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In General

Under Japan's constitution, taxes are levied under the provisions of applicable laws ap-
proved by the Japanese Diet, the Japanese national congress.  Direct and indirect taxes 
are imposed by national, prefectural, and municipal governments, based on the princi-
ple that tax laws should originate legislatively.  In keeping with this precept, the Japa-
nese customarily settle tax disputes without resorting to the courts, therefore making 
case law limited.  Moreover, Japanese tax laws are not codified, and applicable laws 
should be carefully studied before tax treatment of a specific transaction is determined. 

There are four major tax laws regarding income taxes: Income Tax Law, Corporation Tax 
Law, Special Taxation Measures Law, and Local Tax Law.  While Income Tax Law has 
been enacted for national individual income tax and withholding tax,  Corporation Tax 
Law deals with national corporation income tax matters.  In addition, Special Taxation 
Measures Law is designed both to allow the government to achieve certain goals and 
reflect special economical policy in national taxes for corporations and individuals.  Lo-
cal taxes have been enacted within the framework of the Local Tax Law, which was ap-
proved by the Diet. 

Japan has concluded bilateral tax treaties with forty-four countries. Generally, an inter-
national tax agreement is considered to supersede domestic tax laws under the basic 
concept of priority of laws in Japan. 

WORLDWIDE INCOME TAXATION

While Corporation Tax Law covers both domestic and foreign corporations, Income Tax 
Law classifies individual taxpayers into three categories: 

1. Nonresident taxpayers; 

2. Nonpermanent resident taxpayers; and 

3. Permanent resident taxpayers.

Domestic corporations and permanent resident individuals are taxed on their worldwide 
income. 
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Corporation T axes

Japanese corporations around the world are subject to corporate income, and corporate 
taxpayers are subject to income taxes on aggregate income from all sources at a flat 
rate.  One national tax and two local taxes are assessed on corporate income: National 
Corporation Tax, Enterprise Tax, and Local Inhabitant Tax.  The tax rate of  the National 
Corporation Tax is 34.5 %.  For small corporations (those whose ending balance of the 
total paid-in capital is 100,000,000 yen or less) a lower bracket of 25 % is provided up to 
the taxable income of 8,000,000 yen. 

Tax rates of Inhabitant and Enterprise Taxes vary from one locality to another.  The 
standard rate of Enterprise Tax is 11 %.  Local Inhabitant Tax, which is assessed by 
both prefecture and municipality, consists of two parts, the income-based portion and 
the per capita equalization tax.  The combined standard rate of the income-based por-
tion of Local Inhabitant Tax is 5.97 % (17.3 % of National Corporation Tax).  The per 
capita equalization tax is a fixed amount determined according to the total amount of 
paid-in capital and capital surplus adjusted by the number of employees.  The combined 
highest per capita equalization tax is 3,800,000 yen. 

Although both Enterprise Tax and Local Inhabitant Tax are assessed by the local gov-
ernments, different rules are applied.  Enterprise Tax is assessed on Japanese source 
income and is deductible in computing National Corporation Tax, Local Inhabitant Tax, 
and Enterprise Tax itself.  However, it should be noted that the Enterprise Tax sourcing 
rule is different from the National Corporation Tax or the Inhabitant Tax.  Income from 
investment in a foreign subsidiary (i.e., dividend from a foreign corporation) is sourced 
in Japan for Enterprise Tax purposes; therefore, dividends from foreign corporations 
should be included in taxable income for Enterprise Tax.  Also, Enterprise Tax is not 
subject to foreign tax credits.  If at least 50 % of the total issued shares of a domestic 
corporation are either directly or indirectly owned by any combination of three or fewer 
individual shareholders (relatives are aggregated and counted as one shareholder), the 
corporation is subject to family corporation surtax.  This surtax is, in principle, designed 
to prevent individual shareholders from deferring payment of income tax that would be 
imposed on dividend income. 

The basis of the family holding corporation surtax is undistributed current earnings.  The 
taxable basis is the earnings of an accounting period less the sum of 

Corporation and Inhabitant Taxes (not including the surtax) payable for the period, and 
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The largest of (a) 35 % of the taxable income for the period; or (b) a fixed amount of 15 
million yen; or (c) a shortage of the ending retained earnings for tax purposes from 25 % 
of total paid-in capital. 

The taxable basis is subject to the graduated surtax rates up to 20 %. 

Permanent Resident Individuals

Japanese permanent resident individuals are subject to income taxes on income from 
all sources, although certain categories of income are separately taxed rather than ag-
gregated with others.  Taxable income for a resident individual is divided into three 
classes: 

1. Gross income; 

2. Retirement income; and 

3. Timber income.

 

Gross income consists of employment income, capital gains, dividend income, interest 
income, rental income, business income, occasional income, and miscellaneous in-
come.  The tax rates are applied separately to each class of income.  The tax rates for 
gross income are graduated to a maximum of 65 % (combined national and local in-
come taxes). In addition, business and rental income of individuals is subject to Enter-
prise Tax.  The provisions under the individual income tax are not necessarily parallel to 
those of the corporation tax.  Therefore, a tax advisor should be careful in performing 
tax research in this respect. 

ENTITY-BASED TAXATION

Japanese income tax is based on an entity approach, meaning that the taxable entity is 
either an individual or a corporation.  Except for special foreign subsidiaries in low-tax 
juris- dictions, the Japanese taxation does not transcend the entity.  Therefore, income 
earned by a subsidiary generally is not taxable for its shareholder until the profits are 
distributed as dividends, while branch income is taxed immediately together with income 
earned by its headquarters and other branches. 
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AntiÐTax Haven Legislation

An exception to the general taxation rule was enacted under the anti–tax haven legisla-
tion to limit the Japanese tax benefits from tax havens.  Under this legislation, major 
Japanese shareholders of tax haven subsidiaries (companies incorporated in, or man-
aged from a low-tax jurisdiction) are subject to current Japanese taxes on their allocable 
portion of that subsidiary's current profit.  Japanese corporations or resident individuals 
that own at least 5 % of outstanding shares are considered major shareholders.  More 
than 50 % of the shares of the tax haven company must be owned by a combination of 
Japanese corporations and resident individuals before this provision applies.  Both di-
rect and indirect ownership are considered for both the 5 % and 50 % tests.  A “Tax ha-
ven subsidiary” is defined as a foreign subsidiary which is not taxed or subject to tax at 
25 % or less in the country of its headquarters or principal office. 

