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ACCJ Viewpoint

RECOMMENDATIONS

The American Chamber of Commerce in Japan
(ACC)) calls on the Government of Japan (GOJ) to
amend the rules in the Corporation Tax Law related
to the deductibility of director compensation for
corporate tax purposes to allow a deduction for all
director compensation that is not deemed to be
excessive or unreasonable.

We believe that the current restrictions on
deductibility go beyond the original objective of
preventing manipulation of taxable income, and
that the above amendment to allow deductibility
except where unreasonable or excessive would
maintain the intent of the law while continuing
to disallow deductions where there is risk of
manipulation. Further, this amendment would
align Japan with international tax norms, while
supporting the Abenomics Growth Strategy and
the push to strengthen Tokyo’s position as a global
financial center by attracting foreign investment
and executive talent, which should positively
impact Japan’s tax revenues.

Furthermore, the ACCJ would like the GOJ to allow
a deduction for all compensation, which is not
deemed to be unreasonable or excessive, paid to a
director of a company that is listed on a recognized
stock exchange, or to a director of a subsidiary
of such listed company. This amendment would
achieve, in part, many of the same benefits
identified above and would also remove inherent
disadvantages in the current law for foreign listed
multinational companies (MNCs).

BACKGROUND

Historical Background of Current Law on
Director Compensation

Both the commercial code and corporate
accounting standards originally treated director
compensation in Japan as being paid to officers
out of the profits of the corporation, and the
tax law adopted this treatment. Even as the
commercial code and accounting standards
moved away from this model, the tax law retained
strict limitations on the deductibility of director
compensation to prevent companies (in particular,
small and medium-sized enterprises (SMEs) and
family-owned corporations where a director may
own a substantial shareholding in the company)
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from manipulating their taxable income through
a disguised dividend (i.e. excessive deductible
compensation in lieu of a non-deductible dividend)
to directors.

In 2006, the tax laws were amended to reclassify
director compensation as part of the calculation in
determining profits, rather than a payment out of
profits. In principle, however, such compensation
is not deductible unless it fits into one the following
three categories (all of which are considered to
present a low risk of taxable income manipulation):
1) fixed/periodical compensation, 2) pre-notified
compensation, 3) certain types of profit-linked
compensation (based on figures and calculation
methods included in published securities reports).
Further, even if compensation fits into one of
the categories above, any compensation that is
deemed to be unreasonable or excessive is non-
deductible. While there have been a few other
amendments, including an expansion of deductible
profit-linked compensation in the 2017 tax reform,
the 2006 amendments are the foundation of the
current law.

Il. Japan’s Growth Strategy

Following two decades of economic stagnation,
Japan is in the midst of implementing a
revitalization plan under Abenomics and has
outlined a Growth Strategy which seeks (among
other things) to attract foreign enterprises and
talent, and to strengthen Japan’s competitiveness
as a business hub. In order to stimulate demand
and increase confidence in the domestic market,
the Growth Strategy proposes that companies
need to have the flexibility to take risks in new
growth sectors and that employees and managers
need to be provided with the opportunity to fully
leverage their capabilities. Further, one of the
aims of the Advisory Panel for Global Financial City
Tokyo established by Governor Koike in November
2016, which is focused on measures that could be
introduced to improve Tokyo’s standing as a global
financial center, is to attract financial businesses
and personnel with expertise to Tokyo.

One key to achieving such goals is to increase the
availability of variable compensation packages to
company directors in order to reward necessary
risk-taking and to allow companies to attract
top executive talent to lead their firms. As a
consequence of more highly-skilled professionals
entering the Japanese work force, the increase
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in economic output and the overall increase
in number of taxpayers in Japan should have a
positive impact on tax revenues even if deductions
are available for variable director compensation.

M. Recommendation Overview

Given the above, the ACCJ recommends eliminating
the current rules that disallow a deduction for
director compensation unless it fits within a
stipulated category, but maintain the rules that
disallow a deduction where such compensation
is excessive or unreasonable. In other words,
the rules should allow a deduction, in principle,
and deny a deduction only where there is a risk
that taxable income is being manipulated through
excessive or unreasonable levels of compensation,
which is in line with international norms.

