NISHIMURA
& ASAHI

The Corporate Counselor

- Insights into Japanese Corporate Law -

March 2011/No.5-2

Squeezing Out Minority Shareholders—
A New Beginning To An End?

(Update)

Our newsletter earlier this month analyzed the important
endorsement by the Japanese Cabinet of a proposal to facilitate
the acquisition by a majority shareholder of all of the
outstanding shares held by minority shareholders in a Japanese
company. The inability to promptly and efficiently squeeze
out minority shareholders has been a gapping hole in Japanese
M&A, and the proposed legislation offered an important step to
filling this void.

We highlighted some of the unanswered questions concerning
the buy-out proposal, and our newsletter suggested answers to
many of these vagaries. Since the release of the buy-out
proposal, Japan’s Ministry of Economy, Trade and Industry
(“METI”) submitted a bill to the Japanese House of
Representatives for its consideration (the “Buy-Out Bill”) as an
amendment to the Law on Special Measures for Industrial
Revitalization (sankatsu hou).

The Buy-Out Bill discloses the basic principals for a new
minority shareholder squeeze-out process and we also now have
answers to some of the questions we highlighted in our earlier
newsletter, including:

a “shares subject to call” process (zenbu-shutoku-
joukoutsuki-syurui-kabushiki) can be used to squeeze-out
the minority shareholders without the need to hold a
shareholders’ meeting;

a bidder must first launch a tender offer and acquire 90%
or more of the outstanding voting rights of the target
company before it can effect a “shares subject to call”
process without a shareholders” meeting;
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before the launch of the tender offer, the bidder should
submit a tender offer plan to the ministers of the
ministries that oversee the target company’s business (the
“Competent Ministers”) and receive the approval of the
plan from Competent Ministers. The shares subject to
call process also must be approved by the Competent
Ministers, whose approval will be conditioned on the
squeeze-out plan not violating applicable laws and
regulations and the target company’s articles of
incorporation, and the buy-out price equaling the tender
offer price—all of the foregoing being elaborated in
further detail in subsequent ordinances; and

minority shareholders would not be entitled to “put” their
shares to the majority shareholder if it determines not to
effect a squeeze-out (but the minority shareholders would
continue to be entitled to appraisal rights if the majority
shareholder effects a squeeze-out).

The Buy-Out Bill does not indicate by what date after the
closing of the tender offer must the majority shareholder effect
its squeeze-out under the new process (but these details
presumably would be included in the squeeze-out plan
submitted by the bidder to the Competent Ministers for
approval and majority shareholders traditionally have a
tendency to effect a squeeze-out as soon as possible after the
closing of a tender offer).

The Japanese Diet may move on the Buy-Out Bill prior to the
completion of its current session, which ends this June.
Pending legislative approval, the Buy-Out Bill has no legal
effect. We will continue to keep our readers updated on
important advances concerning the Buy-Out Bill, especially if
the bill becomes law.
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SQUEEZING OUT MINORITY SHAREHOLDERS—
ANEW BEGINNING TO AN END?

M&A practitioners in Japan finally may have some good news!
A proposal was recently endorsed by the Japanese Cabinet that
could significantly improve the speed and ease to take a
Japanese company private. If the proposal is adopted, the
ability to wholly own a Japanese target company after the
completion of a tender offer could be assured within a matter of
days—a significant improvement over current practices in
terms of timing and certainty. The ability to smoothly gain
100% control over a target company through a tender offer also
could result in more take-over transactions being structured as a
first-step tender offer as opposed to a long-form corporate
combination (such as a merger that requires shareholder
approval). The speed to announce and launch an acquisition,
therefore, could be greatly enhanced. All signs point to this
legislation potentially providing a long-awaited adrenaline
boost to Japanese M&A.

In the June 2010 edition of The Corporate Counselor, we
discussed the various ways to squeeze out minority
shareholders in Japan. We indicated that the “shares subject to
call” process (zenbu-shutoku-joukoutsuki-syurui-kabushiki)
offers various advantages over other methods to take a company
private; however, the “shares subject to call” process is not a
panacea. In particular, this method requires (i) a somewhat
bizarre re-characterization of the target company’s shares so
they can be redeemed by the target company, which re-
characterization requires the approval of at least two-thirds of
the target company’s shareholders duly present at a
shareholders meeting, and (ii) a Japanese court must approve
the amount of cash consideration to be paid to the holders of the
target company’s fractional shares. As a result, time and
money could be lost as the target company holds its special
shareholders meeting to effect the foregoing, and no assurances
can be made that the particular judge would not adopt a radical
view towards the cashing out of the target company’s fractional
shareholders.

A New Beginning to an End?

