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1. LOAN MARKET
PANORAMA

1.1 Impact of Regulatory Environment
and Economic Cycles

Under the current administration, an accommo-
dating monetary policy has bolstered financial
institutions’ lending appetite. Competitive mar-
ket dynamics have also put downward pressure
on interest rates and lending fees.

Borrowers are therefore benefiting from easy
access to debt financing. Japanese companies
have been increasing capital expenditure for
these years. M&A, infrastructure projects and
the real estate market have also been active.
The value of outstanding loans held by Japa-
nese banks exceeded JPY534 trillion at the end
of 2020, compared to JPY507 trillion at the end
of 2019.

1.2 Impact of the COVID-19 Pandemic
The COVID-19 pandemic is heavily impacting
the lending market in August 2021 as this article
is being written. In response to a request of the
Japanese Financial Services Agency, banks are
striving to provide liquidity to support borrow-
ers to ensure the survival of their businesses.
Some banks are extending commitment lines
to various sectors, including airlines and travel
agencies, while others are responding flexibly to
requests for amendments of existing loan terms
(including extension of loan repayments).

1.3 The High-Yield Market

Given the relatively wide availability of senior
facilities provided by banks, the role played by
high-yield facilities has been somewhat limited.
However, high-yield and mezzanine debt remain
popular for borrowers seeking to stretch debt
capacity in structured transactions such as lev-
eraged buyouts and real estate acquisitions.
Mezzanine debt is typically provided in the form
of subordinated loans or preferred shares.

1.4 Alternative Credit Providers

Banks and other conventional financial institu-
tions continue to play a central role in the Japa-
nese loan market, with the most sizeable being
three mega banks (Mizuho, MUFG, SMBC),
which, together with Resona and Resona Saita-
ma, account for 39.7% of the outstanding loan
balance as of the end of 2020. Other players
include non-bank money lenders, private invest-
ment funds and government-related financial
institutions.

1.5 Banking and Finance Techniques
The fintech movement is gathering pace in the
Japanese market, with start-up firms and con-
ventional financial institutions seeking to make
fundamental changes to almost all aspects of
finance. In the context of lending and invest-
ment, crowd-funding, social lending and trans-
action lending are prime examples, all of which
seek to match investors with borrowers who
have not previously had access to conventional
finance.

1.6 Legal, Tax, Regulatory or Other
Developments

The amendment to the Civil Act (contract law)
took effect in April 2020 which made it easier to
grant security over the receivables with a trans-
fer restriction.

In addition, a study group supported by the Min-
istry of Justice released a report about a pro-
posed framework of new legislation for security
over movable properties and receivables, and
another study group organised by the Financial
Services Agency is discussing an introduction
of a new legal system for a blanket collateral.
These developments may promote lending prac-
tices that do not rely on real estate collateral or
individual guarantees provided by management
members.



JAPAN [ AW AND PRACTICE

Contributed by: Hiroki Aoyama and Yuki Matsuda, Mori Hamada & Matsumoto

1.7 Developments in Environmental,
Social and Governance (ESG) or
Sustainability Lending

The Ministry of the Environment of Japan (MOE)
developed the “Green Loan and Sustainabil-
ity-Linked Loan Guidelines 2020” (the “MOE
Guidelines”) in March 2020, which were pre-
pared based on the globally-accepted prin-
ciples published by international loan market
associations. The MOE Guidelines provide the
basic framework for engaging in green loans and
sustainability-linked loans in practice. Through
the continuous updating of the guidelines to
reflect precedents and dialogue with market par-
ticipants, the foundation for the promotion and
growth of green loans and sustainability-linked
loans is developing in Japan.

While there are still some areas that require
further discussion and improvement (including
the establishment of the setting and evaluation
methods of the SPTs, expansion and implemen-
tation of information disclosure standards and
systems, as well as tackling “green wash” or
“sustainability wash”), it is expected that ESG
and sustainability lending will make significant
progress, backed by the large-scale financial
resources available in the indirect finance mar-
ket in Japan.

2. AUTHORISATION

2.1 Authorisation to Provide Financing
to a Company

A lender who makes a loan in Japan must have
a licence under Japanese regulation if that loan
is made as part of its money-lending business,
subject to certain exemptions (such as intra-
group lending). The licence requirement will be
satisfied if the lender is licensed as a bank or
a Japanese branch of a foreign bank, or if it is
registered as a money lender.

