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Customer Rights and Protections when Japanese Crypto Assets Exchange 
files for U.S. Chapter 11 (In the wake of the bankruptcy of FTX Trading) 

Yosuke Kanegae 
Background 

The bankruptcy of FTX Trading, a major U.S. crypto assets exchange, is bringing to light the pitfalls of global 
bankruptcy.  The reason for this is that FTX Japan, a Japanese subsidiary of FTX Trading, also filed for Chapter 11 
bankruptcy protection in the U.S.  This differs from the bankruptcy of Lehman Brothers Group given the Japanese 
subsidiary of FTX Trading did not file for bankruptcy in Japan due to a significant excess of assets. 

Perhaps this is because the Financial Services Agency (FSA) has issued an order to retain assets in Japan, and the 
fact that there are still funds left to return.  This also may be a source of reassurance, but there is no panic in 
Japan.  What is often overlooked, however, is the reality of the significant hurdles Japanese clients would face to 
recover their assets when acting in accordance with U.S. bankruptcy procedures. 

I have been involved in numerous international insolvency cases, including serving as acting deputy trustee for 
MtGox, which filed for bankruptcy in 2014, the first major insolvency for a crypto exchange company.  Based on 
my extensive experience, I would like to explain the legal issues surrounding the protection of customers' rights 
in the bankruptcy of FTX Trading. 

Issue 1: What are the "rights" held by Japanese customers? 

In Japan, the rights held by customers depositing crypto assets against domestic exchange companies are often 
described as a "creditorial right to demand the return of the deposited crypto assets" (there is the August 5, 2015 
ruling by the Tokyo District Court relating to MtGox). 

In order to ensure that the domestic exchange company can definitely comply with the right to demand the return 
of fiat, even in the event of a deterioration of their financial situation, the deposited funds should be managed in 
the form of trusts in accordance with the Payment Services Act (Article 63-11(1) of the Act No. 59 of June 24, 2009), 
and the beneficial interest in such trusts are held by the customer.  In addition, cryptographic assets are managed 
in so-called cold wallets (Article 63-11(2)). 

In addition, the Payment Services Act has a special provision that grants a preferentiality to the customer's right 
to claim the return of crypto assets (Article 63-19-2(1)).  This is generally described as a type of lien. 

The entitlement to first refunds under the Payment Services Act is a customer protection mechanism that was 
introduced in Japan ahead of any other country in the world.  And further, there does not appear to be any 
similar system in existence in the U.S.  Therefore, it is debatable whether the preferential right is recognized as 
effective under U.S. law as it is under Japanese law.  In addition, there are likely to be various discussions in the 
U.S. as to what rights customers have against exchange companies. 

Even if the effect of the right of preferential repayment under Japanese law was to be recognized as it is in relation 
to Chapter 11, assuming the legal nature of the "creditorial right to claim restitution," customers would not be 
able to recover crypto assets directly.  Instead, they would in principle receive preferential repayment in the 
restructuring plan under Chapter 11 proceeding. 
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Issue 2: Who manages FTX Japan's assets? 

If a domestic exchange company files for U.S. bankruptcy protection, who will manage the company's assets? 

The FTX's bankruptcy proceedings occur in the form of Debtor in Possession (DIP) type proceedings.  During this 
process the current management team will continue to run the company, including the management of its assets. 
In addition, a Corporate Restructuring Officer (CRO) is invited from outside before the legal proceedings are 
commenced, and this CRO may exercise authority as it sees fit.  As long as the domestic exchange company has 
filed a Chapter 11 petition, this CRO will continue to manage the business, including property management. 

In Japan, no trustee in a civil rehabilitation or corporate reorganization proceeding or bankruptcy trustee in a 
bankruptcy proceeding has been appointed for the domestic exchange company.  To exercise proceedings under 
the U.S. Bankruptcy Code in Japan, it is necessary to go through the Recognition Proceedings.  Even if such an 
application is filed, a trustee is not appointed in Japan unless the court administrative order (Article 32 of the Act 
on Recognition of and Assistance for Foreign Insolvency Proceedings. Act No. 129 of November 29, 2000) is issued. 

Under the Japanese court practice so far, it is likely that an administration order will not be issued if the foreign 
insolvency proceeding is of DIP type.  However, to protect the rights of domestic customers, the appointment of 
a trustee or at least making the removal of assets out of Japan a matter of court permission should be considered. 

