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Due Diligence Coverage, Process and Issues for
M&A in Japan

Shigeki Tatsuno, Tsunemichi Nakano, Chiharu Yuki and Shogo Tsunoda'

This chapter provides specific M&A issues to be investigated by the attorney representing the
buyer in an M&A transaction in Japan. Conducting the appropriate diligence review is important
as it helps the client to identify any material risks or issues which adversely affect the proposed
transaction. In order to appropriately conduct the due diligence exercise, it is very important,
at least from a legal perspective, to know the typical risks or issues, or tips to conduct efficient
diligence, which could differ from country to country. We hope that this chapter will be of use to
foreign companies and lawyers considering an M&A transaction in Japan.
The chapter is divided into three parts:

e first, we set out an overview of the role of Japanese legal adviser in the diligence review
process, due diligence coverage in Japan and the principal methods used to acquire a target
company in Japan;

e second, we considerin detail the main areas of legal due diligence in Japan, including organ-
isation, stock, contracts, assets and liabilities, intellectual property, labour and employment
matters, regulatory licence and compliance matters, as well as litigation and disputes; and

e third, we discuss other specific issues of legal due diligence in Japan such as the

Gun-jumping Regulation and the Foreign Exchange and Foreign Trade Act.

Legal due diligence in Japan

Role of legal advisers in due diligence

In Japan, the due diligence review by the potential buyer (the buyer) generally involves investi-
gating the target Japanese company (the target company) from legal, financial, tax and business
perspectives. Depending on the nature and scope of the target company’s business, the buyer
may also include a diligence review of environment matters, information technology and human

1 Shigeki Tatsuno and Tsunemichi Nakano are partners, and Chiharu Yuki and Shogo Tsunoda are
associates at Anderson Mori & Tomotsune.
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resources. Among these due diligences, a Japanese legal adviser (the Japanese legal adviser)
mainly handles the legal due diligence under the laws of Japan.

In addition, when the target company has overseas subsidiaries, the buyer also needs to
investigate whether the foreign subsidiaries have any material risks or issues that adversely
affect the proposed transaction. Therefore, the Japanese legal adviser also organises the legal
due diligence of foreign subsidiaries, which will be undertaken by local law firms. More specifi-
cally, the Japanese legal adviser serves as lead counsel, retains the local law firms that can
provide the due diligence review of the target company’s subsidiary located outside Japan and
supervises the local firms’ diligence from the view point of the target company and the relation-

ship therewith.

Coverage of legal due diligence

The main areas of legal due diligence of the target company include organisation, stock,
contracts, assets and liabilities, intellectual property, labour and employment matters, regula-
tory licence and compliance matters, litigation and disputes. Each area of diligence investigation
under Japanese law is discussed under ‘The main areas of due diligence’.

Differences in approach to legal due diligence

The approach to legal due diligence in Japan differs depending on the method used to acquire
the target company. If the buyer is to acquire the target company, a straightforward and popular
method in Japan, as in other jurisdictions, is to purchase shares in the target company by share
acquisition through entering into an agreement with the seller. In addition to share acquisition,
the Japanese Companies Act provides certain methods of acquiring the target company (or a
certain business of the target company) including, among others, business transfer, company
split (demerger]), merger and share exchange. Under a share exchange scheme, the buyer
normally issues its shares to the shareholders of the target company in exchange for the target
company’s shares.

Under share acquisition and share exchange, the buyer normally purchases all (or part in
some cases of share acquisition) of the issued shares of the target company from its existing
shareholders. A key difference between the two methods is that consideration for share acquisi-
tion in Japan is typically cash and consideration for a share exchange is typically shares of the
buyer or buyer’s parent company. The transfer of shares under these two methods only changes
the composition of the shareholders and therefore does not directly affect the rights and obliga-
tions of the target company (eg, assets, liabilities, contracts and employees). As such, there is
little need to investigate and analyse the procedures necessary for the succession of the rights
and obligations of the target company.

