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THE APPRAISAL PROCESS IN SQUEEZE-OUTS—
DISSENTING SHAREHOLERS MAY HAVE THE LAST
LAUGH

The appraisal process in Japan can expose an acquiror to an
unexpected conundrum. The purchase price in a first-step
tender/second-step squeeze-out transaction can, in most cases,
conclusively serve as the purchase price offered to minority
shareholders in a follow-on appraisal proceeding. While this
predictability in purchase price may appear beneficial to an
acquiror since it should be better able to manage the financing
for the acquisition, the purchase price floor may also create
financial incentives for dissenting shareholders to challenge the
purchase price if the believe that they will receive no less than
the purchase price in an appraisal proceeding.

In this client briefing, we focus on how a dissenting shareholder
can exercise appraisal rights in a squeeze-out context, and the
factors according to which a fair price is normally determined
for the shares held by dissenting shareholders. In particular,
we analyze appraisal rights in connection with a squeeze-out
using a “shares subject to call” process (zenbu-shutoku-
joukoutsuki-syurui-kabushiki), as this process is commonly
used to squeeze-out minority shareholders and recent Japanese
case law sheds light on the inner-workings of the appraisal
process in this squeeze-out context.  For information about the
“shares subject to call” squeeze-out process, please refer to our
June 2010/No.1 client briefing.

Invoking Appraisal Rights

Article 172 of Japan’s Company Law provides a shareholder
who opposes a squeeze-out using a “shares subject to call” with
appraisal rights, if the shareholder: (i) sends a written notice of
dissent concerning the acquisition of their shares to the target
company before the relevant general shareholders meeting is
held to approve the redemption of the “shares subject to call,”
(ii) votes against the foregoing resolution at the general
shareholders meeting, and (iii) petitions the relevant court to
determine the purchase price within 20 days after the
aforementioned shareholders meeting. The target company is
required to pay interest on the appraised value of the dissenting
shareholder’s shares at a rate equal to six percent per annum
(payable during the period from the date of redemption of the
dissenting shareholder’s shares until the date of payment of the
appraised value of the dissenting shareholder’s shares).

Please note that Japan’s Company Law also provides an
appraisal remedy under other sections. While the rights,
obligations and issues that arise under these appraisal sections
share similar ground with Article 172, the analysis may not be
completely the same and is not addressed in this client briefing.

Determining Fair Price

Recent Japanese court cases relating to appraisals under Article
172 of Japan’s Company Law provide an overall approach to
determining the value of shares held by dissenting shareholders.

Rex Holdings Case. Rex Holdings was acquired through a
management buy-out led by its management and a Japanese
private equity house, with a tender offer bid launched on
November 10, 2006 at JPY230,000 per share. The tender offer
price was equal to the average market price for the one month
period prior to the launch of the tender offer, plus a premium of
13.9%. The bidder acquired 91.51% of the voting rights of
Rex Holdings through the tender offer, and at a subsequent Rex
Holdings shareholders meeting, approved a squeeze-out using a
“shares subject to call” process. The tender offer price served
as the squeeze-out price. The dissenting shareholders of Rex
Holdings argued, among other things, that the tender offer price
was not fair because management of Rex Holdings intentionally
made a public announcement of lower than expected earnings
in order to lower the Rex Holdings share trading price during
the period in which a share premium would be assessed for the
management buy-out.

On May 29, 2009, the Japanese Supreme Court confirmed the
decision of the Tokyo High Court that the price offered by the
company was not fair. Based on the methodology employed
by the court, we offer the following decision tree to evaluate the
fairness of the price offered to minority shareholders in a
squeeze-out using a “shares subject to call” process:

e Step one—evaluate procedural aspects: the process to
determine price should be fair (e.g., conflicts of interests
and extraordinary events should be addressed). If the
process to determine the take-out price is fair, then
Japanese courts are likely to defer to the valuation
determined by the bidder and the target company.
However, if the process is not fair, then the court may
insert its own view as to proper valuation (as discussed
below). In the Rex Holdings case, the court was
skeptical of the valuation process because the
representative director of Rex Holdings who negotiated
the purchase price would financially benefit from a low
acquisition price, and he did not appear to have
aggressively negotiated the purchase price. The court
also negatively viewed the aforementioned press release
announcing the lower earnings, because the public
announcement about the extraordinary loss did not
include positive aspects of the business plan known at the
time (such as the strategy to close unprofitable operations
and accelerate the development of new operations).