3. STRUCTURING AND
DOCUMENTATION
CONSIDERATIONS

3.1 Restrictions on Foreign Lenders
Granting Loans

Provided that foreign lenders abide by the
licence requirement described in 2.1 Authori-
sation to Provide Financing to a Company,
there are no further material restrictions appli-
cable only to foreign lenders. If a foreign lender
cannot abide by the licence requirement, it may
consider subscribing bonds rather than making
loans.

3.2 Restrictions on Foreign Lenders
Granting Security

There are no material restrictions on granting
security or making guarantees that apply only
to foreign lenders. For further information on
the enforcement of security interests by foreign
lenders, see 6.4 A Foreign Lender’s Ability to
Enforce Its Rights.

3.3 Restrictions and Controls on
Foreign Currency Exchange

The Foreign Exchange and Foreign Trade Act
sets out the Japanese policy regarding foreign
currency exchange. As far as normal internation-
al lending is concerned, there are certain post
facto reporting requirements.

3.4 Restrictions on the Borrower’s Use
of Proceeds

There are no general regulations that restrict the
use of loan proceeds. However, financial institu-
tions are regulated under the Criminal Proceeds
Transfer Prevention Act, which aims to prevent
money laundering and financial support for ter-
rorism activities. To that end, the Act requires
financial institutions to:
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+ undertake know-your-customer procedures
before entering into a loan transaction with a
borrower;

* create and maintain transaction records; and

« report to the relevant authority if they find
suspicious transactions.

Under the recent amendment of the Act, if the
borrower is a corporation, financial institutions
are required to identify the individuals who have
substantial control over that borrower.

If the loan proceeds are used for money laun-
dering, terrorism or other anti-social activities, it
may expose lenders to reputational risks at the
very least. To mitigate this risk, the use of pro-
ceeds of a bank loan is usually specified in the
loan agreement, and misuse thereof would be
an event of default. Under standard syndicated
loan documentation, the unanimous vote of the
lenders is required in order for the borrower to
change the use of proceeds.

3.5 Agent and Trust Concepts

In general terms, Japanese law recognises the
concepts of agent and trust. In practice, admin-
istrative agents and security agents are com-
monly appointed in syndicated loan transac-
tions governed by Japanese law. However, the
agents’ roles are limited to administrative func-
tions in most cases, and parallel debt structures
(whereby the parallel debts belong to the agent
who holds security interests on behalf of the
lenders) are rarely adopted, although such struc-
tures are not impossible under Japanese law.

The use of security trust structures — whereby
the security trustee holds security interests on
behalf of the lenders — is also limited, although
they are explicitly permitted under Japanese law.
In many cases, each of the syndicated lenders
holds its security interest on its own behalf and
an inter-creditor agreement sets out the restric-
tions on its exercise, such as the enforcement

being prohibited in the absence of majority lend-
ers’ consent.

3.6 Loan Transfer Mechanisms

The most common transfer mechanism in the
secondary loan market is the outright transfer of
loan receivables. A loan receivable can be trans-
ferred without the borrower’s consent, unless the
relevant loan document provides otherwise. The
benefit of the associated security package can
be transferred, with or without the consent of
the security provider and other lenders, depend-
ing on the nature of the security interests, such
as whether the security interest is a fixed secu-
rity or a blanket security. Many loan documents
oblige the security providers to co-operate with
the secondary transaction by giving consent to
the transfer of the security interest, subject to
certain conditions.

Another secondary mechanism is loan partici-
pation. Under a participation arrangement, the
loan receivable and security package does not
legally transfer to the participant. As such, the
participant benefits indirectly from the security
package via the lender’s enforcement.

3.7 Debt Buy-Back

Japanese law does not prohibit a borrower or
sponsor from agreeing with the lenders to buy
back its debt. If the borrower buys back its own
debt, the debt automatically disappears, unless
it is provided as collateral in favour of a third
party. If a sponsor buys back the debt, the debt
obligation remains outstanding, which creates
an issue regarding how to treat the sponsor’s
share of the debt in the context of syndicate vot-
ing. Some syndicate loan agreements address
this situation, but many others do not.

