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I. INTRODUCTION

Japan has been reforming its corporate governance system in recent years,
with a particular focus being placed on the role of outside/independent
directors. Among other measures, the 2014 Reform of the Companies Act
and the 2015 Japanese Corporate Governance Code both introduced a
“comply or explain” rule regarding appointment of one outside director or
two independent directors, respectively.! These reforms have turned out to
be quite effective in nudging the majority of Japanese listed companies to
“comply”.?

It may not be so wrong to say that Japan has finally started, after a long
period of resistance,® to follow the global trend of corporate governance
reforms focusing on board independence based on the so-called monitoring
model proposed by Professor Melvin Eisenberg in 1976,% although at a
quite modest rate. At the same time, Japanese reforms may seem to be a
little peculiar from international perspective, as discussions in other devel-
oped countries after the Financial Crisis of 2007-2008 have tended to em-
phasize the shortcomings of having too-much board independence.® This
point suggests that the background of recent Japanese reforms could be
different from reforms in other jurisdictions.

After describing the traditional corporate governance system in Japan
(Part II.) and the contents and effects of the 2014 Companies Act Reform
and the 2015 Japanese Corporate Governance Code (Part III.), this article
analyzes the background of the recent reforms as well as the expected roles
of outside/independent directors in the Japanese discourse, focusing on the
variety of these roles (Part IV.).

1 See infra Part 111.1.-3.
See infra Part 111.4.

3 See K. OsuGl, Stagnant Japan? Why Outside (Independent) Directors Have Been
Rare in Japanese Companies, in: Shishido (ed.), Enterprise Law: Contracts, Markets,
and Laws in the US and Japan (Cheltenham 2014) at 252.

4 M. A. EISENBERG, The Structure of the Corporation: A Legal Analysis (Little Brown,
1976) at 162—177. For the history of the development of independent directors, see
generally J. N. GORDON, The Rise of Independent Directors in the United States,
1950-2005: Of Shareholder Value and Stock Market Prices, 59 Stanford Law Re-
view 1465 (2007) and H. BAUM, The Rise of the Independent Director in the West:
Understanding the Origins of Asia’s Legal Transplant, in: Puchniak/Baum/Nottage
(eds.), Independent Directors in Asia (Cambridge 2017) at 21.

5  See for example, L. M. FAIRFAX, The Uneasy Case for the Inside Director, lowa
Law Review 96 (2010) 127 and W.-G. RINGE, Independent Directors: After the Cri-
sis, European Business Organization Law Review 14 (2013) 401.
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II. TRADITIONAL JAPANESE CORPORATE GOVERNANCE
1. Traditional Model

To understand the background of recent Japanese reforms, one needs to
start by looking at the situation before the reforms.

Japanese listed companies traditionally assumed a governance structure
called a “company with board of statutory auditors” (kansayaku-kai setchi
kaisha).® While this structure has two boards — a board of directors and a
board of statutory auditors — it differs sharply from the German vertical
two-tier system in that the two boards stand horizontally as their members
are appointed directly and separately by the shareholders’ meeting,” mean-
ing that the board of statutory auditors does not have the power to appoint
directors. Powers to manage the company and to appoint the CEO and other
senior officers reside in the board of directors.® While statutory auditors
must attend meetings of the board of directors and express their opinions
when necessary, they do not have voting rights on the board of directors.’
The role of statutory auditors is to audit the accounts of the company and to
check whether the company is doing its business without violating laws and
regulations.!® The board of statutory auditors must consist of three or more
statutory auditors, and half or more of them must be outside statutory audi-
tors.!! Also, there must be at least one full-time statutory auditor.!? On the
other hand, no outside directors are required.

Based on such a legal structure, Japanese companies after World War 11
established a unique system of corporate governance focusing on the inter-
ests of employees and other stakeholders, which is often referred to as the
“corporate community” or “company as a family”.!* First, under the so-

6  Rules regarding statutory auditors have evolved over time, and the description in
the text is the one applicable under the current Companies Act (Kaisha-ho, Law
No. 86 of 2005). For a brief history of statutory auditors, see R.J. GILSON/C. J.
MILHAUPT, Choice as Regulatory Reform: The Case of Japanese Corporate Gov-
ernance, American Journal of Comparative Law 53 (2005) 343, 348.

7 Art. 329, para. 1, Companies Act. Similar systems can be found in southern Euro-
pean jurisdictions such as France, Italy and Spain (M. VENTORUZZO/P.-H. CONAC/
G. GOTO/S. MOCK/M. NOTARI/A. REISBERG, Comparative Corporate Law (St. Paul
2015) at 250).

8  Art. 362, para. 2, no. 1, no. 3 and para. 4, no. 3, Companies Act.

9  Art. 383 and Art. 369, para. 1, Companies Act.

10 Art. 381, para. 1, Companies Act.

11 Art. 335, para. 3 and Art. 2, no. 16, Companies Act.

12 Art. 390, para. 3, Companies Act.

13 For more detailed description of the traditional Japanese corporate governance
system, see Z. SHISHIDO, Japanese Corporate Governance: The Hidden Problems of
Corporate Law and Their Solutions, Delaware Journal of Corporate Law 25 (2000)
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called “lifetime employment system”, Japanese companies refrained from
layoffs as much as possible, semi-guaranteeing employees jobs at the com-
pany until reaching their retirement age (which is usually sixty years old).
Combined with seniority-based salaries and promotions, this system turned
employees into quasi-residual claimants and incentivized them to make
firm-specific human capital investments. Second, directors were predomi-
nantly selected from employees of the company as an extension of the in-
ternal promotion system. The number of directors was often large, some-
times more than thirty, to accommodate promotion of many senior employ-
ees. As a consequence, most of the directors were subordinates of the CEO,
and thus it was unrealistic to expect the board of directors to monitor the
CEO. Third, a large proportion of shares, often the majority, was held by
“stable shareholders”, which consisted of the company’s banks and friendly
business partners.'* As each of these “stable shareholders” only held a very
small amount, for example 1%, there was no single controlling shareholder.
This ownership structure effectively insulated managers from shareholder
pressure, especially from the capital market, arguably enabling the man-
agement to focus on growth in the long-term. Fourth, companies were fi-
nanced mostly by bank loans, and the main bank, i.e. the bank that lent the
largest amount to a company, played an important role in the governance of
that borrower.

