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ACCJ Viewpoint

RECOMMENDATIONS

The Liberal Democratic Party (LDP) of Japan’s
recent return to power followed a successful
political campaign based on a proactive
policy platform, including a robust set of
corporate governance reforms intended to
restore confidence in the Japanese financial
markets and encourage economic growth. In
its “Comprehensive Policy Proposals” dated
November 27, 2012, the LDP’s campaign
promised to:

accelerate corporate governance reform
through such measures as tightening the
definition of outside directors, mandatory
adoption of multiple independent directors
at listed companies, reviewing functions

of statutory auditors and independent
directors in appointing an external auditor,
a more effective whistleblower system,

a regulatory framework to discipline the
relationship between a parent company and
subsidiaries, a review of the audit firm and
public accountant system, tougher penalties
for misconduct and indemnification for
those who voluntarily surrender.?

The ACCJ applauds the LDP for its foresight in
adopting this important position. Unfortunately,
the Ministry of Justice (MOJ) Legal System
Advisory Council Company Law Committee (the
“"Company Law Committee”) appears ready to
submit to the Diet proposed amendments to the
Company Law that were prepared by the prior
administration, and fall far short of the LDP’s
campaign promises, especially in respect to the
implementation of a requirement for independent
directors.

The American Chamber of Commerce (ACCJ) calls
on the LDP and the Government of Japan led by
Prime Minister Shinzo Abe to act swiftly to ensure
that the proposed amendments to the Company
Law to be submitted to the Diet include the
measures described in the LDP’s own campaign
platform.

Accordingly, the ACCJ recommends the following
specific changes to Japanese law and regulation:

(a) amend the Company Law to include a
definition of “independent outside director”
that is consistent with global best practices;

1 “J-File 2012, Comprehensive Policy Proposals, ("]-
7712012 BREBEBERE). B4 THAZRDEY )",
p. 53, item 192.
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(b) add detailed rules to the Company Law,
Financial Services Agency (FSA) regulations
and the rules of stock exchanges such as
the Tokyo Stock Exchange (TSE) to require
each publicly-listed company to: (i) identify
which, if any, directors or director nominees
fit the definition of independent outside
director; (ii) for each director or director
nominee that is identified as independent,
disclose any transactions or relationships
that were considered by the company’s
board of directors in determining that the
director is independent; and (iii) disclose
the company’s policy with regard to director
training, both with respect to training of
executive directors before nomination, and
continuing education of all directors;

(c) amend the Company Law and/or listing
rules of Japanese stock exchanges
to require that at least one-third of a
listed company’s board of directors be
independent outside directors;

(d) amend the Company Law to permit a board
of directors to formally delegate decision-
making authority on specific matters to
a “special board” comprised entirely of
independent outside directors, along the
lines of Article 373 of the Company Law;

(e) amend the Company Law so that where
no such “special board” consisting solely
of at least three independent outside
directors is utilized with regard to specified
types of board resolutions where the risks
of self-interest and conflicts of interest
are inherently high, the burden of proof
will be shifted to directors with regard to
satisfaction of their duty of due care and
duty of loyalty; and

”

(f) create legal infrastructure for “shikkouyaku
executive officers, including CEOs with
representation authority, who can be
appointed by the boards of statutory-
auditor-style companies. This amendment
should be similar in structure to the legal
rules currently governing executive officers
(as defined under Japan’s Company
Law) at committee-style companies,
including codification of the legal duties,
responsibility, and potential liability of such
executive officers.
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The ACCJ also notes that the Company Law
Committee’s proposed amendments include the
introduction of a third governance structure
which would allow statutory auditors to vote

on certain matters. To be most effective, this
proposal should be a transitional measure

and part of a comprehensive plan to achieve

a mandatory corporate governance system
incorporating the policies outlined above.

ISSUES

Director Independence and Corporate
Value

As before, the ACCJ commends the advisory
report (the "CVSG Report”) concerning takeover
defenses that was issued in 2008 by the
Corporate Value Study Group formed by Ministry
of Economy, Trade and Industry (METI).

