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International Corporate Governance Network

ICGN Japan Governance Priorities
Published 04 October 2022

The International Corporate Governance Network (“ICGN”) is pleased to publish the ICGN Japan
Governance Priorities at a public meeting, hosted by the Tokyo Stock Exchange (“TSE”) and the
Japan Exchange Group (“JPX”) in Tokyo on 4" October 2022.

ICGN acknowledges the positive corporate governance, investor stewardship, corporate
reporting and audit reforms that have taken place in Japan particularly over the past decade.
First published at the ICGN Annual Conference in Tokyo on 16 July 2019, this second edition of
the Japan Governance Priorities is published in the spirit of providing guidance to regulators,
companies, and stakeholders around matters of significance to domestic and overseas investors
which may influence company voting, engagement, and investments.

Overseas investors hold around 30% of the shares listed on the Tokyo Stock Exchange and
Japan is an important capital market for many ICGN Members, many of whom are investors
responsible for assets of around $70 trillion based largely in Europe and North America, with
growing representation in Asia. Established in 1995, ICGN’s purpose is to convene capital
market participants to develop, promote and embed high standards of corporate governance and
investor stewardship worldwide to preserve and enhance long-term value, contributing to
sustainable economies, societies, and the environment.

In updating the Japan Governance Priorities, we have considered recent changes to the Japan
Corporate Governance Code (“Japan Code”)! and ICGN’s own Global Governance Principles
(“ICGN Principles”)?, the latter often referred to by governments in the development of national
codes. Our recommendations also draw from ICGN commentary as a member of the Council of
Experts convened by the Japan Financial Services Agency (FSA) and TSE.

The themes presented below are unchanged from 2019 and, in the recommendations that follow
which are applicable to JPX listed companies, we acknowledge progress towards improvements
while emphasising areas that may benefit from continued reform:

Corporate reporting
Board independence
Board effectiveness
Capital allocation

CEO and executive pay

oM~

ICGN encourages continued momentum for corporate governance reform in Japan to help
promote long-term corporate value and sustainable economic growth. This is aligned with
international recognition that effective corporate governance based on the principles of fairness,
accountability, responsibility, and transparency directly contribute to successful companies and
sustained long-term value creation.

1Japan Corporate Governance Code (Updated), June 2021
2 |CGN Global Governance Principles (Updated), September 2021



ICGN Recommendations

1.

Corporate reporting

ICGN welcomes the Report of the Disclosure Working Group 2 convened by the FSA
which includes recommendations to enhance the content, format, timeliness and
publication of corporate governance and sustainability related information. Accessing
corporate governance related information in Japan can be difficult given the dispersed
nature of governance-related reporting with various elements required under different
authorities, e.g., the Securities Law and Companies Act. Consolidating the information
into the Securities Report will help investors assess any explanations for deviations to
Corporate Governance Code compliance and make considered judgements on voting.

ICGN continues to recommend that:

1.1.The company Notice of the Annual General meeting (AGM) be published in English
by all JPX Prime Market listed companies, noting that 76%* already do so. The AGM
Notice should be published 30 days in advance of the AGM, noting current practice is
around 20 days®.

1.2.The company Securities Report (Yuho) be published in English by all JPX Prime
Market listed companies 30 days in advance of the AGM, noting that current practice
is to publish post AGM. The Securities Report provides valuable information for
shareholders around the business model, corporate strategy, audited financial
results, Key Audit Matters, and other corporate governance related information such
as cross-shareholdings and executive remuneration.

1.3.Companies be encouraged to change the record date of the AGM by at least one
month by amending constitutional documents to facilitate wider dispersion of AGMs
being held beyond the month of June. This will enable greater overseas shareholder
participation and provide companies additional time to prepare AGM materials.

Additionally, ICGN recommends that:

1.4.Disclosure be enhanced around the Board’s role to oversee the establishment and
maintenance of an effective system of internal control to properly manage risk which
should be measured against internationally accepted standards of internal audit and
tested periodically for its adequacy. Where an internal audit function has not been
established, full reasons for this should be disclosed in the annual report, as well as
an explanation of how adequate assurance of the effectiveness of the system of
internal controls has been obtained.

1.5.The Board establish an Audit Committee comprised entirely of independent directors,
all of whom should be financially literate. The Committee Mandate, approved by the
Board, should be mandatorily disclosed including the committee role in relation to
oversight of matters such as the integrity of the financial statements, key accounting
policies, internal control, risk management, audit quality and independence. Names
of committee members and independence status should also be disclosed as well as
a summary of key subjects discussed and committee member attendance records.
More generally the committee should report to shareholders on any significant issues
arising from the audit and the effectiveness of the audit process including auditor
tender, tenure, independence, fees, and the provision of any non-audit services.

3 Report of the Disclosure Working Group, 13 June 2022
4 TSE Survey, July 2022
5 JIRIS Survey, September 2021



1.6.Companies publicly disclose a Board Mandate clarifying the role of the Board,

governance structure and accountability for the Securities Report including financial
and sustainability related information to present a balanced and understandable
assessment of the company’s position and long-term prospects in the annual report
and accounts. Consideration should also be made towards reducing the number of
Board meetings whereby standardised agenda items required by Company Law
could be delegated to the executive, allowing more focus for the Board on strategic
matters.