Consolidated T ax Return

Japan does not allow a consolidated income tax return filing or group relief, compelling 
each corporation to file a separate tax return even if they are owned by a common par-
ent.  Furthermore, offsetting income of one corporation with another affiliated group 
member is not allowed. 

Blue Form T ax Return

The Blue Form Tax Return system (the regular form is white) was established to en-
courage taxpayers to declare taxable income based on proper accounting records.  Any 
corporation (including a branch of a foreign corporation) or individual having rental, 
business, or timber income may apply to the chief of the appropriate national tax district 
office for permission to use a Blue Form Tax Return.  Such an must be submitted prior 
to the beginning of the accounting period in which the Blue Form tax return is used for 
the first time, and it should include a description of the bookkeeping system to be used, 
and is usually approved if the bookkeeping system is consistent with the regulations.  
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The tax privileges available to taxpayers permitted to use the Blue Form Tax Return in-
clude: 

¥ Carryback and carryforward of tax losses 

¥ Recording of reserves and special accelerated depreciation allowed under the 
Special Taxation Measures Law 

¥ Tax credits for designated research and experimental expenses and for certain 
investments 

¥ Special allowance for overseas transactions for technical services 

¥ Tax examination based on books and records 

¥ Disclosure of reasons for tax assessment resulting from a tax examination 

¥ Financial-Accounting-Based Taxation

To claim expenses and certain provisions as tax deductions by corporate taxpayers, it is 
mandatory to account for the deductions in the official books of account.  Thus, except 
for a few items specified by tax laws, these deductions should be reflected on the corpo-
ration's statutory financial statements.  As a result, financial statements of Japanese 
corporations have been largely influenced by tax regulations.  The conformity with fi-
nancial accounting is also required for the investments in the United States.  For exam-
ple, if a Japanese-owned subsidiary in the United States reduces its retained earnings 
and increases additional paid-in capital by the same amount on its financial statements, 
this accounting treatment would trigger a deemed dividend treatment for its Japanese 
parent corporation or resident individual shareholders. 

If a subsidiary accounts its retained earnings as capital or pays cash in connection with 
a merger, dissolution, redemption, or recapitalization, dividend income to a Japanese 
parent would be deemed.  The following transactions of a U.S. subsidiary relating to re-
organization and recapitalization for accounting purposes triggers deemed dividends to 
its Japanese shareholder for Japanese tax purposes.  (The amount of dividend is com-
puted as the excess of the amount of distribution over the product of the number of 
shares multiplied by the per-share accounting basis of the underlining shares). 
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The relevant reorganization-related transactions are 

¥ Distribution of cash or property in connection with partial liquidation of investment 
in a corporation

¥ Distribution of cash or property in connection with complete liquidation of invest-
ment in a corporation 

¥ Distribution of cash or property in connection with dissolution of a corporation

¥ Distribution of cash or property in connection with a merger of corporations. 

The relevant recapitalization-related transactions are 

¥ Redemption that reduces retained earnings balance 

¥ Reclassification from retained earnings to common stock or additional paid-in 
capital

¥ Partial liquidation of business by dissolving a corporation, followed by reincorpo-
ration or merger with less total paid-in capital amount

Therefore, to avoid unexpected tax consequences in Japan, a U.S. subsidiary of a 
Japanese parent should be careful about its accounting treatment of such a transaction. 

Type of Investor

For Japenese tax purposes, corporations and individuals are taxable entities.  Because 
tax laws for corporations and individuals are different and the rules are not necessarily 
parallel under these laws, tax planning requires careful analysis based on the taxable 
entity.  If a nontaxable entity such as partnership and trust is utilized in the United 
States, tax consequences for corporate and individual partners and beneficiaries should 
be reviewed separately.  A U.S. investment may also be carried by a Japanese nontax-
able entity such as a kumiai (the Japanese partnership equivalent form) or a shintaku 
(the Japanese trust equivalent form).  In these cases, Japanese tax treatments should 
be carefully studied, because Japanese taxation is not fully developed for these entities. 
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CHOICE OF ENTITY  AND INCOME TAX ACCOUNTING ISSUES

A Japanese corporation or permanent resident individual that commences an invest-
ment in the United States will initially be surprised by the broad variety of entities avail-
able for the investment vehicle.  Japanese tax laws do not always provide clear guid-
ance as to how to treat these investment vehicles for Japanese tax purposes.  Under a 
general rule, tax treatments of a U.S. entity are determined by how the equivalent entity 
in Japan is treated for tax purposes.  Therefore, it is important to compare the U.S. en-
tity with the Japanese equivalent form and determine whether they are comparable in 
substance.  The most common forms of investment in the United States are direct in-
vestment, corporation, partnership, trust, or limited liability company. 

Direct Investments

Income from direct investments in the United States (such as income from a U.S. busi-
ness owned by a permanent resident individual or income from a U.S. branch of a 
Japanese corporation) will be taxed in Japan when it is earned.  Foreign branch income 
or loss of a Japanese corporation is aggregated with other income or loss of the corpo-
ration, and is subject to Japanese corporate income taxes.  Income from the foreign 
branch, however, is not subject to Japanese Enterprise Tax.  Foreign corporate income 
taxes paid on branch income may generally be credited against Japanese Corporation 
Income Tax and Inhabitant Tax, subject to certain limitations.  Because a foreign branch 
is considered as part of a Japanese corporation, foreign branch income should be com-
puted under Japanese accounting principles.  Then each item of the branch operation 
should be aggregated with the rest of the corporation and total taxable income should 
be computed.  If the branch business is conducted in the United States, the results 
should be also recorded under Japanese accounting standards.  In other words, the 
branch is required to maintain two sets of books, i.e. books for Japanese tax purposes 
under Japanese accounting standards and books for U.S. tax purposes under U.S. ac-
counting principles. 

