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Taxation of Cross-Border Interest Flows:
Japanese Responses

I. Introduction

',Will capital income taxation survive in the twenty-first century? Commenta-
tors in many countries share this concern.! Japan is no exception.

Jhis article examines the Japanese responses to a growing pressure from
global financial markets. It focuses on the taxation of cross-border interest
flows, first from the perspective of a resident state (1I), and next from the view-
point of a source state (111). It concludes with an appeal for international coop-

eration (IV).This article is based on the information as of the end of November
1999.2

II. Capturing the Income of Japanese Residents

1. The Significance of Interest Income

P After the Second World War, Japanese residents have accumulated huge
stock of financial savings. Tn June 1999, the Japanese houschold held 1,333 tril-
lion yen in total in the form of financial assets.?

This large sum of money is broken down into several different components.
The biggest slice is cash and deposits. According to the same statistics, the Japa-
nese household held as much as 732 trillion yen in cash or in bank deposits. This
a"mount is equivalent to 55 % of the total financial assets held by households.

w

1 Jack Mintz.1s There a Future for Capital Income Taxation? Canadian Tax Journal. Vol. 42,
¢ No. 6. 1496 (1994): Vito Tanzi. Taxation in an Integrating World, 130 (1995): Charles
+ McLure. Tax Policies for the XXlIst Century. in IFA, Visions of the Tax Systems of the
XXIlst Century, 44 (1997): Reuven Avi-Yonal, Memo to the Congress: It's Time to Repeal
' the USS. Portfolio Interest Exemption. 17 Tax Notes International 1817 (1998).
2 See http://www.j.u-tokyo.ac.jp/~masui for links to updated information.
3 See the Flow of Funds Accounts at http://www.boj.or.jp.
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This is a surprisingly high figure by the standard among industrialized countries,
Insurance and pensions took the second largest slice of 27 %. The share of
stocks and bonds was relatively small.

The above figure has a clear implication for tax policy. Because people save
overwhelmingly in the form of bank deposits, interest income is a big revenye
tap. In fiscal year 1997, interest income generated 1.3 trillion yen in terms of
national income taxes withheld at source.

2. Reliance on Withholding

The Japanese system with regard to interest income is characterized by itg
extensive use of a final withholding tax.

Under current law, interest income generally is subject to a separate taxation
at source at the rate of 20 %.* In other words, interest income is taxed sepa-
rately from other sources of income. The 20 % withholding tax is final. This tax
rule represents a schedular element within the global system of income taxa-
tion. The Japanese Income Tax Law itself defines personal income on a global
basis under a progressive rate structure. With regard to interest income. how-
ever, a taxpayer does not have a chance to file a tax return and to aggregate all
his personal income.

The separate taxation at source has a long history.® Its origin dates back to
1889, when interest on public and corporate bonds was made subject to with-
holding at source at a 2 % flat rate. The scope of withholding expanded gradu-
ally. In 1923, for example. interest on bank deposits and interest on trust loan
were generally subject to a 3 % final withholding tax.

In 1940, the Japanese income tax adopted a dual system of schedular income
tax and global income tax. 40 % of the interest income was taxable under the
global regime. At the same time. taxpayers were able to elect a separate taxa-
tion at source at a flat rate of 15 %.This dual system continued until 1947. when
the income tax law underwent an overhaul. It was not until 1950, however, that
the optional separate taxation at source was abolished for interest income. The
1950 reform was a response to the Report of the Shoup Mission that strongly
argued for a global and progressive income tax system.

The 1950 reform was short-lived. In 1951, the optional separate taxation at
source was restored. The case for the restoration was to encourage savings and
to accumulate capital. in the face of War in the Korean Peninsula. Pressures

See the statistics at http://nta.go.jp

The national tax rate is 15 % and the local tax rate is 5 %. Special Taxation Measures Law
Article 3 and Local Tax Law Article 71-6.

