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Scope of interest included in Japan source income

Outline

The Japanese source rule was amended such that interest on bonds received by nonresident individuals or
foreign corporations (“Foreign Bondholder”) would be treated as having arisen in Japan, where the bonds are
issued by a foreign corporation (“Foreign Bond Issuer”) and interest on the bonds is connected with the
business that the Foreign Bond Issuer carries on in Japan**. Unless a double tax treaty applies, such interest
would be subject to 15% Japanese withholding tax in principle*2. This amendment applies to interest on
bonds issued on or after May 1, 2008.

*1Interest on bonds connected with the business in Japan means any interest which is connected with the

business that the Foreign Bond Issuer carries on through a permanent establishment in Japan.
If a Foreign Bondholder itself has a permanent establishment in Japan, such interest may also be subject to
individual or corporate income tax in Japan.

*2

Japanese withholding tax on interest received by foreign bondholders (example)
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Background

If a foreign corporation has a permanent establishment in Japan it is subject to Japanese corporate tax in
principle on its Japan source income*®. In determining its taxable income, a foreign corporation is allowed
deductions for operating or other expenses to the extent those expenses are incurred in respect of its
business to generate Japan source income. Accordingly, if the Foreign Bond Issuer pays interest on bonds
and this interest is connected with the business it carries on in Japan, the Foreign Bond Issuer is generally
able to deduct such interest in determining its taxable income in Japan.

*3 The scope of income subject to corporate tax could vary, depending on the type of permanent establishment,

and could also be modified by the application of a tax treaty.
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On the other hand, interest received by Foreign Bondholders on such bonds had been exempt from Japanese
withholding tax even if the interest was incurred in connection with the business conducted by the Foreign
Bond Issuer in Japan and deductible in Japan by the Foreign Bond Issuer. The Foreign Bond Issuer was
able to reduce its taxable income in Japan by deducting the interest paid, and the Foreign Bondholders were
exempt from Japanese withholding tax on interest received.

Furthermore, interest on bonds issued by a foreign corporation are deemed to arise in Japan by a tax treaty
between Japan and the jurisdiction of the foreign bondholder in general if the foreign corporation has a
permanent establishment in Japan and the bonds are connected with such a permanent establishment.
Under these circumstances, there developed a finance structure (so-called “Double SPC Scheme”) designed
to eliminate Japanese withholding tax, whereby a foreign corporation (SPC 1) issued bonds to investors
resident in a treaty jurisdiction with Japan through a foreign corporation (SPC 2) situated in a jurisdiction with
which Japan did not have a tax treaty. These 2008 tax reform amendments impose Japanese withholding
tax on interest paid under the Double SPC Scheme.

Taxation of discount bonds and tax exempt bonds

In line with the above, related tax law provisions were amended, which apply to interest on bonds issued on or
after May 1, 2008.

(1) If bonds are issued at a discount by a foreign corporation, 18% withholding tax is imposed on premiums
at the time of issue, provided the bonds are issued outside Japan and the premiums are connected with
the business that the foreign corporation carries on in Japan.

(2) Interest on bonds, including premiums, may be exempt from Japanese withholding tax, provided the
bonds are issued outside Japan and the interest is paid outside Japan (Minkan Kokugaisai). This
exemption, which had been limited to bonds issued by Japanese corporations, now extends to bonds
issued by a foreign corporation, if those bonds are issued outside Japan and the interest is connected
with the business that the foreign corporation carries on in Japan**. This general rule was expected to be
limited to bonds issued on or before March 31, 2008, but has been extended for two years until March 31,
2010.

** This exemption does not apply to bonds issued by a foreign corporation with nil or extremely low corporate tax

(as defined under the corporation tax law) in a jurisdiction where the head or main office of the foreign

corporation is situated.
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For more detailed information, please do not hesitate to your financial tax services
representative or any of the following members:
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Chiyoda-ku, Tokyo 100-6015
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http://www.pwc.com/jp/tax
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