Business transfer involves the individual transfer of bundle of rights and obligations as
well as contractual status of parties to the contracts, which constitutes a business of the target
company to another entity. During this process, the buyer acquires the rights and obligations of
the target company that are identified in the business transfer agreement. Because the rights
and obligations are transferred individually pursuant to general law principles, certain succes-
sion procedures may be required to succeed the contractual status of parties to the contracts as
well as the rights and obligations of the target company accordingly (eg, obtaining prior written
consent from, or providing notice to, counterparties to the contracts).
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A company split or merger is a reorganisation procedure pursuant to the Japanese
Companies Act and involves transferring the business as a whole of the target company compre-
hensively to another entity; the difference between them is that under a company split, certain
scope of a company specified by a party is transferred whereas the entire company is transferred
under a merger. Unlike a business transfer scheme, all of the relevant rights and obligations are
transferred comprehensively (ie, automatically) without any succession procedure or transfer
requirements (eg, for consent or notice] unless otherwise provided for in individual contracts or
in laws and regulations for regulatory permits.

In this chapter, we focus mainly on legal due diligence for the purpose of acquiring all the
shares in a target company through share acquisition unless otherwise provided (for example,
under ‘Matters to be noted for transactions involving business transfer or company split’, we
discuss some of the issues that commonly affect M&A transactions involving a business transfer

or company split).

Details of legal due diligence in Japan

The main areas of due diligence

Organisation

The first step of the due diligence with respect to the target company’s organisation is to review
the contents of its company register. A certified copy of the company register is available to the
public at the local branch of the Legal Affairs Bureau for the area in which the target company
has its principal business office.

Another fundamental document that a buyer acquiring a Japanese company needs to review
is the articles of incorporation. Under the laws of Japan, Japanese stock companies are required
to have articles of incorporation. Although some of the necessary items that are required to be
included in the articles of incorporation overlap with the company register, in practice, Japanese
stock companies may stipulate in the articles of incorporation further items related to the organ-
isation and operation of the company (eg, quorum, requirements for resolutions, matters for
resolutions of shareholders’ meetings and board of directors’ meetings, definition of the fiscal
year, tenures, powers of directors and auditors, and procedures related to paying out dividends).

The table sets out the statutory contents of the company register and articles of incorpora-

tion, plus voluntary items that are typically included in the articles of incorporation.?

Contents of company register and articles of incorporation

Company Articles of
register incorporation
Company’s business purpose 4 Vv
Trade name 4 4
Location of head office and branch office 4 v
Amount of stated capital (capital requirement) v
Total number of shares issuable by a Japanese stock company 4 Vv

2 Article 911, paragraph 3 of the Companies Act.
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Company Articles of
register incorporation
Details of class of shares (eg, priority of dividend of surplus, priority of v v
distribution of residual assets)
Total number of issued shares, classes of shares and number of v
shares in each class
Names of directors
Name and address of representative director
Organisational structure in the company (there should be at minimum v v
a shareholders' meeting and a director in a Japanese stock company)
Provisions for transfer of shares [if the transfer requires the approval v v
of the company)
The way the company provides public notices Vv
Quorum, requirements for resolutions, matters for resolutions of
shareholders” meetings and board of directors’ meetings
Timing, procedures, method of resolutions of shareholders’ meetings v
and board of directors’ meetings
Definition of the fiscal year v (V)
Number of directors and auditors v (V)
Tenure of directors and auditors 4
Powers of directors and auditors vVt
Procedures related to paying out dividends v

(V) - voluntary item

Although the company register and the articles of incorporation provide fundamental informa-

tion regarding the target company, the information is not comprehensive. The buyer needs to

further request necessary information from the target company (or the seller) with respect to

its organisation so that the buyer can conduct the necessary diligence. For example, it is recom-

mended that the buyer request from the target company (or the seller]:

e the shareholder register, as the names of the shareholders of the target company are not
included in the company register; and

e the minutes of shareholders’ meetings and board of directors’ meetings to investigate what
has been discussed at these meetings.

Stock
In an M&A transaction involving share acquisition, it is important to confirm through the due
diligence whether the seller validly holds all of the shares in the target company, by tracing the
history of the shareholders since the incorporation of the target company. In order to conduct
such diligence, it is necessary to understand two aspects of the laws of Japan in relation to share
acquisition and incorporators.

