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Hello, my name’s Colin Mayor. ZANTHIL, RO RETIEZY Y AP —T7,
[t’s my very great pleasure to be able to give this AN HITEIFIZZOHEEEZBBITTEHILE KA

talk to you today. LN ET,

Business is going through a profound change, the ¥ifF. B RAOMATIXBILE 60 12— Eii
sort of change that occurs every 60 years, HX970 . REREALDPERETNET,

and the reason for this change is a growing O EICIX, BEFBNEROJERTHY,
recognition that while business is a source of [EZFEDE DRI EINOMIEICEHL
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prosperity, the wealth of nations, and the alleviation

of poverty around the world,

it’s also been associated with growing environmental
degradation, biodiversity loss, inequality, social

exclusion, and mistrust.

This slide here shows the level of trust in 28
countries around the world,

and you can see from it that levels of trust in Japan
are comparatively low in relation to the other 28

countries shown in this Edelman Trust Barometer.

And if one looks at the level of trust in employers in
different countries as against business in general,
then again there seems to be a rather low level of

trust by people in Japan of business.

On the other hand, if you look at the trust that other
people in other countries have of business in Japan,
then you can see that actually Japan features
extremely well in terms of the level of trust that
other people in other countries have of Japanese

business.

This is very important in thinking about the nature
of the reforms that are currently under discussion in

relation to corporate governance in Japan.

The issue that those reforms are designed to

address concerns the low levels of growth,
productivity, and international competitiveness of

the Japanese economy.

And the governance reforms are seeking to help

alleviate those problems
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through unwinding cross—shareholdings, and more
active institutional investors and takeover markets,
as illustrated for example by the Couche—Tard bid
for 71 and Elliott’s activist engagement with

companies such as Kansai Electric and Tokyo Gas.

The question that arises from these reforms is,

can they be sustained together with the level of
social harmony that exists within Japanese society?
Can environmental interests be protected in the
process?
Can these issues about social harmony and
environmental interests be sustained in the face of
populist agendas elsewhere?

And can the sorts of political and social divisions
that are observed in other countries be avoided in

Japan?

This raises a question as to whether or not there
may be another way of progressing in terms of
balancing efficiency and social harmony.

[t raises questions about whether there’s a
corporate governance system that can help to
this efficiency and

achieve balance between

harmony.

Is there a better system of corporate ownership and
what should be the role of government and

regulation in this?
Now to understand these issues it’s important to
appreciate the nature of fuel that drives business

and government.

Profit is the fuel that resources the activities of
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business and the incentive that mobilises both

people in business and investors to invest in it.

Without profit there’s no capital in capitalism. But

we’re misspecifying the nature of profit.

It derives from the word the latin proficare perfectus
to advance and progress and that’s precisely where
it should come from.

It should come from advancement and progress not

from advantage or regress.

The obvious issue that this raises is

to what extent is it then possible to ensure that
there’s an alignment between the profit that a
company makes and the impact that it has on its

customers, employees, societies and environment.

And to appreciate this it’s useful to look at the

nature of the profit of a business.

As we currently measure profit as shown in yellow

here,

we simply refer to it as the difference between the
revenue or the income that a company generates
and its measured costs, its labour costs, its supply

costs and its capital costs.

And the difference between the two are its measured

profit.

But that doesn’t account for the extent to which

companies are employing people at below living
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wages, the extent to which it’s employing people in
the supply chain at below a fair trade price
or the extent to which it is polluting the environment

and emitting global warming gases.

And in particular it doesn’t account for the costs of
avoiding those detriments or where they occur,

occurring the costs of cleaning up the mess.

In other words it doesn’t reflect the true cost of a

business.

As you can see from this if we account for the true
cost then the just or fair profit that a company earns
is less than the measured profit.