Adoption of these recommendations into

law would have contributed substantially to
confidence in the Japanese stock market,
increased the value of Japanese companies,

and facilitated transactions that enhance the
value of the Japanese companies involved,

most of which would have ultimately been
“friendly” in nature. However, they have not yet
been adopted, and foreign investment in Japan
continues to lag. Furthermore, board decisions
regarding takeover defenses are not the only
type of decision for which there is great risk that
inherent self-interest and conflicts-of-interest can
reduce corporate value. Decisions with respect
to control of the company (including an MBO),
nomination of directors and compensation of
directors also carry similar significant risks, which
greatly concern investors and other stakeholders.
In recent years in Japan, these issues have
increasingly become the subject of lawsuits (in
the case of low MBO prices) or low shareholder
approval percentages (in the case of nomination
and/or compensation of directors).

There is ample and persuasive evidence that
independent outside directors contribute to
corporate value. Research by Professor Takuji
Saito of Keio Business School has shown that
the introduction of outside directors into all-
insider boards at Japanese listed companies
significantly improves firm performance and
the quality of forward earnings estimates, and
that investors’ reaction to the introduction of
outsiders is significantly positive.? And it is also

2 Takuji Saito, Boards with and without Outside
Directors: An Empirical Comparison (working draft),
pp. 4-6.
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clear that such benefits derive from independent
directors rather than just “outside” directors
who are not independent. Studies by Professors
Abe and Jung (2004)3 and Mr. Irie and Professor
Noma (2008)* indicate that only independent
outside directors - those without significant ties
to a company’s majority shareholder or bankers
- show a positive correlation to the company’s
performance.

In 2005, in the “Corporate Value Study Group”
(CVSG) report endorsed by both METI and the
MOJ, Japan adopted the so-called “Delaware
model” of corporate governance, because as

a policy decision it opted in favor of board-
centric systems where a company’s board

of directors has discretion to decide matters
affecting corporate control, such as takeover
defenses. However, Japan did not adopt the most
crucial element of that “Delaware model” which
ensures that corporate value is maintained and
maximized: that is, incentives and requirements
for independent outside directors who can serve
as neutral decision-makers on those matters for
which intense managerial self-interest exists.

That independent outside directors are not

a major component of Japanese corporate
governance has resulted in boards establishing
informal “special committees” comprised of non-
directors to consider and make recommendations
on key corporate decisions, such as the
introduction of takeover defenses and the sale of
corporate control. As described more fully below,
these extra-legal “committees” of non-directors
raise significant issues concerning liability and
accountability to the company’s shareholders on
the part of both committee members and the
board.

Over the past 20 years, the concept of mandating
requirements and incentives for the use of
independent outside directors has ceased to

be mainly a U.S. phenomenon. Following

the 1992 Cadbury Report and the European
Commission’s 2004 Recommendation of the Role
of (Independent) Non-Executive or Supervisory
Directors, the vast majority of major economies

3 Naohito Abe and Taehun Jung, Cross-Shareholdings,
Outside Directors, and Managerial Turnover: The
Case of Japan, August 2004, p. 5.

4 Kazuhiko Irie and Mikiharu Noma, Shagai-Yakuin no
Dokuritsusei to Kigyo KachieGyoseki (Independence
of Outside Directors and Corporate Value/Financial
Performance), Keiei-Zaimu Kenkyu,\Vol. 28, No. 1
(2008), pp. 51-52.
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- both developed and developing - around the
world have implemented systems requiring or
encouraging the use of independent outside
directors. For instance, a 2010 report by the
Asian Corporate Governance Association,
“Rules & Recommendations on the Number

of Independent Directors in Asia” describes
independent director requirements (whether

in “hard law” or “soft law” such as corporate
governance codes) in China, Hong Kong, India,
Korea, Malaysia, the Philippines, Singapore and
Taiwan.

However, Japan has significantly lagged with
respect to adopting this “essential other half”

of the legal model of corporate governance
endorsed in the CVSG report in 2005. The TSE’s
listing rule requiring one board member to be
“independent” is a start, but, inasmuch as it
allows statutory auditors (who cannot vote) to
fulfill this role and only requires one such person,
it does not even come close as a practical method
for satisfactorily addressing issues of managerial
self-interestedness and potential conflicts of
interest. According to the TSE's latest statistics,
only 2.2 percent of all listed companies have

a majority of outside directors and 46.3% of

all listed companies have no outside directors

at all.> As a result, many domestic and foreign
institutional investors have lost hope that
standards for corporate governance in Japan will
improve in the near future, which has become
one more reason for diminished investor interest
in the Japanese market.