Furthermore, the ACCJ recommends that the GOJ
make all forms of director compensation, which
is not deemed to be unreasonable or excessive,
deductible if paid to a director of a publicly listed
company (foreign or domestic) on a recognized
stock exchange, or to a director of a subsidiary of
such company. A recognized stock exchange may
be defined based on the terms used in Japan’s
bilateral income tax treaties.

ISSUES

[ Intent of Law

As mentioned previously, the prevailing logic
behind the non-deductibility in Japan of most
variable forms of director compensation is the
prevention of manipulating taxable income through
payments of disguised dividends to directors with
a controlling interest in the company. The current
law casts an arbitrarily wide net, however, which
captures cases where there would be minimal risk
of such manipulation.

With respect to the amendments that the ACCJ is
proposing, compensation paid to a director that
is not deemed excessive or unreasonable under
the specific facts and circumstance should not
be considered to constitute manipulating taxable
income, because directors should be entitled
to reasonable compensation for their particular
contributions to the company. As the current laws
in place include a reasonableness test that denies
a deduction for amounts considered unreasonable,
we believe that this in itself is an effective measure
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to prevent excessive deductions where taxable
income is at risk of being manipulated.

Separately, compensation paid by a publicly listed
corporation on a recognized stock exchange, or
by its subsidiary, would be subject to corporate
governance structures in place that should prevent
the manipulation of taxable income through
deductible compensation.

As a result, these amendments would provide
flexibility in low-risk situations, while continuing
to capture most variable forms of director
compensation in higher-risk situations.

Il. International Comparison

An additional burden resulting from the current
requirements for deductible compensation is
that it is relatively more costly for companies
to provide variable compensation to directors in
Japan than it is in comparable jurisdictions. As
shown in the Appendix, Japan is an outlier among
developed nations in that it pursues a policy of
non-deductibility except in limited circumstances.
Most other jurisdictions (e.g. France, Hong Kong,
South Korea, United Kingdom, and the USA)
generally limit deductibility based on purpose and/
or reasonableness tests, with certain countries
making a distinction between publicly listed and
private companies and where a director is a
shareholder of the company or not. It should be
noted that none of the jurisdictions surveyed in
the Appendix has rules similar to Japan, which
assumes non-deductibility except in specific cases
where compensation is either fixed, pre-notified,
or calculated from certain profit indicators.

The proposed amendment by the ACCJ would put
Japan in-line with these other jurisdictions, and
as a result Japan would be less costly and more
attractive as a destination to send executive talent
which, as mentioned before, aligns with the goals
identified in the Abenomics Growth Strategy and
the Advisory Panel for Global Financial City Tokyo.

M. Level Playing Field

Regarding profit-linked compensation that is
deductible under the current rules, the requirement
that the calculation methods be reported in a
published Japanese securities report generally
limits the availability of the deduction to Japanese
listed companies that publish such reports. While
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the government’s intent is that deductions for
compensation based on performance would be
available to listed companies, which have a low
risk of manipulating taxable income because of
their corporate governance structures, the same
logic should also apply to foreign listed MNCs. The
requirement that calculation methods be reported
in a published Japanese securities report, however,
generally makes the deduction unavailable to
Japanese subsidiaries of such companies, and
the result is an inherent disadvantage for foreign
listed MNCs in offering profit-linked compensation.

For this reason, the ACCJ also recommends that
the scope of deductible director compensation
be expanded to include amounts paid by listed
corporations on recognized stock exchanges, both
inside and outside of Japan, as this would create
a level playing field for companies regardless of
origin.

CONCLUSION

For the aforementioned reasons, the ACC]
recommends that the Corporation Tax Law be
amended to allow the deductibility of director
compensation for all companies both small and
large, except in cases that are deemed to be
excessive or unreasonable. That amendment
would help to attract foreign executive talent
to Japan, resulting in economic growth and an
increased taxable base, and would align Japan
with comparable jurisdictions with regard to the
corporate tax treatment of director compensation.
Also, given that reasonableness tests are already
included in the current law, we believe that
these positive impacts can be realized while still
maintaining the original intent of the law.