This traditional system worked quite well until the mid-1980s, support-
ing Japan’s rapid economic recovery after World War II.

2. The Burst of the Bubble Economy and Changes to the Traditional
Model

With the so-called burst of the Bubble Economy in 1991, however, Japan’s
high growth period finally came to an end, and some aspects of the tradi-
tional model were forced to change.

The role of main banks both in the funding and governance of other
companies weakened as banks themselves were in financial distress, this
resulting from nonperforming loans made during the Bubble Period.!* Also,
the government imposed a limit on banks’ holding of shares of other com-
panies to strengthen banks’ financial stability, and the shares sold by banks

189 and G. JACKSON/H. MIYAJIMA, Introduction: The Diversity and Change of
Corporate Governance in Japan, in: Aoki/Jackson/Miyajima (eds.), Corporate Gov-
ernance in Japan: Institutional Change and Organizational Diversity (Oxford 2007)
at 1, 3-6.

14 This situation is also called “cross-shareholding”, as such a relationship is often
mutual.

15 JACKSON/MIYAJIMA, supra note 13, at 13.
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were purchased mainly by foreign institutional investors. This change led to
an unwinding of cross-shareholdings — especially those among large com-
panies and banks — and has put large listed companies under pressure from
the capital market.'

Facing such changes, many listed companies responded by decreasing
the number of directors to enable more efficient decision-making by the
board of directors.!” A few companies also started to appoint outside direc-
tors,'® but in most cases their number was small and boards of directors
were still dominated by insiders.!® In contrast, the lifetime employment
system seems to have remained rather stable as a custom,?” although many
companies have laid off employees during their hard times and filled tem-
porary shortages in the workforce by increasing the number of fixed-term
employees.?!

3. Introduction of US-style Governance Structure in 2002

Taking the view that it is necessary in the era of global competition to ena-
ble more efficient decision-making in Japanese companies by allowing
more delegation of power from the board of directors to the management,
the legislature decided in 2002 to introduce a new alternative governance
structure to strengthen the monitoring function of the board of directors as a
counter-balance to such an expansion of delegatory authority.?? This new
structure termed as “company with three committees” (shimei i’inkai-to

16 For details, see G. GOTO, Legally “Strong” Shareholders of Japan, Michigan Journal
of Private Equity & Venture Capital Law 3 (2014) 125, 144—146.

17 M. NAKAHIGASHI/MATSUI (eds.), Kaisha-ho no sentaku — Atarashii shakai no
kaisha-ho o motomete [Choices in Corporate Law: In Search of Corporate Law for
the New Society] (Shoji Homu, Tokyd 2010), at 483—486. In the author’s view, it is
questionable whether such a downsizing of the board of directors was done with the
intention to strengthen the monitoring function of the board as asserted by Profes-
sors Gilson and Milhaupt. See GILSON/MILHAUPT, supra note 6, at 349-350.

18 NAKAHIGASHI/MATSUI, supra note 17, at 486—487.

19  As of October 2006, 42.3% of the companies listed on the Tokyo Stock Exchange
had appointed one or more outside directors and the average number of outside di-
rectors appointed was 0.81. TOKYO STOCK EXCHANGE, INC., TSE-Listed Compa-
nies White Paper of Corporate Governance 2007, at 1415 (available at http://www.
Jjpx.co.jp/equities/listing/cg/tvdivg0000008jb0-att/white-paper07e.pdf).

20 L. WOLFF, The Death of Lifelong Employment in Japan? in: Nottage/ Wolff/ An-
derson (eds.), Corporate Governance in the 21st Century: Japan’s Gradual Trans-
formation (Cheltenham 2008) 53, at 79.

21 C. PEJOVIC, Reforms of Japanese Corporate Governance: Convergence in the Eye
of the Beholder, Journal of Japanese Law 35 (2013) 107, 132—134.

22 M. SHISEKI (ed.), Q&A Heisei 14-nen kaisei shoho [Q&A on the 2002 Reform of
the Commercial Code] (Shoji Homu, Tokyd 2003) at 66.
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secchi kaisha), which is a modified version of the practice in the United
States, abolished the board of statutory auditors and instead requires com-
panies to form an audit committee, a nomination committee and a compen-
sation committee within the board of directors.?* Each committee consists
of at least three directors, and the majority of each committee — but not of
the whole board — must be constituted by outside directors.?* The board of
directors must appoint executive officers (shikko-yaku) to manage the com-
pany,? and directors are prohibited from participating in the execution of
business decisions unless they concurrently hold the position of executive
officer.2® While the role of the audit committee is similar to that of the
board of statutory auditors, the nomination committee and the compensa-
tion committee have, respectively, the roles of deciding on candidates for
directors and determining the amount of compensation for each director and
executive officer.?” Decisions by these committees cannot be overruled by
the board of directors, such a rule being necessary because a majority of the
board may be constituted by insiders.?

An interesting point of this reform is that it allowed listed companies to
choose either the new structure or the traditional one described above, based
on the idea that no one size fits all.?° This new structure, however, has since
its introduction remained extremely unpopular among listed companies, and
it has been selected by less than 3% of all listed companies.* The reason
behind such unpopularity is said to be the reluctance of listed companies to
hand over control of nomination and compensation to outside directors.>!

III. REFORMS OF 2014/2015

As the presence of foreign institutional investors gradually increased in the
first decade of the 21% century, the voices arguing that traditional Japanese

23 Art. 2, no. 12 and Art. 327, para. 4, Companies Act.

24 Art. 400, para. 1 and 3, Companies Act.

25 Art. 302, para. 2 and Art. 418, Companies Act.

26 Art. 415 and Art. 402, para. 6, Companies Act.

27 Art. 404, para. 1, 2 and 3, Companies Act.

28 K. EGASHIRA, Kabushiki kaisha-ho (Dai-6-han) [Laws of Stock Corporations
(6th ed.)] (Yahikaku, Tokyd 2015) at 549.

29 For a political-economic analysis of the negotiation and the compromises leading to
the 2002 reform, see GILSON/MILHAUPT, supra note 6, at 353-354.

30 See TOKYO STOCK EXCHANGE, INC., TSE-Listed Companies White Paper of Cor-
porate Governance 2015, at 15 (available at http.//www.jpx.co.jp/equities/listing/cg/
tvdivg0000008jb0-att/2015.pdf).

