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Doing Business in Japan

Foreword

“Grant Thornton Japan” represents a collaboration of independent professional firms including
Grant Thornton Taiyo ASG LLC, Grant Thornton Taiyo ASG Tax Corporation, Grant Thornton
Taiyo ASG Inc., Taiyo ASG Advisory Services Co. Ltd., Grant Thornton Masters Trust Inc. , Grant
Thornton Taiyo ASG Human Capital Corporation and and Grant Thornton Taiyo Advisors Co.,
Ltd. We are the Japan member of Grant Thornton International Ltd.

Grant Thornton is one of the world’s leading organisations of independent assurance, tax and
advisory firms. These firms help dynamic organisations unlock their potential for growth by
providing meaningful, forward looking advice. Proactive teams, led by approachable partners in
these firms, use insights, experience and instinct to understand complex issues for privately owned,
publicly listed and public sector clients and help them to find solutions. More than 35,000 Grant
Thornton people, across over 100 countries, are focused on making a difference to clients,

colleagues and the communities in which we live and work.

If you require any further information, please do not hesitate to contact your nearest Grant

Thornton member firm.

This guide has been prepared for the assistance of those interested in doing business in Japan. It
does not cover the subject exhaustively but is intended to answer some of the important, broad
questions that may arise. When specific problems occur in practice, it will often be necessary to refer
to the laws and regulations of Japan and to obtain appropriate accounting and legal advice. This
guide contains only brief notes and includes legislation in force as of 31 October 20113.

“Grant Thornton” refers to the brand under which the Grant Thornton member firms provide
assurance, tax and advisory services to their clients and/or refers to one or more member firms, as
the context requires. Grant Thornton International Ltd (GTIL) and the member firms are not a
wortldwide partnership. GTIL and each member firm is a separate legal entity. Services are delivered
by the member firms. GTIL does not provide services to clients. GTIL and its member firms are
not agents of, and do not obligate, one another and are not liable for one another’s acts or
omissions.
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Country Protile

Geography

Japan (Japanese: Nippon or Nihon) is an island nation located in north-eastern Asia. Located in the
Pacific Ocean, it lies to the east of the Sea of Japan, China, North Korea and Russia, stretching from
the Sea of Okhotsk in the north to the East China Sea and Taiwan in the south.

Japan is an archipelago of 6,852 islands. The four largest islands are Hokkaido, Honshu, Shikoku
and Kyushu, which together comprise approximately 97% of Japan’s land area. The area of Japan is
about 378,000 square kilometers, nearly equivalent to Germany, Finland, Vietnam or Malaysia and
slightly smaller than the state of California of the United States.

About 72% of Japan is mountainous with a mountain range running through each of the main
islands. Japan’s highest mountain is Mt. Fuji with an elevation of 3,776 meters. As the county is
situated along the circum-Pacific volcanic belt, volcanic activities and earthquakes are felt
throughout the island.

Of the total number of volcanoes, approximately 80 are active. Japan has almost one-tenth of the
wortld’s approximately 840 active volcanoes. Mount Fuiji last erupted in 1707 and researchers warn
of possible eruption, which may be triggered by a massive earthquake, noting that underground
magma has accumulated inside the volcano over the past 300 years.

In the past one hundred years Japan has suffered from more than twenty major earthquakes, most
memorable being the 11 March 2011 earthquake off the Pacific coast of Tohoku often referred to as
the Great East Japan Earthquake, 2011 Tohoku Earthquake or the 3.11 Earthquake. At magnitude
9.0 with epicentre approximately 70 kilometres east of the Oshika Peninsula of Tohoku and the
hypocenter at an underwater depth of approximately 30 kilometres, it was the most powerful known
earthquake ever to hit Japan, and the fifth most powerful earthquake in the world since modern
record-keeping began in 1900.

Reconstruction

The Great East Japan Earthquake triggered powerful tsunami waves that reached heights of up to
40.5 metres and travelled up to 10 kilometres inland. The tsunami caused nuclear accidents,
primarily the level 7 meltdowns at three reactors in the Fukushima Daiichi Nuclear Power Plant
complex. Many electrical generators were taken down, and at least three nuclear reactors suffered
explosions due to hydrogen gas that built up within their outer containment buildings after cooling
system failure. Residents within a 20 kilometre radius of the Fukushima Daiichi Nuclear Power

Plant and within a 10 kilometre radius of the Fukushima Daini Nuclear Power Plant were evaculated.
The World Bank’s estimated cost of damages was US$235 billion, making it the costliest natural
disaster in world history.
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Following the devastation from the Great East Japan Earthquake, the Reconstruction Agency was
established on February 20, 2012 to provide essential humanitarian services to those affected by the
disaster such as the construction of temporary housing, promote local economic revival through tax
and investment incentives and other measures, and provide support to public-private reconstruction
related initiatives in the region.

Reconstruction measures have attracted many foreign businesses as they saw potential business
opportunities. In September 2011, IKEA opened a mini shop in Sendai, capital city of Miyagi
prefecture heavily affected by the disaster. In November 2011, H&M launched its first store in the
Sendai-Sakurano Department Store across the Sendai Station.

In February 2012, Amazon established a customer support center in Sendai. In April 2012, General
Electric established a Reconstruction Support Headquarter in Sendai to begin making full-scale
efforts to realize sustainable cities and infrastructures in the area. In June 2012, Fukushima
Governor Yuhei Sato and John V. Roos, the U.S. Ambassador to Japan took a leadership role to
welcome 33 U.S. companies that own environmental remediation technologies to clean up
radioactive contaminations.

Meltdowns of nuclear power plants in Fukushima sparked worldwide opposition against nuclear
energy which lead to demand for renewable energy. Application of solar, wind, biomass and tidal
power systems continue to attract investment and social attention.

Since the Great East Japan Earthquake, we have assisted many foreign businesses enter the Japan
market and continue to provide support.

Access

Narita International Airport (NRT) also known as the Tokyo Narita Airport is the primary
international airport serving the greater Tokyo Area of Japan. It is located approximately 57.5 km
(35.7 mi) east of Tokyo Station. Narita handles the majority of international passenger traffic to and
from Japan, and is also a major connecting point for air traffic between Asia and the Americas. It
serves as the main international hub for Japan Airlines (JAL), All Nippon Airways (ANA), Nippon
Cargo Airlines, and low-cost carriers Jetstar Japan and AirAsia Japan. It also serves as an Asian hub
for Delta Airlines and United Airlines.

Haneda Airport (HND) also known as the Tokyo International Airport is the secondary
international airport serving the greater Tokyo Area of Japan. It is located approximately 14 km (8.7
mi) south of Tokyo Station. While Haneda handles mostly domestic flights to and from Tokyo, in
2010, a dedicated international terminal was opened in conjunction with the completion of the
fourth runway allowing for international passenger traffic. The Japanese government plans to
further expand Haneda’s international role in the future.

Ibaraki Airport (IBR) serves as a low-cost alternative to the larger Narita and Haneda airports. It is
located approximately 85 km (53 mi) north of Tokyo Station. A total of three routes are operated
from the airport, all by low-cost carriers. Spring Airlines operates direct flights between Shanghai
and Myanmar Airways International will begin operating direct flights between Yangon from
December 2013.

© 2013 Grant Thornton Japan. All rights reserved.
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Population

According to surveys by the Internal Affairs and Communication Ministry of Japan, as of October 1,
2012, Japan’s population fell by a record 284,000 or 0.22% to 127.515 million while people aged 65
and above surpassed the 30 million mark for the first time. It was the second year in a row that
Japan’s population has fallen. People aged 65 and above accounted for a record 24.1% of the total
population. Meanwhile, the number of people aged 14 and younger fell to a record low of 13
percent. For the first time, the number of people aged 65 or older surpassed those aged below 14 in
every prefecture.

In April 2012, Aeon opened its first supermarket with a range of products and services aimed
specifically at older customers such as medical center and shopping carts with magnifying glasses. In
August 2012, NTT DoCoMo launched a new smartphone targeting seniors. The smartphone has
larger fonts and icons with simplified steps for sending emails and taking pictures. In September
2012, Toyota unveiled a robot that can fetch and carry things for the elderly and disabled. According
to releases from Unicharm, sales of adult diapers exceeded those for babies for the first time in 2012.

Government bodies
Government power within Japan is separated into three branches: legislative, executive and judicial.

Japan’s legislature is the National Diet and is the highest branch of state power and the sole
legislative branch of the state. It is made up of two houses, the upper House of Councillors (Sangi-
in) and the lower House of Representatives (Shugi-in), and is primarily responsible for making laws,
approving national budgets, initiating amendments to the Constitution, conducting investigations on
the government, impeaching judges convicted of criminal or unethical conduct, and formally
electing the Prime Minister of Japan who is usually the leader of the political party(ies) with majority
seats in the House of Representatives.

House of Councillors is composed of 242 members who each setrve six year terms. House of
Representatives is composed of 480 members who are elected for four year terms. Though both
houses play a seemingly equal importance within the legislative branch, the House of
Representatives is considered more powerful. If a bill is passed by the House of Representatives but
then later struck down by the House of Councillors, the House of Representatives has the power to
override this decision by a two-thirds majority vote. The House of Representatives may also dissolve
the government by passing a motion of no-confidence introduced by more than 50 of its members.
Despite the stronger power, however, the House of Representatives may in return be dissolved by
the Prime Minister.

Japan’s executive branch is the Cabinet lead by the Prime Minister and not more than 17 ministers.
The Cabinet is responsible to the Diet. The Prime Minister must be a member of the Diet and is
generally the member of the House of Representatives. The Prime Minister has the power to
appoint and dismiss ministers, all of whom must be civilians and majority of whom must be
members of the Diet.

Japan’s judicial branch is the Supreme Court. Its ruling sets precedents for all final decisions in the
administration of justice. It is also authorized to determine the constitutionality of any law, order,
regulation, or official act and to nominate judges of lower courts. There are four levels of court
under the Supreme Court: high courts, district courts, family courts, and summary courts. The
Cabinet makes the final appointment from judges nominated by the Supreme Court. The 15 justices
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of the Supreme Court are subject to review by the people at the first House of Representatives
election following their appointment. A majority of votes against a justice results in dismissal.

Political parties

Contrary to the UK or USA, Japanese political parties - since their creation in the late 19th century -
tend to change constantly, undergoing splitting of factions, renaming and regrouping, causing utter
confusion for the public.

In August 2009 the Democratic Party of Japan (DP] or “Minshuto”) won a landslide election
victory to oust the ruling Liberal Democratic Party (LDP or “Jiminto”). The LDP is the only stable
party of the last 4 decades and had been in power for over fifty years since its foundation in 1955,
although it required an alliance with the Komeito Party after the economic slump of the 1990s, in
order to keep its control.

In the 2012 general election, only few years after winning a landslide victory, DJP was ousted from
the House of Representatives by the LDP. Then in July 2013, the DJP was ousted from the House
of Councillors by the LDP as people lost confidence in the party for its internal conflicts, struggles
to implement many of its proposed policies and seeming incapability to handle problems at the
Fukushima Daiichi Nuclear Power Plant complex.

Other parties include: the Japanese Communist Party, People’s Life Party, Social Democratic Party,
Green Wind, New Party Daichi — True Democrats, New Renaissance Party and Okinawa Socialist
Masses Party.

Election system

The legal age for voting is 20, while the minimum age to run for election is 25 for the House of
Representatives and 30 for the House of Councillors.Both houses are elected under a parallel voting
system where the result of the House of Representatives election has little or no impact on the
results of the House of Coucillors election.

Both chambers are elected by a combination of proportional representation and prefectural
constituencies. 96 Councillors and 180 Representatives are elected by proportional representation,
and the rest by district (47 prefectures for the Councillors, 300 single-seat electoral districts for the
Representatives).

In a historic ruling, the Supreme Court in March 2011 recognized that the maximum vote-value
disparity of 2.30-to-1.00 in the 2009 Lower House election was “in the state of being
unconstitutional” and that the seat distribution was in need of reform. Significant actions to remedy
the situation was not taken by the government and soon after the July 21 Upper House election, a
group of lawyers filed a lawsuit in all districts across Japan demanding the results be nullified
because of the wide disparity in the value of votes, some with disparity of 4.77-to-1.00.

