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Executive summary

On 30 March 2012, the Japanese Diet passed 2012 tax reform bill (2012 
Tax Reform). The 2012 Tax Reform was promulgated on 31 March 2012, 
and the provisions in the 2012 Tax Reform are generally effective on 1 
April 2012 unless otherwise specified.

The 2012 Tax Reform contains the following key provisions for 
corporations:
• Introduction of earnings stripping provisions; and
• A two-year extension for an additional R&D tax credit.

New earnings stripping provision

The new earning stripping provision limits the deductibility of interest 
expense incurred on loans directly with a non-Japanese related party 
and those that are guaranteed by related parties.1 The provision aims 
at curbing Japanese corporate taxpayers’ base erosion through interest 
expense payments made to a non-Japanese related party. The term 
“interest expense” for purposes of this provision includes guarantee fee 
payments but excludes the payments if a recipient is subject to Japanese 
corporate tax. A disallowed portion of the interest expense is in excess of 
50% of taxable income before net interest payments to related parties, 
depreciation expenses, and other adjustments (Adjusted Income).

1 The term “related party” includes foreign and Japanese domestic related/controlling 
party and a domestic or foreign guarantor.



This publication contains information in summary form 
and is therefore intended for general guidance only. It is 
not intended to be a substitute for detailed research or 
the exercise of professional judgment. Neither Ernst & 
Young Shinnihon Tax nor any other member of the global 
Ernst & Young organization can accept any responsibility 
for loss occasioned to any person acting or refraining 
from action as a result of any material in this publication. 
On any specific matter, reference should be made to the 
appropriate advisor.

www.eytax.jp

About Ernst & Young

Ernst & Young is a global leader in 
assurance, tax, transaction and advisory 
services. Worldwide, our 152,000 people 
are united by our shared values and an 
unwavering commitment to quality. We 
make a difference by helping our people, 
our clients and our wider communities 
achieve their potential.

Ernst & Young refers to the global 
organization of member firms of Ernst 
& Young Global Limited, each of which 
is a separate legal entity. Ernst & Young 
Global Limited, a UK company limited by 
guarantee, does not provide services to 
clients. For more information about our 
organization, please visit www.ey.com.

About Ernst & Young Shinnihon Tax

Ernst & Young’s tax professionals 
in Japan provide you with deep tax 
technical knowledge, both international 
and domestic, combined with practical, 
business and industry experience. Our 
highly regarded tax and M&A advisory, 
compliance and transfer pricing 
professionals, consistent methodologies 
as well as unwavering commitment to 
quality service help you to build the strong 
compliance and reporting foundations and 
sustainable tax strategies that help your 
business achieve its goals. It’s how Ernst & 
Young makes a difference.

©2012 Ernst & Young Shinnihon Tax.

All Rights Reserved.

EYTAX SCORE CC20120611-2

Ernst & Young

Ernst & Young Shinnihon Tax

Comments or general inquiries regarding this tax alert may 
be directed to our Corporate Communications team at  
tax.marketing@jp.ey.com.

Japan’s prior thin capitalization rules placed a limitation on the 
deductibility of interest expense based on a 3:1 debt-to-equity ratio. 
The new provision, however, applies when the debtor company claims 
an excessive interest expense deduction against its income, even if 
the debtor company were to satisfy the 3:1 debt-to-equity ratio. The 
amount disallowed is the higher of the amount computed under the thin 
capitalization or this new provision.

A current disallowed amount may be carried forward for seven years for 
future use when the taxpayer’s net interest expense is less than 50% of the 
Adjusted Income.

Two-year extension for an additional R&D tax credit

Under the current rules, a Japanese corporation can claim an R&D tax 
credit up to a 40% of their total corporate tax liability. This represents a 
combination of (1) a “base” maximum credit of 30% of total tax liability 
(20% plus a temporary available credit of 10%), and (2) an additional 
maximum “temporary” credit of 10% of the total tax liability.

Current tax law provisions reduce the maximum “base” credit from 30% to 
20% and repealed the 10% additional “temporary” credit for taxable years 
beginning on or after 1 April 2012. The 2012 Tax Reform extends the 10% 
additional “temporary” credit for two more years.

As stated above, the provisions in the 2012 Tax Reform are generally 
effective on 1 April 2012, but the earnings stripping provisions have a 
later effective date and only applicable to fiscal years beginning on or 
after 1 April 2013. A Japanese consumption tax rate increase is not part 
of the 2012 Tax Reform but the bill has been submitted separately to the 
Japanese Diet for further discussion.

Implications

Multinational companies need to begin reviewing potential impact of the 
earnings stripping rules and assess if corrective actions are required, in 
order to mitigate the impact of the new rules by the effective date.


