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On August 25, 2010, the United States 

Securities and Exchange Commission (the 

“SEC”), in a 3-to-2 vote along party lines, 

adopted fundamental changes to the feder-

al proxy rules that will require public com-

panies subject to the proxy rules to include 

director nominees by shareholders in their 

proxy materials. Subsequently, on Septem-

ber 29, 2010, the Business Roundtable 

and the U.S. Chamber of Commerce filed 

a lawsuit challenging the final rules. The 

plaintiffs also requested that the SEC stay 

the effectiveness of the rules pending deter-

mination of the case. On October 4, 2010, 

the SEC granted that stay. As a result, even 

if the U.S. Court of Appeals for the D.C. 

Circuit court acts quickly and upholds the 

rule, the proxy access regime is unlikely to 

be in effect for the upcoming proxy season. 

Nevertheless, proxy access continues to be 

an issue that companies should be aware 

of and follow closely pending the court’s 

decision.

Proxy access is the right of sharehold-

ers of a public company to use the com-

pany’s proxy materials to nominate their 

own candidates for the board of directors, 

thus avoiding significant costs and proce-

dural challenges that would otherwise be 

involved in proposing a director nominee. 

The SEC has considered proxy access on 

three previous occasions since 2003. The 

most recent impetus for proxy access was 

the enactment on July 21, 2010 of the 

Dodd-Frank Act, which granted express 

rulemaking authority to the SEC on proxy 

access, thereby significantly lowering the 

risk of a successful challenge to the consti-

tutionality of the final rules and providing 

political catalyst for the change.

The final rules will likely disappoint 

companies and shareholder activists alike. 

Companies will be dismayed that the SEC 
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The Endless Proxy Wars
After the SEC voted in late August to adopt 

some fundamental revisions to federal proxy 

rules, shareholders and corporations began pre-

paring to adapt to major changes in corporate 

governance, which would affect many companies 

in time for the 2011 proxy season. Then, all at 

once, what had seemed like a certainty became 

instead a question mark.

Our lead article, by White & Case’s Colin Di-

amond and John Reiss, offers an in-depth look 

at changes to both Rule 14a-11 and Rule 14a-

8. The authors note that the final rules weren’t 

clear victories for either shareholder activists or 

corporate boards. “Companies will be dismayed 

that the SEC adopted a one-size-fits-all approach 

rather than allowing shareholders to propose ar-

rangements tailored to each company’s needs.” 

Meanwhile, “shareholder activists will be disap-

pointed that the 3 percent/three-year requirement 

facilitates shareholder nominations in only lim-

ited situations,” the authors wrote.

However, the new rules are now on hold, and 

they potentially will never take effect in their cur-

rent form. On September 29, 2010, the Business 

Roundtable and the U.S. Chamber of Commerce 

filed a lawsuit challenging the final rules and re-

questing the SEC stay the effectiveness of the rules 

pending determination of the case. A week later, 

the SEC granted that stay. “As a result, even if the 

U.S. Court of Appeals for the D.C. Circuit court 

acts quickly and upholds the rule, the proxy ac-

cess regime is unlikely to be in effect for the up-

coming proxy season,” the authors wrote.

The lawsuit argues in part that Rule 14a-11 is 

“arbitrary and capricious” in how it treats state 

law, according to an ISS analysis of the case, and 

further alleges the Rule could violate issuers’ 

rights by forcing a company to subsidize election-

related speech from shareholders. In their suit, the 

Chamber and the Roundtable also claim the SEC 

improperly applied the rule to investment com-

panies.

SEC Commissioner Kathleen Casey seemed to 

predict this fate, as Casey, who voted against the 

rule, said in August that “the rule is so fundamen-

tally and fatally flawed that it will have great dif-

ficulty surviving judicial scrutiny.” Another grim 

sign for rule proponents is that the Circuit Court 

has a history of overturning other SEC rules, in-

cluding hedge fund registrations and rules gov-

erning mutual fund boards, ISS said.

The ongoing court battle occurred during a 

rocky period for director/shareholder relations. 

Barnes & Noble, for example, finally beat back 

a proxy challenge instigated by Ron Burkle of 

Yucaipa, but analysts noted that the final voting 

total (44% to 39% against the Burkle challenge) 

was a thin margin given that Barnes & Noble 

founder Leonard Riggio controls about 30% of 

outstanding shares. It’s another sign that corpo-

rate governance will remain a contentious area 

for many companies, regardless of the final fate 

of the SEC rule changes.

CHRIS  O ’LEARY

MANAGING ED ITOR

From the EDITOR
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adopted a one-size-fits-all approach rather than 

allowing shareholders to propose arrangements 

tailored to each company’s needs, referred to as 

“private ordering.” Shareholder activists will be 

disappointed that the 3 percent/three-year re-

quirement facilitates shareholder nominations in 

only limited situations.

Effectiveness and Timing
The new rules were to have become effective 

on November 15, 2010, 60 days after publication 

in the Federal Register, and would have impacted 

the upcoming 2011 proxy season for many com-

panies. Under the rules, a nominating shareholder 

or group would be required to provide notice to a 

company of its intent to use the new proxy access 

regime by filing a Schedule 14N during a 30-day 

period between 150 days and 120 days prior to 

the anniversary of the mailing of the prior year’s 

proxy statement. This timing applies regardless 

of whether the company’s governance documents 

provide otherwise. As a result of the SEC’s stay 

described above, the new effective date remains to 

be announced pending determination of the litiga-

tion related to the new rules.

Changes to the Proxy Rules: Rule 
14a-11—Proxy Access

Right to Include Shareholder Nominees
Subject to certain conditions, new Rule 14a-

11 requires a company to include information 

about a shareholder’s, or group of shareholders’, 

director nominees in its proxy statement and the 

names of such nominees on its proxy card. The 

rule permits a company to exclude nominees from 

its proxy materials under certain circumstances, 

such as when a nominating shareholder or group 

fails to satisfy the eligibility requirements of the 

rule.

Commentary. The inclusion of even a single 

shareholder nominee in a company’s proxy mate-

rials will result in an election becoming contested. 

Since majority voting policies only apply in un-

contested elections, the inclusion of shareholder’s 

director nominee pursuant to Rule 14a-11 will 

have the counterintuitive effect of causing the 

election to revert to a plurality vote.

Companies Subject to the New Rule
Rule 14a-11 applies to companies that are sub-

ject to proxy rules under the Securities Exchange 

Act of 1934, as amended, including investment 

companies and controlled companies, but exclud-

ing “debt-only” companies. The new rules do not 

apply to foreign private issuers, but do apply to 

other foreign issuers that are subject to U.S. proxy 

rules unless applicable foreign law prohibits 

shareholders from nominating directors. The new 

rules provide for a three-year phase-in period with 

respect to smaller reporting companies.

Commentary. As a practical matter, controlled 

companies with a single class of stock should face 

no risk of a shareholder-nominated director being 

elected. For such companies, proxy access primar-

ily represents a means of protest. However, con-

trolled companies with dual class stock that al-

locate a fixed number of board seats to each class 

of voting stock face the possibility that sharehold-

ers may use proxy access to have their nominees 

elected as directors for that particular class.

Only One Means of Opt-Out
The new proxy access regime is mandatory and 

does not permit a company or its shareholders to 

opt out. The SEC considered and rejected provi-

sions for “private ordering” with the exception 

of amended Rule 14a-8 which will permit share-

holder proposals to amend a company’s govern-

ing documents relating to proxy access, but only 

if such proposals expand on, or provide alterna-

tives to, the new Rule 14a-11 regime. The only 

way provided by the SEC for a company to opt 

out of the new proxy access regime is for the com-

pany’s governing documents to prohibit share-

holders from nominating a candidate for election 

as a director altogether (as opposed to just pro-

hibiting the inclusion of shareholder nominees in 

the company’s proxy materials).

Commentary. While the right to vote shares 

of a Delaware company is considered a funda-

mental element of the shareholder franchise, the 

Delaware courts have recognized that the right 

CONTINUED FROM PAGE 1
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of shareholders to vote can be conditioned on 

reasonable procedural rules. This principle has 

enabled the adoption of advance notice bylaws 

for shareholder proposals and nominations of 

directors pursuant to a company’s governing 

documents. However, the Delaware courts have 

also held that “the shareholders’ right to vote in-

cludes the right to nominate a contesting slate.”1 

Therefore, as a matter of Delaware law, exclud-

ing shareholders’ right to nominate directors is 

unlikely to be upheld. As a result, at least with 

respect to companies incorporated in Delaware, 

the SEC’s statement that a company’s governing 

documents could provide a basis to exclude Rule 

14a-11 is not applicable.

Interaction with Advance Notice 
Bylaws

The new proxy access regime exists alongside 

any other director nomination procedure pro-

vided for in a company’s bylaws and cannot be 

changed or limited by advance notice provisions 

for director nominations in those bylaws. In ad-

dition, a statement in a company’s bylaws that 

the bylaws provide the exclusive means for nomi-

nating directors does not limit the availability of 

Rule 14a-11.

Commentary. Shareholders that meet the 3 

percent/three-year eligibility requirement of Rule 

14a-11 may still continue to use any advance 

notice provisions for the nomination of direc-

tors contained in a company’s bylaws. However, 

such provisions may impose more onerous pro-

cedural and disclosure requirements for nominat-

ing shareholders and, importantly, do not gener-

ally permit the nominating shareholder to use the 

company’s proxy materials.

As a result, shareholders using advance notice 

provisions generally have to bear the expense of 

printing and distributing their own proxy materi-

als. It should be noted that new Rule 14a-8(i)(8) 

and the general advance notice provisions con-

tained in many companies’ bylaws would permit 

shareholders to introduce a resolution to amend 

the company’s bylaws to permit reimbursement 

of proxy expenses incurred by dissident share-

holders in accordance with Section 113 of the 

Delaware General Corporation Law. Such reim-

bursement goes a significant way towards mitigat-

ing the inability of shareholders to include their 

own slate of directors in the company’s proxy 

statement.

Interaction with State Law and Foreign 
Law

Rule 14a-11 cannot be overridden or limited by 

state or foreign laws that seek to impose more re-

strictive requirements on proxy access. State and 

foreign laws can permit parallel methods of nomi-

nating directors in which case a shareholder may 

elect to use those provisions rather than Rule 14a-

11. Shareholders are required to indicate clearly 

on new Schedule 14N (described below) whether 

they are using Rule 14a-11 or an alternate means 

of nominating directors. The only way for state 

or foreign laws to negate Rule 14a-11 is for such 

laws to prohibit shareholder nominations alto-

gether. Currently, no state nor the District of Co-

lumbia prohibit shareholder nominations.

