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Executive summary

Background

Historically, Japanese companies have tended to grow organically, export without entering new markets, recruit
employees early and retain them throughout their careers, and focus on stakeholders such as employees, banks
and trade partners over shareholders. But the country’s business environment has experienced major shifts over
the past decade, driven by new mergers and acquisitions, global business expansion, increased talent mobilization
and a stronger focus on the management of return on equity. Today, Japanese companies must transform them-
selves to grow further, and this means embracing a new way of doing business. To start, companies can demand
better oversight and advice from board members. Amid inorganic growth strategies and plans for globalization,
board governance reforms have become a hot topic.

Today, Japanese companies must transform themselves to grow further, and this means
embracing a new way of doing business. Amid inorganic growth strategies and
plans for globalization, board governance reforms have become a hot topic.

Changes are afoot in Japan’s overall approach to corporate governance. The Japanese Corporate Governance Code
took effect in June 2015, which sets rules regarding whistle-blowing, disclosure, stakeholders’ rights and more.
Although compliance is voluntary, support from both the government and the Tokyo Stock Exchange (T'SE) seems
to be creating the momentum needed to pressure companies into making meaningful changes.

One focus of the Corporate Governance Code is the company’s board of directors, including its composition and respon-
sibilities. According to the code, “The board should be well-balanced in knowledge, experience and skills in order to
fulfill its roles and responsibilities, and it should be constituted in a manner to achieve both diversity and appropriate
size.” The code also states, “Independent directors should fulfill their roles and responsibilities with the aim of
contributing to sustainable growth of companies and increasing corporate value over the mid- to long-term. Companies

should, therefore, appoint at least two independent directors who sufficiently have such qualities.” This means just
appointing outside directors is not enough, but it’s critical to appoint qualified persons and make the best use of them.

Structure of the board

Japanese companies have responded to this call: In July 2014, approximately 65% of TSE-listed companies had
outside directors. In July 2015, nearly 9o% did. And as of December 2015, all Nikkei 225-listed companies had at
least one outside director.

Compared with the US, however, Japan still has progress to make. Among companies listed on the S&P 500, for
example, outside directors hold an average 84% of corporate board seats, compared with only 23% of Nikkei 225-listed
companies in 2014. In addition, US board members are more likely to have executive management experience,
most often from companies in the same industry. The average S&P-listed company has 6.5 outside directors with
business experience. In contrast, the average Japanese board has only 1.2 outside directors with business experience,
and the remaining directors may represent varied backgrounds including academia and law.
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Links to total shareholder return

Bain & Company wanted to learn more about the effect of boards of directors, and especially their composition,
on company performance. We conducted a bottom-up analysis of 500 Japanese public corporations comparing
board membership composition with companies’ total shareholder return (TSR). Our findings: An effective board
of directors includes members who are external to an organization and have relevant management experience.

We classified the board members of the companies we studied as having either no management experience,
experience with the same corporate group or financial institution, experience with a company in another industry,
experience with a relevant business, experience at a shareholder or parent company, or experience with a
competitor. The deeper and more relevant a board member’s experience, we concluded, the more effectively he
or she can advise a business. In addition, there is a positive correlation between the depth of experience of both
inside and outside board members and TSR. The companies with the highest TSR, on average, are those who
have both inside and outside directors with experience working for competitors.

Using boards effectively
Do more experienced boards cause higher TSR, or are they merely a symptom? Is a third factor responsible for both?

We see the makeup and effectiveness of corporate boards as indicators of how well a company is run. However,
an experienced board—and a corresponding high TSR—may simply be two signs of a well-managed, mission-
focused business. In other words, building a strong board of directors is just a start. It is necessary but not
sufficient for success. Companies will get the most value from their outside directors if they engage them
systematically and make efforts to integrate them into company culture.

