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Introduction

In Japan, most leases are governed by the Act on Land and Building Leases (Act No. 90 of
October 4, 1991) (the “ALBL”) as amended by the Law to Facilitate the Supply of High-
Quality Housing for Rent of 1999, which became effective in April 2000 (the “1999 Law”,
and the ALBL as amended by the 1999 Law, the “Act”) and the Civil Code. Prior to the
enactment of the 1999 Law, the laws governing leases, and the court interpretation of leases,
were reflective of the relative shortage of housing in Japan and generally sympathetic to
tenants (e.g., making it difficult for a landlord to terminate a lease). The 1999 Law re-
balanced the scales somewhat and made it possible for building owners to have more
certainty about the term of leases (as discussed further below).

The Act applies to land leases for land on which a separately owned building is situated and
to building leases, including space leases for space within buildings (both commercial and
residential). The Civil Code applies to leases not governed by the Act (such as temporary
structures, agricultural leases, open land, etc.) and covers matters not covered by the Act
(such as formation, breach of lease, etc.). Leases created prior to 1991 continue to be
governed by the predecessor to the ALBL, the Land Lease Act and the Building Lease
Act. However, the discussion in this chapter will primarily discuss the state of the law as
reflected in the Act and, to a lesser extent, the Civil Code.

In Japan, buildings and land are separate estates. Unless otherwise noted, in this chapter,
we shall use the term “landlord” to refer to a building owner.

Key leasing provisions

Length of term

The length of term of a lease will depend on whether the lease is for land or for building, and
whether the lease is an ordinary lease (sometimes referred to as a “standard” or “traditional”
lease) or a fixed term lease. If an ordinary building lease has a stated term!, theoretically,
neither party can terminate the lease prior to the stated termination date unless either party
has reserved such right to terminate prior to the stated termination date (in which case,
statutory rules will govern). On the other hand, if an ordinary building lease does not have
a stated term or is deemed to not have a stated term, the tenant would be able to terminate
upon giving notice to the landlord three months in advance, while a landlord may be able to
terminate the lease by giving the tenant notice six months in advance, but the landlord must
have “justifiable reasons”, as discussed below.

Moreover, even if an ordinary lease has a stated term, unless the tenant gives notice of its
desire to not renew the lease, the lease will automatically renew on the same conditions,
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except that the lease shall be regarded as not having a stated term. Prior to 1999, it was
difficult for a landlord to terminate a building lease upon the expiration of the stated term
(or earlier than the stated term) because regardless of the stated term of a lease, unless the
tenant elected not to renew the lease or unless the landlord had a “justifiable reason” (seito
Jivu, a factual determination based on factors discussed below) to reject the tenant’s request
to renew the lease, the term would be renewed (or the landlord’s desire to terminate would
not be recognised).

The 1999 Law created a new type of lease, the so-called “fixed term building lease”, which
was made available for building leases. In contrast to the ordinary building lease, a fixed term
building lease, as defined in Article 38 of the Act, definitively terminates without renewal
upon expiry of the term specified in such lease agreement, so long as certain requirements
are fulfilled. Neither party may terminate a fixed term building lease prior to the expiry of
the stated term (except that a fixed term lease for residential purposes of a leased space of
less than 200 square metres may be terminated by the tenant on notice given one month in
advance, if it is necessary to terminate for unavoidable circumstances, such as job transfer,
receiving of medical care or need to provide care to arelative). However, if upon the expiry of
the term, both parties agree to continue using the subject space or building, a new agreement
may be executed and the subject space or building may continue to be used. If the term of the
fixed term building lease agreement is one year or longer, the landlord is required to notify
the tenant of the termination of the agreement during the period one year to six months prior
to expiry. However, even if the landlord fails to give such notice, the landlord can at any
time before the scheduled termination date notify the tenant of the termination of the lease.
In such case, the contractual relationship will definitively terminate after the passage of six
months from the date on which such notice is given.

