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The ‘Law & Practice’ sections provide easily accessible information on
navigating the legal system when conducting business in the jurisdiction. Leading lawyers explain local law and practice at key transactional
stages and for crucial aspects of doing business.

Law and Practice JAPAN
Contributed by Withers Japan Authors: Eric Roose, Takeo Mizutani

Law and Practice
Contributed by Withers Japan

CONTENTS
1. Types of Business Entity, Residence and Tax
Treatment
1.1 Corporate Structures and Tax Treatment
1.2 Transparent Entities
1.3 Determining Residence
1.4 Tax Rates

p.4
p.4
p.4
p.4
p.4

2. Key Features of the Tax Regime
2.1 Calculation of Taxable Profits
2.2 Special Incentives for Technology Investments
2.3 Other Special Incentives
2.4 Basic Rules on Loss Relief
2.5 Limits on Deduction of Interest
2.6 Basic Rules on Consolidated Tax Grouping
2.7 Capital Gains Taxation
2.8 Other Taxes on Transactions
2.9 Other Notable Taxes

p.4
p.4
p.4
p.5
p.5
p.5
p.5
p.5
p.5
p.5

3. Division of Tax Base Between Corporations and
Non-Corporate Business
3.1 Closely Held Local Businesses
3.2 Corporate Rates and Individual Rates
3.3 Sales of Shares in Closely Held Corporations
3.4 Sales of Shares in Publicly Traded Corporations
4. Key Features of Taxation of Inbound Investments
4.1 Withholding Taxes
4.2 Primary Tax Treaty Countries
4.3 Use of Treaty Country Entities by Non-treaty
Country Residents
4.4 Transfer Pricing Issues
4.5 Related Party Limited Risks Distribution
Arrangements
4.6 Variation from OECD Standards

p.5
p.5
p.5
p.5
p.5
p.5
p.5
p.5
p.5
p.6
p.6
p.6

5.4 Determining the Income of Foreign-Owned
Local Affiliates
5.5 Deductions for Payments by Local Affiliates
5.6 Contraints on Related Party Borrowing

p.6
p.6
p.6

6. Key Features of Taxation of Foreign Income of
Local Corporations
p.6
6.1 Foreign Income of Local Corporations
p.6
6.2 Non-Deductible Local Expenses
p.6
6.3 Taxation on Dividends from Foreign Subsidiaries p.6
6.4 Use of Tangibles
p.6
6.5 Taxation of Income of Non-Local Subsidiaries
Under CFC-type Rules
p.6
6.6 Taxation on Gain on the Sale of Shares in
Non-Local Affiliates
p.6
7. Anti-Avoidance
7.1 Overarching Anti-Avoidance Provisions

p.7
p.7

8. Other
8.1 Regular Routine Audit Cycle

p.7
p.7

9. BEPS
9.1 Recommended Changes
9.2 Government Attitude
9.3 Profile of International Tax
9.4 Competitive Tax Policy Objective
9.5 Proposals for Dealing with Hybrid Instruments
9.6 Territorial Tax Regime
9.7 CFC Proposals
9.8 Anti-Avoidance Rules
9.9 Transfer Pricing Changes
9.10 Transparency and Country by Country
Reporting

p.7
p.7
p.7
p.7
p.7
p.7
p.7
p.7
p.7
p.8
p.8

5. Key Features of Taxation of Non-Local Corporations p.6
5.1 Taxation of Non-Local Corporation Versus Local
Subsidiaries
p.6
5.2 Capital Gains of Non-Residents
p.6
5.3 Change of Control Provisions
p.6

3

JAPAN Law and Practice
Contributed by Withers Japan Authors: Eric Roose, Takeo Mizutani

Withers Japan has a fully diversified tax practice in Tokyo
and provides domestic and international businesses, both
publicly or privately owned, tax efficient strategies and advice in many areas including: pre-sale/IPO tax planning;
mergers and acquisition tax advice; cross-border transac-

tions; partnership, corporation and other entity planning;
tax compliance; IP licensing/sponsorship agreements.
Founded in 1896, Withers is a leading international law
firm with 16 strategically located offices in Asia, Australia,
Europe, the USA and the Caribbean.

Authors
Eric Roose is head of Withers’ corporate
tax practice in Asia. His practice involves
advising clients on international tax
planning and corporate tax advisory
matters, involving international M&A,
cross-border transactions and fund
investments. He specialises in structuring Asia market
investments (inbound and outbound), and using global tax
treaties and planning techniques under local tax regimes
to achieve maximum tax efficiency for global businesses
and investors. Eric has advised clients in over USD50
billion-worth of international corporate and private equity
transactions, and Asia real estate and debt asset acquisitions.

