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Introducing ACGA

m The Asian Corporate Governance Association (ACGA) was
formed in 1999 to facilitate the implementation of effective
corporate governance in Asia. Our scope of work covers
research, advocacy and education in 11 Asian countries.

m ACGA isincorporated in Hong Kong as a non-profit
association and is independently funded by a corporate
membership base.

m This visit to Tokyo marks the first investor delegation that
ACGA has organised to Japan and follows publication of
our “White Paper on Corporate Governance in Japan” in
May 2008.

m The topics raised in this presentation are a selection of key
points of interest for long-term investors in Japan. We have
not sought to cover every issue on which we have a view
or concern.
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ACGA Delegates

Name Location Global AUM
(US$ bn)
Aberdeen Asset Management Asia Singapore 34
Baillie Gifford & Co Edinburgh 61
British Columbia Investment Management Corp (bcIMC) Victoria, Canada 68
California State Teachers’ Retirement System Sacramento 126
Capital Research Company Hong Kong / Los Angeles 840
F&C Asset Management London 133
Governance for Owners Japan Tokyo, Japan adviser
Hermes Fund Managers London 46
Indus Capital Partners Tokyo / New York 3
Morgan Stanley Investment Management Tokyo, Japan 390
PGGM Zeist, Netherlands 116
RAILPEN Investments London 27
Shamrock Capital Advisors Los Angeles 2
TIAA-CREF New York 363
Universities Superannuation Scheme London 33
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1. Company law

i. Independent Directors

i. Statutory Auditors (Kansayaku)

i. Beneficial Owners

iv. Company with Committees System

v. Preferential Rights for Long-term Shareholders
2. Capital markets and transparency

i. Shareholder Meetings & Voting

i. Third-Party Allotments (“Private Placements”)
i. Disclosure of Cross-Shareholdings

iv. Company - Investor Dialogue

v. National Code of Best Practice
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1.1 Independent Directors

B ACGA believes that most listed companies in Japan would
benefit from having independent* directors on their boards,
and that investor confidence in domestic capital markets
would increase as a result.

® Independent directors can contribute in two broad ways:

1. Assisting management in improving corporate governance,
broadly defined.

2. Providing an independent perspective on corporate strategy
and large transactions (assuming he/she has business
expertise and is listened to by management).

m Global companies can benefit from having directors with
different skills and geographic knowledge—an idea that
an increasing number of Japanese companies accept.

*For our definition of “independent”, see ACGA’s presentation to the
METI Corporate Governance Study Group, Feb 13, 2009. '

ACGA Delegation to Japan 9

March 9-11, 2009 A C G A



1.0 YB3 ENAEIR

m ACGA &, BRIZEITB5ED LIS EITIRT BFHF RTINS
SITHZANDETHRZEZZL,. ZDHELLT. EREARTHIS
(2T HIRERDEFENERITHEDEEEL TS,

m T EERIIZOOKRETLEATERLYS:

1. LEOEKRTOIA—FRL—rHNFURERETBEILEICBLTRE
%15

2. {EEBREKRFIRIMEICEATHAMILLI-RAFIRE (EDRREE
HOT. BREEMNSHZIETOoNDSIEMNHIER)

m JO0—/N)LTEX, BHART /L0 CER3 2 5% 5 A F-EUEE

BEEITALTHEEZEZERZ—DEAAEZZITANSEBREED

LM,

* T IZBATAEARANDERICDOVNTIL. 2009F 2 A 13 AR FEE LT XM AT
£ IZBITAACGADTLE T—a v ERESRE, '

ACGA Delegation to Japan 10

March 9-11, 2009 A C G A



Number of Independent Directors

B ACGA recommends at least three independent directors
(INEDs) per board. The reasons are practical:

» Most boards of large companies in Japan have 10-15
people; anything less than three INEDs is likely to be
tokenistic.

> Three is a sensible minimum to ensure that INEDs on
board committees are not over-stretched.

» Two INEDs would be sufficient at this stage for small
boards of only 6-8 people.

m Note: Three is the norm in other parts of Asia (some
countries recommend 33-50%).
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1. Statutory Auditors (Kansayaku)

Statutory auditors (Kansayaku) can play a useful role,
especially if they are independent.

m Reinforcement of the statutory auditor system in Japan (eg,
by introducing independent auditors) is welcomed.

m However, statutory auditors are not a substitute for
iIndependent directors because:

» They do not have a vote in the board.

> Theirrole is rather specific: to audit the company’s
compliance with laws and regulations.