Commentary. The new rules undercut the 

threshold for proxy access mandated by the most 

shareholder-friendly state’s corporate law, North 

Dakota’s Publicly Traded Corporation’s Act. The 

Act imposes a 5 percent threshold and related 

procedural requirements on shareholder nomina-

tions, which are arguably less burdensome than 

those under Rule 14a-11. It remains to be seen 

whether North Dakota—where currently only a 

small number of public companies are incorpo-

rated—amends its Publicly Traded Corporation’s 

Act to lower its 5 percent threshold to 3 percent 

to mirror the new federal standard more closely.

Eligibility of Director Nominees
A company will not be required to include in its 

proxy materials any nominee whose candidacy or 

if elected, board membership, would violate con-

trolling state, federal or foreign law, or the rules 

of the applicable national securities exchange or 

national securities association and such violation 

could not be cured during a prescribed time pe-

riod. A company may also exclude any nominee 

who does not meet the objective independence 
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standards of the relevant stock exchange. The 

new rules require the nominating shareholder 

or group to disclose whether, to the best of its 

knowledge, a director nominee meets the com-

pany’s director qualification requirements as set 

forth in its governing documents.

However, a company may not require the nomi-

nee to meet such standards or to complete a ques-

tionnaire addressing them. A nominee who meets 

the objective, but not the subjective independence 

requirements, (e.g., the NYSE’s requirement re-

lating to existence of a “material relationship” 

or Nasdaq’s requirement relating to existence of 

a relationship that would interfere with the ex-

ercise of independent judgment) or who fails to 

meet company qualification standards, may not 

be excluded from the company’s proxy materials. 

A company may choose to include disclosure in 

its proxy materials as to whether a nominee meets 

stock exchange subjective independence require-

ments or satisfies the company’s director qualifi-

cations.

Commentary. Disclosure of any conflict be-

tween director qualifications established by a 

company’s governing documents and a nominee’s 

qualifications would be important to sharehold-

ers. Rule 14a-11 does not contain a definition of 

“governing documents,” but footnote 67 of the 

adopting release states that “governing docu-

ments” generally means “a company’s charter, 

articles of incorporation, certificate of incorpora-

tion, declaration of trust, and/or bylaws, as ap-

plicable.” As a result, companies should consider 

moving key qualification requirements from their 

corporate governance guidelines or other gover-

nance documents to their bylaws in order to force 

nominating shareholders to disclose a failure to 

meet such requirements. Examples could include 

the number of other directorships permitted and 

maximum age.

Eligibility of Nominating Shareholders
To use Rule 14a-11, (i) a nominating share-

holder or group must have voting and investment 

power over securities representing at least 3 per-

cent of the voting power of the company’s securi-

ties entitled to be voted at the meeting and (ii) 

such shareholder or each member of the group 

must have held such power for at least three 

years. This represents a significant change from 

the 1 percent, 3 percent and 5 percent thresholds 

and the one-year holding period contained in the 

June 2009 proposed rules. The SEC estimates 

that 33 percent of public companies have at least 

one shareholder that meets the 3 percent/three-

year requirement.

The following additional requirements apply:

•	 In	determining	total	voting	power,	securities	
sold short and borrowed securities may not 

be counted towards the required ownership 

threshold. However, a nominating share-

holder can include securities loaned to a third 

party if those securities can and will be re-

called upon notification to the shareholder 

that any of its nominees are included in the 

proxy statement. This provision will be espe-

cially helpful to large pension funds that de-

rive significant revenue from share lending.

•	 A	 nominating	 shareholder	 must	 continue	
to own the qualifying amount of securities 

through the date of the meeting and provide 

disclosures concerning its intent with regard 

to continued ownership of these securities af-

ter the election of directors at such meeting.

•	 A	nominating	shareholder	must	certify	that	it	
has no intent to seek a change in control of 

the company or to gain a number of board 

seats that is more than the number of nomi-

nees a company could be required to include 

in its proxy materials under Rule 14a-11.

Commentary. Although shares sold short must 

be excluded, the rule does not require exclu-

sion of shares hedged by other methods, such as 

through derivatives or swaps. As a result, nomi-

nating shareholders will be able to satisfy the vot-

ing and investment power requirements while still 

hedging their economic risk.

Limitation on Number of Nominees
A company will be required to include the 

greater of one shareholder nominee or a number 

of nominees that represents up to 25 percent of 
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the company’s board of directors. In the case of 

a classified board, the percentage is calculated 

based on the total number of seats, not the num-

ber of seats being voted on. A director who was 

previously elected pursuant to the proxy access 

rule and whose term continues past the date of 

the meeting would count against the 25 percent 

cap. As a result, companies with classified boards 

are not disadvantaged by the rule.

The nominating shareholder or group may not 

have any agreement with the company or its man-

agement regarding the nomination of a director 

nominee. This prohibition is intended to prevent 

nominating shareholders or groups from acting 

as surrogates for the company and blocking use 

of the 25 percent allowance by other sharehold-

ers. The rules do not impose any limits on the 

relationship between the nominating shareholder 

and the nominee (theoretically not precluding a 

shareholder from nominating himself or herself).

Settlements with Activist Shareholders
A company that reaches an agreement to in-

clude a shareholder nominee on its board of di-

rectors can count that nominee towards the 25 

percent limit provided the company (i) reached 

that agreement with the shareholder after it filed 

a Schedule 14N and (ii) did not have any discus-

sions with the shareholder about such nomina-

tion before the filing.

Commentary. As a result of the foregoing re-

quirement, a company is generally disincentivized 

from negotiating with a dissident shareholder 

that has held at least 3 percent of its voting secu-

rities for at least three years until the shareholder 

files Schedule 14N. However, companies should 

act with care when negotiating with any share-

holder and should include a provision that any 

settlement agreement providing for nomination 

of a shareholder director to the board will be re-

voked if the shareholder subsequently uses Rule 

14a-11 to nominate additional directors.

Priority of Shareholder Nominees
If multiple shareholders seek to nominate can-

didates in excess of the 25 percent cap, the share-

holder with the highest qualifying voting per-

centage will be given priority. This represents a 

change from the original proposal which would 

have given priority to the first group to file and 

addresses concerns over the original proposal’s ef-

fect of allowing a smaller shareholder to capture 

all available nominee slots from a larger share-

holder by submitting its notice early.

If a nominating shareholder withdraws its can-

didate or its candidate is disqualified after the 

company has provided notice that it intends to 

include the candidate in its proxy materials (e.g., 

because the shareholder fails to continue to hold 

the required number of shares), the company is 

required to include nominees from the share-

holder with the next-highest voting percentage 

that timely filed a Schedule 14N. The company is 

not required to do this, however, after it has com-

menced printing its proxy materials.

Commentary. The withdrawal or disqualifica-

tion provisions effectively require companies to 

review and, if necessary, engage in a no-action ex-

clusion process for director nominees from share-

holders who initially may not be able to include 

shareholders within the 25 percent cap. Failure to 

do so would leave the company vulnerable to in-

cluding ineligible nominees if a nominating share-

holder with priority withdraws or its candidate is 

disqualified.

Notice Requirements
A nominating shareholder is required to pro-

vide to the company a notice of intent to use Rule 

14a-11. Such notice, on a new Schedule 14N, is 

required to be filed on EDGAR and transmitted 

to the company on the same date. Specific re-

quirements for the content of the notice include:

•	 Biographical	 and	 other	 information	 about	
the nominating shareholder or group and the 

nominee or nominees, similar to the disclo-

sure currently required in a proxy contest (in-

cluding disclosure as to whether the nominee 

meets the company’s director independence 

and director qualification standards);

•	 Information	regarding	the	amount	of	securi-
ties held by the nominating shareholder or 
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group and the length of time those securities 

have been held;

•	 Certifications	 that	 (i)	 the	nominating	 share-

holder does not intend to gain control of the 

board or to gain a number of seats on the 

board that is more than the number of nomi-

nees a company could be required to include 

in its proxy materials under Rule 14a-11, (ii) 

the nominating shareholder or group other-

wise satisfy the requirements of Rule 14a-11, 

as applicable, (iii) the nominee or nominees 

satisfy the requirements of Rule 14a-11, as 

applicable;

•	 A	 statement	 of	 the	 shareholder’s	 intent	 to	
hold those securities through the date of the 

meeting and following the election of direc-

tors;

•	 A	statement	that	the	nominee	meets	the	com-

pany’s director qualifications, if any, as set 

forth in the company’s governing documents;

•	 A	statement	that	the	nominee	consents	to	be	
named in the company’s proxy materials and, 

if elected, to serve on the board of directors;

•	 Disclosure	 regarding	 any	 relationships	 be-

tween the nominating shareholder or group, 

the director nominee and the company or 

any affiliate of the company, including any 

agreement, pending or threatened litigation 

or other material relationship;

•	 Disclosure	of	any	web	site	address	on	which	
the nominating shareholder or group may 

publish soliciting materials; and

•	 An	 optional	 statement	 of	 support	 for	 the	
nominee that is no longer than 500 words.

It should be noted that a Schedule 14N is also 

required to be filed if a shareholder or group sub-

mits a nomination proposal pursuant to state or 

foreign law or a company’s governance docu-

ments and not pursuant to Rule 14a-11.

A Schedule 14N must be amended promptly in 

the event of any material change to the informa-

tion disclosed in it. Material changes include with-

drawal of a nominating shareholder or group, or 

any member of a group, or of a director nominee. 

The nominating shareholder or group must also 

file a final amendment to Schedule 14N within 10 

days of the final results of the election in order 

to disclose its intention with regard to continued 

ownership of its shares.

Disclosure and Liability 
A company that receives a notice on Schedule 

14N from an eligible nominating shareholder will 

be required to include in its proxy statement spe-

cific disclosures concerning the nominating share-

holder and the director nominee, and include 

on its proxy card the name of the shareholder 

nominee. The nominating shareholder will be li-

able for any material misstatements or omissions 

contained in a Schedule 14N notice or in related 

communications, regardless of whether that in-

formation is ultimately included in the company’s 

proxy materials. While the company will not be 

responsible for any information provided by the 

shareholder for inclusion in the company’s proxy 

materials, it will not be able to omit information 

provided by a nominating shareholder from its 

proxy materials even if it believes that such re-

quired representation or certification was mate-

rially false or misleading. Instead, a company is 

required to address any concerns regarding false 

or misleading disclosures through its own disclo-

sures, as is the case in a traditional proxy contest.

Dispute Resolution and Limited 
Exemptions

If a company determines that any nominating 

shareholder or nominee does not meet the Rule 

14a-11 eligibility requirements, the company 

must provide notice of deficiency to the nominat-

ing shareholder no later than 14 calendar days 

after the company received the Schedule 14N. 