Language

Japanese is the official language. Some English is spoken and understood in major cities. The
Japanese writing system is very complicated and consists of three different character sets: KANJI
(several thousands of Chinese characters), HIRAGANA and KATAKANA (two syllabaries of 46
characters each; together called KANA). Japanese text can be written in two ways: in the same way
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as Western text is written, i.e. horizontally from left to right to left, or in the traditional Japanese way,
vertically from top to bottom and flowing right to left.

Dates are written YY/MM/DD. A full stop (petiod) is used for the decimal point, and long
numbers are written with a comma (999,999,999).

Business hours/time zone

Normal business hours are from 9:00 am to 5:00 or 6:00 pm from Mondays to Fridays. One hour
lunch break is generally from 12:00 noon to 1:00 pm. Due to the concentration of lunch break
across majority of businesses in Japan, cafés, restaurants and cafeterias become overly crowded
during this one hour. From employees’ benefits perspective and time efficiency, it may be worth
changing lunch break hours.

Banks are generally open from 9:00 am to 3:00 pm from Monday to Friday. Post offices are open
from 9:00 am to 5:00 pm from Monday to Friday. Some control post offices are open seven days a
week.

All of Japan is in the same time zone, nine hours ahead of Greenwich Mean Time (GMT +9). No
Daylight Saving Time is practiced in Japan.

Public holidays

There are 15 public holidays in Japan. If a holiday falls on Sunday, the following day is treated as a
holiday. When there is a single day between two national holidays, the middle day is also taken as a
holiday.

During the whole or part of the second or third week of August, businesses close in observation of
the Obon where people return to their home town to gather with family and relatives and worship
ancestors. The younger generation often take advantage to go on summer vacation and travel
abroad. In winter, government offices and businesses are closed from 29 December to 3 January in
observation of the New Year, another family gathering.

Economy

The Japanese economy had been in suffering since the asset bubble burst in the 1990s. GDP growth
was slow and unable to absorb the resulting increase in unemployment. In response, the
government raised the consumption tax rate from 3.0% to 5.0% in 1997. The consumption-tax-rate
hike worsened the recession, deflating the economy. People were discouraged from spending and
retail businesses experienced lower prices. The decline in retail sales translated into decrease in
nominal wages.

On 26 December 2012, the LDP marked a landslide victory and once again regained political power.
Determined to finally put an end to Japan’s long lasting recession, appointed second-time Prime
Minister Shinzo Abe advocated a combination of monetary policy, fiscal policy and economic
growth strategies to encourage consumer spending which comprises approximately 60% of the
GDP.

Employment Levels

The Japanese employment system played a key role in Japan's high economic growth after World
War II. The system, which has helped build a society that is both stable and vigorous, was supported
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by 3 pillars: lifetime employment, seniority-based wages, and enterprise-based unionism. Salaries are
determined mainly on the basis of duration of employment, generally going up along with seniority
up to the forties to mid-fifties, and declining after the mid-fifties.

However, since the 1990s there has been a trend to reconsider this type of salary system and to
introduce a new system, which places emphasis on employees’ performance.

Japan’s monthly unemployment rates in 2012 were 4.2 — 4.5%.

Living standards
The standard of living in Japan is good. Wages are generally significantly higher than in other
countries, although the cost of living is also higher.

Cost of living

The cost of living in Japan, especially in the major cities of Tokyo and Osaka, is high compared to
other industrial countries. The cost of living in Tokyo is about the same as New York City or Hong
Kong. However, outside of central Tokyo, prices of housing, food, and consumables are not greatly
different from other industrial countries. It is sometimes surprising how inexpensive Japan can be.

Owning a car can be costly in Japan due to mandatory bi-annual inspections (“Shaken”) and rent for
parking lot. Cars themselves, however, can be inexpensive with many smaller new cars available for
under one million JPY (US$9,100). Gasoline is more expensive than in North America, but cheaper
than in most of Central Europe. A litre of regular gasoline is around JPY145 (about US$1.46).

Public transport is often the chosen method of moving from one place to another. It is generally
quicker, easier, and inexpensive than owning a car. You can ride on most private train lines and
subways for between JPY 130 to 160 for a distance of 2 or 3 stations. There are trains and buses just
about everywhere. It is customary for Japanese companies to pay for their employees’ commuting
costs within the non-taxable limit of JPY 100,000 per month. Taxis are relatively expensive after
11pm, as a surcharge applies.

Japan appears to lag far behind other industrial countries in comfortable housing, especially in terms
of space and value. Generally speaking, the cost of owning a house or apartment in a metropolitan
area is extremely high. While the proportion of owner-occupied houses is high, especially among
older people (about 80%), per capita area of housing is smaller than that of the U.S. and most
European countries.

Cost of Japanese-style local food is generally not expensive. Local groceries and supermarkets sell
food and produce from various countries at reasonable prices. Eating out for lunch in Japan may be
one of the best deals where a lunch set and specialties are available at almost any decent restaurant
for around JPY 1,000 (US$ 10.10). Dinner prices vary depending on the type of cuisine and
restaurant.

© 2013 Grant Thornton Japan. All rights reserved.
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Business Entities

There are a number of entities available to the foreign investor doing business in Japan. Naturally
the nature of the investor’s activities in Japan largely determine the entity chosen. The most
common entities used include:

e Representative Office

Japan Branch Office

e Corporate-type entity, such as:

—Kabushiki Kaisha (“KK”: a limited stock company)

—Godo Kaisha (“GK”: a limited liability company)

e Partnership-type arrangements, such as:

—Nini Kumiai (partnership)

—Tokumei Kumiai (silent partnership)

Representative Office of a foreign company

Foreign companies looking to expand into Japan may initially conduct market research and other
“non-commercial transactions” through an unregistered Representative Office. A Representative
Office is not required to comply with government reporting or corporate registration requirements,
except where the foreign company is a financial institution.

As the Representative Office is not carrying on sale-type activities in Japan, and therefore not
generating any income through its activities, it need not file a tax return. However, the employees of
the Representative Office will be liable for Japanese income taxation if they receive compensation
for the rendering of personal services in Japan.

As a Representative Office is unable to engage in customer negotiations, or solicit sales, and the
individual representative is held jointly and severally liable with the foreign company for any
transactions, claims, or other liabilities in Japan, the entity is used primarily on a temporary basis by
foreign companies that intend to establish a registered branch office or Japanese subsidiary in the
near future.

Japan Branch Office

Foreign companies looking to do more than marketing or other Representative Office type activities
may incorporate a branch office, as a branch office is generally able to perform sales activities
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without restriction. As a branch office is regarded as being the same entity as its foreign head office
from a Japanese legal and tax viewpoint its Japan source income will be subject to Japanese taxation
(the effective tax rate being 39%).

While a branch is subject to Japanese corporate tax, there are some potential benefits in using a
branch as opposed to a corporate entity such as a KK or GK. These, along with some disadvantages

are discussed in more detail in on page 13.

Establishment
The establishment of a branch requires the appointment of a representative who is a resident of
Japan (no nationality requirement), and registration as a foreign company under the Corporate Law,

before it can commence its business activities.

Indirect Branch Structure

Under legislation enacted in 2005, a foreign company that has its main office in Japan, or has as its
main activity the carrying on of business in Japan, may not engage in commercial transactions on a
continuous basis in Japan. Consequently the typical indirect branch structure historically used by
foreign companies when setting up a branch in Japan may not be recognized under Japanese law.

Subsidiary Corporate Entities
There are four types of incorporated companies available under Japan’s Commercial Code:

Kabushiki Kaisha (joint stock corporation);

Godo Kaisha (limited liability corporation);

Gomei Kaisha (partnership corporation); and

Goshi Kaisha (limited partnership corporation).

Kabushiki Kaisha

The most common form of corporate entity used in Japan by foreign investors is the Kabushiki
Kaisha (“KK”). The KK is a limited stock corporation, meaning its shareholders are protected
from liability claims made by third parties (up to their capital contribution). Prior to April 1, 2006
the minimum capital requirement was JPY 10,000,000, however this was repealed under Japan’s new

Corporation Law.

The KK has a higher level of prestige in Japan than other corporate forms and further, under
Japanese law, certain regulated activities (such as pharmaceutical, securities, or telecommunications)

in some cases may only be performed by a KK.

Formation

The formation of a KK requires at least one director, who must be a Japanese resident, and at least
one shareholder (who can also be the director). Articles of incorporation and other registration
documents are prepared and filed with the Legal Affairs Bureau. Once the registration has been
processed, the KK may open a bank account, execute contracts, and engage in other activities as a
legal entity. Capital contributions made by shareholders may be in the form of either assets or cash.
Non-cash contributions for a KK require a court supervised appraisal unless one of the following
applies: (i) the number of shares issued to persons who make a non-cash contribution is not more
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than 10% of the value of the outstanding shares, (i) The value of the non cash contribution is JPY5
million or less, (iii) the non cash contribution is in the form of marketable securities, (iv) a qualified
persons such as lawyer, CPA or licensed Tax Accountant issues an appraisal report.

It typically takes about four weeks to set up KK.

Internal Structure

Japan’s new Corporation Law outlines the requirements for establishing a KIC, which has created a
number of categories of KK, based on whether it is large or small, open or closed, listed or non-
listed. The corporate governance and management structure for KKs will vary depending on
whether or not the KK is open or closed, and large ot small.

All KKs need at least one director who is a resident of Japan. In cases where three or more
directors are appointed, a board of directors and a statutory auditor need to be appointed.

Statutory Filings
Once the KK has been organised in accordance with the relevant corporation law requirements, the
following reports need to be filed:

— Tax filing report to the relevant district tax office, and the relevant metropolitan or prefecture
tax office

— Social Insurance report to the Social Insurance Office, the Labour Standards Inspection Office,
and the Employment Security Bureau.

A report must also be submitted to the Minister of Finance and other Ministers having jurisdiction
over the company's business activities through the Bank of Japan.

Subject to a shareholders’ resolution, the KK is allowed to pay dividends at any time during the year
or any number of times as long as a KK has distributable profits. However, the KK is not allowed
to pay dividends in the case where its net assets total JPY3 million or less.

Godo Kaisha

A Godo Kaisha (“GK”) is a corporate entity loosely based on the U.S. LLC in that the liability of
the investors in the GK is limited to their capital contribution. However, unlike the U.S. LLC for
US tax purposes, it is not a pass through entity for Japanese tax purposes.

Formation

Unlike the KK in which those who invest are known as shareholders, investors in a GK are
referred to as “members”; with each member signing the GK’s articles of incorporation. When
there are no individual members, a management person, responsible for managing the company on
the members’ behalf, needs to be appointed. Articles of incorporation must be prepared and filed.
Once capital contributions have been made and the registration has been processed, the company
may open a bank account, execute contracts, and engage in other activities as a legal entity. Capital
contributions made by members may be in the form of either assets or cash (unlike KKs, non-cash
contributions do not require an inspection by a court appointed inspector). It typically takes two to
three weeks to establish a GK.
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Statutory Filings
The statutory filings for the GK are the same as for the KIS, listed above.

Internal Structure

The legal duties of GK managers are similar to the legal duties of KK directors. GK members may
sue managers in the same way that KK shareholders may sue directors on the company's behalf.
Unlike certain types of KK, a GK is not required to establish a board of directors or hold members'
meetings to manage the GK's affairs. Each member is responsible for managing the affairs of and
representing the GK, however there is scope for this role to be narrowed under the GIC’s articles.

U.S. Tax Entity Classification

Whether a GK will be treated as a separately taxed (corporate) or as a pass-through entity will
depend on the tax laws of the applicable jurisdiction. For U.S. tax purposes, a GK can be treated as
a default corporation that can elect to be treated as a pass-through (either disregarded or as a
partnership).

Partnership Companies
In addition to KK and GK| Japan’s commercial law provides two partnership company forms, the
gomei kaisha and the goshi kaisha.

Gomei Kaisha
A gomei kaisha is a company with unlimited liability members who are jointly and severally liable for
the company’s liabilities.