We followed up our analysis with interviews of senior executives—including CEOs, C-level executives and outside
directors—to gain a deeper understanding of how boards can contribute to a company’s performance. We
distilled the insights we gained into six key best practices:

«  Ensure commitment of internal senior management. There must be consensus among top management that
“outsiders” are not a threat but rather a source of valuable insights.

«  Clarify outside directors’ expected role. Companies must clearly explain to their directors where and how they
are expected to offer their expertise.

«  Share the company mission and culture. Outside directors can better advise if they understand a company’s strategy,
not just its formal characteristics. Companies should share their culture and norms—both the good and the bad.

- Discuss the company’s strategy, operations and performance. Corporations should take time to explain industry
basics and field information to bring directors up to speed.

«  Setup appropriate forums for feedback. Outside directors must feel free to speak openly with the company’s
CEO. The company should also provide opportunities for directors to discuss both supervision duties and
operational agendas.

« Implement outside feedback. For outside directors to be legitimate, their feedback must actually be applied
to operations. Company employees must take action based on their advice within appropriate timelines.
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Governance and operating execution

As Japanese companies adjust to the new Corporate Governance Code and become increasingly international,
they will confront both opportunities and challenges. Historically in Japan, corporate governance has emphasized
incumbency and promotion from within. The role of the corporate headquarters has often consisted of little more
than summarizing mid- to long-term management plans, monitoring their status or approving numbers. There
has been minimal segregation between pure governance and operation execution. The new governance code,
however, has caused companies to increasingly divide these two functions. We believe that this redistribution of
responsibility will lead to better allocation of skills and experience.

Under this new management structure, the corporate headquarters will act as a hinge between governance and
execution, supporting both activities equally. Headquarters will communicate insights and direction from the board
to working-level employees and vice versa. This will also require corporations to rethink their talent pipelines,
recruiting and developing separate talent streams for governance and execution. The new structure also includes
outside director ownership of CEO appointment, succession, compensation and reviews—Ileading to further
objectivity and transparency.

The balancing act between governance and operating execution may prove
challenging for many Japanese corporations. But they require balance: between
governance and execution, between the advice of inside and outside experts,
and between those with deep industry experience and those with knowledge in
other areas.

The balancing act between governance and operating execution may prove challenging for many Japanese
corporations. But they require balance: between governance and execution, between the advice of inside and
outside experts, and between those with deep industry experience and those with knowledge in other areas.
Establishing open lines of communication between directors, creditors and shareholders on one hand, and
customers and trade partners on the other can lead to improvements that reinforce and strengthen both engines
of the organization.

Japanese companies are responding to the guidelines set forth by the new governance code. They are also
realizing that if they want to venture into new markets and add new capabilities, they need fresh perspectives.
Diverse boards of directors, managed appropriately, provide this. The more receptive and responsive corporations
are to outside advice, the faster they will achieve balanced, effective governance. And when they do that,
corporations—and their shareholders—will reap the rewards.
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Building more

diverse boards:
Links fo total
shareholder

return

In response to the new Corporate Governance Code,
Japanese companies have begun to add outside
directors to their boards of directors. As of July 2015,
approximately 90% of TSE-listed companies had
outside directors.

However, boards are still in the early stages of trans-
formation. Although Japanese and US companies
have roughly the same average number of directors,
only about one-quarter of the boards of Japanese
companies include outside directors—compared
with 84% of US companies—meaning that fewer
outside perspectives are represented.

Additionally, the outside directors in Japan are less
likely to have relevant business experience than
those in the US. Whereas roughly 70% of US outside
directors have past experience with a company (includ-
ing a parent company or competitor), only about
50% of Japanese outside directors do. These factors
combined mean that, on average, Japanese companies
have roughly five times fewer outside directors with
business experience than US companies.

Only about 20% of Japanese companies hire out-
side directors with management experience at a
competitor company, parent/shareholder company
or other relevant business. And 60% of Japanese
companies have internal board members with no
outside work experience.