First, in the case of a private company, the approval of the general meeting of shareholders
(or the board of directors if the company has a board of directors] is required for the transfer of

shares.® In addition, in the case of a share certificate-issuing company, the transfer of shares

3 Article 139, paragraph 1 of the Companies Act.
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is not effective unless the share certificates are delivered to the transferee.* Therefore, in order
to confirm that the transferee validly holds the shares through the proper transfer procedure,
it is necessary to investigate that a resolution approving the share acquisition has been passed
at a general meeting of shareholders (or the board of directors) of the private company, and
that the transferee has received share certificates in the share certificate-issuing company. This
can typically be confirmed through reviewing relevant minutes of shareholders’ meetings or
board meetings.

Second, before the 1990 amendment to the Commercial Code (which was the main law
governing Japanese companies until the Companies Act took effect in 2006), Japanese compa-
nies were required to set up at least seven incorporators for incorporation, therefore relatives
or friends of the incorporators or employees of a company sometimes became nominal share-
holders, especially in the company established by family members. Since bona fide shareholders
(who are not nominal shareholders) validly hold shares in Japanese companies under the laws
of Japan, the buyer needs to carefully analyse who the bona fide shareholders of the target
company are (if the company was incorporated before the 1990 amendment to the Commercial
Code, as the Commercial Code is still effective for the purpose of analysing the legality of rele-
vant corporate actions when the Code was in effect], taking into account who paid for stock, who
receives dividends for stock, who are involved in the management of the target company, among
other factors.

Contracts

Under the due diligence for the purpose of conducting a transaction that involves change of
control of the target company, it is important to confirm whether the change of control provisions
are included, especially in contracts that are material for the business of the target company.
For example, certain contracts executed by the target company may contain change-of-control
provisions allowing the counterparties of the target company to terminate the contracts when
a significant change occurs in the composition of the shareholders of the target company. In
this case, the consent of the counterparties regarding transfer of shares must be obtained. In
this regard, it should be noted that contracts entered into by and among Japanese companies
are occasionally written in a quite simple form lacking sufficient provisions, and often include
abstract and broad language, among other things, in the change-of-control provisions. Thus the
buyer must carefully analyse whether the transaction triggers events described in change-of-
control clauses of material contracts entered into by the target company.

The buyer also needs to identify in the due diligence process whether material contracts
have a non-assignment provision, which does not permit assignment of all or part of rights and
obligations under a contract, or specifies that consent is required for doing so. Since there is
no uniform interpretation under Japanese law as to whether succession under a company split
constitutes an assignment to any third party all or part of its rights or obligations under such
provision, it is important to carefully consider the non-assignment provision in the transaction
involving company split.

Furthermore, in Japan, there are many cases in relatively small companies where oral

promises that are agreed upon without a written contract or documents (such as purchase order

4 Article 128, paragraph 1 of the Companies Act.
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or order receipt), which make the diligence review of contracts quite difficult. In addition, even
when written contracts exist, certain terms and conditions of the contract between the target
company and its business partners are often not elaborated in detail. In this case, it is neces-
sary to analyse them according to the principles under the Civil Code and the Commercial Code.

Moreover, in Japan, there are often strong business ties between affiliated companies, espe-
cially when they are owned by an individual owner. If the target company has transactions with
its parent company or other affiliated companies, including companies owned by the owner’s
family members or relatives, it is necessary to confirm whether the transactions are conducted
at arm’s length, and to analyse the necessity of contract modification or termination before the
transactions are completed.

Finally, the buyer also needs to investigate in the due diligence process whether there are any
contracts that adversely affect the operation of the business after the acquisition is completed.

Examples of such contracts typically include those that contain non-compete provisions.

