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A Model For Olympus Shareholder Litigation

Law360, New York (January 05, 2012, 7:08 PM ET) -- The admission by Olympus
Corporation of a JPY 135 billion ($1.8 billion)[1] accounting scandal[2] and the
dramatic drop in the company’s share price since news of the irregularities
became public leave little doubt that litigation will result.[3]

The U.S. Supreme Court’s 2010 ruling in Morrison v. National Australia Bank Ltd.
(561 U.S. 08-1191 (2010)) closed the door to international investors seeking
recovery through the U.S. courts for fraud-related losses unless the transactions
were executed in the U.S. Morrison precludes all but Olympus’ American
Depository Receipts buyers[4], from U.S. litigation but international investors may
take advantage of Japan’s 2006 Financial Instruments and Exchange Act (FIEA)
and recent case law to bring civil suits in Japan. Investors that made large share

purchases over the last year[5] may well find it economical to bring individual FIEA
claims. Paul Hinton

Olympus’ largest potential claimants in shareholder litigation include U.S.-based
Harris Associates LP and Southeastern Asset Management Inc.[6], which together
hold nearly 10 percent of shares outstanding.[7] As these entities remain invested
(indeed, they are pushing to replace the company’s current management)[8], their
significant stake in a recovery may make them unlikely to sue. But investors’
interests vary and may change as the company’s response to the scandal plays
out. Furthermore, the company itself may file suit on behalf of its investors against
directors, managers and advisers.[9]

The shareholder suits against Livedoor Co. Ltd., whose accounting fraud remains
the largest yet to be litigated under FIEA, provide some basis for assessing the
prospects for shareholder litigation against Olympus in Japan. Similarities in the
nature of the alleged frauds perpetrated by the two companies (described below)
make the Livedoor experience particularly instructive. In light of the findings of
fraud by Olympus’ Third Party Committee[10] and Olympus’ JPY 57 billion

(5740 million)[11] restatement of retained earnings as of March 31, 2011,

the Livedoor experience suggests that at least some Olympus shareholders could
recover much of their losses through litigation.

Makoto Ikeya
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Japanese Legal Developments

Private securities litigation in Japan does not have a long history, but legal developments since the
passage of FIEA in 2006 make the prospects for Japanese civil suits in misstatement cases stronger than
some U.S. commentators appreciate.[12] Although there is currently no class action procedure in
Japan[13], this has not prevented groups of individual investors from successfully litigating their
securities claims with common legal representation, as happened in the Livedoor and Seibu Railway
Company Ltd. (Seibu Railway) cases.[14] One suit against Livedoor was brought on behalf of more than
3,000 individual plaintiffs with common representation.

FIEA Article 21-2 imposes strict liability for material written misstatements in certain corporate
documents, including prospectuses and annual financial reports. Strict liability allows investors to prevail
without having to prove scienter, reliance, or loss causation. Whereas under U.S. law (Sections 11 and
12 of the Securities Act of 1933) this doctrine applies only to purchases pursuant to an offering, in Japan
(under Article 21-2) it extends to investors who “purchased securities [in the secondary market] within a
year prior to the corrective disclosure date and who still held the shares on the corrective disclosure
date.”[15]

Article 21-2 also imposes a statutory measure of damages, equal to the change in average share price
over a defined period (described further below). Together, these provisions make it less burdensome for
plaintiffs to prove damages for many secondary market purchases under Article 21-2 in Japan than to
prove such damages under U.S. Securities and Exchange Commission Rule 10b-5 in the U.S.

The FIEA litigation against Livedoor provides some insight into the course that Japanese litigation could
take against Olympus. Investors in Livedoor, an internet portal and services company, claimed damages
from a 2006 share price collapse that was triggered by news of fictitious profits, fraudulent acquisitions
and the CEQ’s arrest.[16] The private plaintiffs did not have to make a separate showing of materiality
because the ensuing regulatory investigation established that there were material misstatements and
omissions.[17] Courts in the four major Livedoor cases[18] awarded a total of JPY 19 billion in damages
(about $250 million). Per-share awards in the individual cases ranged from 28 percent to 73 percent of
the stock’s one-month average pre-disclosure price.[19]

The statutory measure of damage per share for violations of Article 21-2 is the difference in average
closing price from the month preceding the disclosure of the “truth regarding the false statements” to
the month following.[20] It is the defendants’ burden to quantify and deduct from this statutory
measure the effect on price of factors other than disclosure of the misstatements.[21] In all four major
Livedoor cases, the court ruled that price drops in response to news of the stock’s delisting and the
CEQ’s arrest were not attributable to the misstatements. In three of the cases, the Tokyo District Court
found that the delisting and the arrest accounted for two-thirds of the statutory damage; in the fourth,
the Tokyo High Court reduced statutory damages for these factors by only 10 percent.[22]

Although complexities in the Livedoor fact-pattern made it difficult to separate out the price effect of
misstatements from that of other factors, economic analysis in such situations can be influential. For
example, in September 2011, the Supreme Court remanded the Seibu Railway case back to the Tokyo
High Court, requiring that damages under FIEA be adjusted for the effect of general market movements
and other factors unrelated to any misstatement.[23]

The Olympus Case

The Olympus scandal broke on Oct. 14, 2011, when the company’s recently ousted President and CEO
Michael Woodford went public with his concerns about unusually high payments the company had
made to an adviser in connection with the 2008 acquisition of U.K. medical equipment company Gyrus
Group PLC.[24]