Goshi Kaisha
A goshi kaisha is generally similar to a gomei kaisha, except that there are members with both
unlimited and limited liability.
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Branch versus Corporate entity

Advantages of a branch relative to a company are:

There is no requirement to appoint directors and statutory auditors for a branch, however the
Branch Manager must be a resident of Japan.

No Japanese withholding income tax is applicable to the remittance of branch profits to its head
office. In the case of a company, dividends remitted overseas (including liquidation dividends)
are subject to Japanese withholding tax at 20.42% or reduced tax treaty rates.

Additional tax on undistributed profits of a family company (see “What taxes are there on
distribution?” on page 33) is not applicable to a Japan branch of a foreign company.

Charging head office expenses to a branch is allowed as long as such expenses are related to the
branch’s business.

Disadvantages of a branch relative to a company are:

Financial statements of the foreign company as a whole in addition to financial statements of the
Japan branch itself are required to be submitted to the tax office.

Per capita inhabitant tax (see “What taxes are there on income?” on page 30 ) is assessed on the
share capital of the head office, leading to generally higher assessments than for a Japanese
subsidiary company.

Applicability of business scale taxation is determined based on the capital amount of the head
office. So, a branch with a head office with a large paid up capital will be result in an increased
business scale tax.

Company entities (in particular the KK) have greater prestige for Japanese customers, clients and
other parties than a Japan branch office.
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Partnerships

Partnerships in Japan ate not recognized as separate legal entities for Japanese tax purposes.
Therefore, partners (kumiai-in) in a partnership (kumiai) are taxed on the basis of the profits or
losses allocated to them under such an agreement.

Partnerships fall under one of two categories: the Nini Kumiai (“NK”) type partnership and the
Tokumei Kumiai (“TK”) partnership. NK-type partnerships are governed by the Japanese Civil
Code while TKSs are governed by Japan’s Commercial Code.

NK-type Partnerships

NK-type partnerships are formed by an agreement among parties (kumiai-in) whereby each partner
makes an investment in the partnership and carries on a business jointly with the other partners.
Such partnerships typically involve arrangements where partners jointly carry on business and
together own the assets (and liabilities) of the partnership. A description of the three NK-type
partnerships available in Japan follows.

Nini Kumiai (NK)

The NK is the most commonly used NK-type partnership used in Japan, with all partners jointly
owning the assets within the partnership and jointly and severally liable for the partnership’s
liabilities. Advantages to using the NK are the partnership does not require to be registered and the
NK is not limited in the kind of business it can perform.

Investment Limited Partnership (Toshi Jigyo Yugen Sekinin Kumiai or ILPS)

This partnership type is provided for under the Investment LPS Act which governs ILPSs
conducting investment business. The typical ILPS consists of general partners who have unlimited
liability and limited partners whose liability is limited to their capital investment. General partners
are responsible for managing the partnership’s business. Such partnerships need to be registered
with the Legal Affairs Bureau.

Limited Liability Partnership (Yugen Sekinin Jigyo Kumiai or LLP)

The Limited Liability Partnership (“LLP”) Act which came into effect in 2005, governs limited
liability partnerships. The key feature of the LLP is all partners’ liability is limited to their capital
investment. In addition, each partner is required to be active in the management of the partnership,
however unlike NKs, some restrictions are placed on an LLP’s activities. Two further requirements
of the LLP are it needs to submit registration with the Legal Affairs Bureau and at least one of the
partners must reside in Japan (either an individual or a Japanese company).
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Taxation of Partners

The taxation of a partner in NK-type partnerships will depend on whether the partner is a resident
or non-resident of Japan. In the case of non-residents, their tax position will change if they have a
permanent establishment in Japan. The nature of the income earned by partners will also determine
how it is taxed.

Japan Resident Partners

Japan resident partners are required to declare any income/loss generated from their partnership
arrangements on their Japanese tax return, regardless of whether any actual distribution is made.
The nature of the income generated by the partnership’s activities will generally be retained in the
hands of the individual partner, and taxed accordingly. It should be noted the introduction of a
number of laws since 2005 has restricted the utilization of losses generated from partnerships.

Foreign partners without a Permanent Establishment in Japan

Profit distributions made to a foreign partner in an NK-type arrangement will not be subject to
Japanese tax if the resident partners are not deemed to be a permanent establishment of the non-
resident partner. It should be noted, given the nature of the relationship between the partners in an
NK-type arrangement, the risk of the tax authorities deeming the resident partners to be a
permanent establishment is significant.

Foreign partners with a Permanent Establishment in Japan

In such cases, the foreign partner will be required to file a Japanese tax return and pay tax at the
applicable marginal rate presuming the partner is an individual. Any withholding tax paid on
distributions is creditable on their tax return.

Permanent Establishment

There is no clear guidance under Japanese tax law as to whether the activities of a Japan resident
partner of an NK-type partnership create a permanent establishment for non-resident partners in
such partnerships. As the determination of a permanent establishment is based on facts and
circumstances, each case needs to be analyzed on its own merits.

Tokumei Kumiai (TK)

A TK is provided for under Japan’s Commercial Code. It consists of a TK operator and one or
more “silent” or TK investors. A TK is not a legal entity for Japanese tax purposes, but rather an
agreement between the TK investor and the TK operator under which the TK operator agrees to
operate the business on behalf of itself and the investor. The TK investor makes a contribution to
the TK operator in exchange for a percentage of the TK operator’s profits or losses. Critically, the
TK investor must not have any control in the management of the TK operator.

Taxation of the TK operator

The TK operator is subject to normal Japanese corporate/income tax as a taxable entity doing
business in Japan, however the TK operator is able to claim any income distributions made to the
TK investor as a deductible expense. The TK operator will report net income in the case net losses
are distributed.
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Taxation of TK investors

The Japanese tax implications of a TK investor may vary, depending on whether the TK investor is
a resident of Japan, and in the case where the TK investor is a non-resident of Japan (i) whether it
has a PE in Japan, or (i) the jurisdiction in which the TK investor is a resident.

Japan resident partners

The Tokumei Kumiai profit/loss allocation is treated as normal taxable income/loss of the TK
investor for the particular period in which the income/loss is received. 20.42% withholding tax will
be levied on such distributions. Profit/loss distributions received by the investor will be aggregated
with the taxpayet's other income and taxed at the applicable marginal rate. With respect to a TK
arrangement in which the investment is real estate, an active individual TK investor may be able to
offset losses against other income, however a passive TK investor is prohibited from doing so. An
active TK investor is one who plays an active role in the business decisions of the Japan TK
operator.

Foreign partners having a permanent establishment in Japan

The profit/loss allocation from the TK to a TK investor deemed to have a PE in Japan is treated as
normal taxable income/loss of the TK investor for the petiod in which the accounting period end
date of the TK operator falls. The TK investor is required to file a tax return and pay income tax at
the applicable marginal rate. The distributions from a TK to foreign partners are subject to 20.42%
withholding tax, which is creditable for the TK investors when declaring such income in their
Japanese tax returns.

Foreign partners not having a permanent establishment in Japan

A TK investor who does not have a PE in Japan is taxed 20.42% withholding on the actual
distributions of the TK’s profit allocations. There are no further Japanese tax obligations in respect
of the TK allocations and no requirements to file a tax return in Japan. It should be noted that non-
resident TK partners residing in certain jurisdictions may be able to claim a tax exemption by virtue
of that jurisdiction’s Double Tax Agreement (“DTA”) with Japan containing an “Other income”
article which provides such income is only taxable in the country in which the investor resides,
meaning such TK distributions are not taxed in Japan. One example is the Ireland-Japan DTA.
While Japan’s DTAs with other jurisdictions such as the US and the Netherlands also contain an
“Other income” provision, protocols to these agreements give Japan the right to impose Japan
domestic withholding tax rates on such income, resulting in the 20.42% rate being levied.
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Financing

What sources of financing are there?
1 Issuance of shares (public or private).

2 Issuance of bonds and debentures (straight or with warrant) (public or private).
3 Borrowings from banks, sharcholders and others (secured or unsecured).

4 Discounting of trade notes with banks and factoring companies.

5  Finance leasing.

How is financing raised on the Stock Exchange?

A company that publicly offers, or makes secondary distribution of, certain securities, such as bonds
or capital stocks, amounting to JPY100 million or more must file a registration statement with the
local Finance Bureau prior to the offer or sale. Thereafter, this company (“public company”) must
file a securities report every year. The financial statements included in such registration statements
and securities reports must be audited by an independent certified public accountant or an audit
corporation registered in Japan.

What kinds of financing arrangements can banks provide?
6 (1) Short-term and long-term loans.

7 (2) Overdraft facilities.

8 (3) Discounting of trade notes receivable.

9 (4 Issuance of letters of credit and stand-by letters of credit.

10 (5) Various export and import finance.

11 (6) Guarantees and acceptances.

What financial assistance is available from the local Governments?

Local governments of prefectures and municipalities wishing to attract certain industries to certain
areas may provide financial assistance for companies, which meet certain conditions.

What other Government financial assistance is available?

The Japan Bank for International Cooperation may provide loans in syndication with commercial

banks for financing exports on a long-term instalment basis and imports of certain manufactured
products etc.
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Finance for certain investments is available from the Development Bank of Japan, the Japan
Finance Corporation for Small Business and other Government organizations.

Loan guarantees by the Industrial Structure Improvement Fund are available for Japanese
subsidiaries or branches of foreign companies that are certified “Designated Inward Investors”.

Do Government and other agencies exist specifically to advise new investors on
where and how to commence operations?
The Japan External Trade Organization (JETRO) provides certain advisory services.

Are there any exchange control regulations?

The Foreign Exchange and Foreign Control Trade Law requires foreign investors to submit the
subsequent report or prior notice to the Minister of Treasury and other relevant ministers through
the Bank of Japan for the following, with certain exceptions:

acquisition of shares (or equities) of a Japanese non-listed company;

acquisition of shares of a Japanese listed company if the aggregated shareholding ratio of the foreign
investor in that company is or becomes 10% or more, or if acquired directly (not via a security
company situated in Japan) even if the ownership ratio is less than 10%;

establishment of a branch in Japan;

making a loan to a Japanese company if;

in Yen: the loan exceeds JPY100 million and has a term of more than five years, or the loan exceeds
JPY200 million and has a term of more than one year

in foreign currency the loan exceeds JPY100 million.

change of the business purpose of Japanese subsidiary or branch from the non-restricted realized
business to the restricted business (see “What additional permissions and notifications of the
decision to commence business are required?”on page 10) and vice versa;

conclusion of a licensing agreement with a Japanese company or a Japanese resident individual (only
in the case of the introduction of designated technology or defined in the order concerning Foreign
Direct Investment into Japan).

There is no restriction on the remittance of interest, dividends, branch profits, liquidation
distributions, loan principal etc. as long as the subsequent report or prior notice was submitted at
the time of the initial investment.

When remitting overseas amounts of JPY30 million or more, the form “Report of Payments etc.”
must be submitted to the bank performing the remittance.

Japan’s thin capitalization rules

Japan’s tax law allows corporations to treat the interest paid on debt as an expense for the purposes
of calculating their taxable income. This treatment extends to debt from related foreign parties,

© 2013 Grant Thornton Japan. All rights reserved.



Doing Business in Japan
19

which can be an effective means of repatriating income back to the foreign parent company. In
1992 Japan introduced its thin capitalization rules, designed to prevent taxpayers from exploiting
this treatment.

Japan’s thin capitalization rules apply to interest bearing loans from related foreign entities, and
since 1 April 2006 loan guarantee fees and security deposit fees paid by the Japanese taxpayer to its
foreign related entities.

Parent Related Party)
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Thin Capital Rules on Financing by non-resident parent (associated) companies
What is a foreign related entity?
For the purposes of Japan’s thin capitalization rules, a foreign entity is one:

— that has a direct or indirect interest in the taxpayer of 50% or more;

— whose parent is the same as the taxpayer’s with the parent holding a 50% or more interest in
both; or

— one that has substantial control over the taxpayer.

What is debt?

Debt means a debt causing interest paid by the Japanese corporate taxpayer, including both
guarantee fees paid to a foreign related party as a price for guaranteeing a loan from an unrelated
third party and commission fees (i.e. rent for securities to be put as a loan deposit) paid to a related

party for the borrowing of securities to be used as a loan deposit.

What is the debt to equity ratio?