6 Hiroshi Kaneko and Yoshihiro Masui, Taxation of Interest Income in Japan - History and
Current Situation. in FAIR. A Final Draft Report from FAIR to the World Bank on
“Taxation and Economic Growth” (Asian Miracle Project). 85, at 90 (1993).
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continued to reduce tax on interest income. In 1953, the former elective system
was replaced by the separate taxation at source at a flat 10 % rate. In 1954, the
interest from long-term savings was subject to a reduced 5 % rate. In 1955, all
the interest income was exempted from taxation. The separate taxation at
source was reintroduced in 1957 for short-term savings and in 1959 for long-
term savings. Coupled with a generous tax-free savings system, the preferential
treatment of interest income became a notable feature of the Japanese income
taxation during the era of rapid economic growth.

d On the legislative front, various attempts were made in order to cut back the
preferential treatment accorded to interest income. In the course of the 1970s
and early 1980s, they failed one after another. It was in 1987 that a sweeping tax
reform virtually eliminated the tax-free savings system, replacing it with the
20 % final withholding tax at source. The 1987 reform laid down the basis of
current law with regard to interest income taxation.

; The current treatment of interest income thus reflects a long political strug-
gle. More than ten years have passed since the 1987 reform, reaching a state of
impasse in the legislative process. The scope of final withholding is widely de-
fined so as to achieve an equal footing among similar forms of financial savings.
It includes interest from fixed-term deposits and bonds, interest from demand
deposits, and distribution of profits from jointly administered investment trusts
and from bond investment trusts.

3. Lack of Taxpayer Identification Number

¢ The Japanese tax system does not have a taxpayer identification number
(hereafter “TIN™). Policy options with regard to interest taxation have been
constrained by the lack of TIN.

a Since the late 1970s, the Japanese government has been considering the intro-
duction of a TIN. In 1979, the Tax Committee recommended to introduce a
“green card” system. Its aim was to check the identity of a saver and to prevent
a nominee from using the tax-free savings system. Further, the system was sup-
posed to go a long way towards detecting tax evasion.

According to the original plan, a “green card™ was to be distributed to each
person who wished to save in a tax-free savings account. Financial institutions
and postal banks would verify the identity of the saver. When those institutions
paid interests on such savings account, they would file an information return
with a description of the card number. In this manner, tax officers would be able
to see if a saver was putting money under disguised names, or if he was saving in
excess of the ceiling amount of tax exemption.

The 1980 tax reform introduced the “green card™ system that was supposed to
be effective from the beginning of 1984. However. its critics gained power be-
fore the effective date. In 1982, facing political pressures, the Cabinet decided to
amend the Cabinet Order for the purpose of freezing the distribution date of
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green cards. In 1983. the Special Taxation Measures Law was amended to post-
pone the introduction of “green card™ system for three years. In 1985, the
“green card” system was finally repealed by the Diet.

The abolition of the “green card” system was a sour lesson for the proponents
of a global income tax. The tax policy alternatives with regard to interest in-
come became narrow in the face of political reality. Seen from this perspective,
the 1987 reform opted for the separate taxation at source precisely because the
final withholding tax was enforceable without the introduction of a TIN.

The Tax Committee did not lose time to consider the introduction of a fu]]-
fledged TIN system. A small committee on TIN was organized within the Tax
Committee.” In 1988. the committee submitted a report. discussing various de-
sign issues of the TIN system. The report did not make a specific proposal, but
welcomed lively discussions on the issue. In 1991, the committee restarted its
deliberation, resulting in its second report in 1992. The second report examined
the design issues more closely in the context of a Japanese legal setting.

In 1997, the Tax Committee set up a small committee on financial taxation,
The objective of the committee was to reexamine relevant tax rules in response
to a changing financial environment. The speed ol such a change had been
accelerated by deregulation. sometimes called a Japanese version of “financial
big bang.” The committee report again emphasized the need to gain under-
standing among the Japanese citizens for the TIN system.

4. Capturing Cross-Border Interest Flows

With the globalization of financial markets. more people start to save abroad.
At the present stage, Japanese residents save for the most part within the bor-
der. As of the end of October 1999. Japanese residents (including corporations,
individuals and local governments) deposited 3.08 trillion yen at overseas
branches of private financial institutions.® This figure apparently is insufficient
because the statistics covers only those banks that are domestically licensed.
Yet, the figure of 3.08 trillion yen seems rather small compared with the total
household savings of 1.333 trillion yen.

Money runs fast, however. Starting from April 1998, the Foreign Exchange
Law was drastically liberalized. Under previous law, the foreign exchange regu-
lation placed a certain check on the cross-border flows of income. It had the
side effect of supplementing tax enforcement by giving an indication to tax
officials about possible tax avoidance and evasion. Under the new law. however,
non-tax border control would be gone.

