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Forewords

Nobuchika Kaido
Vice-President, EU Institute in Japan, Kansai
Professor, School of Business Administration,

Kwansei Gakuin University

It is our great pleasure to have successfully held EUIJ, Kansai 4th International
Symposium on "Corporate Governance in the EU and in Japan" at Kwansei Gakuin
University on November 25, 2006. I would like to thank all the panelists for their
contributions.

Since the 1990s, globalization has considerably influenced the societies as well as business
administration in the EU and in Japan. Corporate governance in the EU and in Japan are also
influenced by globalization and there is a tendency to accept the Anglo-Saxon model of corporate
governance as a global standard.

Corporate governance —how and by whom large transnational corporations are controlled, —has
become a very urgent question with respect to not only Europe but also Japan, as evidenced
particularly by the profound revision of company law.

In the member states of the EU, the standards for corporate governance have become one of the
liveliest topic of discussion. The participants of the symposium dealt with the issue from
different angles — company law and business administration— and compared the European

corporate governance model and the Japanese model with the Anglo-Saxon model.

Panelists were the experts of company law and business administration from Europe and Japan.
In academic conferences in Japan it is unusual to discuss the experts of business administration
with the experts company law together.

Therefore this symposium was a very good opportunity to discuss the issue of corporate

governance from the point of company law and business administration.

As Vice-President, EU Institute in Japan, Kansai, I sincerely hope that a broad range of
discussion held in this symposium will contribute the future research on the issue and
the fruitful relationship of the EU and Japan.



European Commission, ECJ and Corporate Governance — Company Law Rules
between flexibility and binding statutes

Jiirgen Kessler, Professor, Fachhochshule fiir Technik und Wirtschaft Berlin

1. Introduction

If we try to analyze the different legal rules governing the broad range of company law
within the legal order of the European Union Member States corporate governance turns
out to be the main topic. From a European Commission point of view: “A dynamic and
flexible company law and corporate governance framework is essential for a modern
dynamic, interconnected industrialised society”'. For that reason EU institutions have
taken a lot of initiatives in the fields of company law and corporate governance.

Scrutinizing this development points at a small bunch of different aspects:

1. the freedom to choose every company form provided by the legal order of a
Member State;

2. extensive harmonisation in respect of the regulation of securities markets and
financial reporting by European Community Law;

3. the development of a small range of binding EC-rules on the subject of company
law and corporate governance;

4. the development of non-binding Commission recommendations on the role and
remuneration of executive directors or non-executive directors or members of
the supervisory board, minimum quality assurance standards for statutory audits,

and the independence of statutory auditors.

2. The freedom of establishment under the EU Treaty

Related to the first aspect it was and still is up to the ECJ to ensure the freedom of
establishment by enforcing the constitutional liberties of the ECT. In so far Article 43

' Modernising Company Law and Enhancing Corporate Governance in the European Union — A Plan to

Move Forward COM (2003) 284 final, p. 3.



(1) European Community Treaty (ECT) provides that “restrictions on the freedom of
establishment of nationals of a Member State in the territory of another Member State
shall be prohibited”. According to Article 43 (2) ECT the freedom of establishment
includes “the right ...to set up and manage undertakings ... under the conditions laid
down for its own nationals by the law of the country where such establishment is
effected’. The harmonisation of Member States company laws and corporate
governance rules by means of directives is primarily based on Article 44 (2) g of the
ECT. This Article requires the European institutions to attain freedom of establishment,
“by co-ordinating to the necessary extent the safeguards which, for the protection of the
interests of members and others, are required by Member States of companies or firms
within the meaning of the second paragraph of Article 48, with a view to making such

safeguards equivalent throughout the Community”.

In respect of the interpretation of Article 44 (2) g ECT by the ECJ the Article includes

two important grounds for the adoption of EU initiatives in the field of company law:

a) facilitating freedom of establishment of companies, that means the
harmonisation of minimum requirements makes it easier for companies
operating within the common market to establish themselves in other
member states where the regulatory framework is similar;

b) guaranteeing legal certainty in intra-Community operations, where the
presence of a number of common safeguards is key for the creation of

trust in cross-border economic relationships.

According to Article 48 ECT “companies or firms formed in accordance with the law of
a Member State and having there registered office, central administration or principle
place of business within the Community shall ... be treated in the same way as natural

persons who are nationals of Member States”.
3. The “real seat theory” and the Competition of Company Laws within the EU

In the past the “real seat theory” as applied by the German Supreme Court (BGH) and
the jurisdiction of other Member States (like France, Belgium and Denmark etc) made it
impossible — for example for a German enterprise — to incorporate by a legal form
provided by other Member States, e.g. the UK Company Act. In so far traditional

international private law of some European Member States, especially continental



Member States, excludes party autonomy by using residence (that means: “the real
seat”) as an objective and mandatory connecting factor. The “real seat theory” has been
finally abolished by the jurisdiction of the ECJ enforcing the freedom of establishment
as laid down in Articles 43 (2) and 48 ECT. In his judgement “Uberseering” (C-208/00
Uberseering (2002) ECR 1 — 9919) the court already confirmed that a “necessary
precondition for the exercise of the freedom of establishment is a recognition of those
companies by any Member State in which they wish to establish themselves”. In the
“Inspire Art”-case (C-167/01 Inspire Art (2003) ECR I — 10155) the court held that the
application of national company law to a company established in another Member State
can constitute a restriction of freedom of establishment as guaranteed by Articles 43 and
48 ECT. In the aftermath of the “Inspire Art Doctrine” “corporate law shopping” created
some kind of competition between the legal orders of the Member States together with
some kind of fear of “Delawarisation” in form of “a race to the bottom”. At the same
time this development worked as a trigger in respect of a broad bunch of company law

reforms in the Member States.