It’s not just however a problem of an overstatement

of companies profit.

it’s also an understatement because the good that
company does in terms

of improving society, improving the environment
and, for example, training and educating its
workforce are not things that it can always earn

revenues on

and therefore, capitalise in terms of greater value of

the business.
Now we understand these as being what we term
externalities.
They’re external to the firm. They’re due to market

failures like competition policy and regulation

but I’d argue that in fact they’re very internal.
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They’re intrinsic to the very drive of the fuel that

motivates business namely profit

and so long as we misdiagnose the nature of the

problem we fail to prescribe the right solution.

So for example, competition encourages not a run to

the top of good firms being driven out by better firms

but good firms being driven out by bad firms as

shown here,

because the firms that do incur their true costs and

earn a just or fair profit simply cannot compete.

against those that do not and this is something that

leaders of business complain about all the time.

They’d like to do the right thing but they simply
cannot afford to do so because their competitors are

not.

Now it’s not just a problem about a failure of

competition.

[t’s also about a failure of regulation because
regulation simply raises the cost of business and
stops it from doing things and this is highly

controversial.

People on the political left argue we need more

regulation, better enforced regulation.
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People on the right say no no no that’s an
infringement of liberty and freedom. It undermines

investment jobs and growth.

and that has been a source of much of the
polarisation of both politics and societies around the

world.

And I'd suggest to address this we really need to
think beyond just regarding the failures as being
market and policy in nature and external to the firm
and recognise that what is required is to elevate the

aspirations and ambitions of companies

From as | put it here, wading in the weeds of
entanglement, exploitation and unjust enrichment
from earning profits, from imposing detriments on
others, to surfing the waves of initiative, innovation
and inspiration, of earning even higher profits, this
just profit increment,

from being able to capitalise on the benefits that

they confer on others.

Now if one does that two remarkable things happen.
First of all that competition instead of being a run
to the bottom of bad firms driving out good firms

does exactly what it’s supposed to do

and good firms find that they’re out—competed by
even better firms

that can earn that just profit increment by finding
out how to capitalise on the improvements that they

create
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and even more significantly the interests of
governments in promoting social and environmental
well-being are aligned with those of business in

earning profits

so there’s a natural partnership that arises between
the public sector and government on the one hand
and the private sector and business on the other

and that is the source of how in practise companies
are helped to be able to capitalise on these just

profit increments

through government supporting business in the form

of public procurement, licencing, charters and

subsidies

and that these partnerships between business and
government are essential to really successfully
addressing the issues and the problems that we

currently confront.

Now underpinning this of course is the notion of why
we create businesses,
why they exist, their reason for being, namely their

purpose,

and what I'm arguing here is that profit is of course
a critical element of what a firm does but it’s not the

purpose of business.

It derives from the purpose of the business and it
should come from solving problems for others not

creating problems from others.
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as | say here the purpose of a business is then to
produce profitable solutions not profiting from
producing problems for others

and if that’s the case then a profit automatically
drives from solving not creating problems for others.
The fundamental issue that this raises is that the
purpose of a business is not something that is just

associated with ESG.

[t’s not simply about raising the costs of a business

it’s about the fundamental driver of creating

financial value for companies

but recognising that financial value comes from
being able to seize the opportunities of solving
problems of employer,

environmental social

problems of employees and customers

in a way that generates more value not less value for

companies

so this is something that’s increasingly appealing to
business leaders and business owners for two

reasons

first one it’s about problem solving

and problem solving is at the heart of what a
business does it’s about what the strategy of the
business is it’s the basis of the board meetings of
companies to address problems faced by their
customers and their employees and their supply

chains etc,

and secondly this is about how to create value from

solving those problems
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so it appeals to chief financial officers and CEOs
because it also appeals to investors as being a way
of understanding what drives sustained long—term

value creation in firms

and that then is a very powerful notion of saying that
the purpose of business is not just something they
do on the side something that looks good a form of
corporate social responsibility

no it’s absolutely core and fundamental to the heart

of what a business does on a daily basis

now [ want to illustrate this in relation to a particular
the from Danish

pharmaceutical company called Novo Nordisk

example example comes
which makes insulin used in the treatment of

diabetes.