> The role of independent directors is broader: to help improve
corporate governance and provide an independent view on
strategic business decisions.

m Companies can benefit from having both statutory auditors
and independent directors.
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Board structures differ around the world, but

certain principles and best practices are commonly agreed

OECD _
. USA UK Germany* HK China# | Japan
Principles

Board structure Not defined Single Single Two-tier Single | Two-tier | Two-tier
Directors should Yes
be accountable Yes Yes Yes (and to Yes Yes Yes
to shareholders employees)
Boards should be
iIndependent of,
and supervise, Yes Yes Yes Yes Yes Yes No
management
Boards should
form independent
committees Recommended Yes Yes Yes Yes Yes NO
(eg, audit,
nomination)

*Answers refer to the Supervisory Board in Germany.
#In China, there is also a “board of supervisors” that supervises directors and senior managers.
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Germany’s Experience 1

B Germany and Japan: Similar starting points—civil law
tradition, two-tier board structures, wider duty of directors.

m Criticism of German system in the 1990s: Inadequate focus
on shareholder interests and independence of the
Supervisory Board (SB).

m German Corporate Governance Code introduced in 2002
and included specific recommendations on SB
composition and committees:

» SBtoinclude “an adequate number of independent
members” (5.4)

» SB to form audit and nomination committees (5.3)

(Note: “Germany’s Experience 1&2” contributed by Dr. Hans Hirt,
Hermes, London.)
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Germany’s Experience 2

m Positive contributions of the German CG Code:

» Better understanding of the German corporate governance
system amongst international investors. This in turn led to a
more informed dialogue between companies and investors.

» Recognition of the benefits of independent directors and
committees amongst companies. This in turn led to stronger
and more effective SBs, resulting in better oversight of and
guidance for Management Boards.

m Remaining challenges:
» Making the “Comply or Explain” approach more effective.
» Facilitating dialogue with, and accountability of, SBs.
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1.1 Beneficial Owners

In May 2006, the Nippon Keidanren called for a mechanism
to allow companies to identify their “genuine shareholders”

(ie, beneficial owners). It cited UK company law that gives
companies this right.*

*Nippon Keidanren, “A Suitable Corporate Governance System for Japan”, May 2006, p9.

m Sec. 793, UK Companies Act 2006 allows a public company
to issue a notice reguiring a person it knows, or has
reasonable cause to believe, has an interest in its shares
now or in past three years, to confirm or deny the fact.

» An answer must be given within a reasonable time.
» There are criminal law sanctions for non-compliance
(although it appears these have never had to be used).

(Note: Frank Curtiss of Railpen Investments, UK, and Kenny Bell of Baillie
Gifford, UK contributed to this slide.)
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Beneficial Owners continued

m ACGA’s view:

» ACGA would support a law amendment that allowed
Japanese listed companies to find out who their beneficial
owners were.

» Greater transparency of ownership would not only help
companies understand their ownership register better, it
should improve information flow from companies to investors.
It could, therefore, contribute to improved dialogue and
engagement.

» Long-term institutional shareholders have an interest in
disclosing their holdings in Japanese companies.

» Caveat: A minimum threshold of ownership (eg, 1% of total
shares) may be necessary to allow this system to function
efficiently. Otherwise, the administrative burden on smaller
fund managers could be significant.
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1.iv Company with Committees System

m In May 2006, the Keidanren described the three-committee
system (audit, compensation, nomination) as somewhat
rgid and called for companies to be allowed flexibility in
the selection of committees if their boards have a “majority
of outside directors”. (Keidanren, May 2006, p10).

m ACGA’s view:

» ACGA believes that audit committees are critical and should
be mandatory.

» We would, however, support the substitution of other
committees for nomination and compensation committees IF
a company has good cause for doing so. For example, if a
company concludes that it will gain more value from a
“compliance/corporate governance committee” than a
nomination committee.

» Companies should be required to explain their reasons for
choosing certain committees and how this will benefit
shareholders and improve the functioning of the board.
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1.v Preferential Rights for Long-term Shareholders

m Inits 2006 paper, the Keidanren also raised the issue of
“incentives for long-term stockholders”, such as higher
dividends and voting rights, and tax benefits. France, for
example, grants “super voting rights” to shareholders of two
year’s standing or more. (p10)

m ACGA’s view:

» We are not in favour of preferential rights for long-term
shareholders.

» Itis a standard feature of company law that all shareholders
of the same class should be treated equally.

It is a basic principle of good corporate governance that
“one share equals one vote”.

How should, or can, “long-term” be defined fairly?

Possible discrimination against institutional investors and
unintended conseguences, such as new non-transparent
ownership structures.

» Super voting rights could backfire on listed companies.
(Note: Hans Hirt of Hermes contributed to this slide.)
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2.1 Shareholder Meetings & Voting

Shareholder meeting practices have gradually improved in
Japan: final meeting notices are being released earlier and
more notices/business reports are being translated into
English. Some de-clustering of dates is occurring. Yet the
proxy voting system overall does not meet global
standardes.

m ACGA recommendations:

» Final meeting notices and business reports to be released
28 calendar days before meetings (and translated).

» Leading companies to hold AGMs earlier to avoid clustering.

» Detailed results of voting to be published one day after the
annual meeting. (At a minimum, this should include the results
of all “proxy votes” received before meetings.)

» The next step is the counting of votes of shareholders
attending the meeting.
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Disclosure of Investor VVotes

m Disclosure of institutional-investor voting policies is a well-
established practice around the world.

m |Inrecentyears, there have been moves in the US and
some other countries to require or encourage investors—in
particular mutual funds, pension funds and independent
asset managers—to disclose their voting records as well.

m ACGA’s view:

» We support the trend towards more open disclosure of voting
records. Indeed, many ACGA investor members already do
this through their websites.