31 S. SAKAMOTO (ed.), Ichimon itto Heisei 26-nen kaisei kaisha-ho (Dai-2-han) [Q&A
on the 2014 Companies Act Reform (2nd ed.)] (Shoji Homu, Tokyo 2015), at 18.
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corporate governance of Japanese companies was overly inward-looking
became stronger.*? In response, the Japanese government again tried to
improve board independence; this time through the 2014 Companies Act
Reform3? and through implementation of the 2015 Japanese Corporate
Governance Code.

1. “Comply or Explain” Approach on Appointment of Outside/
Independent Director(s)

a) The 2014 Companies Act Reform

One of the most controversial issues in the discussions leading to the 2014
Companies Act Reform was whether or not to impose on listed companies
an obligation to appoint at least one outside director. After a long debate,
such a proposal was rejected mostly due to strong opposition from industry-
based lobby groups.3*

Instead, the 2014 Reform introduced a “comply or explain™ approach,
requiring listed companies that do not appoint any outside director to ex-
plain “the reason that makes appointment of an outside director inappropri-
ate for that company”.® To meet this requirement, companies need to ex-
plain why appointment of even a single outside director would be detri-
mental to the company. Moreover, certain explanations — such as the fact
that the company has already appointed two or more outside statutory audi-
tors — are deemed insufficient.*® The idea of this reform is that the appoint-
ment of an outside director usually has a positive effect that cannot be real-

32 See for example, ASTAN CORPORATE GOVERNANCE ASSOCIATION, White Paper on
Corporate Governance in Japan (May 2008, http://www.acga-asia.org/public/files/
Japan%20WP_%20May2008.pdf), at 18-23.

33 For more details about the 2014 Companies Act Reform, see G. GOTO, The Outline
for the Companies Act Reform in Japan and Its Implications, Journal of Japanese
Law 35 (2013) 13.

34 For a detailed analysis of the reform process, see G. GOTO/M. MATSUNAKA/S.
KOzUKA, Japan’s Gradual Reception of Independent Directors: An Empirical and
Political-Economic Analysis, in: Puchniak/Baum/Nottage (eds.), supra note 4 at
135.

35 Art. 327-2, Companies Act (explanation at annual shareholders’ meeting) and
Art. 74-2 and Art. 124, para. 2, Ministerial Ordinance for the Enforcement of the
Companies Act (Kaisha-ho seko kisoku, Ordinance of the Ministry of Justice No. 12
of 2006) (disclosures in reference documents for shareholders’ meeting and annual
business report).

36 SAKAMOTO, supra note 31, at 91. Art. 74-2, para. 3 and Art. 124, para. 3, Ministeri-
al Ordinance for the Enforcement of the Companies Act explicitly exclude ap-
pointment of two or more outside auditors as a valid reason.
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ized through the appointment of outside statutory auditors, and thus there
should be a special reason for not appointing even one outside director. As
practitioners generally view providing a credible explanation difficult,?’
this requirement is sometimes considered to be a de facto obligation to
appoint at least one outside director. In other words, the “comply or ex-
plain” rule adopted by the 2014 Reform tilts toward compliance.

b) The 2015 Japanese Corporate Governance Code

The 2014 Reform was followed by the adoption and implementation of the
2015 Japanese Corporate Governance Code.® The Code requires listed
companies to appoint at least two independent directors, or to give reasons
for not doing s0.3° This is a pure “comply or explain” regime, in contrast to
the requirements of the 2014 Reform.*°

2. Stricter Definition for “Outside” Directors

Another point worth noting is the difference between “outside” directors
and “independent” directors. Prior to the 2014 Reform, “outside director”
meant a director who is not and has never been either an executive director
or an employee of the company or its subsidiaries.*! This definition is laxer
than that of an independent director as used in other jurisdictions in that it

37 See for example K. NAKANISHI/K. KoO1SOo/K. SHIBATA/T. TSull, “Shagai tor-
ishimari-yaku wo oku koto ga soto de nai riyii” ni kansuru kiritsu no yoko kara no
henko to jitsumu ni ataeru eikyo [Changes from the Legislative Outline on “the
Reason that Makes Appointment of an Outside Director Unreasonable for that
Company” and their Effect on Practice], Junkan Shoji Homu 2025 (2014) 14.

38 The Japanese Corporate Governance Code was adopted by a governmental council
organized by the Financial Services Agency, and it was implemented by stock ex-
changes. For details on the process of its adoption, see TOKYO STOCK EXCHANGE,
Enhancing Corporate Governance (http://www.jpx.co.jp/english/equities/listing/cg/).

39 Principle 4.8, Japanese Corporate Governance Code, and Rule 436-3, Tokyo Stock
Exchange Securities Listing Regulations.

40 Japan stands as an outlier among major Asian jurisdictions in that it does not have
any mandatory requirement, either by law or stock exchange rules, to appoint a cer-
tain number of outside/independent directors, even after the 2014 Companies Act
and the 2015 Japanese Corporate Governance Code. See D. W. PUCHNIAK /K.-S.
K1M, Varieties of Independent Directors in Asia: Diversity Revealed, in: Puchniak/
Baum/Nottage (eds.), supra note 4 at 89.

41 Art. 2, para. 15, Companies Act (before the 2014 Reform). This standard is based
on the idea that one who is under the influence of the management would be unable
to monitor the management, where as one who could influence the management
(e.g. a parent company) is not.
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does not disqualify someone who is affiliated with the company’s manag-
ers, major trade partners or the parent company.

The 2014 Reform made the definition of “outside” director slightly
stricter by excluding current directors, executive officers and employees of
the company’s parent company or of other subsidiaries of the parent com-
pany.*? “Outside director” under the Companies Act still differs from “in-
dependent director” under the Japanese Corporate Governance Code and
the listing rules of the Tokyo Stock Exchange, as individuals affiliated with
major business partners of the company qualify as an “outside” director but
not as an “independent” director.*?