Furthermore, allowing amounts paid to directors
of foreign publicly listed companies or subsidiaries
of such companies, would achieve similar benefits
and create a level playing field among domestic
and foreign publicly listed companies.
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APPENDIX

Country survey on the deductibility of
director compensation/bonuses

31 May 2016

Executive Summary

e None of the countries surveyed had a non-deductible director’s bonus rule that is similar to Japan’s.

e Two countries (Germany, South Korea) had rules that distinguished between shareholders and
nonshareholders.

e Two countries (Australia, US) had rules that distinguished between listed and private companies.

e Most countries had rules that had a “reasonableness” and/or “commercial purpose” requirement in
order for the director's compensation/bonus to be deductible.

Country Type of rule Comments
Australia e Private company test e Private company is broadly one that is not listed or is not a
e Reasonableness test sub of a listed company

¢ Non-deductible if "excessive” payment to past/present
shareholder or director (or an associate)

e Reasonableness test: value of the services performed,
factors such as the degree of skill and responsibility of
executive/director considered, and any other relevant
factor

Canada e Shareholder test ¢ Directors compensation is non-deductible if unreasonable or
made without a business rationale
e Reasonableness test
e Expenses relating to benefits for directors/employees in
e Purpose test . )
their capacity as shareholders rather than as employees
are non-deductible.
France e Purpose test e Hidden remuneration is treated as dividends and not de-
ductible
Germany e Strict 50% limitation (su- | ¢ Compensation for supervisory board members with no

pervisory board)

e Arm’s length principle
(mgmt.)

e Shareholder test

management role is only 50% deductible.

e Where directors are also shareholders, then special rules
apply in relation to company performance-related/profit
based salary. Such compensation cannot exceed 25%
of an individual’s total compensation. Any “excess” is
treated as a disguised dividend. The sum of profit based
salary for all directors of the company must not exceed
50% of the earnings of the company before tax and
before deducting such salary. The excess portion is also
treated as a disguised dividend.
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Hong Kong | e Purpose test e Purpose must be to generate assessable income
e Reasonableness test
Italy e No formal test e In practice, any payment to executive/director/employee

is employment compensation and thus deductible unless
the company or taxpayer challenges. Special attention to
the amount of the director’s compensation (i.e. extreme
high payments may be challenged by tax Authorities if
compared with the market practice, however, case by
case analysis is required)

Netherlands

¢ No specific test

e In principle payments to directors are generally tax
deductible.

¢ Specific rules exist with regard to stock option schemes.

Singapore

e Purpose test

e Payments to executive directors are generally deductible.

e Payments to non-executive directors are deductible if they
constitute business expenses.

South
Korea

e Reasonableness test
e Purpose test

e Shareholder test

e The Articles of Association or a shareholders’ meeting
should specify a maximum amount, or else the entire
amount will be non-deductible. Where an amount is
specified, any excess compensation will be
non-deductible.

Spain

¢ No specific test

e GAAR has been used to reclassify director compensation in
one case.

e Arm’s length principle

e The remuneration to the members of the Board of
directors must comply with the provisions of the
Spanish mercantile and labor legislation (i.e. such as
including in the Articles of Association an express
reference to the obligation to remunerate the members
of the board of directors and the manner in which such
remuneration is determined)

Switzerland

¢ No specific test

e Recent proposal to limit deductibility was rejected.

UK

e Purpose test

e Wholly and exclusively rule: Deductible if incurred wholly
and exclusively for the purpose of the business’s trade

USA

e Reasonableness test

e Private company test (but
here potentially more
restrictive for listed com-
panies)

e Purpose test

e Limitation on deductibility if the total pay to officers of a
publicly traded corporation exceeds USD 1 million

e Exemption for performance based pay if linked to
objective measures of firm performance and administered
by a committee of outside directors

e Private company test: distinction made based on private company compared to listed company and subs
e Purpose test: considers the purpose of the remuneration (e.g., to generate profits, etc.)

e Reasonableness test: considers the reasonableness of the compensation in return for services performed
e Shareholder test: distinction made where director/employee is also a shareholder
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Australia

A deemed dividend may arise where a private company pays or credits the following amounts to a past or
present shareholder or director, or an associate of a past or present shareholder or director:

e Remuneration for services rendered, or
e A retirement or termination allowance, gratuity or compensation

If the Commissioner considers that the amount exceeds what is reasonable, the excess is not deductible to
the company and is deemed to be a dividend paid by the company on the last day of the company’s income
year.

