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What is “Corporate Governance”?

- The systems and processes by which the management of a
company is monitored and guided, so as not to exploit
asymmetric information

- A system to ensure the representation of the interest of
stakeholders

- Two aspects:

- Institutional arrangements:
* Board members, as representatives of shareholder interests
+ Auditors
* Regulators
- Laws and regulations

* Market arrangements:
- A market for information (disclosure rules; securities analysts; rating agencies)
+ The stock price

o - A market for corporate control (hostile takeovers)




Investors’ Options: Exit — Voice - Loyalty

- Loyalty
* Wait quietly and trust that management will figure it out
* Old Japan-style “stable shareholders”
- Voice
- Become an active shareholder: help management improve
- Offer advice/demands on how to improve the company
- Get involved, fight, resist, demand, etc.
- Exit
- Sell off shares of under-performers
- Do not waste time or energy
* “Invisible hand of the market”: drop in prices will invite raiders
- Foreigners are the most active stock traders at the TSE
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Relation to Innovation?

- Owners set incentives

+ Acquirers (raiders) will replace managers and board
directors.

- The best protection against the market for corporate
control is to run the company such that market cap is too
high for raiders.

* innovation and tech leadership, cost control, etc.
* Protection invites slack (“keiei ni amaeru")
- Why are some large dinosaurs still not reforming?
- Sharp case as a warning?
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Tokyo Stock Exchange Survey
4:5'& ﬁﬁ#ﬁqki EEJ E (as of March each year)

BLargeBanks [MTrustBanks [Minsurance Co.s [MCorporations [MForeigners [Mindividuals

4.8% toshi shintaku (investment trusts),
1.8% nenkin-shintaku (pension trusts)
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Literature

- On board structure and laws

- Big literature, e.g., Ahmadijian (2003), Schaede (2008), Hanazaki
(2010), many others

* FSA (2009) on voting behavior

- On impact of foreign shareholders on employment
< Ahmadjian/Robinson (2001), Vogel (2006), Hoshi/Diamond
(2010, 2012), many others
- Little research yet on the growth of the trust
investments

+ Zhai (2010), Ema (2011) on institutional investors
- Uemura (1998) and banking system change
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Foreign Investors: The Standard Image

- Who/What is the “foreign” category?
- Global portfolio investors
- Private equity funds/hedge funds
- Japanese money invested through Wall Street “street names”

- What do “foreigners” want?
* Return on investment very important
* Some confusion in literature regarding causality

- Either direction, foreigners are said to invest in more profitable firms
+ Not patient investors, will not practice “loyalty”
- May engage in “voice” (activist funds, /\"7'% 71)

- Will practice “exit”
+ Will sell poorly performing stocks in their portfolios

- Will acquire undervalued stocks (raiders)
CJFIT 7
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Research Question: How about the trust banks?

- Claim: trust banks are just a continuation of “Old Japan”
- Risk averse, not driven by return on investment
* Indexed investments
- Long-term holdings, continuation of stable shareholdings system
- Similar to banks, insurance companies, or corporations
- Or, are they more like the foreigners?
+ Competition for clients with foreign trust funds managers in Japan (esp. GPIF)

-+ Global competition, consolidation
- Must differentiate to survive

- Is there a pattern in trust investments, in particular in &R &{55%?

- How are investment decisions made? How do trust banks compete with
each other?

- Along keiretsu-lines, etc.?
+ According to returns on investment?

Chr :
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The Trust Bank Industry
- Trust Banks {S3E8R1T

- Administer financial assets on behalf of another
- Pool investments and invest based on their own financial strategy
- Trust Companies Association {55EtH%= (50 members)

- Investment Trusts Association ¥ &{E5E1#%= (149 members)

- History
- Developed post-WWII as a special category to straddle commercial banking
(lending) and investment banking (trust investments)
- Some scandals during bubble period (“tobashi”, “tokkin”)
- Some merged into large financial groups around 2000

* Funds under management:
* Private investments (“mutual funds”)

- Pension funds and other corporate reserves; funds entrusted by corporations and
insurance companies

- Funds that companies/banks/insurers want to invest anonymously?

c\FIT 9
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Several legal reforms (2004, 2006, ...)
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Trust Funds under Management, 3/2015

(Trust Companies Association data)

Asset Asset Asset

Management Administration Securitization Total (incl.
Classification HRERI 2 4E Trusts Trusts Trusts others)

BEERRBER BEEEERER | EERMLBER &5
Money trust SRER 30.7 88.6
Pension trust F&IER 42 44.9
Investment trust REER na

SRETLN

Other money trust |DE&{EE 1.9 17.6
Re-trust BER 32.4
Securities trust HIBEEDIE 48.6 na
Monetary claim trust| & & EED 5T na na 31.8
Real estate trust TEIEDET na na 29.5
Others Fmﬁ 3.5 98
Total 127 720.4 62.4 933.3
Asset management: trustee manages based on its discretion. in trMOn Yen, J&

Asset administration: trustee manages based on directions.
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Assets of Publicly Offered Investment Trusts
NEREI(ES

10000 June 2015:

¥100.8 trillion
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Source: Investment Trusts Association EEEERRRICEI T 2T
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Big players

* Big players today:
- 4 trust banks
< Sumitomo Mitsui Trust Bank
+ Mitsubishi UFJ Trust and Banking Corporation
* Mizuho Trust & Banking Co.
~Resona Bank

- 3 “retrusts” (BS5E)

+ Other big players
- Nomura Trust and Banking, some foreigners, Rakuten, Orix, regional banks

- 31 large “investment advisory companies” (X EBEB=1t)
- JP Morgan Asset Management, Blackrock, Sompo Japan Nippon Koa,

Mizuho Financial Advisory Co., Asahi Life, State Street, Nomura Asset
Management, Nikko Asset Management, ...