So far as the second aspect of our introduction is concerned the abolition of the “real
seat doctrine” by the ECJ simultaneously gave reasons for some kind of company law
harmonisation at the level of EU legalisation. On 21.5.2003 the Commission issued a
communication in respect of “Modernising Company Law and Enhancing Corporate
Governance in the European Union” and invented an EU action Plan, distinguishing
the action in three phases (short term, medium term, long term), based on clear

priorities.
In order to improve corporate governance the plan aims at:
1. enhancing corporate governance disclosure,
2. strengthening shareholders” rights and
3. modernising the board of directors in respect of board composition, directors’
and remuneration and directors” responsibilities.

4. Corporate Governance disclosure

So far as corporate governance disclosure is concerned, listed companies shall be

> COM (2003) 284 final.



required to include in their annual report and accounts a coherent and descriptive
statement covering the key elements of their corporate governance structure and
practices, which shall at least include the following items:
a) the operation of shareholder meeting and its key powers, and the
description of shareholder rights and how they can be exercised;
b) the composition and operation of the board and its committees,
c) the shareholders holding major holdings, and their voting and control
rights as well as key agreements;
d) the other direct an indirect relationship between these major shareholders
and the company;
e) any material transaction with other related parties;
f) the existence and nature of a risk management system;
g) and a reference to a code on corporate governance, designated for use at
national level, with which the company complies or in relation to which

it explains deviations.

The Commission regards a proposal for a directive containing the principles applicable
to such an annual corporate governance statement as a priority for the short term, so as
to rapidly allow market pressures to be better exerted. The definition of these principles

will properly take into account the related requirements in existing directives.

S. Strengthening shareholders” rights

Shareholders of listed companies shall be provided with electronic facilities to access
the relevant information in advance of General Meetings. This issue was in the past
already addressed by the Transparency Directive (2004/109 of 15.12.2004), which
essentially enables listed companies to use electronic means to inform their shareholders
and contains specific provisions guaranteeing a timely access to regulated information
when securities are listed in another Member State than the home Member State. On
05.01.2006 the Commission issued an additional Proposal for a Directive “on the
exercise of voting rights by shareholders of companies having their registered office in a
Member State and whose shares are admitted to trading on a regulated market and
amending Directive 2004/109/EC”. From a Commission point of view the existing
Transparency Directive is not sufficient to attain the objectives of the action plan, for
Article 17 of the Transparency Directive does not address the specific difficulties of

non-resident shareholders in obtaining access to information prior to the general



meeting. Furthermore the Transparency Directive focuses only on the information
which issuers have to disclose to the market and thus does not deal with the shareholder

voting process itself.

Furthermore for the Commission it appears that the main obstacle to cross-border voting
are: the requirement to block shares before a general meeting (even where it does not
effect the trading of the shares during this period) and difficult and late access to
information that is relevant to the general meeting and the complexity of cross-border

voting, in particular proxy voting.

The proposal for the Directive therefore pursues the following objectives:

1. Ensure that all general meetings are convened sufficiently in advance and that all
documents to be submitted to the general meeting are available in time to allow
the shareholders, no matter where they reside, to take a reasoned decision and to
cast their vote in time.

2. Abolish all forms of share blocking. These should be replaced by a record date
system to determine the entitlement of a shareholder to participate and vote in
general meeting.

3. Remove all legal obstacles to electronic participation in general meetings.

Offer non-resident shareholders simple means of voting without attending the

meeting (voting by proxy, in absentia and by giving instructions).

6. Modernising the board of directors

In key areas where executive directors clearly have conflicts of interests (i.e.
remuneration of directors, and supervision of the audit of the company’s accounts),
decisions in listed companies should be made exclusively by non-executive or
supervisory directors who are in the majority independent. Following the statements of
the Commission the requirements of independence should be enforced by Member
States at least on a “comply or explain” basis. Nevertheless certain minimum of what

cannot be considered to be independent should be established at EU level.

In respect of modernising the board of directors the commission according to the action
plan 2003 issued two recommendations: the recommendation “on the role of

non-executive or supervisory directors of listed companies and on the committees of the



(supervisory) board” (2005/162/EC, OJ L 52/51) and the recommendation “fostering
and appropriate regime for the remuneration of directors of listed companies”
(2004/913/EC, OJ L 385/55)"".

As so far as the role and the function of non-executive or supervisory directors is
concerned the presence of independent representatives on the board, capable of
challenging the decisions of management, is widely considered as a means of protecting
the interests of shareholders and other stakeholders. In companies with a dispersed
ownership, the primary concern is how to make managers accountable to weak
shareholders. In companies with controlling shareholders, the focus is more on how to
make sure that the company will be run in a way that sufficiently takes into account the
interests of minority shareholders. Ensuring adequate protection for third parties is
relevant in both cases. Whatever the formal board structure (one-tier or two-tier board)
of a company, the management function should therefore be subject to an effective and
sufficiently independent supervisory function. Independence should be understood as
the absence of any material conflict of interest; in this context, proper attention should
be paid namely to any threats which might arise from the fact that a representative on
the board has close ties with a competitor of the company. In order to ensure that the
management function will be submitted to an effective and sufficiently independent
supervisory function, the (supervisory) board should comprise a sufficient number of
committed non-executive or supervisory directors, who play no role in the management
of the company or its group an who are independent in that they are free of any material
conflict of interest.

According to point 13.1 of the recommendation in respect of supervisory directors “a
director should be considered to be independent only if he is free of any business, family
or other relationship, with the company, its controlling shareholder or the management
of either, that creates a conflict of interests such as to impair his judgement”. A number
of criteria for assessment of the independence of directors should be adopted at national
level, taking into account the guidance set out in Annex II, which identifies a number of
situations reflecting the relationships and circumstances usually recognised as likely to

generate material conflict of interest.