Assets and debts
If the target company leases buildings, generally speaking, the lessee is protected under
Japanese law and there is a risk that the target company may not be able to evict the lessee
even after the agreed lease period has expired. For instance, if the target company conducts a
retailing business such as supermarket business, the target company rents a suitable building
from its owner to operate a supermarket, then subleases a portion of the building to another
retailer (eg, a flower shop operated by another company inside the supermarket]. In this case,
there is a risk that the target company may not be able to evict the lessee (eg, another retailer] at
will as the Japanese law is quite lessee-friendly in terms of renewal of building lease contracts.
For example, article 26, paragraph 1 of the Act on Land and Building Leases (the Act on
Leases] stipulates that in cases where a period has been prescribed for a building lease, when,
from between one year to six months prior to the expiration of said period, the parties fail to
notify the other party to the effect that the lease shall not be renewed, it shall be deemed that the
contract has been renewed with conditions identical to those of the existing contract, provided
that said period is not prescribed.
Further, article 28 of the Act on Leases states that the non-renewal notice set forth in article
26, paragraph 1 of the Act on Leases may not be given, and a request to terminate a building
lease may not be made, unless it is found that there are justifiable grounds for doing so. When
determining the justifiable grounds, the following factors are considered:
e the circumstances pertaining to the necessity of using the buildings on the part of lessor
and the lessee (including the sub-lessee);
e the history of the building lease contract;
e the conditions of the building’s use;
e the current state of the building; and
e incases where the lessor has offered payment to the lessee as a condition for surrendering

the buildings, the consideration of such offer.

Based on the above factors, it is necessary to conduct a detailed fact-finding investigation to
analyse whether there are justifiable grounds and that the tenant can be evicted. However, it is
usually very difficult to prove that justifiable grounds exist.
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Intellectual property

Similar to the diligence review in other jurisdictions, it is important to analyse whether the target
company actually owns the intellectual property that the target company claims to own or is
important to its business. Careful attention needs to be paid especially for a jointly owned patent
as, under the laws of Japan, if the target company jointly owns a patent right with a third party,
exercising such patent right is more restricted than exercising the solely owned patent. For
example, under the Patent Act, where a patent right is jointly owned, although each of the joint
owners of the patent right may work® the patented invention without the consent of the other
joint owners,® unless otherwise agreed upon by a contract, no joint owners of a patent right may:
e assign or establish a right of pledge on his or her own share of the patent right;” or

e grant an exclusive licence or non-exclusive licence to the patent right to any third party

without the consent of all other joint owners.®

In the case of an invention of a product, a subcontractor of one of the joint owners of the patent
right may work the patented invention without the consent of all other joint owners, if such
subcontractor acts solely for such joint owner and manufactures the product under the control
and supervision of such joint owner.

During the due diligence review with regard to intellectual property, it is also important
to confirm whether the target company has paid reasonable compensation for an employee
invention. Under the Patent Act, if an employee creates an invention that falls within the scope
of the business of the employer and was achieved by acts categorised as a present or past
duty performed by the employee for the employer (the employee invention), the employer will
automatically own the employee invention from the time the employee invention was created
if, and only if, the employer entered into an agreement or stipulated in its rules of employ-
ment in advance that the employer will own the employee invention. If the employer owns the
employee invention, the employee will have the right to claim reasonable compensation for such
employee invention, which could adversely affect the cash flow and valuation of such company.
If the employer pays reasonable compensation in accordance with its rules of employment,
the employer does not have to give any additional benefit. Therefore it is necessary to confirm
whether the rules of employment that contain the provisions relating to compensation for the

5  Working of an invention in the Patent Act means the following acts:
1 in the case of an invention of a product (including a computer program, etc, the same shall
apply hereinafter], producing, using, assigning, etc (assigning and leasing and, where the product
is a computer program, etc, including providing through an electric telecommunication line,
the same shall apply hereinafter), exporting or importing, or offering for assignment, etc (including
displaying for the purpose of assignment, etc, the same shall apply hereinafter] thereof;
2 in the case of an invention of a process, the use thereof; and
3 in the case of an invention of a process for producing a product, in addition to the action
as provided in the preceding item, acts of using, assigning, etc, exporting or importing, or
offering for assignment, etc the product produced by the process.
6 Article 73, paragraph 2 of the Patent Act.
Article 73, paragraph 1 of the Patent Act.
8  Article 73, paragraph 3 of the Patent Act.
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employee invention are reasonable and whether the employer [ie, the target company) has actu-

ally paid reasonable compensation in accordance with such rules.