The primary test for determining the reasonableness or otherwise of the remuneration is the value of the
services, but such factors as the degree of skill and responsibility of the director or employee must be
weighed against the right of capital, as well as the right of management to its reward, and against the
interests of the shareholders in their capacity as such. All circumstances of the case must be taken into
account.

Advances or loans made by a private company to a shareholder or an associate of a shareholder are
automatically deemed to be dividends, unless they come within certain specific exclusions. This also applies
to debts forgiven by the company. A “private company” is broadly a company that is not a listed company,
or a subsidiary of a listed company.

Canada

Corporate directors are considered employees for Canadian tax purposes, and compensation derived from
their office is employment income. Compensation payments are subject to a general reasonableness test in
order to be deductible for Canadian corporate tax purposes, in addition the expense should be incurred for
the purpose of generating income. When a payment is unreasonable or clearly made without a business
rationale, the deductibility may be challenged by the tax authorities.

In addition, when an employee/director is also a shareholder, benefits (including cash payments) may be
considered a non-deductible expense if it is determined that such benefits are received by the employee
in his capacity as shareholder and not as an employee. This determination is a question of facts and
circumstances.

France

Salaries/compensation granted to executives/directors of French corporations are tax deductible for
CIT purposes, whereas remunerations granted to (working) partners of French partnerships are not tax
deductible since viewed as a distribution of profits to the partners. Dividends paid to shareholders and
profits distributions made to partners are not tax deductible for the French entity (i.e. corporation in the
1st case, partnership in the 2nd case). Hidden benefits/remunerations are normally treated as deemed
dividends / deemed profits distributions and thus not deductible.
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Germany

German tax law provides restriction on directors’ compensation in the following two cases:
1. Members of the supervisory board

Germany has a restriction for compensation paid to members of the supervisory board. Only 50% of such
payments are deductible as expenses from a Corporate Income Tax (“CIT”) perspective. This ruling is
applicable for persons who have the function to supervise a company.

It should be noted that the German concept of stock corporations follows a “two-tiered board” structure,
consisting of a supervisory board (Aufsichtsrat) and a management board (Vorstand). The term “member
of the supervisory board” is in its meaning though close to the understanding of the term “director” from
a Japanese perspective. In this regard it is indifferent if the supervising function results from a legal or
voluntary basis.

The crucial difference is in the task of the supervisor. If the supervisor performs management functions his
compensation is deductible, whereas the compensation for supervisors with mere supervising functions is
only 50% deductible.

2. Shareholding directors

Base salary for such persons is deductible to the extent that it is consistent with arm’s length principles. The
same principle applies for company performance-related/profit based salary. However, the ratio of profit
based salary to that of the whole compensation must not be more than 25%. Profit based salary exceeding
25% is treated as a disguised dividend. The sum of profit based salary for all directors of the company
must not exceed 50% of the earnings of the company before taxes and before the deduction of the profit
based salary. The excess portion of the profit based salary qualifies as disguised dividend even if it is at
arm'’s length.

Germany has even tighter rules for managing shareholders who control at least 50% of the company’s capital.
Agreements between such shareholders and the company must meet some strict criteria. For example such
agreements must not leave room for interpretation or manipulation that could alter the company’s taxable
income at will, e.g. the salary agreement between a company and a managing shareholder should not have
a clause that reserves the shareholder’s meeting the right to define a higher or lower profit based salary.
In this case the whole profit based salary would qualify as a disguised dividend even if it is at arm’s length.

German Tax law does not make a difference between a director of a German company or a company that
is a German subsidiary of a foreign company.

Hong Kong

Deductibility of director’s bonus follows the general deduction rule, i.e. it is deductible to the extent that
the taxpayer can prove that it was incurred to generate assessable profits. Director’'s remuneration paid by
a company managed and controlled in Hong Kong is taxable in the hands of the individual.

The deduction rule applies to all executives/officers/directors. However, if the non-executive director has
limited functions, the tax authority may challenge the nexus between the expense and the income, but this
has to be reviewed on a case by case basis and no specific guidance is available.
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ltaly
From a corporate tax perspective, the ordinary rules apply: compensation/bonuses etc. are deductible
while dividends are not deductible.