Following Annex II of the recommendation in respect of the “profile of independent
non-executive or supervisory directors” independence is based upon at least the

following:



b)

g)

h)

not to be an executive or managing director of the company or an associated
company, and not having been in such a position for the previous five years;

not to be an employee of the company or an associated company, and not having
been in such a position for the previous three years, accept when the
non-executive or supervisory director does not belong to senior management
and has been elected to the board in the context of a system of workers
representation recognised by law and providing for adequate protection against
abusive dismissal and other forms of unfair treatment;

not to receive, or have received, significant additional remuneration from the
company or an associated company apart from a fee received as non-executive
or supervisory director;

not to be or to represent in any way the controlling shareholders;

not to have, or have had within the last year, a significant business relationship
with the company or an associated company, either directly or as a partner,
shareholder, director or senior employee of a body having such relationship;

not to be, or have been within the last three years partner or employee of the
present or former external auditor of the company or an associated company;

not to be executive or managing director in another company in which an
executive or managing director of the company is non-executive or supervisory
director, and not to have other significant links with executive directors of the
company through involvement in other companies or bodies;

not to have served on the (supervisory) board as a non-executive or supervisory
director for more than three terms (or alternatively, more than 12 years where
national laws provides for normal terms of a very small length) ;

not to be a close family member of an executive or managing director, or of

persons in the situations referred to in points (a) to (h).



“Corporate Governance in Japan” - From the Viewpoint of the Company Law -

Takashi Aihara, Professor, School of Law, Kwansei Gakuin University

1. Introduction

I am a professor of business law at Kwansei Gakuin University and a director of its
Institute for EU Business Law Studies. In both the capacities I am very much related
to the object of this symposium and, I believe, Prof. Kaido kindly invites me here to
report on the corporate governance in Japan. I would like to express my most sincere
appreciation to the organizers, Prof. Kubo and Prof. Kaido and all the staff of EULJ
Kansai.

Now I would like to start my speech. First of all, I have to say it is rather difficult to
understand fully what the corporate governance is. Even at present it may be an open
question. You might have a very good understanding but the term has the various
meanings in the different contexts. Therefore, to proceed to the further discussion, we

have to confirm what the term of corporate governance means.

As stated in the brochure of this symposium, the questions of who govern the
managements of gigantic modern corporations and how they do so have been the most
critical issues in the long-time discussion of corporate governance. In addition, the
“protection of stakeholders’ interests” theory and the concept of corporate social
responsibility have proposed the third question of for whom the corporations are
governed. “Who, how and for whom” are the three points we have to discuss. If we
can divide each element appropriately and grasp it clearly, I believe we will be able to

fully understand what the corporate governance is.

My speech will consist of the four parts. First, I will comment on the roles of the
company law for improving the corporate governance. Secondly, I will explain the
current situation of corporate control in Japan by using some data. Thirdly, I will
introduce some features of corporate governance reform made by the company law.
Finally, I will discuss about what are the unique features of the Japanese corporate
governance, compared with the Anglo-Saxon type. It will be a very difficult question

to answer. I am hard to find the most suitable example for the comparison, but I want



to shed light on the area of the hostile takeover bids and defenses against them
because we are being faced with the needs to study this area with referring to the

Anglo-Saxon laws.
2. Roles of the Company Law

From the perspective of company law, the corporate governance is the problem of how
it should create the system or mechanism to prevent the abuse of power of the
managements of companies. As was pointed out by a lot of experts, it is a very
classical issue related to corporate governance. Although economic conditions change,

it is an old but still new challenge we have to tackle.

As you have already known, Berle and Means published their famous book, "The
Modern Corporation and Private Property" in 1932 and pointed out the separation of
the ownership and control of the company. As for the private property, its ownership
and control should essentially be inseparable. As to the modern corporation, however,
they are separated and, as a result, the control by the management is established. The
management does not have the ownership but the controlling power of the company.
How could we prevent the abuse or misuse of power? The separation generates the
control without the ownership. It means that the management controls the company
owned by the others and that the corporate governance system is needed for protecting
the interests of the owners. The company law has tried to regulate the managements of
modern corporations. There might be more efficient corporate governance system. It
has been one of the major objectives of the works amending the company law. In this

context the new Japanese company law was taken into effect on May 1%, 2006.

The matter of concern of the company law is how it builds up more efficient corporate
governance system and makes it work better. The law has little interest in the question
of for whom. The reason is that, in terms of company law, the corporate governance
system should be made up for shareholders and creditors of the company. It is
self-explanatory in the world of the company law. Again, the role of the law is to
create a system whereby the managements are regulated within the framework of the

company itself.

In Japan, the company law had tried to improve the functions of the statutory auditors

and general shareholders meetings. It was partially realized in its 1974 and 1981
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amendments but had been the crucial issue in the 1980s. Then the interest of the
company law moved to the board of directors as to establish the more effective
governance system. The two functions of management and supervision have to be
clearly divided. It comes to be the main point of the discussion for the efficiency of
corporate governance these days. Under the Japanese company law, the companies can
select one of the two board systems. One is so-called two-tier system, like the
continental type. The company has the board of directors and one of statutory auditors.
The other is one-tier system, like the Anglo-Saxon system. The company has the board
of directors with three committees of appointment, audit and remuneration. The two

systems coexist and the selection is vested over to the articles of incorporation.

Now let me move on to who is responsible for regulating the management of the
company. For example, UK has its company law and voluntary code, such as the
Combined Code, which requires the company to “comply with or explain”. In Japan,
we have just a law. There are no such the influential codes. The Corporate Governance
Forum of Japan, which consists of the persons studying to make the Japanese
corporate governance work better, has published the principles of corporate
governance. The Forum are now preparing for the second version for revising the
principles. They are only the principles which are announced to the public. However,
companies are seemed to be passive to comply with them and it has little influence as
a voluntary code. In addition, the Tokyo Stock Exchange has no substantial provisions
of its listing regulation related to corporate governance. It has the set of corporate
governance principles for the listed companies but it is acting as a guideline. The TSE

has only the corporate governance disclosure rules.

We can say that we are quite dependent on the company law. In order to make
corporate governance system work better, however, we have to respect the roles of
voluntary regulations, I believe. It is important for the managements to have to some
extent the autonomy on the corporate governance of its company. We should not

ignore the elements of the autonomy and responsibility of the managements.

