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[Summary of Facts]

From around 1982, X (Plaintiff, Appellee, Appellee in Final Appeal) used self-developed technologies in domestically-produced printers (the “Devices”) and sold them to its subsidiary, non-party Company A, a United States corporation. Company A sold the goods within the United States and in Central and South America.
On 28 June 1976, non-party Company B, a United States corporation, obtained United States Patent No. 4118129 (the “US Patent”). Further, on 1 July 1975 Company B applied for a corresponding patent in Japan, and the application was laid open on 3 March 1976 (the Japanese patent registration was 14 January 1988).

To counter the reduced market share its products faced in the United States due to products made by Japanese businesses (including X), Company B made an application (the “Application”) to the International Trade Commission (ITC) across the period March 1983 to January 1984, claiming, amongst other things, that the Japanese products infringed Company B’s US Patent, and seeking an injunction against the importation of those products to the United States.

Company B proposed a settlement with X consisting of X paying usage fees (royalties) in exchange for the withdrawal of the Application. X, fearing the possibility of a protectionist ruling for United States corporations by an ITC stressed by Japan-US trade friction, entered settlement negotiations on 17 November 1983, signing a contract to that effect (the “Contract”). At the time, the corresponding Japanese patents held by Company B were not an issue.

X paid Company B (with no withholdings for taxes) US$400,000 in December 1983 and US$360,000 in April 1984 (the “Payments”) pursuant to the Contract.

On 29 June 1985, Y (Defendant, Appellant, Appellant in Final Appeal), a District Director of the Tax Office, designated the Payments as domestic source income falling under Income Tax Act Article 161(vii)-(i), sent taxation notices regarding the obligation to pay taxes and levied additional taxes for non-payment. X sought the rescission of these dispositions on the basis that the Payments were not domestic source income. Y lost in the first trial (Tokyo District Court, 27 October 1992, Gyosei Reishu Vol. 43 No. 10: 1336) and the second trial (Tokyo High Court, 15 December 1998, Hanrei Taimuzu No. 1061: 134). Y submitted a final appeal.

[Summary of Decision]

Appeal dismissed (2 dissenting opinions).
(1) “Based on the above facts, Company B made the Application requesting an injunction against importation of the Devices to prevent the expansion of sales of the Devices in the United States. By accepting the Contract, the disputes between X and Company B regarding the US Patent (which is valid only in the United States) were resolved, enabling the continued importation of the Devices into the United States. It follows that we understand the Payments to have been made as a license fee for the United States Patent.”
(2) “In the Contract, there is wording where in effect Company B gives permission for X and its affiliated companies to manufacture their Equipment worldwide pursuant to the US Patent on the condition of royalty payments by Company B,…and wording to the effect that the Payments are consideration for the resolution of the dispute pending between X and Company B regarding the termination of the Application and the US Patent…..but these are merely incidental to the establishment of the substance of the agreement in the above Contract – they have no impact on the above determination that the Payments were paid as a license fee for the US Patent within the United States.”
(3) “Further, the clause to the effect that Company B and its affiliated companies will not assert rights based on the patent rights in the US Patent which they own or control…. is, moreover, a clause regarding equivalent patent rights owned or controlled by Company B and its affiliated companies, excluding the US Patent that formed the title to the royalties under the Contract, and can be understood as an mutual agreement, without consideration, between this and the patent rights owned or controlled by X and its affiliated companies, to not assert rights, and therefore has no impact on the above determination.”    

(4) “Furthermore, X itself is not importing and selling the Devices into the United States, and is not in a position where it would be called into question over infringing the US Patent, but it would be a great economic blow for those affiliated United States subsidiaries if they were unable to carry out sales of the Devices in the United States. In light of this, X entering into the Contract in order to facilitate its subsidiaries’ businesses cannot said to be unusual” 
(Items (2) through (4) were not separate paragraphs in the original document)
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