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In 1998 the Japanese Government enacted a law to facili-
tate liguidation of assets. The so-called “SPC law™ stipu-
lates a special purpose entity that is used as a vehicle for
assets, especially real estates' liquidation.

The purpose of this article is to give an outline of the law
and a brief explanation of domestic and international tax
implications provided in the Japanese tax |aws.

l. Purposes and Meaning of the Law

The law to [acilitate the liquidation of assets, the
Liquidation of Specified Assets by Special Purposes
Company (5PC) Law, came into force on September
1, 1998. An SPC is a corporation established in aceor-
dance with the law,

The purpnose of the SPC law is to facilitate the liqui-
dation of assets by securitisation of certain asscts,
whereby providing an investment opportunity for in-
vestors, In terms of the current cconomic situation in
Japan, securitisation of real estate assists Japancse
banks, with their huge volume of bad debts, to facili-
tate the movement of the stagnant flow of funds and
to improve their capital position.

The law defines the functions and administration
ol an SPC and regulates specificd scourities issued by
an SPC. According o the law, assets to be securitised
are:

L. Real estates;

2. Loan credit, trade receivable, lease credit receivable,

etc;

3, Beneficial interest in trust of 1. and 2. above,
Securities to be ssued are classified as:

1. Preferred swock:

2, Bond;

4. Commercial paper.

According to the law, “Liquidation of Specilied As-
sets” will be realised; first by issuing specified securi-
ties to investors, then with those funds, acquiring
“Specified Asscts” trom an originator, and thirdly,
managing and selling those assets. In those lransac-
tions an SPC is supposed 1o obtain an income to pay
dividends to investors, to pay inlerest and o repay
loans to creditors.

il. Incorporation Requirements for an SPC

An SPC is incorporated subject not to the Japan
Commercial Code but to the SPC law. As such, re-
quirements of the corporation structure and paid-in
capital are eased as follows, compared to Joint Stock
Companies,

1. Minimum paid-in capital is 3 million Yen (10 million
Yen for a joint stock company and 3 million Yen for a
lirnited liability company).

2 Minimum number of directors is one (three or more
directors are required for a joint stock company and
one or more [or a limited lability company).

3. A board of directors is not required (same as for a
limited liability company).

4. Minimum number of statute auditors is onc.

5. A board of statute auditors is not required,

However, an SPCis notallowed to merge with other
COrporations.

To be eligible for SPC treatment in the law, an SPC
must satisfy certain statutory requirements. These
requirements generally mean that an SPC is not al-
lowed to control and manage the purchased assets (a
third party should assume those functions). There
are some Testrictions on disposition of the assets and
funds raised by a loan, cxcept those defined in the
Law.

The Assets Liquidation Plan stipulates the term of
the plan, issuance and redemption of specified secu-
rities, acquisiion of specified assets, management
and disposition of specified assets, ete.

I1l. Domestic Taxation

In this section, first we consider taxation for an
SPC, then forinvestors for domestic tax law purposes.

A. Taxation of an SPC

Although an SPC may take the form of a corpora-
tion, for Japanese Special Taxation Measures Law
purposes it is treated as a conduit through which in-
romes will be passed to the interest holders or benefi-
ciaries, provided certain stalulory requirements arc
met. These reguirements (as discussed later in more
derail) arc essentally that an SPC is a corporation en-
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titled to a deduction for the amount of dividends dis-
tributed to the interest holders.

An SPC must distribute 90 percent or more of ils
distributable income. Thus, any income earned by an
SPCand distributed toits beneficiaries is taxed onlyat
the beneficiaries’ level, thereby avoiding any double
taxation towhich the SPCwould otherwise be subject.
Unlike a partnership, however, only the net income of
an SPC is passed through. Losses remain at the entiry
level and cannot be used by the investors. Every tax
vear, the SPC must satisly certain requirements pro-
vided as follows.

I. Corporate test

{a} An SPC must be registered, as provided for in
Article 3 of the SPC law.

ib) 5PCs issuing specilied securities must fall into one
of the following caregories:

(i) Aggregate issue price of bonds of 100 million Yen
or more is publicly offered to 50 or more investors or
bonds are offered only to qualified institutional inves-
tors set forth in the Securities and Exchange Law of
Japan.

(i) Preferred stock is publicly offered 1o 50 or more
NVesStoTS,

(iii) Preferred stnck is offered only to qualificd inst-
tutional investors,

() Other requirements set forth in the SPC Law,

2. Distributable income test

(a) SPC business operations are subject to an assets
liguidation plan.

{h) An SPC must not engage in other businesses ather
than provided in the assets liquidation plan,

{c) An SPC entrusts management and disposition of
specificd assets o other organisations or creates a trust
by translerring specified assets to the trust.

{d} As of the end of a business vear, an 5PC is not a
family corporation setring forth in corporate income
tax law. (However, it the regquirements in Section
LA L.(b)i1) above are met, family corporation is
acceptable. In this case family corporation tax rules are
applied to the corporation. Family corporation is a
corporation of which 50 percent or more of the shares
are directly or indirectly held by three shareholders or
less.)

3. Distribution requirements

An 5PC must distribute 90 percent or more of its
distributable income as a dividend to investors, In or-
der for the dividend to be deductible, the details of
the calculation of the dividend-paid deduction must
be atrached to annual tax returns of the SPC.

4, Other tax advantages

Land surtax on capiral gains realised through the
sale of land by an SPC is exempted. Registration tax
and real estate acquisition tax, which are taxes im-
posed on acquisition of land, are reduced to half (ef-
fective tor acquisitions made untl March 31, 2000).
Special land holding tax is trxcrmpnrd.