3. Company with Audit-plus Committee

The reform act also introduced a new governance structure as a third alter-
native. This new structure, company with audit-plus committee (kansa-to
i’inkai secchi kaisha),** abolishes the board of statutory auditors and in-
stead requires companies to form an audit-plus committee within the board
of directors. Nomination and compensation committees, which were the

42 Art. 2, no. 15 (c) and (d), Companies Act. The new law also disqualifies directors
who are spouses or close relatives of current directors, executive officers or senior
employees of the company itself from serving as “outside” directors (Art. 2, no. 15
(e), Companies Act). On the other hand, the new law relaxes the standard in order
to make it easier for companies to find someone suitable by allowing those who
were past executing directors and employees of the company or its subsidiary to be
“outside” directors, if they were not at these positions for the past ten years (Art. 2,
no. 15 (a), Companies Act).

43 TOKYO STOCK EXCHANGE, Guidelines concerning Listed Company Compliance, III,
5,(3)-2,a.

44 During the reform process, the new governance structure was called “company with
audit and supervisory committee” (kansa kantoku i’inkai secchi kaisha). While the
Japanese term was changed in the final stage by request of the Cabinet Legislative
Bureau, as the word “kantoku” (supervisory) was not used in the text of the reform
bill, the official English translation of the Companies Act (available at Attp://www.
Jjapaneselawtranslation.go.jp/?re=02) still uses the term “company with audit and
supervisory committee” to better reflect the concept; the author has adopted this
phrasing elsewhere (GOTO/MATSUNAKA/KOZUKA, supra note 29). This English
term may be problematic, however, since the association of statutory auditors (Ni-
hon Kansa-yaku Kyokai) decided to change its English name in 2013 to “Japan Au-
dit & Supervisory Board Members Association”, asserting that the board of statuto-
ry auditors also performs a supervisory function together with the board of directors
(http://www.kansa.or.jp/en/whats-new/jcaa-becomes-jasba.html). While the author
doubts the rationale of such a change, this article uses the term “company with au-
dit-plus committee”, which is a more literal translation of the Japanese term ‘“kan-
sa-to i'inkai secchi kaisha”, to avoid any confusion.
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source of unpopularity as regards companies with three committees, are not
required. The audit-plus committee must consist of at least three directors,
and the majority of the committee, but not of the whole board, must be
constituted by outside directors.*’

The idea behind making the Japanese corporate governance regime more
complex by adding another alternative structure is to offer a modified ver-
sion of company with three committees that can be more readily accepted
by those who are accustomed to traditional Japanese governance system.*
This can be found in two aspects in particular: First, this alternative does
not require companies to surrender the powers of nomination and compen-
sation to outside directors. Second, it imposes a lesser burden on companies
compared to appointing outside director(s) in addition to the minimum of
two outside statutory auditors required under the traditional system.

The main role of an audit-plus committee is of course to audit the ac-
counts of the company and monitor breaches of the law,*’ but the commit-
tee is also granted the power to express its opinion on the election, dismis-
sal, resignation, and compensation of other directors at sharecholders’ meet-

45 Art. 331, para. 6, Companies Act.

46 SAKAMOTO, supra note 31, at 18—19.

47 It is worth noting that the main concern of the reforms 0of 2002 and 2014 was not about
auditing. Thus, as regards auditing the roles of the board of statutory auditors, the au-
dit committee and the audit-plus committee are basically the same. Nevertheless,
some structural differences remain. First, statutory auditors can individually exercise
their power to inspect without delegation from the board of statutory auditors
(Art. 381, para. 2 and Art. 390, para. 2, Companies Act). Such a strong power is not
granted to individual members of the audit committee or the audit-plus committee
(Art. 399-3, para. 1 and Art. 405, para. 1, Companies Act), as the majority of these
committees are constituted by outside directors and thus it is less likely that the man-
agement can influence their decisions. Second, the law requires companies with board
of statutory auditors to have at least one full-time statutory auditor (Art. 390, para. 3,
Companies Act), this based on the idea that the existence of someone familiar with the
business and organization of the company is necessary for effective auditing. While
there is no such requirement for a company with three committees or a company with
audit-plus committee, 85% of the companies having an audit-plus committee have
voluntarily appointed one or more full-time members. See H. TSUKAMOTO, Kansa-to
i’inkai secchi kaisha no gaiyé to gabanansu taisei no jyokyo — 1ko kaisha 688-sha no
bunseki [Analysis of 688 Companies that Switched to a Company with Audit-plus
Committee and their Corporate Governance], Shiryd-ban Shoji Homu 390 (2016) 20,
30. This Japanese practice of having a full-time member on the board of statutory au-
ditors or audit-plus committee could be regarded as one way of mitigating the prob-
lem of “informational capture” of independent directors as resulting from the trade-
off between independence and access to information. See K. KASTIEL/Y. NILIL, “Cap-
tured Boards”: The Rise of “Super Directors” and the Case for a Board Suite, availa-
ble at http.//ssrn.com/abstract=2839416 (2016).
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ings.*® This power, which constitutes the “plus” part of the system, is ex-
pected to compensate, to a certain extent, for the lack of nomination and
compensation committees by reinforcing the bargaining power of the out-
side directors of the audit-plus committee in that it provides an opportunity
to publicly oppose the management.* In addition, to secure the independ-
ence of members of the audit-plus committee from the management, ap-
pointment to the audit-plus committee is not to be made by the board of
directors, which may be dominated by insiders, but by the shareholders’
meeting.>® The shareholders’ meeting also decides the total amount of com-
pensation for audit-plus committee members, which will be divided by the
members themselves.>!

The 2014 Reform also provides some inducements to move to the struc-
ture of company with audit-plus committee.’? First, an ex-ante approval by
the audit-plus committee of a self-dealing transaction between a director
and the company has the effect of shifting the burden of proof regarding the
violation of the director’s duty from the director to the plaintiff sharehold-
ers.>® Second, shareholders of a company with audit-plus committee may
choose in their articles of incorporation to expand the scope of delegation
by the board of directors to the management to the same extent granted to a
company with three committees.> This reflects the idea that a board of
directors focusing on the role of outside directors should concentrate on the
monitoring and evaluation of the management rather than on making busi-
ness decisions itself.>

48 Art. 342-2, para. 4, Art. 361, para. 6, Companies Act.

49 S. IWAHARA, Kaisha hdsei no minaoshi ni kansuru yoko-an no kaisetsu (I) [Com-
mentaries on the Draft Legislative Outlines for Reform of the Companies Act (1)],
Junkan Shoji Homu 1975 (2012) 4, 7-8.

