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GOVERNANCE IN JAPAN?

Summary
• Japan’s corporate governance reforms have
progressed slowly but surely and the recent
revision of the code will add momentum for the
unwinding of cross-shareholdings.
• We are actively engaged in stewardship and proxy
voting in Japan to create value for our clients.
• Recent conservative guidance by many Japanese
companies, combined with higher profitability and
governance reform, offers attractive opportunities
for investors.

Overview
Corporate governance has been a key pillar of Prime Minister
Shinzo Abe's economic revival program. Its ambitions to
improve transparency extend to nothing less than a revamp in
the nature of the ties between business, investors and society,
with the onus put on each party to become more proactive
and invested in the actions of others.
Given the country’s demographics, corporate governance
reforms are key to the attractiveness of Japanese stocks. The
message behind the reforms is that domestic companies need
to rediscover their hunger, be ambitious in expanding at home
and abroad, seek higher productivity and equity returns and
pass on the benefits to all stakeholders, and most importantly,
to shareholders.

Reform since Abenomics
Japan’s Stewardship Code was introduced in 2014, followed by
Corporate Governance Code in 2015, together calling for
public companies and institutional investors to engage in
constructive dialogues to enhance shareholder value. In May
2017, the Stewardship Code was revised, urging the disclosure
of detailed proxy results. Institutional investors and asset
owners are required to assume a higher level of fiduciary
responsibility, with the aim of enhancing their investee
companies’ return on equity (ROE). Japanese companies’ ROE
is currently at around 9%, lagging that of the US, which is
consistently in the mid-teens.
As of 5 April this year, 227 companies including asset
managers, pension funds and proxy advisors had accepted
and signed the revised Stewardship Code.
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Under pressure from shareholders, Japanese companies are
increasingly putting stockholder needs first, with clearer
financial targets and higher dividends and buybacks.
Companies with anti-takeover measures have declined from
their peak in 2008 at 569, to 386 as of May 2018, as they
continue to discontinue these measures, according to Nomura.
The percentage of TOPIX companies with two or more
independent outside directors has risen from a mere 18% in
2013 to 88% as of July 2017.
According to a survey conducted by METI (Ministry of
Economy, Trade and Industry), approximately 78% of Japanese
companies had soudanyaku or komon (senior advisor)
positions as of June 2016. We believe CEOs should have
ultimate responsibility in making decisions, not advisors (i.e.
former CEOs) working behind the scenes. Of these companies,
20% were said to be reviewing the system. Today, we believe
more companies are taking a fresh look at such roles as the
Tokyo Stock Exchange urged companies to disclose more
details about them in corporate governance reports, starting in
January this year. This is meant to hold companies to a higher
standard of accountability.
As we have seen, reform is clearly taking place. However, we
believe more can be done, with the arrival of the revised
Corporate Governance code.
Exhibit 1: Cross-shareholding Ratios in Japan
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Revised code
Three years after the code was introduced, the revised version
was announced by the Tokyo Stock Exchange and immediately
took effect on June 1, 2018. The core of the revision is
unwinding of cross-shareholdings (see Exhibit 1), enhanced
board committees and mobilising Japan’s corporate pension
funds toward greater engagement.
Companies will now be under strict scrutiny by investors and
will be forced to justify their stock holdings and therefore,
boards will annually assess whether or not to hold each
individual cross-shareholding. They will examine whether the
purpose is appropriate and whether the benefits and risks
from each holding cover the company’s cost of capital.
In the case of Kyocera (see Exhibit 2), cross-shareholdings
represent as much as 34.1% of assets, dragging down return
on assets (ROA) to 4.4%. But we are already seeing signs of
unwinding of such ties. Over the past two fiscal years, the
percentage of companies that have reduced crossshareholdings (share basis, from FY3/14 through FY3/16,
TOPIX 500 universe) was 71.5%, compared to 28.5% who
increased such holdings, according to Mitsubishi UFJ Morgan
Stanley. The newly revised code is expected to accelerate this
trend.
Exhibit 2: Biggest Cross-shareholders in Japan
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Exhibit 3: Shareholder Returns Ratio (Dividends & Buybacks) by
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Our focus
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As a leader in Japan equity stewardship, we have been actively
engaged in proxy voting to effectively influence management
to enhance shareholder value. In particular, we have been
pressuring management to raise capital efficiency and
distribution to shareholders. This has meant that our “against”
votes are up to 16.9% in 2017 from 9.1% in 2016.
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We take a disciplined approach by using guidelines with
quantitative metrics (e.g. payout ratio, net cash/equity ratio,
etc.), combined with a qualitative assessment to make well
informed decisions in voting for or against the re-election of
board directors, including CEOs.
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Source: Nikkei. As of April 11, 2018. Universe is TOPIX companies (excl. financials) with market
cap above JPY200bn, based on most recent full year earnings.