Accounting Period for Corporations

The accounting period may be either a calendar year or a fiscal year and may not ex-
ceed twelve months, although an accounting period covering a shorter period can be 
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used. The accounting period of a branch of a foreign corporation must correspond to 
that of the head office.  Under Japanese tax law, a corporation may start its tax year on 
any day of the month.  Therefore, there may be some complications in determining the 
year end of a taxpayer for U.S. tax purposes because a taxpayer is allowed to end its 
tax year on the last day of the month for U.S. tax purposes except for the fifty-two–fifty-
three week tax year.  A corporation may change its accounting period by amending its 
articles of incorporation.  Prior approval or consent of the tax authorities is not required, 
but the authorities must be notified of the changes without delay. 

Accounting Method for Corporations

Tax accounting follows, in principle, generally accepted accounting principles in Japan.  
As a general rule, income of a corporation is determined on an accrual basis. Income 
from large long-term construction contracts are recognized on a percentage-of-
completion method, and income from other construction contracts may be recognized 
on a percentage-of-completion basis if losses are not anticipated from the contract.  
Profits from installment sales may also be recognized on an installment basis. If the 
percentage-of-completion basis or the installment basis is used, the statutory books of 
account must be maintained by the same method.  Interest income may be recognized 
on a cash basis rather than on an accrual basis if applied consistently.  Generally, de-
ductions must be recorded in the books of account to be deductible for tax purposes. 

Inventory

The taxable income of a corporation is the aggregate income from all sources.  The cost 
of goods sold is determined as the sum of beginning inventory plus purchases and 
manufacturing cost during the accounting period less ending inventories.  Sales be-
tween related parties must be at arm's length.  The bargain element from assets ac-
quired free of charge or at a price lower than market would constitute taxable income.  
Closing inventories must be valued by applying one of the permitted methods, which 
include specific identification, first-in, first-out (FIFO), last-in, last-out (LIFO), weighted 
average, moving average, straight average, most recent purchase, and retail methods 
under the cost, lower of cost, market method.  
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A corporation may elect any one of these valuation methods for each line of business, 
each category of inventories (such as raw materials, work in process, finished goods), 
and location of operation.  The inventory valuation methods adopted for statutory ac-
counting purposes must be the same as that used for tax purposes.  If a corporation 
fails to elect and report a valuation method to the appropriate tax office, inventories 
must be valued using the most recent purchase cost method.  Under this method, all 
inventories are valued at the most recent invoice price regardless of actual time of pur-
chase.  If the net realizable value of inventories is below book value, inventories may be 
written down under certain conditions. 

Valuation of Securities

A corporation may elect one of the security valuation methods for publicly traded securi-
ties, including weighted average or moving average method under the cost or lower of 
cost or market method.  If securities are not publicly traded or if shares owned by the 
taxpayer represent at least 25 % of the total issued shares, or if the taxpayer fails to 
elect a valuation method in advance, the weighted-average cost method applies.  Any 
change in the method of valuing either inventories or securities requires prior approval 
of the tax authorities. 

Foreign Currency T ransactions

Japanese corporations are required to maintain books in Japanese yen.  Receivables 
and payables in foreign currencies must be translated into yen at the end of an account-
ing period by using the translation methods specified by tax law.  Not only realized for-
eign exchange gains or losses, but also translation (revaluation) gains or losses are 
treated as taxable income or loss.  Short-term foreign currency receivables and pay-
ables may be translated at either the historical rate or the prevailing year-end rate.  If no 
election is made, the year-end rate must be used.  A forward exchange rate, if a forward 
contract is purchased, should apply instead of the rate prevailing at the end of the ac-
counting period.  The translation method to be applied must be elected for each foreign 
currency and reported to the appropriate tax office.  Except for unusual circumstances, 
long-term foreign currency receivables and payables should be translated at the histori-
cal rate.  
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Revenue, costs, and expenses resulting from foreign currency transactions should be 
recorded in the books of account using the exchange rate prevailing on the date of re-
cording the transactions, usually the Telegraphic Transfer Median rate (TTM), one of the 
widely published daily exchange rates in Japan.  However, an average exchange rate of 
the preceding week, an average exchange rate of the preceding month, a rate of last 
day of the preceding week, a rate of the last day of the preceding month, a beginning 
rate of the current week, or a beginning rate of the current month may be used if applied 
consistently. 

Surtax on Capital Gains

Capital gains are aggregated with other sources of income and are subject to ordinary 
corporate income tax rates. Capital losses offset other income.  No recapture of depre-
ciation is required.  In addition to the ordinary corporation income taxes, gains from a 
transfer of land or rights to land located in Japan are subject to special additional surtax. 

Deferral of Income Recognition

Under certain specific circumstances, income recognition may be deferred for tax pur-
poses. Transactions subject to deferral treatments include: 

¥ Fixed assets acquired with government subsidy; 

¥ Fixed assets acquired by insurance proceeds for property damaged by casualty; 

¥ Specified like-kind exchange of business assets; 

¥ Property contribution to a newly formed controlled subsidiary; and 

¥ Property acquired in involuntary conversion. 

