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TAX UPDATE
FINANCIAL SERVICES AGENCY - PUBLICATION OF INQUIRY DOCUMENT ON JAPANESE EARNINGS STRIPPING REGIME

On 24 June 2025, the Financial Services Agency (hereinafter ‘FSA’)
released the inquiry document containing the results of the inquiry to the
National Tax Agency (hereinafter ‘NTA') about the tax treatments of the
Japanese Earnings Stripping Regime (hereinafter ‘J-ESR’) on the FSA's
website (Japanese only), after confirming the purpose and objectives of
the J-ESR with the Ministry of Finance.

The J-ESR is designed to prevent tax avoidance through the payment of
excessive interest compared to income and to prevent the erosion of
Japan's tax base. The ‘interest payments’, which are the basis for
calculating the ‘covered interest payments’ subject to the J-ESR, include
‘payments economically equivalent to interest.

The inquiry document summarizes the meaning of ‘payments
economically equivalent to interest’ as follows and in response to the
inquiry to the NTA, the FSA's view on this inquiry document was
confirmed as being acceptable by the NTA:

[Relationship between the J-ESR and the final report on Action 4 of the OECD/G20 BEPS Project]

* The provisions of the J-ESR reflect the recommendations in the final
report on Action 4 (Limiting base erosion involving interest deductions
and other financial payments) of the OECD/G20 BEPS Project.
Therefore, the scope of the ‘amount of interest, etc. is in line with that
in the final report. The inclusion of ‘payments economically equivalent
to interest’ in ‘interest payment’ under the J-ESR is also consistent with
the purpose of the final report.

[Financial transactions that fall under ‘payments economically equivalent to interest]
<General remarks>

¢ When the relationship between the ‘deemed interest amount’ of a
financial derivative transaction or hedging instrument and the
‘borrowing’ of a company’s financing is economically close in terms of
the purpose and nature of the entire transaction, the ‘deemed interest
amount’ paid is determined to be ‘payments economically equivalent
to interest’
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For example, the amount to be paid through Interest Rate Swap
(hereinafter ‘IRS’) agreements falls under ‘payments economically
equivalent to interest’ because, in general, funding and IRS
agreements can be assessed as having a close economic relationship
with the purpose of avoiding the risk of interest rate fluctuations that
have a direct impact on the amount of interest on loans. However, the
IRS, for which no such relationship is recognized, does not fall under
‘payments economically equivalent to interest.

<Other considerations>

The above example shows a general theory, and it should be judged
whether the amount to be paid falls under ‘payments economically
equivalent to interest’ by observing the overall series of transactions
and examining whether the transaction to be judged has an
economically close relationship with financing in substance.

Whether or not something falls under ‘payments economically
equivalent to interest’ should be determined by focusing on the
economic nature of the transaction to be judged. Accordingly, for
example, the accounting treatment record as interest expense does not
necessarily mean that it falls under ‘payments economically equivalent
to interest.

As a result of focusing on the economic nature, ‘payments
economically equivalent to interest’ may cover a broader range of
things than interest on borrowings in the legal sense, such as interest
on loan contracts. On the other hand, it is not considered that a
transaction generates ‘payments economically equivalent to interest’
only by taking account of the calculation factors of interest rates in a
part of the transaction, such as by referring to the market interest rate
(for example, the forward exchange rate is determined by the interest
rate between two currencies based on the spot market, and the
calculation factor of the interest rate is included) in calculating the
amount to be paid or received.
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