.8.12 Entertainment Expenses

Entertainment expenses for a year in excess of the following
deductible limits are disallowed:

Size of company Deductible limit
Higher of JPY8 million
A small and medium-scale company or
defined in 1.3.1 50% of eating and
drinking expenses
Co(r;p?tr;yl/gl‘tjg\s(zeged 50% of eating and
Other than pit drinking expenses
small and billion or less
medium-scale | Company with stated
company capital in excess of 0
JPY10 billion

Social and entertainment expenses include expenses generally
disbursed for the purposes of reception, entertainment,
consolation, gifts, etc. However, it does not include expenses
falling under contributions, discounts and rebates, welfare
expenses, personnel costs, etc. which are treated differently for
tax purposes.

A company with stated capital of JPY10 billion or less is
required to keep relevant documents indicating details of eating
and drinking expenses in order to have such expenses to be
subject to the 50 percent deduction. The following items are
excluded from eating and drinking expenses subject to the 50
percent deduction:

e eating and drinking expenses solely for the company’s
directors/employees and relatives of them

e eating and drinking expenses which are not treated as
entertainment expenses, such as:
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- expenses for business meetings

- expenses for welfare activities

- expenses whose cost is JPY5,000 or less per person that
are justified by relevant records (excluding those solely
for the company’s directors/employees and relatives of
them).

1.8.13 Interest: Thin Capitalization Regime/Earnings
Stripping Regime

Please see 4.4 and 4.5 for details.

1.8.14 Translation into Japanese Currency (Yen) of
Assets/Liabilities in Foreign Currencies

With respect to foreign currency receivables and payables, a
company may select either: (i) the method of translation based
on the exchange rate at the time such receivables or payables
were created, or (ii) the method of translation based on the
exchange rate at the end of each fiscal year. The default
translation method for short-term receivable/payable is (ii)
while that for long-term receivable/payable is (i).

If a company wishes to select a non-default translation method,
the company is required to submit a report on the selected
method of translation to the competent tax office by the due
date of the first relevant corporation tax return. If a company
wishes to change the method, an application for the change
must be submitted to the tax office prior to the commencement
date of the fiscal year in which the change is to be effected.

If a company has a forward contract on receivables and
payables in foreign currencies at the end of a fiscal year, the
Yen amount fixed under such forward contract is generally
used for translation purposes instead of the Yen amount
translated at historical exchange rates or the spot rates at the
end of the fiscal year. If this is the case, exchange gains and
losses caused by application of a forward exchange rate are
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generally dealt with as follows:

- If aforward contract is concluded before a transaction, the
difference between the forward rate and the spot rate at the
transaction is spread proportionately over the period from
the transaction date to the settlement date and included
within taxable income/loss of the relevant fiscal year.

- If a forward contract is concluded after a transaction, the
difference between the forward rate and the spot rate at the
date of concluding the forward contract is spread
proportionately over the period from the date of concluding
the forward contract to the settlement date and included
within taxable income/loss of the relevant fiscal year.

1.8.15 Management Service Fees

If a foreign parent company is operating in Japan through a
subsidiary or a joint venture (JV) formed with a Japanese
partner, there would be situations in which the foreign parent
company provides management services to the subsidiary or
JVin Japan, for example by dispatching expatriate staff to the
operation in Japan, sending marketing, technical, financial and
administrative information useful for the Japanese operations
and training Japanese staff members. A management service
fee paid pursuant to such services should be a deductible
expense for Japanese tax purposes. However, to ensure full
deductibility, the management service fee levied should be
reasonable in view of the nature and extent of services
provided and should not be used for the purposes of shifting
profits from the Japanese subsidiary to the foreign parent
company.

Japanese tax law contains transfer pricing provisions aimed at
preventing tax avoidance by companies through transactions
with their Related Overseas Companies (please see 4.3.2). This
transfer pricing legislation is applicable not only to the sale or
purchase of goods but also to rendering of services, charging of

38



interest and royalties, and to any other transactions with
Related Overseas Companies that do not meet the arm’s-length
concept; further, the legislation obliges the taxpayer to justify
the reasonableness of transfer prices. Accordingly,
arrangements between a foreign parent or affiliates and related
Japanese entities should be carefully reviewed to determine
whether such arrangements and associated fees can be
supported.

1.8.16 Allocation of Head Office Expenses

Where common costs incurred for businesses of both a PE and
the head office are allocated to the PE based on reasonable
allocation keys, such allocated costs are allowable in the hands
of the PE provided that a document regarding the cost
allocation is preserved by the company.