The maximum amount of debt which can be obtained from a foreign related company is three times
the company’s equity at the time of the loan. The interest on any debt in excess of this three to one
ratio is not deductible for Japanese tax purposes.
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Accounting and reporting
requirements applicable to companies

What business records are required to be kept under Japanese Law?

Japanese law (the Compnies Act) requires companies organized as “Kabushiki Kaisha (KK)”- joint
stock companies and as “Mochibun Kaisha (LLC)” — limited liability companies including Godo
Kaisha (“GK”), to keep and maintain proper accounting records (financial statements, general
ledgers, sub-ledgers, journals, etc.) and important operational and financial documents including
minutes or agreements for ten years. On the other hand, the Corporation Tax Act and the
Ordinance require certain companies organized under specific ruless to keep and maintain their
transaction books and records other than stated above (journals, cash journal, asset ledger, etc.) for
seven years.

How often must financial statements be prepared?
Japanese law requires a company to prepare financial statements for each fiscal year. The period of a
fiscal year should not exceed one year in principle.

Listed companies are required to prepare both of the interim and annual financial statements as
stipulated under the Financial Instruments and Exchange Law. Listed companies are required to
disclose their quarterly financial statements reviewed by certified public accountants or audit firms
(‘auditors’) and their annual audited financial statatements..

How are the contents of financial statements determined?
Japanese law (the Companies Act) requires every company to prepare the following:

Balance Sheet

Income Statement

Statement of Changes in Net Assets

Annotations for the above statements

— Supporting schedules

These financial statements must be prepared in accordance with accounting principles generally
accepted in Japan (J-GAAP) and, in certain cases, they are allowed to be prepared in accordance
with other accounting standards including International Financial Reporting Standards (IFRS) /
International Accounting Standards (IAS).
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In addition to the above, listed companies are required to prepare a cash flow statement as

stipulated under the Financial Instruments and Exchange Law.

What is J-GAAP?

J-GAAP refers to the accounting rules issued by the Financial Service Agency (FSA) and
Accounting Standards Board of Japan (ASB]J).

The rules are set under Financial Accounting Principles, which describes basic concepts. These

principles are regularly refined through further rules, and, therefore, J-GAAP is widely considered as

a rule-based accounting standard.

In terms of disclosure, listed companies have to comply with the Financial Instruments and

Exchange Law and the Companies Act. As a result, there are two sets of financial statements for the

listed companies, disclosures for investors based on the Financial Instruments and Exchange Law

and disclosures for creditors and shareholders based on the Companies Act. Both disclosures are

similar but listed companies should disclose the more information than non-listed companies which

solely comply with the Companies Act.

What are the major differences between J-GAAP and IFRS?
Although J-GAAP is essentially equivalent to International Financial Reporting Standards (IFRS)
evaluated by Committee of European Securities Regulators (CESR) in 2008, there are some

differences between the two. The following outlines some of the major current differences between

J-GAAP and IFRS:

Revenue Recognition

Generally, revenue is recognized
based on‘“realization”. The
“realization” is composed of two
concepts; goods sold
(transferred)/service rendered and
cash or cash equivalents for the
related assets or services are
acquired.

Recognition is based on either
delivery or shipment of the related
assets to/toward customers
depending on substance/form of
sales.
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Revenue is defined as “the gross
inflow of economic benefits
during the period arising in the
course of the ordinary activities of
an entity when those inflows result
in increases in equity, other than
increases relating to contributions
from equity participants” at the
current standards.

There are 5 conditions as to sales
of goods - (a)transfer of significant
risks and rewards of ownership,
(b)no retention of
involvement/control, (c)reliability
of measurement scale on revenue
recognized, (d)probability of
economic benefits and (e)reliability
of measurement scale on costs (to
be) incurred. There are 4
conditions as to rendering of
services ? (c), (d), (e) stated above
and (f)reliability for measurement
scale on degree of progress for the
related transactions .

International Accounting
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Employee Benefits
(Post-employment
retitement benefits)

Based on realization concept,
completion of contract method is
applied for services rendered other
than construction-type contracts.
On the other hand, percentage of
completion method is applied for
construction-type contracts in
principle and for software
developing contracts.

No gross inflow or agent/principal
concept.

Multiple element recognition is not
defined other than for software
and construction-type revenue
recognition.

Defined benefit corporate pension
plans only.

Benefits generally should be
allocated to petiods of service at a
fixed amount. In certain cases,
allocation to periods of service
with straight-line adjustment is
allowed.

Prior service costs and actuarial
differences are recognized in other
comprehensive income in the
period incurred and then are
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Standards Board (IASB) and US
Financial Accounting Standards
Board (FASB) released exposure
draft (“ED”) for revised global
accounting standard for revenue
recognition standard set for 2017
implementation. Consideration for
petformance / compensation of
obligations would be required to

satisfy revenue recognition based
on the ED.

Service transactions are accounted
for based on the transaction’s
stage of completion.

Revenue is the gross inflow of
economic benefit during the
period.

In an agent relationship, cash
earned by the principal is
recognized as revenue; whereas
cash collected by an agent on
behalf of the principal is excluded
from revenue and the net amount
carned by the agent with no risks
is recognized as commission
received.

In certain circumstances, it is
necessaty to apply the recognition
criteria to the separately
identifiable components of a single
transaction.

Either defined benefit plans or
defined contribution plans.

Benefits generally should be
allocated to periods of service
according to the benefit schedule.
Straight-line allocation adjustment
should be used if the benefit
schedule allocates materialy higher
level of benefit to later years of
service.

Past service cost is recognized as
an expense.
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Tangible Assets

Leases Classification

amortized over the average
remaining service period, and
recognized as expenses in each
period. To be expensed as incurred
is also allowable.

In calculating the liability relating
to a defined benefit plan,
projected benefit obligation (PBO)
is normally used. Accumulated
benefits obligation (ABO) method
is allowed if the company’s
headcount is less than 300.

No compensated absences are
accrued as liabilities.

Historical cost is applied for
measurement principle.

Tax law is practically applied for
determination of useful lives of
individual asset.

No rule for component approach
(unit of depreciation).

Borrowing costs incurred for self-
construction of assets before its
operation are allowed to be
capitalized.

There are specific criteria for
finance lease; (a)the present value
(“PV”) of the total lease payments
over the non-cancellable lease
term is 90% or more of the
estimated cash purchase price of
the asset; or (b)the non-cancellable
lease term is approximately 75% or
morte of the economic useful life
of the related asset.

Assets and liabilities of which the
title is transferred to lessee are
measured at lessors’ acquisition
costs, whereas of which the title is
not transferred are measured at
smaller of lessors’ acquisition costs
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The PBO must always be used.
There is no exception regardless
size.

A provision for compensated
absences is recognized.

Historical cost principle is applied
and fair value accounting is also
allowable.

Useful lives are determined based
on the expected pattern of
consumption of the future
economic benefits embodied in
the assets.

If significant parts of the property,
plant and equipment have
different useful lives, depreciation
of each component is required.

Borrowing costs that are
attributable to an acquisition or
construction of a qualifying asset
are required to be capitalized.

The substance of the transaction
(transferring the right to control of
the use of an identified asset) is set
above the form of contract to
determine finance lease or
operating lease.

Assets and liabilities of finance
lease are currently measured at
lessor of fair value of leased assets
or PVof total minimum lease
payments.

Revised guidance proposed in May
2013 would require that all assets
and liabilities arising from lease
contracts should be recognized,

23



Doing Business in Japan

Intangible Assets

ot discounted PV of minimum
lease payments. Lessors’
acquisition costs are utilized when
the lessors’ acquisition costs are
unknown.

Insignificant depreciable assets or
short-term leased assets are
allowed to be accounted for by the
same method as ordinary
operating lease transactions.

No comprehensive accounting
standard is stated. Certain assets
are exemplified as intangible assets
instead and are required to be
subsequently measured at
acquisition costs with proper
amortization.

Goodwill detived from business
combination is the balance by
which the acquisition cost exceeds
the net amount allocated to the
asset acquired or the liabilities
assumed under “purchase
method”.

Goodwill is amortized over 20
fiscal years.

Research and development costs
are expensed as incurred.
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other than short-term lease, if the
ED is finalized. There would be
two types of leased assets; Type A
leased assets, such as machinery or
vehicles which would be
consumed during the lease term
and Type B leased assets, such as
real property of which lease term is
shorter than the economic useful
life of the related assets. Leased
assets and liabilities would be
measured at present value of the
total lease payments at the
inception of the lease term and
then would be amortized or
expensed based on each of the
certain accounting principles for

Type A and for Type B.

Non-monetary assets which are
separately identifiable with no
physical substance, and could be a
source of future economic
benefits.

Assets are subsequently measured
cither by cost model or by
revaluation model (fair value).
Impairment tests in each period
are applied to intangible assets of
which useful lives are indefinite.
Assets which have finite useful
lives are amortized over the useful
lives.

Goodwill detived from business
combination is the balance of

- acquisition costs of acquired
entity/business including fair value
of non-controlling interests, and
fair value of existing shares before
business combination, and

-net of identifiable amount of
acquired assets and liabilities
assuemed.

Goodwill is not amortized but is
subject to an impairment review in
every fiscal year.

Development phase costs are
recognized as an intangible asset
with proper amortization.
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Impairment

Investment Property

Hedge Accounting

Foreign Currency

Impairment of fixed assets is
determined through recoverability
test (comparison between carrying
value of the assets and
undiscounted cash flows to be
generated), and then an
impairment loss is recognized for
the difference.

Reversal of impairment losses are
prohibited for all fixed assets.

Cost method

Deferred hedge accounting
(deferral of profits or losses as a
part of net assets) is the standard
principle and market value hedge
accounting (recognition of profits
ot losses as a part of income
statement) is also allowable.

Foreign currency denominated
receivables and payables is allowed
to be translated using forward
currency contract rate under
certain conditions of hedge
accounting requirements.
Interest rate swaps, when certain
conditions are met, are not
recognized at market value. The
swap interest is directly adjusted
into the interest of the related
assets ot liabilities of financial
instruments.

“Functional cutrency” is not

defined.
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Balance of carrying value of assets
and their recoverable amounts is
recognized as an impairment loss.
Reversal relating to a goodwill
impairment is prohibited. For
other long-lived assets, an
impairment loss is reversed to the
extent of the carrying amount with
no treatment of impairment at the
end of each period, through an
annual assessment to determine
whether there is any indication
that the impairment no longer
exists.

Fair value or cost method

Either of fair value hedges
(recognition of profits or losses
about the fair value fluctuations of
hedged items/hedging
instruments), cash flow hedges
(the effective portion of the
changes in fair value of the
hedging instrument) and hedges of
a net investment in a foreign
operation (is applied. Profits and
losses are recognized for changes
in fair value hedges. Other
comprehensive income in hedges
is recognized for the effective
portion of the changes in fair value
of the cash flow hedges.

There are no such rules regarding
foreign currency contract rate and
interest rate swap.

“Functional currency” which
meets primary economic
environment must be determined
by management.

Financial statements with
functional currency should be
translated into those with
reporting currency if those
currencies are different.
Translation variances are
recognized as a separate
component of other
comprehensive income (OCI). The
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Consolidation

Non-current Assets
Held for Sale and
Discontinued
Operations

Practically Tax Based
Accounting (in some
cases)

Control concept, with formality
and by substance, forms a basis of
consolidation.

Immatetial subsidiaties, of which
control is temporary or of which
control is insubstantial, can be
excluded from consolidation.

Three months difference in
subsidiary’s year-end is allowed as
long as significant transactions
after the year end are reflected.

No specific rule for such
operations.

Determination of the depreciation
method and useful life is
practically in conformity with
Japanese tax laws.

Invoice basis accounting rather

than an accrual/estimate basis
such as free rent, rebate etc.

Development of IFRS adoption in Japan
In 2007, the ASBJ and the International Accounting Standards Board (IASB) announced the
“Tokyo Agreement” on achieving convergence of accounting standards by 2011.