3.8 Public Acquisition Finance

Under the Japanese tender offer bid (TOB) regu-
lation, the offeror must be able to demonstrate
its ability to fund its tender offer at the launch
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date. The offeror may satisfy this requirement
by submitting a commitment letter provided by a
financial institution. The Japanese Financial Ser-
vices Agency has stated that the commitment
letter provided for this purpose must evidence
the certainty of funding to a fairly reliable degree.
However, no further details of this requirement
have been officially announced. In practice, the
relevant financial bureau may provide comments
on the draft commitment letter before the launch
date of the tender offer. Once the final commit-
ment letter has been filed, it becomes available
to the public.

Borrowers generally negotiate with the lend-
ers over the conditions precedent to eliminate
the uncertainty of funding as much as possible.
Lenders and borrowers sometimes agree on so-
called “certain funds” terms, although the details
may differ on a case-by-case basis. One of the
most typical categories of transaction where
these types of terms are negotiated is the lev-
eraged public acquisition deal, although such
negotiations also occur in the course of private
acquisition finance transactions.

4. TAX

4.1 Withholding Tax

A cross-border payment of loan interest by a
Japanese borrower to a foreign lender is subject
to Japanese withholding tax, subject to certain
exemptions. The tax rate is 20.42%, unless an
applicable tax treaty provides otherwise.

4.2 Other Taxes, Duties, Charges or Tax
Considerations

A written loan agreement is subject to stamp
duty, the amount of which differs depending
on the amount loaned and the nature of the
loan transaction, such as whether the loan is a
term loan or a line of credit. The maximum duty
amount is JPY600,000 per loan document.

Corporate taxation differs depending on the sta-
tus of each party. International lenders should
note that their Japanese tax treatment changes
depending on whether or not the profit relating
to the loan arises through their perpetual equip-
ment in Japan.

Other taxes and charges that may become rel-
evant to a loan transaction include registration
fees and notary fees for the perfection of security
interests, and court fees for the commencement
of the judicial enforcement of security interests.

4.3 Usury Laws

There are usury laws in Japan. Although multiple
Acts address this issue in a complex manner,
the most notable law is that the maximum inter-
est rate for loan transactions is 15% where the
amount loaned is JPY1 million or more.

The usury laws provide that fees or other monies
paid to a lender in respect of a loan are deemed
to be interest for the purpose of the interest-
rate cap. In this context, the scope of “deemed
interest” often becomes a practical issue. Firstly,
under the Commitment Line Act, commitment
fees are statutorily exempted from the scope of
deemed interest, provided that the borrower falls
within the prescribed categories, such as a stock
corporation with share capital of JPY300 million
or more. Secondly, whether other fees such as
the arrangement and agent fees fall within the
scope of deemed interest has, at times, been a
critical issue. The practitioners’ approach to this
issue is that, put simply, if the independent and
substantial services (such as arrangement ser-
vices) are provided and the amount of fees are
within a reasonable range for such services, the
fees should not fall within the scope of deemed
interest.
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5. GUARANTEES AND
SECURITY

5.1 Assets and Forms of Security

The typical forms of security interest and perfec-
tion requirements corresponding to each type
of asset are set out below. If the security is not
perfected, the lender cannot assert its preferred
position vis-a-vis third parties. Such third par-
ties include perfected secured creditors, per-
fected acquirers of the target’s properties, and
the bankruptcy trustee of the security-provider.

Real Estate

A mortgage is the most typical form of security
for real estate. The secured obligation can be
specified (ordinary mortgage; futsu-teito) or des-
ignated as a certain group of unspecified obliga-
tions (blanket mortgage; ne-teito).

Lenders register the mortgage at the relevant
legal affairs bureau in order to perfect the mort-
gage. The registration fee is 0.4% of the amount
of secured obligation. To reduce the upfront cost,
some lenders permit the borrower to make a pro-
visional registration only, which costs JPY1,000
per property. Once the mortgage is provisionally
registered, the mortgagee reserves priority over
other mortgagees who register their mortgages
after the provisional registration. However, pro-
visional registration is of little use unless formal
registration is completed, so lenders need to
ensure that they are always in possession of all
documents necessary to allow them to register
the mortgage formally.