¥ Interest Income

Interest income constitutes taxable gross income and should generally be recognized 
on an accrual basis.  For most businesses, the cash basis is also permitted if consis-
tently applied.   If interest is not paid for at least one year and the loan is considered un-
collectible because of the debtor's financial condition, a taxpayer may stop accrual of 
interest. 
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Dividend Income

Dividends received by a corporation generally constitute taxable income. However, divi-
dends received from other Japanese corporations may be excluded from taxable in-
come if the recipient owns at least 25 % of the shares in the payer corporation.  If a cor-
poration owns less than 25 % of the shares in the payer corporation, only 80 % of divi-
dends received can be excluded from taxable income.   Interest expense incurred by 
the recipient corporation allocable to the acquisition cost of the investment (from which 
the nontaxable dividend is earned) is not tax deductible to the extent of such nontaxable 
dividend income.  Dividends on shares acquired within one month before the last day of 
dividend computation period and sold within two months after that date are not exempt 
from tax. 

Expenses

All costs, expenses, and losses incurred during an accounting period are generally tax 
deductible unless otherwise provided for under the laws.  There are no territorial limita-
tions or specific limitations on deductions for payments to affiliates.  However, an arm's-
length basis should be observed for transactions with affiliates.  Generally, certain types 
of period expenses (e.g., interest, insurance, rent) may be deducted on a cash basis, if 
consistently applied.  If the identity of the recipient is not disclosed, the expenses are 
not allowed as a tax deduction.  In addition, a penalty (40 % of the amount) on ex-
penses paid to unidentifiable recipients may apply. 

Provisions and Reserves

There are a number of tax-deductible provisions and reserves, including reserve for bad 
debts, reserve for sales returns, and reserve for severance indemnities.  To qualify, 
these provisions and reserves must be recorded in the statutory books of account.  
Therefore, provisions or reserves that may not be required for financial accounting pur-
poses would be recorded on the financial statement to claim tax deductions.  The re-
serves allowed under Special Taxation Measures Law may be recorded as an appro-
priation of retained earnings instead of expense treatment. 

GLOBAL

D ECO SI M O  GLO BA L  ~  WWW. D ECO SI M O . CO M



Depreciation and Amortization

Except for land, rights to land, and certain properties (e.g., precious stones), deprecia-
tion and amortization of both tangible and intangible properties (including capitalized de-
ferred charges) is tax deductible to the extent allowed under tax laws.  Depreciable tan-
gible fixed assets include equipment, manufacturing machinery, buildings, structures, 
facilities, furniture and fixtures, and automobiles that are used for business purposes.  
Depreciable intangibles and deferred charges include patent rights, trademarks, copy-
rights (rights to use copyrights such as publishing rights), purchased software, lease-
hold rights, and goodwill.  However, only deprecation charged to income in the statutory 
books of account is deductible for tax purposes.  Generally, the tax-deductible depreca-
tion of tangible fixed assets may be computed under either the straight-line or declining-
balance method.  Election of the method should be made separately for each tangible 
property classification by reporting to the appropriate tax office in accordance with the 
regulations in advance.  The taxpayer may change to the depreciation or amortization 
method only when a prior approval is obtained from the tax authorities.  If an election of 
depreciation method has not been properly made, the declining-balance method should 
apply. The statutory useful lives and annual depreciation rates for both the straight-line 
and the declining-balance methods are prescribed by ministerial ordinance.  For manu-
facturing machinery and equipment, a composite useful life has been established for an 
entire plant.  However, buildings and certain types of properties are not included in the 
composite rate, and respective useful lives are separately published.  The composite 
useful life varies depending on the type of industry. 

The useful life of used tangible properties is generally the estimated useful life at the 
time of acquisition.  However, a simplified method to estimate the useful life may be 
used under certain limitations.  Under the simplified method, the remaining useful life is 
computed as a sum of 20 % of used period and remaining statutory life.  Generally, the 
annual provision for straight-line depreciation of tangible fixed assets should be com-
puted as 90 % of the acquisition cost multiplied by the applicable straight-line statutory 
depreciation rate.  The annual declining-balance provision is computed by applying the 
declining-balance statutory depreciation rate to net book value.  In the period of an ac-
quisition, the depreciation amount of property should be determined by the number of 
months the assets are used for business purposes.  For tangible properties acquired as 
a qualified investment for deferred income recognition, tax depreciation should be com-
puted based on adjusted book value rather than the actual acquisition cost.  For tax 
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purposes, the maximum accumulated depreciation of tangible fixed assets is limited to 
95 % of the acquisition cost, although 10 % residual value is assumed in the beginning.  
The 5 % residual value is tax deductible at the time of disposal. 

Intangible assets and capitalized deferred charges must be depreciated by the straight-
line method.  The tax-deductible annual depreciation limit is based on the statutory use-
ful life; however, goodwill acquired on or before March 31, 1998, may be taken as a tax 
deduction to the extent it is charged to income in the books of account at the discretion 
of the corporation. 

Remuneration to Employees and Directors

Remuneration to employees is generally tax deductible and include salaries, wages, 
overtime allowances, seasonal bonuses, severance allowances, and other types of al-
lowances.  There are certain restrictions on deductibility of payments to directors (i.e. 
board members) of a corporation.  A director includes both elected directors and a 
member who participates in the management of the corporation without having specific 
employee duties.  A director's regular remuneration is tax deductible unless it is in ex-
cess of the amount that the tax authorities consider reasonable.  If the amount of the 
director's remuneration is provided for in the articles of incorporation or authorized by a 
resolution at a general shareholders' meeting, any amount in excess of this authorized 
amount would be nondeductible.  A bonus to a director is, in principle, not treated as a 
tax deduction; however, a bonus paid to a non-representative director (i.e., other than 
chairman, president, vice president, executive, or managing director) who carries out 
duties as an employee is tax deductible up to the highest amount of bonus paid to a 
non-director employee if the bonus is paid at the same time as the payment to other 
employees and charged against income.  Generally, any non-regular payment, other 
than severance or retirement payment to a director is regarded as a bonus.  A sever-
ance or retirement payment to a director in excess of a reasonable amount, or any 
amount charged to retained earnings, is not deductible.  The deductible portion of sev-
erance and retirement payments to a director is normally tax deductible for the account-
ing period that includes the shareholders' meeting at which the payment was approved. 
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Entertainment Expenses

The government has established stringent restrictions on deductibility of entertainment 
expenses. For corporations with paid-in capital of more than 50 million yen, all enter-
tainment expenses are disallowed.  A corporation whose paid-in capital is 10 million or 
less may deduct up to 4 million yen of entertainment expenses, and a ceiling of 3 million 
yen applies to those capitalized at 10 million to 50 million yen. 