Director Training

The ACCJ is concerned that Japan also lags with
respect to the disclosure of, and incentives for,
necessary training and educational programs for
directors and director nominees. We note that
the TSE has recently published “"A Handbook

on Practical Issues for Independent Directors/
Auditors” to be distributed for the voluntary use
by independent directors and auditors. However,
according to the TSE’s own statistics, only 12.5%
of all directors entitled to vote are independent.®
This ignores the vast majority of directors,
whom are by implication not in need of director
education or training only by virtue of being
insiders.

5 “Data Summary of TSE Listed Companies: White
Paper on Corporate Governance 2013,” February,
2013, Tokyo Stock Exchange, Inc., p. 5-6.

6 Id. at 2.
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7  TReform Priorities in Asia: Taking Corporate Governance
to a Higher Level,OECD 20114, (http://www.oecd.org/
corporate/ca/corporategovernanceprinciples/49801431.
pdf), 33~39—/
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In accordance with the OECD Principles of
Corporate Governance and UNCTAD's “Guidance
on Good Practices in Corporate Governance
Disclosure”, the vast majority of developed
nations — and many developing nations — now
have some form of rule either requiring director
training (including continuing education) or
ongoing evaluation of needs in that respect, or
at least requiring the disclosure of each listed
companies policy with regard to such matters.
These rules appear in a variety of forms, ranging
from disclosure regulations and listing rules to
corporate governance codes.

Of particular note, in 2012 the Asian Roundtable
of the OECD, co-hosted by the FSA and the

TSE in partnership with the Government of
Japan, reaffirmed its 2011 decision that director
training provided by the private sector is one of
its six “reform priorities in Asia” with respect to
corporate governance’, at which time both Hong
Kong and Singapore had already significantly
upgraded their Codes of Corporate Governance
with respect to director training and orientation.

In comparison with this global trend that
supports and enables healthy corporate
governance, it is striking that no such rules

exist anywhere in Japan, and that not even
disclosure about training policy is required.

This gap is striking when one considers that
because the overwhelming majority of Japanese
directors are not outside directors - i.e., they
are managers and long-term employees of the
company - it would be not only appropriate but
easy for Japanese companies to require director
nominees to take recognized third-party courses
to comprehensively prepare them for their
director duties. It is even more striking when one
consider that not even statutory auditors, who
are in charge of “accounting audits” and “legality
audits”, are not required to have any knowledge
of those two subjects.

Company Law Committee’s Proposed
Introduction of New “Audit and Supervisory
Committee” Company Structure

The Company Law Committee is currently
proposing the introduction of an “Audit and
Supervisory Committee” company structure as

7 Reform Priorities in Asia: Taking Corporate
Governance to a Higher Level, OECD 2011
(http://www.oecd.org/corporate/ca/
corporategovernanceprinciples/49801431.pdf),
pp. 33-39
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a means of improving the supervisory role of

the board of directors over management. The
decision to adopt an Audit and Supervisory
Committee would be optional and would mark
the introduction of a third type of corporate
governance model, in addition to the current
“Company with Board of Auditors” and “Company
with Committees.” The Audit and Supervisory
Committee would have roughly the same
authority as the Audit Committee in a Company
with Committees, and Audit and Supervisory
Committee members would be comprised of at
least three directors, a majority of whom must be
outside directors.

We strongly agree with the importance of
significantly improving the supervisory role of the
board of directors over management. As currently
envisioned, however, the proposed structure
does not address the huge gap in Japan’s legal
model of modern corporate governance that has
existed since 2005. The new structure would be
optional, not mandatory, on the part of Japanese
companies, allows non-independent members

to sit on the proposed “Audit and Supervisory
Committee,” and does not provide incentives or
structure for the use of independent directors

in situations where they are most needed.
Furthermore, by instituting a third optional
governance model in Japan, it carries huge

risks of confusing and even alarming markets
and investors. Accordingly, we concur with

the Asian Corporate Governance Association’s
January 31, 2012 letter to the MOJ Committee

in recommending against the introduction of the
proposed “Audit and Supervisory Committee”
company structure. Instead, we strongly urge the
Government of Japan to introduce a requirement,
applicable to all listed companies, that at least
one-third of the listed company’s board of
directors be independent outside directors.