Movable Properties

Pledges and security assignments (ie, security
by way of assignment or assignment for the
purpose of security) are the most typical forms
of security for movable properties. The secured
obligation can be specified or designated as a
certain group of unspecified obligations.

To effectuate a pledge over movable proper-
ties, actual delivery of the subject properties is
required. For this reason, security assignment
is more often adopted, since actual delivery is
not required.

To perfect a security assignment of movable
properties, actual delivery or constructive deliv-
ery (such as the occupant’s manifestation of its
intent to occupy the subject assets on behalf of
the lenders) of the target properties is required.
Registration of the transfer will also perfect the
security assignment.

Movable properties can be collateralised as
individual properties or as a pool of properties.
The pool needs to be sufficiently identified by
specifying the type of asset, the location and
other necessary criteria. This method enables
the lenders to capture after-acquired movable
properties as security.

Receivables

Pledges and security assignments are the most
typical forms of security for receivables. The
secured obligation can be specified or designat-
ed as a certain group of unspecified obligations.

Lenders can perfect the pledge or security
assignment by giving notice to, or obtaining con-
sent from, the obligor in written form, together
with a notarised date certificate. Registration of
the pledge or transfer will also perfect the pledge
or security assignment.

Future receivables can be subject to the pledge
or security assignment if the target receivables
are sufficiently identified and follow the other
requirements.

Receivables may be collateralised without hav-
ing to obtain the obligor’s consent even if the
underlying contract has a transfer restriction
clause. However, if receivables are collateralised
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in breach of a contractual restriction, the obligor
may refuse to pay the secured party upon the
enforcement of the security if the secured party
was aware, or due to gross negligence unaware,
of the restriction at the time of collateralisation.
One exception to the foregoing general rule
relates to bank deposits, which cannot be col-
lateralised without the bank’s consent. Banks
are generally reluctant to give consent unless
they are a secured party.

Shares

A pledge is the most typical form of security for
shares. The secured obligation can be specified
or designated as a certain group of unspecified
obligations.

Even if the articles of association of the issu-
er contain transfer restrictions, a share pledge
can be effectuated by an agreement between
the pledgor and the pledgee. However, lend-
ers sometimes request that the target company
amend its articles of association so as not to
hinder the enforcement of the pledge, or other-
wise to ensure the smooth enforcement of the
share pledge.

The perfection method differs depending on the
type of shares. If the shares are dematerialised,
the pledge is perfected by means of electronic
book-entry. If not, the share pledge is perfected
by delivery of the share certificate representing
the pledged shares. If the shares are not dem-
aterialised and the issuing company does not
issue share certificates pursuant to its articles
of association, the share pledge is perfected by
requesting that the issuing company record the
pledge on its shareholder ledger.

Others

Other types of assets — such as debt securities,
IP and trust beneficial interests — are taken as
security and perfected in accordance with the
steps applicable to each type of asset.

8

5.2 Floating Charges or Other Universal
or Similar Security Interests

The concept of a universal security interest
(whereby the lender is granted security interest
over all the debtor’s property, whether present
or after-acquired, to secure its secured obliga-
tion) is not available to secure loan obligations
under Japanese law. Therefore, lenders need to
follow the creation and perfection procedure for
each type of collateral asset. As mentioned in
5.1 Assets and Forms of Security, future (after-
acquired) movable property and receivables can
be collateralised to the extent that doing so is
permitted under the applicable requirements.

5.3 Downstream, Upstream and Cross-
Stream Guarantees

There are no specific statutory limitations or
restrictions on downstream, upstream and
cross-stream guarantees. However, there are
often issues in relation to upstream guarantees,
due to the general fiduciary duty owed by the
guarantor’s directors. If a subsidiary provides
an upstream guarantee solely for the benefit of
a majority shareholder (owning less than 100%
of the shares in the guarantor) in the absence
of the subsidiary’s corporate benefit, the direc-
tors of the subsidiary will be exposed to the risk
of breaching their fiduciary duties. To avoid this
risk, in practice, upstream guarantees are often
made subject to the consent of any minority
shareholders.