Interest Expenses

Interest is tax deductible on an accrual basis unless the corporation adopts a cash ba-
sis. 

Operating Loss Carryback and Carryforward

A Japanese corporation that files a Blue Form Tax Return may carry back tax losses for 
one year, or carry forward for five years for national corporation tax purposes.  A corpo-
rate taxpayer may elect not to carry back, but to carry forward all or part of the tax 
losses.  Losses for inhabitant and enterprise tax purposes can be carried forward for 
only five years. 

Resident Individuals

Taxable income of a resident taxpayer is divided into three classes: gross income, re-
tirement income, and timber income.  Gross income consists of employment income, 
capital gains, dividend income, interest income, rental income, business income, occa-
sional income, and miscellaneous income.  A resident taxpayer is allowed to deduct ac-
tual and necessary costs, expenses, and provisions in computing business and rental 
income.  Rules regarding deductibility of expense and cost items generally follow corpo-
ration tax rules. 
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Corporations

Generally, a Japanese corporate shareholder is not subject to Japanese corporation 
taxes on income earned by a foreign subsidiary until the income is repatriated as divi-
dends.  The amount of dividend from a U.S. subsidiary should be reported on the Japa-
nese parent's books when the dividend is declared by its U.S. subsidiary.  The account-
ing method used by the U.S. subsidiary in determining the amount of earnings and divi-
dend is irrelevant.  Dividends, for Japanese taxation purposes, include not only cash 
dividends but also stock dividends.  If a foreign subsidiary declares a stock dividend, it 
constitutes taxable income to the Japanese parent corporation.  However, except for 
deemed dividend for Japanese tax purposes, the dividend treatment requires an official 
declaration of dividend by the U.S. subsidiary under the applicable state corporation 
statute.  Therefore, a deemed dividend and/or consent dividend for U.S. income tax 
purposes does not constitute a dividend for Japanese corporation tax purposes.  A 
Japanese corporate shareholder may claim indirect foreign tax credit for taxes paid by a 
U.S. subsidiary, in addition to direct foreign tax credit for U.S. withholding taxes. 

Inter-company loans should normally bear interest at a reasonable rate, and if loans to 
an affiliated company bear no interest or a rate lower than a reasonable rate, the differ-
ence between the actual interest charge and that computed with a reasonable rate 
would be treated as a “subsidy of economic benefit” to the borrower.  If the transaction 
is made with a Japanese affiliate, this subsidy would be treated as income to the bor-
rower, but the lender can treat the amount as a donation, the deduction of which is sub-
ject to limitations.  If such a benefit is given to an overseas affiliate, it constitutes nonde-
ductible donation to the lender corporation under the Japanese inter-company transfer 
pricing rules.  Japanese resident individual shareholders are also required to report in-
come if the earnings of a U.S. subsidiary is distributed as a dividend.  No indirect foreign 
tax credit is allowed for individual shareholders. 

Partnerships

Japanese tax treatments of investments in a U.S. partnership should be determined ac-
cording to how a similar entity in Japan is treated for Japanese tax purposes.   There is 
no specific law in Japan that governs or controls partnerships or unincorporated joint 
ventures.  
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Although certain laws govern associations (i.e., kyodo-kumiai) such as fishery associa-
tions and agricultural associations, they are not comparable to a partnership or unincor-
porated joint venture in the United States.  In practice, the Japanese entities that most 
closely resemble U.S. partnerships and unincorporated joint ventures are classified as 
either tokumei kumiai or nin-i kumiai.  A tokumei kumiai is an entity established under 
the Commercial Code, consisting of an operator and one or more silent investor.  The 
operation of a tokumei kumiai is based on a contract between the operator and each 
silent investor (each of which may be either an individual or a corporation), and the legal 
liability of a silent investor is generally limited to the amount of their investment.  A nin-i 
kumiai is established under the provisions of the Civil Code and is similar in many re-
spects to a U.S. general partnership.  Each kumiai-in (i.e., partner) is responsible for his 
portion of the liabilities, and most nin-i kumiais are vehicles for active business opera-
tions.  Owing to cultural and historical factors, it should be noted that, except for certain 
types of business, the Japanese are often reluctant to participate in nin-i kumiai. 

Because of the similarity between a U.S. limited partnership and a tokumei kumiai, in-
vestments in a U.S. limited partnership are generally treated as investments to a toku-
mei kumiai, while investments in a U.S. general partnership are treated as investments 
in a nin-i kumiai.  However, this interpretation is not completely settled; therefore, the 
analysis of partnership structure is important to determine the Japanese tax treatment.  
For Japanese accounting purposes, investments in a U.S. partnership should generally 
be treated in the same manner as investments in a U.S. subsidiary.  The Commercial 
Code requires Japanese corporations to carry its investment at its cost except for man-
datory devaluation of worthless investments.  Therefore, distributive income from a U.S. 
partnership should not be recorded on its financial statements.  On the other hand, for 
Japanese tax purposes, distributive income from a nin-i kumiai should be included in 
income of a partner, even if a partner is a corporation or individual, in a tax year that in-
cludes the kumiai 's year-end.  Distributive income from a tokumei kumiai should be 
treated similarly. 
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Distributive income may be reported by one of the following three methods: 

¥ Net income method: reporting distributive net income or loss 

¥ Profit-and-loss method: reporting distributive amount of each income statement 
item

¥ Balance sheet method: reporting distributive amount of each balance sheet and 
income statement item

Distributive income from a tokumei kumiai, however, should be reported under the net 
income method.  In addition, for individual partners, the class of income is generally de-
termined by the class of income at the kumiai level. 

