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ACCJ Viewpoint

Recommendations

The American Chamber of Commerce in Japan
(ACCJ) commends the advisory report (“the
Report”) concerning takeover defenses that

was issued in June 2008 by the Corporate Value
Study Group formed by METI (Chair, University
of Tokyo Professor Hideki Kanda). If these
recommendations are enacted into law they have
the potential to boost confidence in the Japanese
stock market and facilitate transactions that
enhance the value of the Japanese companies
involved, most of which will ultimately be friendly
in nature.

Consistent with its past Viewpoints on this
subject, the ACCJ calls on the Government

of Japan to implement the Report’s
recommendations by making specific changes to
Japanese law to: (a) amend the Company Law
by including a definition of “independent outside
director” that is consistent with global best
practices; (b) add detailed rules to the Company
Law to require publicly-listed companies to

(i) identify which, if any, directors or director
nominees fit the definition of independent
outside director and (ii) disclose all facts

that may affect a director’s independence of
judgment or create conflicts of interest; (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; and
(d) amend the Company Law so as to permit a
board of directors to formally delegate decision-
making authority on specific matters to a board
committee composed of elected directors,
including a committee composed entirely of
independent outside directors.

These legal changes are necessary because

the Report’s suggestions regarding director
fiduciary duties and independent board decision-
making require changes to the basic structure

of Japanese companies that can only be
implemented by amending the Company Law
and the listing standards for Japanese stock
exchanges related to corporate governance. The
Report’'s recommendations have the potential to
boost confidence in Japan’s corporate governance
and the Japanese stock market, and increase
shareholder value, but in order to do so, the
recommendations need to be enacted into law.
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Issues

The ACCJ supports many of the conclusions of
the Report, particularly those sections that: (a)
affirm the maximization of shareholder value as
the highest legal priority and the primary purpose
of takeover defenses under Japanese law; (b)
negate the assertion of the needs of other
stakeholders as justification to avoid takeover
negotiations; (c) affirm the legal duty of directors
to earnestly study M&A proposals and negotiate
so as to maximize shareholder value; and (d)
discourage the adoption or use of takeover
defenses in ways that entrench management or
provide greenmail payouts to certain investors at
the expense of others.

The ACCJ also concurs with Section 3 (5) of

the Report which suggests that: (a) ultimate
responsibility for determining whether to adopt
or make use of defenses lies with a company’s
board of directors; (b) this is a fundamental
duty that is owed directly to shareholders, and
that cannot be shifted or diluted by sharing

with outside parties; (c) at the same time, it

is essential for board decision-making to be
independent of management and based upon the
participation of independent outside directors;
and (d) Special Committees that have been
formed to advise boards of directors concerning
takeover defenses lack a clear legal basis and it
is unclear whether such Special Committees owe
legal duties to shareholders.

The ACCJ believes that these are the critical
observations upon which the other suggestions in
the Report depend. It is the credibility, objectivity
and independent judgment of directors that
supports the confidence of investors that board
decision-making will maximize their interests.
Such confidence in corporate governance is crucial
to a vibrant Japanese stock market.

Therefore, the ACCJ recommends that METI in
coordination with the Financial Services Agency,
the Ministry of Justice and other concerned
agencies, should undertake a revision to

the Company Law in order to implement the
suggestions in the Report. Specifically, to:

. Amend the Company Law so it includes a
definition of independent outside director
that is consistent with global best practices;

. Add detailed rules to the Company Law
to require all publicly-listed companies to
identify which, if any, directors or director
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nominees fit the definition of independent
director and to disclose all facts that

may affect a director’s independence of
judgment or create conflicts of interest;

. 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 be independent outside
directors; and

. 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 composed of elected directors,
including a committee composed entirely of
independent outside directors.

The ACCJ issued a Viewpoint in March 2008
regarding the first three points above and
recommended that the Government of Japan
require Japanese stock exchanges to adopt

and promulgate rules related to independent
outside directors. The ACCJ believes that

these recommendations are critical to the
implementation of the suggestions in the Report.

The fourth point above, which is the focus of

this Viewpoint, is especially important because,

as Section 3(5) of the Report notes, there are
legitimate questions about the legal validity of

the Special Committees that have recently been
appointed to advise boards of Japanese companies
concerning takeover defense plans in Japan. Itis
also unclear what legal duties, if any, such Special
Committees owe to shareholders.

Under present Japanese law: (a) such Special
Committees are extra-legal — there exists no
legal basis for the creation, composition or
administration of such committees; (b) a board
of directors is not legally allowed to delegate
board decision-making to outsiders or even to
a committee composed of directors; (c) when
directors sit on such committees, it is unclear
whether or not they are acting in their 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 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 Report appropriately stressed that the ultimate
responsibility for decisions concerning defenses
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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
ACCJ agrees with the Report’s assertion 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 that are composed
entirely of independent outside directors,
including for the purpose of making the key
decisions concerning the adoption and use of
takeover defenses.

This change to the Company Law is the best way
to achieve the Report’s suggestion to guarantee
independence from management. It would ensure
that (a) special board committees will have a valid
legal basis; (b) the members of committees are
directors elected by shareholders who have full
fiduciary duties with respect to participation in
and voting on such committees; and (c) minimum
legal requirements are provided for the formation
and administration of board committees,
governing such things as notice, records, minutes,
and budgets.

If, however, issues identified in Section 3(5) of
the Report are not addressed through changes to
the legal framework, the potential of the Report
to lead to significant positive changes in Japanese
corporate governance and the Japanese stock
market will not be realized.

The ACCJ notes that these issues are not unique
to corporate governance in Japan. In the U.S,,
state laws specifically provide that boards of
directors may legally create committees composed
of one or more of the directors, and generally
may delegate full decision-making authority to
such committees. Boards of directors may not,
however, delegate decision-making with respect
to certain fundamental matters such as dividends
and other distributions, amending the articles

or bylaws, and proposals that require formal
shareholder actions such as approval of a merger
or dissolution.

Under U.S. state laws, courts have held that
directors who do not sit on a committee will be
bound by the decisions of a committee regarding
the delegated subject matter (i.e., those decisions
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are in effect decisions of the board), but they will
not be released from their fiduciary duties by the
creation of such a committee and delegation of
decision-making to such committee. For instance,
a board member that does not sit on a committee
nonetheless retains a duty to make sure that

the committee was correctly designed, formed,
administered, and monitored.

U.S. state laws also generally provide that some
or all of the procedural provisions that govern
regular board meetings, such as notice, quorum,
voting, and minutes, also apply to committees and
their members. U.S. federal courts have generally
interpreted state laws to preclude the appointment
of non-directors to board committees.

In England, while there is no statutory provision
expressly permitting or requiring boards of
directors to establish committees, it is very
common for a company'’s articles of association

to permit the board to delegate authority to

a committee composed of one or more of its
members, and for full decision-making authority
to be given to such a committee. In fact, the
default articles of association known as Table A,
which, under the Companies Act 1985, apply to
all English companies unless specifically excluded,
include such provisions. However, it would not
be permissible for non-directors to be appointed
to such a committee. It is possible for the
articles of association either to give the board of
directors very broad authority to delegate to a
committee or for such authority to be restricted in
scope by reference to specific matters. Whether
the procedural provisions that govern board
meetings (such as notice, quorum, voting, and the
requirement for minutes to be taken) also apply
to committees and their members depends on the
company’s articles of association, but the position
under Table A is that the provisions governing
meetings of the full board will also apply to
committee meetings, so far as is possible.
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