Takeo Mizutani is a partner at the firm
and provides Japan tax advisory services
on a wide variety of corporate matters,
including cross-border M&A transactions,
cross-border investment fund structuring,
financial products and cross-border estate
planning. He has over 20 years of international tax and
legal experience, and has co-authored several articles on
issues related to taxation and the law.

1. Types of Business Entity, Residence
and Tax Treatment

tion (with stated capital of less than JPY100 billion) and 5%
for a large corporation.

1.1 Corporate Structures and Tax Treatment

Individual income tax rates apply to businesses owned by
individuals directly or through transparent entities. Individuals are subject to graduated rates of taxation at both the
national and local levels. The maximum national individual
income tax rate is 45%, and local income tax rates are 10%
on average.

Generally, Japan businesses adopt a corporate form for conducting business. The corporate forms of business, namely a
Kabushiki Kaisha and a Godo Kaisha, are subject to taxation
in a similar manner, and are both treated as separate legal
entities.

1.2 Transparent Entities

Partnerships and trusts are generally treated as transparent
for tax purposes. Partnerships are commonly used to operate
businesses in joint venture form, and trusts are used to hold
assets, particularly real estate. Partnerships are also sometimes used to achieve effective tax consolidation between
affiliated domestic taxpayers.

1.3 Determining Residence

The jurisdiction of incorporation determines the residency
of a company. Partnerships and trusts are generally treated
as transparent for tax purposes, and are therefore not eligible
to claim treaty benefits.

1.4 Tax Rates

The national corporate income rate is 25%. Local corporate
income tax rates are approximately 10% for a small corpora-
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2. Key Features of the Tax Regime
2.1 Calculation of Taxable Profits

Taxable profits are based on accounting income based on
GAAP, with certain adjustments.
Substantial adjustments to GAAP income include donations
and entertainment expenses. Donations to foreign affiliates
are not deductible, and entertainment expenses are subject
to deduction limitations.
Profits are taxed on an accrual basis.

2.2 Special Incentives for Technology Investments
Tax credit is available for R&D expenses.
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2.3 Other Special Incentives

No other special incentives apply to particular industries or
businesses.

2.4 Basic Rules on Loss Relief

tax accountants, CPAs and lawyers – to form professional
service corporations.

3.2 Corporate Rates and Individual Rates

Net operating losses and capital losses can be carried forward for ten years, and carried back for one year (although
the ability to carry back losses is currently suspended). NOLs
can be used to offset any types of income, including capital
gains. Capital loss carry-forwards can also be used to offset
all types of corporate income.

Generally, there are no rules to prevent individual professionals from earning income at corporate rates if such rates
are lower than individual rates. Accumulated earnings rules
designed to combat accumulating excessive levels of earnings in a company that is subject to lower tax rates do not
apply to closely held companies whose stated capital is less
than JPY100 million.

2.5 Limits on Deduction of Interest

3.3 Sales of Shares in Closely Held Corporations

Interest limitations exist in the form of thin capitalisation
and earnings stripping rules. The thin capitalisation rules
contain a safe harbour allowing a deduction of interest on
debt up to a 3:1 debt to equity ratio for related party debt.
Earnings stripping rules limit interest deductions to 50% of
the corporation’s current income.

2.6 Basic Rules on Consolidated Tax Grouping

Entities that are 100% commonly owned can elect to file a
consolidated tax return.

2.7 Capital Gains Taxation

Capital gains are taxed at ordinary corporate income tax
rates.
Japan corporate tax rules provide for tax-free reorganisations, mergers and drop-downs, subject to complex requirements.

2.8 Other Taxes on Transactions

Consumption tax of 8% applies to the sale of goods and the
provision of services.

2.9 Other Notable Taxes

Real estate transfers are subject to registration and acquisition taxes. Stamp duty is imposed on contracts, including purchase and sale agreements and merger agreements.
Capital registration taxes are imposed on contributions to
the stated capital of a company.

3. Division of Tax Base Between
Corporations and Non-Corporate
Business
3.1 Closely Held Local Businesses

The corporate form used by local businesses is similar to that
used by large businesses, and is known as a Kabushiki Kasha,
a joint stock company. Small family-owned businesses use
a small corporation form, known as a Godo Kaisha. Most
closely held small businesses tend to use a Kabushiki Kaisha. The law also authorises certain professionals – such as

Ordinary income tax rates apply to dividends from a closely
held company. The sale of shares in such companies is subject
to 20% capital gains tax, irrespective of any holding period.

3.4 Sales of Shares in Publicly Traded Corporations

A 20% tax rate applies for dividends from a public company
and capital gains relating to the sale of shares in a public
company.