Trusts

Japanese tax treatments of an investment in a U.S. trust, as discussed previously, 
should be determined by how an equivalent Japanese entity is treated for Japanese tax 
purposes.  Japan is a civil code jurisdiction, not a common-law jurisdiction.  Therefore, 
there is no trust as a legal entity established by common law.  Generally, trusts are cre-
ated and governed by Trust Law, which was enacted in 1922.  Under law, a trust may be 
created by either a will or contract.  The trustee manages and disposes of the trust 
property, ownership of which rests with the trustee in accordance with the contract.  
Profits are allocated to the designated beneficiary, and when a trust is terminated, the 
trust property reverts to a beneficiary or a grantor. Under Japanese law, a trust is not a 
taxable entity; rather, a beneficiary of a trust is generally taxed on its income.  If the 
beneficiary cannot be identified, a grantor is taxed.  Unlike a kumiai, a fiscal year of a 
trust is not treated as an accounting period; therefore, income that should be reported 
by a beneficiary or grantor should generally be recomputed for the beneficiary's or gran-
tor's tax year.  Income from some trusts, which are by nature pooled savings of invest-
ments established by licensed trust banks, may be reported when the income is earned 
or actually distributed.  A beneficiary of other types of trust is generally subject to tax on 
its distributive share of the trust income, regardless of whether it is actually distributed.  
Distributive income from a simple trust created in the United States should be reported 
by Japanese corporate and individual beneficiaries at the end of their tax year.  Income 
from a complex trust should be allocated to each beneficiary regardless of whether any 
part of income is earmarked for distribution.  
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As a trust created in the United States is not qualified as the trust that is allowed to re-
port income on a distribution basis, the income should be reported on an as-earned ba-
sis.  If a grantor and a beneficiary are both individuals, a transfer of property to a trust is 
subject to gift taxes to the extent the ownership is transferred to the beneficiary.  In addi-
tion, the transfer of trust income or corpus to another beneficiary following the death of a 
beneficiary may be subject to inheritance tax. 

Limited Liability Company

A limited liability company is a newly developed investment vehicle.  Under the state 
limited company statute, a limited liability company is a legal person, while for U.S. tax 
purposes a limited liability company may be treated as a partnership.  There is no 
equivalent entity in Japan; therefore, an investment in a limited liability company is most 
likely treated as an investment in a U.S. corporation.  If a limited liability company is 
treated as a partnership for U.S. tax purposes, it will not be subject to U.S. income tax.  
Therefore, an effective tax rate of a subsidiary is less than 25 %; consequently, the sub-
sidiary may be classified as a tax haven subsidiary by definition if a resident ownership 
requirement is satisfied.  It should be analyzed whether the subsidiary is qualified as an 
exception to a tax haven subsidiary rule to avoid the treatment under the anti–tax haven 
legislation. 

FORIEGN TAX CREDIT

A Japanese corporation is entitled to a tax credit against Japanese Corporation Tax and 
Inhabitant Tax for foreign income taxes paid.  Foreign income taxes that are qualified for 
the tax credit may include income taxes deemed to be paid.  A foreign tax credit is not 
available for Enterprise Tax, because this tax is assessed only on Japanese-source in-
come.  Foreign income taxes that qualify for the Japanese foreign income tax credit in-
clude foreign taxes that are imposed on net income or gross revenue in lieu of a tax on 
net income (such as withholding income taxes imposed at the source of interest, royal-
ties, and dividends).  Sales tax, penalty taxes, and penalty interest are not creditable.   

GLOBAL

D ECO SI M O  GLO BA L  ~  WWW. D ECO SI M O . CO M



For corporate taxpayers, a portion of income taxes attributable to the rates exceeding 
50 % and a portion of withholding taxes levied on interest income at a relatively high 
withholding tax rate are excluded from eligible foreign tax.  Such non-creditable foreign 
taxes are available as tax deductions. 

Limitations

A foreign tax credit is limited to the Japanese National Corporation Tax and Local In-
habitant Tax allocable to the net foreign-source income.  The limitation is computed as 
the sum of National Corporation Tax and Local Inhabitant Tax multiplied by the ratio of 
foreign-source taxable income over total taxable income.  If a corporation has 100 yen 
of taxable foreign-source income, the limitation of foreign tax credits for the National 
Corporation Tax and Local Inhabitant Tax would be 34.5 yen and 5.97 yen, respectively, 
when the effective tax rates are 34.5 % and 5.97 %.  For corporate taxpayers, if income 
is not taxed in a foreign country, two thirds of that income should be excluded from the 
total foreign source income. In addition, the total foreign-source income for foreign tax 
credit purposes should not exceed 90 % of the total taxable income.  There are some 
exceptions to the 90 % ceiling.

The limitation of the foreign tax credit should be computed on a worldwide basis rather 
than a per-country basis.  Foreign-source taxable income should be determined under 
the provisions of Japanese tax laws and regulations, which provide income-sourcing 
rules and methods of computing foreign-source income.  The domestic sourcing rules 
are provided for business income, mining income, and income from real property, divi-
dends, interest, royalties, prizes, life insurance, and kumiai.  The rules apply to such in-
come unless an applicable treaty provides differently.   

In computing foreign-source taxable income, losses incurred in one country must be off-
set against taxable income from other countries.  Where indirect tax credits are claimed 
on dividends from a foreign-affiliated corporation, the proportional share of foreign in-
come taxes paid by the distributing corporation should be added back to taxable in-
come.  Foreign taxes claimed as foreign tax credit are not tax deductible.  Foreign taxes 
paid in excess of the foreign tax credit limitation may be carried forward for three years 
and in effect carried back for three years as carryforward of unused limitation amount. 
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Direct T ax Credit

Japanese corporate and individual shareholders may claim a foreign tax credit subject 
to certain limitations for U.S. income taxes paid on its industrial and commercial profits 
attributable to its permanent establishment in the United States. In addition, Japanese 
shareholders may claim foreign tax credits for U.S. withholding taxes on interest, royal-
ties, dividends, and rents subject to the limitations specified by tax laws. 

