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ACCJ Viewpoint

Recommendations

Inward foreign direct investment (FDI) is
becoming more and more important for
maintaining economic growth in the face

of increasing international competition and
rapid globalization. The American Chamber
of Commerce in Japan (ACCJ) urges the
Government of Japan to renew its efforts to
deliver on its commitment to increase FDI
into Japan, by reforming tax rules applicable
to cross-border and domestic corporate
reorganizations and M&A transactions so that
convenient tax deferral is available for a wide
range of transaction structures on a flexible and
predictable basis.

Issues

Foreign Direct Investment is a Key Driver of
Sustained Economic Growth

Foreign direct investment can play a vital role

for sustained economic growth, especially in
today’s global economy, where an ever-increasing
number of countries are competing for limited
capital flows and the many long-term benefits
they bring, both financial and non-financial.

The benefits of FDI (especially mergers and
acquisitions, or "M&A”, which make up the
majority of total FDI flows) are broad and include
the following: reawakening productivity growth
by speeding the introduction of new management
expertise and business models; facilitating access
to complex business know-how, products and
technology; improving returns on capital; and
stimulating higher growth.

FDI into Japan Continues to Lag

In 2003, the Government of Japan adopted a
policy to double Japan’s cumulative base of FDI in
five years—a target that it almost reached by the
end of the five-year period. In March 2006, the
government announced a new target of achieving
a FDI base of 5% of GDP by 2010. This
commitment was confirmed by Prime Minister
Fukuda in his January 18, 2008, policy speech
before the Diet.

Although such a commitment to increase inward
FDI is admirable, in our view these increases
will not be enough to ensure Japan’s sustained
economic growth in today’s increasingly
competitive global environment because Japan’s
FDI position lags substantially that of other
Organisation for Economic Co-operation and
Development (OECD) nations. As the chart
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FDI by 2010, certain members of the Council

on Economic and Fiscal Policy (CEFP), a key
Cabinet advisory group, have begun speaking out
strongly regarding the importance of dramatically
increased inward FDI. In a February 15, 2008
meeting CEFP members stated that Japan needs
to implement changes necessary to achieve
“drastic” increases in inward foreign investment.
A special CEFP task force is studying this issue
with the aim of issuing a report in Spring 2008.
The ACCJ urges task force members to closely
consider this Viewpoint as well as the information
contained within other relevant ACCJ policy
documents, including the 2007 ACCJ Financial
Center White Paper, the 2006 ACCJ Business
White Paper, and the Fukao Report when
preparing their recommendations.
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Barriers Remain to Foreign Direct Investment
Into Japan

Despite clear evidence that increased FDI,
especially a more robust M&A market, would
result in significant benefits for Japan’s economy
and people, a host of barriers to investment in
Japan remain. The persistence of such barriers
has given many international investors and
observers the impression that the Government of
Japan has lost the political will to follow through
on its stated goal to increase FDI flows into Japan
and is sending mixed signals to the world about
its commitment to FDI, despite what the prime
minister and others have said publicly.

Lack of Flexibility to Execute M&A Transactions
or Corporate Reorganizations On a Tax-Deferred
Basis Has Far-Ranging Consequences

One of the most persistent barriers with a
significant impact on FDI flows is the general
unavailability of tax-deferred treatment for a
wide range of different transaction structures

for reorganizations or M&A transactions. The
significant impact on FDI flows occurs because
M&A and follow-on investment accounts for

the vast majority of FDI flows into mature
developed economies like Japan; and because
reorganizations are used not only in cases of
new acquisitions or mergers, but also for purely
internal corporate reorganizations where a single
group enterprise is reconfiguring itself in order to
operate or invest for greater efficiency.

With respect to cross border M&A, tax deferral
for one type of transaction did come into effect
on a limited and cumbersome basis in May 2007,
when cross-border “forward triangular mergers”
were approved, after stiff resistance from some
representatives of domestic industry. (In an
inbound forward triangular merger, a foreign
parent company with a Japanese subsidiary
acquires another Japanese company (“target”),
which disappears, and stock of the foreign parent
is issued to the target shareholders in exchange
for their shares in the target company.) However,
unless the foreign parent company already holds
a majority ownership stake in the target, the new
tax rules require the foreign parent company

to have a pre-existing subsidiary in Japan with
prior operations of some form that is related to
the business of the target, the precise minimum
requirements of which are unclear. Since the
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assurance of clear tax deferral on a predictable
basis is essential for these transactions to occur,
this is a major problem in the case of new
strategic investors to the Japanese market.