7 The committee was headed by Professor /iroshi Kaneko of the University of Tokyo.
8 See hutp//www.boj.or.jp/en/siryo/stat/depo9910.him
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It was against this background that a new law was introduced in 1997.° Under
the new law, a person sending money abroad or receiving money from abroad
must submit to financial institutions a paper that describes her name and ad-
dress. The financial institution must verify the identity of the person by refer-
ring to a copy of her residential record. When the amount of remittance exceeds
2 million yen, the financial institution must submit to the tax office a paper with
the description of the client's name and of the amount of remittance.

These measures might not be sufficient. As indicated above, the Japanese
system relies extensively on withholding without adopting a TIN system.

Withholding device works smoothly when a payer of interest is located inside
Japan. Suppose that a Japanese resident deposited a certain amount in dollar at
an overseas branch of a Japanese commercial bank. After a year, the interest is
accrued on her deposit and remitted to her account at the Tokyo branch of the
bank. In this case. the 20 % withholding tax applies because her interest income
is “paid within Japan.” The Japanese commercial bank must withhold 20 %.!
For another example, suppose that a Japanese investor buys a bond that has
been issued abroad. He receives interest through a securities company that is
“in charge of payment within Japan.”!"" The 20 % tax applies in this case, even
though the interest accrued abroad. Thus, even in a cross-border setting, the
final withholding tax proves to be an effective compliance tool as long as the
payer is inside Japan.

The situation is different when interest flows in other forms. In some cases, a
withholding mechanism does not function due to geographical limitation. Sup-
pose that a Japanese resident buys foreign bonds. He asks a foreign investment
bank to keep the bond on his behalf and receives the interest at his foreign
account. In this case, the foreign investment bank is not an institution that is “in
charge of payment within Japan.” Therefore, the 20 % tax does not seem to
apply. In other cases, the income flow in question is simply outside the scope of
the present withholding scheme. For example, an original issue discount with
regard to bonds and to deep discount instruments is classified as “other in-
come” rather than interest income under the Japanese Income Tax Law. Tax-
payers are expected to declare such income on a voluntary basis.

In cases where withholding mechanism does not work, Japanese tax auditors
would have a hard time tracing the cross-border income flows of a resident
recipient. The question is if they are equipped with effective enforcement meas-
ures.

9 The Law with regard to submission of the information return for sending money abroad.
with the aim to maintain fair enforcement of domestic taxes (Law No.110 of 1997).
10 Special Taxation Measures Law Article 3 and Income Tax Law Article 181.
11 Special Taxation Measures Law Article 3-3 Clause 1 and Clause 3.
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111, Exempting the Income of Non-Residents

1. The Interest Withholding Rule and Its Critics

As in many other jurisdictions, non-residents are taxable in Japan on the
interests that they receive from a Japanese source.

Under the current Income Tax Law, interests paid to a non-resident are
sourced to Japan if they qualify as one of the following."

a) Interest on bonds issued by Japanese government, local public entities,
and Japanese domestic corporations.

b) Interest on deposits that was kept at a business office located within Ja-
pan.

c¢) Distribution of profits from jointly administered investment trusts and
from bond investment trusts, when they are entrusted at a business office lo-
cated within Japan.

Such interests are subject to a 15 % withholding on a gross basis, for both
individual and corporate non-residents."* when they do not maintain a perma-
nent establishment within Japan. The withholding tax'is final in relationship
with the Japanese government. Japanese tax treaties often reduce the withhold-
ing rate to 10 %, but not to zero.

Critics argue that the above treatment is overly broad. Their dissatisfaction
centers upon a withholding tax on a gross basis. First. a gross base tax would hit
businesses hard. Their tax payments may become so large even at a 10 % rate
that they would easily exceed the foreign tax credit limitation in the resident
state of the interest recipients. Second, Japanese tax treaties keep the 10 %
withholding rate on interest, in accordance with the OECD Model." This treaty
policy is charged as reminiscent of the time when Japan used to be a capital
importer. Time has changed, and Japan is now a net capital exporter. At the end
of 1998, the Japanese economic sectors (both private and public) held 133.273
billion yen in net foreign assets."” Third. under current law, some interests are
taxable, some subject to a reduced rate, and others sometimes exempt. The
coexistence of different rates on the same instruments disrupts the secondary
market for bonds. These critics claimed that Japan as a source state should
exempt or zero-rate portfolio interest outflows.