4. Key Features of Taxation of Inbound
Investments
4.1 Withholding Taxes

A 20% statutory withholding tax rates applies to interest,
dividends and royalties in the absence of income tax treaties.
Special reliefs are available for interest on Japan Government
Bonds held by a Japan resident, and on bonds issued by a
Japanese company to foreign buyers in foreign markets (this
exception is commonly known as the Eurobond exception).

4.2 Primary Tax Treaty Countries

Jurisdictions whose tax treaties with Japan have a capital
gains exemption provision, such as Hong Kong, are useful
for private equity investments; Singapore has a low 5% dividend withholding tax, so is often used for real estate holding structures involving Japanese Tokutei Mokuteki Kaisha
structures. These two jurisdictions also have territorial tax
regimes and other incentives that make investment into
Japan attractive from a tax perspective, provided that the
investor has requisite substance in these locations and valid
non-tax business purposes for investing through these jurisdictions.

4.3 Use of Treaty Country Entities by Non-treaty
Country Residents

Sufficient substance and business purpose are required to
avoid treaty shopping challenges by the NTA under Japan’s
anti-abuse tax rules.
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4.4 Transfer Pricing Issues

The Japanese tax authorities are highly likely to challenge
income allocations based on the transfer pricing policies
whereby a Japan subsidiary is allocated a small amount of
income and its offshore parent is allocated the excess.

4.5 Related Party Limited Risks Distribution
Arrangements

The tax authority is sensitive to such arrangements and will
challenge them if they are not supported by substance and
business purpose.

4.6 Variation from OECD Standards

Generally, Japan follows OECD TP standards and international TP norms.

5. Key Features of Taxation of NonLocal Corporations
5.1 Taxation of Non-Local Corporation Versus
Local Subsidiaries

Japan branches of foreign companies are subject to the same
taxation rules as a domestic company. The key difference is
that no branch profits tax is imposed on the Japan branch
with regard to its repatriation of branch profits to its head
office, while dividends paid by a Japan corporation to its
foreign parent are subject to a 20% dividend withholding tax
rate (which can be reduced by an applicable treaty).

5.2 Capital Gains of Non-Residents

Capital gains of non-residents on the sale of stock in local corporations are taxed at 25% for the sale of listed or
closely held local corporations where the foreign seller has
substantial ownership (defined as 25% or more ownership
of the company). The tax applies to the gain on the shares of
a non-local holding company that owns the stock of a local
corporation directly, in the case of Japan real property holding companies, but not in the case of other non-real estate
heavy companies. Treaties can eliminate either the direct or
indirect capital gains tax, but do not generally block real
estate holding company related disposition gains.

5.3 Change of Control Provisions
No such provisions apply.

5.4 Determining the Income of Foreign-Owned
Local Affiliates

There is a case where the Japanese tax authorities imposed
tax on the basis of using total selling, general and administrative expenses as an allocation key in applying a profit
allocation method. This case was contested in court by the
taxpayer, but the court sided with the Japan tax authorities.
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5.5 Deductions for Payments by Local Affiliates

It is important to clearly document the specific content of
the services and the benefits received from such services.

5.6 Contraints on Related Party Borrowing

An arm’s-length interest rate must be charged, which is the
interest rate the borrower would be charged when borrowing
from a third party financial institution. There is a possibility that deduction for interest based on an interest rate that
is in excess of the lender’s procurement interest rate may
be denied, unless there is a reasonable explanation why the
interest rate to be used is the lender’s procurement interest
rate or less.

6. Key Features of Taxation of Foreign
Income of Local Corporations
6.1 Foreign Income of Local Corporations

Local corporations are subject to worldwide taxation, with
one notable exception for dividends received from foreign
subsidiaries which are owned 25% or more by a Japan corporation. Under such exception, 95% of the foreign dividend
is exempt from Japan corporation taxation.

6.2 Non-Deductible Local Expenses

No local expenses are treated as non-deductible because of
attribution to exempt foreign income.

6.3 Taxation on Dividends from Foreign
Subsidiaries

95% of foreign subsidiary dividends are exempt from corporation taxation if the shareholder owns 25% or more of
the subsidiary.

6.4 Use of Tangibles

An arm’s-length royalty payment needs to be charged by the
local corporation for the use of the intangible, and such income is subject to Japan corporate income taxation.

6.5 Taxation of Income of Non-Local Subsidiaries
Under CFC-type Rules

Japan has extensive CFC rules. The foreign branch of a Japan
corporation is a part of the company for tax purposes, and
its income and expenses are currently recognised for Japan
corporate tax purposes at the head office level.

