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[Summary of Facts]

There are various models among companies using ‘shareholder mutual financing’, and the model that S Finance Company employed in this case was typical in nature. According to the facts established by the lower court, the business model adopted by S company was as follows: (1) The company issued shares by means of a capital increase; (2) The shares newly issued through the capital increase were first subscribed to as a whole by a certain shareholder (mainly the president of the company), and then transferred to the general public; (3) The above shareholder transferred his shares, as a general rule, in exchange for daily or monthly payments to people who desired to receive transfers of the shares, and when this occurred, the company acted as intermediary to facilitate the transfer to the transferees; (4) Where this occurred, in order to avoid the transferor having to take the trouble to receive daily or monthly payments for the shares directly from the transferees, the company paid the total price of the shares at the outset to the transferor on behalf of the transferees, and the transferees made daily or monthly repayments to the company, which had paid the transferor on their behalf; (5) Those who received the share transfers and completed their repayments were then eligible to receive loans from the company for up to three times the face value of the shares; and (6) Those who received the share transfers and completed their repayments but did not then take the loans described in (5) above received payments from the company that were made at a fixed rate and were known as ‘preferential shareholder payments’. It should be noted that there was no shareholders’ meeting resolution passed in relation to the payment of the ‘preferential payments’. (There were situations other than the above among ‘shareholder mutual financing’ methods where the company usually facilitated the share transfers for people who wished to collect their capital, and sometimes there were agreements in which the company agreed to take back the shares at face value. However, these facts were not established in this case.)

Turning to this case, the company took a position that the ‘preferential shareholder payments’ described in (6) above were not “distributions of profits received from a corporation” under Article 9(1)(ii) of the Income Tax Act, and that Article 37 of the same Act, which prescribed the obligation to withhold at source with respect to distributions income was not applicable, and did not withhold at source. However, the Tax Office with jurisdiction ruled the preferential payments subject to withholding at source and imposed additional taxation to be withheld at source based on the position that the ‘preferential payments’ were distributions of profits, and notified the company of the ruling. After the company demanded a re-assessment, which was dismissed, the company demanded a further re-assessment from the local Director of the National Tax Bureau, but this was also dismissed. This case was filed against the Director of the National Tax Bureau claiming the rescission of the above dismissal ruling. The Director of the National Tax Bureau lost at both first and second instances, and a final appeal was filed, however the National Tax Bureau was unsuccessful in even the Supreme Court, where the dismissal of the final appeal was handed down on 7 October 1960. This decision by the Supreme Court not only exerted significant influence on tax administration with respect to this issue, but also incorporated hints as to the Court’s attitude towards tax law interpretation, and is no doubt a case that ought to be regarded as important and command attention among the small number of Supreme Court decisions on taxation law.

The company’s arguments were, in outline, that where the meaning of distribution of profits is concerned, not only does the Income Tax Act not contain any particular special provision that should be recognized as the adoption of a different concept of profit distributions than that under the Commercial Code, but also, pursuant to the principle of ‘no taxation without law’, the proper approach is to refrain from excessively analogous or broad interpretations of taxation law concepts. It follows that distributions of profit under the Income Tax Act, limited to where corporations are concerned, should be interpreted to mean the distributions prescribed in Article 290(1) of the Commercial Code; that is, the monetary amounts a company pays to its shareholders in accordance with a resolution of a shareholders’ meeting, being the balance of the net profit designated by the company’s profit and loss calculations for the accounting period, after statutory reserves and others amounts have been deducted. As the ‘preferential payments’ in this case were not paid based on profit and loss calculations, nor in accordance with a resolution of a shareholders’ meeting, and contravened the principle of equal rights for shareholders, the company asserted, that they did not fall under the concept of distributions under the Commercial Code, that is, the Income Tax Act.

The main arguments made by the local Director of the National Tax Bureau were as follows. The concept of profit distribution under the tax system should be constructed in a manner consistent with the ingrained perspectives of that system. Considering the matter from this point of view, distributions of profit under the tax system were not limited to distributions carried out legally and properly under the Commercial Code, but should be interpreted in a practical sense, that is, to include all distributions of company assets to shareholders as consideration for equity investments in their capacity as shareholders, excepting repayment of funds by capital reductions and the distribution of residual assets. Moreover, it was clear that the Commercial Code itself anticipated this type of concept of distributions in a practical sense, and it was not proper to limit distributions under the tax system to those carried out legally and properly pursuant to the provisions of the Commercial Code, as the company asserted. This summarizes the arguments made by the local Director of the National Tax Bureau.

The lower court allowed almost all claims by the company, and ruled that, under Japan’s unified legal system, where the Constitution is the highest law, the same term, in principle, should be interpreted to have the same meaning, in the absence of special circumstances. There were no special provisions in the Income Tax Act, nor were there any rational reasons compelling a different interpretation of the same term than that in the Commercial Code, and accordingly, the meaning of profit distributions under the Income Tax Act should, limited to where corporations were concerned, also mean the distributions prescribed in Article 290(1) of the Commercial Code. The lower court ruled in the company’s favor for the reasons described above.

[Summary of Decision]

The Supreme Court also dismissed the final appeal by the local Director of the National Tax Bureau on grounds slightly different than the lower court as follows.

“It should be understood that the Commercial Code implements various legal regulations in order to ensure that profit distributions are carried out properly, based on the concept of profit distribution in the business world (that is, an amount paid from profit, based on profit and loss calculations, to shareholders, corresponding to their equity investment in shares). (For example, the prohibition on ‘false distributions’ (Article 290 of the Commercial Code), and the prohibition on distributions contrary to the principle of equal rights for shareholders (Article 293 of the Commercial Code)). Moreover, the Income Tax Act does not contain any particular provisions that should be regarded as adopting a different concept of profit distributions than that accepted in the business world, on which the Commercial Code is based. It is therefore proper to understand that the Income Tax Act adopts the same concept of profit distributions as that on which the Commercial Code is based. Consequently, this approach means that profit distributions under the Income Tax Act are not necessarily limited to those carried out legally in accordance with the provisions of the Commercial Code. Those subject to regulation by, and considered unlawful from the viewpoint of, the Commercial Code (for example, false distributions and distributions contrary to the principle of equal rights for shareholders) should also be included in profit distributions for the purposes of the Income Tax Act. However, according to the facts established by the lower court, the ‘preferential payments’ to shareholders in this case were paid regardless of profits under profit and loss calculations, and it could hardly be concluded that they were be merely payments of profit corresponding to equity investments in shares. We cannot readily find that they were the same in nature as the corporate profit distributions described above. It follows that the ‘preferential payments’ did not fall under profit distributions under Article 9(1)(ii) of the Income Tax Act, regardless of whether or not they were income under the Income Tax Act, or whether or not all or part of these payments were regarded as profit when calculating corporate income. It follows that the correct view is that the company did not have an obligation to withhold tax at source with respect to these payments in accordance with Article 37 of the Income Tax Act.”

[Keywords]
� The general historical background of the ‘shareholder mutual financing’ preceding the portion of the commentary quoted below has been omitted.
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