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Japan Disproves Fears of Territorial Taxation
By
Tax Foundation Staff
This is the second case study in a series on territorial tax systems in other countries. The intent of the study
is to see what lessons the U.S. can learn from other countries’ experiences and to evaluate the validity of
some of the fears critics express when discussing what would result if the U.S. were to move to a territorial
system.

“Through the introduction of this system, the profits repatriated into this country are anticipated to be put to use
for vitalization of the Japanese economy in the wide-ranging and various fields, such as capital investment,
research and development, employment, etc.” —Japan Tax System Council, 20081
Prior to 2009, “Japan’s international tax system bore a remarkable resemblance to that of the United
States.”2 It taxed on a worldwide basis, provided foreign tax credits, allowed deferral of tax on active income
until repatriation, and claimed the highest corporate tax rate in the developed world. In introducing the
2009 budget, however, the Japanese Minister of Economy, Trade, and Industry (METI) announced that his
country would pivot to a policy of territorial taxation as part of a “new growth strategy” designed to
stimulate innovation in Japan through strengthening the competitiveness of Japanese firms in foreign
markets and encouraging repatriation of overseas earnings.3
In the run-up to 2009, Japan’s leaders became very concerned with the accumulation of foreign earnings
held overseas, which increased from ¥138 billion ($1.1 billion) in 2001 to ¥3.2 trillion ($28 billion) by
2006. Officials believed that this pool of earnings represented foregone investment in Japan, and that the
barrier to repatriation increased the risk that R&D operations would be moved abroad.4 Before the policy
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Toshio Miyatake, Japan’s Foreign Subsidiary Dividends Exclusion (paper presented at University of California at Berkeley School
of Law, Institute for Legal Research & Robbins Religious and Civil Law Collection, Sho Sato Conference, Mar. 9-10, 2009), at 5,
http://www.law.berkeley.edu/files/sho_sato_tax_conf_web_paper--miyatake.pdf.
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How Other Countries Have Used Tax Reform to Help Their Companies Compete in the Global Market: Hearing Before the H.
Comm. on Ways and Means, 112th Cong. (May 24, 2011) (statement of Gary M. Thomas, Partner, White & Case LLP),
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Investment (June 25, 2008), at 49, http://www.jct.gov/x-55-08.pdf [hereinafter JCT, Economic Efficiency].
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change, a survey by METI found that 21 of 46 companies intended that they would spend repatriated
earnings on upgrading domestic production and R&D facilities.5
A second concern was the competitiveness of Japanese firms in the world marketplace. With an aging and
shrinking population, officials recognized that sustained economic health would originate in growth of
Japanese firms abroad. A simpler, territorial system, it was thought, would allow firms to grow abroad and
“ultimately lead to additional investments and job creation within Japan.”6 To further promote the
competitiveness of its companies and attract investment, Japan also announced plans to lower its corporate
tax rate by five percentage points, bringing its combined rate just below the U.S. combined rate. According
to one Japanese tax professional, “the government concluded that the adoption of a foreign dividend
exemption system itself would not unduly influence corporate decisions as to whether to establish or move
operations overseas.”7

The government reported that dividend
remittances increased 20 percent from
2009 to 2010, indicating that the policy
may have induced the intended effect.12
Japanese repatriation again made the news
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Policy Change

Japan produced an international tax system with a 95-percent exemption for foreign-source dividends,
which also permits deductions of all “necessary and reasonable expenses” associated with foreign income on
home country taxes.8 To guard against erosion of the corporate tax base through income shifting, Japan
enacted a series of strict transfer pricing and reporting regulations.9 It now imposes rules based on effective
tax rates of controlled foreign corporations; if any subsidiary pays an effective tax rate to foreign tax
authorities of less than 20 percent and cannot prove that it is actively engaged in business, the dividend
exemption does not apply.10 The system
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in 2011, as Japanese firms announced they would repatriate foreign earnings to help finance the posttsunami recovery.13 It is also worth mentioning that the Wall Street Journal reports that “Japanese companies
are in the midst of the biggest boom in overseas investment the country has ever seen.”14 They have been
aggressively acquiring foreign companies and engaging the global markets just as the policy intended.
The consequences for U.S. policy are perhaps best captured in the recent musings of Mieko Nakabayashi, a
member of the Japanese House of Representatives. She observes:
With most of the world—Japan included—cutting corporate tax rates and employing
territorial tax systems to remain competitive, the U.S. must surely know that its hesitancy to
do these things is handing the advantage to its international competitors. They will suffer
from that hesitancy while we and others outside the U.S. will benefit.15
Data

Policy Change

Since the policy change in 2009, Japan’s
Figure 2. Japanese Real Wage Index
unemployment rate has trended
(2003 = 1.0)
downward, similar to the OECD average
1.02
(Figure 1, above). Relative to ten years ago, 1.01
1.00
Japan’s unemployment rate has been
0.99
0.98
reduced, contrary to the U.S. or OECD
0.97
averages. In addition, economy-wide wages 0.96
have picked back up after a sustained drop 0.95 Source: Japanese Ministry of
0.94 Internal Affairs and
off from 2006 to 2009 (Figure 2).16 These 0.93 Communications, Tax
phenomena are not entirely attributable to 0.92 Foundation Calculations
0.91
the territorial system, particularly because
of Japan’s concurrent struggle with the
strength of the yen, the global recession,
the beginning of recovery, and the 2011 tsunami, but the tax policy transition itself has certainly not dealt
an obvious blow to the Japanese labor force.
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Regarding corporate tax receipts, the Japanese government reports that it increased collections in 2010 and
projects that receipts will remain stable for fiscal years 2011-2012 (Figure 3, below).17 The OECD also
reports that receipts ticked up as a share of GDP in 2010, and Japan’s score remains higher than the OECD
GDP-weighted average (Figure 4, below).18 Though corporate tax receipts are sensitive to a host of factors,
particularly growth in the economy, it appears that the territorial system has not caused immediate erosion
of the tax base.
What do these data tell us? In the first three years of the new territorial taxation policy in Japan, not one of
the popular fears has become a reality. While outbound FDI is up from 2009,19 this is by the design of
Japanese policymakers; foreign investment represents new growth opportunities for the domestic Japanese
economy as its companies engage the world marketplace. The unemployment rate is down, wages are up,
and corporate tax revenues have remained stable. This is antithetical to what opponents of a U.S. territorial
system might expect.
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Figure 3. Corporate Tax Revenue
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