6.6 Taxation on Gain on the Sale of Shares in NonLocal Affiliates

Local corporations are subject to taxation at ordinary corporate income tax rates.
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7. Anti-Avoidance
7.1 Overarching Anti-Avoidance Provisions

Japan has specific anti-avoidance provisions for transactions
by family corporations, reorganisation transactions and the
application of a consolidated tax filing system.

8. Other
8.1 Regular Routine Audit Cycle

The routine audit cycle is generally three years, meaning that
the Japanese tax authority will examine a corporation that is
in a profit position approximately every three years.

9. BEPS
9.1 Recommended Changes

There are numerous changes, as follows:
• BEPS Action 1, relating to VAT on business to customers
of digital services. In 2015, Japan adopted rules subjecting
certain inbound digital services to VAT.
• BEPS Action 2, relating to Hybrids. In 2015, Japan adopted
a rule that limits its participation exemption for foreign
subsidiary dividends only to cases where the dividend is
not deductible by the subsidiary in calculating its taxable
income.
• BEPS Action 3, relating to CFCs. Japan extensively revised
its CFC rules in the 2017 tax reforms to apply stricter rules
in line with the BEPS action.
• BEPS Action 4, relating to interest deductions. There are no
specific BEPS-related changes as of now, as Japan already
has existing earnings stripping rules that restrict the deduction of interest where it exceeds 50% of the adjusted taxable
income. However, Japan is considering tightening further
the limitation as a result of Action 4 recommendations.
• Action 5, relating to Harmful Practices. This is generally
not applicable to Japan as it does not have harmful tax
practices.
• Action 6, relating to preventing treaty abuses. Japan has
been engaged in a long process of revising its tax treaties to
include limitation of benefit provisions, as well as exchange
of information clauses.
• Action 7, relating to permanent establishment status. Japan
has been an active participant in the OECD discussions
with regards to profit attribution of a PE.
• Actions 8 – 10, relating to transfer pricing. Japan is an active participant in the OECD discussions.
• Action 12, relating to disclosure on aggressive tax planning. Japan has not implemented the recommendations in
the Action, but the government is discussing whether a
disclosure rule should be adopted.

• Action 13, relating to TP documentation. In 2016, Japan
adopted rules requiring Japanese companies to prepare and
maintain TP documentation.
• Action 14, relating to dispute resolution. Japan is committed to binding arbitration, with discussions on the issue
currently ongoing.

9.2 Government Attitude

The OECD BEPS project involved a senior Japanese Ministry of Financial official who served as Chair of the OECD’s
Committee on Fiscal Affairs. Japan has adopted many of the
recommendations in the BEPS Action reports, and is considering other changes to its tax rules consistent with the
recommendations.

9.3 Profile of International Tax

International tax is not a high-profile topic amongst the
general population, but Japanese corporations who operate
internationally certainly closely monitor and seek advice
on how the BEPS Actions may affect their international tax
position. Such corporations are not likely to oppose BEPSrelated initiatives adopted by the government.

9.4 Competitive Tax Policy Objective

Japan does not have a competitive tax policy that will be
affected by BEPS.

9.5 Proposals for Dealing with Hybrid Instruments

Japan corporate tax law has a participation exemption for
dividends paid by foreign subsidiaries to a Japan parent company. In response to BEPS Action 2 relating to hybrids, Japan
has adopted a new tax rule that denies the application of
the participation exemption to a foreign subsidiary dividend
paid to its Japan parent if the subsidiary that pays the dividend is allowed a deduction for the payment in calculating
its taxable income.

9.6 Territorial Tax Regime

There is no territorial tax regime in Japan.

9.7 CFC Proposals

If adopted by Japan, such a sweeper rule should be subject
to exceptions and limitations, based on commercial nontax considerations of the Japan company’s business, so that
it does not unreasonably hinder the operations and global
competitiveness of the Japanese company.

9.8 Anti-Avoidance Rules

The proposed DTC limitation of benefit or anti-avoidance
rules are not likely to have any impact on inbound or outbound investors, as new requirements such as LOB and the
main business purpose test have already been taken into account.
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9.9 Transfer Pricing Changes

A “commensurate with income” principle is scheduled to be
introduced in the near future. If this principle is introduced,
it is likely that the Japanese tax authorities will actively challenge the transfer of intangible properties to offshore.

9.10 Transparency and Country by Country
Reporting

The main concerns with CbC reporting are the high cost of
compliance for taxpayers, and the fact that such information
can be used to cause harm to Japan businesses in jurisdictions where the protection of confidential tax information
is not assured.

Withers Japan
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