5.4 Restrictions on Target

In general, a subsidiary is restricted from acquir-
ing its parent’s shares. This restriction is inter-
preted to be applicable not only where the
subsidiary legally acquires its parent’s shares,
but also to a transaction that results in the eco-
nomically equivalent result. Theoretically, it is not
totally clear whether a target providing financial
assistance for the acquisition of its own shares
conflicts with such a restriction. However, it is
common practice for the acquired target com-
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pany to grant security or provide a guarantee
to secure the acquisition facilities borrowed by
the parent vehicle and partially funded by the
sponsor.

If an acquisition vehicle does not acquire 100%
of the shares in a target and the target grants
security or provides a guarantee in respect of
the acquisition, this may give rise to an issue
regarding the target director’s fiduciary duties.
See 5.3 Downstream, Upstream and Cross-
Stream Guarantees.

5.5 Other Restrictions

In addition to the general rules explained above,
there are some special statutory restrictions in
relation to granting security or providing guaran-
tees. For example, granting security over insur-
ance claims arising under a liability insurance
policy is prohibited. Also, an individual cannot
guarantee unspecified obligations without spec-
ifying the maximum amount of the guarantee.
Guarantee by an individual is restricted in some
other respects.

5.6 Release of Typical Forms of Security
If the secured obligation of a security interest is
specified, the security interest disappears upon
full payment of the secured obligation by opera-
tion of law. If the secured obligations are des-
ignated as a certain group of unspecified obli-
gations, the lenders usually need to release the
security interest in order for that security interest
to disappear.

5.7 Rules Governing the Priority of
Competing Security Interests

The general rule is that the priority among sever-
al security interests over an asset is determined
by reference to the time at which each security
interest is perfected, or the first perfected secu-
rity is given first priority. Therefore, as a matter
of ranking the security interests, subordination
can be created in many cases by perfecting the

subordinated lender’s security after the senior
lender perfects its own security.

There are technical difficulties in creating several
security interests with different rankings over
some types of assets. For example, theoretically,
it is not clear whether there can be several secu-
rity assignments over one property. Moreover,
the book-entry system does not accept multi-
ple pledges over dematerialised shares. In these
cases, senior lenders and subordinated lend-
ers agree to contractual subordination or other
arrangements to accomplish a similar outcome.

Unsecured Obligations

Among unsecured obligations, several methods
of subordination are used. Aside from structural
subordination (which involves borrowing entities
at different levels, where the subsidiary borrows
senior debt and the parent borrows subordi-
nated debt), there are two types of contractual
subordination structure: absolute subordination
and relative subordination.

Absolute subordination arrangement

Under an absolute subordination arrangement,
in an insolvency situation, the payment of subor-
dinated debt is conditional on the full payment of
the senior debt. Senior lenders thus ensure that
the subordinated lender does not receive pay-
ment in priority to, or at the same ranking with,
the senior lender.

Relative subordination arrangement

The essence of a relative subordination arrange-
ment is an inter-creditor agreement between the
senior and subordinated lenders. Typically, the
subordinated lenders agree to hand over any
payment they receive from the borrower to the
senior lenders until the senior debt is paid in
full, subject to certain exceptions. This type of
arrangement is not intended to be effective vis-
a-vis an insolvent borrower.
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6. ENFORCEMENT

6.1 Enforcement of Collateral by
Secured Lenders

The central requirement for a lender to be able
to enforce its security interest is that the secured
obligation remains unpaid when due and paya-
ble. The lender typically declares an acceleration
of the entire secured obligation pursuant to the
loan agreement if it enforces its security interest
before final maturity.

Under standard security documentation, a lend-
er may choose to enforce a security interest cre-
ated in a commercial transaction by a judicial
(in-court) procedure or private (out-of-court)
process.

Using judicial enforcement, a lender may enforce
a mortgage over real estate by submitting the
real estate registration certificate on which the
mortgage is registered. Typically, that real estate
is then sold to a third party through a judicial auc-
tion process, and the sale proceeds are applied
to the repayment of the secured obligation.

One of the problems with judicial enforcement
is that the sale proceeds are likely to be sub-
stantially lower than would be realised through
a private auction. A lender should therefore con-
sider selling the subject property out of court, or
acquiring the subject property itself at fair value
and discharging the secured obligation by the
same amount.

