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Tax Supreme Court Decides to Classify a Delaware LPS
a as a “Corporation” for Japanese Tax Purposes

On July 17, 2015, the Second Petty Bench of the Supreme Court held

that a limited partnership (an “LPS”) formed under Delaware law shall

be treated as a corporation for Japanese tax purposes.

The primary issue in this case was whether an LPS formed pursuant to
the Delaware Revised Uniform Limited Partnership Act (the “Act”) to
conduct the business of leasing real properties in the United States
should be treated as a pass-through entity such as a kumiai, or as a
corporation (such LPS, the “Delaware LPS”), for Japanese tax purposes.
If treated as a pass-through entity, then any loss arising from the U.S.
business of the Delaware LPS is attributed to its individual contributors,
allowing them to offset such loss against their other income under the
applicable income tax law, while if treated as a corporation, any such
loss is attributed to the Delaware LPS, and individual offsetting would
not be allowed.

The Supreme Court held that the criteria for determining whether a
foreign hybrid entity is a “corporation” for Japanese tax purposes should
be based on the following two step inquiry: (i) whether or not the
concerned foreign entity has been granted a legal status by the
governing foreign law which is similar to the status held by a Japanese
corporation, taking into account relevant provisions and the legal
structure of the foreign governing law (the “First Step Test”); and, if the
result of the First Step Test is not clear, then, (ii) whether or not the
concerned foreign entity is regarded as an entity that has certain rights
and to which obligations belong (specifically, taking into account the
content and/or purpose of the relevant provisions in the governing law,
whether the governing law allows the concerned foreign entity to
become a party to a legal action and attributes the legal effect of the
outcome of such action to the concerned foreign entity) (the “Second
Step Test”).

While the Supreme Court noted that the result of the First Step Test was
not clear enough to decide on the treatment of the Delaware LPS, the
Delaware LPS clearly passed the Second Step Test, and the Court
therefore held that since it was an entity to which rights and obligations
belonged under the relevant provisions of the Act and the partnership
agreement, it should be treated as a foreign corporation under Japanese
tax law.

This is the first Supreme Court decision to show the criteria to treat a
foreign hybrid entity as a corporation under Japanese tax law, where
treatment of foreign hybrid entities was previously an area in which the
High Courts had been unable to reach consensus. It implies that any
loss or income arising from investments or business conducted by an
LPS similar to the Delaware LPS, belongs to the LPS. This decision

JAPAN LEGAL

UPDATE

will be important in deciding how to treat other foreign hybrid entities
Furthermore, it is important because it brings into question
how relevant provisions of Japanese tax law, such as the foreign tax

as well.

credit or anti-deferral systems, should apply to the LPS contributors.

n Amendment of the Patent Act

The Partial Amendment of the Patent Act Etc., (the “Amendment”)
which includes an amendment to Article 35 (Inventions by Employees)
of the Patent Act, was enacted on July 3, 2015. The Amendment will
come into force as of the day specified by the applicable Cabinet Order,
which in no case shall exceed one year from the date of promulgation,
July 10, 2015.

Under the existing employee invention system, the right to obtain a
patent for an invention made by an employee originally vested in the
employee, and such right is subsequently assigned to his/her employer if
the applicable employee invention rules, etc. require that such an
assignment be made. After implementation of the Amendment, in cases
where the applicable employee invention rules, etc. stipulate in advance
that the right to obtain a patent for an employee-made invention shall be
transferred to the employer, the right shall simply vest with the
employer from the outset. Under the existing system, the ownership of
the right to obtain a patent would become complicated in such situations
where an employee assigns the right not only to his/her employer but
also to a third party or the right is co-owned by a third party. Such
issues will be resolved by the Amendment.

Furthermore, under the existing employee invention system, an
employee who assigns to his/her employer the right to obtain a patent on
an invention or the patent right on such invention is entitled to receive
“reasonable remuneration.” Under the Amendment, an employee who
transfers either right to his/her employer will be entitled to receive
“reasonable monetary remuneration or any other economic benefits.”

This means that non-monetary benefits will become acceptable
compensation for transferring such rights.

It is also noteworthy that the Minister of Economy, Trade and Industry
will establish guidelines on factors to be taken into consideration in
determining what constitutes “reasonable monetary remuneration or any
other economic benefits” such as the circumstances of any negotiations
between the employers and the employees to set standards for such
benefits. A draft of such guidelines will be published for public
comment around the end of 2015, after discussions at the Industrial
Structure Council in September 2015. Such guidelines are supposed to
be issued as an official announcement on or after the date of
enforcement of the Amendment. Companies are advised to review their
own employee invention rules, etc. in light of such guidelines, upon
their publication.

Bill to amend the Labor Standards Act unlikely to pass during the current session:  The bill to amend the Labor Standards Act to
implement the ‘Sophisticated Professional System’ (which would exempt specific employees from work-hour regulations), etc. as described in the March and
May 2015 issues is unlikely to be passed in the current ordinary session of the Diet as it is has currently stalled on the deliberations of national security-related
bills. The amending bill is expected to pass into law in the extraordinary session in autumn.

m Establishment of the Amended Unfair Competition Prevention Act (on July 3, 2015): The following amendments were made to
the Unfair Competition Act on July 3, 2015: 1) tougher criminal penalties for trade secret infringement, including stiffer penalties for trade secret misuse
overseas, 2) a broader scope for what activities warrant criminal penalties and 3) the addition of the presumption of trade secret use by a defendant in a civil
action.
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