REFORM OF FOREIGN DIRECT INVESTMENT
REGULATIONS IN JAPAN: EXPANSION OF
PRE-TRANSACTION APPROVAL REGIME

Japan has been tightening the regulation of the foreign direct
investments since Spring 2019, though the threshold for the
acquisition of shares in a Japanese listed company in
regulated sectors above which foreign investors are required
to obtain prior approval has remained at 10%. Until now that
is. From Spring 2020, the threshold will be reduced to 1%.
While certain proposed exemptions may be applicable,
foreign investors, especially those who intend to proactively
communicate with the management of target companies in
regulated sectors, should bear these changes in mind and
account for this in timing considerations.

BACKGROUND

Foreign direct investment in Japan has generally been liberalised, and the
Foreign Exchange and Foreign Trade Act of Japan (FEFTA) and a limited
number of specific statutes have been used to regulate investments in certain
restricted sectors, such as national security and public health and safety.

However, Japan is increasingly seeking to align itself with the global trend
towards broadening the range of sectors regulated under foreign direct
investment regulations, (for example in the US, the EU and the UK)
particularly in the technology sector. According to the Ministry of Finance, the
latest changes to the FEFTA are designed to "appropriately respond to
investments that may impair national security" and come at the same time as
the US is taking stronger measures to prevent technology leakage to China
and Russia.

Accordingly, and as set out in our previous client briefing?, as of 1 August
2019, the Japanese government expanded the list of the sectors for which
pre-transaction approval is required. The newly added sectors include the
production of equipment, components and software relating to information
processing (together with the existing sectors, the Regulated Sectors). The
recently added sectors are broadly defined and could apply to a wide range of
businesses, including tech start-ups.
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Key issues

Japan to reduce threshold for
pre-transaction approval for the
acquisition of shares in a
Japanese listed company in
regulated sectors from 10% to
1%.

Exemptions are available for
portfolio investment by financial
firms (e.g. securities firms,
banks, insurance companies
and asset managers) subject to
certain conditions.

There is a concern that this
may lead to a decrease in
shareholder activism in Japan,
and Japanese start-ups may
face more difficulty raising
funds through IPOs.

1 "Amendment to Foreign Exchange and Foreign Trade Act of Japan: Expansion of Regulated Sectors for Foreign Direct Investments

into Japan" (1 August 2019)
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Further, from 26 October 2019, the scope of activities that are categorised as
foreign direct investment has been expanded. The threshold was previously
calculated based on percentage of issued shares, but the threshold is now
also based on the percentage of the total voting rights, for an investment in a
listed company. Further, voting rights granted by proxy, or any agreement to
jointly exercise voting rights, are now also taken into account in the calculation
of the voting rights.

FURTHER TIGHTENING OF REGULATIONS AND
EXEMPTIONS

On 22 November 2019, the Japanese Diet passed a bill to amend the FEFTA.
These amendments include:

(i) lowering the threshold for pre-transaction approval from 10% to 1% in
relation to acquisitions of shares in Japanese listed companies in
Regulated Sectors;

(i) certain exemptions from the requirement of pre-transaction approval?:

e portfolio investments by certain financial firms (e.g. securities firms,
banks, insurance companies and asset managers) are exempted.
Such exemption is only applicable if all of the following criteria are
met:

(a) the investor does not exercise material influence over the
management of the target, such as nominating directors or
proposing the sale of a significant business? of the target; and

(b) the investor shall not have access to non-public information on
technology relevant to national security.

e the exemption is not available to investments in highly sensitive
industries (such as weapons production, nuclear power, electrical
power and communication) or to an investor who is a foreign
government or entity owned by a foreign government.

(iii) consolidation of the notification regime for limited partnerships. Where
the foreign ownership of a partnership style fund is more than 50% or
where a general partner (GP) is a non-resident, the GP will be able to
submit a consolidated approval request on behalf of the partnership as a
whole.

IMPACT ON YOUR BUSINESS

There are a growing number of foreign investors with substantial holdings in
listed companies in Japan. The 1% threshold is obviously very low, and we
expect that many foreign investors will face additional filing requirements and
increased administrative and legal costs.

Shareholder activism in Japan may also be impacted. Although a Q&A
released by the Ministry of Finance on 25 October 2019 explains that
shareholder activists are not the target of the amendments, this is difficult to
reconcile with the fact that having the right to nominate directors or to propose
the sale of a significant business will make an exemption unavailable.
Investors may also be affected by the inclusion of proxy voting as an activity

2 Even if the pre-transaction approval requirement is exempted, foreign investors investing in the Regulated Sectors may be required to

file a post-transaction report when it invests in 10% or more of the total shares or voting rights of the target.

3 No definition of "significant business" has been proposed.
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that constitutes foreign direct investment, as well as the inclusion of voting
arrangements.