In addition, the FSA announced in 2009 that IFRS would be mandatory starting in 2015 or 2016 if
the decision is made in 2012 for listed companies.
Even though IFRS would not be adopted as a mandatory accounting principle in Japan in
2015/2016 in some reasons, voluntary adoption by some Japanese listed companies have been
increasing little by little since the fiscal year ended March 31, 2010 for filing.

cumulative total of OCI (ot
comprehensive loss) is reported as
accumulated other comprehensive
income as a separate component
of net assets.

There are no such exceptions as

Japan GAAP. The consolidated

financial statements shall include
all subsidiaries.

The consolidated financial
statements shall be prepared as of
the same date unless it is
impracticable.

A non-current asset (or disposal
group) shall be classified as held
for sale if its carrying amount will
be recovered principally through a
sales transaction rather than
through continuing use.

Not applicable.

Not applicable.

The Business Accounting Council of Financial Services Agency in Japan released a report of
“Current Policy for adoption of IFRS” in June 2013, and announced that the following key matters
including ‘easing of voluntary application requirement’, ‘application method of IFRS’ and

‘simplification of stand-alone financial statements disclosures’ should be considered to accumulate

voluntary IFRS adoption cases by Japanese companies.
Furthermore, in July 2013, ASBJ announced their policy regarding enhancing the adoption of so-
called “Japanese-IFRS” / “endorsed IFRS”, which would be completed in 2014 and would
encourage voluntary adoption of IFRS by Japanese companies if the work is finalized.
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Do the financial statements have to be audited?

Japanese Company Act requires large companies to appoint an accounting auditor, which is often
referred to as an external auditor, to audit their financial documents. An accounting auditor must be
a certified public accountant (Kounin Kaikeishi) or an audit corporation (Kansa-Hojin) registered in

Japan.

Further, large companies as stated above must implement an internal audit mechanism as well as an
accounting auditor which is external. Companies which elect to implement an internal audit
mechanism can choose to have:

e a statutory auditor (Kansa-Yaku);
e 2 board of auditors; or

e an audit committee, which is voluntary established and performs audit on financial documents
and/or business operation.

Non-large companies have a wide range of choices with respect to governance structure, including
the number of directors to whom they may appoint.

Japan’s Financial Instruments and Exchange Law requires listed companies to have their financial
statements audited by a CPA or an audit corporation (Kansa-Hojin).

Definitions

Large Company

In accordance with Companies Act, large company is defined as the one whose capital stock exceeds
JPY500 million, or whose total amount of liabilities as of the latest balance sheet date exceeds JPY20
billion.

Non-Large Company
Any company other than a Large Company.

Listed
Any company whose shares are traded on a recognized stock exchange.

Are the books and records of an organisation open to scrutiny by anyone other
than the directors and auditors?
Japanese Law provides the following:

(1) A company must disclose to the public its balance sheet (or a summary of that in certain cases)
in the Official Gazette, a daily newspaper, or on the internet.

(2) Shareholders and creditors of a KK have the right to inspect the company’s financial
statements at the company’s head office and branch offices at any time within the company’s
business hours.

(3) A shareholder who owns 3% or more of the outstanding voting shares of the company may ask
to inspect the company’s books and records. The company may not refuse such a request
without reasonable cause.
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(4) A shareholder who owns 3% or more of the outstanding voting shares of the company may
request inspection by an inspector appointed by the court concerning the affairs and financial
condition of the company, based on a reasonable cause.

(5) The tax authorities (and regulatory authorities in the case of regulated businesses) may examine

books and records of a company.

Must the organization’s accounting year end on a particular date?
No, except for banks, insurance, and other regulated companies of which accounting years are

stipulated in the relevant laws.
In which language are business records required to be maintained?
Although there are no legal provisions, keeping business records in Japanese is expected. Keeping

accounting records in English is accepted practice for foreign companies.

Can the accounting records be kept in a foreign currency?
No. Accounting records must be kept in Japanese Yen in principle.

Can financial statements be presented in a foreign currency?
No. Financial statements prepared on a statutory basis must be presented in Japanese Yen.

Can the accounting records be kept on a computer?
Yes. Accounting records are able to be kept on a computer with approval by tax office.

© 2013 Grant Thornton Japan. All rights reserved.



Doing Business in Japan
29

Accounting and reporting
requirements applicable to branches

What accounting and reporting requirements apply to branches?

(1) A foreign company, which has a Japan branch, must attach the financial statements of the
Japan branch as well as those of the company as a whole to the Japanese corporate tax return
to be filed each fiscal year.

(2) A foreign company which conducts banking, insurance, or other regulated business must
prepare financial statements for the Government in compliance with the relevant laws
governing such industries. There are no accounting and reporting requirements applicable to a
branch that conducts non-regulated businesses.

Are the branch’s business records open to scrutiny by anyone?

(1) A foreign company which is similar in legal terms to a KIC must disclose to the public the
balance sheet in the Official Gazette, a daily newspaper or on the internet after approval of the
balance sheet has been given by its shareholders.

(2) Tax authorities (and regulated authorities in the case of regulated businesses) may examine the
branch’s business records.
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Corporate taxation

Japan tax law follows standard principles in that a taxpayer’s taxable income is its gross revenue less
its expenses.

What taxes are there on income?
Japanese companies are subject to corporation tax (national tax), inhabitant tax (prefectures and
municipalities), enterprise tax (prefectures) and special local corporation tax (prefectures).

Corporation tax

JPY100 million or less JPYO to 8 million 159%!1
Over JPY8 million 25.5%
Over JPY100 million All income 25.5%

! 'The reduced rate of 15% is available for a Small or Medium-Sized Enterprises (SMEs: companies
with share capital of JPY100 million or less). As a result of the 2012 tax reforms, for fiscal years
starting on or after 1 April 2012, this rate is not available if the company is directly or indirectly
100% controlled by a large company (companies with share capital of JPY500 million or more). The
large company does not need to be registered in Japan.

In addition to the above rate amendment the 2012 tax reform introduced changes to the group

taxation system and withdrew some of the favourable tax benefits enjoyed by SMEs which are
controlled by large companies.
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Special corporation tax for reconstruction?

From 1 April 2012 to  Corporate tax amount before application ~ 10%
31 March 2015 of accumulated earnings tax, credit for
income tax and foreign tax exemption

2»

1'The “Special Measures Law to Fund the Reconstruction after the Great East Japan Earthquake
was promulgated on December 2, 2011. As a result, taxpayers must pay a Special Reconstruction
Income Tax together with the ordinary corporation income tax for income arising from 1 April
2012 to 31 March 2015.

Inhabitant tax
Inhabitant taxes are computed as a percentage of corporation tax within the ranges shown below:

Prefecture 5.0% to 5.8%
Municipality 12.3% to 14.7%
Total 17.3% to 20.5%

In addition to the above per income tax, the following per capita taxes are assessed as part of

Inhabitant tax.

0to 10 50 to 60 120 to 144
10 to 100 130 to 156 150 to 180
100 to 1,000 160 to 192 400 to 480
1,000 to 5,000 410 to 492 1,750 to 2,100
Over 5,000 N/A 3,000 to 3,600

Enterprise tax
Enterprise tax is computed as a percentage of taxable income at the following rates:

0 to 4,000 2.7 to 2.95
4,000 to 8,000 4.0 to 4.365
Over 8,000 5.3 to 5.78

*The lower rates for the lower income brackets are not applicable to companies with share capital
of JPY10 million or more with places of business in three prefectures or more.

For companies with share capital of over JPY100 million, enterprise tax is computed using the
Gaikei Hyojun Kozei (GHK) or business scale base taxation method, instead of the above. The tax
base of the GHK consists of the three different factors: net taxable income, added value and paid
in capital. The tax applies to fiscal years beginning on or after 1 April 2004.
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(a) Profit-based tax

0 to 4,000 1.50 to 1.69
4,000 to 8,000 2.20 to 2.475
Over 8,000 2.90 to 3.26

(b) Value added-based tax:
The standard rate of 0.48% is imposed on the taxable base of total value added, calculated according
to the following formula:

Value added = Annual taxable income before deduction of brought forward tax losses
+ Profit distributed”

* Profit distributed equals the total amount of salaries, net interest payments, and net rent payments.
Salary includes remuneration, salary, wages, bonuses, retirement allowances, as well as 75% of
outsourcing fees for contract labour. If the total of the salary amount exceeds 70% of the profit
distributed, the excess portion is deducted from the profit distributed.

(c) Capital-based tax:

The capital-based tax is imposed on the capital amount (the total amount of the share capital and
capital reserve) at the standard tax rate of 0.2%. In the case of holding companies, the amount
corresponding to the book value of the capital of the subsidiaries is deducted from the capital
amount. In the case of a corporation whose capital exceeds JPY100 billion, a certain ratio applies to
reduce the tax amount. In the case of a corporation whose capital exceeds JPY1 trillion, the taxable
base is deems to be JPY425 billion.

Special local corporation tax
Special local corporation tax is computed as a percentage of the amount of the profit-based tax at
the following rates.

JPY100 million or less 81
Over JPY100 million 148

Effective tax rate
The effective tax rate for companies with capital of less than JPY100 million and annual income of
JPY8 million or more is as follows:

Corporation tax 25.5
The special corporation tax for reconstruction 10

Inhabitant tax (20.7% of corporation tax) 20.7
Enterprise tax 5.78

Special local corporation tax (81% of enterprise tax) 4.293
Effective tax rate 39.43
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The effective tax rate for companies with capital of more than JPY100 million is as follows:

Corporation tax 25.5
The special corporation tax for reconstruction 10

Inhabitant tax (20.7% of corporation tax) 20.7
Enterprise tax (profit-based tax) 3.26

Special local corporation tax (148% of enterprise tax) — 4.292
Effective tax rate 38.01

The same tax rates apply to the taxable income of Japanese branches.

What taxes are there on distribution?

Dividends received exclusion

Dividends received by a Japanese company from another Japanese company are excluded from
taxable income, provided that the investor company owns 25% or more of the shares of the
company paying the dividend. If the ownership ratio is less than 25%, the percentage of dividends
excluded from tax is limited to 50% of the dividends received. The dividend exclusion is also
available for a branch of a foreign company.

Withholdings on distribution

Payments of dividends by a Japanese company to foreign investors are subject to Japanese
withholding income tax at the rates in the table below, or at reduced rates under tax treaties.
Repatriation of branch profits is not subject to Japanese withholding income taxes.

Dividends from listed companies to
shareholders (not including major 7.147% 15.315%
shareholders)

Dividends from listed companies to

shareholders especially for major 20.429%
shareholders and dividends from e

unlisted companies

Additional taxes on undistributed profits of family companies

A domestic “family company”, which is a domestic company, with 50% or more of its total issued
shares directly or indirectly owned by one shareholder together with its relatives (excluding any
corporate shareholders who themselves are not family companies), is subject to an additional surtax
at the following rates on undistributed income calculated for cash accounting period in excess of a
designated amount (minimum JPY20 million):

0 to 30,000 10
3,000 to 100,000 15
Over 100,000 20
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In addition to the above, inhabitant tax is assessed at rates shown in the previous section “What
taxes are there on income?” on page 30. No additional enterprise tax is assessed.

The above surtax is suspended for family companies with share capital of JPY100 million or less.
However for fiscal years starting on or after 1 April 2010 this suspension is revoked if the company
is directly or indirectly 100% controlled by a large company (companies with share capital of over
JPY500 million).

What taxes are there on net wealth?
Not applicable.

Japanese earnings stripping rules

In addition to the existing thin capitalization rules, a new measure has been enforced to limit the
deductibility of interest payments to foreign related parties. For fiscal years beginning on or after 1
April 2013, where a company’s net interest payments to related parties are greater than 50% of its
adjusted taxable income, the portion in excess of 50% will not be deductible for corporation tax
purposes. Net interest payments to related parties do not include payments on which the recipient
pays corporation tax in Japan. The interest limitation will not apply in years where the net interest
payments are less than JPY10 million or where less than 50% of the total interest payments are

made to related parties.

What tax incentives or privileges are there?
(1) Special depreciation in addition to regular depreciation or tax credit is available for investments
in certain energy saving equipment and other designated machinery and equipment.