The following is a summary of the length of term of various types of leases:

(1) Ordinary Land Lease for Building.* * An ordinary land lease will have an initial term
of at least 30 years, unless a longer term is specified in the agreement. Such leases
will renew for a renewal term of 20 years, and thereafter for renewal terms of 10
years or such longer period as the parties agree upon. Prior to the expiration of each
scheduled term, the tenant will have the right to elect whether or not to renew the lease.
The landlord* may not object except for “justifiable reasons”. To determine whether
a landlord has “justifiable reasons”, the following factors will be considered: (a) the
landlord’s need to use the land for its own purposes; (b) the prior history of the lease; (c)
the present use of the land and the condition of the building situated on the land; and (d)
any economic consideration that the landlord is willing to pay to the tenant to surrender
the land. At the expiration of the term of the lease, the tenant has the right to require
the landlord to purchase the building situated on the land at current market value.

(i1) Fixed Term Land Lease. There are four types of fixed term land leases: (a) ordinary
fixed term land leases which must have a term of 50 years or more; (b) fixed term lease
for business use which will have a term of at least 30 years but less than 50 years; (¢)
fixed term lease for business use which will have a term of at least 10 years but less than
30 years®; and (d) fixed term land lease with special provision for transfer of building
must have a term of at least 30 years®.

(ii1) Ordinary Building Lease. The parties are free to agree to the length of the term of
the lease, as long as the agreed upon term is at least one year or longer. Unless either
party gives notice at least six months and not more than one year in advance of the
expiry of the lease term of its desire not to renew or not to renew unless the terms are
changed, the lease will be automatically renewed on the same terms and conditions,
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except that the lease will thereafter be deemed to be a lease without a stated term
(in which case, the tenant can terminate upon notice given three months in advance,
and the landlord may be able to terminate upon notice given six months in advance)’.
However, as mentioned above, a landlord cannot give notice of non-renewal unless
there is justifiable reason.

(iv) Fixed Term Building Lease. This type of lease may have a lease term of any length
as agreed by the parties, and the term will not be automatically renewed. Prior to
executing the lease, the landlord is required to explain to the tenant in writing (separate
from the lease agreement) that the lease term will not be renewed and provide sufficient
explanation of the lease term to the tenant. In addition, in the case where the lease
term is one year or more, at least six months and no more than one year prior to the
expiration of the lease term, the landlord is required to give a reminder to the tenant of
the expiration of the lease.

Rent (frequency, basis of calculation)

Rent is typically paid on a monthly basis. Often a lease will provide that in addition to rent,
the tenant is required to pay a portion of the common area expenses (kyoekihi). The rent
and these common area expenses are often set forth in the original lease agreement. The
amount of rent may be adjusted (see “Rent review” below). The common area expenses are
supposed to reflect operating expenses of the common areas of a building.

Remedies for non-payment of rent and breach of other covenants (including forfeiture)

A failure to pay rent or material breach of another covenant of the lease such as the permitted
use would typically constitute an event of default (many leases provide for a brief cure
period). Generally speaking, assignment and subletting are considered material breaches
which are not curable. If the event of default not being cured within the cure period, if any,
and if the nature of the default is such as to destroy the relationship of mutual trust between
the landlord and the tenant, a landlord will be entitled to terminate the lease and obtain a
court judgment evicting the tenant if the tenant does not voluntarily surrender the premises.