Companies that decide to dispose of their cross-shareholdings
are likely to distribute a certain amount, if not all, of the
proceeds from stock sales in the form or higher buybacks
and/or dividend hikes.
There will also be cases where companies decide to buy back
the held shares directly from their “partners.” In either of these
cases, companies that repurchase the shares can expect to see
higher shareholder value from an EPS boost, and higher ROE as
a result of a lower equity base.
Companies that dispose of the shareholdings can also expect
to see a positive impact on their earnings as they realise capital
gains from the share sales.
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In addition, we can expect to see more pressure on top
executives to unlock and create value. Management will have
less “stable” shareholders at annual general meetings to
support sub-optimal corporate strategies.

Given the revised code, we continue to find ways to engage
with companies’ management to create value for our clients.
One of the ways in which we enhanced our engagement
process involves revising our internal guidelines to screen
companies that have high cross-shareholdings and low ROE.
We then create a focus list of companies to strengthen our
engagement. In cases where we see no improvement in
management’s attitude towards addressing the situation, we
do not hesitate to vote against the re-election of board
directors.

Attractive opportunities
Looking ahead, we believe Japan offers a myriad of
opportunities for every type of investor.
Conservative guidance by Japanese companies represents an
opportunity for investors focused on earnings expectations.
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Many companies whose fiscal year ends in March were forced
to give their guidance in their earnings season in May. This was
after seeing the yen’s surge and market disruptions following
the VIX shock in the U.S., and protectionist moves by President
Donald Trump in the first quarter of this year.
We can expect to see upward revisions as the new fiscal year
progresses if current JPY/USD stays around 110. A majority of
companies have forecast around 105.
We also see higher profitability to continue in the medium
term as a result of ongoing efforts by Japanese companies to
engage in structural reform and price hikes. Japan’s overall
corporate net margin is evidence of improvement in business
operations. It was at 5.3% in the year ending March 2017, the
first time it reached 5% since 2000 when consolidated
accounting started in Japan.
The newly revised Corporate Governance code is another big
step forward for the Japanese equity market. Corporate
managers are being forced to revisit their cross-shareholdings
and become more financially savvy. We believe clearer
financial strategies, with a sense of cost of capital in mind, will
provide attractive opportunities as they bear fruit for longterm investors in Japan.
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Important Information
This document is prepared by Nikko Asset Management Co., Ltd.
and/or its affiliates (Nikko AM) and is for distribution only under such
circumstances as may be permitted by applicable laws. This
document does not constitute investment advice or a personal
recommendation and it does not consider in any way the suitability or
appropriateness of the subject matter for the individual
circumstances of any recipient.
This document is for information purposes only and is not intended to
be an offer, or a solicitation of an offer, to buy or sell any investments
or participate in any trading strategy. Moreover, the information in
this material will not affect Nikko AM’s investment strategy in any
way. The information and opinions in this document have been
derived from or reached from sources believed in good faith to be
reliable but have not been independently verified. Nikko AM makes
no guarantee, representation or warranty, express or implied, and
accepts no responsibility or liability for the accuracy or completeness
of this document. No reliance should be placed on any assumptions,
forecasts, projections, estimates or prospects contained within this
document. This document should not be regarded by recipients as a
substitute for the exercise of their own judgment. Opinions stated in
this document may change without notice.
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In any investment, past performance is neither an indication nor
guarantee of future performance and a loss of capital may occur.
Estimates of future performance are based on assumptions that may
not be realised. Investors should be able to withstand the loss of any
principal investment. The mention of individual stocks, sectors,
regions or countries within this document does not imply a
recommendation to buy or sell.
Nikko AM accepts no liability whatsoever for any loss or damage of
any kind arising out of the use of all or any part of this document,
provided that nothing herein excludes or restricts any liability of
Nikko AM under applicable regulatory rules or requirements.
All information contained in this document is solely for the attention
and use of the intended recipients. Any use beyond that intended by
Nikko AM is strictly prohibited.
Japan: The information contained in this document pertaining
specifically to the investment products is not directed at persons in
Japan nor is it intended for distribution to persons in Japan.
Registration Number: Director of the Kanto Local Finance Bureau
(Financial Instruments firms) No. 368 Member Associations: The
Investment Trusts Association, Japan/Japan Investment Advisers
Association/Japan Securities Dealers Association.
United Kingdom and rest of Europe: This document constitutes a
financial promotion for the purposes of the Financial Services and