1.9 Tax Depreciation
1.9.1 Fixed Assets and Depreciation
(1) Acquisition Cost

The entire purchase or manufacturing cost, or in the case of
acquisition other than by purchase or manufacture, the fair
market value, as well as incidental expenses incurred directly in
connection with acquisition of fixed assets or in making the
fixed assets available for use, must be included in the
acquisition cost.

Minor assets whose acquisition cost is less than JPY100,000 or
which are used up within 1 year are not required to be taken up
as fixed assets and the cost of such assets can be expensed. For
assets whose acquisition cost is JPY100,000 or more but less
than JPY200,000, the cost can be amortized over 3 years.
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(2) Ordinary Depreciation

In principle, a company may generally select either the straight-
line method or the declining-balance method for computing
depreciation of each respective class of tangible fixed assets
located at different business places. However, buildings
(acquired on or after 1 April 1998) and attachments to buildings
and structures (acquired on or after 1 April 2016) must be
depreciated using the straight-line method whilst intangible
assets must also generally be amortized using this method.
Moreover, certain leased assets must be depreciated using the
modified straight-line method. The default depreciation method
for most assets other than these assets is the declining-balance
method.

The depreciation and amortization allowable for tax purposes
must be computed in accordance with the rates corresponding
to the statutory useful lives provided in the Ministry of Finance
Ordinance.

The calculation methods and depreciation rates vary depending

on when the tangible fixed assets are acquired as discussed
below.
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B Tangible fixed assets acquired on or after 1 April 2007 but

before 1 April 2012

Depreciation rates

Straight-line Declining-balance method
method ipe Minimum
Useful N Depreciation Modified annual
life Depreciation depreciation .
I rate depreciation
rate (X) rate rate
A Y
(A) (Y) 2)
2 0.500 1.000 | - | -
3 0.334 0.833 1.000 0.02789
4 0.250 0.625 1.000 0.05274
5 0.200 0.500 1.000 0.06249
6 0.167 0.417 0.500 0.05776
7 0.143 0.357 0.500 0.05496
8 0.125 0.313 0.334 0.05111
9 0.112 0.278 0.334 0.04731
10 0.100 0.250 0.334 0.04448
Iculati .
Calculation Annual depreciable amount
methods
Straight-line . L
method Acquisition cost x Depreciation rate (A)
(i)For the period where:
Tax book value at the Acquisition cost
beginning of the fiscal year > x Minimum annual
x Depreciation rate (X) depreciation rate (Z)
Declining- Tax_bo<_)k value at_the x Depreciation rate (X)
beginning of the fiscal year
balance - _
method (ii) For the period where:
Tax book value at the Acquisition cost
beginning of the fiscal year < x Minimum annual
x Depreciation rate (X) depreciation rate (Z)
Tax book value at the Modified depreciation
beginning of the first fiscal x
) . rate (Y)
year when it falls in (ii)

(Minimum residual value: JPY1)
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Under the declining-balance method, for the first few years (e.g.
7 years for an asset whose statutory useful life is 10 years) an
asset is depreciated using Depreciation rate (X), which is 250
percent of the depreciation rate under the straight-line method,
and for the remaining years (e.g. the last 3 years for an asset
whose statutory useful life is 10 years) the asset is depreciated
equally using Modified depreciation rate (Y).

B Tangible fixed assets acquired on or after 1 April 2012

Depreciation rates
Straight-line Declining-balance method
Useful method - Modified Minimum
. Depreciation .. annual
life Depreciation rate depreciation depreciation
rate (X) rate rate
(A) (Y) 2)
2 0.500 1.000 | - | -
3 0.334 0.667 1.000 0.11089
4 0.250 0.500 1.000 0.12499
5 0.200 0.400 0.500 0.10800
6 0.167 0.333 0.334 0.09911
7 0.143 0.286 0.334 0.08680
8 0.125 0.250 0.334 0.07909
9 0.112 0.222 0.250 0.07126
10 0.100 0.200 0.250 0.06552

The calculation methods for assets under this category are the
same as those acquired on or after 1 April 2007 but before 1
April 2012.

The depreciation rate (X) is calculated as 200 percent of the
depreciation rate under the straight-line method.

B [ntangible Fixed Assets

Intangible assets are amortized over statutory useful lives under
the straight-line method without a depreciable limit.
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(3) Reports on Depreciation Methods

The depreciation method(s) needs to be reported to the tax
office in a timely manner if the company wishes to select a non-
default method. Such selection must be submitted by:

- the filing due date of the corporation tax return for the first
fiscal year in the case of a newly established company; and

- the filing due date of the corporation tax return for the fiscal
year in which assets of a different classification were
acquired, if the selected depreciation method for such
classification has not been selected previously (i.e. if the
depreciation method for furniture and fixtures has been
selected and trucks were newly acquired, then a report on
the depreciation method for the trucks is required).