Rent review

Under Article 32 of the Act®, either party of a building lease has the right to request an
adjustment of rent if the amount of rent has become unreasonable as a result of an increase
or decrease of taxes and other burdens on the land or the building, a rise or decline in price
of the land or building, or fluctuation of any other economic circumstances, or in comparison
to the rent of neighbouring properties similar in nature. If the parties cannot agree upon the
adjustment of the rent, the party desirous of the rent adjustment can commence litigation,
preceded by mandatory mediation (chotei). In the case of a request for an increase of rent,
pending the determination of rent, the tenant can continue to pay rent in the amount it believes
to be reasonable, but at least equal to the current rent. After the determination of the new
rent has been made, if the tenant has underpaid rent compared with what would have been
appropriate, the tenant will be obligated to pay to the landlord an amount of the shortage plus
interest calculated at the rate of 10% per annum. In the case of a request for a decrease of
rent, pending the determination of rent, the landlord will have the right to require the tenant to
pay rent in the amount the landlord believes to be reasonable, but at most equal to the current
rent. After the determination of the new rent has been made, if the tenant has overpaid rent
compared with what would have been appropriate, the landlord will be obligated to refund
the overpaid amount plus interest calculated at the rate of 10% per annum.

Any provision of an ordinary building lease that purports to exclude the right to request a
decrease of rent under Article 32 of the Act would be null and void; however, if a landlord
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has agreed not to raise the rent under an ordinary building lease, such agreement will be
valid. On the other hand, in the case of a fixed term building lease agreement, the right to
request a decrease in rent or an increase in rent can be excluded by way of special agreement
(which fixes the rent or establishes an objective standard by which to adjust the rent), in
accordance with Article 38 of the Act.

We note that in Japan there is a system by which, instead of making a payment to a creditor,
a debtor can elect to deposit its payments with the local Legal Affairs Bureau (kyotaku). In
the process of rent adjustment, the kyotaku can be used if the landlord refuses to receive rent
payment or cannot receive the same.

Break rights
Please see the discussion in the section, “Length of term”, above.

Maintenance and repair

Unless the lease agreement provides otherwise, landlords are responsible for making all
maintenance and repairs to the leased premises. Most leases do not change this allocation of
responsibility for residential properties. However, leases for commercial use may provide
maintenance and repairs as tenants’ obligations.

Alterations

Commercial space lease is often provided by landlords to tenants in a shell or core condition
where the tenant is responsible for the cost of building out the space. However, depending
on market conditions and/or the negotiations between the parties, some landlords may
provide a build-out allowance or make other concessions in favour of tenants.

Reinstatement

At the time of surrender of the premises, the tenant will be required to restore the premises to
the original condition as of the time of commencement of the lease (genjo kaifuku), subject to
ordinary wear and tear. This applies to both commercial and residential leases. There have
been many disputes as to how to allocate the cost of restoring the premises (including what
constitutes ordinary wear and tear), especially in the residential lease context. As a result, the
national and some local governments have produced guidelines on how such costs should be
allocated where the lease agreement is not clear.

Assignment and subletting

Typically, leases prohibit the assignment of a lease or subletting without the consent of the
landlord. When a building is owned in trust, the trustee (usually a trust bank) will generally
require that the entire building be master-leased to a master lessee who in turn will sublet
space in the building to subtenants. When overseas investors acquire real estate in Japan,
they will often use a master lease structure even if the property is not entrusted. This is
because if a tenant were to make a rent payment directly to an overseas owner, the tenant
would be burdened with the trouble of withholding tax from each monthly rent payment.
On the other hand, if there is a domestic entity which is acting as master lessee of the entire
building, the subtenants (the actual occupants of space) will not need to be concerned with
the withholding tax procedures when making their respective rent payments. Instead, the
master lessee will handle all such withholding tax procedures in connection with payments
to the overseas property owner.

Sale by landlord
If a landlord sells its land or building, the successor landlord automatically succeeds
to the position of landlord under any existing leases, including the obligation to refund
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security deposits to the tenants (please see “Security provided to landlords (parent company
guarantees, bank guarantees, rent deposits)”, below). In other words, it would not be
necessary to obtain consents from the existing tenants to the change in landlord.

