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[abstract]

As of June 1, 2015, the Tokyo Stock Exchange mandated a ''corporate
governance code' on firms that would list their stock on its exchange.
In effective, the code required most listed firms to appoint outside
directors to their boards. The code itself was the output of a study
committee organized under the auspices of the Financial Service Agency
and the Exchange. And it had as its formal impetus the 2014 amendments
to the Corporate Code that increased pressure on Firms to appoint outside
directors.

The mandates trace their origins to debates within other countries
over corporate governance, and to the on-going political disputes over
reviving Japanese economic growth. In this article, we explore four
questions relating to the mandate: (@) what do the outside director
mandates actually require, (b) who actually decides the substance of
the mandate, (c¢) what process resulted in the mandate, and (4) what
relation does the mandate bear to economic theory and empirical research?

By standard economic theory, market pressure will push
shareholders to select those directors (whether insiders or outsiders)
who most effectively increase stockholder wealth. To mandate the
appointment of anyone else (again, whether insiders or outsiders) will
necessarily cause stockholder welfare to fall. The proponents of the
new mandate argued aggressively that that it would stimulate the Japanese
economy. We suspect they will soon adopt other measures that require
outside directors even more rigidly. Nothing in economic theory or

research, however, provides any support for their claims.
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Foundational financial legislation is typically adopted in the midst or aftermath of
financial crises, when an informed understanding of the causes of the crisis is not yet
available. Moreover, financial institutions operate in a dynamic environment of
considerable uncertainty, such that legislation enacted even under the best of
circumstances can have perverse unintended consequences, and regulatory
requirements correct for an initial set of conditions can become inappropriate as
economic and technological circumstances change. Furthermore, the stickiness of the
status quo in the U.S. political system renders it difficult to revise legislation, even

though there may be a consensus to do so. (Romano, 2011, Abstract O Hi}-5547)
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