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Japanese controlled foreign company (“JCFC”) rules

Why businesses need to consider them early on
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Most European countries have a controlled foreign
company (“CFC”) regime, however, these typically
only tend to levy additional taxes where the relevant
structure involves the artificial shifting of income into
entities located in low tax territories with limited
substance. Further, some European territories have a
CFC regime that may exclude capital transactions
which can simplify reorganisations.

Japan has similar CFC provisions, however, the
JCFC rules have the potential to be far ranging and
often capture situations even when they are not tax
motivated. It is therefore critical for tax and finance
professionals to factor these rules early on as even
where a transaction is tax neutral from a local tax
perspective, and indeed, even from a Pillar 2
perspective, the JCFC rules may still seek to levy a
top up tax charge.

Overview of JCFC rules

The starting point for the JCFC rules is to consider
how each transaction of a CFC is being treated under
the local rules of the CFC. Broadly, if the transaction
results in an effective tax rate (“ETR”) above a certain
threshold, no JCFC charge should arise on that
transaction. The relevant threshold will depend on the
activities performed by the entity.

As the JCFC rules are based on the ETR and not the
statutory tax rate, JCFC charges may be levied on
entities even when they are located and taxed in high
tax territories.
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ETR is broadly calculated as income taxes levied on
the foreign subsidiary as a percentage of the income
of the foreign subsidiary in the current year, which
includes both taxable income (i.e. income taxed in the
foreign subsidiary) and non-taxable income (i.e.
income not subject to tax in the foreign subsidiary).
As there is no clear definition of non-taxable income,
this can result in situations where, on first glance,
there may not be any non-taxable income arising in a
foreign subsidiary with respect to a transaction based
on local principles and therefore, no reduction to the
ETR, but due to the uncertainty of the JCFC
provisions, certain amounts of non-taxable income
may be deemed to arise for JCFC purposes.

If a JCFC charge arises, this is taxed at the Japanese
headline tax rate. Given Japan’s tax rate is
approximately 30% (one of the highest in the G7), a
JCFC charge could result in a significant amount of
tax leakage. In addition, it may not be possible to
claim a full foreign tax credit to mitigate the JCFC
charge.

So...what do tax and finance
professionals need to look out for?

Some examples of pitfalls are noted below:

Receipt of dividend income by a
CFC where the dividend is paid
out of capita

The receipt of dividend income by a CFC is generally
not subject to a JCFC charge where, broadly, the
CFC has held at least 25% of the shares in the
company paying a dividend for at least 6 months.
However, in some cases the JCFC rules can require
that the Japanese tax treatment of a transaction
overrides the local treatment and for a dividend paid
from capital reserves this can result in treating the
receipt of dividend income as a partial return of
capital on which a taxable capital gain could arise,
notwithstanding that under local law, the amount may
be fully considered to be a dividend and subject to a
local exemption.

This will be particularly relevant to holding companies
receiving dividends e.g. BidCos as these are unlikely
to be performing sufficient activities to meet the
substance requirements under the JCFC rules.
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Income taken to OCI

In various European territories, gains or income
arising on certain transactions may be booked to
other comprehensive income (“OCI”) e.g. unrealised
foreign exchange gains. These territories may have
provisions that seek to exclude gains booked to OCI
instead of the P&L from the tax remit. However, for
JCFC purposes, these amounts may still be
considered as income for the purposes of calculating
the ETR and, as a consequence, caught by the JCFC
rules.

This may be particularly relevant in situations, for
example, where there is an elimination of loan
balances between two CFCs where income arising in
the borrower entity may be taken to OCI such that
there may not be any local tax considerations (i.e.,
the income is permanently non-taxable). However,
there may still be deemed income and therefore
JCFC considerations to work through.

Tax deferral treatment under local
rules

Some European countries like the UK offer a tax
deferral treatment where transactions occur between
two group entities located in the same country. For
JCFC purposes, typically, as the local tax charge is
being deferred and not exempted, the underlying
income may fall out of the definition of “non-taxable
income” such that no JCFC charge may arise.

However, for the purpose of computing the
chargeable income under the JCFC rules, this is only
the case where the CFC has elected to calculate its
JCFC position under the local tax law method or is
still able to make such an election. If the CFC has
elected into the Japanese tax law method, further
analysis will likely be required. Once an election has
been made to adopt a particular method, practically, it
can be quite difficult to revoke.

Izl Transparent entities

Where an entity that is transparent (e.g. US entities
disregarded for US federal income tax purposes)
undertakes a transaction, there may not be any local
tax considerations. However, where an entity is
treated as a corporation for the local legal purposes
but treated as transparent from a local tax
perspective, the local tax position is overruled and the
JCFC provisions will require re-considering the local
tax treatment on the assumption that the entity is not
transparent.
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Practical considerations

It is common for European subgroups to analyse the
tax implications locally before identifying the JCFC
outcomes but this can often mean that management
agree on a plan only to realise, at a much later stage,
that there are significant unidentified JCFC costs.

JCFC rules are increasingly complex and have the
potential to capture arrangements even where there
may be sufficient substance. With the introduction of
Pillar 2, the impact on the JCFC provisions is
expected to cause more challenges. It is therefore
important to start engaging with these rules well in
advance to avoid any surprises.
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