Indirect T ax Credit

Creditable foreign taxes include not only foreign income taxes imposed directly on a 
Japanese corporation, but also foreign income taxes paid by certain foreign-affiliated 
corporations.  The indirect foreign tax credit is available at the time of the dividend for 
foreign taxes imposed on the net income of a foreign-affiliated corporation if a Japanese 
corporation owns directly at least 25 % of the total issued shares or the total issued vot-
ing shares of said foreign-affiliated corporation.    The ownership requirement for directly 
owned affiliated corporation in the United States is lowered to 10 %.   

An indirect foreign tax credit is allowed for income taxes paid for first- and second-tier 
foreign-affiliated corporations.  However, since there is no treaty ownership exception 
provided, the effective ownership interest of at least 25 % in the second-tier foreign af-
filiate corporation is required in order to claim an indirect foreign tax credit for taxes paid 
by the second-tier foreign-affiliated corporation.  To meet this requirement, a Japanese 
company must own at least 25 % of the first-tier foreign-affiliated corporation, which in 
turn owns 25 % or more of the second-tier foreign-affiliated corporation.  The 25 % 
ownership interest in the second-tier company must have been held for at least six 
months prior to the date on which the obligation to pay the dividend is fixed. 

Foreign T ax Credit Planning

If the amount of foreign taxes paid exceeds the limitation, a Japanese corporation or 
resident individual may carry forward the excess amount for three years.  Continuous 
foreign tax credit planning is important to effectively utilize the carryforward amount.  
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The foreign tax credit limitation is computed as the sum of National Corporation Income 
Tax and Inhabitant Tax multiplied by the ratio of foreign-source taxable income over tax-
able income.  Therefore, the limitation is maximized if the foreign-source taxable income 
is maximized.  The foreign-source taxable income is computed as foreign-source in-
come less allocated expenses.  To maximize the foreign-source taxable income, the 
foreign-source income may be maximized, or the allocated expenses can be minimized. 
 The combination of these two would be effective.  The foreign-source income may be 
increased by adding relatively low taxed foreign-source income such as tax-exempt in-
come even if two thirds are not treated as foreign source.  Exempt foreign-source in-
come contributes to increase the foreign-source income by one third of the actual 
amount.  In addition, this does not attract foreign tax and therefore effectively raises the 
limitation.  Expenses are generally allocated to foreign-source income under the specific 
allocation method.  However, common expenses should be allocated by a reasonable 
basis such as revenue, asset value, or number of employees.  If the foreign-source tax-
able income of a corporate taxpayer is limited to 90 % of taxable income, an increase in 
taxable income may not result in additional taxes, because of the increase in foreign tax 
credit amount. 

TRANSFER PRICING

Japan first introduced transfer pricing regulations in 1986.  The rules, which fairly 
closely follow the pattern of the rules set forth under the 1968 regulations for Section 
482 of the Internal Revenue Code, apply to inter-company cross-border transactions for 
accounting periods beginning on or after April 1, 1986.  A number of amendments were 
enacted by the legislation in 1991.  One of the amendments authorized the National Tax 
Administration Agency (NTA) to obtain pricing information from a third party if it is nec-
essary for a tax examination.  If the third party does not comply with the request, it is 
subject to a fine up to 100,000 yen. 

GLOBAL

D ECO SI M O  GLO BA L  ~  WWW. D ECO SI M O . CO M



The transfer pricing rules are generally applied to a transaction between a Japanese 
corporation and its foreign-affiliated company.  The foreign-affiliated company is defined 
as 

¥ A foreign corporation, of which at least 50 % of total issued and outstanding 
shares are owned either directly or indirectly by a Japanese corporate taxpayer

¥ A foreign corporation that owns either directly or indirectly at least 50 % of the 
total issued and outstanding shares of a Japanese corporation

¥ A foreign corporation that has a common parent company with a Japanese cor-
poration, where the common parent company owns either directly or indirectly at 
least 50 % of the total issued and outstanding shares of both the Japanese cor-
poration and the foreign corporation

¥ A foreign corporation whose business policies are in substance controlled wholly 
or partially by a Japanese corporation or a foreign corporation that determines 
wholly or partially the business policies of a Japanese corporation

Arm's-Length Price

If a Japanese taxpayer purchases or sells a property, provides services, or enters into 
other transactions with a foreign-affiliated company and the amount of the consideration 
for the transaction is not an arm's-length price, the legislation provides that the transac-
tion would be deemed to have been carried out at an arm's-length price for corporate 
income tax purposes in order to prevent taxable income of a Japanese taxpayer to be 
unreasonably reduced. 

The following methods are to be used to determine the appropriate arm's-length price 
for inventory under the tax law: 

1. Comparable uncontrolled price method (CUP); 

2. Resale price method; 

3. Cost-plus method; and 

4. Other method. 

The first three methods are primary methods; the “other” method is used only if the pri-
mary methods are not available. 
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For transactions other than the purchase or sale of inventory, the methods equivalent to 
the first three are to be used.  However, if none of those methods are applicable, a 
method equivalent to an “other” method may be used.  The Ministry of Finance of Japan 
is considering adding the Transaction Net Margin Method (TNMM) as one of the pricing 
methods.  The introduction of the TNMM would bring the Japanese transfer pricing leg-
islation in line with the revised OECD Transfer Pricing Guidelines issued in July 1995.  
The TNMM is a method to compute a transfer price by applying the average operating 
income that other companies earn from similar business activities. 

