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Investors have always prized companies with 
good governance: It is generally understood 
that well-managed companies tend to 
grow faster and survive longer than poorly 
managed ones. What has changed is that, due 
to increasing attention being given to ESG 
factors, governance (the “G” factor) is coming 
into sharper focus. With better ESG reporting, 
we are now able to put quantifiable metrics 
around governance.

At an aggregate level, we are seeing that companies with 
better corporate governance have higher return on equity 
(RoE) and better share price performance.1 To better 
understand this trend, we studied corporate governance 
across developed markets over time. Analysing the 
components of the S&P 500, MSCI Europe and MSCI 
Japan indices, we observed an improvement in governance 
scores in recent years. Interestingly, we found that in 
Japan—where governance scores have risen the most—RoE 
has also risen sharply (Display 1).

Japan: Most improved player
Prime Minister Shinzo Abe was originally elected in 2011 
with a promise of “three arrows”: loose monetary policy, 
stimulative fiscal policy and regulatory reform. Monetary 
policy has been widely considered successful, while 
fiscal policy has received mixed reviews—mainly due to 
stimulating the economy yet offsetting it somewhat with a 
sales tax hike. Many observers say the third arrow, structural 

1 ESG is an acronym covering three pillars of sustainability: environmental, 
social and governance factors.
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reform—which has a close relationship 
with governance—has been slow 
in coming.

In our study, the governance scores reveal 
there has been more going on behind the 
scenes than most realise. Japan seems 
to have made concerted policy efforts 
to improve governance and return on 
equity. Abe has reformed agricultural 
cooperatives, which previously had 
tremendous political power in Japan. 
He has liberalised Japan’s electricity 
market, cut corporate taxes and strongly 
supported female employment with a 
new gender equality law.

Most notably, he has pushed through 
corporate governance and stewardship 
codes that have started to change 
Japanese corporate culture. Progress 
is strikingly evident across a number 
of corporate governance metrics 
(Display 2).

Companies now have more independent 
directors on their boards, more 
performance-based compensation 
packages, fewer takeover defence 
measures and easier online proxy 
voting. The number of companies in 
the TOPIX with women on boards 
has increased from 52 in 2011, to 
206 in 2016,2 and general female 

labour participation in the 15-64 age 
bracket is higher than the U.S. or the 
OECD average.

There is also a trend toward 
performance-based pay and 
transparency. More companies are 
linking pay to performance, disclosing 
board members’ pay and publishing 
their policies on governance.

Annual general meeting materials are 
now often available online, and a simple 
change in the deadline for filing tax 
returns now allows the meetings to be 
more conveniently scheduled. In the 
past, clustering of meetings at the same 
time made it difficult for any investor to 
attend more than one meeting.
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This index information is provided for illustrative purposes only and is not meant to depict a 
specific investment. Past performance is no guarantee of future results. See Disclosure section 
for index definitions. Source: Bloomberg. Institutional Shareholder Services (ISS). Data as of 30 
September 2017.
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2 Source: Bloomberg, 31 December 2016.
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Better governance is a reassuring sign 
for global investors, who are starting 
to see that Abe’s third arrow of reform 
is making a difference. As a result, 
Japan is starting to attract more foreign 
investors who—after an extended era of 
disappointing equity returns—now find 
it easier to justify investing in Japan.

Since mid-2016, stock prices in Japan 
have risen sharply, recently hitting an 
all-time peak and surpassing their 1990s 
high. This improvement in performance 
is a function of all three of Abe’s 
initiatives, as well as improvement in 
the global environment. Interestingly, 
companies with better governance have 
outpaced those with weak governance, 
which suggests that could be a link 
between governance as one of the 
factors, which has helped performance 
(Display 3). We believe better corporate 
governance has played a vital role in 
attracting investment and driving stock 
prices higher.

Europe: A concerted effort 
across sectors
Europe’s governance scores have also 
improved. In fact, excluding the UK 
would have put Europe’s improvement 
during the 2013-2017 period at 0.76, 
ahead of Japan’s. To be fair, the UK 
undertook significant governance 
changes at the beginning of the century; 
these are not reflected in changes 
tracked since 2013.

What is remarkable about Europe’s  
path to stronger governance is the 
consistency of improvement across 
sectors (Display 4). Comparing Europe 
with Japan by sector, Europe has had 
a very even improvement over the past 
five years, with all sectors except health 
care improving their governance score 
(if you exclude the UK, all sectors 
have improved, including health 
care). In Japan and the U.S., most 
sectors improved but several others 
deteriorated.