The depreciation method must be applied consistently. If the
company wishes to change the method, an application for the
change must be submitted to the tax office prior to the
commencement date of the fiscal year in which the change is to
be effected.

(4) Statutory Useful Lives

A company is generally required to follow the statutory useful
lives provided in the Ministry of Finance Ordinance.

Under extraordinary circumstances such as a 24-hour operation
in the case of machinery and equipment at factories, an
application may be submitted to the tax office for approval of
shortening of useful lives or taking extra depreciation.

With regard to second-hand property if it is difficult to estimate
the remaining useful life, the useful life for tax purposes can be
calculated using the following formula (subject to a minimum
of 2 years):
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If statutory useful life

H o,
< number of years elapsed (A) Statutory useful life x 20%

If statutory useful life Statutory useful life
> number of years elapsed (A) - (A) + 20% of (A)

(5) Accounting and Tax Treatment

The depreciation and amortization must be recorded in the
books of account. If the amount of such charge is more than the
allowable limit for tax purposes as computed above (known as
‘excess depreciation’), the excess portion is required to be
added back to accounting profit on the tax return pending
allowance in subsequent fiscal years.

If the amount of the deductions is less than the allowable limit
for tax purposes (known as ‘short depreciation’), the resulting
tax treatment of the depreciation allowance is an effective
extension of the useful life of the assets concerned, since the
allowable charge for each fiscal year for tax purposes is limited
to the amount recorded in the books of account.

(6) Special Measures for Depreciation

Special depreciation by means of either increased first year
depreciation or accelerated depreciation is available for
companies filing blue-form tax returns in relation to certain
fixed assets as specified under the law. Such reliefs merely
accelerate the timing of depreciation relief rather than
increasing the amount of depreciation which can be taken.

Since the special depreciation allowance is intended to help
promote political objectives of the government, restrictions are
placed upon the companies or assets qualifying for such
benefit.

In contrast to the treatment for ordinary depreciation, short

depreciation arising in respect of the special depreciation
allowance may be carried forward for 1 year, and excess
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depreciation in such a year can be set off against the short
depreciation.

1.9.2 Deferred Charges

Expenditures made by a company that have a useful period of
more than 1 year from the date of the disbursement should be
treated as deferred charges and subject to amortization for tax
purposes.

The following expenditures fall under the category of deferred
charges, which can be amortized freely for tax purposes up to
the amount of amortization for accounting purposes:

- organization expenses

- pre-operating expenses incurred specifically in connection
with commencement of operations

- development expenses incurred specifically in connection
with application of new technology or a new operating
system, or development of resources

- expenses relating to issuance of new shares

- expenses relating to issuance of bonds

The following expenses are also treated as deferred charges
and usually amortized over the period of the economic benefit:

- expenses, the benefit of which relates to a period of more
than 1 year, such as the cost of installation of equipment,
etc. for public use, key money for leasing of property, cost of
fixed assets provided to customers for advertising and sales
promotion purposes, lump-sum payment for know-how, etc.

The amortization of deferred charges is computed by applying

the straight-line method. Deferred charges of less than
JPY200,000 per item may be expensed immediately.
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1.10 Revenue to be excluded from Taxable Income

1.10.1 Dividends Received from Japanese Companies

Dividends received by a company from other Japanese
companies are excludable in calculating taxable income as
indicated below:

subsidiaries

1 year up to the end of
the calculation period)

Categories Ownership requirements Excludable ratios
of shares
100% throughout
Shares in the calculation period .. .
100% (the maximum period: Dividends received

X 100%

more than 1/3 throughout

Shares in the calculation period (Dividends received
related (the maximum period: - Interest on debts)
companies 6 months up to the end of x 100%
the calculation period)
S?;hr(z; (more than 5% but 1/3 or less) D|V|de;1(d530!r’/t:ce|ved
Non- Dividends received
controlling 5% or less x 20%
as of the record date (40% for insurance
shares .
companies)

If dividends are received on shares which were acquired 1
month prior to the end of the fiscal year of the issuing company
and sold within 2 months after the end of the same fiscal year,
those dividends are not excluded from gross income.
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1.10.2 Revaluation Gain on Assets

It is not permissible for tax purposes to recognize revaluation
gains on assets except in certain limited cases such as on a
revaluation performed under the Corporation Reorganization
Law.

1.10.3 Refunds of Corporate Taxes, etc.

Refunds of non-deductible items (corporation tax, prefectural
and municipal inhabitant taxes, local corporation tax, interest
on delinquent taxes, penalties, fines, etc.) are not taxable if
refunded. Note that refunds of business tax and special
business tax constitute taxable income since payments of these
taxes are tax deductible.