(2) Hiring Incentive Tax Credit

12 The main incentives are the Hiring Incentive tax credit incentive and the Salary Increase
incentive. A company can benefit from a JPY400,000 tax credit for every additional employee
that they hire. The credit is capped at 10% of a company's cotporation tax liability (20% for
SMEs unless they are owned by a company with share capital of over JPY500 million in which
case the rate will not be available). This incentive is available for fiscal years beginning before
31 March 2014.

13 As the Hiring Incentive credit will expire soon, the Salary Increase incentive was introduced.
This applies to financial years that begin between 1 April 2013 and 31 March 2016. Employers
that increase salaries by at least 5% are able to benefit from a tax credit of 10% on the increase
in the salary amount, again capped at 10% (20% for SMEs) of the corporation tax liability.

(3) After 1 April 2013, SMEs are allowed to take a tax deduction for 100% of the first JPY6
million of entertainment expenses.

What loss relief is available?

Losses incurred in business years beginning on or after 1 April 2001, may be carried forward for
seven years. A tax loss may be carried back only one year for corporation tax purposes. Also, the
rules relating to carried forward losses changed for periods commencing on or after 1 April 2012.
The carry forward period for tax losses generated after 1 April 2008 has been extended from 7 years
to 9 years. For companies that are not small or medium sized enterprises, Tokutei Mokuteki
Kaishas or Toushi Kaishas, the use of the losses is restricted 80% of the taxable income for each
year. Before the change, carried forward tax losses could be used against 100% of taxable income.
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Is there double taxation relief?
(4) Dividends received from a Japanese company are excluded from the taxable income of a
recipient Japanese company. See “What taxes are there on distribution?” on page 33.

(5) A Japanese company and a resident individual may either deduct foreign income taxes or claim
a foreign tax credit against corporation/individual income tax and inhabitant tax.

(6) 95% of dividends received by a Japanese company from foreign subsidiaries are excluded from
taxable income, provided that the investor company owns 25% or more of the shares of the
company paying the dividend for more than six months.

14

Unused foreign tax credits may be carried forward for three years. A foreign tax credit is not
available for a branch of a foreign company.

What local taxes are imposed?
In addition to local income tax (inhabitant tax and enterprise tax), a company is liable to other local
taxes including the following:

Prefectures
(1) Real estate acquisition tax

(2) Automobile tax

(3) Automobile acquisition tax

Municipalities
(1) Fixed assets tax
Holdings of real property and depreciable assets is subject to a 1.4% to 1.7% fixed assets tax.

(2) Business premises tax
Holdings of business premises in excess of 1,000 square meters, or with more than 100
employees, in designated city areas is subject to business premises tax based either on floor
space or amount of salaries.

What taxes are there on capital transactions?

Registration and license tax

Registration and license tax is 0.7% on share capital (minimum JPY150,000) at the time of
incorporation of a limited stock company and 0.7% for registration of an increase in share capital
(minimum tax amount JPY30,000). Registrations of ownership, leasehold rights, real estate
mortgages, industrial property and other rights, directors and statutory auditors of a company and
business licenses of regulated businesses are also subject to registration and license tax.
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What other taxes are payable?
There are other taxes levied on a company in addition to income taxes:

Taxes on property

Excise taxes

(Taxes on consumption)

Taxes on transactions

Miscellaneous taxes

Automobile weight tax

Consumption tax
Liquor tax
Gasoline tax
Local road tax
Aircraft fuel tax
Petroleum tax
Petroleum gas tax
Tobacco tax

Registration and licence tax

Stamp duty

What is the due date for corporate tax returns?
Corporate tax returns are due two months after the last day of the corporate taxpayer’s fiscal year,

36

Automobile tax
Fixed assets tax

City planning tax
Light vehicle tax
Business premises tax

Local consumption tax
Prefectural and municipal
Tobacco tax

Golf coutrse tax

Light oil delivery tax
Bathing tax

Real estate acquisition tax
Automobile acquisition tax

Mine-lot tax

Hunters license tax
Mineral product tax

however, generally a one month extension can be obtained from the tax authorities. Therefore, a

company with a fiscal year running from 1 January to 31 December needs to file its corporate tax

return on or before 28 February in the following year (31 March if an extension has been granted).

Interim tax payments

Corporate taxpayers are required to pay an interim tax payment equal to 50% of their previous yeat’s

tax liability. This payment is due on the last day of the eight month in the new fiscal year.

Therefore, a company with a fiscal year running from 1 January to 31 December needs to make its

interim payment by 31 August and settle its final tax liability on 28 February (31 March if an

extension has been granted) in the following year.
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Consumption Tax

The Consumption Tax Law is a relatively new law that was enacted on 30 December 1988, effective
for transactions on or after 1 April 1989. The original rate of 3% was raised to 5% (4% national tax
and 1% Local Consumption Tax) in April 1997. The rate will increase to 8% from 1 April 2014 and
to 10% from 1 October 2015 onwards.

Consumption Tax is a multi-step, broad-based consumption tax on most transactions in assets and
services in Japan and the receipt of foreign goods from bonded areas in Japan. The tax is assessed at
each state of the manufacturing, wholesale, and retail processes. Deductions for consumption taxes
paid at previous stages by businesses result in the consumer bearing the full burden of Consumption

Tax.

The scope of Consumption Tax includes (i) the transfer (either by sale or lease) of assets or the
provision of services in Japan by an enterprise in return for payment, and (ii) the removal of foreign
goods upon their release from a bonded area.

Taxpayers

For the purposes of Consumption Tax, taxpayers are either (i) an enterprise, including both sole
proprietorships and corporations, which transfers assets or provides services in Japan, or (i) an
enterprise or any person who removes foreign goods from a bonded area.

It is not necessary for a taxpayer to have a residence or domicile in Japan in order to be subject to
Consumption Tax.

Consumption Tax rate
The current consumption tax rate is 5%, but will increase in two stages to 8% on 1 April 2014, and
10% on 1 October 2015.

Non-taxable transactions
Transfers of certain designated types of assets and services are non-taxable either because the asset
is not of the type contemplated for Consumption Tax or for reasons based on social policy

concerns.

Sales and leases of land and rights to land
— Transfers of securities

Financial transactions

Sales of postage stamps and document stamps
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— Merchandise and service cards

— Government fees

— International money orders and foreign exchange
— Medical services

— Nursing care services

Social welfare services

Exempt Transactions

Consumption Tax is based on the principle of taxable assets and services in the place where they are
consumed. Exemptions therefore are provided for assets for export and international
communications and transport activities. Examples of exempt transactions include:

— International transportation of passengers, freight, and international communications,
including shipment and communication occurring in Japan

— Transfer of intellectual property to non-residents

— Most services for non-residents, excluding (i) the transport or safekeeping of property in Japan,
(ii) the provision of food or loading in Japan, or (iii) services provided in Japan which are
similar to (i) and (ii).

Registration

The threshold for mandatory payment of consumption tax is having taxable sales of more than
JPY10 million during the base period (the fiscal year two years prior to the current fiscal year) and in
the first 6 months of the previous fiscal year. If the taxable sales criteria is not met, the taxpayer may
choose to file a tax return (binding for two taxable years) or not.

A newly established sole proprietorship without a base period or with no sales during the base
period is exempt from Consumption Tax for its first two years.

Newly established corporations without a base period, or with sales less than JPY10 million during
first 6 months of the previous year or the base period may be exempt only if their capital is less than
JPY10 million at the start of their first two fiscal years. However, a new company may choose to file
a consumption tax return if it anticipates a refund.

Tax periods
For sole proprietorships, the consumption tax period is the calendar year. For corporations, the tax
period is the company’s fiscal year for corporate tax purposes.

Consumption Tax returns

The final Consumption Tax return and associated payment are generally due two months after the
end of the tax period. However, for sole proprietorships the due date is the end of March of the
following year
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Interim Consumption Tax payments

Depending on the amount of consumption tax in the prior period return, interim consumption tax
return(s) and payment(s) may apply to the taxpayer. Interim return(s) and payment(s) are generally
due two months following the end of applicable interim period.

Over JPY 60,000,000 11 interim (monthly) payments due each
equal to 1/12 of the prior petiod
consumption tax liability

Over JPY5,000,000 but less than JPY 60,000,000 3 interim payments each equal to 1/4 of the
prior period consumption tax liability

Over JPY600,000 but less than JPY5,000,000 1 interim payment equal to 1/2 of the prior
period consumption tax liability

JPY 600,000 or less N/A

Credit for taxable purchases

Because the Japanese Consumption Tax is a multi-step tax assessed at all levels of the commercial
process, a system is needed to prevent imposition of multiple layers of tax summing to more than
the tax based on the price charged to the final consumer. Consumption tax can be reduced by
deducting taxes on purchases against taxes on sales. The taxpayer files a tax return at the time
specified above with the consumption tax reduced to reflect the refund received for taxable
purchases.

Simplified System

A simplified method of calculating the amount of Consumption Tax on taxable purchases is
provided to relieve small businesses from administrative burden. If a taxpayer has taxable sales of
JPY50,000,000 or less during its base period, the taxpayer may elect to use the simplified system to
calculate the amount of creditable Consumption Tax by submitting a notification to the authorities.

Under this simplified system, the cost of purchases is estimated as a percentage of the sales price
using a “deemed purchase ratio” which vaties depending on the type of enterprise.

Type 1 Wholesalers 90
Type 2 Retailers 80
Type 3 Farming, forestry, fishing, mining, construction, 70

manufacturing (including manufacturers who sell
manufactured inventory to retailers), electricity, gas,
heat or water suppliets

Type 4 All businesses other than Type 1, 2, 3, and 5 (eg 60

restaurant industry, finance and insurance companies)

Type 5 Real estate, transportation and communication, service 50
industry (except the restaurant industry)

Once the taxpayer elects to use the simplified method, it cannot use the regular method for the two
following years.
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Overseas Businesses Importing goods

Imported goods are taxed when they are released from a bonded area. The tax base on imported
goods is the sum of the Cost, Insurance and Freight (CIF) price, custom duties and excise taxes.
The taxpayer who withdraws foreign goods from a bonded area must pay the consumption tax
before being able to receive those goods.

Real Estate Transactions

The sale and leasing of land are non-taxable transactions. However, transactions involving a
building or other structure will be taxable. Thus, when acquiring real estate consumption tax is
levied on the value of the structure, not the land it is sitting on. Businesses purchasing real estate
can claim a credit for taxable purchases in such cases.

Another important real estate transaction subject to consumption tax is rental payment for
commercial buildings. However, rental payment for residential buildings is not subject to
consumption tax.

Tax reform for consumption tax
As described above the consumption tax rate will be increased to 10% in two steps:

Up to March 31, 2014 5%
From April 1, 2014 to September 30, 2015 8%
From October 1, 2015 onwards 10%

The relevant rate should be applied to the transfer of assets, the provision of services in Japan, and
the importation of taxable products on or after the respective effective dates.

Transitional rules

To implement the increase in tax rate, transitional rules have been provided for certain types of asset
transfers or service transactions where the contract, payment or service period may straddle the
initial rate increase.

Sales via telephone and internet

In cases where assets are delivered before 1 April 2014 the 5% rate applies. For assets delivered on
or after 1 April 2014, the 5% only applies if the customer offered to purchase the items more than 6
months prior to 1 April 2014.

Supply of utilities (gas, electricity, water, telecommunications services etc)
If the supply is made before 1 April 2014 and the charge is fixed within one month of that date,
then the 5% rate will apply.

Lease contracts

The 5% rate only applies for contracts entered into between 1 October 1996 and 30 September
2013 where the lease starts before, and continues on or after 1 April 2014. In addition the lease
period and fees must be defined and either:

a) there is no provision allowing the lessor to change the fee amount, or

b) the lease fees must be more than 90% of the asset cost and there is no provision for
cither party to cancel the contract at any time.
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Construction/manufacturing contracts - lump sum payment is made upon
completion

For contracts signed between 1 October 1996 and 30 September 2013 where the asset is transferred
on or after 1 April 2014 the 5% rate applies if the contract is long term and the asset is tailor made
and transferred at one completion date.

Construction/manufacturing contracts - payments are made in stages
For contracts signed between 1 October 2013 and 31 March 2014, but where delivery is made on or
after 1 April 2014, the 5% rate is applied to a portion of the consideration as calculated below:

Costs incurred from start of project to 31 March 2014
Total estimate costs as of 31 March 2014

Amount subject to 5% rate = Total consideration x

Instaliment sales
If the contract is signed before 1 April 2014, payments made on or after 1 April 2014 are subject to
the 5% rate.

