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Executive summary

On 27 March 2019, Japan's 2019 tax reform bill (the Bill) was enacted following
passage of the Bill by the Japanese Diet. The Bill generally follows the tax reform
outline announced by Japan's coalition leading parties in December 2018.1 The

amendments generally apply to taxable years beginning on or after 1 April 2019
unless otherwise specified.

This Alert summarizes the key provisions relevant to multinational corporate
taxpayers, including:

» Earnings stripping rules

» Transfer pricing

» Controlled foreign corporation (CFC) rules

» Research and development (R&D) tax credit

Detailed discussion

Earnings stripping rules

Pursuant to the BEPS? initiatives and the recommendations by the BEPS
Action 4 final report, the earnings stripping rules will be amended by reducing
the current 50% of adjusted taxable income (ATI) to 20% in computing interest
expense disallowance.
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In addition, the Bill includes in an ATI computation a domestic
and foreign dividend received deduction and an add-back

tax adjustment of non-deductible income taxes. ATl for an
operator under a silent partnership arrangement will also be
amended.

The Bill revises the scope of interest subject to the earnings
stripping rules and the de minimis exceptions.

The revision will apply to taxable years beginning on or after
1 April 2020.

Transfer pricing

The scope of intangibles subject to the transfer pricing rules
is clarified and defined as property other than tangible
property or financial assets and investments, for which
consideration would be paid for a transfer or lease of

the property if the transfer or the lease were carried out
between unrelated parties.

The discounted cash flow recognized under the OECD3
Transfer Pricing Guideline is added as a new transfer
pricing methodology.

The Japanese tax authorities will be authorized to make an
assessment if there is a discrepancy between an outcome
and the projected value if the discrepancy is 20% or more
without proper documentation.

The current six-year statute of limitations for transfer pricing
will be extended to seven years.

This revision will apply to taxable years beginning on or
after 1 April 2020 and calendar years beginning 2021 for
corporations and individuals, respectively.

CFC rules

The Bill contains new exceptions to the paper company test
for holding company, real estate and resource development
CFCs.

Holding company CFCs:

1. A CFC holds shares in companies as its core business
located in the CFC's jurisdiction, the CFC owns at least
25% of the companies, more than 95% of the CFC's
assets are shares in the companies or cash and more
than 95% of the CFC's gross revenue are dividends from
these companies or interest on bank deposits. Details
vary but similar asset and revenue criteria also apply to
each of the following tests.

2. A CFC's core business is to hold shares in companies in
the CFC's jurisdiction, which are either CFCs themselves
meeting the economic activity test or companies
managed by a qualified management company CFC. The
CFC must be managed by a management company CFC
that performs required business functions in the CFC’s
jurisdiction.

Real estate CFCs:

1. A CFC's core business is to hold real property or
shares in companies that are managed by a qualified
management company CFC. The CFC must be managed
by a management company CFC, performing the real
estate businesses in the CFC's jurisdiction.

2. A CFC holds real property used by a qualified
management company CFC as its core business. The
CFC must be managed by a management company CFC
that provides necessary business functions in the CFC's
jurisdiction.

Resource development CFCs:

1. A CFC holds shares in companies which are located in
the same jurisdiction as the CFC, owned at least 10% by
the CFC and perform resource development functions;
the CFC provides funds from third parties to these
companies or holds real property located in the same
jurisdiction as the CFC. The CFC must be managed by
a management company CFC in the CFC's jurisdiction,
and the management company CFC performs necessary
functions for development of oil, natural gas or other
social capital.

The Bill clarifies that local tax laws of the CFCs, such as tax
consolidation and distributive share of partnership income,
will be disregarded in determining the effective tax rate test,
income inclusion or indirect foreign tax credit from CFCs.*

R&D tax credit

The Bill proposes a number of amendments to general,
additional and open innovation type R&D tax credits.

The general R&D tax credit limitation for qualified venture
enterprises® will increase from the current 25% of corporate
income tax liability to 40% and the credit ratio will be higher
if an increase in the current R&D expenditure is at least 8%
of the three preceding years as compared to 5% under the
current law.



The additional R&D credit® will be combined with the general
R&D tax credit.

The scope of the open innovation type R&D tax credit will be
extended to contract R&D provided by large-sized enterprises
if specific requirements are met. The current 5% credit limit
on corporate income tax liability will be increased to 10%.

Global Tax Alert 3

Consumption tax

The Bill proposes various tax cuts and more tax credits, such
as taxes on vehicles and mortgage tax credits, to mitigate the
impact on Japan's economy due to an expected rate increase
from 8% to 10% on 1 October 2019.

Endnotes

See EY Global Tax Alert, Japan releases 2019 tax reform outline, dated 19 December 2018.

Base Erosion and Profit Shifting.

o A W

year period.

Organisation for Economic Co-operation and Development.

CFC rules applicable to insurance companies are also amended.
This includes companies, not owned by a large company, incorporated in the last 10 years with net operating losses.

This refers to high standard type and applies if current year R&D exceeds 10% of average sales during the preceding four-


https://www.ey.com/gl/en/services/tax/international-tax/alert--japan-releases-2019-tax-reform-outline

4 Global Tax Alert

For additional information with respect to this Alert, please contact the following:

Ernst & Young Tax Co., Tokyo
Jonathan Stuart-Smith jonathan.stuart-smith@jp.ey.com

Ernst & Young LLP (United States), Japanese Tax Desk, New York
Hiroaki Ito hiroaki.itol@ey.com

Ernst & Young LLP (United States), Asia Pacific Business Group, New York
Chris Finnerty chris.finnertyl1@ey.com
Kaz Parsch kazuyo.parsch@ey.com
Bee-Khun Yap bee-khun.yap@ey.com



EY | Assurance | Tax | Transactions | Advisory

About EY

EY is a global leader in assurance, tax, transaction
and advisory services. The insights and quality
services we deliver help build trust and confidence
in the capital markets and in economies the world
over. We develop outstanding leaders who team to
deliver on our promises to all of our stakeholders.

In so doing, we play a critical role in building a better
working world for our people, for our clients and for
our communities.

EY refers to the global organization, and may refer to
one or more, of the member firms of Ernst & Young
Global Limited, each of which is a separate legal entity.
Ernst & Young Global Limited, a UK company limited
by guarantee, does not provide services to clients.

For more information about our organization, please
visit ey.com.

© 2019 EYGM Limited.
All Rights Reserved.

EYG no. 000890-19Gbl

1508-1600216 NY
ED None

This material has been prepared for general informational
purposes only and is not intended to be relied upon as
accounting, tax, or other professional advice. Please refer
to your advisors for specific advice.

ey.com