On February 10, 2011, the Japanese Cabinet endorsed a
proposal to facilitate the acquisition of all of the outstanding
shares of a Japanese target company by an acquiror (the “Buy-
Out Proposal™”). Precise details of the Buy-Out Proposal are
currently not publicly available, but according to statements
made by Mr. Banri Kaieda (the Minister of Japan’s Ministry of
Economy, Trade and Industry, or "METI”), a shareholder
owning 90% or more of the voting rights in a Japanese
company (presumably after the completion of a tender offer
bid) would be entitled to purchase the remaining outstanding
shares. A shareholders’ meeting of the target company would

not be necessary to effect the buy-out right, and no mandatory
interaction with a Japanese court to approve the buy-out would
be required. However, shareholders would retain appraisal
rights. The Japanese Diet may move on the Buy-Out Proposal
prior to the completion of its current session, which ends this
June.

If the Buy-Out Proposal is adopted, a bidder could acquire full
control over a Japanese target company within a few days after
the closing of a tender offer, as opposed to waiting
approximately four months from start to finish if a “shares
subject to call” process is adopted, or an indefinite amount of
time if the “shares subject to call” process is challenged in a
Japanese court (although we have seen few court precedents
challenging this process).

The following is still unknown in light of the nascent stage of
the Buy-Out Proposal:

At What Price Can the Bidder Acquire the Shares? Mr.
Kaieda’s statement did not include a discussion of the
purchase price for the shares held by the minority
shareholders. Based on a prior proposal made by METI,
it is possible that the final legislation will set such
purchase price equal to the higher of the tender offer price
and the “fair” price for the minority shares. \We note that
if the tender offer price will be considered the floor for
“fair” price, then the minority shareholders could be
encouraged to hold out and exercise their appraisal rights,
since they would be assured at least the tender offer price
in the appraisal process. An understanding of the
meaning of “fair” price also will be critical.

Use Limited to Turnaround Situations? The Buy-Out
Proposal would be included in the Law on Special
Measures for Industrial Revitalization (sankatsu hou),
which is administered by METI (the Ministry currently
lead by Mr. Banri Kaieda, which adds further credence to
his statements cited above). However, this inclusion
could reduce the attractiveness of the buy-out rights
because (i) the bidder would be required to submit for
approval to METI a plan demonstrating how it would be
able to improve the business operations of the parties if it
is able to benefit from the provisions of this Law (though
we note that review of a company’s plans by METI
historically has not been stringent and a METI
determination prior to the launch of a tender offer should
be possible), and (ii) there could be a negative stigma
associated with utilizing this Law given that financially
weak companies were one of its original intended
beneficiaries.
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No Retributive Threat? It is conceivable that minority
shareholders will be entitled to “put” rights at the tender
offer price if a bidder acquires more than a supermajority
ownership interest in a Japanese target after the
completion of a tender offer. This would prevent an
aggressive bidder from threatening to leave the minority
shares outstanding without a sufficiently liquid trading
market or not offering to pay the tender offer price at a
later date if the minority shareholders do not tender in the
initial offer.

When and How Can the Bidder Effect the Buy-Out?
There are few details concerning how long after the
completion of the tender offer must the bidder effect its
buy-out option. However, it is highly likely that the
bidder would need to disclose at the launch of its tender
offer that it plans to buy-out the remaining shareholders if
it reaches the requisite share ownership level. It is also
unclear whether the bidder would be entitled to effect its
purchase rights under the Buy-Out Proposal by
conducting a short-form cash squeeze out merger,
exercising a statutorily-created purchase right over the
remaining outstanding shares, or undertaking some other
scheme.
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Until now, there has been no provision in Japanese law that has
been solely designed to permit a bidder to cash-out minority
shareholders. If a mechanism is adopted that would efficiently
and fairly allow a shareholder who owns an overwhelming
majority to assume full control over a target company, then this
could signal a new beginning to the end to the precarious limbo
that minority shareholders can create over a bidder’s desire to
fully integrate a local target company into its operations. A
clearer path to full ownership could allow more companies to
become interested in acquiring a Japanese target company,
which could lead to (i) greater competition among bidders, and
(ii) higher prices offered to target shareholders. The trade-off
between greater certainty and a higher price could prove to be a
win-win for both bidders and shareholders.

We will monitor developments concerning the Buy-Out
Proposal and keep our readers updated on important advances.
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SQUEEZING OUT MINORITY SHAREHOLDERS—
WHO’S REALLY BEING SQUEEZED?

A purchaser often will desire to acquire full control over a target
company in order to maximize various efficiencies. Gaining
complete control over a Japanese target company can reap
many benefits to a purchaser, such as: (i) streamlining the
corporate governance of the target company since with only one
shareholder, an extraordinary shareholders resolution can be
obtained by written consent in as little as one day (as opposed
to an approximate two-month period if the shares of the target
company are publicly traded); (ii) providing the purchaser with
the full benefit of increases in the target company’s value; (iii)
eliminating conflicts of interest issues and fiduciary duty
concerns for the majority shareholder and its director nominees;
and (iv) dispensing with the need to comply with Japanese
insider trading regulations and the need to prepare and file
periodic securities reports (if the target company is a publicly
traded company in Japan).