1.11 Tax Credits

1.11.1 Withholding Income Tax Credits

Income tax withheld in Japan from interest and domestic
dividends received by a taxpayer company is generally
creditable against corporation tax. The excess of such
withholding tax over the corporation tax liability, if any, is
refundable.

If a recipient company holds bonds or shares for the full period
of the interest or dividend calculation period, the withholding
tax on the interest or the dividend is fully creditable. If not held
for the entire calculation period, the recipient company needs to
calculate creditable withholding tax by one of the following two
methods:

47



Pro-rata method

. . Holding period of the respective
Withholding bonds/shares from which interest/dividend
tax on . .
interest : I.S paid -
/dividends Calculation period for the respective

interest/dividend

Weighted average method

No. of bonds/shares
held at the

Wlttf;ho;crzl]mg commencement of (A} - (B} x1/2
int)e(rest X the base period (B)
. No. of bonds/shares held at the end of the
/dividends

base period for interest/dividend
calculation (A)

Withholding tax on bond interest received by a taxpayer
company is fully creditable regardless of the holding period.

Note that special reconstruction income tax will be imposed on
withholding tax at 2.1 percent from 2013 to 2037. Such special
reconstruction income tax is creditable/refundable in a similar
way as discussed above.

1.11.2 Foreign Tax Credits

Please see 4.2 for details.
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1.11.3 Tax Credits for Research and Development (R&D)
Costs

(1) Tax Credit for General R&D costs

A company filing a blue-form tax return is eligible for R&D tax
credits based on total R&D costs. For a fiscal year beginning
between 1 April 2021 and 31 March 2023, the creditable
amount is calculated as follows:

' Note that the tax credit system for R&D costs is a permanent
measure.

B Large-sized companies (companies other than small and
medium-sized companies™)

Increase-decrease

R&D ratio? Tax creditable amount

Total R&D costs x {10.145% + (Increase-
More than 9.4% decrease R&D ratio - 9.4%) x 0.35}
(upper limit: Total R&D costs x 14%

Total R&D costs x {10.145% - (9.4% -
9.4% or less Increase-decrease R&D ratio) x 0.175}
(lower limit: Total R&D costs x 2%)

The maximum creditable amount is 25 percent of the
corporation tax liability for the fiscal year. If a company satisfies
certain conditions, the maximum creditable amount will be
increased as follows:

- 40 percent of the corporation tax liability for the fiscal year,
where a company meets the definition of certain venture
R&D companies

- 30 percent of the corporation tax liability for the fiscal year,
where a company increases investment in R&D in spite of a
certain degree of decrease in sales®
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Where the R&D ratio® exceeds 10 percent, the tax creditable
ratio, which total R&D costs are multiplied by, will be increased
up to 14 percent based on the R&D ratio. The maximum
creditable amount will be also increased up to 35 percent of the
corporation tax liability.

Note that large-sized companies are subject to a restriction for
applying tax credits for R&D costs (discussed in 1.11.5).

B Small and medium-sized companies

Increase-decrease .
. Tax creditable amount
R&D ratio

Total R&D costs x {12% + (Increase-
More than 9.4% decrease R&D ratio — 9.4%) x 0.35}
(Upper limit: Total R&D costs x 17%)

9.4% or less Total R&D costs x 12%

The maximum creditable amount is 35 percent of the
corporation tax liability for the fiscal year in the case where the
Increase-decrease R&D ratio is more than 9.4% or 25 percent of
the corporation tax liability for the fiscal year in the case where
the Increase-decrease R&D ratio is 9.4% or less. In addition, if a
company increases investment in R&D in spite of a certain
degree of decrease in sales®, 5 percent of the corporation tax
liability for the fiscal year is added to the maximum creditable
amount in each case above.

Where the R&D ratio exceeds 10 percent, the tax creditable
ratio, which total R&D costs are multiplied by, will be increased
up to 17 percent based on the R&D ratio. The maximum
creditable amount will be also increased up to 35 percent of the
corporation tax liability.
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(2) Tax Credit for Specified R&D costs®

Specified R&D costs x 20% or 25% or 30%

The maximum creditable amount is 10 percent of the
corporation tax liability for the fiscal year.

M A small and medium-sized company is a company whose
stated capital is JPY100 million or less, except for either of
the following cases:

- at least 50 percent of the shares are held by one large-
scale company (a company whose stated capital is over
JPY100 million, a company 100 percent of which is held
directly or indirectly by one large company (a company
whose stated capital is JPY500 million or more), etc.)

- at least two-thirds of the shares are held by two or more
large-scale companies

Note that a company whose average taxable income for the
preceding 3 years is over JPY1.5 billion will be excluded
from an eligible company for fiscal years beginning on or
after 1 April 2019.