These differences have real consequences. Companies
that appoint outside directors with relevant ex-
perience have higher TSR than those that do not.
The same is true for internal board members with
outside management experience. Companies with
directors who have previous experience with
competitors have the highest TSR of all.

Not all types of directors benefit businesses equally.
Companies with outside directors who have worked
at other companies in the industry have an average
TSR of 182%, compared with 81% among those
companies with no external directors. However, adding
directors from unrelated companies, academic or
legal backgrounds has little effect on TSR.
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?@M@ /: Nearly 90% of the companies listed on the Tokyo Stock Exchange had outside directors as of
July 2015

Percent of total companies Percent of total companies
100% 3,414 225 100% 3,474 225
80 80
60 60
40 40
20 . 20
0 e 0 e
TSE Nikkei 225 TSE Nikkei 225

‘.Hcve outside directors [l No outside directors

Sources: Tokyo Stock Exchange “TSE-listed Companies White Paper on Corporate Governance 2015;” “Appointment of Outside Directors by TSE-listed Companies,” July 29, 2015

?:I;ﬂui’e 2 : Nikkei-listed companies have fewer directors with relevant management experience vs. US

Percentage of outside directors only about 1/4 of US Fewer Japan directors have business experience
Percent of outside directors in board (2014) Past experience of outside directors (2014)

100% 100% 22 91
Others
84 Legal profession =
" ” [ ]
60 60
40 40
23 Industrial
20 20 company
0
Nikkei 225 S&P 500 Nikkei 225 S&P 500
average average
Directors 10.8 10.8

Outside directors
Outside

with business
directors 2.4 —°—> 9.1 experience 1.2 —e—> 6.5

*Including alumni of banks, securities companies, insurance agencies, asset managers (outside executives in Japan are mainly ex-directors)
Sources: Spencer Stuart Japan Board Index 2014; Spencer Stuart U.S. Board Index 2014
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?@M@ 2 Board structure and membership segmentation framework

< Executive experience of outside directors P>
0] 1] 4= Outside director with the following previous experience =———p
No No 2] Same
outside executive corporate
director experience group/
financial
institution
Has work
experience Advanced
in ... board
Other SO (US, Private
Outside company & equity model)
experience Japanese
of internal g companies
directors today
No work Japanese /
experience companies
in other in the past

companies

Source: Bain & Company

;@ wure 4: Only 20% of the companies we analyzed hire outside directors with relevant experience; internal
directors tend to have no outside work experience

Distribution of directors’ experience (n=500*)

< Executive experience of outside directors >
1] <= Outside director with the following previous experience ==
Same corporate group/ Relevant (- Shareholder/
No financial institution business | parent company
executive

experience 2]

193

Al _—

Has work | Competitor

experience
in ...
Outside Other 60
experience company
of internal [[q
directors No work
experience

in other 20

40

companies

0
*Nikkei 225 and TOPIX 100; also includes some samples from TOPIX Mid 400 and TOPIX Small

Sources: Company IR; Bain analysis

Page 7



CORPORATE GOVERNANCE IN JAPAN | Bain & Company, Inc.

?@ ure S Relevant experience correlates with higher shareholder returns for both internal and external directors

Experience e directors drive high TSR— Companies with outside executives that fit

even more so when they have experience with competitors their strategy/business have high TSR

TSR Median* o
N Significant effect
Work ' 200% when hired from
ork experience 144 Important to hire a competitor

in competitor executives who fit

their strategy/business
150 |(related industry, client,
R&D professional)

0 ; /
' 81

Work experience
in other company

81

50
No work experience
in other companies
0
0 50 1 OQ 150% Il No executive Other Shareholder/
Total shareholder return median experience company parent company
E1 Same corporate Y Relevant B Competitor
group/financial business
Sources: Company IR; Bain analysis institution

F@M@ & Relevant experience correlates with higher returns for both internal and external directors

Experience of inside/outside director vs. TSR (n=500)