The nominating shareholder’s response must be 

transmitted no later than 14 calendar days after 

receipt of the company’s notification. The com-

pany must provide notice of its intent to exclude 

the nominating shareholder’s nominee no later 

than 80 calendar days before the company files its 

definitive form of proxy statement with the SEC 
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and, if desired, seek no-action relief from the SEC 

in a similar manner to those sought in connection 

with Rule 14a-8. The nominating shareholder or 

group may submit a response to the company’s 

notice to the SEC within 14 calendar days after 

the receipt of such notice.

Exemptions to Proxy Rules to Facilitate 
Communications

The new rules outline two narrow exemptions 

relating to solicitations:

First, new Rule 14a-2(b)(7) permits oral and 

written solicitations in connection with the for-

mation of a nominating group provided that (i) 

the shareholder is not holding the company’s se-

curities with the purpose or effect of changing 

control of the company or to gain a number of 

seats in excess of 25 percent of the board, and (ii) 

any written communication is limited to a state-

ment of the shareholder’s intent to form the group 

and other limited information, and is filed with 

the SEC under cover of Schedule 14N. In addi-

tion, a shareholder that engages purely in oral 

solicitation in reliance on the rule must file a no-

tice of commencement of the oral solicitation on 

Schedule 14N.

Second, new Rule 14a-2(b)(8) permits oral 

and written communications by a shareholder or 

group in support of its nominee once the share-

holder or group has received notice that the nomi-

nee will be included in a company’s proxy ma-

terials provided that shareholder or group is not 

seeking proxy authority. Written materials would 

need to include the identity of the shareholder or 

group, disclosures regarding security holdings 

and a legend advising shareholders to read the 

company’s proxy statement. Written materials 

would also need to be filed with the SEC under 

cover of Schedule 14N.

Beneficial Ownership Reporting
The formation of a shareholder group solely for 

the purpose of nominating one or more directors 

pursuant to Rule 14a-11 or soliciting activities in 

connection with such a nomination will not re-

sult in a nominating shareholder or group losing 

eligibility to report their ownership on a Sched-

ule 13G. However, a nominating shareholder or 

group would need to reassess whether it contin-

ues to be a passive investor following the election 

of its nominee to the board. The SEC has not pro-

vided any exemption with respect to the forma-

tion of a group under Section 13 or Section 16, 

or resolved the question of whether a nominating 

shareholder or group is an affiliate of a company, 

and those determinations continue to be governed 

by existing rules and interpretations.

Rule 14a-8—Limited Private 
Ordering

Under revised Rule 14a-8(i)(8), shareholders 

will be able to submit for inclusion in a com-

pany’s proxy statement proposals that seek to 

amend provision in the company’s bylaws relat-

ing to proxy access standards. While such pro-

posals may provide for more liberal proxy access 

rights, they may not restrict the Rule 14a-11 re-

gime. This limited “private ordering” provision 

(i.e., only with respect to more permissive proxy 

access provisions) is likely to result in activist 

shareholders seeking to relax the 3 percent and 

three-year thresholds contained in new Rule 

14a-11. Rule 14a-8 does not provide for a three-

year phase-in with respect to the amended Rule 

14a-8(i)(8) for smaller issuers, which would al-

low shareholders, including at smaller issuers, to 

file proxy access bylaw proposals as soon as the 

rules become effective (i.e., without the three-year 

phase-in). The stay granted by the SEC on Octo-

ber 4, 2010 applies to the amended Rule 14a-8 

“because the amendment to Rule 14a-8 was de-

signed to complement Rule 14a-11 and is inter-

twined, and there is a potential for confusion if 

the amendment to Rule 14a-8 were to become 

effective while Rule 14a-11 is stayed.”

Conclusion
It remains to be seen whether the new rules will 

survive the legal challenge. SEC Commissioner 

Casey went so far as to state that “the rule is so 

fundamentally and fatally flawed that it will have 

great difficulty surviving judicial scrutiny.” For 
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now, it is almost certain that the rules will not 

be effective until the 2012 proxy season. None-

theless, companies should still consider educat-

ing their nominating committees and other board 

members, and evaluating whether they have any 

shareholders who meet the eligibility require-

ments to submit a nominee.

NOTES

1. See Hubbard v. Hollywood Park Realty Enters., 
Inc., 17 DEL. J. CORP. L. 238, 250 (1991).
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On September 8, 2010, the Delaware Court 

of Chancery rejected an attempt by shareholder 

plaintiffs to enjoin a proposed merger between 

Dollar Thrifty and Hertz. While emphasizing that 

there is no single roadmap for a board to fulfill its 

Revlon duties in considering the sale of a compa-

ny, the court clearly articulated the key features of 

judicial review under Revlon, and provided guid-

ance as to the actions a board can take to satisfy 

this standard.1 

Dollar Thrifty engaged in numerous failed 

merger discussions with both Hertz and Avis in 

2007 and 2008 when its business was doing poor-

ly. Then Dollar Thrifty managed to turn around 

its business under the leadership of its new CEO. 

In December 2009, Dollar Thrifty resumed merg-

er discussions with Hertz. The board expressly 

considered whether to reach out to Avis or other 

potential buyers, but concluded that Avis was not 

well positioned to make a bid due to financing 

concerns and greater antitrust risk compared to 

Hertz. The board also worried about the strong 

possibility that Hertz would cease merger dis-

cussions if the company went into auction mode 

and that a failed public auction could damage the 

company by upsetting employees who had expe-

rienced downsizing and increased expectations 

during the turnaround. Thus, the board decided 

to engage solely with Hertz but reserved the op-

portunity to consider a post-signing topping bid. 

After months of negotiation, including the re-

jection of several offers by Hertz, Dollar Thrifty 

entered into a merger agreement with Hertz in 

April 2010. The merger agreement provides for: 

$41 per share for Dollar Thrifty shareholders in 

a cash-stock combination; a $44.6 million (3.9 

percent) termination and reverse termination fee; 

a promise by Hertz to make certain divestures if 

necessary to obtain antitrust approval; and a “fi-

duciary out” allowing Dollar Thrifty to consider 

a superior proposal from an unsolicited bidder.

After the merger announcement, Avis sent a let-

ter indicating its interest, followed nearly three 

months later by an offer to acquire Dollar Thrifty 

for $46.50 per share in a cash-stock combina-

tion. Avis’s offer included a promise to divest as-

sets to obtain antitrust approval at a level lower 

than Hertz, no financing contingency, and no ter-

mination or reverse termination fee. The Dollar 

Thrifty board could not declare Avis’s deal to be 

“superior” because the deal could not be reason-

ably expected to be consummated on a timely ba-

sis due to lingering antitrust concerns and the lack 

of a reverse termination payment. 

Dollar Thrifty shareholders filed a complaint 

after Avis sent its letter of interest but before it 

made its bid. The suit alleged that the Dollar 

Thrifty board breached its fiduciary duties by 

agreeing to the merger agreement with Hertz 

without a pre-signing auction and for a price that 

yielded only a 5.5 percent premium over the mar-

ket price. 

In rejecting the shareholders’ claim, the court 

explained that “Revlon does not require that a 
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board, in determining the value-maximizing 

transaction, follow any specific plan or roadmap 

in meeting its duty to take reasonable steps” to 

attain the best immediate value. The court iden-

tified two key features of judicial review under 

Revlon: first, that the court will review “the de-

cision-making process employed by the directors, 

including the information on which the directors 

based their decision”; and second, the “reason-

ableness of the directors’ action in light of the 

circumstances then existing” which requires the 

directors to prove that “they were adequately in-

formed and acted reasonably.”

As part of this process, the court examined 

whether the board was properly motivated. 

Where—as here—the record revealed no basis 

to question the board’s good-faith desire to at-

tain the best outcome for shareholders, the court 

is more likely to defer to the board’s judgment 

about the means to get there. 

The court then substantively reviewed the evi-

dence and concluded that the board diligently 

attended to its duties, including engaging in an 

appropriate process and acting in an informed 

manner. The court reached this conclusion based 

on a number of steps taken by the Dollar Thrifty 

board, as outlined below. Specifically, the board:

•	 was	 closely	 engaged	at	all	 relevant	 times	 in	
making decisions about how to handle the 

negotiations with Hertz and whether to bring 

Avis into the process, having been well in-

formed by management;

•	 possessed	 substantial	 experience	 in	 finance,	
business, and the industry;

•	 had	a	thorough	and	well-documented	delib-

erative process;

•	 engaged	legal	and	financial	advisors	early	on	
and considered their advice throughout de-

liberations;

•	 was	receptive	to	serious	expressions	of	inter-
est by any party, despite past failed negotia-

tions;

•	 bargained	aggressively	and	was	willing	to	ter-
minate discussions when necessary to extract 

further concessions;

•	 was	 open	 to	 reexamining	 its	 actions	 at	 all	
stages (e.g., it walked away from negotia-

tions with Hertz two weeks prior to the sign-

ing of the merger agreement to continue as an 

independent company);

•	 considered	an	offer	in	light	of	the	company’s	
“fundamental value” (as the court explained, 

“[Delaware] law does not require a well-

motivated board to simply sell the company 

whenever a high market premium is avail-

able (such as selling at a distress sale) or to 

eschew selling when a sales price is attractive 

in a board’s view, but the market premium 

is comparatively low, because the board be-

lieves the company is being valued quite ful-

ly”);

•	 considered	the	company’s	future	prospects	as	
a stand-alone entity (e.g., that Dollar Thrifty 

lacked a long-term growth strategy);

•	 ensured	the	viability	of	a	post-signing	market	
check since no market check had been per-

formed;

•	 considered	 whether	 deal	 protections	 in	 a	
merger agreement would deter a serious top-

ping bidder (the court found that the deal 

protections at issue did not prevent Avis from 

presenting a competing bid and that gener-

ally “deal protections actually encourage an 

interloper to dig deep and to put on the table 

a clearly better offer rather than to emerge 

with pennies more”);

•	 left	sufficient	time	between	the	merger	sign-

ing and stockholder vote for a late-coming 

bidder to present a topping bid; and

•	 considered	closing	certainty	(as	the	court	not-
ed, “[v]alue is not value if it is not ultimately 

paid”).

While all of these steps may not be applicable 

in every situation, a board of directors consider-
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ing selling the company would be well advised to 

approach its task in a similar fashion. 

The court’s analysis and decision are a further 

endorsement of the strength of the business judg-

ment rule in Delaware, and in particular of the 

recognition of courts that the informed business 

decisions of boards, made in good faith, should 

not be second-guessed. As the court concluded, 

“When directors who are well motivated, have 

displayed no entrenchment motivation over sev-

eral years, and who diligently involve themselves 

in the deal process, choose a course of action, this 

court should be reluctant to second-guess their 

actions as unreasonable.”2 

A version of this article was originally pub-

lished as a client alert of Wilson Sonsini Goodrich 

& Rosati.

NOTES
1. See In re Dollar Thrifty S’holder Litig., C.A. No. 