On Nov. 8, 2011, the company admitted to having hidden losses on securities investments dating back
two decades[25] and that nearly $1.5 billion in payments were made in connection with the Gyrus
transaction and three other domestic acquisitions in an effort to “resolve unrealized losses.”[26]

The New York Times later reported that it had received a copy of a memo stating that Japanese officials
were investigating whether billions of dollars more in illicit payments may have been paid and whether
organized crime was involved.[27] A third-party committee of experts set up by the company to
investigate the allegations announced its findings on Dec. 6. The committee confirmed that Olympus
had engaged in illegal activities — by improperly deferring investment losses for more than 20 years,
and engaging in a cover-up at significant expense — but it reported that organized crime syndicates
were not involved.[28]

In its investigation report, the committee explained that the investment losses originated with a
“speculative investment strategy” (or zaiteku) that Olympus launched in response to the rise in the value
of the Japanese yen after 1985.[29] These losses increased substantially in the early 1990s as higher risk
investments were made in an effort to recover initial losses. By the late 1990s the unrealized losses
approached JPY 100 billion ($1.3 billion)[30] and the looming introduction of fair value accounting,
which would have revealed them, led executives in the accounting department to implement an
elaborate cover-up. They developed a “loss separation scheme” to move unrealized losses off of
Olympus’s balance sheet via transfers known as tobashi.[32]

Under the scheme, impaired assets were sold at book value (i.e., at cost) to off-balance sheet “receiver
funds” set up and controlled by the company, thereby eliminating these assets from Olympus’ balance
sheet. The receiver funds were financed by third-party banks to which Olympus pledged collateral.[33]
The receiver funds then acquired growth companies (three domestic ones between 2003 and 2005[34]
and the British company Gyrus Group PLC in 2008)[35], which Olympus later bought from the receiver

funds at inflated prices and with payment of excessive advisory fees.

These expenditures channeled money back to the funds beginning in 2007[36], allowing them to pay
their operating expenses[37], repay the banks and release the collateral provided by Olympus at the
outset. Olympus booked its excess payments for the growth companies as goodwill and then began to
write this down, effectively amortizing the original investment losses.

As of April 1, 2008, Olympus overstated its goodwill by JPY 72 billion (5940 million) and, after
consolidation of the remaining receiver funds, overstated its investment securities due to unrealized
investment losses of JPY 100 ($1.3 billion).[38] Following the excess payments made by Olympus
between September 2007 and March 2011[39], the receiver funds were successively liquidated. As of
April 1, 2011, all investment losses had been realized and all but JPY 42.4 billion (5550 million) of the
associated goodwill had been written down[40], making the asset overstatement in the 2011 financials
much smaller than it had been in each of the prior restated financial years.

Olympus shares fell by more than 80 percent from a close of JPY 2,482 on Oct. 13, just before the
scandal broke, to a low of JPY 460 on Nov. 11, just after the company first admitted to the fraud but
before any details had been disclosed.[41] Since then, the price has recovered somewhat but as of Dec.
30 stood at JPY 1,012, less than half its Oct. 13 level.[42]

A similar fact pattern arose in the Livedoor scandal, with news of the alleged fraud and the CEQ’s
departure precipitating a share price crash before any details were disclosed.[43] The Livedoor matter is
also similar in that it involved overpriced corporate acquisitions.[44] That the date of the initial
revelations was treated by the Livedoor courts as the corrective disclosure date under FIEA even though
the “truth” concerning the misstatements was not revealed until later may be indicative of what
Olympus litigants can expect.[45] If the Olympus courts follow the Livedoor precedent, the Oct. 14
revelations and Nov. 8 admissions could be treated as corrective disclosures.[46]



Olympus’ share price decline since Oct. 14 reflects market participants’ expectations regarding the
depth of financial problems at the company and the implications for future performance. Detailed
economic analysis will be needed to determine how much of the price decline is attributable to
misstatements and omissions rather than factors that the court may decide to exclude from damages,
including a possible initial over-reaction consistent with the recent partial share price recovery.

The share price effect of delisting was deemed excludable from damages in the Livedoor cases. Olympus
averted the risk of delisting on Dec. 14 by meeting the Tokyo Stock Exchange’s deadline for filing
restatements for the previous five financial years. However, the risk of delisting remains because the
Exchange is conducting its own investigation and could decide to sanction the company based on its
findings.[47] This delisting risk may continue to depress the share price.

Another complication specific to Olympus is that the restatement improved recent results. Annual
operating income was adjusted upward on restatement by an average of JPY 4 billion ($52 million) over
the last three fiscal years, equivalent to a rise of 11 percent in the most recent year.[48] The increase in
income was the result of reversing the amortization of phony goodwill. That Olympus was actually
performing better in recent years than originally reported may have boosted the company’s share price
on disclosure. Economic analysis could be used to quantify this effect.

It is hard to predict what adjustments to statutory damages the Japanese courts might decide should be
made to account for the effect on price of factors other than disclosure of the misstatements. What we
do know is that if Oct. 14 is determined to be the relevant disclosure date, statutory damages under

Article 21-2 would exceed JPY 1,200 per share before adjustment, or about half the pre-disclosure price.

Though the door is closed to litigation for most Olympus shareholders in the U.S., the statutory
protections provided by FIEA and the rulings in Livedoor and other recent cases have opened the door
to such litigation in Japan.

--By Paul J. Hinton and Makoto lkeya, NERA Economic Consulting
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