The annual conference of the World Council for Corporate Governance is held in
London. There are a lot of discussions on corporate governance. At the earlier
conferences we started out with the international comparison. Then, based on the
comparison, we tried to create the good practices or models. Probably because of the

economic rationality, as Prof. Kessler pointed out in the German corporate governance
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system, which has adopted a part of the US system, so is the case of Japan, we can
find similarity more than difference. Now the discussion of the conference focuses on
the education for directors. In Japan, we have the proverb saying that it makes no
sense to create a statute of Buddha with no spirit injected. We have to think about how
we produce the substance. In other words, we have to motivate and encourage the
corporate managements to understand well the concept and purpose of the corporate

governance and to regulate and to act autonomously.

In each country there are its own rules and practices. In comparison with them, I
believe that the so-called soft laws, which mean the rules other than the laws enacted
by the legislative body, are the essential part we have to abide by in Japan. Take the
example of the UK again. The corporate governance principles have been established
in the private sector. The managements have to comply with them or to explain the
reason if they do not comply. That is what they call the “comply or explain approach”.
That’s something we are very much interested in. The company law provides for the
fundamental rules to set up and maintain the companies. For the listed companies, for
example, the private sector creates the soft law on corporate governance. The term of
“private sector” includes the managements of private companies. The “comply or
explain approach” enables the managements to think, judge and do their own way to

the corporate governance system suitable for their companies.

3. Current Situation of Corporate Control in Japan

1) Control by the Managements

The control by the management is supported by the stable shareholders of the
company. They are long-term shareholders and form the silent majority. However, we
can find some fluctuation of this foundation. It is the collapse of cross-holding. Please
see Table 1 below. The ratio of share holding of the banks and insurance companies
are notably reduced from 1999 to 2005. They are considered as main players of
practice of cross-holding. On the contrary, the ratio of the foreigners has doubled
during the same period. The banks and insurance companies are selling their holdings
and the foreigners are buying them. Needless to say, the latter are not stable

shareholders in general.
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Table 1: Ratio of shareholding by the type of investor

Tablel
1999 2005
All Section All Section
1 1

Banks (except Trust Companies) 12.8 13.1 2.2 4.1
Insurance Companies 11.2 11.7 32 6.2
Business Corporations 23.7 22.9 19.8 23.6
Foreigners 12.4 13.0 22.2 254
Individuals 26.4 25.6 36.8 21.6

Source: The 2005 survey on share distribution of Japanese companies

1) The figures are given by the following calculation. Total number of shares held by
each type of investor + Total number of outstanding shares of “All” the companies and
“Section 1” companies x 100 (%).

2) “All” means all the companies listed at any of the five local Exchanges (Tokyo,
Osaka, Sapporo, Nagoya and Fukuoka).

3) “Section 1” means all the companies listed at the section 1 of any of the five local

Exchanges. The section 1 is for lager companies including Nikkei 225 companies.

As mentioned above, the cross-holding has been gradually collapsed. In addition, the
other statistic shows that the ratio of shares held by the stable shareholders has been
reduced. Please see Table 2 below. These are figures presented by the company side.
The table shows the ratio of the stable and long-term shareholders of the company:

less than 40 percent, 40 percent level, 50 percent level, 60 percent level and others.

The numbers of companies falling into the segment appear on the top and the ratios
(%) against the total number on the bottom. Compared with year 2001, such the
numbers and ratios clearly decline in year 2005. The changes are 2.4 point down at 40
percent level, 1.5 point down at 50 percent level. Although the weight of stable
shareholders has been reduced, however, the number of the companies more than 50

percent of whose shares are held by the stable shareholders is still quite high. It
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reaches more than 52.3 percent among all the companies. Therefore, we can say that
the control by the managements of companies is certainly shaken, but still there are a

lot of companies which continue to have the very firm foundation of the control by

their managements.

Table 2: Ratio of stable shareholders

Table2
ratio of stable shareholders | ~39% 40~49% | 50~59% 60%~ Others
2001 No. of companies 267 381 539 556 270
% 13.2 18.9 26.8 27.6 13.4
2005 No. of companies 406 319 490 523 200
% 20.9 16.5 253 27.0 10.3

Source: White Paper on Shareholders Meetings
The total number of the companies covered by each survey is 2,013 in 2001, 1,938 in

2005. All the companies were listed.

2) Introduction of Outside Director

Under the Japanese company law, when a company selects the one-tier board system,
it shall elect at least two outside directors. When a company selects the two-tier board
system, except some specific cases, it is not required to have any outside directors but
at least two outside statutory auditors. In practice, however, the companies with the
two-tier board tend to be positive to elect outside directors. We can see there the good

understanding of corporate governance of the managements.

The law defines the outside director as a director who has no experience of the director,
officer or employee of the company or its subsidiaries and who must be a non-executive
director. This definition is sometimes criticized because the director coming from the
controlling company, related company or main bank is still considered as an outsider.
Table 3 below shows the current situation of the outside directors. It is a comparison of

March 2003 and March 2005. We can find the number is increasing and the
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independence is being strengthened. It is a good trend to proceed to the goal.

Table 3: Number and Independence of Outside Directors

Table3
2003 2005 Changes
Number of Outside Directors
Number of Companies having Outside Directors 589 878 | A 49.1%
Ratio (%) 21.8 323| A 10.5pt
Total Number of Outside Directors 1,077 1,647 | A 52.9%
Number of Outside Directors per Company 1.8 19| A 5.5%
Subordination of Outside Directors
Coming From Controlling Company (%) 21.2 181 V¥ 3.1pt
From Related Company (%) 24.1 207 V¥ 3.4pt
From Main Bank (%) 3.5 29| V¥ 0.6pt

Source: Nikkei Research Report 2006-11

3) Active Voting by Pension Funds

Table 4 below shows how the voting rights have been executed by the Pension Fund
Association (PFA). PFA is an association of the corporate pension funds. PFA also
manages the money already contributed for the workers who have withdrawn from
their corporate pension funds. PFA does not any monetary relationship with the
government of Japan and so it is free to be an active shareholder. PFA is positive to
voice up and to vote. There are public pension funds in Japan. For example, pension
funds for obligatory national pension system, for national public employees and for
local public employees. They also have the policies that they shall vote but there are

some constraints as to how they vote because of their public character.