@ Increase-decrease R&D ratio = (a)/(b)
(a): [Total R&D costs in a fiscal year] - [annual average of
R&D costs for the preceding 3 fiscal years]

(if the figure is negative, the negative figure is used)

(b): Annual average of R&D costs for the preceding 3 fiscal
years
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©®  Applicable for fiscal years satisfying both of the following
conditions:

e [((b)-(a))/(b)] > 2 percent
(a): Sales in the current fiscal year
(b:) Sales in the latest fiscal year ending before 1 February
2020

e [R&D costs in the current fiscal year] > [R&D costs in the
latest fiscal year ending before 1 February 2020]

@ R&D ratio = (a)/(b)
(a): Total R&D costs in a fiscal year

(b): Annual average of sales proceeds for the preceding 3
fiscal years and the current fiscal year (Average Sales
Proceeds)

® Specified R&D costs means costs for joint/consignment R&D
activities with/to universities, national R&D organizations,
etc. under certain conditions.

1.11.4 Tax Credits for Acceleration of Wage Increases and
Capital Investment

Tax credits for acceleration of wage increases and capital
investment are aimed at promoting domestic capital
investment, investment in human resources and sustainable
pay-raises.

The tax credits are applicable for a company filing a blue-form
tax return under certain conditions. The following treatment
applies to a company, which is not a small and medium-sized
company (defined in 1.11.3), for fiscal years beginning between
1 April 2018 and 31 March 2021.:
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(1) Conditions:

(a)

[Salary payments in the current fiscal year]
> [Salary payments in the preceding fiscal year]

(b)

[Salary payments for continuously employed people in
the current fiscal year]
> [Salary payments for continuously employed
people in the preceding fiscal year] x 103%

(c)

[Total acquisition cost of depreciable assets located in
Japan in the current fiscal year]
> [Total depreciation costs of depreciable assets
recorded in the current fiscal year] x 95%

(d)

[Education and training costs in the current fiscal year]
> [Average education and training costs in the
preceding 2 fiscal years] x 120%

(2) Tax credits:

Where conditions
(a)(b) and (c) are
satisfied but (d) is
not satisfied

[Salary payments in the current fiscal year]
- [Salary payments in the preceding fiscal
year]} x 15%

Where conditions
(a)(b)(c) and (d)  |.[Salary payments in the preceding fiscal
are satisfied yearl} x 20%

{[Salary payments in the current fiscal year]

The maximum total creditable amount is 20 percent of the
corporation tax liability for the fiscal year.

B Keywords

- 'Salary payments’ means salary paid to domestic employees
which is deductible in calculating the company’s income for
each fiscal year.
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- ‘Continuously employed people’ means domestic employees
who worked for the full period of the current fiscal year and
the full period of the preceding fiscal year.

1.11.5 Tax Credits for Acceleration of Securing Human
Resources, etc.

By virtue of the 2021 tax reform, the tax credits for acceleration
of wage increases and capital investment (discussed in 1.11.4)
were reformed to the tax credits for acceleration of securing
human resources, etc., which focus on the increase of salary
payments and education and training costs for newly hired
employees.

The tax credits are applicable for a company filing a blue-form
tax return, which is not a small and medium-sized company
(defined in 1.11.3), for fiscal years beginning between 1 April
2021 and 31 March 2023 under following conditions:

(1) Conditions:

(a) | [Salary payments for newly hired employees in the
current fiscal year]
> [Salary payments for newly hired employees in the
preceding fiscal year] x 102%

(b) | [Education and training costs in the current fiscal year]
> [ Education and training costs in the preceding
fiscal year] x 120%

(2) Tax credits:

Where condition
(a) is satisfied but
(b) is not satisfied

[Salary payments for newly hired people
in the current fiscal year™] x 15%

Where conditions | [Salary payments for newly hired people

(a) and (b) are in the current fiscal year™] x 20%
satisfied
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) Upper limit: [salary payments in the current fiscal year] —
[salary payments in the preceding fiscal year]

The maximum total creditable amount is 20 percent of the
corporation tax liability for the fiscal year.

B Keywords
- 'Salary payments’ is the same as 1.11.4.

- ‘Newly hired employees’ mean domestic employees who
have worked for a year or less since the start of working at a
domestic office of a company.

Note that the tax credits for salary growth are available for a
small and medium-sized company under different conditions.

1.11.6 Restriction on Eligible Companies for Applying Tax
Credits

With the aim of promoting sustainable pay-raises and domestic
capital investment for large-sized companies (companies other
than small and medium-sized companies (defined in 1.11.3)), a
large-sized company that satisfies neither condition (a) nor (b)
in (1) will not be allowed to apply tax credits related to the three
special tax measures indicated in (2) below for fiscal years
beginning before 31 March 2024.

