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TOBEADIRECTOR ORNOT BEADIRECTOR—
WHAT IS THE PROTECTION?

(Part 1)

In our May 2011 client briefing, we discussed the benefits and
detriments to a strategic investor having a director nominee
serve on the Board of a Japanese publicly-held company. In
this client briefing, we discuss ways to shield or reduce a
director’s exposure to monetary damages.

Liability Shield toward the Company. The corporate laws
of many U.S. states permit the organizational documentation of
the subject company to include a provision generally limiting
the liability of its directors arising from shareholder derivative
actions. For example, it is a common practice to include in the
certificate of incorporation of a Delaware corporation a
provision stipulating that a director of the corporation shall not
be personally liable to the corporation or its stockholders for
monetary damages arising from a breach of his fiduciary duties
as a director, except to the extent such exemption from liability
or limitation is not permitted under Delaware law. The
inclusion of similar language in the organizational
documentation of a Japanese company would have little force
or effect. Rather, the monetary liabilities of a director owed to
the company can be limited by (1) the statutory exemption
permitted under Japan’s Company Law, (2) a liability limitation
agreement, or (3) the unanimous approval of the company’
shareholders, each of which are discussed below.

Statutory Exemption. If a director acted without gross
negligence or willful misconduct in the course of performing
his duties (which are elaborated in Section 423 of Japan’s
Company Law), then the maximum amount of the director’s
liability towards the company arising from the breach of such
duties can be fixed, subject to certain strict approval
procedures. If the director nominee of the strategic investor is
(i) a representative director (which means a director who is
responsible for executing the company’s business and has
signing authority to bind the company), (ii) an ordinary director
(which means a director who is not a representative director or
an outside director) or (iii) an outside director (which means a
director who does not manage and has never managed the
corporate affairs of the company or any of its subsidiaries as a
director, and who is not and has never been the executive
officer, manager, or other employee of the company or any of
its subsidiaries), then Company Law permits the monetary
liability of such director to be capped at:

e the sum of six times the director’s total annual
remuneration, plus the value of his stock option
benefits, in the case of a representative director,

e the sum of four times the director’s total annual
remuneration, plus the value of his stock option
benefits, in the case of an ordinary director, and

e the sum of two times the director’s total annual
remuneration, plus the value of his stock option
benefits, in the case of an outside director.

To effectuate the statutory exemption on liability, either (A) all
the statutory auditors or the members of the company’s audit
committee, as applicable, agree to propose the liability
limitation to the company’s shareholders and two-thirds or
more of the company’s shareholders approve the liability cap,
or (B) all the statutory auditors or the members of the
company’s audit committee, as applicable, agree to propose
the liability limitation to the company’s board of directors and
the board approves the liability cap (so long as the company’s
Articles of Incorporation permit the directors to approve this
type of arrangement), unless shareholders holding 3% or more
of the total voting power of the company object to this
approval by the board.

As a result of the foregoing approval sequence, it is important
to note that the statutory exemption can be perfected only after
the director has committed the misconduct. Therefore, a
director cannot assume upfront that his or her conduct always
will benefit from the statutory exemption and will be exposed
to the risk of its ultimate unavailability.

Liability Limitation Agreement. An outside director is
permitted to execute an agreement with the company limiting
his liabilities to the company arising from the breach of his
duties, if such director has performed such duties without gross
negligence or willful misconduct. Most director nominees of a
strategic investor should satisfy the requirements of an outside
director, unless they are involved in the execution of the
business operations of the subject company or its subsidiaries.
Pursuant to such agreement, the potential liabilities of the
outside director may be contractually limited to the amount
specified in the company’s Articles of Incorporation or an
amount equal to the statutory exemption for an outside director
(as discussed above), whichever is higher. This type of
agreement is permissible only when the company is authorized
to enter into such agreements by its Articles of Incorporation.
Furthermore, the material provisions of the liability limitation
agreement and the total remuneration of the outside directors
should be disclosed to the shareholders in the company’s annual
business report.

A liability limitation agreement can be more favorable in
comparison to the statutory exemption because no shareholder
approval is required in order to enter into the liability limitation
agreement and the arrangement is typically executed in
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connection with the appointment of the outside director;
therefore, the liability cap is effective before the misconduct has
been committed and the director has upfront comfort
concerning liability protection.

Unanimous shareholder approval. A director can be
exempted from liability with the unanimous consent of all
shareholders.  Since most public companies have many
shareholders, attaining unanimity may not be a practical option.

Liability Shields toward Third-Parties and the Company.
The monetary liabilities of a director owed to a third-party
and/or the company can be limited by D&O insurance.

D&O insurance in Japan generally covers damages and defense
costs payable in relation to claims by shareholders or third
parties against a director due to their negligent mismanagement.
In Japan, many non-life insurance companies offer D&O
insurance products. The D&O insurance policy will typically
stipulate an aggregate limit amount that the insurance company
will pay during the policy period. However, in Japan most
insurance companies will not pay all of the damages—the
insured will need to pay a deductible amount before the
insurance company’s payment obligation is applicable. In
addition, a common feature in Japanese D&O insurance
policies is for the policy to cover only a certain percentage (e.g.,
95%) of the damages and defense costs in order to create an
incentive for the insured to reduce the damages. Advance
payment for defense costs is permissible under many D&O
insurance policies in Japan; provided, that, if it is determined
that the D&O insurance does not cover the claim in question,
then the insured must return the advanced defense costs to the
insurance company.
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It is common in Japan to purchase D&O insurance for directors
serving on the board of a publicly-held company. The strategic
investor should determine whether its nominees are covered by
the umbrella policy of a D&O insurance policy that the strategic
investor holds, and whether it would be more cost effective for
the strategic investor to enter into a private reimbursement
agreement protecting its director nominees.
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In addition to the payment of a monetary fine, a director can be
held criminally responsible if his or her conduct violates a
particular Japanese statute. Accordingly, a director nominee
not familiar with the laws of Japan may wish to take advice
from Japanese counsel about the principal laws and regulations
affecting the subject company’s business in order not to run
afoul of these laws.
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