1.7.National sustainability-related accounting and reporting frameworks be harmonised
with global standards to facilitate rigorous, consistent, comparable, and verifiable
corporate sustainability reporting, backed by regulation and enforcement. This will
enable the proper assessment and pricing of sustainability related risk, opportunity,
and resilience in investee companies. In relation to climate change, this provides a
tool for investors assessing progress towards achieving corporate transition plans
and carbon neutral investment portfolios as we advance towards a net-zero global
economy by 2050.

2 Board independence

ICGN welcomes that 92.1%° of JPX Prime Market listed companies now have one third or
more independent directors on the Board. Independent directors play a crucial role in
constructively challenging management, free from external influence. By drawing on their
personal competencies and experience, they can contribute a diversity of perspectives to
generate healthy debate in the boardroom and are well placed to represent the interests of
minority shareholders.

ICGN continues to recommend that:

2.1.At least one-third independent directors be appointed to the Board of all JPX Prime
Market listed companies and that a majority of independent directors be appointed within
a reasonable timeframe. This is particularly important for listed companies having
controlling shareholders with 30% or more voting rights whereby independent directors
should comprise a majority of the Board for Prime Market listed companies and thereby
can act as a sufficient check on controlling owner influence to ensure minority
shareholder rights are upheld.

2.2.The definition of independence in the JPX Listing Rules be enhanced to improve
disclosure including cross-shareholdings, major client and supplier relationships,
business relationships, the provision of consultancy services and family ties. We
encourage companies to determine their own independence thresholds in accordance
with Principle 4.9 of the Japan Corporate Governance Code. The Board should identify in
the annual report the names of the directors considered to be independent and who are
able to exercise independent judgement free from any external influence, in addition to
how long any conflicts should be absent before a Board candidate can be considered
independent.

2.3.Independent director appointments be subject to a formal and transparent procedure
based on relevant and objective selection criteria led by a Nomination Committee. This
can help ensure board composition aligned with the company’s long-term strategy,
succession planning and diversity policy. Individuals should demonstrate competency for
the role of director, particularly in relation to financial literacy, and be subject to director
training to ensure periodic refreshment of knowledge.

Additionally, ICGN recommends that:

6 TSE Release, 3 August 2022



2.4 Boards, and the workforce, comprise a genuinely diverse group of individuals to ensure
effective, equitable and inclusive decision-making in alignment with the company’s
purpose, succession plan and long-term strategy. This includes directors from different
genders, age, ethnicity, nationality, social and economic origins, and professional
experience. Boards should annually report against the Diversity Policy which should
include goals, recruitment plans and measurable, time-bound objectives. There should
be more focus on appointing females to managerial positions to enhance the pool of
available candidates to the Board. Companies with substantial overseas operations
should dedicate more effort towards recruiting foreign directors to strengthen
international diversity.

2.5.The roles of the Chairperson and CEO be separated to avoid unfettered powers of
decision-making in any one individual. The Board should be chaired by an independent
director who should be independent on the date of appointment. Should the role of the
Chairperson and CEO be combined, the Board should explain the reasons why this is in
the best interests of the company in the annual report and keep the structure under
review. The responsibilities of the Chairperson and CEO should be clearly described and
publicly disclosed.

2.6.The use, role, and remuneration of Senior Advisors (Komon-Sodanyaku) be disclosed in
the AGM Notice, Securities Report (Yuho) and Corporate Governance Report. Such
advisory positions are unique to Japanese companies and are usually held by the former
company president or other senior executives. Senior Advisors can apply pressure on the
Board despite not being elected by shareholders and are therefore not able to be held
accountable by shareholders.

Board effectiveness

Led or organised by the Nomination Committee, a rigorous review of the performance and
effectiveness of the Board, committees, individual directors, and Chairperson can facilitate
improved Board diversity, independence, and succession planning. Director tenure should be
contingent on individual performance and annual re-election premised on satisfactory
evaluations of his or her contribution to the Board free from potential conflicts of interest.

ICGN continues to recommend that:

3.1.The process for evaluation, communication flows and decision-making be clearly
disclosed and, as far as reasonably possible, information around the discussion topics,
the conclusions (including any material issues arising from the evaluation) and actions
taken forward.

3.2.Nomination Committees be established comprised of an independent Chairperson and a
majority of independent directors to lead an annual internal evaluation and be
responsible for appointing an independent consultant to conduct an external evaluation at
appropriate intervals (e.g., once every three years).

3.3.The identity of the independent consultant who conducts the external evaluation be
disclosed, together with fees and terms of reference.

Additionally, ICGN recommends that:

3.4.The Nomination Committee Mandate, approved by the Board, be mandatorily disclosed
including with regards to board evaluation, succession planning, diversity policy, director
appointment process, independence criteria and engagement with shareholders. Names
of committee members and independence status should also be disclosed as well as a
summary of key subjects discussed and committee member attendance records.




