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ABSTRACT

The legal system is an essential basis of the society and economy of every country,
and it changes continually in accordance with national social and economic situations.

The Japanese Commercial Code is no exception. One of the most significant and
fundamental Japanese laws, it was enacted in 1899 as part of the modernization of Japanese
society as the country moved away from a policy of seclusion followed by the old feudal
government. The new Code was strongly affected by corporate laws in place at the time in
Germany and France. However, as the balance of power in the world economy changed over
the ensuing years, the Japanese Commercial Code and other corporate laws were influenced
by American laws, and the nature of the Commercial Code was slowly transformed,
especially following the Second World War and after the collapse of the so-called “bubble
economy” in Japan.

In this thesis, I discuss the history of fundamental Japanese laws, the steps and
players in the legislative process, and present details about the introduction of the share
exchange system, which stimulated many more mergers and acquisitions in Japan. Then I
analyze the economic impact of new legal procedures for M&As, including the share
exchange system, and identify possible directions for Japanese corporate laws in the future.

Thesis Advisor: John Akula
Title: Senior Lecturer, MIT Sloan School of Management
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CHAPTER 1

INTRODUCTION

1.1  THESIS OBJECTIVE

Every country has its own history, culture, customs, and laws, each of which changes
over time to reflect the country’s unique social situations and legacies. In particular, the laws
of each country reflect a variety of structures and characteristics.

The Japanese legal system has a two-millennium tradition that has existed since the
earliest recorded Japanese history. At the same time, it has been continually affected by the
legislation of other countries. Among many historical events, the most dramatic changes in
Japanese laws occurred twice in modern Japanese history: at the beginning of the Meiji era
and again after the Second World War. Today, a third wave seems to be manifesting itself as a
result of the long-lasting economic hard times of the past several decades. In particular, the
Japanese Commercial Code (Shoho), which governs Japanese economic activities, has been
amended frequently and substantially in recent years.

Traditionally, government officials (especially those in the Ministry of Justice, which
is responsible for the Commercial Code) and scholars believed that stability was critical to
the judicial system. Thus, the Japanese government was reluctant to make changes to the
Commercial Code despite urgent requests from industry for regulations that would adapt to
the changing business environment. Finally, increasing demands to restore Japan’s

competitive position in world markets drove the government to optimize Japanese corporate



laws. Since 1997, revisions to the Commercial Code have been made almost every year until
finally the code was entirely rebuilt in a new Code that was adopted in 2005.

In addition to regulatory changes, the nature of the Japanese legal system itself also
changed. The Japanese Commercial Code was originally enacted in 1899. At that time, as
legislation was being formulated following the feudal age of the Tokugawa dynasty, almost
all Japanese statutes were modeled after either German or French laws, so the Japanese legal
system had many characteristics found in continental laws. However, more recent
amendments and newly enacted Japanese laws seem to be strongly affected by American
laws, reflecting the economic power of the United States.

When managing today’s modern corporations, legal issues surrounding companies
cannot be ignored, nor can attention be paid only to accounting, finance, marketing,
innovation, or other factors taught by most business schools. Corporate law is, of course,
what companies are based on and what fundamentally governs the activities of most
companies, and managers have to pay attention to legal issues.

In this thesis, I would like to introduce the historical perspectives regarding a series of
amendments to the Japanese Commercial Code, and what that has meant for the social and
economic environment in Japan. In particular, I will shed light on the introduction of the
share exchange system, which was triggered when the ban on holding companies was lifted
following amendment of the Anti-Monopoly Act in 1997, and which was primarily intended
to facilitate transforming existing business entities to holding companies. I will also discuss
the fact that the amendment activated a number of mergers and acquisitions, which led many
Japanese companies to reorganize their corporate structure and helped the Japanese economy

to recover from a deep depression. Finally, I will review the impact of the amendment on the



Commercial Code, and discuss recommendation for possible future revisions.

1.2 THESIS STRUCTURE

In Chapter 2, I will review the history of modern Japanese laws that affect Japanese
companies and their economic activities. In particular, I will focus on the fundamental
philosophy underlying this totally new legal system and where these statutes (including the
Commercial Code and other fundamental laws) came from, in other words, which countries’
laws affected the Japanese laws most.

In Chapter 3, two elements of great importance to the history of the Japanese
Commercial Code will be briefly explained: procedures for enactment or amendment, and the
players involved in amending the Commercial Code.