50 Art. 329, para. 2, Companies Act (requiring directors who will be members of the
audit and supervisory committees to be elected separately from the other directors
at the shareholders’ meeting). This point and the following point resemble the sys-
tem of a company with board of statutory auditors.

51 Art. 361, para. 2 and 3, Companies Act.

52 IWAHARA, supra note 49, at 8.

53 Art. 423, para. 3 and 4, Companies Act.

54 Art. 399-13, para. 6, Companies Act. When the majority of the board of directors of
a company with audit-plus committee is constituted by outside directors, such an
expansion of the scope of delegation is available without a provision in the articles
of incorporation. Art. 399-13, para. 5, Companies Act. The default rule for a com-
pany with audit-plus committee is the same as that of company with statutory audi-
tors, whereby important business decisions such as sales or purchases of important
assets must be made by the board of directors and may not be delegated to individ-
ual directors. Art. 362, para. 4 and Art. 399-13, para. 4, Companies Act.

55 IWAHARA, supra note 49 at 9-10. See also infra Part. IV.2.
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4.  Effects of the Reforms

This time, the reforms have turned out to be effective, at least in terms of
the raw number of adoptions. First, as of 10 January 2017, 687 companies
out of 3,519 companies listed on the Tokyo Stock Exchange (19.5%) are
now employing the form of company with audit-plus committee.’® Most of
them switched from being a company with board of statutory auditors,’’
and one study focusing on companies that made their switch by April 2016
shows that 70% of the outside directors of the audit-plus committees were
formerly outside statutory auditors.>

Second, the majority of Japanese listed companies did “comply” with the
requirements of the 2014 Companies Act Reform and the 2015 Corporate
Governance Code.® As of 2010, the majority of companies listed in the
First Section of the Tokyo Stock Exchange (which is the top-tier market in
Japan consisting of about 1,900 companies, or slightly more than one-half
of all listed companies in Japan) did not have any outside director on its
board. Subsequently, the ratio of listed companies appointing at least one
outside director has increased dramatically from 48.5% in 2010 to 55.4% in
2012, 74.3% in 2014, and to 98.8% in July 2016. Some major companies,
such as Toyota, Nippon Steel Corporation, and Canon, which had refused to
appoint outside directors for a long time, finally appointed them in 2012,
the year in which the Legislative Council decided on the substance of the
2014 Reform. Also, the ratio of companies listed in the First Section ap-
pointing two or more independent directors jumped up from 21.5% in 2014
to 79.7% in 2016.

56 In contrast, the number of companies with three committees as of the same date is
sixty-nine. See Japan Exchange Group, Corporate Governance Information Search
(http://www.jpx.co.jp/english/listing/cg-search/).

57 TSUKAMOTO, supra note 47, at 21.

58 H. KANDA/T. YAMANAKA, Kansa-to i’inkai secchi kaisha no genjo to kadai [Cur-
rent State and Issues regarding Companies with Audit-plus Committee], Jurisuto
1495 (2016) 27, 30. While noting the dissatisfaction of some investors with the
“skidding” of outside statutory auditors into audit-plus committee membership slots
without an increase in the total number of outsiders, Institutional Shareholder Ser-
vices nevertheless decided not to oppose such practice, at least for the time being,
so as to encourage the appointment of outside/independent directors. See T. ISHIDA,
2017-nen ISS giketsu-ken koshi jogen hoshin to haikei ni aru kangaekata [The 1SS
2017 Proxy Voting Guidelines and its Logic], Junkan Shoji Homu 2126 (2017) 4,
8-11.

59 See TOKYO STOCK EXCHANGE, INC., Appointment of Independent Directors by
TSE-Listed Companies [Final Figures] (27 July 2016), available at Attp://www.
Jjpx.co.jp/english/listing/others/ind-executive/tvdivg0000001;9j-att/b5b4pj0000017 1
de.pdf.
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It must be noted, however, that it is still very rare to appoint enough out-
side/independent directors to have them constitute the majority of the
board.®® As of July 2016, the ratio of companies listed in the First Section
of the Tokyo Stock Exchange where independent directors constituted the
majority of board of directors was only 4.6%. The ratio for those companies
where independent directors constituted one-third or more of the board of
directors was 22.7%. This fact suggests the possibility that Japanese com-
panies are just trying to meet formal requirements and do not have any
intention of substantially changing their corporate governance.

IV. EXPECTED ROLES OF OUTSIDE/INDEPENDENT DIRECTORS

1. Why Is Japan Focusing on Outside/Independent Directors?

To judge whether the recent reforms have succeeded in bringing substantive
change to Japanese corporate governance, one must first identify the goal,
or goals, that these reforms intended to achieve by increasing the number of
outside/independent directors on the board. This is also important for un-
derstanding the background of recent Japanese reforms, which may seem to
be moving in the opposite direction of the international discussion arising
after the Global Financial Crisis, a discourse which has tended to empha-
size the shortcomings of having too-much board independence.®!

In this regard, it must be noted that unlike many corporate governance
reforms — such as the Sarbanes-Oxley Act enacted after the Enron scandal —
recent Japanese reforms have not been made in response to major corporate
scandals. Contrary to some observations from abroad,® the large-scale
window-dressing by Olympus,® which was uncovered in October 2011 and
raised serious concerns as to the closed and inward-looking culture of Japa-
nese companies, was obviously not the reason for the government to start
the project of reforming the Companies Act in February 2010.% The Olym-

60 Ibid.

61 See literature cited in supra note 5.

62 See for example, RINGE, supra note 5, at 408.

63 For details on the Olympus scandal, see B. E. ARONSON, The Olympus Scandal and
Corporate Governance Reform: Can Japan Find a Middle Ground between the
Board Monitoring Model and Management Model? Pacific Basin Law Journal 30
(2012) 93.