Advanced payments of transportation costs and admission fees
For items such as annual commutation passes and theatre or museum admission fees, the 5% rate

applies if the payment is made before 1 April 2014, regardless of when the service provision occurs.

Book subscriptions
If the subscription is paid before 1 April 2014 the 5% rate applies.
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Individual Taxation

How an individual is taxed in Japan will depend on their residency status, source of income and
nature of such income among other factors.

Residency status
Individuals are categorized as either residents or non-residents of Japan. Residents are further
classified as either non-permanent or permanent residents.

Permanent Resident
Resident 4[
Taxpayer { Non-Permanent Resident

Non-Resident

Resident

A resident is an individual whose domicile is in Japan or who has (1) resided in Japan continuously
for one year or more or (2) who is in Japan with the intention to stay for more than one year.
Residents are further classified into non-permanent resident and permanent resident.

Non-Permanent Resident
A non-permanent resident of Japan is a resident individual who does not have Japanese citizenship
and who has maintained a domicile or a residence in Japan for five years or less during the previous

10 years.

A non-permanent resident is subject to Japanese taxation only on their Japan source income and any
foreign source income paid in Japan or wired or by other means transferred into Japan.

Permanent Resident

A permanent resident of Japan is a resident individual who is either a Japanese national, or a foreign
national who has maintained a domicile or a residence in Japan for more than five years during the
previous 10 years.

A permanent resident is subject to Japanese taxation on their worldwide income.

Non-Resident
A non-resident is any individual who is not a resident.

Non-residents are generally subject to Japanese tax only on their Japan source income at the flat rate
of 20.42% on a gross basis.
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For non-residents visiting Japan on a short-term basis, tax treaties between Japan and various

countries generally exempt compensation paid to such individuals from being taxed in Japan. While

the provisions in each tax treaties are not identical, the following conditions are typical of the

requirements which need to be satisfied.

The individual is in Japan for not more than 183 days in any calendar year, fiscal year, or twelve
month period;

The individual’s salary is paid by a non-resident employer; and

None of the individual’s salary is treated as a deductible expense by a permanent establishment
in Japan.

Assessable Income

An individual's taxable income is defined as assessable income less deductions. Japan’s tax law

contains ten categories of income as listed below:

interest income;

dividend income;

real estate income;

business income;

employment income;

retirement income (taxed separately);

forestry income;

capital gains (gains realized on real property and shares are taxed separately);

occasional income; and

miscellaneous income.

Typically the most important element in determining an expatriate’s tax liability is their
employment income. Employment income includes salaries and wages, commissions and
bonuses, benefits in kind and various allowances received in exchange for services rendered.
Shates and options teceived in respect of employment may also be included in the taxpayet's
assessable income (see below). Common allowances are as follows.

allowance to compensate differences in cost of living;

allowance to assist with high housing cost;

allowance for the purposes of tax equalization;

allowance to assist with high utility cost;

allowance to assist with enrolling dependent children into international schools;
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— allowance to assist with cost for temporary return to home country to reunite with family;

— share or stock options;

In addition to the above, expatriates may continue to be covered by pension and/or profit sharing
plans maintained by their head offices while they are in Japan. It should be noted that these types of
benefits are generally treated as assessable income for Japanese tax purposes.

Benefits in kind
Below are Japanese tax implications of some of the popular benefits in kind offered to expatriates
on assignment to Japan.

Company provided housing

Rent paid by the employer to the landlord for housing leased under the company name and made
available to the employee is taxable as compensation. Under certain conditions, however, rent paid
by the employer to the landlord may be subject to significantly reduced tax to the employee.

Children’s tuition allowance

Children’s school tuition paid by the employer is included in the employee’s assessable income.
However, if the employer makes a donation to an international school under an eligible scholarship
plan instead of paying tuition, the employee may not be taxed on such tuition-free benefits provided
by the donation. .

Moving expenses
Reasonable moving expenses are not included as assessable income provided they are in nature
reimbursement of necessary business cost to relocate an employee on international assignment.

Home leave transportation
Cash provided to an employee on international assignment for the purpose of temporarily visiting
their home county once a year is typically non-taxable, subject to certain conditions.

Tax reimbursements
Payments made to cover tax liabilities are included in the employee’s assessable income.

Stock options
The tax treatment of stock options granted to employees will generally depend on whether the stock
options are qualified or non-qualified. Foreign stocks are non-qualified stocks.

(i) Qualified stock options

In order for a stock option to be treated as a qualified stock option, a number of conditions must be
satisfied. Qualified stock options are subject to Japanese tax at the time the shares are sold. The sale
price less the exercise price represents a capital gain, which is taxed separately from other income at
20.42%.

(ii) Non-Qualified Stock Options

Unlike qualified stock options, non-qualified stock options are taxed upon both exercise and sale.
At the time of exercise, the difference between the market price and the price at exercise is taxed as
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employment income. Then, upon sale of the share, sales price less market price at exercise is subject

to capital gains tax.

Exemptions and Concessions
There are a number of benefits granted to employees which may be excluded from an individual’s
assessable income, including commutation allowance (the lesser of JPY 100,000 or the actual

commutation cost) and gifts received for long service.

Deductions against Income
A number of deductions or allowances may be made from a resident taxpayer’s income, such as:

deduction for accidental loss

deduction for social insurance premiums paid

allowance for a spouse

— allowance for dependants(under 16 years old is excluded)
— allowance for widow or widower

— basic allowance

— medical expenses

Foreign Tax Credit Regime
A foreign tax credit is allowed to mitigate double taxation of income when income subject to
Japanese Income Tax is also subject to income taxation in another country. The Foreign tax credit is

equal to the lesser of:

@) the amount of foreign tax paid during the taxable year; or

(b) the amount of the foreign tax credit limitation.
Foreign tax credit limitation
= Japanese income tax for the year x (Foreign source income for the year)
/(Total income taxed for the year)

If the amount of foreign taxes paid during the taxable year exceeds the amount of the credit

limitation, the excess may be carried forward three years and added to foreign taxes for credit

purposes.
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Taxable Income

An individual’s assessable taxable income is essentially their assessable income less their claimable
deductions and tax credits. An individual’s taxable income is subject to tax at the following
progressive rates:

Up to JPY1,950,000 5.105 JPY 0
JPY1,950,000 - JPY3,300,000 10.210 JPY 99,548
JPY3,300,000 - JPY6,950,000 20.420 JPY 436,478
JPY6,950,000 - JPY9,000,000 23.483 JPY 649,356
JPY9,000,000 - JPY18,000,000 33.693 JPY 1,568,256
JPY18,000,000 or more 40.840 JPY 2,854,716

Inhabitant Tax Rate
Inhabitant tax is levied on an individual’s taxable income at a flat 10%.

Withholding Tax

Taxpayers who receive salary income of less than JPY 20 million in the fiscal year are not required
to file a tax return, unless they are not paid by a Japan employer (i.e. offshore), have claimed a
medical expense deduction, or their other income totals more than JPY200,000.

Due Date

Individuals must file their tax return on or before 15 March (if it falls on a holiday, then the first
business day following). No extensions are granted and interest is levied on tax owing if the tax
return is filed after the due date.

Compensation Structuring for Expatriates

An expatriate coming to Japan on assignment will generally enter the country as a non-permanent
resident for Japanese tax purposes (unless they have resided in Japan for at least five years in the
preceding 10 year period). In such cases, an offshore compensation package is an important tax-
planning tool, particularly for those who work for periods on assignment outside Japan, as an
outside Japan exclusion can be obtained. A salary paid to a non- permanent resident individual from
within Japan is taxable in Japan, regardless of where the activities ate performed.

Another potential benefit from an offshore compensation structure is there is no income tax
withholding obligation in Japan. In such cases the individual is required to file an income tax return
with interim tax payments being made based on the previous year’s taxable income. These interim
payments must be made on 31 July and 30 November.
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Social Insurance Programs

With few exceptions, all residents of Japan are obliged to join the country’s social insurance
programs, irrespective of nationality. There are six statutory social programs for employees in Japan,
separated into “Social Insurance” (Health Insurance, Nursing Care Insurance, Childcare Allowance
Contribution and Welfare Pension Insurance) and “Labour Insurance” (Workers” Accident
Compensation Insurance and Employment Insurance). The type of program will determine
whether the contributions are shared by the employer and the employee or borne solely by the

employer.

Health Insurance

Health Insurance provides for medical and dental care, hospitalization, medicines etc., for non-work
related injuries and sickness of employees and their dependants. Premium is shared equally between
the employer and the employee.

For employers based in Tokyo, premium is 9.97% of standard monthly salary and bonuses and are
capped at JPY 120,637 on monthly salaries of JPY 1,175,000 or more and at JPY 538,380 on annual
bonuses of JPY 5,400,000 or more. Premium rate varies across prefectures.

Health Insurance covers 70% of outpatient and inpatient medical expenses of employees and their
dependants. This includes hospital fees, nursing care, and prescription drugs.

Nursing Care Insurance
Employees aged 40 years and older must contribute to Nursing Care Insurance.

The premium, shared equally between employer and employee, is 1.55% of standard monthly salary
and bonuses and is capped at JPY 18,755 on monthly salaries of JPY 1,175,000 or more and at JPY
83,700 on annual bonus payments of JPY 5,400,000 or more.

Childcare Allowance Contribution

Childcare Allowance Contribution is paid by the employer only, and is currently 0.15% of standard
monthly salary and bonus payments made to all employees, capped at JPY 930 on monthly salaries
of JPY 605,000 or more and at JPY 2,250 on bonus payments of JPY 1,500,000 or more.

Welfare Pension Insurance

Welfare Pension Insurance (Kosei Nenkin) provides pension benefits upon retirement, disability
benefits, and survivor benefits in the case of death. The premium is shared equally between the
employer and the employee. The premium for Welfare Pension Insurance is 17.192% of standard
regular monthly salary and bonuses and is capped at JPY 103,949.20 on monthly salaries of JPY
605,000 or more and at JPY 251,490 on bonuses of JPY 1,500,000 or more.
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In principle, a person who (a) has contributed to Welfare Pension Insurance for 25 years or more,
(b) has reached 65 years of age and (c) is not employed is eligible to receive pension benefits. The
benefits consist of the Old-Age Basic Pension (a fixed amount) and the Income-Related Pension.
Monthly disability benefits are provided to employees who are injured from non-work related
injuries or sickness after 18 months of disability (when disability benefits paid out of health
insurance are terminated). Survivor pension benefits are provided to a dependent spouse or other
qualified relatives in the case that the insured person dies.

Law has been signed to reduce the 25 years coverage requirement to 10 years. It is expected to come
into effect in October 2015.

Workers’ Accident Compensation Insurance

The Workers” Accident Compensation Insurance provides benefits to employees who are injured or
sickened due to work-related incidents while working or commuting. Employers with one or more
employees must have the employees insured under Workers” Accident Compensation Insurance.

The amount of the premiums range from 0.3% to 8.9% of monthly salary and bonuses, depending
on the type of work the employee is engaged in. There is no upper limit on the premium amount.

Medical expenses related to work-related accidents or illnesses are covered in full by the insurance.
In the case of permanent disability, annual or lump-sum benefits are paid based on the severity
rating of the injury.

Employment Insurance

Employment Insurance provides unemployment benefits and assistance to terminated workers. All
Japanese employers are required to enrol eligible employees in the government-sponsored
employment insurance program.

Both employers and employees pay employment insurance premiums, but at different rates. In
most industries, premiums paid by employers are 0.85% of the employee’s monthly salary and
bonuses, and premiums paid by employees are 0.5% of their monthly salary and bonuses. There is
no upper limit on the premium amount.

Employment Insurance provides unemployment benefits at the rate of approximately 50% to 80%
of the employee’s previous salary for a period of 90 to 360 days depending on the length of service

with the previous employer and the reason of leaving prior employer.