Labour and employment

Among various issues related to labour and employment aspect of Japanese companies, the
issue of unpaid wages such as overtime allowance is one of the most commonly seen issues
that require careful investigation. It is also one of the typical reasons for potential liability for
companies in Japan, which could turn out to be a significant amount, since overtime work has
been quite common practice in Japan. Therefore the buyer is strongly recommended to investi-
gate whether the target company has any unpaid wages through the due diligence review. There
are two particular aspects of unpaid wages in Japan, as follows.

Under the Labour Standards Law, a working hour (for employees in Japanese companies) is
set at eight hours a day and 40 hours a week, and there must be one non-working day a week.’ For
any overtime work outside this period and any work during holidays, the employer is obliged to
pay extra wages.'® In addition, if an employee had to work during late-night or early-morning
hours [ie, from 10pm to 5am), the employer is obliged to pay extra wages." Thus, it is important
to manage and calculate the precise number of working hours for employees, including the
number of hours for their overtime work, to precisely assess the financial risk. If the target
company does not have a good system to track employees’ working hours [(eg, employees merely
record their working hours on their own), the target company is likely to be obliged to pay out a
certain amount of unpaid wages, which could sometimes be significant.

Onthe other hand, if an employee of the target company is objectively classified as a manager
or supervisor, he or she is exempted from some of the provisions of the Labour Standards Law
concerning working hours, overtime work and work during holidays." In such cases, employers
are not obliged to pay managers or supervisors extra wages for overtime or work during holidays
(although they are obliged to pay extra wages for late-night or early-morning work.

However, although Japanese companies typically nominate a large number of managers or
supervisors among their employees, there are strict requirements as to whether such employees
actually can be treated as managers or supervisors under Japanese laws and regulations. These
factors include whether he or she:

e isinan integrated position with management with respect to the determination of working
conditions and other labour management;

e has important duties and responsibilities that require him or her to operate beyond the
framework of regulations regarding working hours, overtime and work during holidays; and

e isin a position where his or her actual working conditions do not conform to regulations
regarding working hours.

9 Article 32 and 33, and article 35, paragraph 1 of the Labour Standards Law.

10 Article 37, paragraph 1 of the Labour Standards Law, and the Cabinet Ordinance concerning Minimum
Rate of Wages for Overtime Work and Work on Holidays under article 37, paragraph 1 of the Labour
Standards Law.

11 Article 37, paragraph 4 of the Labour Standards Law.

12 Article 41, item 2 of the Labour Standards Law.
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A comprehensive judgement should be made based on the job description, responsibility and
authority, working conditions and compensation package. If the target company inappropriately
determined that a certain employee was a supervisor or manager, he or she will be deemed an
employee fully entitled to extra wages for overtime or work on holidays as well as late-night or
early-morning work and the target company is likely to be obliged to pay unpaid wages for the
overtime work of the employee concerned.

Regulatory licence or permit and compliance

In M&A transactions in Japan, due diligence with respect to the regulatory licence or permit
owned by the target company requires confirmation of the necessary procedure to maintain such
licence or permit post-transaction. This item is especially important in a business transfer or
company split, either of which is used to carve out a business of companies, and careful confir-
mation as to whether such licence or permit can be transferred from the target to the buyer
is necessary in such cases. Generally speaking, while under a business transfer scheme the
regulatory licences or permits held by the target company may not be transferred and therefore
the transferee (or the buyer) would ordinarily have to obtain such licences or permits, under
company split scheme certain licences or permits may be transferred to the transferee (or the
buyer). In this section, we discuss aspects of the Act on Securing Quality, Efficacy and Safety of
Products including Pharmaceuticals and Medical Devices (the PMD Act) that allow the transfer
of certain regulatory licences or permits but not others in the pharmaceutical industry.