- Advisors to the advisors: huge industry of security analysts for trust

o investors
JFIT 14
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The Formation of “Retrusts” FH{=:

- 3 “Retrusts”

. Japan Trustee Services Bank RECIRBOT-TIbU o~ _
- Resona, Sumitomo Trust, Mitsui Trust BARNSATU-CAE RTHIEH

Tﬂkj
- 1,000 employees, ¥184 trillion ($2 trillion) under investment in 201U
+ Trust & Custody Services Bank

- Mizuho Group, 4 life insurance companies BTRTFVIANTN=T

< 500 employees, ¥338 trillion ($4 trillion) . AEWRY—CR(EHRSRT
- Master Trust Bank of Japan .

* Mitsubishi UFJ Group, Norin Chukin

* 685 employees, ¥339 trillion ($4 trillion) K.ER!@ HAT 25— 52 MSFTIRfTHA A4

- Financial Reform 2000: Asset Administration Processing
- Facilitated by e-trading in “tangen” (E£7T) units

- Invest and vote only “on proxy” (as told)
- 80% of revenues is fee income; some proprietary trading
- Compete through efficiency (costs), immediacy (reliability), integrity
* “Depositary”: hold stock in their names (allow for anonymous trading)
- By assets, are officially now Japan’s largest “banks”
c FIT
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STRATEGY . o Most of the investment trust holdings,
Exam ple . KI rl n and some of the foreign holdings, are invested
through the master trusts.
1995 Kirin Holdings 2010
Meiji Life Insurance Japan Trustee Services Bank
Mitsubishi Bank 4.8 Master Trust Bank of Japan 4.4
Mitsubishi Trust Bank 4.6 Meiji Yasuda Life Insurance 4.4
Isono Shokai 2.1 MUFJ Bank 35
RlilroniFife & Treasury Stock 3.1
Sumitomo Trust Bank 1.8
o Isono Shokai 2.3
Daiichi Kangyo Bank 1.7 Japan Trustee Services Bank
Long-Term Credit Fund #4 1.7
Bank 1.7
Mellon Bank NA Omnibus Fund 1.3
Toyo Trust Bank 1.4
Mitsui Trust Bank Nomura Trust Fund 1.1
(tokkin) 1.3 Tokyo Marine&Fire Insurance 1.1
Top 10 26.3 Top 10 27.8
foreian s p. Often, companies
g : foreign themselves don't 215
trust 9.1 trust  know who the owners are 12.1
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Our Study

- The “Null Hypothesis”: Trust funds do not affect
corporate governance

+ The growth in trust investments (“street names”) as a large
owner group is irrelevant for corporate governance, because

a) they are a mere continuation of “Old Japan” practices, as loyal,
long-term shareholders

b) they invest in “indexed” fashion, i.e., regardless of corporate
performance

- Trusts do not compete on ROI performance
- They do not set new incentives for CEOs
- Nature of the trust industry, and nature of Japan

- Trust funds are very different from foreign investors,
who are more profit-/return-oriented

O Is this true? Or, do trust banks function as a market force?
JFIT
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Research Design

- Qualitative: Interviews

- Interviews with the largest 3 trust banks, 1 “retrust”, others
* Sumitomo Trust Bank, MUFJ Trust Bank, Master Trust of Japan
* Big differences among trust banks

- Quantitative: Data analysis
- Explore patterns in investment trust holdings

* Are there any (reject the null hypothesis)?
- Are these patterns different from foreign holdings?

* Two steps of analysis
+ T-tests of various accounting data (univariate effects)
- Regression analysis (multivariate effects)

<}F|T i
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Data

- Nikkei Needs data, FY 1995-2012, all listed companies
- Unconsolidated: ownership data, accounting data

- 2 Caveats
* Ownership data lump all financial institutions; we can single out only
the “investment trusts” (% &{55T) portion
- Mean 1.9%, standard deviation 3.7%

- Missing data on “investment trusts” holdings replaced with O

- Difference between our “total shares” for percentage calculation and “total
shares” declared by company: +/- 25% (mostly due to treasury shares)

+ Standard for these kinds of study

CJ\FIT
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Data analysis....

- Under construction.

* Please understand that we cannot post the
data on the internet at this point. If you are
interested in the results, please contact

uschaede@ucsd.edu

JFIT
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Conclusions

- Japan went from (almost) complete transparency of “who owns
whom” to a much more “hidden” ownership structure.
 Nature of the market economy?
- Or, data collection has not been adjusted to new reality?
- Uncertainty increases market discipline for corporate management
+ Not so good for research

- Clear signs that market discipline is emerging.

+ The null hypothesis is rejected for the investment trust portion of trust
holdings.

* This portion is invested strategically, based on profitability and efficiency
measures.

- Even more results-driven than foreign investors.

* Not all trust banks are the same. Some are very result-oriented. All
appear to vote actively at shareholder meetings.

- Competition for reputation in the trust industry is rising.
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