5458-VCS (Sept. 8, 2010).
2. The court’s conclusion seems particularly 

appropriate in light of the fact that, 
subsequent to this ruling, Hertz raised its offer 
to $50 per share in a cash-stock combination. 
Following Hertz’s increased offer, Avis also 
increased its offer and included a proposed 
reverse termination fee in the event that 
the transaction did not close due to antitrust 
problems. On September 30, 2010, Dollar 
Thrifty shareholders rejected Hertz’s merger 
proposal. 
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In a decision that was filed under seal in late 

August but released publicly in mid-September,1 

the U.S. District Court for the District of Min-

nesota dismissed with prejudice the complaint 

filed by the Federal Trade Commission (FTC) and 

the State of Minnesota challenging the already-

consummated acquisition by Lundbeck, Inc. 

(formerly Ovation Pharmaceuticals, Inc.) of the 

pharmaceutical product NeoProfen from Abbott 

Laboratories. The FTC and Minnesota alleged 

that the acquisition substantially lessened compe-

tition between NeoProfen and Lundbeck’s previ-

ously acquired product Indocin IV. 

Following trial on the merits, the District Court 

held that the FTC and Minnesota failed to prove 

that NeoProfen and Indocin IV are in the same 

relevant product market. The decision highlights 

the particular difficulties of proving what prod-

ucts compete (and thus prove anticompetitive ef-

fects) in the health care industry, and is likely to 

be of particular interest to companies in industries 

in which the individuals responsible for selecting 

products are not those paying for the products. 

This decision also may set back the FTC’s efforts 
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to pursue aggressive remedies, such as disgorge-

ment of allegedly unlawfully acquired profits, for 

antitrust violations. 

The FTC attracted substantial attention when it 

filed its complaint in this case in December 2008. 

Lundbeck had completed its acquisition of Neo-

Profen almost three years earlier. Although the 

FTC has challenged several consummated acqui-

sitions in recent years, this still is relatively rare. 

The FTC emphasized its allegation that, after 

eliminating competition from NeoProfen through 

the acquisition, Lundbeck increased its price for 

Indocin IV by almost 1300%. Furthermore, in a 

highly unusual move, the FTC’s complaint sought 

a court order to force Lundbeck to disgorge alleg-

edly unlawful profits earned as a result of the ac-

quisition. In addition to the prospect of potential-

ly having to unwind a consummated acquisition, 

Lundbeck faced the possibility of being ordered 

to pay out more than $100 million in allegedly 

illegal profits. This marked the first time the FTC 

sought to obtain a monetary remedy in connec-

tion with a consummated acquisition.

Following trial on the merits, the District Court 

dismissed the complaints filed by the FTC and 

Minnesota and entered judgment for Lundbeck. 

The court held that the FTC and Minnesota “did 

not satisfy their burden of demonstrating that 

NeoProfen and Indocin IV are in the same prod-

uct market.” The court found that the relevant 

consumers are neonatologists who select the 

products to be used in treatment, not the hospi-

tals that pay for the products (as asserted by the 

FTC and Minnesota). The court gave significant 

weight to the views of various neonatologists, 

pharmacists, and hospital pharmacy contracting 

representatives, who testified that a price differ-

ential between Indocin IV and NeoProfen or a 

change in the price of one of the products would 

not lead them to switch between the two prod-

ucts. The court also noted that the FTC and Min-

nesota had not offered any expert opinion as to 

the cross-elasticity of demand between Indocin 

IV and NeoProfen. Having failed to establish the 

relevant product market, the court ruled that the 

FTC and Minnesota “failed to demonstrate that 

Lundbeck’s acquisition of the rights to NeoPro-

fen substantially lessened competition or tended 

to create a monopoly” in a relevant market.

The FTC and Minnesota have not yet an-

nounced whether they will appeal this decision. 

This decision is significant for at least two rea-

sons. First, the decision emphasizes the difficulties 

with proving a relevant market in the health care 

industry or in other industries in which consum-

ers do not pay directly for the products at issue. 

Where product choices are made by persons not 

paying for the products, it can be difficult to es-

tablish the likely effect of an increase in price on 

purchasing choices. In most cases in the health 

care industry, courts have accepted to some ex-

tent the FTC’s argument that the payor should be 

regarded as the customer. This court’s differing 

approach may reopen that debate.

Second, the decision highlights the challenges to 

an effort to obtain monetary remedies more fre-

quently. When the FTC announced its complaint 

against Lundbeck, then-Commissioner Leibowitz 

wrote in a separate statement, “Recent literature 

on the subject makes a persuasive case for seeking 

disgorgement more frequently. I strongly agree: 

the Commission should use disgorgement in anti-

trust cases more often.” But pursuit of disgorge-

ment requires the FTC to prove its case before a 

federal judge. The FTC brings most challenges to 

past or ongoing conduct and consummated merg-

ers before an administrative law judge within the 

FTC, where the Commission itself acts as the 

ultimate fact-finder, subject to appeal to a U.S. 

Court of Appeals. However, to obtain disgorge-

ment or other monetary relief, the FTC must file 

a complaint in federal district court, where a dis-

trict court judge is the fact-finder. The decision in 

Lundbeck is a reminder that the FTC must first 

persuade a district court judge of the merits of its 

underlying antitrust case before it can pursue a 

novel monetary remedy like disgorgement.

NOTES

1. FTC v. Lundbeck, Inc., No. 08-6379, and 
Minnesota v. Lundbeck, Inc., No. 08-6381 [D. 
Minn. August 31, 2010].
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What do Millennium Pharmaceuticals, Sepra-

cor, Bare Escentuals, and Buy.com have in com-

mon? All are U.S. companies that were recently 

acquired by Japanese purchasers. While the glob-

al economic crisis has negatively impacted M&A 

deal activity across the board in most economies, 

according to data published by MARR, from 

January 1, 2008 through December 31, 2009 

Japanese outbound transactions numbered 676 

(with a total value of approximately $113.3 bil-

lion), of which 219 related to the acquisition of a 

U.S. company.1 During this same period, approx-

imately one-third of Japanese outbound targets 

were U.S. companies and the U.S. market rep-

resented the largest segment in terms of number 

of deals. With the continued appreciation of the 

Japanese yen, the historical friendly ties between 

the U.S. and Japanese governments, and corpo-

rate Japan’s relatively strong balance sheets, large 

cash reserves, and eagerness to expand overseas 

in order to compensate for shrinking domestic 

demand, Japanese companies have become major 

buyers of U.S. assets and could be making an in-

vestment in your neighborhood soon!

Why should a U.S. practitioner place impor-

tance on Japanese M&A techniques and the basic 

issues to consider when conducting business in 

Japan? Outstanding client service and a desire to 

gain a competitive edge support such learning. A 

U.S. dealmaker’s ability to understand the funda-

mental differences and nuances of deal making in 

Japan will prove useful not only when supporting 

a U.S. client’s acquisition strategies in Japan, but 

such insights also should provide counsel with the 

ability to anticipate (and manage) the deal “blind 

spots” of Japanese clients as they enter the U.S. 

M&A market, and enable counsel to effectively 

respond to client questions by comparing U.S. 

and Japanese acquisition practices. With Japan’s 

insatiable appetite for overseas growth and his-

torical preference for the U.S. market, the devel-

opment of this skill set should be invaluable. 

There are many stark differences in the meth-

ods to acquire a Japanese company and the ways 

to transact business in Japan when compared to 

U.S. laws and practices. This article does not pur-

port to explain all of the variances between U.S. 

and Japanese M&A techniques and practices, 

but aims to highlight the principal differences in 

(1) corporate governance, (2) M&A acquisition 

methods, and (3) the application and enforce-

ment of contractual rights.

Corporate Governance
Understanding the corporate governance struc-

ture of a Japanese company has multiple benefits. 

At a minimum, it enables purchasers of Japa-

nese assets to better understand with whom they 

should negotiate, the powers and limitations of 

the Japanese negotiating team, and the overall 

corporate decision making process. In addition, 

Japanese companies entering the U.S. market may 

use their corporate governance systems as the 

framework for analyzing the U.S. deal team and 

the level at which negotiations should take place, 

and U.S. counsel’s prior understanding of these 

systems may prevent unnecessary confusion and 

time delays in completing the deal.

There are fundamental differences between the 

U.S. and Japanese corporate governance models. 

For example, the Revised Model Business Cor-

poration Act and Delaware corporate law state 

that the business and affairs of every corpora-

tion shall be managed under the direction of its 

board of directors.2 The Companies Act of Japan 

(“Japan Companies Act”), however, does not 
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necessarily require a board-of-directors-centered 

supervisory structure. The Japan Companies Act 

allocates a portion of the supervisory function to 

the company’s shareholders and statutory audi-

tor (kansa-yaku).3 Consequently, a board’s tradi-

tional supervisory function and role as a check 

on executive abuse of power normally found in 

the U.S. corporate governance model is typically 

absent in Japan. This difference in supervisory ap-

proach is a contributing factor on how the rights 

and responsibilities of directors and shareholders 

are apportioned under the Japan Companies Act.

Shareholder Rights
While shareholders in a Delaware company 

may cast their vote upon the election of directors, 

an amendment to the company’s certificate of in-

corporation, the dissolution of the company, or a 

fundamental corporate change (such as a merger 

or a sale of all or substantially of the company’s 

assets), the Japan Companies Act provides share-

holders (depending on their percentage owner-

ship level) with a panoply of rights above those 

afforded to shareholders in a Delaware company, 

including the right to determine dividend pay-

ments, approve the sale of shares at a discounted 

price, select the company’s accounting firm, peti-

tion a court to dissolve the company, and establish 

the upper limit of the aggregate amount of com-

pensation to be awarded to all directors.4 Further-

more, the articles of incorporation of a Japanese 

company can be amended by only a sharehold-

ers’ resolution (i.e., the shareholders may propose 

an amendment to a company’s articles without 

obtaining the board’s approval).5 Shareholders 

of Japanese companies, therefore, typically have 

vaster and deeper voting rights than shareholders 

in Delaware corporations, which can cause con-

fusion to Japanese investors when first entering 

the U.S. M&A market.

Board of Directors 
The lack of independence, the limitations on 

who is capable of lawfully binding a company 

and the absence of board committees are the 

principle corporate governance differences when 

comparing U.S. and Japanese boards of directors.