(1) Conditions

(a) | [Salary payments for continuously employed people in
the current fiscal year]
> [Salary payments for continuously employed
people in the preceding fiscal year]

(b) | [Total acquisition costs of depreciable assets located in
Japan in the current fiscal year]
> [Total depreciation costs of depreciable assets
recorded in the current fiscal year] x 30%
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The meanings of ‘salary payments’ and ‘continuously employed
people’ are the same as 1.11.4.

(2) Scope of Tax Credits to be Restricted

- Tax credits for Research and Development (R&D) costs
(discussed in 1.11.3)

- Tax credits for promotion of future investment in
communities

- Tax credits for promotion of investment in 5G technology

- Tax credits for promoting investment in digital
transformation (which were introduced by virtue of the 2021
tax reform)

- Tax credits for promoting investment for carbon neutrality
(which were introduced by virtue of the 2021 tax reform)

Note that this restriction is not applied for fiscal years where the
current fiscal year’s income is equal to or smaller than the
preceding fiscal year’'s income even if the company cannot
satisfy the conditions in (1) above.

1.12 Administrative Overview

1.12.1 Tax Returns and Tax Payments
(1) Final Tax Returns

A company is required to file final returns (a corporation tax
return to the relevant tax office and inhabitant/business tax
returns to the local governments) within 2 months after the end
of its fiscal year, whether or not it has positive income for that
fiscal year.

The filing extension rules which are applicable by submitting an
application form are provided as follows:
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B For a company not using the Consolidated Tax Return Filing

System discussed in 1.14

Cases

Extension periods

Where it is reasonable to conclude, from
the Articles of Incorporation, etc. or due
to special circumstances, that an
ordinary general shareholders meeting
is not held within 2 months after the end
of each fiscal year

1 month

Where a company is subject to audit by
an independent accounting auditor and
it is reasonable to conclude, from the
Articles of Incorporation, etc., that an
ordinary general shareholders meeting
is not held within 3 months after the end
of each fiscal year

Number of months
designated by the
relevant tax office,
up to 4 months

Where it is reasonable to conclude, due
to special circumstances, that an
ordinary general shareholders meeting
is not held within 3 months after the end
of each fiscal year

Number of months
designated by the
relevant tax office
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B For a company using the Consolidated Tax Return Filing
System discussed in 1.14 (and the Japanese Group Relief
System discussed in 1.15 for fiscal years beginning on or

after 1 April 2022)

Cases

Extension periods

Where it is reasonable to conclude, from
the Articles of Incorporation, etc. or due
to special circumstances, that an
ordinary general shareholders meeting
is not held within 2 months after the end
of each fiscal year

Where it is reasonable to conclude that it
is difficult to file a tax return within 2
months after the end of each fiscal year
because it takes time to complete it

2 months

Where a company is subject to audit by
an independent accounting auditor and
it is reasonable to conclude, from the
Articles of Incorporation, etc., that an
ordinary general shareholders meeting
is not held within 4 months after the end
of each fiscal year

Number of months
designated by the
relevant tax office,
up to 4 months

Where it is reasonable to conclude, due
to special circumstances, that an
ordinary general shareholders meeting
is not held within 4 months after the end
of each fiscal year or that it is difficult to
file a tax return within 4 months after the
end of each fiscal year because it takes
time to complete it

Number of months
designated by the
relevant tax office

The final tax liability for the fiscal year must be paid to the tax
office and local governments within 2 months after the end of
the fiscal year regardless of whether a filing extension has been

obtained.
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A final corporation tax return must be accompanied by the
company’s balance sheet, profit and loss statement, statement
of changes in net assets, details of accounts, statement of
outline of business activities and, depending upon
circumstances, certain other prescribed documents.

(2) Interim Tax Returns

A company, the fiscal year of which is longer than 6 months,
should file interim tax returns within 2 months of the end of the
first 6 months of the fiscal year. If the amount of the annual
corporation tax for the preceding fiscal year multiplied by six
and divided by the number of months of the preceding fiscal
year is JPY100,000 or less, the company is generally not
required to file interim tax returns. However, a company subject
to the size-based business tax or business tax imposed on
gross revenue rather than net income is always required to file
an interim tax return with respect to business tax regardless of
the amount of the corporation tax for the preceding fiscal year.