PFA has more freedom. Table 4 shows the voting results of PFA in 2006. The
percentage of votes they cast against the proposals is 22.6. PFA has a set of guidelines
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for exercising voting rights. The voting is supposed to be in compliance with an
applicable guideline. PFA did not unconditionally support the proposals presented by
the management. It is said that PFA studies each proposals carefully and make its own

decisions.

As far as the asset managed by PFA itself concerned, the in-house manager adopts the
way of the index investment. As a result, the number of shares held by PFA per a
single company is rather small. It is less than 1 percent of the total shares of the
invested company. In spite of its size of investment, PFA has an influential body in the
field of corporate governance and is surely one of the leaders of corporate governance

reform.

Table 4: Voting Results in June 2006 of PFA for In-House Management

Table4

i ] Ratio of Against
Proposals from the Management For Against Total %)
Dividends 670 114 784 14.5
Change of the Articles of Incorporation 647 216 863 25.0
Election of Directors 441 270 711 38.0
Election of Statutory Auditors 369 26 395 6.6
Retirement Bonus 220 253 473 535
Increase of Renumeration 300 0 300 0
Stock Option 146 39 185 21.1
Election of Outside Auditor 47 0 47 0
Reorganization (Merger and others) 19 0 19 0
Others 318 10 328 3.0
Grand Total 3,177 928 4,105 22.6

Source: Pension Fund Association

4. Some Features of Corporate Governance Reform
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In relation to Prof. Kessler’s speech, I would like to briefly go over some features of

the Japanese company law.

First of all, the law places importance on the corporate governance disclosure. The
Business Report, for which every company should prepare annually, is required to
include a lot of items on corporate governance. As for the listed companies, the
Securities Trade Law also requires them to report some major items on corporate
governance in the Securities Reports to be filed by the company to the Ministry of
Finance. Moreover, TSE mandates the listed companies to prepare a report on
corporate governance. This is a part of its listing requirements. Although I’'m not
going into detail as to what items need to be disclosed in each report, I would like to
point out that those items may not be something streamlined. The difference comes
from the objective of each report, but there should be more harmonization in terms of

the contents of corporate governance disclosure.

Secondly, the Japanese company law has the provisions that enable the companies to
adopt the electric method for the communication with their shareholders. For the
shareholders meeting, provided that the company gets the consent of each shareholder,
it can issue the notice of meeting through the electronic means to those who have
accepted it. In the same way as the notice, the electric voting is permitted. Whether the
company adopts the electric means or not depends on the decision of the board of

directors. The adoption is not compulsory.

Thirdly, the problem is the cross boarder voting. It is the exercise of the voting rights
by the foreign shareholders. As I mentioned earlier, the ratio of the foreign
shareholders is increasing. In 2005, the ratio of shareholding by foreigners reached
25.4 percent. That’s a quarter. Therefore, facilitating the cross boarder voting by
foreign shareholders is a challenge for us. TSE and Automatic Data Processing (ADP)
have established a joint venture for that purpose. They set up the electric platform
where the participating companies can provide foreign institutional shareholders with
their translated proxy information and the foreigners can cast votes to the companies.
The number of companies taking part in this project is around 150. More participation

is encouraged but the cost is the matter.

Finally, I would like to refer to the modernization of the board of directors.

Modernization may not be the appropriate term, but in any case, our new company law

717,



stipulates new corporate governance-related rules and regulations, including the

definition of outside directors and the adoption of internal auditing system.

The sub-section 5 of the article 2 of the company law provides for the definition of
outside director. As I mentioned before, an outside director is one who was not a
director, officer or employee of the company or its subsidiaries and who is not an
executive director, officer or employee of the company or its subsidiaries. Anyone
who was in one of these positions in the past or is now must be excluded. The outside
director is mandated when the company selects the one-tier board with the committees.
If the company does not adopt one-tier board system, it must have an outside director

in some cases. In addition, some companies have the outside directors voluntarily.

Pr. Kessler has discussed the independent directors in detail and pointed out the
difficulty of defining them. The raison d’étre of independent director is its
independence against the management. The problem of what criteria or standard
should be applied to secure the independence and to enhance the level of
independence are critical. Again, in Japan, the definition of outside director is exposed
to some criticism because Article 2 says only the company in question and its
subsidiaries. Those who come from the controlling companies, related companies and

the main banks are still qualified as outside directors.

In addition, even if the consultancy fee and advice fee are being paid to the directors,
even if they have any economic relationship with the company concerned, they will be
able to satisfy the requirement set forth in Article 2 and become outside directors.

There is no limitation on the term of service of an outside director in Japan.

Defining properly an independent director is an important issue but it is also a difficult
one. This mission is nearly impossible. Suppose the law sets the strict definition, you
will be faced with the trouble to recruit an appropriate candidate. If the law focuses on
formalities and puts too much emphasis on what needs to be established as a solid
system, it will miss the substance and make things more difficult. It brings the
situation like the proverb saying that that it makes no sense to create a statute of
Buddha with no spirit injected. The spirit of independent director is the independence
against the management. The mission is not to define an independent director strictly
but to secure such the independence of the director. So as time progresses, | think,

there will be a convergence of the definition of independent director in the future.
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Different companies will incorporate the system in a different manner, so there may be
some requirements differing from one region or one country to the other. But if they
shared the same spirit, then I would assume that in the future we would come up with

the same standard.