In addition, in many tax audits performed by the tax authorities we have seen that the standard approach
is to consider any payment made to an employee/executive/director as strictly linked to the employment
activity, unless the company/taxpayer is able to demonstrate that such payments do not have a link with
the duties carried out by the employee/director.

From an individual tax perspective, any compensation in cash or in kind that can be linked to the employment
activity is regarded as ordinary employment income, fully taxable at ordinary tax rates (i.e. up to 43% plus
local taxes).

On April 2017, Tax Authorities introduced a specific tax rule governing “Carried Interest” payments made
to directors and managers. Under certain strict circumstances, carried income is taxed as income from
capital with a flat rate of 26% instead of as employment income (taxed with progressive rates up to 43%
plus local taxes of 3%).

Netherlands

Remuneration paid to employees (whether shareholders/directors or not) is in principle fully deductible
for Dutch corporate income tax purposes. However, on the basis of the arm’s length principle, payments
to shareholders that are exceeding an arm s length remuneration are not tax deductible but should be
considered (deemed) dividend distributions.

In addition, the Dutch corporate income tax act determines that costs related to the issuance of shares, for
instance regarding a stock option plan, are in principle non-deductible on the profit of the Dutch corporate
income taxpayer. However, an exception may apply if the stock option can only be cash settled. Please
note that the aforementioned exception does not hold in case the annual salary of the employee consists
of more than EUR 561,000 (2017) of granted rights which value mainly depends on the change of value of
the underlying shares or profit certificates.

Singapore

Variable payments such as bonuses made to executive directors are typically part of the directors’
remuneration and hence are tax deductible for Singapore tax purposes. As for variable payments made
to non-executive directors, the amounts paid are only deductible if they constitute business operating
expenses. To ascertain the tax deductibility, it would be necessary to analyze the nature of such variable
payments made to non-executive directors.

Dividend payments made to directors in their capacity as the shareholders of the company are not tax
deductible for Singapore tax purposes.
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South Korea

In general, compensation is deductible, except for certain categories listed below. Compensation here
includes salary, bonus and retirement payments.

1. Excessive compensation paid to the executive of a corporation who does not hold a full-time
position.

2. Compensation unreasonably paid to an executive or employee who is the controlling stockholder,
etc. (including persons with a special relationship - the same shall apply in such a case).

3. Compensation paid to members who invest through work and labor in unlimited partnerships or
limited partnerships shall be deemed as the distribution of profits.

4. The Articles of Association or a shareholders’ meeting should specify a maximum amount,
or else the entire amount will be non-deductible. Where an amount is specified, any excess
compensation will be non-deductible.

5. Retirement benefits paid above permissible amounts stated in the Articles of Association. If
a maximum is not stated in the Articles, 10% of the previous year’s salary multiplied by the
number of years worked is the maximum deductible amount.

Spain

As a general rule, the taxable base of a Spanish tax resident company is equal to its accounting profits once
the relevant book-to-tax adjustments, as determined by Spanish CIT rules, have been applied. Therefore,
unless a provision determines otherwise (and thus a negative book-to-tax adjustment would be required),
payments of salaries and/or bonuses which are treated as an expense for accounting purposes would be
treated as a deductible expense for tax purposes.

Spanish tax law includes the arm’s-length principle which applies to all transactions carried out by related
parties. An entity and the members of its board of directors are related parties, therefore, the director’s
remuneration must be made at FMV.

Moreover, if the director is at the same time partner of the entity (having an interest equal or over 25%),
the director’s remuneration must be also made at FMV. In this scenario, if the remuneration is not at FMV
the Spanish tax authorities may characterized the excess as a dividend distribution (i.e. non-deductible
expense for the entity and treated as a dividend -no salary- for the director personal income tax purposes).