Under the PMD Act, a person who conducts a marketing business of pharmaceuticals in
Japan must obtain a marketing licence for pharmaceuticals [marketing business licence).™ In
addition, when the holder of a marketing licence for pharmaceuticals intends to market a
particular pharmaceutical item in Japan, the holder must receive marketing approval for such
pharmaceutical item individually. On the other hand, a person who conducts a manufacturing
business of pharmaceuticals in Japan must obtain a manufacturing licence for each manufac-
turing facility of pharmaceuticals [manufacturing business licence).”

Under the PMD Act, when a person holding marketing approval for a pharmaceutical item
transfers the marketing business of such pharmaceutical item (along with the marketing mate-
rials for such pharmaceutical item] through business transfer or company split, the transferee [or
the buyer) will be able to inherit the marketing approval for such pharmaceutical item, ¢ provided
that the transferee (or the buyer) files a statement of the transfer with the Pharmaceuticals and
Medical Devices Agency around one month prior to the transfer. However, neither the marketing
business licence nor the manufacturing business licence can be transferred under the PMD Act
through a business transfer or company split, and therefore the transferee (or the buyer) must
hold or obtain the necessary marketing business licence or manufacturing business licence.

13 Article 12, paragraph 1 of the PMD Act.

14 Article 14, paragraph 1 of the PMD Act.

15 Article 13, paragraphs 1 and 2 of the PMD Act.
16 Article 14-8 of the PMD Act.
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Litigation and disputes

The number of litigation cases in Japan is fewer than in other countries. It is, however, still
important to investigate whether the target company has any ongoing litigation cases to which
the target company is a party. In addition, the average trial period for civil cases among Japanese
companies is usually long, and sometimes judgment will be rendered after expiry of the indem-
nity clause set in the definitive agreements. Therefore, the buyer should consider using special
indemnity clauses in the definitive agreement of the transaction (eg, with the higher cap amount
and the indefinite indemnity period) with respect to ongoing civil cases to which the target
company is a party. In addition, the buyer should also identify disputes and other claims that
have not led to litigation.

Matters to be noted for transactions involving business transfer or company split

In Japan, while Japanese companies were aware of the importance of reviewing and reorganising
their business portfolios regularly in order to increase their corporate value, transactions to sell
and carve out a certain business materialised relatively less frequently in the past than now.
However, with the spread of covid-19, Japanese companies have been placed in an extremely
difficult situation as they have faced a temporary decline in demand and a rapid deterioration in
cash flow due to the disruption of cross-border supply chains. In such a situation, the Japanese
companies have been forced to implement structural reforms including reorganising their busi-
ness portfolios in order to increase corporate value and sustainable growth. In addition, due to
the revision of the Corporate Governance Code for listed companies'” and other governmental
guidelines,™ the listed Japanese companies are now required to formulate the policy for reor-
ganising their business portfolios; in addition, the listed Japanese companies are also required
to provide their shareholders with easy-to-understand explanation of such policy and the status
of reorganization of their business portfolios. Therefore, we anticipate that Japanese companies
will enter into many more transactions to carve out a certain business and conduct related M&A
at a greater pace in the future.

In order to conduct the appropriate diligence review for transactions involving business
transfer or company split to carve out a certain business, it is important to consider whether
rights transferred from the target company [ie, contracts, assets, intellectual property, systems,
employees and insurance) are both necessary and sufficient for the operation of the transferred
business after the succession. If they are not sufficient, stand-alone issues may arise.

In the event that certain rights or agreements are also necessary for the target company’s
business operations and will not be transferred to the buyer, it may be necessary that the target
company and the buyer enter into transition service agreements, preferably at the same time as
the definitive agreements of the transaction are concluded or when the transaction is completed
at the latest, so that the buyer may continue to receive necessary services after the transaction
is completed (ie, to resolve the stand-alone issues). For example, the transition service agree-
ment stipulates that the target company may license its patents, trademarks, copyrights and

know-how to the buyer after the transaction is completed. For another instance, if raw material

17 Tokyo Stock Exchange, Inc ‘Corporate Governance Code’, Supplemental Principles 4.2.2 and 5.2.1.
18 Ministry of Economy, Trade and Industry ‘Practical Guidelines for Business Transformations - Toward
Changes to Business Portfolios and Organizations'.
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supplier agreements are necessary for both the target company and the buyer but cannot be
transferred to the buyer for a legal reason or economic reason, the transition service agree-
ment may stipulate that the target company buys from the supplier a certain amount of raw
materials necessary for its business and the transferred business and resell such raw materials
to the buyer on a back-to-back basis (ie, at the same price purchased from the supplier) after
the transaction is completed. Accordingly, from the due diligence perspective, it is important to
investigate and identify possible stand-alone issues that need to be covered under the transition
services agreements.