Special Committees

As indicated in earlier viewpoints, we recommend
that the Government of Japan amend the
Company Law so as to allow companies with
boards of directors to formally delegate decision-
making authority on specific matters to a board
committee comprised of elected directors,
including a committee comprised entirely of
independent outside directors.

This recommendation is especially important
because, as Section 3(5) of the CVSG report
notes, there are legitimate questions about
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the legal validity of the special committees
comprised of non-directors that have recently
been appointed to advise boards of Japanese
companies concerning takeover defense plans.
It is also unclear what legal duties, if any, such
Special Committees owe to shareholders.

Under current Japanese law: (@) such special
committees are extra-legal - there exists no
legal basis for the their creation, composition or
administration; (b) a board of directors is not
legally allowed to delegate board decision-making
to outsiders or even to a committee comprised
of directors; (c) when directors sit on such
committees, it is unclear whether they are acting
in their full capacity as directors, bearing full
fiduciary duties; and (d) most importantly, since
most members of such special committees are
outsiders who were not selected by shareholders,
they arguably do not bear any fiduciary duties

to and cannot be held legally accountable by
shareholders.

Based on this legal reality, the ACCJ believes
that the CVSG Report correctly stressed that the
ultimate responsibility for decisions concerning
defenses or takeovers resides with the directors,
and that this is a fundamental duty that cannot
be shifted to any other person or persons.
Furthermore, the CVSG Report correctly points
out that "“it is necessary to effectively guarantee
independence from management” and that the
role of independent outside directors is very
important.

However, the ultimate responsibility of the board
can only be reconciled with the importance of
independent judgment if the board is statutorily
enabled to create and delegate decision-making
authority to board committees or “special boards”
that are comprised entirely of independent
outside directors, including for the purpose of
making the key decisions concerning the adoption
and use of takeover defenses. This is especially
the case where independent outside directors do
not comprise a majority of the board.

In implementing changes to the Company Law
necessary to allow a company to create such
legally valid special committees comprised

of independent outside directors, the ACCJ
recommends that the Government of Japan look
to the framework already established by Article
373 of the Company Law. Article 373 authorizes
a company to establish a “Special Board” of
three or more directors selected in advance
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from the full board to vote to approve sales or
purchases of significant assets or significant
borrowings. Meetings convened under Article 373
are considered actual meetings of the board of
directors subject to all of the normal procedures,
including the taking of minutes, the presence

of statutory auditors and formal voting. Article
373 is a convenient basis for amendments to
the Company Law enabling boards to establish
the equivalent of legally authorized special
committees of independent outside directors.

Shifting Burden of Proof to Interested
Directors

The current framework of the Company Law
which allows Japanese public companies to

elect to either adopt the “committee” system

or continue with the kansayaku system has
allowed Japanese public companies to avoid the
introduction of independent outside directors.
The proposal to add an additional voluntary
governance structure, the Joint Audit Committee
Company, would provide a further opportunity for
Japanese companies to make superficial changes
to their corporate governance without addressing
the fundamental need to strengthen the role of
independent outside directors.

As noted above, the ACCJ strongly supports

a mandatory requirement that at least one-
third of directors at all Japanese companies

be independent outside directors. If this is not
politically feasible, as a minimum measure

we recommend enhancing Japan’s “Business
Judgment Rule” consistent with developments
in such jurisdictions as Delaware. Specifically,
we call for shifting the burden of proof from
shareholder plaintiffs to defendant directors in
connection with shareholder derivative claims
alleging that a director breached his or her duty
of due care in approving board decisions with
respect to which managers have an inherent
conflict or self-interest, unless such decision
was made by a “special board” comprised solely
of independent outside directors. This change
should be accompanied by an amendment
permitting a board of directors to formally
delegate decision-making authority on specific
matters to a “special board” comprised entirely of
independent outside directors, along the lines of
Article 373 of the Company Law.