Lack of independence. While a majority of the 

directors in U.S. public companies are usually in-

dependent directors and many U.S. private com-

panies have independent board members, most 

board members of Japanese public and private 

companies concurrently serve as senior executives 

of the company. According to the “Corporate 

Governance Study Group Report” published in 

June 2009 by a study group established under the 

auspices of Japan’s Ministry of Economy, Trade 

and Industry, “outside directors” constituted ap-

proximately 9% of all directors sitting on the 

boards of companies trading on the Tokyo Stock 

Exchange.6 With these overlapping roles and re-

sponsibilities, many Japanese boards of directors 

may fail to objectively check and monitor the ac-

tivities of the company’s senior management, as 

they themselves are the persons whom they are 

supposed to monitor.7

Limited binding authority. The board of direc-

tors of a Japanese company must appoint one or 

more Representative Directors (daihyó torishi-

mari-yaku) from among its directors to have the 

authority to represent the company (i.e., execute 

contracts on behalf of the company). The name of 

each Representative Director is listed in the com-

pany’s publicly available commercial registry in 

order to provide notice of such binding authority 

to third parties. U.S. practitioners may incorrectly 

assume that persons holding a title that appears 

equivalent to a senior executive position would 

have the authority to legally obligate a Japanese 

company.

This binding authority, however, is ordinarily 

non-existent. Many Japanese companies often 

refer to their highest level of employees as “ex-

ecutive officers” (shikkó yakuin), and unless a 

special delegation has been made to such persons, 

then they ordinarily will not have the authority 

to enter into contracts on behalf of the compa-

ny.8 When transacting with a Japanese company, 

therefore, the deal team should be sensitive to the 

divergence of title versus actual power, and U.S. 

practitioners should anticipate that Japanese cli-

ents may be skeptical if a vice president or line 

manager claims to have the authority to execute 

contracts on behalf of the company (and may 
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seek a legal opinion to confirm such authority as 

opposed to relying on a secretary’s certificate).

Absence of board committees. Unlike Delaware 

corporate law, the Japan Companies Act does 

not permit a Japanese board to fully delegate its 

power and authority to a committee (even if the 

committee consists entirely of directors). When 

facing matters that require board approval, a 

Japanese company is actually required to hold a 

full board meeting or, if its articles of incorpora-

tion permit, pass a board resolution by way of 

unanimous written consent of its directors. The 

establishment of a special committee to negotiate 

with a purchaser in the M&A context is also cur-

rently uncommon in Japan. However, Japanese 

companies since the mid-2000s have with greater 

frequency established special committees to re-

view the terms and conditions of a management 

buyout or to decide whether to implement anti-

takeover defensive measures (primarily due to the 

recommendations made in reports published by 

study groups established by Japan’s Ministry of 

Economy, Trade and Industry). Since these spe-

cial committees do not have binding authority 

and typically cannot engage their own advisors, 

they are frequently viewed as simply an advisory 

committee to the board of directors.

M&A Acquisition Methods
While Japanese acquisition techniques vary de-

pending on whether the target is publicly-traded or 

privately-held, certain background principles cut 

across both public and private M&A transactions. 

Background Principles
Formation of acquisition vehicle. A company 

not organized under Japanese law cannot merge 

or enter into a statutory corporate combination 

with a Japanese company. Establishing a new Jap-

anese company could have negative tax implica-

tions for a purchaser if assets must be transferred 

to the new Japanese subsidiary, and also may 

delay the deal’s timetable and significantly raise 

transaction costs. In particular, unlike the ability 

to incorporate a Delaware company overnight, 

completing the registration of a newly-established 

Japanese company will normally take approxi-

mately one week after the necessary paperwork is 

submitted to the local registry. Using shelf compa-

nies is not common in Japan due to the inability 

to confirm that there are no prior “hidden” or 

contingent liabilities. Furthermore, although the 

stated capital of a Japanese company technically 

can be one Japanese yen, many operating compa-

nies have a stated capital of approximately one 

million Japanese yen (approximately $110,000) 

or more due to the local bias to conduct business 

with financially strong and prestigious compa-

nies, and the stated capital is frequently viewed as 

an indicator of financial health. Japanese execu-

tives, therefore, may question in disbelief a U.S. 

transaction timetable that calls for the overnight 

formation of an acquisition vehicle (let alone with 

a very low stated capital).

Choice of acquisition methods and tax consid-

erations. Similar to a U.S. target, a Japanese tar-

get can be acquired through an asset purchase, 

stock acquisition or merger. While an asset acqui-

sition may be the initial option if the purchaser 

wishes to acquire only a portion of the target’s 

business or to potentially avoid the assumption of 

certain liabilities of the target, the choice of either 

a stock acquisition or a merger is the common 

acquisition method in Japan due to the seller be-

ing required to recognize the unrealized gain on 

the transferred assets and the purchaser not being 

able to inherit net operating losses and losses car-

ried forward from the seller.

For mergers and other corporate combinations 

involving Japanese companies, the target will be 

required to recognize a capital gain on its assets 

and goodwill, unless the several requirements 

outlined in the table below are met. The require-

ment that the purchaser use its shares as the sole 

consideration in order to obtain Japanese capital 

gains tax deferral is likely the main reason why 

mixed consideration (cash plus stock) is rarely 

used in Japan in the corporate combination con-

text.

In Japanese stock purchase transactions, the 

target shareholders frequently will be subject to 

Japan national and local income tax if the pur-

chase price for their shares is greater than the 

book value. The target, on the other hand, is not 
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required to recognize a capital gain on its assets or 

goodwill. In this respect, a stock purchase trans-

action offers tax advantages over a cash merger, 

and it is frequently used as the acquisition method 

for a cash deal.9

Capital gains or losses can be deferred at both 

the target and shareholder level in a qualifying 

merger or other qualifying form of corporate 

combination if the requirements below are satis-

fied:10

Requirements Qualified Merger, Demerger, Share Exchange, Share Transfer or Contribution-in-Kind 

 100% Relationshipa <100% but >50% Relationshipb 

 

<50% Relationship 

Consideration 

 

 

Employment None s employees must be expected to continue to be 

employed (requirement applicable to the transferred business in a qualified 

demerger or contribution-in-kind) 

 

Business Continuity None principal business of target must be expected to continue 

(requirement applicable to the transferred business in a qualified demerger or 

contribution-in-kind) 

 

Other None principal assets and liabilities of the 

transferred business must be 

transferred to purchaser in a 

qualified demerger or contribution-

in-kind 

 mutual connection between the 

principal business of target and any 

business of purchaser 

(requirement applicable to the 

transferred business in a qualified 

demerger or contribution-in-kind) 

 

 target shareholders who are expected 

after the transaction to hold shares of 

purchaser (or the shares of its parent 

if used as the consideration) must, 

before the transaction, hold at least 

has 50 or more shareholders 

 

 principal assets and liabilities of the 

transferred business must be 

transferred to purchaser in a qualified 

demerger or contribution-in-kind 

 

 either of the following: 

 

(i) sales amount, number of 

employees or other similar 

s principal 

business or a related business of 

purchaser is no more than 

approximately five times greater than 

the size of that of the other; or 

(ii) at least one senior manager of 

target and purchaser before the 

transaction will be appointed a senior 

manager of purchaser after the 

transaction (and in the case of a 

qualified share exchange or share 

management resign upon the closing 

or shortly thereafter) 

a: Target or purchaser must own directly or indirectly all of the shares issued by the other party, or all of the shares of both the 

target and purchaser must be directly or indirectly owned by the same individual or company.  Such capital relationship must be 

expected to continue. 

b: Target or purchaser owns directly or indirectly less than 100% but more than 50% of the shares of the other party; or less 

than 100% but more than 50% of the shares of both the target and purchaser are directly or indirectly owned by the same 

individual or company.  Such capital relationship must be expected to continue. 
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Public M&A Transactions
Tender offer regulations and permissible defen-

sive measures are the two principle areas of dif-

ference when comparing U.S. and Japanese public 

M&A techniques.

Tender offer regulations. U.S. and Japanese ten-

der offer regulations are closely aligned.11 None-

theless, principal differences exist. For example, 

generally speaking, Japanese tender offer rules 

are automatically triggered when a purchaser 

increases its beneficial ownership12 in a Japanese 

reporting company above one-third through one 

or more “off-market transactions” or above 5% 

through transactions conducted “outside the 

market” with more than 10 persons during a roll-

ing 60-day period.13

In addition, if a purchaser acquires more than 

5% of the voting rights in a Japanese reporting 

company in one or a series of “off-market trans-

actions” during a rolling three-month period, 

then generally speaking the purchaser may not 

acquire additional shares in any manner whatso-

ever that would raise by more than 10% its ag-

gregate voting ownership level in the target over 

a three-month period (which ownership increase 

includes the transaction that brought the purchas-

er over the foregoing 5% ownership threshold) if 

as a result thereof its ownership level in the target 

would exceed one-third.14

Structuring the terms of a Japanese tender of-

fer also can be more restrictive in comparison to 

options available under U.S. tender offer rules. 

For example, a purchaser can condition its tender 

offer only upon events specified by statute, such 

as the receipt of governmental approvals (but not 

the ability to obtain financing or the absence of 

a material adverse change), and a purchaser can-

not withdraw its offer unless one of several events 

specified by Japanese securities laws occur.15 Fur-

thermore, after the commencement of a tender 

offer (which occurs after the publication of the 

tender offer commencement notice), a purchaser 

may not decrease the tender offer price, decrease 

the number of shares to be purchased, shorten 

the tender offer period, decrease the minimum 

number of shares to be purchased, change the 

consideration of the tender offer, or change the 

withdrawal conditions listed in the tender offer 

documents. Also, if a purchaser intends to be-

come an owner of no less than two-thirds of the 

voting rights in a Japanese reporting company, 

then it cannot launch a partial tender offer.

Other differences include:

•	 pre-commencement	 tender	 offer	 communi-
cations by the parties are not required to be 

filed with Japanese regulators; 

•	 the	purchaser	 is	 required	 to	provide	 the	 lo-

cal regulator with evidence that it has ample 

funds to complete the offer at the proposed 

tender offer price (such as a bank statement 

that denotes it has sufficient funds); 

•	 the	equivalent	of	the	“best	price	rule”	under	
Japanese tender offer rules requires the con-

sideration offered to tendering shareholders 

be the same in form and amount, but such 

criteria does not require an examination of 

the arrangements entered into between the 

purchaser and the target’s shareholders out-

side the tender offer (dispensing with the spe-

cific U.S. substantive standards applicable to 

employment compensation, severance, and 

other employee benefit arrangements with 

security holders of the target, and reducing 

the uncertainty that may exist with respect 

to commercial arrangements entered into be-

tween the purchaser and certain target share-

holders at the time of the tender offer); and

•	 the	 initial	 and	 any	 subsequent	 tender	 offer	
period cannot in the aggregate extend be-

yond 60 business days from the commence-

ment date.