One of the most important issues in a transaction involving a company split is the succes-
sion of employees under the Act on the Succession to Labour Contracts upon Company Split.
When a company is split, the splitting company is required follow certain procedures in order
to protect the affected employees. For example, pursuant to the Act, the splitting company is
required to give written notices to employees who are primarily engaged in the business to be
succeeded and are included in the succession. Such notices must also be given to trade unions.
Furthermore, the following employees must be given the opportunity to object to such inclusion
or exclusion:

1 those who are primarily engaged in the business to be succeeded but are excluded from the
succession; and

2 those who are not primarily engaged in the business to be succeeded but are included in
the succession.

In the case of (1), the employees are entitled to be included in the succession, and in the case of
(2], the employees are entitled to not be included in the succession. For the above purposes, it is
important to properly determine during the diligence review whether the employees are mainly
engaged in the business to be succeeded.

Other specific issues of legal due diligence in Japan

On 'Gun-jumping Regulation” and ‘Foreign Exchange and Foreign Trade Act’, please refer to the
2021 edition of Practice Guide - Japan M&A: Due Diligence Coverage, Process and Issues for
M&A in Japan.

Act on the Protection of Personal Information
During the due diligence review, the buyer typically requests the seller or the target company
to disclose information on key employees and/or individual shareholders of the target company.
In addition, the buyer may request the seller or the target company to disclose information on
individual business partners and customers. However, disclosure of certain information may be
restricted under the Act on the Protection of Personal Information in Japan (the PIP Act).
Under the PIP Act, ‘personal information” means information relating to a living individual
through which the specific individual can be identified (eg, those containing a name, date of birth
or other descriptions.” In order to provide ‘personal data’ (ie, personal information constituting
a personal information database] to a third party, it is necessary to obtain the prior consent of

19 Article 2, paragraph 1 of the PIP Act.
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those individuals whose personal information are being disclosed, with certain exceptions.?? One

such exception includes a case in which personal data is provided as a result of the succession

of a business in a merger or otherwise. However, this exception does not apply when personal
data is provided to a third party in a foreign country. Therefore, in an M&A transaction involving

a Japanese target company and a non-Japanese buyer, the target company must obtain the

prior consent of the individuals in order to disclose the personal data of the target company’s

employees, etc, to the buyer, except for the following cases?' [in other words, under the following
two cases, the target company does not need to obtain the prior consent of the individuals in
disclosing their personal data to the buyer that is a foreign entity):

1 case where the buyer is located in one of the foreign countries designated by the Personal
Information Protection Commission as a ‘foreign country that has a system for the protec-
tion of personal information that is recognized as being at a level equivalent to that of Japan
in protecting the rights and interests of individuals’, which, at the time of writing this article,
are the member countries of the European Economic Area and the United Kingdom; or

2 case where the buyer 'has established a system that conforms to the standards prescribed
by the regulations of the PIPC as necessary to continuously take measures equivalent to
those that a business operator handling personal information should take pursuant to the
provisions of Chapter 4, Section 2 of the PIP Act".

Furthermore, on 1 April 2022, the amended PIP Act will come into effect so that when obtaining
the consent of the individuals in order to provide the personal data to a third party in a foreign
country, it will be necessary for the target company to provide the individuals with information
on (1) the system regarding the protection of personal information in the foreign country, (2]
measures taken by the third party (ie, buyer] to protect the personal information and (3) any other
information that would be helpful to the individuals. In addition, when providing the personal
data to a third party in a foreign country, the target company will be obliged to take necessary
measures to cause the third party to continue to implement data protection measures, and it
will also be required to provide the individuals with such data protection measures upon request
from the individuals.