5. Hostile Takeover Bids and Defenses

Finally, the hostile takeover bid (TOB) is the last topic I would like to briefly go over.
As you know, there was an incident about Nippon Broadcasting last spring, in spring
2005. People have started to discuss about the mechanisms of hostile takeovers and
defenses. In Japan, a distortion about the stable shareholder structure may become a
trigger of hostile TOB. It appears suddenly. So, it is an urgent matter for us to study
the hostile TOB and to confirm the legality of the defenses.

The relationship between the management of company and the TOB initiator is the
focus. Whether the management can protect itself or not is the question of whether the
defense mechanism is legally permitted. As to this particular point, if the management
takes some measures against a TOB, the question will come to be what the purpose of
such act is. If it is not for the sake of protecting its own position as the management,
then the next question will be what the purpose of the defense is. Can the answer
exist? One answer is often made from the point of view of the corporate value. If the
defense increases the corporate value, it will be permitted. The fundamental issue is,
however, whether there is difference between a hostile TOB and friendly one. If
someone proceeds to buy the shares of company in the stock market, it will be
completely legal in spite of the purpose. As for the basic position on the question of
how people should compete over the control of company, there will be difference
between Japan and elsewhere like UK and USA, I think.

Last May the Ministry of Economy, Trade and Industry (METI) and the Ministry of
Justice jointly published the guidelines of takeover defenses. They emphasize on the
points of how the corporate value and shareholder interests are to be secured and how
the defense mechanism against takeovers is to be designed and established. The
former is the matter of substance and the latter is the matter of procedure. According
to the guidelines, in order to prepare for the defense as precaution, the company shall

set up the rules of how the management will do when someone acquires certain
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quantity of the shares. The rules have to be disclosed and approved by the
shareholders. Then, in order for the defensive measure to be triggered, the
management has to review whether the acquirer may have a successful plan to
increase the corporate value and to secure the interests of the shareholders and
enhance them. The management has also to review the necessity or the reasonability
of the defense.

In the case of UK the TOB regulations are becoming even more stringent. As long as
the acquirers comply with these rules, they can go ahead with their plan. In some EU
countries we can see a combination of the stringent TOB rules and the general
prohibition of the defense mechanisms. On the other hand, in Japan and USA, there
are no strict regulations of the TOB procedure, but the defense mechanism on the part
of the company is being focused upon. Under the guidelines set by METI it is
necessary to make a judgment of whether takeover defense is considered to be
appropriate or not. One of the key issues is the corporate value. We have not the
consensus for this yet; it is rather ambiguous. I believe we should continue to seek

more appropriate solutions.

6. Conclusion

The Japanese company law was originally enacted after the laws of the continental
Europe and then it imported the new provisions from USA after the world war second.
Recently the Japanese legislators, scholars and lawyers tend to study the laws of USA
and try to import them. As you can see from the example of the hostile takeovers, it is
seemed that almost all people are looking at only USA. In other words, we have been
following only the systems and solutions of the US laws. If so, where will the
Japanese corporate governance be going? When we discuss the corporate governance,
we should try to make a comparison of corporate governance, not only with USA but

also with the EU countries.

I don’t know whether my presentation was an organized one, and I am very sorry that
I had used up too much time allocated to me. Thank you very much for your attention.
Prof. Iseda, thank you very much for your chairmanship. I will be happy if my speech

contributes anything to the later discussion.
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November 25, 2006, Kwansei Gakuin University
- Japanese-Style Management and Corporate Governance —

Hironori Yamada
Introduction

It was two years ago that I retired from my position as Executive Vice President of
Osaka Gas, but I continue to remain with the company as an advisor. While in active
service, one of my responsibilities was to oversee corporate governance and
compliance. By a fortunate chance, I currently teach a course on “enterprises and

society” at this university as a part-time lecturer.

Today I consider it a great privilege to have been invited to this prestigious academic
symposium, and I feel as if it may be rather presumptuous for someone like me to speak
on such a special occasion. I suppose I have no choice but to do my best and leave

things up to fate.

Before I begin, let me remind you that what I am going to discuss today is based purely
upon my own personal views which stem from my experiences as a business manager,

and is in no way meant to reflect the official opinions of Osaka Gas.

After a long period of time, we are currently experiencing a booming economy, which
this month will have outlasted even the Izanagi boom that ran for fifty-seven
consecutive months. Names retroactively applied to the major periods of business
expansion in this country were taken from mythology, such as the Jimmu and the Iwato,
which lasted for thirty-one and forty-two months, respectively. I’'m very curious as to
how they will go about finding a name for the ongoing business expansion that looks to

outlast the Izanagi boom.

This ongoing business expansion does not come with a high growth rate as the Izanagi
did, and therefore not many people are truly aware of it. But in fact it has been built
upon the tough struggle during the country’s “lost decade,” and upon close examination

I cannot help but think that the Japanese economy has come to a major crossroads.
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The topic of my speech today is four-fold. I will begin by discussing the “contemporary
significance of corporate governance,” and I will then talk about the “changes and
evaluation of Japanese-style management,” followed by comments on “what must be
done to create a human-oriented period.” I will conclude my remarks by expressing my
opinions concerning “corporate governance in the knowledge-intensive society of the

twenty-first century.”

I. Contemporary significance of corporate governance

1. Corporate governance is being discussed from a great variety of viewpoints, but I
would like to explain the contemporary significance of corporate governance by
focusing on three major issues, namely, a company as a social entity, prevention of lax
supervision over management and corporate misdeeds, and a governance system for the

perpetual development of a company.

2. A “company” is given rights and obligations in human society just like a “natural
person,” and is acknowledged by law as an independent entity. This is due to the fact
that it was believed to be of service to our society to do so. As such, companies have
played a role of a scale that individuals cannot possibly assume. In other words, it may
not be too much to say that the concept of a “company” is the greatest system that

human beings have ever invented.

3. As companies became increasingly large, however, there have been many drawbacks
to this system. Between the 1950s and 1960s, when many cases of pollution-related
diseases, defective products, and violations of human rights were reported, companies
were first exposed to the daily criticism of society. Even today, there is a strong
demand that companies be held socially responsible for scandals, such as bid-rigging

and the leakage of private information.