Chapter 4 is the core of the thesis. The introduction of the “share exchange system” is
reviewed in detail—what triggered the system, its origins, processes, purposes, significance,
legislative effects, and so on. This review will highlight characteristics of recent amendments
to the Japanese Code, and discuss the ‘impact of U.S. legislation on these amendments.

Following the detailed description of the share exchange system, Chapter 5 discusses
its economic impact on the Japanese economy. The chapter also considers other related
amendments to the Commercial Code and the recent trend of mergers and acquisitions in
Japan.

Finally, I conclude the thesis (Chapter 6) by discussing the significance of recent
revisions to the Commercial Code. I also give my perspectives and recommendations as to

future directions for Japanese corporate laws.
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CHAPTER 2

HISTORY AND CHARACTERISTICS OF THE
JAPANESE COMMERCIAL CODE

2.1 INTRODUCTION

This chapter reviews the history of modern Japanese laws, including the Commercial
Code. The aim is to illustrate how fundamental Japanese laws were formed and how foreign
laws, especially German and French, affected the formation of Japanese laws. This will help

readers understand the recent transition of the Japanese Commercial Code.

2.2 THE PRE-MEILJI ERA

In Japan, most historians agree that the private law system was not sufficiently
developed prior to the Meiji era, which was the beginning of modernization. Although there
were many laws enacted by the government during that time period (e.g., the Tokugawa
shogunate [1603-1867]), most of them were criminal laws. Laws among merchants were
highly developed, however, including bills and notes to regulate trade payments between
merchants in Osaka (the center of Japanese economy at that time), Tokyo, and other major
cities. This bills-and-notes system was quite sophisticated, and scholars praise it highly,
noting that it compares favorably to European systems in use at the time (Fukushima, 1976).

Although these commercial transaction laws were effectively enforced, there were no

organizational laws or legal systems for stock corporations or limited companies. All
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merchants, from private concerns to large-scale traders, were operated personally and
individually, with funds raised by the owners and/or their families (Fukushima, 1976). The
legal environment for modern-day corporations did not fully appear until after the seclusion

policy of the Japanese feudal government was abandoned.

2.3 MODERNIZATION OF THE JAPANESE LEGAL SYSTEM

The Japanese government was forced to open its doors to foreign countries in 1853
when it was threatened by American warships under the command of Commodore Matthew
Perry (1794-1858) of the U.S. Navy, which led to the signing of the Convention of Kanagawa
(Nichi-Bei Washin Joyaku) on March 31, 1854. In the treaty, the Japanese government agreed
to open the Japanese ports of Shimoda and Hakodate to the United States for trading and to
establish a permanent consul. Soon after this treaty, the Anglo-Japanese Friendship Treaty
(Nichi-Ei Washin Joyaku), which had virtually the same content, was signed on October 14,
1854. Similar treaties were soon concluded with Russia and the Netherlands.

On July 29, 1858, the U.S. and Japan signed the Treaty of Amity and Commerce
(Nichi-bei Shuko Tsusho Joyaku). The treaty granted:

(1) an exchange of diplomatic agents

(2) opening of additional ports (Kanagawa, Nagasaki, Niigata, and Hyogo) and

markets (Edo [Tokyo] and Osaka) for international trade

(3) U.S. citizens the opportunity to live and trade in those ports

(4) fixed low customs duties subject to diplomatic control

(5) an extra-territoriality system that allowed foreign residents to apply their own

laws in their own consular courts instead of Japanese laws and courts

12



At the same time, similar treaties were concluded with the Netherlands, Russia,
Britain, and France. These treaties were signed under military pressure by the United States
and European powers and were extremely unilateral and unequal. Therefore, the primary
challenge to the new Japanese government under Emperor Meiji (1852-1912) after the Meiji
Revolution in 1868 was to negotiate with Western countries to amend these treaties, take
away the restrictions, and restore full sovereignty. However, the negotiations were not easy
because in those days Western countries regarded countries not founded as a capitalistic
economy as non-civilized and the West did not trust those countries as equal partners. A more
modern legal system that included a Civil Code, Commercial Code, Criminal Code, and
various procedural laws and appropriate enforcement organizations (i.e., a court system) was
required in order for Japan to be regarded as a civilized country (Takano, 1985).