e Step two—if the process is not fair, then evaluate price:
when left to determine value, Japanese courts may view
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the fair price for the shares of the minority shareholders
being squeezed-out as being equal to the “objective share
value” for the securities, plus a “premium,” with

- “objective share value” equaling the average trading
price for the target company’s shares during a period of
time immediately prior to the launch of the tender offer,
absent special circumstances that may indicate that the
average share trading price is not representative of the
fair price for the shares (e.g., market rumors, earnings
announcements or other factors that could cause a
temporary fluctuation in the share price of the target
company). In the Rex Holdings case, the court
believed that six months prior to the deal’s
announcement was the appropriate share trading price
window under the circumstances.

a “premium” being offered in order to compensate for
the loss of potential increases in the share price of the
target company. In the Rex Holdings case, the court
determined that a 20% premium was reasonable based
on its understanding of market practices for analogous
transactions at such time.

The Cybird Holdings case provides a good example of a
Japanese court employing the analysis adopted in the Rex
Holdings case.

Cybird Holdings Case. Cybird Holdings Co., Ltd. was
acquired through a management buy-out led by its management
and a private equity firm, with a tender offer bid launched on
October 31, 2007 at JPY60,000 yen per share (which
represented a premium of 13.4% over the closing price on
JASDAQ on October 30, 2007 and a premium of 40.8% over
the average closing price for the prior three month period). On
September 18, 2009, the Tokyo District Court delivered a
decision regarding the fairness of the squeeze-out price paid to
the minority shareholders. The court concluded that the price
paid to the minority shareholders was fair and rejected their
request for additional compensation because the court believed
that the tender offer price was determined as a result of arm’s-
length negotiations between the bidder and the target company.
The court cited various reasons supporting this determination,
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including: (i) Cybird’s board obtained advice from financial
advisors when determining whether to approve the transaction;
(ii) a committee consisting of four persons independent from
Cybird was formed to assist in the acquisition negotiations (the
committee consisted of two outside directors, one outside
lawyer, and one outside businessman); (iii) Cybird disclosed
sufficient information to the minority shareholders; (iv) Cybird
obtained a valuation report from its independent financial
advisor; and (v) the representative director of Cybird Holdings
negotiated forcefully against the bidder to raise the tender offer
price.

We note that the Cybird decision has been appealed, so
Japanese higher courts may offer new insights.

* * Kk k%

The appraisal process in Japan could inadvertently encourage
shareholders from a financial point of view to challenge an
acquisition and seek appraisal rights even when a deal is
equitably run and managed, as (i) the tender offer price is
frequently used by Japanese courts as the floor value when
determining fair price, and (ii) dissenting shareholders may
obtain tax benefits when exercising their appraisal rights (as the
company would redeem the shares of the dissenting shareholder
in an appraisal process). However, not all shareholders may
benefit from Japanese courts’ deference to the tender offer
price. On March 30, 2010, the Osaka District Court approved
an appraisal value below the tender offer price in the Daiwabo
Information System Co., Ltd. going private transaction, as the
court did not believe it was necessary to defer to the tender
offer price in a scenario where the dissenting shareholder
acquired its target shares after the tender offer closed and the
share-for-share ~ exchange  agreement was  executed.
Accordingly, except in circumstances similar to the Daiwabo
case or other extreme scenarios, stockholders owning a
significant amount of shares to justify the upfront expense to
initiate an appraisal proceeding could be perversely motivated
to assert their appraisal rights even in well-run deals on the
belief that, except for transaction costs and loss of time value,
they will receive in the appraisal process at least the same price
offered in the tender offer (and possibly more).
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