One possible benefit for foreign investors is that this amendment will provide
clarity on the necessity of pre-transaction approvals for the acquisition of
shares in Japanese listed companies. Currently, investors need to determine
whether a pre-transaction approval is necessary by themselves, by checking
the business activities actually conducted by the target company. Following
the amendment, it is expected that the Ministry of Finance will publish and
update lists of companies, investments into which (i) do not require pre-
transaction approval, (ii) would be exempted from the requirement of pre-
transaction approval, and (iii) cannot rely on the exemption. Therefore,
determining the need for pre-transaction approval may become simpler,
although foreign investors will still have to decide whether they meet the three
basic criteria for exemption listed above and we assume that the Ministry of
Finance will be able to change a company's categorisation.

Foreign participation in Japanese IPOs in Regulated Sectors could also be
impacted because of the need for underlying subscribers holding more than
1% of the shares to obtain separate approvals. This means, from the
perspective of Japanese start-ups in the technology sector, this amendment
could give rise to a risk that it may become difficult to quickly raise funds from
foreign investors (including foreign venture capital).

In our experience, the regulator's review process is also becoming
increasingly detailed. Previously, approvals were obtained without detailed
guestions or inquiries. Recently, however, prior consultations with the
authorities have been required more often than not, including the completion
of a questionnaire with questions on both the target company and technical
information on its systems, management and cyber security protocols.

Investing in Japanese listed companies by purchasing the shares off market or
from newly issuance has always required time for authorisation, due diligence
and negotiations. Purely from a timing perspective therefore, we do not
believe this amendment will have a significant negative impact.

This amendment has given rise to concerns that the rights of shareholders will
be limited and therefore the recent trend towards strengthening corporate
governance will be undermined. Some Japanese companies may also
potentially allow for more control to be exercised over activist shareholders.
However, as indicated in the Q&A released by the Ministry of Finance on 25
October 2019, whether or not foreign investors are exempted from pre-
transaction approval under the FEFTA, Japanese companies will need to
continue to build further dialogue with shareholders as encouraged by the
guidelines of the Japan Financial Services Agency and the Tokyo Stock
Exchange.

NEXT STEPS

The subordinated regulations in relation to the amendment have not been
made public; it is expected that these regulations will be available for public
review and comment early next year. The government is then likely to aim for
the bill to come into force around April 2020.

Foreign investors should seek professional advice, and prior consultation with
the Bank of Japan is also recommended, particularly given that the regulated
sectors added in August 2019 are broadly defined and a large number of
additional investors will be caught by the proposed reduction of the pre-
transaction approval threshold from 10% to 1%.
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Exemptions may not be available for foreign investors who would like to have
the ability to nominate directors or propose divestments of businesses of the
target. Considering the recent trend toward detailed review processes, foreign
investors will need to plan the timeline of acquisitions carefully ahead of time.

4 | Clifford Chance November 2019



Reform of Foreign Direct Investment

Regulations in Japan: Expansion of pre-

transaction approval regime

CONTACTS

Tatsuhiko Kamiyama
Partner

T +81 3 6632 6395
E tatsuhiko.kamiyama
@cliffordchance.com

Timothy Merchant
Senior Associate

T +81 36632 6631
E timothy.merchant
@cliffordchance.com

Hitomi Kurokawa
Senior Associate

T +81 3 6632 6632
E hitomi.kurokawa
@cliffordchance.com

November 2019

Natsuko Sugihara
Partner

T +81 36632 6681
E natsuko.sugihara
@cliffordchance.com

Leng-Fong Lai
Partner

T +81 3 6632 6625
E leng-fong.lai

@cliffordchance.com

Yusuke Abe
Partner

T +81 3 6632 6332
E yusuke.abe

@cliffordchance.com

Masafumi Shikakura
Counsel

T +81 3 6632 6323
E masafumi.shikakura
@cliffordchance.com

Chihiro Ashizawa
Counsel

T +81 36632 6414
E chihiro.ashizawa
@cliffordchance.com

CLI FFORD
CHANCE

This publication does not necessarily deal with
every important topic or cover every aspect of
the topics with which it deals. It is not
designed to provide legal or other advice.

www.cliffordchance.com
Clifford Chance (Gaikokuho Kyodo Jigyo)
Palace Building, 3rd floor

1-1, Marunouchi 1-chome, Chiyoda-ku, Tokyo
100-0005, Japan

© Clifford Chance 2019

Abu Dhabi « Amsterdam ¢ Barcelona ¢ Beijing ¢
Brussels « Bucharest « Casablanca ¢ Dubai ¢
Dusseldorf « Frankfurt « Hong Kong e Istanbul ¢
London  Luxembourg « Madrid « Milan ¢
Moscow ¢ Munich « Newcastle « New York ¢
Paris « Perth « Prague * Rome ¢ S&o Paulo *
Seoul » Shanghai * Singapore * Sydney
Tokyo « Warsaw « Washington, D.C.

Clifford Chance has a co-operation agreement
with Abuhimed Alsheikh Alhagbani Law Firm
in Riyadh.

Clifford Chance has a best friends relationship
with Redcliffe Partners in Ukraine.