64 In early 2010, Toyota Motor Corporation faced a strong accusation in the U.S.
regarding its large-scale vehicle recall for allegedly unintended acceleration. Alt-
hough Toyota had not appointed any outside director at that moment and the recall
itself was widely broadcast, opinions that linked this problem to Toyota’s corporate
governance did not get much support within Japan. See B. E. ARONSON, Learning
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pus scandal also did not affect the result of reform discussions to any sig-
nificant degree, as independent directors are considered to be no better than
outside statutory auditors at detecting window dressing and other illegal
activities.®

Rather, the impetus has come from the emphasis of the current Abe ad-
ministration on corporate governance as a key to “revitalizing” the Japa-
nese economy by increasing corporate value.® This approach is dubbed
“seme no gabanansu”, which can be translated as “growth-oriented govern-
ance” or more literally “aggressive governance”. For example, the preface
of the draft Corporate Governance Code prepared by the governmental
council under the Financial Services Agency of Japan states the objectives
of the Code as follows:

“The Code seeks ‘growth-oriented governance’ by promoting timely and decisive deci-
sion-making based upon transparent and fair decision-making through the fulfillment of
companies’ accountability in relation to responsibilities to shareholders and stakehold-
ers. The Code does not place excessive emphasis on avoiding and limiting risk or the
prevention of corporate scandals. Rather, its primary purpose is to stimulate healthy
corporate entrepreneurship, support sustainable corporate growth and increase corporate
value over the mid- to long-term.”®’

Even if one accepts such an approach, however, there remain some ques-
tions that need to be answered: What exactly is meant by the term “growth-

from Toyota’s Troubles: The Debate on Board Oversight, Board Structure, and Di-
rector Independence in Japan, Journal of Japanese Law 30 (2010) 67, 70 (asserting
that the lack of a monitoring function in Toyota’s board of directors is the very issue
that should be discussed).

65 A recent example of independent directors being unable to detect window dressing
is the accounting scandal at Toshiba, which had taken the form of company with
three committees. In contrast, Mizuho Financial Group, one of three Japanese meg-
abanks, switched to a company with three committees after being criticized for
scandalous loans to crime organizations. See Nikkei Asian Review, “Mizuho’s Post-
scandal Makeover Focuses on External Oversight” (27 December 2013 1:46 AM
JST), available at http.//asia.nikkei.com/Business/Companies/Mizuho-s-post-scan
dal-makeover-focuses-on-external-oversight.

66 See for example, Prime Minister Abe’s speech at the Davos World Economic Forum
on 22 January 2014 (available at http://japan.kantei.go.jp/96_abe/statement/2014
01/22speech_e.html) and Japan Revitalization Strategy Revised in 2014: Japan’s
Challenge for the Future (24 June 2014) at 5-6 (available at http.//www.kantei.
go.jp/jp/singi/keizaisaisei/pdf/honbunEN.pdf).

67 The Council of Experts Concerning the Corporate Governance Code, Japan’s Cor-
porate Governance Code [Final Proposal]: Seeking Sustainable Corporate Growth
and Increased Corporate Value over the Mid- to Long-Term (5 March 2015), at 3
(available at http://'www.fsa.go.jp/en/refer/councils/corporategovernance/20150306
-1/01.pdf).
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oriented governance”? How can outside/independent directors contribute to
increasing corporate value and overall economic growth? The remainder of
this article analyzes recent discussions on corporate governance reform,
focusing on the variety of roles expected to be performed by outside/
independent directors.

2. The 2014 Companies Act Reform and the Monitoring Model

As mentioned earlier, one of the main topics of discussion in the process
leading up to the 2014 Companies Act Reform was whether or not to intro-
duce an obligation of listed companies to appoint at least one outside direc-
tor. Proponents of such an obligation argued that outside directors play an
important role in evaluating the performance of the management that can-
not be performed by outside statutory auditors who lack the power to vote
on board decisions, most notably on appointment and dismissal of the man-
agement. % Introduction of the “comply-or-explain” rule regarding ap-
pointment of one outside director and the new structure of company with
audit-plus committee, as done through the 2014 Reform, is similarly based
on this idea.

While the argument above is apparently influenced by the monitoring
model of Professor Eisenberg,® the 2014 Reform differs from the original
version as well as U.S. practice in that the 2014 Reform does not require
the majority of the board of directors to be independent from the manage-
ment.”® In other words, the 2014 Reform is using the idea behind the moni-
toring model as a means of explaining the main role of outside directors
while at the same time stopping short of formulating that as the role of the

68 See SAKAMOTO, supra note 31, at 18, 81. Although the proponents also referred to the
role of outside directors in regulating conflicts of interest between a company and its
management or the controlling shareholder, this aspect was not the primary focus of
the reform process. See ibid. at 19, note 1. One of the background aspects for such an
attitude is that outside statutory auditors also play a certain role in monitoring con-
flicts of interest. See Art. 129, para.l, no. 6, Ministerial Ordinance for the Enforce-
ment of the Companies Act (each statutory auditor must state her opinion regarding a
takeover defense and regarding major related-party transactions).

69 The commentaries accompanying the 2014 Reform, as authored by the officials of
the Ministry of Justice that drafted the bill, do not mention the monitoring model,
whereas Prof. Shinsaku Iwahara, who chaired the working group of the Legislative
Council that prepared the legislative guidelines for the 2014 Reform, refers to the
monitoring model as the background of the reform. See Sakamoto, supra note 31 at
18-19 and 81-82 and S. IWAHARA, Kaisha hosei no minaoshi to kansa-yaku [The
Companies Act Reform and Statutory Auditors], Kansa-yaku 607 (2013) 4, at 6-7.

70 See EISENBERG, supra note 4, at 170-177.
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board.” The problem is that it is not clear why introducing a single outside
director will matter in this regard.” For example, it would be still difficult,
if not impossible, to fire an under-performing CEO over her and other in-
side directors’ resistance.

Probably taking such reality into consideration, Professor Ken’ichi Osugi
focuses on the participation of outside/independent directors in the process
of selecting the next CEO in order to prevent decisions being made behind
closed doors based, first, on internal politics and, second, on the current
CEO’s wish to have a loyal successor.”® An interesting development in this
regard is the increasing voluntary adoption of committees on nomination
and/or committees on the compensation of directors by companies with
board of statutory auditors and companies with audit-plus committee.”

3. The 2015 Corporate Governance Code and “Growth-oriented
Governance”

Turning to the 2015 Corporate Governance Code, the question is how inde-
pendent directors can contribute to the Code’s ultimate goal of “growth-

71 In contrast, a proposal by the Japan Association of Corporate Directors, a private
organization consisting of CEOs, outside directors, academics and investors, adopts
the monitoring model as representing the role of the board of directors. See JAPAN
ASSOCIATION OF CORPORATE DIRECTORS, Roles Expected of Outside Directors and
Boards of Directors (June 2014), available at http://www.jacd. jp/en/resources/140
609 0l1proposal.pdf.