4. Speaking of the relationship between a company and society, the fact that we have
had many instances where it is unclear where responsibility for the social behavior of a
company rests, has led to the impression that companies are some kind of social evil. In
the case of a problem concerning a bank’s non-performing loans, for example, it is
often an incumbent president, not the person originally responsible for the bad debits,
who resigns because of it. Such practices make it difficult to determine where

responsibility actually rests.
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Now please allow me quote a well-known story. The sports gear manufacturer Nike
was once boycotted due to the allegation that one of their subcontractors in an
underdeveloped country was using child labor under long working hours during a
portion of their manufacturing process. I have heard that the president of Nike
responded by saying that he had known nothing about it, and furthermore that he could
not guarantee that he would be informed of every single case of this kind should it
happen again. [ have to say this is not unique to Nike, but in fact is what you can expect
from most large companies today, and it is certainly a very frank and unabashed

statement.

5. I think companies as social entities have become too big. It is no exaggeration that, in
many instances of corporate wrong-doing, the top management in question came to be
aware of misdeeds just moments before they would become a major social problem.
Normally, day-to-day decisions are made by those at the front line within a company
and then approved by middle management. It often happens that when making
decisions and approvals, these people do not realize that the issue could become a
major problem of great social concern. A company without adequate control would
eventually become a group of leaderless “monsters.” How should we go about
controlling a company that has grown so large? This is one of the most important issues
when considering governance of a company as a social entity, which is the theme of

today’s discussions.

One of the great forefathers of the Japanese business circle by the name of Ichiryu
Kikawada, who chaired the Japan Association of Corporate Executives, once
commented on this back in 1961. Please allow me to quote: “Society should be the
starting point when we discuss how an enterprise should be, rather than viewing society
with the enterprise as the starting point.” Half a century ago, Kikawada was talking

about what is today known as corporate governance. I can only admire his great insight.

6. Let me now move on to the second point of this corporate governance exposition.
One of the traditional discussions of this issue concerns “how shareholders should
supervise enterprises and management” for the sake of “separation of management and
ownership.” Management is entrusted with a great amount of authority, and when that
power is abused various misdeeds may occur, a prime example being the Enron case.

When such wrongdoings receive a lot of publicity, the focus of “corporate governance”
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shifts to fraud surveillance, and the Company Law in Japan has been amended in this

direction.

7. When a company is born, it is established using the funds of its founder, who is also
an owner-manager. It is therefore possible to ingrain the management philosophy into
all of the company’s employees while they remain a small operation. The
owner-manager would expiate any corporate failure with his or her own reputation and
assets. However, today’s companies are almost absurdly enormous. A large number of
shareholders have a stake in any company but, partly due to their limited liabilities,
they seldom feel responsible for the decisions that their company makes. Most
shareholders do not attend general meetings of shareholders because they lack any
interest in what their company does. Thus, when a company causes a scandal, the
shareholders do not feel any real guilt for the inconvenience that their company has
caused to society, but instead are more concerned with the depreciation of their assets
as the company’s share prices plummet. This is the typical response of shareholders,

and they certainly cannot be criticized for it.

Aside from some activist shareholders, individual shareholders are only interested in
short-term dividends and share prices, and are almost invariably indifferent to the
management of their company in general. As a consequence, top management is
delegated huge power and responsibility. How can we prevent inadequate supervision
over managers and their misconduct? This is the second point I would like to

emphasize.

8. But corporate governance in terms of corporate management is not enough if it only
means the prevention of misconduct by managers. If a company does not grow, the
only issue that requires discussion is how earnings should be redistributed among

stakeholders, which is certainly not a very positive thing.

9. In light of my own experiences, I think the single biggest duty of enterprise managers
is to build a system for improving business performance and putting business on track
through the efficient use of a group of human resources, while at the same time
maintaining a customer-oriented mindset. I believe this point to be a matter of course,

but it is one that is often neglected in discussions concerning corporate governance.

10. I believe that there are three fundamental roles in the governance of an enterprise.
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The first is to encourage management to enhance the intrinsic value of the enterprise,
and provide them with proper incentives in turn. The second role is to have the
management coordinate and integrate the interests of stakeholders in order to improve
the value of the enterprise as a social entity. The third is to select the best possible
management when the incumbent management fails to fulfill their functions in
achieving these objectives. The goal of enterprise managers is to consistently create
corporate value and ensure the sustainable growth of a company. For this to happen, it
is crucial that a kind of value-creating “DNA” be embedded within the organization.

This is the third point of corporate governance.

II. Changes and evaluation of Japanese-style management

Moving on, I would like to go over the historical changes in Japanese-style

management and evaluate them in terms of corporate governance.

1. Between the Meiji period and the early Showa period when modern industries were
initiated in Japan, capitalists and wealthy persons would start a business, entrust
management of the company to professional enterprise managers — Eiichi Shibusawa,
Yataro Iwasaki, Zenjiro Yasuda, Ichizo Kobayashi, to name but a few - and entrust
influential outside directors with the supervision of business management. In retrospect,

their system is closely akin to what is currently considered to be the global standard.

2. The origin of what is generally known as “Japanese-style management” dates back to
the period of “government-controlled economy,” when the national mobilization
system was put into place as the Pacific War intensified. Everything an enterprise did
was placed under strict control, including purchasing, financing, recruitment,
distribution, and investment, and national interests held precedence over all else for

several years.

3. When Japan was defeated in the war, it was necessary to start from scratch. The
easiest way to resuscitate the nation was to maintain a large part of the systems for
controlled economy from the pre-war days, which was carried out. Despite major
changes implemented by the occupation army, such as the dissolution of zaibatsu large
financial combines and major amendments of labor laws, the national goal of
“continuing the war” was carried on under the new banner of “national revitalization,”

which lasted until 1990s. This is what we call “Japanese-style management.” In other
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words, “Japanese-style management” is not part of the Japanese tradition, but rather a
provisional system created during wartime but passed on even after the war’s end.
There is no denying that in the end this system enabled Japan to achieve postwar

rehabilitation at a pace unprecedented in world history.

