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Nihonbashi Tax Office Superintendent 
(Defendant, Intermediate Appellee, Final Appellant) 

Vs.

X1, X2
Trustees in Bankruptcy for Shoko Nippon Corporation 

(Plaintiffs, Intermediate Appellants, Final Appellees) 

[Summary of Facts]

A company in bankruptcy, A, was incorporated in 1950 and was in the finance business utilizing a method called ‘shareholder mutual financing.’ However, Company A was declared bankrupt in July 1954, and X1 and X2 (Plaintiffs, Intermediate Appellants, Final Appellees) were assigned as trustees in bankruptcy. Defendant Y (Intermediate Appellee, Final Appellant), the Nihonbashi Tax Office Superintendent, calculated Company A’s income for the accounting periods of 1952 and 1953, at which time Y did not include Company A’s costs in giving ‘preferential treatment’ to shareholders in Company A’s losses, issued a tax assessment, and imposed arrearage. In response, X1 and X2 asserted that the relevant costs were akin to the interest paid by a bank on deposits, and should be treated as losses. X1 and X2 sought, as a primary claim, a declaration of the invalidity of the tax assessment as well as the imposition of arrearage, and as an alternative claim, the rescission of the same. This case ruled on the alternative claim. (The lower court dismissed XX’s primary claim and XX’s final appeal with regard to the same was dismissed on the same day as this decision; Case No. 2 
 (Gtu) of 1966, Shomu Geppo Vol. 15 No. 10: 1205.)

Company A’s business purposes included money lending, and it adopted the method known as ‘shareholder mutual financing’ described below as a means of acquiring funding. Firstly, Company A chose the method of repeatedly issuing new shares to persons connected to the company, such as Company A’s executives, as subscribers to shares in name only, setting up the appearance of payment by the use of ‘show money,’ and prepared bearer share certificates, which the company marketed to the general public. The following agreements were made and executed between applicants and the company. The applicants had the company pay the share purchase price on their behalf, and paid the company back in installments. When the repayments were complete, the company delivered the share certificates to the applicants. The people who received the share certificates were allowed to receive loans from Company A after a certain period of time, up to three times the face value of the shares they owned, up to a certain maximum limit. The shareholders who did not desire loans received a certain proportion of money regardless of the company’s profits or accounting periods, under the name of ‘preferential shareholder payments.’ If a shareholder wished to transfer his shares, the company paid the transfer price equivalent to the face value on behalf of the shareholder. This type of ‘shareholder mutual financing’ that Company A adopted as described above was not unique among financing of this type. However, it was unclear as to under what conditions a shareholder’s right to receive a loan was acknowledged, to what extent loans were made to non-shareholders, whether the above described agreements with the shareholder were merely agreements between the parties or whether there were provisions in the Articles of Incorporation, or whether there were dividend distributions as prescribed under the Commercial Code other than the ‘preferential shareholder payments’.

The court at first instance (Tokyo District Court decision, 25 October 1961, Gyosai Reishu Vol. 16 No. 10: 1666) dismissed XX’s claim for rescission on the grounds that “the source of the ‘preferential payments’ was the relationship between Company A and the shareholders, and the amounts paid were determined based on the shares held,” and therefore, the payments could not be interpreted to be interest. Also, “it was difficult to categorize the money paid as compensation for not applying for a loan or money paid as a necessary expense of the acquisition of funding.” When XX’s appealed, the lower court revoked the decision of the court at first instance and allowed XX’s alternative claim for the reasons outlined below (Tokyo High Court decision, 21 October 1965, Gyosai Reishu Vol. 16 No. 10: 1650). The lower court ruled that, firstly, in general, “the decision as to whether certain disbursements are treated as constituting profits or losses should be made, without being bound by the appearance of the legal formalities, by analyzing the reality of the relevant company’s management, and by a substantive grasp and examination of the role and function of the relevant disbursements play in the management of the company.” In light of the unique method of the payments in made for the shares, the fact that the disbursements of the ‘preferential shareholder payments’ were made regardless of the company’s profit, and also the fact that the company made the payments for transfer of shares on behalf of the shareholders, it could be said that the members purchased shares principally expecting high ‘preferential shareholder payments’, and Company A’s shares were, in substance, a means to collect deposits and installments for the company. It followed that the corresponding ‘preferential shareholder payments’ were nothing other than akin to interest on deposits paid as consideration for the use of funds. The lower court ruled that “from the standpoint of corporate accounting, the relevant expenditure on ‘preferential shareholder payments’ were regarded as Company A’s losses for Corporations Tax Act purposes.”

Y asserted as grounds for Y’s final appeal that the lower court’s decision was a mistake in that it found that the funding for the capital increase was carried out by means of ‘show money’ and that therefore there was no substantive payment in. Y also asserted that the company’s capital was increased by the applicants’ payments of amounts equivalent to the share transfer payments, and that the relevant ‘preferential treatment’ expenditures were hidden profits and should be treated as profits, not losses.

[Summary of Decision]

The lower court decision was reversed and XX’s appeal was dismissed.

“Although we found some peculiarities in Company A’s procedures for acquiring capital, … the company increased its capital by receiving amounts equivalent to the share price through installment repayments made for new shares by the purchasers of the same, thereby accomplishing the acquisition of capital by means of a capital increase. We cannot say that the issue of these shares was obviously invalid, and what the purchasers of the shares acquired was nothing other than the status of shareholders. We cannot agree with the lower court’s decision, which ignored the legal status of these shares, which was that they were in valid and current existence. All the benefits of receiving loans from Company A and ‘preferential shareholder payments’ were enjoyed by becoming shareholders of Company A. The ‘preferential shareholder payments’ above could hardly be understood as akin to interest on deposits for shareholders who did not substantively contribute any money other than the payment in for the new shares for the capital increase described above.

Moreover, even if we interpreted these ‘preferential shareholder payments’ as expenses necessary to facilitate capital acquisition under the Corporations Tax Act, these expenditures did not even fit the category of interest paid during the founding of a company prescribed in the Commercial Code, and we cannot find them eligible for inclusion in the company’s losses. Also, if we were to interpret them as being distributed corresponding to the payments for shares by the purchasers described above, the nature of these payments would be nothing other than dividends on shares, and this court has already ruled that such expenditures are ineligible for inclusion in a company’s losses in the Grand Bench decision of 13 November 1968 (Case No. 944 (o) of 1961; Minshu Vol. 22 No. 12: 2449). Although, the ‘preferential shareholder payments’ were paid in a set amount regardless of profits or accounting periods to only those shareholders who did not desire loans, it is still proper to regard these payment as a type of dividends. It is therefore difficult to accept the lower court’s decision ruling that these payments constituted losses for Company A, and we find that there are grounds for argument criticizing the lower court’s decision as a misinterpretation of the Corporations Tax Act.”

[Keywords]

� Error in commentary describing this case as “Case No. 4,” has been corrected to “Case No. 2” here in compliance with Shomu Geppo Vol. 15 No. 10: 1205.
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