Novo Nordisk used to think that its purpose was
simply to produce insulin and sell it at as a higher

profit as it could

but then he realised that there was a problem with

that purpose

because 80 percent of type 2 diabetes is found in
middle—income countries which could not afford to

purchase this insulin

So, it began to rethink what its purpose was and it
concluded that its purpose was actually to help
people treat type 2 diabetes

or even better to avoid getting it in the first place
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So, it started working with doctors and hospitals and
universities with governments with local authorities
and health workers to identify ways of being able to
treat type 2 diabetes

which might involve taking insulin but frequently did

not.

And you might say well this is all very well and noble
but didn’t it fundamentally undermine the basic
business model of Novo Nordisk of producing insulin

and selling it as a higher profit as it could

and the answer is no its business has actually
boomed on the back of discovering what its real
purpose is

and it’s boomed because in the process of
establishing these relationships with governments
and health workers with universities and doctors
around the world

it became a trusted supplier of not just insulin but
other pharmaceutical products and of advice to

those parties

now | think there are three lessons that come from
this

the first one is the importance of bringing real clarity
to what the company that what the purpose of a

company is

the second is to understand that no company can

solve major world problems on their own
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they have to work in partnership with other
companies with other not—for—profit organisations

with the public sector in solving those problems

and the third lesson is that if a company can do that
and bring real clarity to its purpose and commit to
the delivery on that purpose

then it creates the most valuable asset that a
company can have and that is to be trusted to be
regarded as being trustworthy by its customers its
employees by its suppliers and by the communities
in which it operates as well as its governments and

investors

Now in Oxford we’'ve been working with the boards
of companies around the world and institutional
investors to identify ways in which we can assist
companies with implementing these problem—solving

purposes

and we’ve come up with a framework which we call
the SCORE framework
where the five letters of the word SCORE stand for

the key components

The first letter S is about simplify
to simplify the company’s purpose in the way in
which Novo Nordisk did

and that involves going on precisely the sort of
journey of discovery what the true problem—solving

purpose of a business is
The second letter C is about connect,

to connect that corporate purpose to the strategy

of the business so that it’s really core to the
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business and the overarching framework within
which the strategy is implemented

but it’s also seeing the sense of connect to the other
parties that the company has to work with in solving
problems such as universities and doctors and

governments and health workers in the case of Novo

Nordisk

The third letter O is about ownership.

The formal ownership of the company who are the
main shareholders in the business

but it’s not just about the formal ownership of the
company but it’s about the notion of ownership of
that

corporate purpose by everyone in the

organization

So, everyone in the organisation really understands
the significance of that problem—solving purpose

believes that it’s a core driver of the business

and recognises their part in delivering on that

profitably problem—solving purpose.

Everyone from the board to the shop floor should
appreciate their role and that depends heavily on
the values and the principles and the culture in the

organisation

but it also depends on the fourth element and that

is the financial incentives

the reward structure of people in the business their
incomes their salaries their bonuses their promotion
etc, they all have to be tied to the problem—solving

nature of the business
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in the way in which Novo Nordisk tied incentives
within its organisation to the extent to which the
really succeeding in alleviating

business was

diabetes around the world

And the final letter E is for exemplify to bring that
purpose to life

through narratives and stories which demonstrate
the success of the company and delivering on its
problem—solving purpose but not only its successes
but also its failures and the challenges it encounters
in terms of achieving

that because the problem—-solving purpose has to be
seen by everyone as being truly authentic something
to that to which the whole of the business is truly
committed

if it’s really to have an impact on the way in which

the business behaves

Now a key element in terms of the delivery of the
purpose is not only about these governance
questions of how the operations within the business
operates but also about this issue of the formal

ownership of the company

In Japan, ownership has changed dramatically over

the last 30 or 40 years

from being essentially an insider dominated economy
which initially banks had a controlling shareholder in

companies
to a period after the banking crisis in the 1990s

where in place of the bank shareholdings there were

cross shareholdings between companies
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and then over the last 20 or so years there’s been a
growing belief that those cross shareholdings have
operated to the detriment of the performance of
Japanese businesses by entrenching management in
them and so the cross shareholdings have been

gradually unwound

but in their place has come something that is instead
of value destroying value creating and that is that

the types of shareholdings by business in each other

Over the last few years have been much more

strategic in nature designed to improve the
performance of Japanese businesses and to promote
the types of joint ventures that are needed to solve
the types of problems that I've been describing
here.