In reality, M&A transactions are ordinarily conducted privately, so it may be inappropriate
to inform the individuals with the above information in connection with the provision of personal
data to a third party in a foreign country in order to obtain the consent of the individuals.
Therefore, in practice, it may be possible to simply provide the personal data in a masked form
(thereby avoiding the application of the amended PIP Act altogether] and proceed with the legal
due diligence in an efficient manner in cross-border M&A.

Human rights due diligence

In 2011, the United Nations Human Rights Council endorsed ‘Guiding Principles on Business and
Human Rights: Implementing the United Nations ‘Protect, Respect and Remedy’ Framework’
(the Guiding Principles), which states that business enterprises should respect human rights
and have in place policies and processes appropriate to their size and circumstances, including

20 Article 27 of the PIP Act amended in 2020.
21 Article 28 of the PIP Act amended in 2020.
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a human rights due diligence process. According to the Guiding Principles, a human rights due
diligence means a process that business enterprises should continuously carry out in order to
identify, prevent, mitigate and account for how they address their actual and potential adverse
human rights impacts that they may cause or contribute through their own activities, or which
may be directly linked to their operations, products or services by their business relationships.
The Guiding Principles encourage the business enterprises, in conducting human rights due
diligence, to pay special attention to potential adverse human rights impacts on individuals or
populations that may be at heighted risk of vulnerability (eg, indigenous people, women, national
or ethnic minorities, religious and linguistic minorities, children, persons with disabilities and
migrant workers and their families). The Guiding Principles triggered a global increase in
interest in human rights due diligence.

In Europe, a proposed directive making human rights due diligence mandatory is scheduled
to be announced, and legislation to make human rights due diligence mandatory is underway
in various countries. On the contrary, in Japan, the progress has been slow. The govern-
ment has only launched the Japan’s National Action Plan on Business and Human Rights on
16 October 2021, which states that companies are expected to adopt a human rights due dili-
gence process based on the Guiding Principles and other relevant international standards and
to have a dialogue with stakeholders including those in their supply chain; however, the Plan
did not provide concrete measures to conduct the human rights due diligence. In order to close
the gap with Western countries, in February 2022 the Japanese government announced that it
will draft guidelines for human rights due diligence to assist Japanese companies to detect and
address human rights concerns (eg, forced labour and child labour] in their supply chains. The
Japanese government will also consider turning the guidelines into law, but did not specify when
it will start considering.

In practice, human rights due diligence process is required as a process that companies
should carry out on a regular basis, making it difficult to calculate the risk assessments in
the event that human rights risks are discovered. However, the risk of monetary expenditures
such as large fines due to human rights violations of increasingly strict laws and regulations on
human rights, as well as the reputational risk associated with public criticism of human rights
violations are important factors in calculating the corporate value of the target company, and the
reputational risk of the target company which will be included in the buyer’s group as a result
of an M&A transaction will affect the value of the buyer’s group post transaction. Therefore, in
the M&A transactions, it is desirable to conduct the human rights due diligence to detect human
rights violations (eg, forced labour in supply chains).

Since human rights risks are innumerable and vary depending on the target company’'s
business, products and services, the countries and regions in which the target company oper-
ates, it is necessary to conduct an investigation focusing on human rights risks that are assumed
to be the most serious in the target company. For example, if the target company is the manu-
facturing company with a global supply chain, the investigation should focus on the existence
of forced labour and child labour, etc. In this case, it would be important to understand the
overall picture of the supply chains and then prioritise based on the products, components and
countries that are most likely to be problematic. However, it is often difficult for the seller to
extend the scope of the diligence investigation to the supply chains of the target company at a
stage of due diligence from the perspective of information management. In such case, it is at
least desirable to confirm the target company’s policy on human rights, and confirm whether
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it is consistent with the buyer’s policy. Once the target company is under the control of the
buyer after the acquisition, it is highly recommended for the buyer to have the target company
conduct human rights due diligence in more detailed and comprehensive manner during the
post-merger integration process.
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