Issue 3: Can we "liberate" the customers from U.S. bankruptcy proceedings? 

Can customers located in Japan demand the "voluntarily" return of their fiat or crypto assets directly from 
domestic exchange company? 

The U.S. Bankruptcy Code has a system called the "automatic stay" (Chapter 362 of the U.S. Bankruptcy Code). 
Under U.S. law, the stay takes effect on all assets worldwide upon the filing of a Chapter 11 petition, limiting the 
ability of creditors to exercise their individual rights. 

It seems not usually expected that a domestic exchange company under the control of the CRO will ignore the stay 
order and begin voluntarily reimbursing customers for assets for which reimbursement is prohibited under U.S. 
law (There are also sanctions in the U.S., such as contempt of court charges). 

Therefore, it is conceivable that a customer may seek a release from Chapter 11 proceedings (Section 362(d) of 
the U.S. Bankruptcy Code).  This is a procedure that allows for the right of restitution without being barred from 
effecting a stay, and is generally used when a secured party seeks to allow enforcement of a security interest on 
the grounds that there is no "adequate protection" as of right over the secured assets. 

As explained above, in Japan, customers have a "beneficial interest in a trust" for fiat and have the right to demand 
the return of crypto assets with preferential repayment rights attached.  Whether the stay can be released if the 
domestic exchanger has properly secured the assets in accordance with Japanese law and administrative penalties 
is an issue that requires consideration under U.S. law. 

On the other hand, from the perspective of Japanese law, it is necessary to obtain an order of recognition of 
foreign insolvency proceedings, an order of stay of security interest execution proceedings, etc. and an order 
prohibiting compulsory execution, etc. (Article 22, Article 27 and Article 28 of the Act on Recognition of and 
Assistance for Foreign Insolvency Proceedings) from a Japanese court (The Tokyo District Court has exclusive 
jurisdiction. Article 4 of the Act) in order to restrict a customer from conducting security interest execution 
proceedings or compulsory execution, etc. in Japan. 

Therefore, given the situation where there are no insolvency proceedings or recognition procedures under 
Japanese law, there are possible means for customers to receive "compulsory" repayment from domestic 
exchange company. 

If the right of priority payment under the Payment Services Act is a lien, it is worth considering using this right to 
conduct compulsory execution procedures such as seizure against the crypto assets of domestic exchange 
company as a lien holder.  However, there is no settled theory on the legal nature of the right of priority payment 
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under the Payment Service Act under Japanese law, and there are various discussions on the method of 
compulsory execution against crypto assets.  In addition, since it is believed that domestic exchange companies 
have adequately secured their assets in custody now by law and administrative action, there may be some 
discussion as to the necessity of compulsory enforcement. 

However, if customers located in Japan are to proactively and aggressively pursue the protection of their rights as 
creditors, like creditors in the U.S. who aggressively assert and exercise their legal rights, compulsory execution 
procedure is one option that should be considered. 

Domestic Exchange Company Business Transfers 

It has been reported that some exchange companies of FTX Trading group company are considering transferring 
their businesses.  Since a license and approval in Japan are required for the domestic exchange company to 
continue its business, it is assumed that the transaction would not be an asset sale, but a share transfer in which 
the parent company holding the domestic exchange company's stock (said to be a company located in the 
Bahamas) would sell its share to a third party with the permission of the U.S. Bankruptcy Court. 

In this case, the parent company of the domestic exchange company would receive the proceeds from the sale of 
the shares, the domestic exchange company would be discharged from Chapter 11, and the proceeds from the 
sale of the shares would be used to repay the parent company's creditors in Chapter 11.  At that time, it is 
expected that the transaction will be premised on the return of all deposited assets to the customers of the 
domestic exchange company in Japan. 

Even in this case, however, the bidding procedure, due diligence, and negotiation of the transfer agreement to 
determine the buyer of the shares is expected to take several months at the very least.  In addition, if a creditor 
files an objection to the sale of shares by the parent company in the Bahamas under Chapter 11, the process may 
take even longer. 

Filing of Claims in the U.S. Required 

If the share sale process under U.S. bankruptcy proceedings fail, Japanese customers will have no choice but to 
exercise their rights in accordance with U.S. Chapter 11, since domestic exchange company is also under the 
procedure.  To participate in the proceedings, they are required to file a proof of claim in accordance with U.S. 
law, vote for or against the proposed reorganization plan, and if the plan is approved, they will receive repayment 
based on the reorganization plan.  Naturally, the procedures will be conducted in English, creating language 
issues for Japanese customers. 