72 One interesting research inquiry by Professor Takuji Saitd showed that appointment
of the very first outside director by Japanese listed companies led to a statistically
significant improvement in the operating performance in the following three years,
although the mechanism producing such an effect is not fully explained. See T.
SAITO, Nihon kigyo ni yoru shagai torishimari-yaku no donyii no kettei yo’in to
sono koka [Determining Factors in the Appointment of Outside Directors by Japa-
nese Companies and their Effects], in Miyajima (ed.), Nikon no kigyo tochi: Sono
sai-sekkei to kyoso-ryoku no kaifuku ni mukete [Corporate Governance in Japan:
Toward a Redesign and Restoration of Competitiveness] (Toyo Keizai Shinpo-sha,
Tokyd 2011) 181, at 206-210.

73 K. OSUGL, Jjo kaisha no keiei kiko: Tsuyoi ‘honsha’ to shaché wo kakuho suru
tame ni [Structure of the Management of Listed Companies: Toward Strong ‘Head-
quarters” and a CEO], Horitsu Jiho 87, No. 3 (2015) 4 at 10.

74 TSUKAMOTO, supra note 47 at 34. Although these committees are mostly consulta-
tive bodies without any power to bind the board of directors and may not include
outside/independent directors as their members, there are anecdotes describing a
voluntary nomination committee exercising its influence. See for example, Nikkei
Asian Review, “Seven & i's Suzuki to Resign over Failed Removal of Unit’s Presi-
dent” (8 April 2016, 5:10 AM IST), http.//asia.nikkei.com/Business/Companies/
Seven-i-s-Suzuki-to-resign-over-failed-removal-of-unit-s-president.



RECENT BOARDROOM REFORMS IN JAPAN 49

oriented governance”.” With this concept, which is not defined clearly by
the Code, the government encourages more proactive risk-taking aimed at
sustainable growth, for example by increasing capital investments and
M&As."

While the Code does not refer to risk-taking when discussing the roles of
independent directors,”’ which is quite understandable as they are not the
ones to make investment decisions, it assigns to the board of directors “the
establishment of an environment that supports appropriate risk-taking by
the senior management”.”® Specifically, the Code suggests that the board
should “welcome proposals from the management based on healthy entre-
preneurship, fully examine such proposals from an independent and objec-
tive standpoint with the aim of securing accountability, and support timely
and decisive decision-making by the senior management when approved
plans are implemented”.”

Mr. Kazuhiro Takei, a renowned practicing lawyer, emphasizes the im-
portance of such an examination for risk-management and accountability
and expects the board, through asking good questions, to give the manage-
ment hints as to how managerial issues can be overcome.® In the author’s

75 Professor Kenjird Egashira questions this point, arguing that it is unlikely that
corporate governance reforms lead to an increase in future cash flow, although they
may contribute to a lower cost of capital by making companies more trustworthy to
shareholders. See K. EGASHIRA, Koporeto gabanansu no mokuteki to shuho [Pur-
pose and Means of Corporate Governance], Waseda Hogaku 92 (2016) 95, at 107-
113.

76 See Japan Revitalization Strategy Revised in 2014, supra note 66 at 5. Encouraging
investment corresponds to some macroeconomists’ analysis on the cause of Japan’s
“lost two decades”. See for example, S. FUKUDA, “Ushinawareta 20-nen” wo koete
[Beyond the “Lost Two Decades”] (NTT Press, Tokyo 2015), at 153—157 (arguing
that Japanese companies became too risk-averse after the burst of the Bubble Econ-
omy and did not invest enough in innovation while focusing on cost reduction).

77 Principle 4.7 of the Japanese Corporate Governance Code lists four expected roles
of independent directors, namely (i) providing advice on business policies and
business improvement based on their knowledge and experience with the aim of
promoting sustainable corporate growth and increasing corporate value over the
mid- to long-term; (ii) monitoring management through important decision-making
at the board, including the appointment and dismissal of senior management; (iii)
monitoring conflicts of interest between the company and the management or con-
trolling shareholders; and (iv) appropriately representing the views of minority
shareholders and other stakeholders in the boardroom from a standpoint independ-
ent of the management and controlling shareholders.

78 Principle 4.2 of the Japanese Corporate Governance Code.

79 Ibid.

80 K. TAKEIL, Koporéto gabanansu kodo he no taio [Responding to the Corporate
Governance Code], Jurisuto 1484 (2015) 60, 64.
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view, however, such an argument seems to focus more on the role of inde-
pendent directors as advisors or coaches rather than that as monitors of the
management.

Of course, there is no need to exclude independent directors from
providing advice, and there is no question that large-scale investments or
M&As amounting to changes in the business strategy should be subject to
examination by the board and independent directors. Also, such an under-
standing may make independent directors more acceptable to traditional
Japanese companies. Nevertheless, asking independent directors to examine
business judgments of a much smaller scope does not seem to fit well with
their role of evaluating the overall performance of the management, which
was the focus of the 2014 Reform.

4. Insulating the Management from the “Corporate Community”

Mr. Kazuhiko Toyama, a leading turnaround practitioner and a strong advo-
cate of board independence,’! focuses on a different aspect of independent
directors’ influence on risk-taking. In his view, the source of Japanese com-
panies’ underperformance after the burst of the Bubble Economy has been
management’s reluctance in taking necessary risks and making discontinu-
ous changes to the status quo; he contends further that this reluctance ema-
nates from the “corporate-community” nature of Japanese companies.®? For
example, it might be difficult to concentrate on the core competence of the
business by divesting non-core businesses as such an action may lead to
cutting redundant personnel. To change this situation, he counts on inde-
pendent directors, as outsiders in such a community, to represent the inter-
est of shareholders and to bring proper scrutiny into the boardroom.33

Other commentators also share the recognition that Japanese companies
have been placing the interest of core employees over that of shareholders
and that appointment of independent directors would be an effective meas-
ure to insulate the management from the “corporate community” in order to

81 Mr. Toyama was a member of the governmental council that adopted the Japanese
Corporate Governance Code.

82 K. TOYAMA, Kigyo kachi kojo ni muketa torishimari yakukai: Ippo susunda doku-
ritsu torishimari-yaku no yakuwari [The Board of Directors as a Means of Increas-
ing Corporate Value: Advancing the Role of Independent Directors], in: Nihon Tor-
ishimari-yaku Kyokai [Japan Association of Corporate Directors] (ed.), Dokuritsu
torishimari-yaku no kyoka-sho [Handbook on Independent Directors] (Chtio Keizai-
sha, Tokyd 2015) at 107, 112-114, 127-128.