Markets Act 2000 (as amended) (FSMA) and the rules of the Financial
Conduct Authority (the FCA) in the United Kingdom (the FCA Rules).
This document is communicated by Nikko Asset Management Europe
Ltd, which is authorised and regulated in the United Kingdom by the
FCA (122084). It is directed only at (a) investment professionals falling
within article 19 of the Financial Services and Markets Act 2000
(Financial Promotions) Order 2005, (as amended) (the Order) (b)
certain high net worth entities within the meaning of article 49 of the
Order and (c) persons to whom this document may otherwise lawfully
be communicated (all such persons being referred to as relevant
persons) and is only available to such persons and any investment
activity to which it relates will only be engaged in with such persons.
United States: This document is for information purposes only and is
not intended to be an offer, or a solicitation of an offer, to buy or sell
any investments. This document should not be regarded as
investment advice. This document may not be duplicated, quoted,
discussed or otherwise shared without prior consent. Any offering or
distribution of a Fund in the United States may only be conducted via
a licensed and registered broker-dealer or a duly qualified entity.
Nikko Asset Management Americas, Inc. is a United States Registered
Investment Adviser.
Singapore: This document is for information only with no
consideration given to the specific investment objective, financial
situation and particular needs of any specific person. You should seek
advice from a financial adviser before making any investment. In the
event that you choose not to do so, you should consider whether the
investment selected is suitable for you. Nikko Asset Management Asia
Limited is a regulated entity in Singapore.
Hong Kong: This document is for information only with no
consideration given to the specific investment objective, financial
situation and particular needs of any specific person. You should seek
advice from a financial adviser before making any investment. In the
event that you choose not to do so, you should consider whether the
investment selected is suitable for you. The contents of this document
have not been reviewed by the Securities and Futures Commission or
any regulatory authority in Hong Kong. Nikko Asset Management
Hong Kong Limited is a licensed corporation in Hong Kong.
Australia: Nikko AM Limited ABN 99 003 376 252 (Nikko AM
Australia) is responsible for the distribution of this information in
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Australia. Nikko AM Australia holds Australian Financial Services
Licence No. 237563 and is part of the Nikko AM Group. This material
and any offer to provide financial services are for information
purposes only. This material does not take into account the
objectives, financial situation or needs of any individual and is not
intended to constitute personal advice, nor can it be relied upon as
such. This material is intended for, and can only be provided and
made available to, persons who are regarded as Wholesale Clients for
the purposes of section 761G of the Corporations Act 2001 (Cth) and
must not be made available or passed on to persons who are
regarded as Retail Clients for the purposes of this Act. If you are in any
doubt about any of the contents, you should obtain independent
professional advice.
New Zealand: Nikko Asset Management New Zealand Limited
(Company No. 606057, FSP22562) is the licensed Investment Manager
of Nikko AM NZ Investment Scheme and the Nikko AM NZ Wholesale
Investment Scheme.
This material is for the use of researchers, financial advisers and
wholesale investors (in accordance with Schedule 1, Clause 3 of the
Financial Markets Conduct Act 2013 in New Zealand). This material
has been prepared without taking into account a potential investor’s
objectives, financial situation or needs and is not intended to
constitute personal financial advice, and must not be relied on as
such. Recipients of this material, who are not wholesale investors, or
the named client, or their duly appointed agent, should consult an
Authorised Financial Adviser and the relevant Product Disclosure
Statement or Fund Fact Sheet (available on our
websitewww.nikkoam.co.nz).
Kingdom of Bahrain: The document has not been approved by the
Central Bank of Bahrain which takes no responsibility for its contents.
No offer to the public to purchase the Strategy will be made in the
Kingdom of Bahrain and this document is intended to be read by the
addressee only and must not be passed to, issued to, or shown to the
public generally.
Kuwait: This document is not for general circulation to the public in
Kuwait. The Strategy has not been licensed for offering in Kuwait by
the Kuwaiti Capital Markets Authority or any other relevant Kuwaiti
government agency. The offering of the Strategy in Kuwait on the
basis a private placement or public offering is, therefore, restricted in
accordance with Decree Law No. 7 of 2010 and the bylaws thereto (as
amended). No private or public offering of the Strategy is being made
in Kuwait, and no agreement relating to the sale of the Strategy will
be concluded in Kuwait. No marketing or solicitation or inducement
activities are being used to offer or market the Strategy in Kuwait.
Kingdom of Saudi Arabia: This document is communicated by Nikko
Asset Management Europe Ltd (Nikko AME), which is authorised and
regulated by the Financial Services and Markets Act 2000 (as
amended) (FSMA) and the rules of the Financial Conduct Authority
(the FCA) in the United Kingdom (the FCA Rules). This document
should not be reproduced, redistributed, or sent directly or indirectly
to any other party or published in full or in part for any purpose
whatsoever without a prior written permission from Nikko AME.

