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Tax audits and controversy are returning
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Background

Japan’s National Tax Agency recently published its latest fiscal year (FY) 2022 statistics on tax audits (July 2021 through
June 2022) and tax appeals and litigation (April 2021 through March 2022). The statistics clearly show the return of tax
audits and controversy in FY 2022, regardless of the effects of several waves of COVID-19. In FY 2023, tax audit activity
has almost returned to pre-COVID-19 levels.

Tax audits

The number of field audits of corporate taxpayers in FY 2022 increased by 63.2% from FY 2021, and the total amount of
income found in FY 2022 increased by 14% from FY 2021. The total amount of corporation tax imposed by field audits in
FY 2022 increased by 19.1%. These increases indicate that tax audit activities were expanding in FY 2022.

The number of field audits on corporations for consumption tax in FY 2022 increased by 62.9% from FY 2021, and the
total amount of consumption tax imposed by field audits in FY 2022 increased by 19.1%, which indicates that
consumption tax was one of the major tax audit focal points in FY 2022. In particular, the tax authorities conducted
intensive tax audits of corporate taxpayers claiming a refund of consumption tax, conversely imposing JPY 37 billion on
those taxpayers.

‘ Change (%)

Audits, income found, tax imposed FY 2021 ‘ FY 2022

Corporation tax field audits (cases) 25,000 41,000 63.2
Total corporation income found (JPY) 529 billion 603 billion 14.0
Total corporation tax imposed (JPY) 121 billion 144 billion 19.1
Corporation tax imposed per case (JPY) 4.8 million 3.5 million -27.0
Consumption tax field audits (cases) 25,000 40,000 62.9
Total consumption tax imposed (JPY) 73 billion 87 billion 19.1
Consumption tax imposed per case (JPY) 3.0 million 2.2 million -26.9

(Source: National Tax Agency)

Regarding individual taxpayers, the number of field audits in FY 2022 increased by 31.9% from FY 2021, and the total
amount of income found by field audits in FY 2022 increased by 40.3% from FY 2021. The total amount of individual
income tax imposed by field audits in FY 2022 increased by 50.8%. As with corporate taxpayers, tax audit activity against
individual taxpayers also increased during the year.

The number of field audits on individual taxpayers engaged in business activities for consumption tax in FY 2022
increased by 52.7% from FY 2021, and the total amount of consumption tax imposed by field audits in FY 2022 increased
by 81.2%. A major tax audit target historically has been wealthy individuals, but in FY 2022 the tax authorities also
rigorously targeted individual taxpayers taking advantage of consumption tax exemptions, additionally imposing JPY 1.2

billion on those taxpayers.

Audits, income found, tax imposed FY 2021 FY 2022 \ Change (%)

Individual income tax field audits (cases) 24,000 31,000 31.9
Total income found (JPY) 299 billion 420 billion 40.3
Total individual income tax imposed (JPY) 53 billion 80 billion 50.8
Individual income tax imposed per case (JPY) 2.2 million 2.6 million 143
Consumption tax field audits (cases) 11,000 17,000 52.7
Total consumption tax imposed (JPY) 13 billion 24 billion 81.2
Consumption tax imposed per case (JPY) 1.2 million 1.4 million 19.2




(Source: National Tax Agency)

In FY 2023, the tax authorities are carrying out tax audit activity at levels approaching those seen before the spread of
COVID-19. As such, taxpayers, especially those with consumption tax issues, should prepare for tax audits in advance.

Tax appeals and litigation

The number of first tier tax appeals filed with the tax authorities in FY 2022 increased by 11.9% from FY 2021, and those
completed in FY 2022 increased by 19.9%. The number of second tier tax appeals filed with the National Tax Tribunal in
FY 2022 increased by 11% from FY 2021, and those completed in FY 2022 decreased by 2%. Also, the number of tax
litigation cases initiated in FY 2022 increased by 14.5% from FY 2021 and those completed in FY 2022 increased by
10.6%.

As tax audit activity increased in FY 2022, the number of unresolved points of contention between taxpayers and the tax
authorities also increased, showing that tax controversy also was returning in FY 2022.

Appeals/litigation initiated by taxpayers FY 2021 FY 2022 Change (%)

First tier tax appeals initiated (cases) 1,000 1,119 11.9
First tier tax appeals completed (cases) 999 1,198 19.9
Successful first tier tax appeals (cases) 100 83 -17.0
Successful first tier tax appeal ratio (%) 10.0 6.9 -31.0
Second tier tax appeals initiated (cases) 2,237 2,482 11.0
Second tier tax appeals completed (cases) 2,328 2,282 -2.0
Successful second tier tax appeals (cases) 233 297 27.5
Successful second tier tax appeal ratio (%) 10.0 13.0 30.0
Tax litigation initiated (cases) 165 189 14.5
Tax litigation completed (cases) 180 199 10.6
Successful tax litigation (cases) 14 13 71
Successful tax litigation ratio (%) 7.8 6.5 -16.7

(Source: National Tax Agency)

The number of successful first tier tax appeals in FY 2022 decreased by 17% from FY 2021, with the success ratio in FY
2022 decreasing by 31%. The number of successful second tier tax appeals in FY 2022 increased by 27.5% from FY 2021,
with the success ratio in FY 2022 increasing by 30%. Furthermore, the number of successful tax litigation cases in FY
2022 decreased by 7.1%, with the success ratio in FY 2022 decreasing by 16.7%.

Compared with the recent five-year average, the first tier tax appeal success ratio has decreased, and the successful tax
litigation ratio was almost unchanged. It is notable, however, that the second tier tax appeal success ratio has increased,
with the number of successful second tier tax appeals reaching nearly 300 in FY 2022, considering most tax
disagreements tend to be resolved during the tax audit process in Japan.
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