The primary reason why the Japanese government amended the treaties was to enact
modern-style laws that were similar to Western countries, and to that end, in the 1870s the
government sent diplomats to Europe and the United States to research related legal systems.
At the same time, the government asked Rinsho Mitsukuri (1846-97) to translate relevant
French laws because the French system was thought to be the most advanced legal system in
the world. The French Criminal Law was translated in 1869, followed by the Civil Code, the
Constitution, the Commercial Code, and procedural laws. Then Director General at the
Ministry of Justice, Shimpei Eto (1834-74), told Mitsukuri not to be afraid if he made a
mistake in translation, but also to speed up his work.! Catching up with the legal systems in
Western countries was the most important matter for Eto and the Japanese government, even

if the system was initially quite perfunctory. Eto is thought to have said: “Customs in Japan

! In fact, Mitsukuri recalled that there were many errors in the translations (Kawaguchi, 1998).
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and those in European countries are, of course, different. However, when it comes to
necessity of having a Civil Code, the situations are the same. Therefore, we have to enact our
Civil Code based on the French Civil Code” (Hozumi, 1916). These translations of French
laws did indeed form the basis of constructing and compiling fundamental new Japanese

laws.

24  CREATING CIVIL LAWS AND OTHER FUNDAMENTAL LAWS
2.4.1 Civil Code (Minpo)

The Japanese government began to compile the Civil Code in 1871. The first draft
was undertaken at the Department of State based on the Mitsukiri translations. The draft was
amended several times® by the Department of State and the Ministry of Justice, but these
drafts were not adopted due to objections by the then Minister of Justice, Takato Oki
(1832-99), who insisted that translations of foreign countries’ laws should not be allowed to
govern Japanese citizens (Yamanaka, et al., 2002).

In 1880, after those preliminary drafts were abandoned, the Japanese Senate began to
write a new draft. The drafting process was split into two parts: property rights and family
relations. The property rights portion was directed by Gustave Emile Boissonade
(1825-1910), a French legal scholar; the family rights part was directed by Rinsho Mitsukuri,
Shiro Isobe, and Seiichiro Kurokawa, all Japanese legal professionals. The property rights
part of the draft was finished in 1888, and the family relations part in 1890. Both parts of the

Civil Code were passed by the Diet and enacted into law in 1890.

2 Minpo Ketsugi (1870), Mikuni Minpo (1870), Kokoku Minpo Karikisoku (1872), Meiji 11 nen Minpo
Soan (1878)
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It was Boissonade’s basic idea that the Civil Code should not be just a translation of a
foreign law, that Japanese customs should be carefully examined and adopted into the Code.
Therefore, the Civil Code of 1890 had a mixture of the modern Western legal system and
traditional Japanese conventions. It cannot be denied, however, that both the first draft and
the Civil Code of 1890 were strongly affected by French laws.

After publicly announcing the Civil Code (and the Commercial Code of 1890,
mentioned later in this section), political arguments began in the government and the Diet
concerning both acts. Many politicians and legal scholars insisted that enforcement of both
acts should be postponed for a several years until they could be reviewed thoroughly. This
argument was initiated by Hogakushi Kai (an association of alumni from the Law School of
Tokyo Imperial University) in its “Opinion for Compilation of Statutes” written in 1889.
Most of the writers had studied English law, and they (and other law schools that taught
mainly English law) were greatly concerned about basing Japanese laws on
continental-law-oriented statutes (Kawaguchi, 1998).

Although supporters gave several reasons for postponement, most were not
theoretically consistent but rather emotional and/or political (Fukushima, 1976). For example,
Yatsuka Hozumi (1860-1912), a constitutional law professor at the Tokyo Imperial University,
insisted that European laws reflecting Christian ideology and individualism were not suitable
to Japanese society and families that were based on “ancestorism.” He is famous for the
phrase, “The Civil Law will ruin traditional Japanese loyalty and piety.”

Among numerous reasons for postponement, it was pointed out that the different
sources of both laws might create contradictions in actual economic and social operations.

The first Commercial Code was derived from the German Commercial Code, while the Civil

15



Code of 1890 was strongly influenced by French laws. Theoretically, these different sources
were not critical, but offering that reason was convincing to the general public. In the end, the
decision to postpone enforcement of both the acts was made by the Diet, and a new Civil
Code and Commercial Code ordered to be created yet again.

The new Civil Code (the Civil Code of 1896 and 1898) was drafted by three Japanese
scholars: Nobushige Hozumi (1855-1926, an elder brother of Yatsuka Hozumi), Masaakira
Tomii (1858-1935), and Kenjiro Ume (1860-1910). Hozumi and Tomii studied jurisprudence
in Germany, while Ume acquired his research experience in France. As a result, the new draft
was heavily influenced by German Civil Code (supported by Hozumi and Tomii), but French
Civil Code (supported by Ume) and the old Civil Code also had some influence. Ume said
people thought the new Civil Code was based only on German laws because they were
similar in structure. He pointed out that at least half of the new Civil Code was related to the
French Civil Code (Kawaguchi, 1998). The new Civil Code was promulgated and enforced in

1896 (property rights) and 1898 (family relations).