A purchaser ordinarily will launch a tender offer as the first step
to acquiring a control over a publicly traded target company.
Typically, not all of the target company’s shareholders will
tender their shares in the offer, leaving a minority shareholder
base (which thwarts a purchaser’s ability to achieve the benefits
discussed above). Squeezing out minority shareholders in
Japan, however, normally requires prudent planning in light of
the current legal uncertainties associated with this process.
Experienced advisors should be retained early in the process to
evaluate proposed squeeze out structures and assess timing and
market reaction. Public relation concerns also should be
factored into the decision making process, as poor publicity can
sap economic benefits gained from the integration.

Background. There are a variety of ways in Japan to
potentially squeeze out minority shareholders, including:

e share-for-share exchanges or triangular share-for-
share mergers or exchanges, in which the shares of the
purchaser (or its ultimate parent company) are
exchanged for the shares of the target company;

e cash-for-share exchanges or mergers, or triangular
cash-for-share mergers, in which cash is exchanged
for the shares of the target company (typically set at
the tender offer price if such process was effected
within a reasonable time period before the cash
exchange or cash merger);

o direct share purchases from the minority shareholders;
or

e a“shares subject to call” (zenbu-shutoku-joukoutsuki-
syurui-kabushiki) process (as explained below).

June 2010/No.1

The selection of which squeeze out method to adopt is highly
fact driven, and we do not try to list all of the pros and cons of
each method in the abstract. However, we note that the
delivery of shares of a publicly traded company in Japan in a
share-for-share exchange may make compliance with this
scheme difficult for many purchasers, and Japanese corporate
tax concerns at the target company level may reduce the
attractiveness of cash-for-share exchanges or mergers and cash
mergers. Direct share purchases from minority shareholders
can be cumbersome and inefficient due to the potentially large
and diverse pool of sellers and the lack of assurance that all of
the minority shareholders will agree to sell their shares (let
alone without seeking an exorbitant hold-out price).
Furthermore, if the target company is a publicly traded
company, then making direct share purchases in order to
acquire control over the target company would require the
purchaser to launch a tender offer, but launching a tender offer
doesn’t assure the purchaser that it will be able to gain complete
control over the target company because some of the minority
shareholders may determine not to tender their shares in the
offer (as mentioned above). We note further that despite
widespread press coverage that the 2006 revisions to Japan’s
Company Law permitting triangular mergers or exchanges
would allow foreign companies to use this squeeze-out
technique, to date we are aware of only Citibank utilizing a
triangular share-for-share exchange to complete an acquisition
in Japan (this technique was used by Citi in its 2008 squeeze-
out of the minority shareholders of Nikko Cordial Corp).

A better approach to squeeze out minority shareholders? A
“shares subject to call” process, which was developed as an
outgrowth of the 2006 revisions to Japan’s Company Law, can
be an effective squeeze-out method and warrants special
attention due to its somewhat bizarre process. A “shares
subject to call” squeeze out is ordinarily effected as follows: (i)
the common shares of the target company are re-characterized
as shares that can be called/redeemed by the target company
(ergo the name “shares subject to call”), which re-
characterization requires the approval of at least two-thirds of
the target company’s shareholders duly present at a
shareholders meeting (which vote can include the target
company shares owned by the purchaser) in order to amend the
target company’s Articles of Incorporation to provide for the re-
characterization as the “shares subject to call,” (ii) the target
company obtains shareholder approval to redeem the “shares
subject to call” and instead of paying cash, the target company
uses another class of its shares as consideration for the
redemption (we note that the requirement to obtain shareholder
approval to re-characterize common shares as the “shares
subject to call” and to redeem the “shares subject to call” can be
obtained in one shareholders meeting, rather than two separate
meetings), (iii) the exchange ratio for the number of the target
company’s other class of shares that can be received in
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exchange for the target company’s “shares subject to call” is set
so the minority shareholders are entitled to receive only a
fractional share (i.e., less than a whole share), and (iv) upon
receiving court permission, the target company sells the total of
the fractional shares to the purchaser and distributes the
proceeds to the minority shareholders on a pro rata basis (the
sales prices ordinarily would be the tender offer price), thereby
eliminating the share ownership of the minority shareholders in
the target company.

A “shares subject to call” process can be beneficial to a
purchaser because the purchaser does not need to be a company
organized under the laws of Japan in order to utilize this
method, more than one major shareholder in the target company
can remain after completing the process (if desired by the
purchaser), and taxation of unrealized gain at the target
company normally should not occur.  Since the target
company will offer a new class of shares, the deal team should
be sensitive to whether the securities laws of other nations will
apply if minority shareholders reside outside of Japan.
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Japanese law and case precedents do not provide a single
cure-all approach on how to eliminate the share ownership
position of minority shareholders. A “shares subject to call”
process, therefore, should not be considered a panacea. For
example, if this process is utilized the dissenting shareholders
may exercise appraisal rights, a potentially time consuming and
expensive process that provides the minority shareholders with
the opportunity to obtain a higher purchase price than the price
paid in the prior tender offer.  This potential price disparity
could create incentives for a minority shareholder to undertake
substantial maneuvering.

We will discuss in a subsequent client briefing the appraisal
process in connection with a squeeze-out using a “shares
subject to call” process, and the issues to consider and traps to
avoid when an appraisal is initiated in this context.
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