3.5.The rationale for all director appointments (executive and independent) be disclosed
including how their experience relates to a Skills Matrix with indicators that are clearly
defined as aligned with the company purpose, long-term strategy, succession plan,
Diversity Policy and any factors affecting their independence

3.6.A Lead Independent Director (LID) be appointed, (regardless of whether the roles of the
Chairperson and CEO are combined) and be responsible for conducting the evaluation of
the Chairperson. The LID can provide a valuable leadership role and can act as a point
of communication with other independent directors and shareholders if any contentious
issues arise relating to the Chairperson or significant shareholders (in the case of
controlled companies). The responsibilities of the LID should be clearly described and
publicly disclosed.

Capital allocation

Boards should regularly review the company’s balance sheet and how cash positions, debt
and equity are blended to achieve acceptable returns for shareholders, while maintaining a
sufficient level of capitalisation and liquidity to provide a cushion against future risks.
Oversight of a company’s capital allocation policy is a key Board responsibility and directors
should be financially literate and understand the company’s cost of capital and expected
shareholder returns.

ICGN continues to recommend that:

4.1.A clear capital allocation policy be disclosed and reviewed annually by the Board to help
ensure that cash is employed in activities which are aligned with the company’s purpose
and strategic objectives to generate long-term value and to guide capital allocation
decisions in accordance with a long-term capital allocation strategy — for example in
relation to acquiring new businesses, making large capital investments, discontinuing
existing businesses and research and development expenditure.

4.2.A plan to reduce cross-shareholdings over a specified period be disclosed and progress
towards achieving a specified target be regularly reported to shareholders.

4.3.The nature of cross-shareholdings be disclosed, along with clarification of the impact on
returns on capital e.g., if they are a parent company, subsidiary, or supplier, and how
they intend to be reduced or eliminated over a designated time-period.

Additionally, ICGN recommends that:

4.4.The Board review the business portfolio annually including business unit return on
invested capital and cost of capital. If a return in excess of the cost of capital cannot be
achieved in a reasonable period, the Board should show a plan for exit. More generally,
economic profitability should be disclosed as evidenced in returns on capital relative to a
company’s weighted average cost of capital.

4.5.The rationale for holding non-strategic assets that may not be core to the company’s own
business or sector be clearly disclosed. If the rationale is insufficient and deemed to be
value destructive (i.e., suffering from low profitability below the cost of capital), such
assets should be sold, and proceeds returned to shareholders or used to invest in value
enhancing activities.

4.6.The rationale for shareholder returns be clearly disclosed noting that the dividend pay-out
ratio is conservative in Japan compared to other markets, adding to concerns about cash
hoarding without reasonable justification. This practice encourages speculative ambition
to expand by mergers / acquisitions or increases in capital expenditure without showing




any discipline around the return on invested capital. Boards should be able to explain
why the proposed dividend is set at the appropriate level, and what the ongoing dividend
policy will be. Dividends and share buybacks should be set by determining the use of free
cash flow in the context of the balance sheet: in principle, all free cash flow (i.e.,
operating cash flow minus capital spending) should be returned through dividends and
share buybacks.

5. CEO and executive pay

Pay plans should be designed to align the interests of the CEO and senior executives fairly
and effectively with the workforce and long-term company strategy, including the use of
sustainability-related metrics. ICGN welcomes that 85.5%’ of JPX Prime market listed
companies have established a Remuneration Committee. The committee should be
responsible for developing and disclosing clear policies and reports which are clear,
understandable, and comprehensive and which should describe how awards are granted to
the CEO and senior executives were determined and deemed appropriate in the context of
the company’s underlying performance in any given year.

ICGN continues to recommend that:
5.1.The process for remuneration setting as well as the rationale for individual levels be

disclosed including how it fits within the overall context of the company’s human resource
strategy.

5.2.CEO and senior executive pay be disclosed annually and on an individual basis in a
simple format including the proportions of fixed pay, bonus, long-term incentives, and
historical pay levels (two-three year). Disclosure should extend to non-cash benefits such
as director and officer insurance, pension provisions, fringe benefits and terms of
severance packages if any.

5.3.The rule requiring disclosure of individual remuneration more than YEN 100 million be
abolished and a new rule be enacted to require annual disclosure of CEO and senior
executive pay on an individual basis without a specified limit.

Additionally, ICGN recommends that:

5.4.Remuneration Committees, comprised wholly of independent directors, be established
and the Committee Mandate, approved by the Board, be mandatorily disclosed including
the committee role in relation to the remuneration policy, incentives, performance metrics
and assessment, and engaging with shareholders. Names of committee members and
independence status should also be disclosed as well as a summary of key subjects
discussed and committee member attendance records.

5.5.The rationale for remuneration awards aligned to key performance indicators should be
clearly described, including sustainability related objectives, and progress towards
achievement.

5.6.Independent director pay be disclosed annually and on an individual basis and be
structured in a way which ensures independence, objectivity, and alignment with the
long-term interests of the company and its shareholders.

For more information about ICGN visit www.icgn.org.

ENDS.
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EC—suites CEO: Chief Executive Officer CAE: Chief Audit Executive

; CFO: Chief Financial Officer CRO: Chief Risk Officer 5
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