Defensive measures. While unsolicited transac-

tions are becoming more prevalent in Japan, the 

number of hostile acquisitions of Japanese com-

panies pales in comparison to the United States.16 

Nonetheless, the July 2010 issue of MARR reports 

that as of May 31, 2010, 551 publicly-traded 

Japanese companies have adopted anti-takeover 

mechanisms, principally in the form of publishing 

notices that detail (1) the procedures that a pur-

chaser should follow in order for the board (or 

shareholders) to consider an acquisition proposal, 

and (2) the potential defensive measures the com-
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pany may take. This practice is called “advance 

warning” (jizen keikoku).17 The use of U.S.-style 

“poison pills” in Japan remains rare.18 

A series of case law decided in 2005 promoted 

the use of “advance warning” by Japanese pub-

licly-traded companies. In the Nippon Broadcast-

ing case, the Tokyo High Court articulated that, 

in the context of disputes over corporate control, 

unless the target succeeds in proving that the ac-

quiror is an “abusive acquiror,” then the court 

should award injunctive relief to stop the target 

from effecting anti-takeover mechanisms.19 The 

Tokyo District Court, which had suggested in 

the Nireco case that the court will make a rebut-

table presumption that a purchaser who violates 

the procedural provisions stipulated in the tar-

get’s “advance warning” notice is an “abusive 

acquiror,” held the following month in the Japan 

Engineering Consultants case that the target’s 

board may require a hostile purchaser to pres-

ent a business plan and allow the board sufficient 

time to examine its proposal in order for the tar-

get’s shareholders to have sufficient time to de-

cide whether the hostile purchaser or the current 

directors should manage the target.20 If the pur-

chaser declines to comply with these reasonable 

requests, then the court held that the board, to 

the extent permitted by law, may take reasonable 

anti-takeover measures against the purchaser. 

Staggered boards rarely appear as a Japanese 

anti-takeover tactic because this mechanism nor-

mally is not helpful. While Delaware corporate 

law allows shareholders to remove directors sit-

ting on a staggered board only for cause, Japa-

nese corporate law allows the majority share-

holders (or two-thirds majority, if the target’s 

articles of incorporation so provides) to remove 

any director with or without cause at any time. 

Accordingly, a purchaser who acquires more than 

a majority of the outstanding voting interests in 

a Japanese target can gain control over the tar-

get’s board. A raiding purchaser, however, may 

not be able to swiftly remove incumbent direc-

tors because the Japan Companies Act requires a 

company to actually hold a shareholders’ meet-

ing to adopt shareholder resolutions, unless all 

shareholders unanimously agree in writing to the 

matters being resolved (which unanimity require-

ment cannot be altered by the target’s articles of 

incorporation).

Private M&A Transactions
The practices adopted by Japanese parties to 

undertake a local private business combination 

differ significantly from U.S. norms. It wouldn’t 

be unprecedented in Japan for a large domestic 

transaction to be documented in a 30-page or less 

acquisition agreement. Although listing all of the 

differences between a U.S.-style versus a Japanese 

style private acquisition agreement would extend 

beyond the scope of this article, the following are 

some of the notable differences:21

•	 Similar	to	U.S.	practices,	representations	and	
warranties covering the basic business opera-

tions of the target are common in domestic 

private transactions, as well as specially-

tailored representations and warranties ad-

dressing matters uncovered during the due 

diligence process. However, detailed repre-

sentations and warranties are normally not 

seen for matters concerning employee ben-

efits, environmental liabilities, specific items 

from the financial statements (e.g., accounts 

payable, inventory, backlog, etc.), accounting 

practices, tax, or real property. However, the 

inclusion of a “full-disclosure” representa-

tion and warranty remains a current market 

practice.

•	 Escrow	agreements	to	hold-back	a	portion	of	
the purchase price to settle indemnification 

claims and other post-closing obligations of 

the sellers are rarely seen in Japan due to the 

lack of financially stable escrow agents that 

can offer the traditional services of an escrow 

agent at a reasonable price. The use of an 

offshore escrow agent, while technically pos-

sible, is frequently viewed with great concern 

by Japanese sellers. Purchase price holdbacks 

and earn-outs are possible alternatives in the 

private acquisition context, but neither is cur-

rently widely used in Japan. 

•	 While	 indemnification	 provisions	 with	 bas-
kets and caps are common features of Jap-

anese private acquisition agreements, it is 
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uncommon for agreements to contain (1) in-

demnification eligibility thresholds, (2) carve-

outs from the baskets and caps for certain 

representations and warranties and breaches 

of covenants, (3) double materiality scraps, 

(4) pro- or anti-”sandbagging” clauses, (5) 

a tax gross-up for indemnification payments 

(or claim off-sets for tax benefits resulting 

from the indemnification claim or insurance 

proceeds received), or (6) detailed procedures 

on how claims made by third-parties should 

be handled and controlled. 

•	 Private	 acquisition	 agreements	 normally	 do	
not contain a separate section detailing how 

taxes of the target incurred prior to the clos-

ing should be handled.

•	 The	 inclusion	 of	 a	 definition	 for	 “material	
adverse effect” is uncommon and, when pro-

vided, the use of numerous exceptions is even 

less common.

Japanese legal principles and cultural patterns 

may play a role in the differences between U.S. 

and Japanese contract drafting conventions. In 

particular, Japanese law does not contain the 

equivalent of the parole evidence rule. As a result, 

the parties to a dispute normally can submit all 

applicable evidence to a court, even if a contract 

contains an integration clause that states the con-

tract represents the entire understanding of the 

parties and supersedes all prior communications 

regarding the subject matter of the agreement.22 

Parties to an agreement in Japan, therefore, may 

naturally tend to feel that it is not important to 

memorialize all of the deal terms in a definitive 

set of transaction documents since external com-

munications typically can be submitted to explain 

and supplement the provisions of a contract. 

Japanese parties also may prefer to defer up-

front detailed discussions over controversial and 

sensitive deal points because the parties frequently 

place great importance on preserving initial good-

will, and each side normally expects that post-

closing differences will be reasonably resolved 

(regardless of what rights and privileges appear 

in the deal documentation). To support such sen-

timents, Japanese commercial agreements fre-

quently contain a covenant that the parties shall 

decide through mutual consultation and good 

faith negotiations any matter that is not expressly 

provided in the agreement. Consequently, Japa-

nese parties may not feel that it is necessary for 

deal documentation to contain lengthy provisions 

delineating the various intricacies of the commer-

cial arrangement and numerous deal-breaking 

scenarios because such sensitive matters can be 

subsequently worked out upon an analysis of the 

actual facts and the totality of the circumstances.

Squeezing Out Minority Shareholders
Similar to prevailing U.S. practices, a control-

ling shareholder of a Japanese company techni-

cally can utilize a cash-out merger to squeeze out 

the minority shareholders of the target. As dis-

cussed above, however, a cash-out merger would 

cause the target to incur a capital gains tax on its 

assets and goodwill. In order to avoid unneces-

sary tax leakage at the target level, squeezing out 

minority shareholders in Japan entails a relatively 

time consuming and unusual process. Currently, 

the most common method used to squeeze out 

minority shareholders is the use of a “shares sub-

ject to call” process (zenbu-shutoku-jókótsuki-sy-

urui-kabushiki), which warrants special attention 

due to its somewhat bizarre steps. 

A “shares subject to call” squeeze-out is ordi-

narily effected as follows: (1) the common shares 

of the target are re-characterized as shares that 

can be called/redeemed by the target (ergo the 

name “shares subject to call”), which re-charac-

terization requires the approval of at least two-

thirds of the target’s shareholders duly present at 

a shareholders meeting (which vote can include 

the target shares owned by the purchaser) in or-

der to amend the target’s articles of incorpora-

tion to provide for the re-characterization, (2) the 

target obtains shareholder approval to redeem 

the “shares subject to call” and instead of pay-

ing cash, the target uses another class of its shares 

as consideration for the redemption, (3) the ex-

change ratio for the number of the target’s other 

class of shares that can be received in exchange 

for the target’s “shares subject to call” is set so 

the minority shareholders are entitled to receive 
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only a fractional share (i.e., less than a whole 

share), and (4) upon receiving court permission, 

the target sells the total fractional shares to the 

purchaser and distributes the cash proceeds to 

the minority shareholders on a pro rata basis (if a 

tender offer precedes the squeeze-out, the tender 

offer price ordinarily would be the sales prices), 

thereby eliminating the share ownership of the 

minority shareholders in the target. 

Apart from the above procedural aspects of 

a squeeze-out, the biggest difference between 

squeeze-out practices in Delaware and Japan is 

the remedies that Japanese courts award to dis-

senting shareholders. Unlike the Delaware courts, 

which may apply an “entire fairness” review de-

pending on the structure of the squeeze-out trans-

action and enjoin the transaction if it does not 

satisfy this exacting standard of review, Japanese 

courts are able to award injunctive relief only if 

such remedy is provided under the relevant Japa-

nese statute. Although the Japan Companies Act 

allows the court to reverse a “shares subject to 

call” squeeze-out process by invalidating the rel-

evant shareholder resolutions, Japanese courts 

are traditionally reluctant to invalidate share-

holder resolutions after-the-fact in the absence of 

extremely egregious facts, so such reversal is nor-

mally a theoretical risk. As a result, exercising ap-

praisal rights is typically the sole remedy available 

to dissenting shareholders in a “shares subject to 

call” squeeze-out process.

The limitation of available remedies in a 

“shares subject to call” squeeze-out is not nec-

essarily good news for the majority shareholder 

of a Japanese company. In recent appraisal pro-

ceedings invoked in connection with manage-

ment buyouts, both the Tokyo High Court and 

the Osaka High Court awarded the dissenting 

shareholder an amount higher than the tender 

offer price that preceded the “shares subject to 

call” squeeze-out process.23 This possible trend of 

Japanese courts to award dissenting shareholders 

with an appraisal price higher than the tender of-

fer price may give minority shareholders a distort-

ed incentive to object to a proposed transaction in 

order to secure their appraisal rights.

Application and Enforcement of 
Contractual Rights 

The inability to terminate certain contracts and 

the proclivity to resolve disputes outside of court 

are distinguishing factors for how contractual 

rights are honored and enforced in Japan.

Terminating Contracts
The principle of “freedom of contract” gen-

erally governs the interpretation of termination 

clauses under Japanese law, so the parties to an 

agreement generally have the right to end their 

contractual relationship in accordance with the 

terms of the arrangement. However, in the em-

ployment context or if a commercial agreement 

is characterized as a “continuous contract,” then 

the ability to unilaterally terminate such arrange-

ment in Japan is restricted.

The foregoing could have a critical impact on 

the valuation of a target if the purchaser mistak-

enly assumes that after the acquisition it can read-

ily reduce the target’s workforce and terminate all 

unfavorable “continuous contracts” simply by 

complying with an agreement’s termination pro-

visions.

Employment arrangements. Unlike many juris-

dictions in the United States, an employer in Ja-

pan cannot terminate an employee without good 

cause. Even if an employment contract stipulates 

that an employer may terminate the employment 

relationship for any reason or no reason, such 

provision normally will be held unenforceable 

as an unlawful attempt to bypass Japanese labor 

laws. The threshold for “good cause” in Japan is 

extremely high in comparison to most U.S. stan-

dards. Article 16 of Japan’s Employment Contract 

Act stipulates that the termination of an employee 

in Japan is invalid unless there is “objective good 

reason” for the termination and it is “accept-

able in light of socially accepted standards.” The 

foregoing standard is not defined or explained by 

Japanese statutes, which has left Japanese courts 

with the task of interpreting when this standard 

can be satisfied. 