6.2 Foreign Law and Jurisdiction
Japanese courts generally recognise the validity
of the choice of a foreign law as the governing
law of a contract, but the governing law of secu-
rity interests cannot be chosen by the parties.
For example, security interests over real estate
and movable properties are governed by the law
of the location of the subject properties.

10

Japanese courts also generally recognise the
validity of a submission to a foreign jurisdiction.

A waiver of sovereign immunity is upheld, pro-
vided that it is made in compliance with the
requirements of the Act on the Civil Jurisdiction
of Japan with respect to a Foreign State.

6.3 A Judgment Given by a Foreign
Court

Japanese law adopts the principle of reciprocity
regarding the recognition of foreign judgments.
As such, Japanese courts will recognise final
and conclusive civil judgments rendered by a
foreign court, provided that:

« the foreign court is deemed to have valid
jurisdiction over the matter, based on relevant
laws or treaties;

« the unsuccessful party received due service
of process or appeared in court;

« the content of the judgment and the related
court proceedings are not contrary to the
public order and good morals of Japan; and

« there is reciprocal recognition between the
relevant foreign jurisdiction and Japan.

Japan is a party to the New York Convention
(1958) and the Geneva Conventions (1927), so
the recognition of a foreign jurisdiction is deter-
mined in accordance with these conventions, to
the extent they are applicable. Otherwise, the
recognition of a foreign arbitral award is deter-
mined based on the same requirements as apply
to a domestic arbitral award under the Arbitra-
tion Act, which are as follows:

« that the award must be final and conclusive;

« that the parties must have received due ser-
vice of process and been afforded the oppor-
tunity to defend themselves;

« that the award must have been given in
accordance with the law of the location of the
arbitration; and
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« that the contents of the arbitral award must
not be contrary to the public order and good
morals of Japan.

6.4 A Foreign Lender’s Ability to
Enforce Its Rights

Regarding the enforcement of share pledges,
foreign lenders are restricted from acquiring
pledged shares over companies that conduct
certain limited categories of business related to
national security, including telecommunications,
broadcasting and aviation.

7. BANKRUPTCY AND
INSOLVENCY

7.1 Company Rescue or Reorganisation
Procedures Outside of Insolvency

In addition to judicial insolvency proceedings,
private restructuring processes are very impor-
tant. They are initiated by the borrower’s lawyer
and sometimes involve a third-party organisation
specialising in private turnaround situations.

This type of process is chosen by a financially
distressed debtor who would like to avoid the
damage that would be caused by the public
announcement of the commencement of statu-
tory insolvency proceedings.

Given the private nature of this process, credi-
tors’ rights are not involuntarily impaired and
unanimous agreement among major creditors is
required in order for the debtor to implement its
restructuring plan.

7.2 Impact of Insolvency Processes

There are three major statutory insolvency pro-
ceedings: bankruptcy (hasan), civil rehabilitation
(minji saisei) and corporate reorganisation (kai-
sha kousei). Bankruptcy results in the liquidation
of the borrower’s business, while the other two
proceedings allow the debtor’s business to con-

tinue once substantial changes have been made
to its assets, liabilities and equity, pursuant to a
rehabilitation or reorganisation plan.

Statuary Insolvency Proceedings

Under statutory insolvency proceedings, credi-
tors of unsecured claims are generally prohibited
from enforcing their loans once judicial insolven-
cy proceedings have commenced (and, in most
cases, immediately after the insolvency applica-
tion has been filed with the court) with respect to
the borrower. Unsecured creditors must instead
recover their claims in accordance with the insol-
vency procedure, in terms of both the timing and
the amount of the recovery. The same applies to
the enforcement of a guarantee in the insolvency
of the guarantor.

The general rules applicable to secured credi-
tors depend on which of the three insolvency
proceedings is chosen.

Corporate Reorganisation Proceedings

Under corporate reorganisation proceedings,
secured creditors are prohibited from enforcing
their security interests outside the reorganisa-
tion proceedings, and can receive repayment
only in accordance with the reorganisation plan
approved in the reorganisation proceedings,
in terms of both the timing and the amount of
the recovery. More than two thirds of the voting
rights held by all secured creditors need to be
voted in favour of a reorganisation plan if the
plan provides for a rescheduling of the secured
claims, and more than three quarters of the vot-
ing rights are needed if the plan provides for
other restrictions on the security interests (for
example, a haircut of the secured portion of the
claims held by the secured creditors).

