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ACCJ Viewpoint

Recommendation

The American Chamber of Commerce in Japan
(ACCJ) urges the Ministry of Justice, National
Tax Authority and other responsible ministries
to revise the Corporation Law, Corporate Tax
Law and industry specific laws as necessary to
improve the process by which foreign company
branches reorganize their Japan operations as
locally incorporated entities, creating a one-step
procedure that eliminates legal and tax impacts
of such transactions to foreign incorporated
companies (hereinafter “foreign companies”)
disproportionately larger than to local ones.

Issues

1. Trend Towards a Government
Preference for Foreign Companies in
Financial Conglomerates to Establish
Local Entities Over Branches

Recent changes to Japanese law have indicated a
trend towards a government preference of having
foreign companies in financial conglomerates
establish Japanese legal entities.

A. Article 821 and “Pseudo-foreign
Companies”

The “pseudo-foreign company” provision under
Article 821 of the new Company Law created
significant ambiguity when it was added without
specific public notice of the change after the
government published its response to public
comments prior to the bill’'s submission to the

Diet in 2005. The provision states that a foreign
company may not do transactions on a continuous
basis in Japan if its principal place of business is

in Japan or its principal purpose is to do business
in Japan. If a foreign company is found to be a
“pseudo-foreign company,” it has no existence
under the law and liability for its transactions
flows through to those people who undertake the
transactions on behalf of that company. During the
Upper House Legal Affairs Committee deliberations
over Article 821, ministry officials explained that
the provision was intended to protect consumers
against the possible misuse of foreign branches by
malicious people.

Unfortunately, the plain wording of the provision
exposes many branches, including those of well-
established foreign companies, to significant legal
risk. The Ministry of Justice sought to mitigate
the impact of this provision by publishing an
interpretive circular (tsutatsu) and guidelines;
however, these neither bind the courts nor alter
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the plain meaning of the statute and, therefore,
fail to eliminate the problem.

B. Foreign Financial Services
Conglomerates

Many foreign financial services companies
originally established their Japan businesses
as branches with approval from Japanese
regulators who wanted the backing of the
overseas headquarters to protect Japanese
customers and creditors.

Nevertheless, Japan’s regulatory environment
over the past few years has indicated a trend
towards the government’s preference of
establishing local entities rather than branches.

For example, in 2004, the FSA established a new
Financial Services Conglomerates Office that has
introduced and steadily revised Guidelines for
Financial Services Conglomerates (“*Guidelines”).
These Guidelines require that the parent company
in the conglomerate, as a “management company,”
fulfill certain oversight and compliance functions.
While the Guidelines recognize that foreign
financial services conglomerates may do business
in Japan through structures other than under the
umbrella of a locally incorporated financial services
holding company regulated by the FSA, they do
not provide concrete guidance on how branches

in Japan can be governed in coordination with

the conglomerate’s other operations. In contrast,
concrete guidance is provided in the law and
regulations applicable to a financial services holding
company under FSA oversight.

Since they are part of a foreign company off-
shore, branches cannot be brought under

a holding company formed in Japan. This
creates a situation in which foreign financial
services conglomerates with branches are
required to exercise certain control functions
under the Guidelines for Financial Services
Conglomerates but are restricted in their ability
to do so on-shore in Japan depending upon the
interpretation of other regulations and guidelines
that govern their operations in Japan.

Further, the FSA has given guidance to at

least one industry association that it has a
preference for a financial services holding
company incorporated onshore in Japan as a
legitimate means of controlling conglomerate
operations onshore. Recent FSA announcements
of sanctions imposed on foreign financial services
companies call into question whether any other
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form of control on-shore in Japan other than

a financial services holding company would be
acceptable. The results of these orders have
been to create ambiguity that causes risk for
foreign conglomerates eager to comply with the
laws of both Japan and their home jurisdictions.
The resolution to this dilemma is to create a
simple procedure for foreign financial services
conglomerates to convert their branches in Japan
to Japanese corporations and set up financial
services holding companies to own and control
them as subsidiaries.

For foreign companies with a head office or
operations only in Japan, the easiest way to achieve
this result would be to amend the Companies Law
to allow foreign companies to convert overnight to
Japanese entities by means of a simple registration
procedure. Such a procedure exists in a number
of important global business jurisdictions, including
in such U.S. states as Delaware and California,

and generally requires the foreign entity to file

new articles and to certify at registration that such
conversion has been approved in advance by its
board, shareholders or in the manner provided for
by documents governing the internal affairs of the
foreign entity.

In addition, the Government of Japan should
permit the merger of foreign corporations into
Japanese corporations. This is allowed by the laws
of a number of other countries and jurisdictions
provided that merger with a foreign entity is
permitted in the foreign corporation’s jurisdiction,
including in leading business jurisdictions in the
U.S. such as Delaware, New York and California.
Other foreign companies that are principally doing
business in Japan but have substantial operations
elsewhere may prefer instead to transfer their
Japanese assets to a Japan-incorporated entity.
Consistent with the trends described above, and
with recent efforts by the Japanese government to
attract foreign capital and financial activity, legal
and tax revisions should be made to facilitate this
migration to a Japanese corporation either by way
of conversion, merger or asset transfer as smoothly
as possible.