Social Health insurance (Tokyo)  4.985 4.985
insurance  Nursing-care insurance 0.775 0.775
Welfare pension insurance  8.383 8.383
Childcare allowance 0.15 -
Labour Employment insurance 0.85 0.5
Insurance  Workers’ compensation 0.3 -
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International Social Security Agreements

Objectives

Since the early 2000’s, Japan has established a network of bilateral Social Security agreements that
coordinate the Japanese Social Insurance systems with the comparable systems of other countries.
The topic should be of particular interest to multinational companies and to people who work
abroad during their careers.

International Social Security agreements, often called “Totalization Agreements,” have two main
purposes: (1) elimination of dual Social Security taxation, the situation that occurs when a worker
from one country works in another country and is required to pay Social Security taxes to both
countries on the same earnings, and (2) filling gaps in benefit protection for workers who have
divided their careers between Japan and another country.

Following is a list of agreements Japan has concluded and the effective dates of each as of August
31, 2013. Some of these agreements were subsequently revised; the dates shown are the dates the
original agreement entered into effect.

Germany February 2000

United Kingdom February 2001

Korea April 2005

United States October 2005

Belgium January 2007

France June 2007

Canada March 2008

Australia January 2009

Netherlands March 2009

Czechoslovakia June 2009

Spain December 2010

Ireland December 2010

Brazil March 2012

Switzerland March 2012

Italy In preparation (signed February 2009)
India In preparation (signed November 2012)
Hungary In preparation (signed August 2013)

Elimination of Dual Taxation

Without some means of coordinating Social Security coverage, people who work outside their
country of origin may find themselves covered under the systems of two countries simultaneously
for the same work. When this happens, both countries generally require the employer and employee
to pay Social Security taxes.
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Dual Social Security tax liability is a widespread problem for multinational companies and their
employees because, for example, the U.S. Social Security program covers expatriate workers, both
those coming to the United States and those going abroad. U.S. Social Security extends to U.S.
citizens and U.S. resident aliens employed abroad by U.S. employers without regard to the duration
of an employee's foreign assignment, and even if the employee has been hired abroad. This
extraterritorial U.S. coverage frequently results in dual tax liability for the employer and employee
since most countries, as a rule, impose Social Security contributions on anyone working in their
territory.

Paying dual Social Security contributions is especially costly for companies that offer "tax
equalization" (or "gross up") arrangements for their expatriate employees. A firm that sends an
employee to work in another country often guarantees that the assignment will not result in a
reduction of the employee's after-tax income. Employers with tax equalization programs, therefore,
typically agree to pay both the employer and employee share of host country Social Security taxes on
behalf of their transferred employees.

Under the tax laws of many countries, however, an employer's payment of an employee's share of a
Social Security contribution is considered to be taxable compensation to the employee, thus
increasing the employee's income tax liability. The tax equalization arrangement generally provides
that the employer will also pay this additional income tax, which in turn serves to increase the
employee's taxable income and tax liability even further. The employer again pays the additional tax,
etc., etc. As one can readily see, the employee's foreign Social Security coverage results in a
substantially greater tax burden for the employer than the nominal Social Security tax alone.

Detached-worker Rule

Most agreements includes an exception to the territoriality rule, a rule whereby an employee who
would otherwise be covered by both Japan and a foreign system remains subject exclusively to the
coverage laws of the country in which he or she is working, designed to minimize disruptions in the
coverage careers of workers whose employers send them abroad on temporary assignment. Under
this "detached-worket" exception, a person who is temporarily transferred to work for the same
employer in another country remains covered only by the country from which he or she has been
sent.

A Japanese citizen or resident, for example, who is temporarily transferred by a Japanese employer
to work in an agreement country continues to be covered under the Japanese system and is exempt
from coverage under the system of the host country. The worker and employer pay contributions
only to the Japanese system.

The detached-worker rule in Japanese agreements generally applies to employees whose assignments
in the host country are expected to last 5 years or less. The 5-year limit on exemptions for detached
workers is substantially longer than the limit normally provided in the agreements of other countries.

Totalization of Coverage Periods

Workers who have divided their careers between two countries sometimes fail to qualify for
retirement, disability, or survivors’ benefits from one or both countties because they do not have
enough credits to be eligible. Under the totalization agreement, such workers may qualify for partial
ot full benefit based on combined, or "totalized", coverage credits from both countties.
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Other Taxes

Inheritance tax and gift tax

An heir or a donee, who was a resident in Japan as of the date of inheritance or gift is liable for
inheritance tax or gift tax on all property transferred to him, irrespective of his nationality. An heir
or a donee, who was a non-resident of Japan as of the date of inheritance or gift is liable for
inheritance tax or gift tax only on property located in Japan transferred to him. However, if an heir
or donee is a Japanese national and either the heir or donee or the deceased donor was a resident in
Japan within 5 years prior to the date of inheritance or gift, the inheritance or gift of property
located outside Japan is also liable for tax. For inheritances occurring on or after 1 January 2015, this
will change so that when a foreign national with no domicile in Japan, inherits or receives a gift from
a person with domicile in Japan, all properties, regardless of location, are subject to tax in Japan.

Inheritance tax

Inheritance tax is computed on the taxable value of property transferred by inheritance, after
deductions including basic estate allowance (a basic JPY50 million and an additional JPY10 million
per statutory heir), at graduated tax rates ranging from 10% (applicable to each heir’s statutory share
of net assets not exceeding JPY10 million) to 50% (applicable to each heit’s statutory share of net
assets in excess of JPY300 million). For the inheritances occurring on or after 1 January 2015, the
basic deduction will be reduced to JPY30 million with an additional JPY6 million per statutory heir.
The tax rates will also change as follows:

JPY10 million ot less 10% 10%
JPY30 million or less 15% 15%
JPY50 million or less 20% 20%
JPY100 million or less 30%
— 30%
JPY200 million or less 40%
JPY300 million or less 40% 45%
JPY600 million or less 50%
— 50%
Over JPY600 million 55%
Gift tax

Gift tax is computed on the taxable value of property transferred by gift for each calendar year, after
taking deductions including an annual exemption of JPY1.1 million, at graduated tax rates ranging
from 10% (applicable to taxable gift amounts not exceeding JPY2 million) to 50% (applicable to
taxable gift amounts in excess of JPY10 million). In addition, the top rate and taxable share of gift
tax will increase from 50% to 55% and from JPY10 million to JPY30 million for gifts on or after 1
January 2015.
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Employment regulations and
industrial relations

What kind of employment regulations exist?

Numerous laws regulate the employment environment in Japan. Among them, the Labour
Standards Law stipulates the minimum employment conditions that employers must observe
including labour contracts, wages, working hours, holidays, annual leave with pay, safety, sanitation,
women and minors, accident compensation, working regulations, etc.

Other examples include the Labour Union Law which regulates the formation of labour unions,
collective bargaining, labour agreements, etc. and the Labour Relations Adjustment Law which
regulates restrictions and resolutions on strikes and other labour disputes.

What are customary working hours and holidays?

The Labour Standards Law stipulates that working hours must not be more than 8 hours a day and
40 hours a week. A working day from 9:00 a.m. to 5:00-6:00 p.m., with a one-hour lunch break, and
a 5-day work week is common in Japan. The Labour Standards Law stipulates that an employer
must give an employee at least 4 days’ holiday in every 4-week period. Customary holidays are
Sundays (and Saturdays in case of 5-day work week) and national holidays. In addition, annual paid
holidays are given to employees based upon the company’s internal working regulations or labour
agreement. The minimum statutory requirement is 10 days following completion of the first six-
months of service, with one day added for each of the following two years and two days added for
each year thereafter of up to a total of 20 days.

Is compensation payable for redundancy?

The Labour Standards Law stipulates that when an employer discharges an employee, the employer
must notify the employee 30 days in advance; otherwise the employer must pay the employee at
least 30 days wages. Although not legally required, it is the common practice for Japanese companies
to pay an employee a severance benefit when he/she leaves the company. The amount of the
benefit is generally determined on the basis of number of years of service, current salary level and
whether the termination is voluntary or involuntary.

It is important to note that due to the protective nature of the Labour Standards Law, terminating
employees is very difficult and involves significant legal risk. Article 16 of the Labour Contract Law
provides that “a dismissal shall, if it lacks objectively reasonable grounds and is not considered to be
appropriate in general societal terms, be treated as an abuse of right and be invalid.”
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Further, numerous court cases have established rules on terminating employees due to business
downsizing. The rules require that termination due to downsizing (1) was necessary from a business
management perspective; (2) an effort was made by management to avoid business downsizing, (3)
reasonable standards were set in place in selecting employees for termination; and (4) discussions
were held with the selected employee. Courts have voided terminations lacking these factors and

ordered monetary compensation to employees.

What labour organisations exist?

The Labour Standards Inspection Office supervises compliance with the Labour Standards Law and
other employment related laws. An employer with 10 or more employees is required to prepare and
file an Employers” Handbook or other internal policies with the Labour Standards Inspection Office,

with the opinion of the labour union or other employee representative.

Are working conditions controlled?

An inspector of the Labour Standards Inspection Office may order an employer to present its books
and records or inspect them at the employer’s premises and question the employer or employees to
investigate compliance by the employer. An employee may ask for such an investigation. Penalties
including imprisonment or fines are provided for violation of the Labour Standards Law.

Are work permits required for foreign workers?

Yes. The Immigration-Control and Refugee-Recognition Law stipulates that only foreign persons
who have obtained visas for (a) engaging in trade and other business or investment activities in
Japan, (b) providing advanced or special technique or skills for invited organisations, (c) working as
skilled labourers or (d) living permanently in Japan, may work in Japan.
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Manufacturing and other
trade regulations

Are manufacturing licences required?
The manufacture, sale and import of drugs requires a licence from the Ministry of Health,
Labour and Welfare.

Are there any controls over prices and income?
Generally no. Prices of some basic products and services, such as rice and other grains,
petroleum, transportation fares, telephone and other utilities are controlled by the Government.

Is there any legislation over restrictive practices?

Anti-Trust laws prohibit private monopolies, unreasonable trading restrictions, unfair trading
methods and any unreasonable restrictions on business activities by means of combination or
agreement. The Fair Trade Commission supervises compliance with the law.

What other restrictions may be imposed on a company’s business?

Various laws, guidance by the regulatory Government departments and various agreements
including labour agreements and loan agreements may impose restrictions on a company’s
business.

© 2013 Grant Thornton Japan. All rights reserved.



55

Contact details

Grant Thornton International Business Centres in Japan can be
located at the following addresses:

International Business Center
Director: Tatsuya Arai / Taro Isoda
Akasaka Oji Building 5F

8-1-22 Akasaka, Minato-ku

Tokyo, 107-0052

Telephone: +81-3-5474-0111
www.grantthornton.jp

Grant Thornton Taiyo ASG LLC (Audit Services)
Tokyo

Akasaka Oji Building 5F

8-1-22 Akasaka, Minato-ku

Tokyo, 107-0052

Telephone: +81-3-5474-0111

Osaka

Umeda Center Building 25F
2-4-12 Nakazaki-Nishi, Kita-ku
Osaka 530-0015

Telephone: +81-6- 6373-3030

Grant Thornton Taiyo ASG Tax Corporation (Tax Services)
Grant Thornton Taiyo ASG Inc. (Consulting)

Tokyo

Aoyama Bldg.9F

1-2-3 Kitaaoyama, Minato-ku,

Tokyo, Japan 107-0061

Telephone: +81-3-5770-8822

Osaka

Umeda Center Building 25F
2-4-12 Nakazaki-Nishi, Kita-ku
Osaka 530-0015

Telephone: +81-6- 6359-0002

© 2013 Grant Thornton Japan. All rights reserved.



Y

o GrantThornton

An instinct for growth’

© 2013 Grant Thornton Japan. All rights reserved.

“Grant Thornton” refers to the brand under which the
Grant Thornton member firms provide assurance, tax and
advisory services to their clients and/or refers to one or
more member firms, as the context requires.

Grant Thornton Japan is a member firm of Grant Thornton
International Ltd (GTIL). GTIL and the member firms are not
a worldwide partnership. GTIL and each member firm is a
separate legal entity. Services are delivered by the member
firms.

GTIL and its member firms are not agents of, and do not
obligate, one another and are not liable for one another’s
acts or omissions.

Please visit www.grantthornton.jp for further details