As mentioned above, it is not unusual for a master lease structure to be used. If there
is an existing master lease, the successor landlord automatically succeeds to the position
of master landlord under the master lease without the consent of the master lessee, and
the existing subtenants automatically continue to be subtenants under their subleases.
However, frequently in connection with the sale of the property, even if the master lessee
is not changed, the person holding the security deposits and having the obligation to refund
security deposits for the subleases will change. In such case, it will be necessary to obtain
the consents of the subtenants in order to release the existing obligor from such obligation.
In addition, it is often the case that the existing master lessee is affiliated with the former
landlord of the property. In such case, the new landlord will usually need to change the
master lessee and it will be necessary to obtain the consents of the subtenants to the changes
associated with this.

Permitted use

Tenants are permitted to use the leased premises in the manner specified in the lease
agreement. Other uses of the leased premises may constitute a breach of the lease, giving
rise to a right of the landlord to terminate.

Insurance, including insurance during fit out by an occupier

Typically, leases do not specify insurance requirements. However, landlords will generally
maintain property and casualty insurance on the property (other than for the personal
property of the tenant), liability and rental income insurance.

Security of tenure, renewal rights, extensions of contractual term

In the case of land leases, at the commencement of the lease, the tenant will pay a non-
refundable concession fee (kenrikin) to the land owner to secure its right to the leasehold.
Depending on the size and location of the land, the amount of concession fee may easily
amount to millions of dollars. After payment of the concession fee, it will be difficult for
the land owner to terminate or interfere with the tenant’s rights to the land, and the tenant
may feel confident in proceeding to construct its building on the land. When the term of a
land lease is extended, the tenant will be required to pay the land owner an extension fee
(koshinryo).

In some, but not all, building leases, when the tenant extends the term of the lease, it will be
required to pay the landlord an extension fee.

Please see section “Length of term”, p100, for further discussion.
Security provided to landlords (parent company guarantees, bank guarantees, rent deposits)

It is common for a landlord to require a tenant to pay a security deposit (shikikin) prior to
taking occupancy of leased premises to secure the tenant’s obligations under the lease. In
the Tokyo area, the security deposit for residential leases is typically in an amount equivalent
to one to two months’ rent, while for commercial leases, amounts of six months to one year
are not unusual. The security deposit is refundable upon surrender of the premises in good
condition. If, when the premises are surrendered, they have not been restored to the same
condition as when originally delivered, the landlord will apply the security deposit to pay
the cost of such restoration and only return to the tenant the balance, if any, of the security
deposit. Residential landlords commonly require a tenant to have a guarantor — usually a
rent guarantee company that, for a fee, guarantees payment of the rent by the tenant.
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There is no obligation for a landlord to keep security deposits segregated. The obligation
to return the security deposits is an unsecured obligation of the landlord or, upon sale of the
premises, its successor.

In addition to security deposits, some landlords require key money (reikin) in an amount
equivalent to one or two months’ rent. This amount is non-refundable.

Taxes and other occupational costs

In principle, except in the case of rental payments for land (other than certain types of
parking lots etc.) and for residential properties, rental payments are subject to consumption
tax.

% sk sk

Endnotes

1. An ordinary building lease that has a stated term of less than one year will be deemed
not to have a stated term.

2. Leases created prior to the enforcement date of the ALBL (August 1, 1992) and thus
governed by the Land Lease Act follow a different mechanism of renewal from those
governed by the Act and discussed herein.

3. Land lease not for building, such as for land to be used for solar power-generating

panels, are governed by the Civil Code which will limit the term of the lease to 20 years

or less.

“Landlord” in (i) and (ii) means a land owner.

While land leases of type (a) and (b) require special provisions to eliminate the

application of the statutory renewal mechanism, land leases of type (c) automatically

exclude such application.

6. In the case of (d), the landlord is required to buy the building on or after 30 years have
passed since the creation of the land lease. However, in the case of (a) and (b), the
tenant’s right to require the landlord to buy the building at the end of the term can be
eliminated, and in the case of (c), such right is automatically eliminated.

7. A special agreement contrary to this sentence which is not disadvantageous to the
tenant will be valid.

8. For aland lease, see Article 11 of the Act.

v ok
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