The triangular merger tax rules present such
new entrants to the Japanese market with an
impossible dilemma: they cannot reduce a
potentially huge tax risk to zero unless they first
create an uneconomic business base in advance
of the very M&A transaction by which they will
enter the Japanese market. Faced with this
unappealing choice and the tax risk, it is difficult
for most newly investing foreign companies to
use forward triangular mergers to enter the
Japanese market. Hence, the new rules function
as a barrier to entry favoring those companies
that already have an existing base.

Moreover, a forward triangular merger is just

one type of M&A transaction. The fact remains
that tax-deferral is not available for almost all
other types of cross-border M&A transactions. For
example, tax deferral is not available for any of
the following cross-border investment structures:

o “Reverse” triangular mergers, in which the
target, rather than the Japanese subsidiary
of the foreign parent company , is the
“surviving” entity. For licensing, regulatory
and other valid non- tax business reasons,
a reverse triangular merger may be
preferable or even essential to an acquirer.
Since the resulting structure would be very
similar compared with a forward triangular
merger, the current requirement that the
target corporation cannot be the surviving
entity acts as a barrier to FDI;

° “Stock-for-assets” exchanges, in which
foreign parent stock consideration is paid
in order to acquire substantially all of
the assets and assume the liabilities of a
Japanese target company. For legal liability
and other valid non-tax reasons, a stock
for assets structure may be preferable
or essential to an acquirer. Again, the
resulting structure would be very similar
compared with a forward triangular merger;

o Simple “stock-for-stock” exchanges, which
would be used either (@) in the acquisition
of a Japanese private company by a foreign
company, usually one that is publicly listed
and traded or (b) in “exchange offer”
transactions, in the context of a takeover
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bid by a publicly listed foreign company,
when certain conditions are met;

o Conversion of a Japanese branch of
a foreign company into a Japanese
corporation;

o Contribution in kind of the assets of a
branch to a new corporation that can be
owned by a Japanese holding company or
directly by the offshore parent without the
requirement of keeping the branch in Japan
to hold the shares; and

o Subject to prudent rules to avoid abuses,
mergers between offshore corporations
and Japanese companies in those cases for

which it would be reasonable to allow them.

(At present, there is no specific mechanism
under the Japanese Company Law for
mergers between a foreign corporation and
a Japanese company.)

If many of the above transactions were possible
under Japanese law and tax-deferred treatment
were available under reasonable qualifying
conditions that prevent tax abuse, it would
substantially reduce costs presently posing

a prohibitive obstacle to investment — most

of all, the cost of paying tax even though the
transaction itself has not yet generated any cash
flow with which to pay that tax. Faced with this
burden, most of these transactions simply do
not occur at present, which denies Japan the
ultimate collection of tax revenues based on the
subsequent realization of the efficiency gains and

taxable income that successful transactions would

have created.

An additional factor that prevents efficiency-
enhancing transactions from occurring is the
extremely inflexible nature of tax rules governing
reorganization transactions. This is especially
so in the context of cross-border transactions.
If Japanese tax law is to actually facilitate
transactions by making them convenient when
such tax deferral is logically deserved, it will
inevitably have to be freed from its present
narrow focus whereby deferral is limited solely
to certain transactions which are defined in the
Company Law.

Clarity and predictability of tax treatment are also
extremely important. In certain areas, we are
encouraged by the Government'’s recent efforts

to provide clarity. For example, it has been
announced that the proposed 2008 Tax Reform will
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generally permit cash to be used as consideration
for fractional shares. This will help to reduce
uncertainty in structuring “second-step acquisition”
transactions, in which target shareholders who
have not tendered their shares in a tender offer
bid are paid cash in the subsequent merger of,
or share exchange by, the acquirer and target.
However, until the final legislation is passed and
the Enforcement Orders are released, it remains
to be seen whether the required certainty will be
achieved. Moreover, this is only one of a number
of issues that require sufficient clarity to permit
foreign investors to reasonably utilize the tax-
deferred M&A and reorganization transactions.

Significantly expanding the range of convenient
tax-deferred reorganization and M&A alternatives
in Japan would not only facilitate FDI by enabling
transactions that cannot presently occur, it

would also increase liquidity in the domestic M&A
market--and efficiency for domestic Japanese
companies’ internal reorganizations. This would
improve investment efficiency and the allocation
of capital in the market overall, ultimately leading
to the collection of greater tax revenues based
on higher profitability or the realization of capital
gains that would not otherwise occur, or at a date
earlier than would otherwise occur.
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