In such a case, there could be an issue under U.S. law as to whether the assets of the domestic exchange company 
would be repaid to its customers located in Japan without being sent to the U.S.  If this is the case, there could 
be a conflict with the Japanese financial system.  If so, there would seem to be an issue of how to sort out the 
relationship that would arise between the domestic exchange companies being under the supervision of the 
Japanese FSA and the stay order that has been issued on the assets in Japan managed by CRO in the U.S. 

In addition, it is understood that in Japan, a customer's right to return crypto assets is monetized in bankruptcy 
proceedings (Article 103-2 of the Bankruptcy Law), but in civil rehabilitation proceedings, there is no particular 
problem with paying back the crypto assets as they are.  This has been confirmed in the MtGox case. 

In this regard, it is also necessary to confirm whether it is possible to repay crypto assets in their entirety under 
the U.S. Bankruptcy Code.  Furthermore, the question of what kind of IT system is used to transfer crypto assets 
could also be a major practical issue. 

Issue 4: Why doesn't FTX Japan file for file for bankruptcy in Japan? 

If a company files for administrative civil rehabilitation or corporate reorganization proceedings and these 
proceedings are commenced, a trustee is appointed.  In this case, assets located in Japan would be placed under 
the control of a trustee appointed by the Japanese court. 
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The assets of the domestic exchange company would then be legally preserved under the supervision of the 
Japanese court, and customers would be able to file claims in Japanese and receive payment under the 
rehabilitation plan under the supervision of the Japanese court.  Through this process no particular problems are 
expected to arise in relation to the domestic retention order issued by the FSA or the preferential repayment rights 
under the Payment Service Act. 

Indeed, in this case, FTX Japan's assets seem to exceed its liabilities and appear to have no solvency problems. 
Therefore, there is a discussion as to whether the requirement to file for legal insolvency proceedings is suitable 
in the first place.  That is, for example, the Civil Rehabilitation Act requires (1) the risk that a fact constituting the 
grounds to commence bankruptcy proceedings would occur to a debtor and (2) the fact that a debtor is unable to 
pay debts that are due without causing significant hindrance to business continuation (Article 21 of the Civil 
Rehabilitation Act), and the U.S. Bankruptcy Code is seemingly granting filings quite broadly.  However, the Civil 
Rehabilitation Act also stipulates that if there is a foreign insolvency proceeding against the debtor, the fact 
causing the commencement of legal insolvency proceedings shall be presumed to exist (Article 208 of the Civil 
Rehabilitation Act and Article 243 of the Corporate Reorganization Act). 

Nevertheless, it would be difficult for a domestic exchange company under the control of a CRO to make decisions 
apart from its group companies, and if a domestic exchange company were to file for legal insolvency proceedings 
and be supervised by the Japanese court, its customers as creditors would have the choice to take the initiative in 
filing the petition.  In this regard, the question for customers located in Japan is whether they are willing to 
proactively and aggressively pursue protection of their own rights as creditors. 

Of course, there would be no problem if FTX Japan were to be removed from the U.S. Chapter 11 process and 
processed under Japanese legal bankruptcy procedures, as long as a formal court decision is made in the Chapter 
11 proceedings.  However, if the same corporation were to go through "parallel insolvency proceedings" in 
multiple countries without such coordination, the coordination between the proceedings would be quite 
complicated. 

As described above, while the possibility of filing insolvency proceedings in Japan against FTX Japan is worth 
considering, a number of legal and practical issues are likely to arise. 

Returning domestic assets, take time. 

Thanks to the efforts of the Japanese government and the cooperation of domestic exchange companies, Japan 
has led the world in the development of customer protection mechanisms.  Now, however, an unexpected 
situation has arisen in which domestic exchange companies are involved in bankruptcy proceedings in foreign 
countries.  Even if domestic assets can be preserved through legal or administrative action, the hurdle is sure to 
be high in any case before assets are secured and returned to customers through the necessary procedures in 
foreign bankruptcy proceedings. 

In general, the U.S. Bankruptcy Code is such that a reasonable conclusion is reached when creditors assert their 
own rights and debtors respond to them.  It would be worthwhile to consider taking the position of proactively 
and aggressively pursuing the protection of the rights of customers located in Japan, considering the fact that they 
are creditors involved in Chapter 11 under the U.S. Bankruptcy Code. 

January 18, 2023 
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