The amounts of taxes to be reported in interim tax returns are
chosen by the company from 2 methods:

(i) tax for the preceding fiscal year multiplied by six and
divided by the number of months of the preceding fiscal
year

(ii) tax computed on the basis of the provisional results for the
first 6-month period of the present fiscal year

In case of either of the following, it is not possible to file an

interim tax return based on provisional results:

¢ the amount calculated under (i) < JPY100,000

e the amount calculated under (i) < the amount calculated
under (ii)

The tax reported on the interim tax returns should be paid to

the tax office and local governments within the time limit for
filing interim tax returns.
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(3) Electronic Tax Filing Obligations

The following companies are obliged to file their final tax
returns and interim tax returns through online systems (e-Tax):

* aJapanese company whose stated capital is over JPY100
million at the beginning of the fiscal year

* aJapanese company which is a mutual company, a Toushi
Houjin (J-REIT) or a Tokutei Mokuteki Kaisha (TMK)

Note that an Aggregation Group discussed in 1.15 will be also
obliged to use the electronic tax filing for fiscal years beginning
on or after 1 April 2022.

1.12.2 Tax Audits and the Statute of Limitation

The Japanese corporate tax filing system utilizes a self-
assessment basis. The tax authorities may then carry out a tax
audit of returns filed and make any necessary adjustments
within the limitations laid down by the law. The basic statutory
time limits for such adjustments are as follows:

Nature of adjustments L'm't:dtlon
period
Relating to underreporting of taxable income 5 years
Relating to amendment of excess tax losses 10 years"
Relating to taxation on transfer pricing/internal @
. . 7 years
dealings for a PE of a foreign company
Relating to fraud 7 years

M 9 years for tax losses incurred in fiscal years beginning on or
before 31 March 2018.

@ 6 years for taxation on transfer pricing/internal dealings for a
PE of a foreign company incurred in fiscal years beginning
on or before 31 March 2020.
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1.13 Group Taxation Regime

The Group Taxation Regime is provided in order to make the
Japanese taxation system more in line with a business
environment where business operations are managed on a
unified basis across a corporate group.

Although the Consolidated Tax Return Filing System discussed
in 1.14 (the Japanese Group Relief System discussed in 1.15 for
fiscal years beginning on or after 1 April 2022 (hereinafter,
same in 1.13)) applies to Japanese companies that have made
an election for the system, the Group Taxation Regime
automatically applies to certain transactions carried out by
companies belonging to a 100 Percent Group, including a tax
consolidated group (an Aggregation Group discussed in 1.15
for fiscal years beginning on or after 1 April 2022 (hereinafter,
same in 1.13)).

1.13.1 100 Percent Group

A 100 Percent Group under the Group Taxation Regime is a
group comprising companies having a 100 Percent Control
Relationship, which is:

* relationship in which a person holds directly or indirectly 100
percent of the outstanding shares in a company; or

* relationship in which 100 percent of the outstanding shares
in a company and 100 percent of the outstanding shares in
another company are directly or indirectly held by the same
person.

A ‘person’ as described above should include not only a
Japanese company but also a foreign company or an individual.
Even if foreign companies are interposed between Japanese
companies, they could have 100 Percent Control Relationships.
Note that, however, the Group Taxation Regime is applicable
only to the transactions between Japanese companies in a 100

61



Percent Group, in principle.

When determining whether a 100 Percent Control Relationship
exists, the number of shares owned by an employee stock
ownership plan or the number of shares owned by employees
and directors that were acquired through exercises of stock
option plans can be disregarded if the total number of those
shares is less than 5 percent of the total number of outstanding
shares.

A structure diagram showing 100 Percent Control Relationships
should be attached to corporation tax returns.

1.13.2 Dividends Received Deduction (DRD)

(1) Dividends from a 100 percent Japanese subsidiary

When a Japanese company receives dividends from a 100
percent Japanese subsidiary, such dividends should be fully
excluded from taxable income without deducting interest
expenses attributable to such dividends.

This rule is also applicable to a Japanese branch of a foreign
company when it receives dividends from a 100 percent

Japanese subsidiary.

A 100 percent Japanese subsidiary for the purposes of this rule
is defined as follows:

* Inthe case of a dividend other than deemed dividends

A Japanese company that had a 100 Percent Control
Relationship with the company receiving the dividend for the
whole of the calculation period for the dividend

¢ Inthe case of a deemed dividend

A Japanese company that had a 100 Percent Control

62



Relationship with the company receiving the dividend on the
day prior to the effective date of the deemed dividend

** %

The same rule is included in the Consolidated Tax Return Filing
System. This rule is applicable for companies not electing for
the Consolidated Tax Return Filing System.

(2) Determination on Categories of Shares in Related
Companies/Non-Controlling Shares

By virtue of the 2020 tax reform, categories of ‘shares in related
companies’ and ‘non-controlling shares’ defined in 1.10.1 will
be determined based on the total number of shares held by the
dividend recipient companies in the same 100 Percent Group
for fiscal years beginning on or after 1 April 2022.