Japanese courts, taking into consideration the 

lifetime employment system established in the 
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Japanese business community, require employ-

ers to meet extremely high burdens of proof to 

support the existence of “objective good rea-

son,” even if the employment agreement or the 

company’s work rules permit a lower threshold. 

To demonstrate an “objective good reason,” an 

employer normally would need to show that (1) 

the employee committed a severe breach of the 

company’s work rules or other rules relating to 

employment, (2) the employee lacks competence 

or the necessary business skills, or (3) the survival 

of the subject company’s business requires that 

headcount be reduced.24 Even if the employer 

succeeds in showing an “objective good reason,” 

the court will not permit the termination unless 

it is persuaded that the termination is “accept-

able in light of socially accepted standards.”25 

In each instance, direct and substantial evidence 

must be submitted to convince a judge to accept 

the dismissal, and it is often especially difficult to 

convince a Japanese court that poor performance 

alone should warrant employment termination. 

Accordingly, a company in Japan will normally 

negotiate a severance package with the affected 

employees, which calls for the employer to pay 

several months’ wages (or more) as a separation 

payment in exchange for the employee’s volun-

tary resignation. A company’s Representative 

Director and most likely its directors who hold 

executive authority will not benefit from the pro-

employment provisions of Japanese labor laws. 

Distribution, franchise and supply agreements. 

A “continuous contract” is generally understood 

in Japan as a contract under which a party is re-

quired to perform a duty continuously by virtue 

of the nature of the duty (i.e., the duration of 

the agreement does not directly dictate whether 

an agreement is considered continuous, but the 

underlying type of obligation and whether such 

obligation by its nature should be performed 

continuously are the determining factors). Many 

Japanese lower court precedents treat distribu-

tion agreements, franchise agreements and sup-

ply contracts as a “continuous contract” due to 

the ongoing and long-term requirements of one 

party to supply and the other party to purchase 

the subject matter of the particular contract. If a 

commercial agreement is characterized as a “con-

tinuous contract,” a Japanese court is likely to 

require a “justifiable and unavoidable reason” in 

order to allow the unilateral termination of such 

agreement.26 Japanese courts place a high burden 

on a party seeking to terminate a “continuous 

contract” (even if the agreement permits unilater-

al termination) because the non-terminating party 

typically will make business decisions relying on 

the expected long duration of the agreement (and 

Japanese courts believe that such reasonable ex-

pectations should be protected). Accordingly, a 

one-sided cancellation right is normally voided. 

If a “continuous contract” is terminated without 

a justifiable and unavoidable reason, then the ter-

minating party may be required to pay damages 

to the non-terminating party (the type and calcu-

lation of which is determined by a Japanese court 

on a case by case basis, but is rarely de minimus), 

or the termination can be enjoined. 

Enforcing Contractual Rights
In comparison to the United States, civil litiga-

tion is not frequently used as a method to settle 

disputes in Japan. A U.S. purchaser entering the 

Japanese market that hastily uses or threatens the 

use of litigation to settle disputes may find its rep-

utation tarnished and blacklisted from the local 

deal community. 

There are a number of cultural, structural and 

procedural reasons that support the lack of civil 

litigation in the commercial context in Japan, in-

cluding:

•	 Japanese	 hold	 a	 cultural	 preference	 for	 in-

formal mechanisms to resolve disputes as 

opposed to formal litigation, as witnessed 

above with respect to the proclivity to in-

clude covenants in commercial agreements 

that the parties should consult and undergo 

good faith negotiations to resolve matters not 

contained in the agreement.

•	 Japan	 has	 relatively	 few	 lawyers	 per	 capita	
in comparison to the United States. For ev-

ery 279 Americans there is one lawyer, while 

in Japan there is one lawyer for every 4,423 

Japanese.27 The dearth of lawyers in Japan 

inherently limits the amount of litigation that 
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can be brought and may even discourage par-

ties to initiate litigation due to the perceived 

lack of adequate resources.

•	 Commercial	 parties	 may	 view	 Japanese	
judges with skepticism (jury trials do not ex-

ist in civil trials in Japan) because (1) most 

judges turn to this profession immediately 

after graduating from Japan’s Legal Training 

and Research Institute, so commercial par-

ties may be reluctant to have matters decided 

by a judge who has little (or no) business 

experience, and (2) some judges apply their 

own concept of fairness when deciding mat-

ters without particular reliance on the facts 

at hand or court precedents (other than de-

cisions by the Supreme Court of Japan) and 

since it is difficult for plaintiffs to “forum 

shop” under the Japanese judicial system, 

commercial parties may prefer to settle mat-

ters pursuant to their own framework of jus-

tice.

•	 There	is	little	“discovery”	prior	to	the	com-

mencement of a trial (so pre-trial maneuver-

ing through costly depositions or document 

demands should not exist). In addition, dam-

ages are normally prescribed by statute and 

Japanese courts are not allowed to grant pu-

nitive damages (so adversaries may be more 

inclined to settle their disputes before trial 

since damage awards can be more accurately 

estimated, thereby allowing the parties to 

better gauge their exposure when crafting 

settlements terms).

The lack of civil litigation in Japan is not due to 

arbitration or mediation serving as the preferred 

dispute resolution method. In comparison to civil 

litigation, commercial arbitration and mediation 

are actually even less frequently used in Japan as 

a way to settle either domestic or international 

disputes. During the fiscal year ended March 31, 

2010, the Japan Commercial Arbitration Associ-

ation (the Japanese counterpart of the American 

Arbitration Association) handled only 38 arbi-

tration cases (19 new cases and 19 cases carried 

forward), and two mediation cases (one new case 

and one case carried forward).

Conclusion
The pace of overseas acquisitions by Japanese 

companies has accelerated during 2010 and there 

are concrete signs that Japan’s outbound appe-

tite will not abate for the foreseeable future. Ac-

cording to data published by Thomson Reuters, 

through August 2010 Japanese companies had 

spent approximately $49 billion buying over-

seas rivals (already more than the approximate 

$43 billion spent on overseas acquisitions during 

2009), and Japanese government data indicated 

that as of March 31, 2010, non-financial Japa-

nese firms were holding $1.67 trillion in cash and 

deposits (up 8.5% from the prior year). 

If the current expansion plans for Japanese 

companies continues, then developing a Japanese 

client base should pay long-term dividends to a 

counsel’s M&A practice.

NOTES
1. All U.S. dollar references in this article have 

been converted from Japanese yen at an 
exchange rate of USD1 equals JPY90.

2. See Section 8.01(b) of the Revised Model 
Business Corporation Act and Section 141(a) of 
the Delaware General Corporation Law.

3. There are approximately 40 permissible 
corporate governance structures available 
under the Japan Companies Act. In practice, 
however, an overwhelming majority of 
Japanese companies have adopted a single 
corporate governance form of a kabushiki 
kaisha (the practical equivalent of a corporation 
in the United States) that has a board of 
directors and a statutory auditor. Generally 
speaking, a statutory auditor is tasked with the 
responsibility of (i) monitoring the performance 
of directors to confirm that they are in 
compliance with applicable laws, regulations 
and the company’s articles of incorporation, 
and properly executing their duties owed to 
the company, and (ii) overseeing and reviewing 
the audit of the company’s financial statements 
by its external accounting firm (a privately-held 
company, if it does not appoint an external 
accounting firm, can limit the responsibility 
of its statutory auditor to an audit of the 
company’s financial statements). In comparison 
to the U.S. corporate governance model, the 
function of a statutory auditor is similar to that 
of an independent director who also serves on 
the company’s audit committee. For ease of 
comprehension, in this article we focus on the 
predominant Japanese corporate governance 
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structure of a kabushiki kaisha with a board of 
directors and a statutory auditor. 

4. We note, however, that the passage of the 
Dodd-Frank Wall Street Reform and Consumer 
Protection Act and the resulting legislation 
may substantially provide shareholders of U.S. 
public companies with greater power over 
executive compensation matters in comparison 
to those afforded to shareholders of Japanese 
publicly-traded companies. 

5. Unlike U.S. corporations, Japanese companies 
only have articles of incorporation, which is 
often a relatively short document in length. The 
provisions that would typically appear in a U.S. 
company’s bylaws can be found in a Japanese 
company’s board regulations or statutorily 
prescribed under the Japan Companies Act.

6. An “outside director” is any person, other than 
a present or former executive or employee 
of the subject company and its subsidiaries. 
As a result, the qualifications for an outside 
director in Japan are substantially less stringent 
than the requirements for an “independent 
director” under the New York Stock Exchange 
and Nasdaq rules (as there is no inquiry into 
financial dependence outside the employment 
context, and even an executive of the subject 
company’s parent can qualify as an “outside 
director” in Japan).

7. In response to this gaping corporate governance 
hole, the Tokyo Stock Exchange amended its 
listing rules to require all listed companies to 
have at least one “independent” director or 
one “independent” statutory auditor (defined 
as not likely to have a conflict of interest with 
the company’s shareholders). The new rules are 
effective from the day following the annual 
shareholders meeting relating to the fiscal year 
ending March 1, 2010 or later. At present, it is 
difficult to predict whether this amendment 
will lead to Japanese boards demonstrating 
greater independence.

8. We note that in the case of a kabushiki 
kaisha that has a board of directors and 
statutory committees (iinkai secchi kaisha), the 
authority of executive officers is essentially 
equivalent to that of executive officers in U.S. 
corporations, and they directly owe fiduciary 

duties to the company. They are called shikkó-

yaku (not shikkó yakuin) in Japanese and 
are distinguished from employees. Even in 
an iinkai secchi kaisha, however, corporate 
binding authority is normally reserved to the 
Representative Officer(s). Only approximately 
one hundred companies, including unlisted 
companies, currently use this corporate 
governance structure in Japan. 

9. We are aware of only a few transactions 
where non-Japanese purchasers chose a tender 
offer as an acquisition method in a stock 
deal, but those transactions were made prior 
to the introduction of a triangular merger 
to Japanese corporate law (which became 
effective in 2007). A non-Japanese purchaser, 
nevertheless, may consider a stock tender 
offer as an acquisition method if the home 
jurisdiction of the purchaser prohibits the 
purchaser from performing a triangular merger 
under Japanese law or the purchaser wishes to 
make a hostile takeover bid with stock as the 
consideration.