Total shareholder return median

Median: 89%

200%
150
Outside experience
100 of internal directors
/
50 /n Competitor experience
n Other company experience

nNo executive [BY Same corp. ElOther Bl Relevant [ Shareholder/ Y Competitor c| No outside experience

experience  group/financial  company business  parent company /
institution
< Executive experience of outside directors >

Sources: Company IR; Bain analysis
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Using boards

effectively: Best

practices from top

corporations

While board structure is a reliable indicator of
TSR, appointing a diverse board is only a start.
To be most successful, companies must put board
members’ outside expertise and perspectives to
work. They can create value for shareholders
through systematic engagement and integration
of outside directors into the company.

As revealed in our interviews with top executives
at major Japanese companies, best practices
regarding utilization of outside directors fall into
two main categories: processes and systems for
gathering directors’ input, and integration of
outside directors into a company.

Effective use of outside board members requires
culture change. Top management must not fear
the views and possible criticism of outsiders;
instead, they should welcome new perspectives
and act promptly on feedback. Company employees,
too, should understand the importance of opinions
from outside directors and be empowered to take
action based on their advice.

Although outside directors are not employed by
the corporations they serve, they must be treated
with an attitude of acceptance and inclusion.
This means clearly explaining the expectations for
their responsibilities, giving them ample
opportunities to share opinions and educating
them on industry trends and company culture.

At their best, outside board members should serve
a “check and balance” function for corporations,
providing oversight of executives’ actions and
offering objective, unbiased knowledge. If outside
directors understand a company’s culture and
strategic priorities, they can help companies grow
while ensuring they maintain their distinctive
spirit and strengths.
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—r':blﬂwe 7 Only through effective use of outside directors and governance can “outside blood” drive

shareholder value creation

Six components for effective ufili n of outside directors

Effective process/systems for gathering input Integration of outside directors to company

Effective

governance

Growth while maintaining
company spirit and strengths

e Challenging internal norms

e Bringing in knowledge and
experience from outside industries

e Functionality of checks and balances

Source: Bain & Company

?:igwre & : Best practices of outside directors—effective process and systems for gathering input

Ensure commitment of internal
senior management

e Platforms to discuss not only supervision duties (appointment, compensation) but also
Set up appropriate to share opinions on important execution agendas (investment, strategy design)
forums for feedback

e Opportunities for outside directors to have frank discussions in private with CEO

e Clear a time for a discussion surrounding important internal decisions and implementation
down to the working level

Implement outside feedback
into operations

* Working-level employees understand importance of opinions from outsiders and can take
action based on their advice

Source: Bain & Company
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?@M@ 7 : Best practices of outside directors—integration of outside directors to company

Clarify outside directors’

expected role

e Sharing the company’s development from a strategic perspective rather than just
a formal description of development/history

Share the company

..  Discussions surrounding company culture and dynamics (top-down, working-level
mission and culture (¢) pany M (fop , 9

driven, etc.)

o Sharing all elements of company culture and norms (the good and the bad)

e Regular lecturing of industry norms and strategy design for outside directors

Discuss the company’s e Sefting opportunities for outside directors to be exposed to operational
strategy, operations working-level information (e.g., discussion with line managers)

and performance
e Explanation of agendas before board meeting

Source: Bain & Company
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The road ahead:

Developing a

governance

mindset

In the past, governance and operations have been
managed by shared teams, diminishing the
responsibility of the corporate headquarters. In
today’s ideal management structure, however, the
headquarters is the hinge between governance
and execution.

Going forward, governance and execution within
Japanese companies should be managed
separately due to the different skills and experi-
ence they require. Companies should also seek
out independent points of view in the form of
outside directors to provide oversight and advise
on strategy. Outside directors should primarily own
the processes of CEO appointment, succession,
compensation and reviews.

Governance and execution should have distinct
talent management processes and pipelines.
Companies should nurture internal talent and
capabilities in parallel with the succession of

the board.