12 Income Tax Law Article 161 No. 4.

13 Income Tax Law Article 169 No. 1, Article 170, Article 178, and Article 179 No. 3.
14 OECD Model Convention Article 11 Paragraph 2.

15 See the statistics at http://www.mof.go.jp/houkoku/I1c018c.htn.
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2. Losing Nexus in a Global Environment

A source state tends to lose its taxing point to interest flows under a global
financial environment.
. Consider the case of interest from corporate bonds. Generally speaking, such
interest may be considered to have a connection with a particular source state
under the following tests.

a) If the bonds are issued by a domestic corporation.

b) If the bonds are issued in the market governed by the source state.

c¢) If the payment is made within the source state.
i Like shifting sands, global financial transactions escape the conditions under
these criteria. Let us take an example of Japan as a source state. The interest on
corporate bonds issued by a foreign corporation is not a Japanese source in-
come in the first place. Even when it was a domestic corporation that had issued
the bond, the corporation might have opted for a more lucrative foreign market
rather than a Tokyo market. In such a case, it would be difficult for the Japanese
government to enforce a withholding mechanism both in terms of nexus and of
practical procedure. If the payment were made outside Japan, it would involve
an extraterritorial enforcement if Japan wished to compel a foreign payer to
withhold.
- In reality, Japan collects relatively small revenue from interest paid to non-
residents. In fiscal year 1997, the withheld amount was merely 7,506 million yen
with regard to interest on bonds and deposits.

3. The Need to Compete

 Global competition strongly affects the ability of a source state to tax inter-
ests that are paid to non-residents.

" The introduction of portfolio interest exemption in the United States in 1984
is well documented.'® If only the United States alone exempted portfolio inter-
est in the whole world, investment may flee toward the United States from
other capital markets. Many OECD countries started to exempt a withholding
tax on interest paid to non-residents.

" The Japanese government made its responses only gradually. In 1984, domes-
tic corporations were permitted to publicly issue foreign bonds denominated in
yen. Previously, from time to time, special exemption measures (or tax rate

'

16 According to the General Explanation of the Tax Reform Act of 1984, "Congress be-
lieved it important that U.S. businesses have access to the Eurobond market as a source
of capital. Congress believed that the imposition of a withholding tax on portfolio inter-
est paid on debt obligations issued by U.S. persons might impair the ability of U.S. corpo-
rations to raise capital in the Eurobond market.” Cited in Charles I. Kingson. Inter-
national Taxation 229 (1998).
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reduction) had been granted to interests on foreign bonds issued by domestic
corporations. However. such measures had been limited to bonds denominated
in foreign currency. In 1984. the Japan-U.S. yen/dollar committee discussed the
liberalization of the Japanese financial market. Based on its conclusion, the
1985 tax reform exempted certain yen-denominated bonds. This formed the
origin of the income tax exemption on interest on foreign bonds issued by
domestic corporations.'’ ’

In 1985. another measure was taken with regard to corporate tax. Under
prior law, an income tax exemption had been granted only to an original issue
discount for foreign bonds denominated in foreign currency. The 1985 amend-
ment extended the exemption to interest and original issue discount on foreign
bonds denominated in yen." After the amendment, no corporation tax was to
be imposed on interest and the original issue discount that were paid to foreign
corporations for foreign corporate bonds. except in cases where such interest is
attributable to a Japanese permanent establishment of the receiving corpora-
tion.

In 1986, the Foreign Exchange Law was amended to create a Tokyo offshore
market.The policy goal was to internationalize the use of yen by enabling Euro-
yen transactions in Tokyo. To support such policy objectives, interest was ex-
empted from withholding tax. if a foreign corporation deposited money in an
offshore account with a certification of its non-resident status."” At the same
time, corporation tax was exempted for the interests in an offshore account,
even when the receiving foreign corporation maintained a branch or a factory
within Japan.® Note, however, that such interest was still taxable if it was attrib-
utable to a permanent establishment within Japan. The rationale for the above
measures was that the offshore market had a firewall that separated it from
domestic financial markets and that money was supposed to flow only from
abroad to abroad.

Meanwhile, the basic tax regime was kept intact with regard to interest paid
to non-residents.

4. Preventing Abuse

Granting an exemption to non-residents requires a mechanism to ascertain
the non-resident status of beneficiaries.