10. A demerger (kaisha bunkatsu), share 

exchange (kabushiki kókan), and share 
transfer (kabushiki-iten) are forms of business 
combinations prescribed under the Japan 
Companies Act. Under a (i) demerger, the 
assets and liabilities of a contributor’s business 
are assumed by either a newly established 
company (in exchange for its shares) or an 
existing company (in exchange for its shares, 
cash and/or other property) by operation of 
law, (ii) share exchange, the target is converted 
into a wholly-owned subsidiary of the 
acquiring company by operation of law and 
remains a separate legal entity (in this respect, 
it is identical to a reverse triangular merger 
under Delaware corporate law), and (iii) share 
transfer, all outstanding shares of the subject 
company (or companies) are transferred to 
a newly incorporated company, and such 
newco issues shares on a proportional basis to 
the shareholders of the subject company (or 
companies). Tax and the ultimate ownership 
structure frequently drive the selection of the 
form of business combination. 

11. Japanese tender offer rules are applicable 
to a company that is subject to the periodic 
reporting requirement under the Financial 
Instruments and Exchange Act of Japan 
(which is substantially identical to the periodic 
reporting requirement under the U.S. Securities 
Exchange Act of 1934 (“U.S. Exchange Act”)). 
As an initial step, a prudent purchaser should 
examine whether Japanese mandatory tender 
offer rules will apply before acquiring shares in 
a Japanese reporting company.

12. Ownership level is calculated on a diluted 
voting power basis and includes the voting 
interests held by “specially-related persons” 
(tokubetsu kankeisha) of the purchaser (similar 
to the “group” concept under Section 13(d) of 
the U.S. Exchange Act).

13. A transaction conducted “outside the market” 
means a purchase and sale that does not clear 
through a stock exchange (i.e., a transaction 
privately negotiated directly between the 
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purchaser and the seller of the shares). An “off-
market transaction” means a purchase and sale 
that (i) is conducted “outside the market,” 
or (ii) clears through a non-auction trading 
system run by a stock exchange, such as the 
Tokyo Stock Exchange Trading Network System 
(commonly referred to as “ToSTNeT”). 

14. The intention behind this extremely 
complicated rule is to require a purchaser who 
has acquired more than 5% of the outstanding 
voting rights of a Japanese reporting company 
in “off-market transactions” to wait three 
months before commencing further target 
share acquisitions. The Japanese government 
enacted this “speed bump” requirement in 
2006 in response to public outcries against 
the rapid accumulation by M&A Consulting 
(also known as the Murakami Fund) of shares 
in Hanshin Electronic Railway in “off-market 
transactions.” Except for the ten-day cooling 
off period under Section 13d-1(f)(1) of the U.S. 
Exchange Act, U.S. tender offer rules do not 
have a similar stop-and-wait rule.

15. Pursuant to Article 14, Paragraph 1 of the 
Enforcement Order of the Financial Instruments 
and Exchange Act, a purchaser can withdraw its 
offer if the target or its subsidiary determines 
to undertake certain actions or experiences 
certain events, including: (i) a statutory 
corporate combination, (ii) a corporate 
dissolution, (iii) the filing of a petition for 
bankruptcy, (iv) a decrease in its stated capital, 
(v) the sale or discontinuance of all or part of 
its business, (vi) the delisting of its shares, (vii) a 
stock split, (viii) the allotment of shares or share 
purchase warrants without consideration, 
(ix) a sale or other disposal of material assets, 
(x) the incurrence of a significant amount of 
indebtedness; (xi) the issuance of an injunctive 
order to stop its principal business; (xii) the 
revocation of a principal business license; (xiii) 
the discontinuity of business with a major 
customer or supplier; or (xiv) the loss of a 
material asset due to a force majeure event. 
Most of the foregoing events and actions are 
subject to numerical thresholds. Noticeably 
absent is a general “catch-all” provision 
(e.g., the occurrence of any other event or 
circumstance that would cause a reasonable 
purchaser to withdraw its offer), so a purchaser 
launching a tender offer in Japan is generally 
required to assume the consequences of 
unforeseeable events during the tender offer 
period.

16. According to data published by Thomson 
Reuters, during the period from January 1, 
2005, through December 31, 2010, there were 
only nine hostile offers in Japan, none of 
which the hostile offeror succeeded in gaining 

majority ownership in the voting rights of the 
target.

17. According to the data provided in the July 2010 
issue of MARR, 547 Japanese companies have 
adopted “advance warning” procedures as of 
May 31, 2010.

18. The Bull-dog Sauce case (Steel Partners Japan 
Strategic Fund (Offshore) LP v. Bull-dog Sauce, 
61 MINSHÚ 2215 (Sup. Ct., August 7, 2007)) is 
widely known in Japan as the only case where 
a poison pill, which was adopted by the target 
after the purchaser had commenced its hostile 
takeover bid, was intentionally triggered. 
One may think that, in light of the Bull-dog 
Sauce case, Japanese corporate law allows 
the target to adopt a poison pill after the 
emergence of a hostile purchaser. Bull-dog’s 
pill, however, was far from the typical “poison 
pill” when compared to those adopted in the 
United States. Under the Bull-dog pill (which 
was approved by approximately 83.4% of 
the outstanding voting rights in Bull-dog), all 
shareholders (including Steel Partners) would 
receive three share purchase warrants per 
share. However, Steel Partners was required 
to exchange its warrants for cash, while other 
shareholders were required to exchange their 
warrants for Bull-dog’s newly-issued shares. As 
a result, Steel Partners’ share ownership level 
in Bull-dog reportedly decreased from 10.52% 
to 2.86%, but it received a cash payment of 
approximately $26.1million. In essence, Bull-
dog’s exercise of its pill was a partial cash-out 
of an existing shareholder. For fiscal 2006, Bull-
dog reported a net profit of only approximately 
$6 million, making the large cash payment 
to Steel Partners rather remarkable under 
the circumstances. The Nihon Keizai Shinbun 
newspaper reported on July 3, 2007 that an 
investment banker referred to the Bull-dog 
poison pill as the “honey pill.”

19. In the Nippon Broadcasting case, the court 
enjoined the issuance of new share purchase 
warrants to a friendly third party. See Livedoor 
v. Nippon Broadcasting, 1213 KINYÚ HANREI 2 
(Tokyo High Ct., March 23, 2005).

20. See STF Value Realization Master Fund v. 
Nireco, 1186 HANREI TAIMUZU 274 (Tokyo D. 
Ct., June 1, 2005), and Yumeshin Holdings v. 
Japan Engineering Consultants, 1222 KINYÚ 
HANREI 4 (Tokyo D. Ct., July 29, 2005).

21. The Japan Federation of Bar Associations has 
not published a model acquisition agreement 
and there is no equivalent in Japan of the 
American Bar Association’s “Deal Points Study,” 
so the matters addressed in this section reflect 
the observations of the authors with respect 
to small-to-mid cap domestic private M&A 
transactions.
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22. We note that in the cross-border context, 
Japanese courts may respect an integration 
clause if the parties knew or should reasonably 
have known the significance of the provision. 
See e.g., Forest v. Prudential Bache Trade 
Services, Inc., 938 HANREI TAIMUZU 160 (Tokyo 
D. Ct., Dec. 13, 1995) (although the agreement 
was governed by Japanese law, the plaintiff 
was advised by a New York-licensed lawyer and 
the defendant’s general counsel and corporate 
secretary was a New York-licensed lawyer, 
and therefore, the parties should have been 
fully capable of understanding the meaning 
of the integration clause), and Sharp Corp. 

v. Hann Star Display, 1964 HANREI JIHÓ 106 
(Tokyo D. Ct., Dec., 25, 2006) (court referred 
to the integration clause in a definitive license 
agreement as a reason to deny the introduction 
of a most favored nations clause allegedly 
agreed prior to the execution of the license 
agreement).

23. See Rex Holdings Shareholders Litigation, 1301 

KINYÓ HANREI 28 (Tokyo High Ct., Sep. 12, 
2008), and Sunstar Shareholders Litigation, 
1316 HANREI TAIMUZU 219 (Osaka High Ct., 
Sep. 1, 2009).

24. For the third factor, Japanese courts typically 
consider: (i) whether the reduction of 
headcount is needed in light of the company’s 
financial performance, (ii) whether the 
company has made a reasonable good-faith 
effort to avoid the termination through other 
ways, such as trying to change the employee’s 
work-position or second the employee to other 
companies, (iii) whether the selection of the 
terminated employees was made based on fair 
and reasonable standards, and (iv) whether 
the company has undertaken good-faith 
discussions with the affected employees and 
labor unions.

25. When assessing whether a termination meets 
“socially accepted standards,” a Japanese court 
would consider various factors, including: (i) the 
significance of the reason for the termination, 
(ii) the process leading to the termination, (iii) 
the terminated employee’s performance, (iv) 
the severity of the employee’s default, (v) the 
remorse shown by the terminated employee, 
(vi) the existence of measures taken by the 
employer to avoid the termination, and (vii) 
the lack of alternative measures available 
to the employer (e.g., easier work or more 
suitable work for the affected employee).

26. The Japanese Supreme Court has not provided 
any specific rule to determine what constitutes 
a “justifiable and unavoidable reason,” but 
the factors that Japanese lower courts have 
considered when determining the existence of 

a “justifiable and unavoidable reason” include 
the following: (i) the non-terminating party 
committed a prior breach of the “continuous 
contract;” (ii) trust between parties has been 
destroyed; (iii) the non-terminating party 
faces severe financial difficulties that make 
it difficult to perform its obligations under 
the “continuous contract” (i.e., as a result, 
the terminating party makes an anticipatory 
repudiation of the “continuous contract”); (iv) a 
material change in circumstances has occurred; 
(v) the length, term, and subject matter of 
the “continuous contract” in question (i.e., 
whether the goods/services are unique or can 
be sourced from several other suppliers); (vi) 
the number of times the “continuous contract” 
has been renewed and the manner in which 
the renewals were granted (i.e., renewed 
automatically or after negotiations); (vii) the 
reason(s) for terminating the “continuous 
contract;” (viii) the amount of damages the 
non-terminating party will suffer due to the 
termination of the “continuous contract;” (ix) 
the costs incurred by the non-terminating party 
in order to continuously fulfill its obligations 
under the “continuous contract” (e.g., capital 
expenditures, employees hired, advertising 
expense, etc); and (x) the amount of prior 
notice offered before the termination takes 
effect.

27. As of July 2007, the United States had 
307,006,550 inhabitants (according to the 
survey of the U.S. Census Bureau) and 1,102,106 
lawyers as of December 2008 (based on data 
published by the American Bar Association 
and excluding judges and public prosecutors). 
As of October 1, 2009, Japan had 127,510,000 
inhabitants (according to the survey of the 
Statistics Bureau of Japan’s Ministry of Internal 
Affairs and Communications) and 28,828 
lawyers as of April 1, 2010, (based on data 
published by the Japan Federation of Bar 
Associations and excluding judges and public 
prosecutors).
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