The Corporate Reorganisation Act recognises
the concept of a “cram-down”, whereby the
court may approve a plan without the consent
of certain classes of creditors; for example, the
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secured class of creditors (Article 200-1). How-
ever, in order for the court to approve a plan
pursuant to a cram-down provision, the court is
required to grant fair protection to the objecting
class of creditors, for example by distributing the
fair value of the security interest to the secured
claim holders.

Bankruptcy and Civil Rehabilitation

Under bankruptcy proceedings and civil reha-
bilitation proceedings, the enforcement of a
security interest is, in principle, not affected by
the insolvency of the borrower. However, there
are notable exceptions to this general rule with
regard to civil rehabilitation. First, the court may
issue an injunctive order to stop the enforcement
of a security interest by a creditor, to the extent
that the injunctive relief would be in the general
interest of creditors and the relevant secured
creditor would not suffer unjustifiable damage
as a result. Second, the court may approve the
extinguishment of security interests where the
collateral is essential for the continuance of the
debtor’s business.

However, in order for the extinguishment to be
utilised, the debtor is required to pay off the fair
value of the collateral to the security-holder.
The fair value will be determined by the court,
and the secured creditor may request an expert
appraisal if it is not satisfied with the value pro-
posed by the court.

7.3 The Order Creditors Are Paid on
Insolvency

Unsecured loans, including any unsecured
portions of partially secured loans, are usually
treated as general claims in Japanese insolvency
proceedings.

General claims are subordinated to common
benefit claims, such as fees to the bankruptcy
trustee, and preferred general claims, such as
wages for employees and certain tax claims.
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However, general claims have priority over cer-
tain subordinated claims, such as accrued inter-
est arising after the commencement of insolven-
cy proceedings.

Regarding secured claims, see 7.2 Impact of
Insolvency Processes.

7.4 Concept of Equitable Subordination
Japanese insolvency legislation does not have a
general principle that allows an insolvency court
to lower the priority of a claim on the grounds
that the claim is held by a controlling sharehold-
er.

7.5 Risk Areas for Lenders

One of the notable risk areas for lenders in
statutory insolvency proceedings is the risk of
avoidance. The creation of a security interest by
a financially distressed borrower may be invali-
dated (by the insolvency trustee or the debtor-in-
possession) if the security interest was created
to secure existing debt:

- after the filing of an insolvency petition
against the borrower (and the creditor knew
that the petition had been filed);

+ during the period when the borrower is “una-
ble to pay” (ie, unable to pay its debts gener-
ally when they fall due) and the creditor knew
that the borrower was unable to pay - or that
the borrower did not pay — its debts generally
when they fell due; or

+ 30 days or less before the borrower became
“unable to pay” and the borrower voluntar-
ily created the security interest in favour of a
specific creditor, and the creditor knew that
the creation of the security would prejudice
other creditors.

The perfection of a security interest may also be
avoided even where the creation of a security
interest itself may not be avoided pursuant to
the criteria above. This is to prevent the holder
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of a security interest that has been hidden for
a long time from obtaining priority over general
creditors after the borrower becomes financially
distressed. The requirements of such avoidance
include the perfection:

* being made after the suspension of payments
or the filing of an insolvency petition; and

* not being made within 15 days of the creation
of the security interest.

Obtaining a guarantee or receiving a payment
may become subject to the risk of avoidance
under certain circumstances.

8. PROJECT FINANCE

8.1 Introduction to Project Finance
Following the nuclear power crisis caused by the
Great East Japan earthquake in 2011, the elec-
tricity industry has changed drastically. Renew-
able energy has drawn increasing attention as
an alternative energy source. The Japanese
government has accelerated this movement by
introducing the feed-in tariff in 2012. Although
the focus is shifting from photovoltaic to other
power sources (such as wind, geothermal and
biomass), renewables projects remain one of
the highlights of the Japanese project finance
market. However, the suspension of operation
of nuclear reactors has made the country more
dependent on fossil fuels. Thermal power pro-
jects are another recent highlight in this field,
although the Ministry of Environment has con-
cerns about carbon emission control.