2.4.2 Commercial Code (Shoho)

Before the modernized Corporate Code was enacted in 2005, the Japanese
Commercial Code consisted of four parts: general provisions, corporate organization
provisions, commercial transaction provisions, and maritime commerce provisions. Among
these provisions, the earliest draft covered corporate organization provisions. One reason for

this was the need to found a capitalistic economy that would promote industry by

encouraging the incorporation of large-scale companies (Yamanaka, et al., 2002).
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Compilation of the corporate organization provisions was jointly started by the
Ministry of Finance and the Home Ministry in 1874. The Home Ministry finished its
compilation and submitted a draft of the Corporate Ordinance in 1875. However, this draft
came under fire by both the Ministry of Justice and the Legislative Bureau in the Department
of State and was eventually abandoned.

The next compilation of corporate code was undertaken in 1880. The Bureau of
Corporate and Partnership Ordinance Review was set up in the Senate, and a new draft of the
Corporate Ordinance was done by the Bureau in 1881. However, this draft too never saw the
light of day. Strong opinions insisted that corporate provisions should be part of the
commercial code and should not be enacted as an independent ordinance (Fukushima, 1976;
Yamanaka, et al., 2002).

After the second draft failed, the government commissioned German legal scholar
and economist, Hermann Roesler (1834-94), to undertake another draft. He came to Japan as
an adviser on international law to the Ministry of Foreign Affairs, but he became involved in
the compilation process of the Meiji Constitution with his knowledge of German state theory
(Staatslehre). However, he was not a private-law scholar but his forte was public law.
Therefore, his knowledge of commercial law was in fact doubtful, despite his efforts to
investigate commercial legislation in several foreign countries (Fukushima, 1976).
Furthermore, he thought Japanese customs were not valuable—in contrast with Boissonade
who respected them to some extent. Roesler said:

The Japanese Commercial Code should be harmonized with foreign
commercial codes in order to achieve the equal position with trading countries
all over the world. We have to adopt common principles that are accepted by

civilized nations because most of the Japanese hereditary commercial customs
are not inappropriate for that purpose. (Kawaguchi, 1998)

17



Roesler finished his comprehensive work (including not just corporate organization
codes but also provisions concerning trademark, commercial bookkeeping, and commercial
transaction.) based on the German Commercial Code (and some French bankruptcy laws) in
1884. The Diet passed a bill based on Roesler’s draft, and the Commercial Code was

promulgated in 1890 (see Figure 2.1).

=l Uil
» (3

~
7

(

B))

i SE
B s

S R

T W

C mERes Wlm

B~ &)W
B PE |

CIUFE N T § = I o o
: -3y Ay O
ST B ) YR > A

T >

_ B

rE WD ]

e B~ B A A
NET R P S & I~

M *Nggﬂ "'ﬁ&‘?’q‘ i ! W .;Tm-‘-: |
DR B ) W

Fig. 2.1 The original document of the Commercial Code of 1890
(Left: Articles; Right: Table of Contents)

Source: National Archives of Japan
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As mentioned earlier, political arguments concerning the Civil Code and the

Commercial Code took place after they were publicly announced. Then enforcement of the

Civil Code and most of the Commercial Code was postponed. Only the corporate

organization provisions, the bills and notes provisions, and the bankruptcy provisions were

enforced in the partial amendment of 1893 because of strong demand from business circles.

Unfortunately, the corporate organization provisions adopted permission principles

for incorporation but did not have any merger procedures. These inflexible regulations soon

became very inconvenient for expanding Japanese economic activities (Yamanaka, et al.,

2002) (see Table 2.1).