Clifford Chance | 5



	Reform of Foreign Direct Investment Regulations in Japan: Expansion of pre-transaction approval regime
	Japan has been tightening the regulation of the foreign direct investments since Spring 2019, though the threshold for the acquisition of shares in a Japanese listed company in regulated sectors above which foreign investors are required to obtain pr...
	background
	Foreign direct investment in Japan has generally been liberalised, and the Foreign Exchange and Foreign Trade Act of Japan (FEFTA) and a limited number of specific statutes have been used to regulate investments in certain restricted sectors, such as...
	However, Japan is increasingly seeking to align itself with the global trend towards broadening the range of sectors regulated under foreign direct investment regulations, (for example in the US, the EU and the UK) particularly in the technology sect...
	Accordingly, and as set out in our previous client briefing0F , as of 1 August 2019, the Japanese government expanded the list of the sectors for which pre-transaction approval is required. The newly added sectors include the production of equipment,...
	Further, from 26 October 2019, the scope of activities that are categorised as foreign direct investment has been expanded. The threshold was previously calculated based on percentage of issued shares, but the threshold is now also based on the perce...

	further tightening of regulations and exemptions
	On 22 November 2019, the Japanese Diet passed a bill to amend the FEFTA. These amendments include:
	(i)  lowering the threshold for pre-transaction approval from 10% to 1% in relation to acquisitions of shares in Japanese listed companies in Regulated Sectors;
	(ii) certain exemptions from the requirement of pre-transaction approval1F :
	 portfolio investments by certain financial firms (e.g. securities firms, banks, insurance companies and asset managers) are exempted. Such exemption is only applicable if all of the following criteria are met:
	(a) the investor does not exercise material influence over the management of the target, such as nominating directors or proposing the sale of a significant business2F  of the target; and
	(b) the investor shall not have access to non-public information on technology relevant to national security.
	 the exemption is not available to investments in highly sensitive industries (such as weapons production, nuclear power, electrical power and communication) or to an investor who is a foreign government or entity owned by a foreign government.
	(iii)  consolidation of the notification regime for limited partnerships. Where the foreign ownership of a partnership style fund is more than 50% or where a general partner (GP) is a non-resident, the GP will be able to submit a consolidated approva...

	IMPACT ON YOUR BUSINESS
	There are a growing number of foreign investors with substantial holdings in listed companies in Japan. The 1% threshold is obviously very low, and we expect that many foreign investors will face additional filing requirements and increased administr...
	Shareholder activism in Japan may also be impacted. Although a Q&A released by the Ministry of Finance on 25 October 2019 explains that shareholder activists are not the target of the amendments, this is difficult to reconcile with the fact that havi...
	One possible benefit for foreign investors is that this amendment will provide clarity on the necessity of pre-transaction approvals for the acquisition of shares in Japanese listed companies. Currently, investors need to determine whether a pre-tran...
	Foreign participation in Japanese IPOs in Regulated Sectors could also be impacted because of the need for underlying subscribers holding more than 1% of the shares to obtain separate approvals. This means, from the perspective of Japanese start-ups ...
	In our experience, the regulator's review process is also becoming increasingly detailed. Previously, approvals were obtained without detailed questions or inquiries. Recently, however, prior consultations with the authorities have been required more...
	Investing in Japanese listed companies by purchasing the shares off market or from newly issuance has always required time for authorisation, due diligence and negotiations. Purely from a timing perspective therefore, we do not believe this amendment...
	This amendment has given rise to concerns that the rights of shareholders will be limited and therefore the recent trend towards strengthening corporate governance will be undermined. Some Japanese companies may also potentially allow for more contro...

	Next steps
	The subordinated regulations in relation to the amendment have not been made public; it is expected that these regulations will be available for public review and comment early next year. The government is then likely to aim for the bill to come into...
	Foreign investors should seek professional advice, and prior consultation with the Bank of Japan is also recommended, particularly given that the regulated sectors added in August 2019 are broadly defined and a large number of additional investors wi...
	Exemptions may not be available for foreign investors who would like to have the ability to nominate directors or propose divestments of businesses of the target.  Considering the recent trend toward detailed review processes, foreign investors will ...



	This publication does not necessarily deal with every important topic or cover every aspect of the topics with which it deals. It is not designed to provide legal or other advice.
	www.cliffordchance.com
	Clifford Chance (Gaikokuho Kyodo Jigyo)
	Palace Building, 3rd floor
	1-1, Marunouchi 1-chome, Chiyoda-ku, Tokyo 100-0005, Japan
	© Clifford Chance 2019
	Abu Dhabi • Amsterdam • Barcelona • Beijing • Brussels • Bucharest • Casablanca • Dubai • Düsseldorf • Frankfurt • Hong Kong • Istanbul • London • Luxembourg • Madrid • Milan • Moscow • Munich • Newcastle • New York • Paris • Perth • Prague • Rome • ...
	Clifford Chance has a co-operation agreement with Abuhimed Alsheikh Alhagbani Law Firm in Riyadh.
	Clifford Chance has a best friends relationship with Redcliffe Partners in Ukraine.