The board decisions subject to this rule should
include (a) matters relating to the compensation
of board members, (b) the nomination and/or
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recommended termination of board members
and statutory auditors, (c) approval of material
transactions with affiliated parties (such as
majority shareholders), and (d) decisions relating
to the control of the company, such as resolutions
to adopt takeover defenses or to recommend

or approve extraordinary transactions such

as mergers, share exchanges, MBQO'’s or other
transactions resulting in de-listing or loss of
liquidity to the public shareholders, and (e) any
other matter in which any directors participating
in the board’s decision have a material conflict of
interest.

If these decisions are approved by a special
board comprised of independent outside
directors, the business judgment rule would
apply and a plaintiff alleging that the decision
resulted in damages to the company would bear
the burden of proof to show a breach of fiduciary
duties. If the decisions are approved by a board
comprised of directors who are not independent
and if the plaintiff shareholder demonstrates that
the damages resulted from the board’s decision,
the directors who voted for the decision would be
required to demonstrate that they fulfilled their
duty of care and duty of loyalty in connection
with such decision. In short, those directors
would be held accountable for explaining their
decision without requiring the plaintiff to succeed
in the nearly impossible task of acquiring full
information and facts about an internal board
decision.

Shifting the burden of proof to directors

in respect of decisions not approved by
disinterested independent outside directors is a
tested approach in Delaware, the most common
jurisdiction in which U.S. public companies are
incorporated and a jurisdiction at the forefront
in establishing global best practices in corporate
governance. As in Japan, most actions by a
Delaware corporation’s board of directors are
protected by the “Business Judgment Rule”.
Under the Business Judgment Rule, actions by
a board of directors will be protected by the
courts unless the plaintiff stockholder can prove
by a preponderance of the evidence that the
directors’ decision involved a breach of fiduciary
duty. In decisions where directors have a material
interest in the decision (such as a personal
financial benefit in a transaction that is not
available to all stockholders), the decision will
not be protected by the Business Judgment Rule
and the burden of proof shifts to the interested
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director to show that the transaction was entirely
fair, unless the decision is made by a committee
of independent outside directors or where a
majority of the board’s directors is independent
and disinterested.

We believe that our proposal would protect
shareholders from inherent conflicts of interest
that arise in management-led boards while
simultaneously providing an incentive to
Japanese public companies to voluntarily appoint
independent outside directors.

The Need for “Executive Officer”
Infrastructure for Statutory-Auditor Style
Companies

One major issue with the present legal structure
for statutory-auditor-style companies in Japan is
that the Representative Director — who almost
always is the CEO - can only be selected from
among the existing directors who have been
already elected by shareholders. In the case of
board-level malfeasance at a public company
(such as occurred in recent corporate scandals),
this means that whereas the board may be able
to terminate a director’s status as Representative
Director and CEO, the range of candidates who
can be considered to replace that director as
CEO is extremely limited. In terms of practical,
legal reality, until such time as an extraordinary
shareholders meeting can be called and held and
new board members elected, the range of choices
is limited to the current inside directors who may
be loyal to the prior CEO or who may even have
been involved in the same offending acts.

At the same time, for some ten years many
statutory auditor-style companies have adopted
an extra-legal, ad hoc practice of appointing
“executive board members” (shikkou yakuin) who
are such in name only, not legal reality, because
the Company Law in fact does not define any
such role for statutory auditor-type companies,
and therefore, they have no duties under that
law. Because many Japanese people are not even
aware of the legal difference between “shikkou
yakuin” at statutory auditor-style companies and
“shikkouyaku” at committee-style companies,
this ad hoc practice raises disturbing issues of
public confusion and apparent authority risk.

Therefore, the ACCJ recommends the creation of
legal infrastructure for “shikkouyaku" executive
officers, including CEOs with representation
authority, who can be appointed by the boards
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of statutory-auditor-style companies. This
amendment of current law should be similar in
structure to the legal rules currently governing
“true” executive officers at committee-style
companies, including codification of the legal
duties, responsibility, and potential liability of
such executive officers.
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