» Caveat: Some fund managers investing and voting on behalf
of institutional clients, such as corporate pension funds and
endowments, may not have the discretion to disclose votes. In
such cases, the decision to disclose would rest with the
beneficial owner.
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2.1 Third-Party Allotments (“Private Placements”™)

Some listed companies in Japan have undertaken 39-party
allotments of new shares that have been dilutive to existing
shareholders. Clear rules do not yet exist governing such
allotments.

m ACGA recommendations:

» We believe that the UK Guidelines on “pre-emption rights”
(the right of existing shareholders to buy any new shares issued
by companies) offer a good basis for managing 3'9-party
allotments (or “private placements”).

> In the UK, private placements are restricted to no more than
5% of a company’s total issued capital each year (and no
more than 7.5% cumulatively over three years). Discounts are
limited to 5% of the stock price.

» |If companies want to exceed these levels, they need to seek
the approval of shareholders. '
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2.1l Disclosure of Cross-Shareholdings

m  We are concerned by the increasing volume of cross-holdings between
Japanese companies. There is a significant risk that they fail to operate in
the interests of wider shareholders.

m  Cross-holdings can also act as a takeover defence by entrenching
existing management.

m  Non-strategic cross-holdings can be an inefficient use of capital and may
discourage management from optimising shareholder value.

m  We believe that raising capital for non-economic purposes is
inappropriate and other shareholders will become increasingly
concerned by underperformance of companies with large non-strategic
cross-holdings.

m  Mutual cooperation is possibly better secured through conventional
contractual arrangements.

m Better disclosure, which is different from the current 5% rule, is clearly vital
in our view. We commend Eisai in taking the lead in improved voluntary
disclosure but we feel that widespread voluntary disclosure is unlikely in
the near future and support some form of mandatory disclosure regime.

(Note: Frank Curtiss of Railpen contributed this slide.)
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2.lv. Company - Investor Dialogue

m Pension fund liabilities are long-term: plan members may
work for 35-40 years and be retired for 20-30 years. Funds
therefore want to invest in companies that stay
competitive over the longer-term and are sustainable.

m This allows the owner (shareholder) to develop an in-depth
understanding of the company and management team.

m Long-term investors look for companies that have
Innovative growth products, strong finances, and respect
for ESG issues.

m Long-term investors look for a capital market environment
that protects investors, is transparent, and has a modern set
of laws and regulations that are enforced.

Note: “Company-Investor Dialogue” contributed by Doug Pearce, bcIMC, Canada. l
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Company - Investor Dialogue continued

m Long-term capital, if treated well, will be:
» Stable
» Supportive
» More knowledgeable about the company
» Unlikely to divest if the company experiences short-term
disappointments

» A committed partner to the board of directors and
management, and a useful advisor: for example, we
can help keep companies informed of developments in
regulation and market expectations outside of Japan.

m We believe direct engagement between investors and
companies, or through organizations such as the ACGA,
can and should be very productive.
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2.v National Code of Best Practice

m Since the publication of the “Cadbury Report” in the UK in

1992, most countries have adopted an official “code of
best practice” on corporate governance.

m Codes outline core principles of corporate governance
and contain guidelines for implementing best practices.

m Many codes follow a “comply or explain” approach: listed
companies should either implement the suggested
practices or explain their reasons for not doing so. In this
way, companies can enjoy a degree of flexibility in
developing their own governance system.

m ACGA’s recommendation:

» We recommend that Japan develops an official code of best
practice that augments existing laws and regulations. Such a
code could merge Japan’s traditional strengths and
governance practices with new standardes.

ACGA Delegation to Japan 41 P .

March 9-11, 2009 ACGA



2V ANRAMTSUT4 A (REBET) Off—HRE

1992F D “F vk /N\)—HEFT " OLRLUE. REDETIEHAKIZ
A—RL—kANFURIZEATEINRAMTIIT4 A (HEEEIT A
g E R

n BREE, I RL—b ANFUROFLRAEREL RARRT5H

TAR(REET) ERICEITEAAMRSAOFRE,

m REOZLITALTSA-FT - THRTLAY (B5F. L)~
77O—FEHRA: LISEXRIE, "RSn1B1TEEFT 50, EFL
BWMEEIETOEAZHRBALETNEGESEN, COFEITELT.
3% géa LDANFOAFFIEEICETE—EREDRREZE

m ACGAMDMHE:
> HaE. BADREDERHZFIEH T HINANTSI9T14 R (REEIT)
DARFEZERET S ETHE, TOMEICE>T, BARDIEHAIE
BAETA—IRL—h-HTNFURDF=LHEENME T HDTIL,

ACGA Delegation to Japan 42 P .

March 9-11, 2009 ACGA




Contact detalls

Jamie Allen
Secretary General
Asian Corporate Governance Association Ltd

Room 203, 2F, Baskerville House
13 Duddell Street, Central, Hong Kong

Tel: (852) 2160 1788 (general)
Tel: (852) 2872 4048 (direct)
Fax: (852) 2147 3818

Email:
Website:
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