1.13.3 Deferral of Capital Gains/Losses
(1) Deferral of Capital Gains/Losses

When a Japanese company transfers certain assets to another
Japanese company having a 100 Percent Control Relationship
with the first mentioned company, capital gains/losses arising
from the transfer should be deferred.

(2) Assets Covered by this Rule

Assets covered by this rule are fixed assets, land (if land is not
treated as a fixed asset), securities, monetary receivables and
deferred charges, excluding those whose tax book value just
before the transfer is less than JPY10 million, and securities
held for trading purposes for either the transferor company or
the transferee company.

(3) Realization of Capital Gains/Losses

The deferred capital gains/losses on a transfer of an asset under
this rule will be realized in the hands of the transferor company,
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for example, when the transferee company transfers the asset

to another person.

The following table shows the main trigger events for
realization of deferred capital gains/losses and the amount of

realized capital gains/losses:

Trigger events

Amount of realized capital
gains/losses

Transfer of the asset by the
transferee company

Amount of deferred capital
gains/losses

The asset becoming a bad
debt, or
retirement/revaluation and
similar events related to
the asset by the transferee
company

Amount of deferred capital
gains/losses

Depreciation or
amortization of the asset
by the transferee company
(Depreciable assets or
deferred charges)

Amount of deferred capital
gains/losses

Depreciation or amortization
amount included in
deductible expenses of the
transferee company

Acquisition cost
of the asset

Instead of the above, it is
possible for the transferor
company to realize the amount of
deferred capital gains/losses over
the useful life being applied to
the asset in the transferee
company (Simplified Method).

Losing the 100% Control
Relationship between the
transferor company and
the transferee company

Amount of deferred capital
gains/losses




(4) Notification

When assets subject to this rule are transferred within a 100
Percent Group, the transferor company should notify the
transferee company of that fact (including the intention that
the transferor company will use the Simplified Method for
depreciable assets/deferred charges, if this is the case) after
the transfer without delay.

When the transferred assets are the securities held for
trading purposes by the transferee company, the transferee
company should notify the transferor company about that
fact, after the above notification without delay. Also if the
transferor company has said that it intends to use the
Simplified Method for depreciable assets/deferred charges,
the transferee company should notify the transferor
company of the useful lives for such assets, after the above
notification without delay.

If an event to realize deferred capital gains/losses happens,
the transferee company should notify the transferor
company about that fact and the day of the event (including
tax deducted depreciation/amortization amount, if the
transferor company does not use the Simplified Method) as
soon as possible after the closing date of the fiscal year in
which the event happens.

* %%

This rule is almost the same as the rule provided for under the
Consolidated Tax Return Filing System. This rule is applicable
for transfers of assets for companies not electing for the
Consolidated Tax Return Filing System.

1.13.4 Provision for Bad Debts

By virtue of the 2020 tax reform, account receivables from a

company in a 100 Percent Group will be excluded from the
calculation of the allowable amount of a provision for bad debts
for fiscal years beginning on or after 1 April 2022.
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1.13.5 Donations
(1) Donations

When a Japanese company pays donations to another
Japanese company which has a 100 Percent Control
Relationship (excluding such relationship controlled by an
individual), the donations are treated as non-deductible for the
donating company and non-taxable for the recipient company.

Donations under the Japanese Corporation Tax Law have a
broader meaning than simply donations to charitable
entities/political parties.

(2) Adjustments to Tax Book Value of Shares

In order to prevent a shareholder company of the
donating/recipient company from conducting tax-avoidance
through a transfer of value of the shares in these companies by
taking advantage of the rule for donations within a 100 Percent
Group, the shareholder company is required to make
adjustments to the value of the shares as follows:

e If acompany has a 100 Percent Control Relationship with the
donating company, the shareholder company should
decrease the tax book value of the shares in the donating
company by the amount of the donation attributable to the
direct holding ratio of the shareholder company.

e If acompany has a 100 Percent Control Relationship with the
recipient company, the shareholder company should
increase the tax book value of the shares in the recipient
company by the amount of the receipt attributable to the
direct holding ratio of the shareholder company.

Although the above adjustments should be applied to indirect

shareholders in the 100 Percent Group in theory, in
consideration of the administrative burden, the adjustments are
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required only for direct shareholders. If the shareholder
company belongs to a tax consolidated group to which the
donating company or the recipient company belongs, instead of
this rule, another rule for adjustments to the value of shares
under the Consolidated Tax Return Filing System is applied.

1.13.6 Non-Recognition of Capital Gains/Losses from
Transfers of Shares to the Share Issuing Company

When a Japanese company holds shares in another Japanese
company having a 100 Percent Control Relationship with the
first mentioned company, if the shareholder company receives
money or assets other than money from the share issuin<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>