83 TOYAMA, supra note 82, at 117. In this regard, Mr. Toyama also emphasizes the
importance of independent directors’ having the power to vote for removal of the
CEO. Ibid. at 117-118.
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promote more efficient decisions.® Interestingly, such a role of independent
directors is sometimes unmentioned in the U.S. literature,® probably be-
cause of different culture in respect of the management’s relationship to
employees.

The so-called “Itd Review”, a report issued by a group of academics, in-
vestors and industry representatives organized by the Ministry of Economy,
Trade and Industry, offers another line of discussion by arguing that Japa-
nese companies’ internationally low level of return on equity serves to hin-
der the inflow — into the Japanese market — of capital that is necessary for
long-term investments to foster innovation.3® While the emphasis of the Ito
Review lies on the importance of a dialogue between the management and
institutional investors, it also turns to outside directors to “make contribu-
tion from the perspective of the common interests of shareholders”.?’

One interesting difference between Mr. Toyama and the Itd Review re-
lates to the attitude toward distribution to shareholders. In contrast to Mr.
Toyama, who emphasizes the risk of being too sensitive to activist share-
holders’ demands to increase the distribution of retained earnings,®® the 1to
Review does not exclude such an option in cases where “companies cannot
effectively use retained earnings to drive growth”.%

84 For example, Prof. Osugi argues that CEOs elected through a more transparent
process would have more legitimacy and be able to advance an agenda that may not
be welcomed by employees. OSUGI, supra note 73, at 8-10. See also INAHARA, su-
pra note 69, at 4—6 (describing the background of the 2014 Companies Act Reform)
and GILSON/MILHAUPT, supra note 6, at 361-362 (discussing the possibility of
listed companies adopting the form of a company with three committees to signal
that they would not engage in what the authors call “stakeholder tunneling”).

85 See for example U. RODRIGUES, The Fetishization of Independence, Journal of
Corporation Law 33 (2008) 447, 452, 486—487 (arguing, in opposition to the current
U.S. practice of a supermajority independent board, that independent directors are
crucial only in specific situations where there exists a conflict of interests between
management and shareholders, such as in the cases of takeovers, related-party
transactions, executive compensation and derivative suits). For the Japanese discus-
sion on regulating conflicts of interest, see supra note 68.

86 ITO REVIEW, Competitiveness and Incentives for Sustainable Growth: Building
Favorable Relationships between Companies and Investors (August 2014), at 1-2
and 7-9, available at http.//www.meti.go.jp/english/press/2014/0806_04.htmi.

87 11O REVIEW, supra note 86, at 68.

88 TOYAMA, supra note 82, at 122.

89 ITO REVIEW, supra note 86, at 54. See also ibid. at 53 (“ROE and profitability must
not be perceived from a short-term perspective, but rather must be recognized as a
driver of corporate value over the mid/long-term.”).
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V. CONCLUSION

By analyzing the background and the related discussions regarding recent
Japanese corporate governance reforms focusing on outside/independent
directors, this article sheds light on the variety of roles expected to be per-
formed by these directors. On the one hand, the 2014 Companies Act Re-
form focuses on the role of outside/independent directors in the appoint-
ment, evaluation and dismissal of the management, which can be traced
back to the monitoring model advocated by Professor Eisenberg. On the
other hand, the 2015 Japanese Corporate Governance Code as a whole
seems to emphasize outside/independent directors’ roles in examining in-
vestment proposals by the management, in accord with the Code’s general
policy of promoting more risk-taking. Some commentators, by contrast,
expect outside/independent directors to represent the interests of sharehold-
ers in the boardroom and to function as a barrier insulating the management
from the interests of core employees.

Admittedly, these roles do not necessarily contradict each other, and it is
possible that outside/independent directors perform all of them. It is, how-
ever, important to recognize the differences and to consciously decide on
which to focus when one evaluates whether recent reforms have achieved
their intended goal(s). Such an endeavor would benefit the ongoing Japa-
nese discussions on whether more board independence is necessary and
how the effectiveness of outside/independent directors and the board of
directors can be improved.”®

The findings of this article also have another implication, which may be
more interesting for those outside of Japan. In addition to inter-juris-
dictional differences in the expected roles of outside/independent directors,

90 As of February 2017, the Financial Services Agency and the Ministry of Economy,
Trade and Industry are respectively hosting the Council of Experts Concerning the
Follow-up of Japan’s Stewardship Code and Japan’s Corporate Governance Code
and the CGS (Corporate Governance System) Study Group in order to discuss fur-
ther improvement of Japanese companies’ governance. See Attp://www.fsa.go.jp/en/
refer/councils/follow-up/index.html and http://www.meti.go.jp/english/policy/econo
my/corporate_governance/index.html#press. Also, on 9 February 2017, the Minister
of Justice consulted the Legislative Council regarding a new reform of the Compa-
nies Act focusing on corporate governance. While this consultation explicitly con-
siders whether to introduce mandatory appointment of one or more outside directors,
its primary concern, judging from the order of the issues listed, seems to be the ra-
tionalization of procedures for shareholders’ meetings. See Consultation No. 104,
Kaisha hosei (kigyo tochi-to kankei) no minaoshi ni tsuite [On the Reform of the
Companies Act (Corporate Governance and Other Issues)], available at Attp://
www.moj.go.jp/content/001216452.pdyf.



RECENT BOARDROOM REFORMS IN JAPAN 53

which are gaining recognition in recent years,’! there is a potential of intra-
jurisdictional differences. While the former could be attributed to structural
factors such as share-ownership, the latter derives from different perspec-
tives on what these directors actually do. Thus, it may be a fruitful — though
demanding — area of future research to examine the nuances in other juris-
dictions’ discussion of corporate governance so as to investigate whether a
situation similar to Japan can be found.

91 See for example, RINGE, supra note 5, at 413-415 and PUCHNIAK/KIM, supra
note 40.