Transactions Subject to T ransfer Pricing Rules

Transfer pricing rules apply to transactions between a Japanese corporation and its af-
filiated foreign corporation. The transactions subject to the transfer pricing rule include 
sale/purchase of property, rendering/receiving services, and other transactions.  There-
fore, any transaction with an affiliated foreign corporation may be covered by this rule, 
provided that some consideration is paid for the transaction. However, even if there is 
no consideration received, a deduction for a donation to an affiliated foreign corporation 
is also disallowed under the transfer pricing rule. Owing to the broad scope of applicable 
transactions, inter-company loans and royalty and lease payments would be subject to 
the transfer pricing rule.  The Internal Revenue Service (the Service) has been actively 
conducting tax examinations of Japanese-owned U.S. corporations since the 1980s. 

Pre-ConÞrmation System

The current enforcement of the transfer pricing rule by each tax authority has exacer-
bated the ambiguity inherent to the transfer pricing rule.  To eliminate uncertainty and 
disputes regarding transfer pricing, Japanese tax authorities set up a Pre-confirmation 
System (PCS). This is the Japanese system equivalent to the U.S. Advance Pricing 
Agreement (APA). A corporate taxpayer may request an advance confirmation of a 
transfer pricing method by filing an application form, which includes the taxpayer's in-
formation; information regarding the foreign related party; detailed description of the 
related-company transaction, such as nature, item, quantity, price, and conditions of the 
transaction; the method to determine the transfer price and explanation that the applied 
method is the most reasonable method; functions performed by each party; analysis 
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based on the comparable transaction and related adjustments; and details of the party 
to the comparable transaction.  The taxpayer may also request the advance confirma-
tion to include the clearance from the tax authorities under the jurisdiction in which the 
related party does business.  Unlike the APA, the Japanese PCS is not a binding 
agreement between the taxpayer and tax authorities. Also, the PCS is distinguished 
from the regular tax examination, where the burden of proof rests on the tax authorities. 
Generally, the tax authorities bear the burden of proof in proposing tax adjustments. 
However, in transfer pricing adjustments, the tax authority is authorized to make an im-
mediate assessment based on the information available at that time if the taxpayer is 
not cooperating in the examination.  Also, the PCS does not provide any alternative 
when the actual price is outside the preconfirmed range. 

REPATRIATION PLANNING

If an investment in the United States is a corporation, repatriation generally would take 
the form of redemption or a dividend in addition to regular transactions subject to trans-
fer pricing, such as royalties and service fees.  Japanese taxation is broadly based on 
the legal form of a transaction.  If a U.S. corporation redeems its shares based on the 
resolution of a board of directors meeting, the distribution should be treated as a re-
demption.  There is no special tax treatment independent of the corporate law charac-
terization.  However, if the amount distributed exceeds the subsidiary's book value, the 
excess would be treated as deemed dividend.  Dividend treatments for U.S. tax pur-
poses do not influence Japanese tax treatment. Dividends received by a corporation 
generally constitute taxable income; however, dividends received from Japanese corpo-
rations may be excluded from taxable income if a recipient owns at least 25 % of a 
payer corporation's outstanding shares.  If a corporation owns less than 25 % of the 
shares in the payer corporation, 80 % of the dividend amount may be excluded from 
taxable income.  Dividends from a foreign subsidiary are fully taxable.  Stock dividends 
are also taxable and should be valued at par value or at the amount credited to stated 
capital on the books of the payer corporation for tax purposes.  Bonus shares issued out 
of capital surplus (i.e., paid-in surplus) do not constitute stock dividends, while stock 
dividends recorded as distributions from retained earnings are treated as deemed divi-
dends.  Distributions should be treated as dividends for Japanese tax purposes only 
when the dividend is formally declared under the applicable state corporation law.  Dis-
tributions treated as dividends for U.S. income tax purposes may not constitute divi-
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dends for Japanese tax purposes. Consent dividends and deemed dividends for U.S. 
tax purposes do not constitute dividends for Japanese tax purposes. 

Direct Investments and Investments through a Pass-Through Entity

Direct investments including investments through partnerships, kumiai, and other pass-
through entities generate constant repatriation, because income from the U.S. operation 
should be recognized in each tax year.  Therefore, continuous repatriation planning is 
important.  For example, if a Japanese corporation or resident individual invests in U.S. 
rental real property, the investor is required to compute its taxable income from rent and 
associated expenses and to report the income to Japanese tax authorities in addition to 
reporting to the United States.  If the rental property is a used property and qualified for 
the simplified method to determine the statutory useful life, the depreciation could be a 
fairly large amount.  Therefore, it may be necessary to tailor the magnitude of tax shel-
tering effects by inserting a partnership or kumiai, which distributes the loss created by 
the accelerated depreciation among the participants. 

Disposal of the Investments

The disposal of investments in a corporation generates capital gain or loss to a Japa-
nese corporate and individual investor.  Capital gain and loss of a corporate investor 
would be aggregated with other income to compute the Japanese taxable income.  
However, an individual investor should be careful about the classification of income and 
offsetting rule to compute the total taxable income.  The disposal of investments through 
a pass-through entity is treated as if the properties were directly owned and sold by the 
investor.  Therefore, by disposing a direct investment or investment through a pass-
through entity, the taxpayer recognizes gain or loss from the underlying property.  Gain 
or loss should be recognized at the time of disposal and included in the worldwide tax-
able income.  There would be no surtax on capital gain from land or rights to land for a 
corporate investor if the property is not located in Japan.  The cumulative losses from 
foreign operations, direct or through a pass-through entity, are not subject to the recap-
ture rule.  Disposition of a U.S. investment, directly or through pass-through entities, a 
Japanese resident individual investor recognizes gain or loss.  The income/loss classifi-
cation is important to properly report gain or loss for each item.  
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In addition, gain from sale of land and rights on land by an individual would generally be 
taxed separately at 30 or 40 % based on the holding period. 
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