A substantial portion of existing Japanese social
infrastructure was constructed during the 1960s
and 1970s. To meet the need to renovate and
replace these facilities in the coming decades,
the Japanese government is facilitating the use
of PPP/PFI structures, another trend that market
participants are focusing on.

8.2 Overview of Public-Private
Partnership Transactions

The most notable recent area of Japanese PPP
transactions is airport concessions. Conces-
sion rights have been granted for some major
airports, including Kansai airport, Osaka airport,
Fukuoka airport and Shin-chitose (Sapporo) air-
port.

The PFI Act and the Airport Concession Act are
the most relevant pieces of legislation to airport
concessions. Under these Acts, a public author-
ity that administers public facilities confers the
right to operate the airport facilities on a conces-
sionaire, who is then allowed to charge users
fees for using the airport facilities. The owner-
ship of the airport facilities and land is retained
by the government.

Since concessions are new in the market, the
negotiation and documentation is less standard-
ised. Private parties, together with government
authorities, are working to establish new market
practice.

Airports are not the only type of facility that can
be privatised by the concession method. Toll-
ways and water and sewage systems are hope-
ful areas, some of which have already been pri-
vatised by way of concession.

8.3 Government Approvals, Taxes, Fees
or Other Charges

In general, there are no material regulatory
approvals or taxes that are unique to project
finance transactions, although specific projects
may trigger such requirements (see 8.7 The
Acquisition and Export of Natural Resources).

In general, the transaction documents are gov-

erned by Japanese law and do not need to be
registered or filed with a governmental body.
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8.4 The Responsible Government Body

The Agency for Natural Resources and Energy
is the principal government body responsible for
the Japanese policy regarding natural resources
and energy. In addition to the Basic Act on Ener-
gy Policy, several laws and regulations are imple-
mented for each sector of the energy industry.

8.5 The Main Issues when Structuring
Deals

The most common legal forms of a project com-
pany are stock corporations (kabushiki kaisha)
and limited liability companies (godo kaisha). A
stock corporation is the most general form of
corporation, and a limited liability company is a
more summary form.

If the lender provides the project company with
a commitment line and would like to rely on the
exemption under the Commitment Line Act (see
4.3 Usury Laws), the project company cannot
be a limited liability company.

There are no material restrictions on foreign
investment in a stock corporation or a limited
liability company, other than notification under
the Foreign Exchange and Foreign Trade Act.

8.6 Typical Financing Sources and
Structures for Project Financings

Bank facilities are the major sources of financing
for domestic projects.

8.7 The Acquisition and Export of
Natural Resources

Mining natural resources such as oil, natural
gas and minerals may be subject to a licence
requirement under the Mining Act and other rele-
vant regulations. The export of natural resources
is not subject to any special restrictions under
the Foreign Exchange and Foreign Trade Act.
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Under the Foreign Exchange and Foreign Trade
Act, a prior notification to the government should
be filed with respect to any foreign investment
in a Japanese company that is engaged in the
operation of certain types of infrastructure, such
as electricity generation. There is a 30-day wait-
ing period from the date of the receipt of the
notification, which may be shortened to two
weeks in the absence of any substantial issues.
During this period, the government will review
the proposed investment, taking national secu-
rity, public order and public safety into consid-
eration.

8.8 Environmental, Health and Safety
(EHS) Laws

The basic environmental policy of Japan is set
out under the Basic Environment Act. There are
also various additional environmental, health
and safety laws, such as the Air Pollution Con-
trol Act, the Water Pollution Control Act, the Soil
Contamination Countermeasures Act, the Noise
Regulation Act, the Vibration Regulation Act,
the Industrial Water Act, the Offensive Odour
Control Act, the Waste Management and Pub-
lic Cleaning Act, and the Environment Impact
Assessment Act.

Most of these Acts are administered by the
Ministry of Health, Labour and Welfare, and the
Ministry of Land, Infrastructure, Transport and
Tourism.
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Mori Hamada & Matsumoto is a full-service
law firm that has served clients since its incep-
tion in 2002. The firm’s 100-strong Banking
Practice Group supports clients in Japanese
and cross-border transactions by providing
a full range of legal services, from structuring
transactions to negotiating documentation in
areas including corporate loans, structured fi-
nance, real estate finance, acquisition finance,
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