4. Now then, “Japanese-style management” is often characterized by four major aspects.
The first involves “forming a close-knit group” via a main bank system,
cross-shareholding, and interdependence among enterprises, such as corporate groups.
The second concerns “unique employment practices,” such as a lifetime employment
system, seniority-order wage system, and enterprise unions. The third is
“government-led maintenance of order,” such as bureaucratic control, harmonious
public-private collaboration, and industry associations. And the fourth is
“confidentiality,” typical examples of nonconformity in this respect being loose

business accounting principles and poor disclosure of corporate information.

5. Now, how have these “Japanese-style management” practices been rated by the
Japanese? From 1950 to around 1965, in the midst of a rapid economic growth the tone
of argument was primarily negative, saying that “Japan is lagging far behind the rest.

Its labor-management relations are too patriarchal and feudalistic.”

I am going to stray slightly off topic, but let me just say that I joined Osaka Gas in 1964,
when the Olympic Games were held in Tokyo, and the company had a very considerate
family allowance system. In the fourth year of my service, I passed a promotion exam
and my salary increased substantially, which virtually served as an allowance for
employees who have reached marriageable age. I also remember that inside the
company there was a clinic and barbershop. It was almost as if salary and allowances
were determined according to the number of the employee’s family members or his or
her financial necessity at their particular stage of life, rather than individual

performance. Back then, the whole company was like one big family.

The Japanese economy continued to recover steadily. By the 1980s, Japan had bounced
back from its defeat in the war and regained its confidence. People began thinking that
maybe Japanese-style management was not so bad after all. It was realized that the
corporate culture of frequent peer consultation, made possible by the homogeneity of
employees, provided the foundation for Japanese-style management. This was yet

another source of confidence for the Japanese.
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With the slowing-down of the US economy in the 1980s, the Japanese economy began
to grow faster than the American economy. This led to the publication of many books
for businesspeople in the US that analyzed Japanese-style management, saying that the
US should learn from Japan, placing an emphasis on long-term growth and creating
harmonious labor-management relationships. It was a time when the Japanese became

rather haughty, believing this system to be the best in the world.

With the burst of the bubble economy in the early 1990s, however, the Japanese
economy was slow to recover, causing a financial collapse that put all industries into
difficult straits and eventually resulting in one bankruptcy after another. The
Japanese-style management in which Japan had been so confident soon became
nonfunctional, and Japanese confidence was as crestfallen as could be. Then it became
predominant both in and outside of Japan to concentrate on the fact that Japanese-style

management required drastic changes in order to meet global standards.

Now that the long-awaited economic recovery has been here to stay for several years,
some have begun to question the wisdom of introducing the “global” standards of the
Anglo-Saxon world to everything Japan does, while the doctrine of shareholder
sovereignty has led to takeover bids and share purchases by funds. It appears that we

are in a state of disorder.

6. Having survived with its various pros and cons, Japanese-style management has
finally ceased to be functional. During what has come to be called the “lost decade,”
individual elements of Japanese-style corporate governance underwent a major
transformation. There are two major environmental changes that have expedited this
process and one of them is globalization. After the Cold War ended, the capital market
expanded. Another was a significant change in the rules of the game. In the beginning,
the prolonged recession put the financial sector, which had previously been protected
by regulations, into turmoil. With the government being at a loss as to what should be
done, one enterprise after another slipped into a structural deficit, and in a desperate

move these enterprises did whatever it took to survive.
These two environmental changes brought about major transformations of individual

elements of Japanese-style management, the first one being an unwinding of

cross-shareholding. With the exception of zaibatsu groups, shares are cross-held
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between non-financial companies and financial institutions, or their major
long-standing customers when the former ask the latter to purchase their shares at the
time of a major capital increase, or vice versa. Therefore cross-shareholding is not
usually intentional, but instead merely the result of long-term friendly relations. There
is no agreement whatsoever as to how many shares each should hold. At least in my

experience [ have never known of anything like a “cross-shareholding agreement.”

In a desperate move to satisfy the BIS capital adequacy requirement, Japanese banks
left this interdependency behind, recovering loans and selling many long-term company
shares. No longer obliged to own bank shares, non-financial companies on the other
hand, sold any shares that did not bring them any dividends. The total volume of
non-financial company shares held by financial institutions has been halved over the
course of the last ten years. Non-financial companies procure funds directly from the
market by issuing corporate bonds without the use of bank loans, and the term “main
bank™ has already become passé, at least for large companies. Incidentally, Osaka Gas

has virtually no long or short-term borrowings from private banks.

Another change took place concerning employment practices. Long-term employment
acted as a hindrance to companies when they became trapped in a long spell of low
profit years, and so they attempted to reduce fixed costs through a voluntary retirement
program that offered a large addition to employees’ retirement allowance. In order to
survive, a large number of enterprises had to make tough choices despite their wish to
retain technological prowess for future growth and maintain friendly labor-management
relationships. Still many others lowered the break-even point by replacing regular

employees with temporary ones.

The third change that took place was the disclosure of corporate information. As a part
of the globalization process, many of the shares once held by banks and non-financial
companies changed hands to overseas investors. Unlike Japanese shareholders, these
investors demanded that their voices be heard. The California Public Employees’
Retirement System of the US strongly criticized Japanese enterprises for their poor
disclosure and inward-looking management culture, forcing them to take action. The

legal system was then amended in favor of this trend.

The general meetings of shareholders of Japanese companies were often hailed as a

prime instance of shareholders being completely disregarded. As legal systems
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developed, however, sokaiya corporate racketeers became almost extinct, and all
companies are now willing to disclose their corporate information and give scrupulous
explanations, and also<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>