Prior to the 1997 amendment, there was no procedure to verify the non-
resident status of a recipient of interest on corporate bonds that have been
issued abroad. After the liberalization of foreign exchange law, some Japanese

17 Special Taxation Mcasures Law Article 6.

18 Special Taxation Measures Law Article 68.

19 Special Taxation Measures Law Article 7.

20 Special Taxation Measures Law Article 67-13.
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residents might have a chance to benefit from an income tax exemption by
purchasing the exempt bonds under the name of a non-resident. To prevent
abuse, the new law required that the interest recipient must submit an applica-
tion form stating her name and address, to a tax office via financial institu-
tions.?' Alternatively, the following mechanism was introduced for “specified
foreign bonds,” to accommodate the environment in the Eurobond market.?
Financial institutions, entrusted with the bond from a non-resident, would no-
tify an interest payer about the fact that the interest recipient had a non-resi-
dent status. The interest payer would create a paper that states the following:
status of the recipient, amount of interest payment, name of relevant specified
foreign bond, date of interest payment, and name and address of the payer
itself. In addition to the above measures, an exceptional regime was created for
those jurisdictions where bank secrecy law precludes the notification of a status
of interest recipients.”

- In 1998, an income tax exemption was introduced for the interest on certain
registered national bonds when the interest was received by non-residents.?
The intention of the legislature was to promote the international use of yen.The
insertion of elaborate identification requirements was notable in this legislative
step. To benefit from the exemption, the recipient non-resident must submit an
application form and a paper describing the ownership period.*® Financial in-
stitutions must check the application form and keep a unified book for the
bonds.?

These compliance tools were created in order to prevent abuse by a Japanese
resident to utilize the interest exemption that was originally targeted at non-
residents. The effect of such tools would have been enhanced if they were com-
bined with the TIN system.

[V. Conclusion

This article examined the Japanese responses to the growing pressure from
global financial markets, focusing on the taxation of cross-border interest flows.
The particular case of Japan highlights a universal challenge that is shared by
many other jurisdictions: how to tax capital income in an integrating world.

In an ideal world, the elimination of a source state tax on interest outflows
should result in an offsetting revenue increase at the resident state of interest

21 Special Taxation Measures Law Article 6 Clause 4.
22 Special Taxation Measures Law Article 6 Clause 7.
23 Special Taxation Measures Law Article 6 Clause 10. Switzerland is designated as qualify-

ing under this rule. Special Taxation Measures Law Cabinet Order Article 3-3 Clause 21.
24 Special Taxation Measures Law Article 5-2.

25 Special Taxation Mcasures Law Article 5-2 Clause 1.
26 Special Taxation Measures Law Article 5-2 Clause 6 and Clause 9.
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recipients. In a real world. the resident state cannot fully capture the income of
its residents who earn worldwide.

The development of a global market weakens the ability of the resident state
to tax cross-border interest flows. for two reasons. First, the linkage is lost be-
tween the withholding tax in a source state and the foreign tax credit in 4
resident state. If the linkage existed, an interest recipient might well be induced
to declare his interest income in order to credit his foreign taxes. However,
many countries have alrcady exempted portfolio intcrests. Second, a barrier of
sovereignty retards the exchange of information. Despite efforts under the
present treaty network, there are severe limitations to the information ex-
change.”” Moreover, many jurisdictions, including offshore financial centers. are
outside the treaty network.

The author is not aware ol an estimate of the magnitude of an international
fiscal vacuum, that is to say the amount of interest income that is both exempt
at the source state and not declared at the resident state. However, the lively
discussion concerning tax competition underscores the importance of the is-
sue.® The analysis above suggests that one solution would be to revitalize the
link between source and resident states by reintroducing backup withholding
and by strengthening exchanges of information.” Despite political difficulties,
international cooperation would be essential if we were to maintain a tax on
capital income.

27 OECD, Tax Information Exchange Between OECD Member Countries, A Survey of
Current Practices, Paragraph 44 (1994).

28 OECD. Harmful Tax Compelition, An Emerging Global Issue. Paragraph 12 (1998). For
the discussions on savings income within the EU, see http://www.europa.eu.int/eur-lex.

29 Taxpayer identification number would play a large role to match information interna-
tionally. Hiroshi Kaneko.Sozciho 537 (7' Edition 1999) suggests that “in order (o adjust
the TIN system to a global environment, it should be necessary to develop an interna-
tional TIN system under which a three digit national number is attached (for cxample.
001 for the U.S. and 081 for Japan). at the stage when many countries adopt their national
TIN systems.”
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