B. Taxation for Investors

Incomes carned by investment in an SPC are clas-
sificd as mainly interest income, dividend income
and gains from the sales of interesi. As for corporate
investors, interest is subject 1o a 20 percent (15
percent 15 a national tax, 5 percent is a local tax)
withholding tax. The withholding tax may be cred-
ited against national income tax and local tax. As for
individual investors, interest is taxed separately from
other income and is subject to a final 20 percent
withholding tax al source.

Dividends distributed by an SPC are subject to a 20
percent withholding tax on the gross amount of the
dividends for both corporate and individual inves-
tors. The withholding tax may be credited against na-
tional income tax for corporate investors, However, a
dividend-received deduction is not available for cor-
porate investors and a tax credit for dividends is not
available for individoal investors, since double taxa-
tion regarding dividends does not incur because of
dividend-paid deductions at the level of an SPC.

Concerning individual investors, gains from the
sales of interest in an SPC are taxed separately from
otherincome ata rate of 20 percent, plas 6 percentin-
habitant tax,

In general, land surtax is imposed on capital gains
incurred by the sale of interest in a corporation, of
which 70} percent or more assets consist of land. How-
ever, if the above requirements in Section IILALL. (b)
are metl, the sales of Interest in an SI'C is exempted
from land surtax.,

As for corporite Investons, thie gains from the sales
ol interest are taxed at the standard corporate tax rate
of 34.5 percent {for corporations capitalised at 100
million Yen or less, the rate is 25 percent if the taxable
income is 8 million Yen or less),

IV. International Tax Issues for an SPC and
Investors

In this section we consider the tax implications for
a foreign investor’s investment in an SPC,

A. Thin Capitalisation Rule

In case a foreign-related controlling company
holds bonds in an SPC, the thin capitalisation rule
must be considered. The rule limits the deduction
for interest expense for companies with foreign-
related party debt it the debt-to-equity ratio exceeds
3:1.

In general, the foreignorelated controlling com-
pany 5 5 company which holds, direcily or indirectly,
50 percent or more of the interest in a controlled
COTTLPANY.

The rule does not allow the non-deductible inter-
est (0 be deducted in furure tax years, In addirion,
even if interest is not deductible for the rule purposes,
10} percent (reduced rate by tax treaty) withholding
Lax imposed on the interest paid.
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B. Foreign Tax Credit

Japanese-resident. companies may be entitled tw
claim a foreign tax credit against both national tax
and inhabitant tax for foreign income laxes paid.
Creditable foreign income taxes for the compunies
include direct tax credit and indirect tax credit

In general, the foreign tax credit limitation is caleu-
lated using the following formula:
|apanese corporate tax ¥ Foreign-source income < Worldwide taxable income

As far as the SPC is concerned, the worldwide tax-
ahble income is to include the dividend-paid dedue-
tion, thereby avoiding internarional double taxation
at the level of the SPC,

C. Treaty Taxation

Japan currently has income tax treaties with ap-
proximately 46 countries. Most treaties reduce the tax
rates on Japan-source income, such as dividends, in-
terest, royalties, personal services, and ocean and air
transporiation. In general, the trearies reduce the tax
rates only when income is not attributable to a non-
resident’s permanent establishment. Some of the pro-
visions that affect the foreign corporations investing
in the SPC are as follows.

. Dividend income

Dividends are subject to a 20 percent withholding
tax if paid to non-residents, This rate may be either ex-
cmpt or subject to a lower rate of tax of 5-15 percent,
For instance, in the Japan-France tax freaty, a { per-
cent rate applies if the recipient of the dividends is a
corporation owning at least 15 percent of the payer
and is an “eligible resident” provided for in Article 10
of the treaty.

2. Interest income

Interest income is also subject to a 15 percent with-
holding tax if paid to non-residents (a non-resident is
not subject to local inhabitant tax of b percent). This
tax may be exempt or subject tw a lower rate of tax of
10 percent. For example, in the Japan-Pakistan tax
treaty, interest on debentures or loans is exempt(Arti-
cle B of the treaty).

3. Gains from sales of stock

In most instances, a foreign corporation with no
permanent establishment in Japan is not taxed on its

gains arising from the sales of stock in a domestic cor-
poration except when:

() the gains arise [rom cornering stocks of the
corporation; and

(b) the gains are incurred by the sales of 5 percent or
more of the stock of the controlled companies (a
corporation of which 25 percent or more is owned by a
transferor in the past three tax years preceding the tax
vear in which the transfer was made).

However, whether it is taxed or not for trealy laxa-
lion purposes varies with each tax treaty, for instance in
the Japan-LLS. tax treaty, in general, the gains are ex-
cmpt in Japan even if the gains arise from the transac-
tions in (a) and (b)) above, On the other hand, in the
Japan-U K. tax treaty, the gains arising from the trans-
actions in {a) and (b) above are subject to corporate
income tax in Japan.

Foreign investors, therefore, should carry out careful
research with regard to tax treaties with Japan. Treaty tax-
ation for the g‘d.‘i.Ill.‘i in termns of corporate income tax —in
the case where the gains are not atributable 1o a perma-
nent establishment and in the case where there is no per-
muncnt establishment — are as follows.

1. Taxation subject to domestic tax law since tax
treaties do not provide for treatment of the gains:
Canada, Thailand, Pakistan, India, Korea, Australia,
efc,

2, Tax imposed in the country where securities are
transterred: Sweden, Egypt, ete,

3. Tax imposed only on the gains incurred by the sales
of the stock of controlled companies: Austria, United
Kingdom, etc.

4. Tax not imposed in case the gains are not
attributable to a permanent establishment or there is
no permanent establishment in Japan: United States,
Germany, Brazil, Denmark, etc,

3. Tax imposed in a transferor’s resident country:
Indonesia, Netherlands, Ireland, ltal}'. cric.
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