Alongside the emergence of these strategic
investments there have been growing institutional
and in particular foreign institutional shareholdings
so that now the approximate distribution of
ownership is 60 percent foreign institutional
shareholdings in total and 30 percent insider
and these strategic

ownership in particular

investments.

Now the significance of this type of shareholding can
be seen in the context of the nature of the ownership

of Novo Nordisk.

Novo Nordisk is listed on the New York Stock
Exchange and the Danish stock markets and actively
traded and some 70 percent of the capital of the

company is in the hands of institutional and private
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investors.

However, there is also a large dominant shareholder
in the form of the Novo Nordisk Foundation, a
the

foundation that holds some 30 percent,

remaining 30 percent of the capital of Novo Nordisk.

However, although Novo Nordisk holds 30 percent
of the capital it actually has nearly 80 percent of the
votes in the company and the outside institutional
and private investors only have 23 percent of the

votes.

In other words, it’s got a dual class structure which

confers the voting control on Novo Nordisk.

The

understanding the success of this business

reason that this is very important in

and let me say for a period a few years ago Novo
Nordisk was one of the most valuable companies by

stock market capitalisation in Europe

When in the process of trying to treat two diabetes
around the world it realised that weight was a critical
factor and it stumbled across a weight losing drug

called WegaV or semaglutide

which became a blockbuster that propelled Novo
Nordisk into being one of the most valuable

companies in the world.
This controlling shareholder by the foundation

allows the company to keep focused on its long term

problem solving purpose to ensure that that remains
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as the north star of the business

and just to illustrate this although it was two years

ago one of the most valuable companies in Europe

its share price then subsequently dropped by more
than 50 percent as other competitors moved into

the weight losing drug business.

Now any company whose share price declines by 50
percent would normally be highly exposed to the
engagement of hedge fund activists and hostile
takers

but because of its long—term strategic shareholding,
Novo Nordisk has been able to remain focused on

its problem solving purpose

and to then return to how does it really establish its
ability to compete in what it’s there to do and that
is to solve problems of diabetes and weight around

the world.

So this illustrates the importance of having at least

some long—term committed controlling

shareholdings

and I would suggest that what is emerging as the 30
percent shareholding by corporate holding other
corporates in the form of strategic investments can
play this role of ensuring a commitment to long—term

problem solving purposes in Japan as well.
But these outside institutional investors still play a

critical role in terms of ensuring the success of Novo
Nordisk
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because they exert pressure on the company to
ensure that not only does it remain focused on its
long—term problem solving purpose but that it is

really financial value creating for them as well

and that sort of institutional engagement means that
the presence of institutional investors should be

critically important in Japan going forward as well

and in there is a lot of evidence that for example the
government pension investment fund has found in an
analysis that covers some 27 000 engagements by
21 funds of GPIF external asset managers from 2017
to 2022 in which it found that engagement by
outside investors had very significant effects on the

performance of companies

in which they were engaging in virtually every area
in terms of climate change in terms of board
structure capital efficiency cross shareholdings
diversity etc,

and that was true in large companies mid—cap
companies and small companies and that
furthermore the impact that those engagements
were having were very positive in virtually every
of the

performance of companies with which they were

area significantly positive in terms

engaging

So what | want to conclude by suggesting is that
there is a form of ownership and engagement that is
emerging in Japan that could really provide the basis
of that balance between efficiency and social and
environmental harmony that | was discussing at the

beginning
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which comes from the coexistence of long—term
committed investors such as the foundations in
Denmark and the strategic investors in Japan who
can ensure the problem—solving purposes of
business together with the engagement that comes

from outside institutional investors

that combination is a very powerful way of ensuring
that the presence of the long—term objectives of
companies is not lost at the same time as they
pursue real financial benefit for their investors as

well.

Thank you very much.
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