provide or have provided significant advice or investment services in
any investments referred to in this document or in related
investments. Relevant confidential information, if any, known within
any company in the Nikko AM group or Sumitomo Mitsui Trust Bank
group and not available to Nikko AME because of regulations or
internal procedure is not reflected in this document. The investments
mentioned in this document may not be eligible for sale in some
states or countries, and they may not be suitable for all types of
investors.
Oman: The information contained in this document nether
constitutes a public offer of securities in the Sultanate of Oman as
contemplated by the Commercial companies law of Oman (Royal
decree 4/74) or the Capital Markets Law of Oman (Royal Decree80/98,
nor does it constitute an offer to sell, or the solicitation of any offer to
buy non-Omani securities in the Sultanate of Oman as contemplated
by Article 139 of the Executive Regulations to the Capital Market law
(issued by Decision No. 1/2009). This document is not intended to
lead to the conclusion of any contract of whatsoever nature within
the territory of the Sultanate of Oman.
Qatar (excluding QFC): The Strategies are only being offered to a
limited number of investors who are willing and able to conduct an
independent investigation of the risks involved in an investment in
such Strategies. The document does not constitute an offer to the
public and should not be reproduced, redistributed, or sent directly or
indirectly to any other party or published in full or in part for any
purpose whatsoever without a prior written permission from Nikko
Asset Management Europe Ltd (Nikko AME). No transaction will be
concluded in your jurisdiction and any inquiries regarding the
Strategies should be made to Nikko AME.
United Arab Emirates (excluding DIFC): This document and the
information contained herein, do not constitute, and is not intended
to constitute, a public offer of securities in the United Arab Emirates
and accordingly should not be construed as such. The Strategy is only
being offered to a limited number of investors in the UAE who are (a)
willing and able to conduct an independent investigation of the risks
involved in an investment in such Strategy, and (b) upon their specific
request.
The Strategy has not been approved by or licensed or registered with
the UAE Central Bank, the Securities and Commodities Authority or
any other relevant licensing authorities or governmental agencies in
the UAE. This document is for the use of the named addressee only
and should not be given or shown to any other person (other than
employees, agents or consultants in connection with the addressee's
consideration
thereof).
No transaction will be concluded in the UAE and any inquiries
regarding the Strategy should be made to Nikko Asset Management
Europe Ltd.

This document does not constitute investment advice or a personal
recommendation and does not consider in any way the suitability or
appropriateness of the subject matter for the individual
circumstances of any recipient. In providing a person with this
document, Nikko AME is not treating that person as a client for the
purposes of the FCA Rules other than those relating to financial
promotion and that person will not therefore benefit from any
protections that would be available to such clients.
Nikko AME and its associates and/or its or their officers, directors or
employees may have or have had positions or material interests, may
at any time make purchases and/or sales as principal or agent, may
provide or have provided corporate finance services to issuers or may
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