In addition, please note that the Spanish tax rules provide a different tax treatment to amounts paid
to executives and directors that are members of the company’s Board of Directors (*Board”) from that
provided to those who are not, as follows:

1. If the executives and directors are not members of the company’s Board:

There are no provisions which limit the tax deductibility of non-periodic payments made to executives or
directors of Spanish entities. These are therefore effectively considered as deductible expenses under the
provision of the Spanish CIT Law if the expenses registered are not a mere estimation of future cost but an
amount effectively paid and due at the end of the fiscal year.
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2. If the executives and directors are members of the company’s Board:

As from January 1, 2015, remuneration to members of the board of directors for the performance of
top management functions may be regarded as deductible for CIT purposes. This is provided that the
remuneration to the members of the Board complies with the provisions of the Spanish Mercantile (including
an express reference in the company’s by-laws that the members of the board of directors must receive a
remuneration for the functions they perform as members of the board as well as the method to be used to
calculate such remuneration -i.e. a fixed amount, an amount to be agreed by the shareholders on a yearly
basis, etc.) and Labor Legislation.

The Spanish commercial rules require that, for an executive member of the Board to receive payment for
his or her services, a specific agreement is entered into between the director and the company that needs
to be previously approved by two thirds of the members of the Board and to be incorporated in the minutes
of the Board meeting. The agreement should include all the remuneration details as well as the eventual
severance payment. As a result, the members of the Board would not be allowed to receive any kind of
payment which is not duly foreseen in the agreement.

Also, there is at least one tax court decision where the remuneration of the members of the Board are re-
characterized as dividend income in a case where the ultimate shareholders of the entities were acting as
members of the Board and were also shareholders of the company making the payment. The grounds for
the decision were the Spanish GAAR and the understanding that the transaction was artificial to avoid such
treatment as dividends.

Severance payments (both to members of the Board and to other executives) would only be tax deductible
up to the lower of either (i) 1 million euro or (ii) the amount established in the Worker’s Statute.

There is no rule by means of which the Spanish Tax Authorities would treat non-periodic bonuses paid to
directors and executives as disguised dividends. However, the Spanish Tax Authorities could potentially
proceed with such re-characterization by applying the Spanish GAAR to situations where the transaction is
deemed as artificial and the remuneration aims at avoiding a dividend payment.

Switzerland

There is no limitation on the deductibility of directors’ salary expenses. However, it needs to be ensured
that these payments are at arm’s length, should the directors have a significant shareholding interest in the
company as in such case, excessive salary/bonus payments could be (partially) re-qualified into a deemed
dividend distribution.

Appropriate tax structuring may be needed with regard to stock option plans in order to secure a tax
deduction as the granting of new shares (e.g. out of conditional share capital) is usually not leading to an
expense in the statutory financial statements and - accordingly — not to a corporate income tax deduction.

United Kingdom

Generally speaking tax relief is available to a corporation when the individual becomes taxable on the
bonus. When assessing the deductibility of a cash bonus, you would need to satisfy the general rule that
the bonus was incurred wholly and exclusively for the purpose of the business’s trade.

So far as the wholly and exclusively rule is satisfied, when computing the tax return the company is able to
take a deduction for bonuses so far as the expense is paid within 9 months of the year end. If this condition
is not met, the deduction is attained on a paid basis.
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Alternatively, a dividend is non-deductible when calculating the company’s taxable profits. In addition, the
dividend is subject to income tax in the hands of the individual.

We would expect that the above applies to executives and directors of the company.

United States

The US generally does not distinguish bonus payments from other compensation to officers and employees.
For US tax purposes, while corporate officers are employees, directors on the Board are not (although one
person can function in both capacities).

A taxpayer carrying on a trade or business is entitled to deduct a reasonable allowance for salaries or other
compensation for personal services. The deduction is allowable for the year in which the salary is paid or
incurred.

Reasonable compensation is the amount that would ordinarily be paid for like services by like enterprises
in like circumstances, which is a facts-and-circumstances determination. A bonus is deductible if paid for
services performed and if it does not exceed reasonable compensation when added to other salaries.

Additionally, there is a limitation on deductibility of compensation paid to corporate officers of publicly traded
corporations if the total compensation exceeds USD 1 million unless it is performance-based compensation.
Generally, the deductibility of such performance based compensation to officers is not limited provided that
the pay is linked to objective measures of firm performance and administered by a committee of outside
directors on the Board.

Legal statement

The information contained in this survey is provided for informational purposes only and should not be
construed as tax advice on any subject matter. No action should be taken on the basis of any content
included herein without seeking tax or other professional advice. The contents of this survey contain
general information and may not reflect current legal developments or address a specific situation.
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