II. Japanese Laws Hinder Migration to a
Japanese Entity

Japan’s existing corporate and tax laws make
redomestication of an established foreign branch
difficult and prohibitively expensive. Currently,
foreign company branches can reorganize as a
local entity only through an asset transfer (eigyo
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joto) of the existing Japan business to a newly
formed corporation or through a contribution
in-kind (genbutsu shusshi) to the new entity.
Nevertheless, redomestication under these
methods creates substantial disruption for
customers, employees and business partners.

e Contracts must be transferred. Contracts

need to be individually re-signed or transferred
with the consent of the counterparty. Business
partners, customers, vendors, agents, lessees
and lessors may ask for better treatment in

their new agreements using the need to transfer
contracts as leverage to renegotiate terms and
conditions. Inevitably, some of these parties may
not sign a new contract, possibly disrupting or
delaying the domestication process. In addition to
individual new employment contracts with each
employee, the company will need to negotiate
with the union or employee representative.
Employees transferring to a new entity may have
a claim for retirement pay.

e More complicated and costly regulatory
procedures. Because regulatory licenses currently
cannot be transferred, the foreign company

and regulator must go through a redundant,
expensive and months-long licensing process

for the new re-domesticated entity. The new
entity must be fully licensed and staffed in order
to accept the transfer of the regulated business
from the branch. Business transfer requirements
under industry-specific laws erect additional
barriers for certain types of companies because
some rules are premised on an assumption that
the transfer is the result of a business failure or
closure. (For an example of the impact on foreign
financial services companies, please see ACCJ’s
viewpoint entitled “Revise Portfolio and Business
Transfer Provisions under Japan’s Insurance
Business Law.”)

e Unequal tax and accounting treatment for
foreign companies. The cost of business transfers

can be prohibitive as tax and accounting events
are recognized in Japan. Japanese capital gains
and consumption taxes apply in an asset transfer
(eigyo joto). A tax deferred contribution in-

kind (genbutsu shusshi) from a branch to a
newly incorporated Japanese corporation can be
conducted if certain conditions are met, but one
of those conditions is that the branch remain in
Japan to own the shares of the new subsidiary.

A transfer of the shares from the branch to a
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holding company that would own all the shares of
affiliates, even if on-shore in Japan and wholly-
owned by the same parent, would be a taxable
transaction. This makes it impossible to bring

a branch under a single holding structure in a
tax-efficient manner. Moreover, a tax-deferred
contribution in-kind does not avoid consumption
tax on the assets transferred from the branch to
the new company. Further, despite changes in the
Corporation Law to limit the requirement, under
ordinary circumstances an auditor appointed by

a court may need to value the assets, which is a
time-consuming and costly procedure.

On the other hand, Japanese companies have

a variety of options that allow tax deferral in
corporate restructurings. Under Company Law
rules for corporate separation (kaisha bunkatsu)
and merger (gappei), and under many industry-
specific laws, a Japanese company undergoing
structural or ownership change avoids many of the
problems noted above. To cite another example,
under the postal privatization laws, Japan Post is
explicitly exempted from incurring these burdens
when its businesses are transferred to newly
created entities because Japan Post is being
compelled to transfer its businesses.

Allowing a foreign corporation to convert or

to merge into a Japanese corporation would
address most of these problems. A conversion
or merger is tax free. Conversion or merger
does not require the consent of counterparties

to contracts (although creditors can elect to

be paid). For regulated financial institutions,

the notice requirements to customers and FSA
approval requirements are generally less onerous
for a demutualization or merger than for an asset
transfer. For situations in which conversion or
merger is not practical, corporate, tax and other
laws should be revised to permit the migration of
a foreign company branch’s business to another
entity in an overnight, one-step process with as
little disruption as possible, and on terms that
minimize the impacts of such a transaction in a
manner similar to a merger.

III. Japanese Law Should Bring Foreign
Company Localization in Line with
Rules Available to Japanese Companies

Accordingly, the Government of Japan should
enable a better process for conversion of foreign
companies’ branches into Japanese corporations, by
amending the Companies Law to allow for mergers
of foreign companies into Japanese corporation and
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by improving the following procedures:

1. Government filings. Foreign companies
should be able to submit a plan for
appropriate ministry approval on a level
equal to that required of restructuring
domestic companies. Filings should detail
among other things the contracts and
liabilities to be transferred, how the new
entity will be capitalized, and how plans
satisfy the conditions of existing licenses
and approvals.

2. Contractual continuity, notices, non-
disapproval. Disruption in contractual,
regulatory and other relationships should
be minimized as much as possible through
a public notice procedure in which a
failure to object is deemed to be consent.
Such treatment would be consistent
with corporate restructuring procedures
under some Japanese laws, and would
enable migration on a level closer to those
procedures available to local companies.

3. Regulatory procedures. Localization of a
foreign company as a Japanese entity

should be streamlined into a one-step
process to make transition as efficient as
possible, including by allowing a branch
to transfer licenses and approvals to the
new entity if business conditions in the
new entity after transfer would continue
to satisfy requirements for those licenses
and approvals.

4. Tax parity, asset valuation. Restructuring
of a foreign company branch as a Japanese

entity should be exempted under Japanese
tax laws from capital gains tax recognition
(including on transfer of shares to a new
holding company), and consumption and
other taxes. Moreover, requirements for an
audit by a court-appointed auditor should
be eliminated when the migration is treated
as an in-kind contribution to a local entity.
Procedures for certification by private
accounting, audit or legal professionals
should be further developed to enhance
the practical value of this alternative to the
court appointed audit.
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