Table 2.1 Incorporation and liquidation trends under the old Commercial Code

Limited
Partnership Partnership Joint Stock
Year Company Company Company Total
1893 Incorporation | 250 (15.6%) 795 (49.6%) 559 (34.9%) 1,604 (100%)
Liquidation 13 (17.6%) 61 (82.4%) —(0.0%) 74 (100%)
1894 Incorporation | 142 (7.4%) 506 (26.4%) 1,271 (66.2%) 1,919 (100%)
Liquidation 32 (21.2%) 97 (64.2%) 22 (14.6%) 151 (100%)
1895 Incorporation | 116 (10.0%) 732 (63.3%) 308 (26.6%) 1,156 (100%)
Liquidation 36 (10.7%) 260 (77.1%) 42 (12.4%) 337 (100%)
1896 Incorporation | 170 (8.4%) 1,042 (51.2%) 823 (40.4%) 2,035 (100%)
Liquidation 52 (13.2%) 271 (68.6%) 72 (18.2%) 395 (100%)
1897 Incorporation | 240 (9.0%) 1,502 (56.6%) 912 (34.4%) 2,654 (100%)
Liquidation 58 (9.8%) 275 (46.5%) 259 (42.8%) 592 (100%)
1898 Incorporation | 246 (10.3%) 1,448 (61.0%) 684 (28.8%) 2,378 (100%)
Liquidation 58 (9.1%) 414 (64.8%) 167 (26.1%) 639 (100%)

Source: Fukushima, 1976. Adapted by the author.
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After postponement, a new draft of the Commercial Code was compiled by three
Japanese scholars: Keijiro Okano, Kaoru Tanabe, and Ume (the same person who was
involved in drafting the Civil Code). The three decided to compile a new draft, again based

on the German Commercial Code, and that new Commercial Code was promulgated and

enforced in 1899.

2.43 Other Fundamental Laws

The Meiji Constitution was compiled by four politicians (Hirobumi Ito, Kowashi
Inoue, Miyuji Ito, and Kentaro Kaneko) based on suggestions and advice from two German
legal scholars, Roesler and Albert Mosse. The Constitution was promulgated in 1889 and
enforced in 1890. The Constitution itself was affected by the nature of the German
constitution, and German-style interpretation theory became ascendant.

The Civil Procedure Law was compiled by a German scholar, Hermann Techow, and
promulgated in 1890. In general, the law was derived from traditional German civil
procedure law (Kaneko, 1992).

The first Criminal Law was compiled by Boissonade, largely based on French
criminal laws and promulgated in 1880. The law was later amended in 1907 under the
influence of German criminal law.

The first Criminal Procedure Law was also drafted by Boissonade based on French
criminal procedure law and promulgated in 1880. The law was amended, and a new Criminal
Procedure Law enacted in 1890. The second law inherited most of its provisions from the

first law, but was amended under the influence of German laws.
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244 Summary

Most fundamental Japanese laws, including the Commercial Code, were originally

based on French or German laws. Afterward, most were amended under the influence of
German laws. The reason for the strong influence of German laws was that the Japanese

political direction was gradually oriented to the German constitutional monarchy system

instead of the French democracy system. The French was believed by most Japanese

politicians to be incompatible, or at least did not go well with the Japanese Emperor system

(Yamanaka, et al., 2002).

In any case, it is clear that Japanese laws were greatly affected by continental laws

and their interpretations (see Table 2.2).

Table 2.2 Japanese fundamental laws and their origins

Enactment Amendment
(or New Enactment)
Year Influence Year Influence
Constitution 1889 German Law — —
German Law
Civil Code 1890 French Law 1896 & 1898
(partly French)
Commercial Code 1890 German Law 1899 German Law
Civil Procedure Law 1890 German Law — —
Criminal Law 1880 French Law 1907 German Law
Criminal Procedure Law | 1880 French Law 1890 German Law

Source: the author
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2.5 DIFFERENCES BETWEEN CONTINENTAL LAWS AND COMMON LAWS
Generally speaking, there are two major legal systems in the modern world. One is

the common law system adopted by the United Kingdom and the United States. The other is

the continental law (civil law) system based on ancient Roman civil law and used in France,

Germany, Japan, and other countries (see Table 2.3).

Table 2.3 National legal systems

Common Law Civil Law (Continental Law)
Australia Nigeria Argentina Indonesia
Bangladesh Singapore Austria Iran
Canada United Kingdom Brazil Italy
Ghana United States Chili Japan
India Zambia China Mexico
Israel Egypt Poland
Jamaica Finland South Korea
Kenya France Sweden
Malaysia Germany Tunisia
New Zealand Greece Venezuela

Source: Miller and Jentz, 2000. Adapted by the author.

In a civil law system, the primary source of law is statutory code, and case precedents
are not judicially binding as they are in a common law system. Although judges in a civil law
system often refer to previous decisions as sources of legal guidance, they are not bound by
precedent; in other words, the doctrine of stare decisis does not app