Japanese corporations face many challenges in
shifting to this ideal management structure. These
include overcoming the traditional “employee-
driven” nature of many Japanese companies,
shifting from an individual-based approach to a
more systematic model and swapping talent
frequently to prevent stagnation.

Companies that manage to do this, however, will
not only build greater alignment on key initiatives;
they will also improve their communications with
external stakeholders and deliver a better value
proposition to customers and suppliers.

The evolution may not be easy. Many companies
will likely confront internal biases and suspicions
of “outside blood.” The sooner corporations
embrace a balanced governance model, the
sooner they are likely to see improved returns.
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?@M@ /O : Toward a more effective governance and operating execution

Typical Japanese company management structure Management structure going forward

Shareholders/stakeholders

A

Board

Corporate headquarters

Division/regional head

Shareholders/stakeholders

A

Board

Governance

Corporate headquarters

Division/regional head

Subsidiaries/operations Subsidiaries/operations

¢ Governance and executional activities are e Separation of governance and execution

not separated and are managed together « Corporate headquarters is the node

e Corporate headquarters” main role has been summarizing between governance and execution;
the management plan or approving numbers must support both activities

Source: Bain & Company

F@M& /[ : Challenges in shifting to the ideal management structure

¢ Outgrowing the traditional working-level driven nature of Japanese companies
e Nurturing and managing differing capabilities/talent required for execution and supervision
e Eliminating collusion and establishing an objective third-person perspective
e Acquiring nominating rights of CEO position from the nominating committee
o Shifting from current individual-based approach to more systematic model (mechanisms, organization design, efc.)

* Frequently interchanging talent to prevent stagnation

Source: Bain & Company
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?@M@ /2 : Turning to outside experience is a major trend; the key is to manage initiatives from both

supervision and execution sides

Customers,
trade

pariners

Greater value proposition
to customers
and suppliers

utilization
of outside
experience

Operational
improvements

Customer needs
and insights

Source: Bain & Company

Define monitoring
target

Clarify mission at
front line

Agree
on key
initiatives
(must-win
battles)

Appropriate
evaluation of results
and incentive/
competitive setting

Learn from results and
reflect on subsequent
strategy

Regulatory/
government,
creditors,
shareholders

Improved quality
of external

Select "
communications

leaders and
leverage
outside
experience

Improved
decision

makin
s Opinions from

shareholders and
outside directors

F@M@ /Z: The evolution process of a governance model that takes advantage of outside blood

® How should we share info in
order fo best leverage
outside directors’ expertise?

® How should we incorporate
outside advice into our
managing and execution?

Balanced, effective governance

Effective process and application

® Governance mechanism is
complete and can be fully
activated without relying on
individual capabilities

¢ Independent, external
perspective exists and functions
as a check and balance

® What expertise/perspectives

do we most need for our

® We need to transcend
current situation?

traditional ways of thinking

to encourage future growth Structure change

¢ Including competitor and
foreign executives, who would

o Friction caused by the harsh
be the most suitable advisere

(but fair) perspectives of out-

side directors is inevitable
- - Commitment fo invite

outside perspectives * We have to revise our

} ) management style given large
* We know our indusfry M&As and external investors

and our company best
® Venturing into unknown foreign

markets and new businesses is
necessary for future growth

Risk/opportunity
awareness

* We've always managed
to overcome obstacles
by ourselves

Internal expertise

Source: Bain & Company
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Methodology

For our analysis, we chose a sample of 500 prominent Japanese public companies, including Nikkei 225- and
TOPIX 1o0-listed companies, as well as some samples from TOPIX Mid 400 and TOPIX Small, taking care to
include the core companies in each industry. We then categorized the companies according to Bain criteria
regarding the composition of their boards of directors, using information from FY 2014 financial reports in a
bottom-up manner.

We defined TSR as the sum of capital gains and dividends versus investment amount if stock had been held from
the end of calendar year 2009 to calendar year 2014. We used the median value of TSR for each sample within
each segment.
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