And the EU is set to keep improving. 
The European Commission recently 
passed a new shareholder rights 

directive to be implemented by each 
of the member states over the next 
two years. The new directive increases 
transparency requirements, encourages 
consideration of ESG issues and has 
a number of provisions related to 
governance. It requires institutional 
investors to disclose how they take the 
long-term interest of their beneficiaries 
into account and how they incentivise 
their asset managers to do the same.

“Say on pay” provisions, requiring a 
shareholder vote on remuneration both 
ex ante and ex post to ensure companies 
don’t pay CEOs more than shareholders 
had initially agreed, are also part of 
the directive. A provision aimed at 
facilitating voting will give companies 
the right to identify their shareholders, 
which facilitates shareholder 
engagement.

The United States: Driven by 
technology companies . . .
Whereas Japan and Europe showed 
generally steady improvement in 
G-scores during the 2013-2017 period, 
governance scores in the U.S. bounced 

around. After deteriorating between 
2013 and 2015, they rebounded through 
2017. The end result has been an overall 
improvement, but less than the other 
two regions (Display 5).

U.S. governance scores also seem to 
be driven largely by the information 
technology sector, which accounts for 
nearly one quarter of the S&P 500’s 
market capitalisation. The sector traced 
the same pattern of deterioration 
followed by improvement. This may 
reflect the fact that many of these 
technology companies are operating 
with new business models that 
are, at least initially, subject to less 
regulatory scrutiny.

. . . including some with poor 
governance scores
The steady march of poor corporate 
governance scores among the four 
most prominent “online superstar” 
companies—three of which have the 
worst score possible on the Institutional 
Shareholder Services3 scale—reinforces 
the notion that these newer business 
models may be somewhat lax in the 

DISPLAY 3
Good governance may be rewarded
Top and bottom scorers of companies in the MSCI Japan Index.
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Source: Sustainalytics, Bloomberg, as of 29 November 2017. Sustainalytics is an independent ESG 
and corporate governance research, ratings and analysis firm supporting investors around the world 
with the development and implementation of responsible investment strategies. With 13 offices 
globally, Sustainalytics partners with institutional investors who integrate environmental, social 
and governance information and assessments into their investment processes. Today, the firm has 
more than 350 staff members, including 170 analysts with varied multidisciplinary expertise of 
more than 40 sectors. For more information, visit www.sustainalytics.com. This index performance 
is provided for illustrative purposes only and is not meant to depict the performance of a specific 
investment. Past performance is no guarantee of future results.

3 Institutional Investor Services is a proxy advisory firm that advises investment firms as to how to vote their shares.
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realm of governance. These companies, 
which have experienced explosive 
growth as a result of the boom in 
internet-based services, are going 
against the general trend of improving 
governance.

If the general conclusion that “good 
governance pays” is valid, these four 
behemoths have proven themselves 
exceptions to the rule, which raises 
a logical question: Could they be 
potentially vulnerable to a setback? 
There are far too many considerations 
that go into any individual company’s 
performance to portend a selloff, but 
the low G-scores do indicate potential 
risk factors.

This tension is also playing out in the 
recent debate over dual-class shares in 
the technology sector. These structures, 
criticised for being undemocratic, give 
company founders a large amount of 
control over their companies even if 
their actual holdings amount to only 
are a tiny sliver of ownership. A recent 
study4 found that dual-class companies 
remain a minority, with just 13 of 128 
technology companies examined having 
dual-class structures. These 13, however, 
include some of the biggest names.

Many institutional investors that own 
sizeable interests in some of these titans 
oppose the structures, but nevertheless 
buy stakes. But the tide may be turning, 
as notable companies have scrapped 
plans to create new share classes 
following legal action by shareholders, 
and indices including the S&P, Dow 
Jones and FTSE Russell have decided 
to exclude some dual-class shares 
going forward.

This can have a meaningful influence on 
the demand for a stock. Being ineligible 
for the S&P 500, for example, means 
passive funds are not obliged to buy 
that stock. At the same time, however, 

DISPLAY 4
Japan: Most improved overall
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This index information is provided for illustrative purposes only and is not meant to depict a 
specific investment. Past performance is no guarantee of future results. See Disclosure section 
for index definitions. Source: Bloomberg, ISS; as of 30 September 2017. The sector G scores are 
cap weighted. Japan is represented by the MSCI Japan, US by the S&P 500 and Europe by the 
MSCI Europe Index.

4 https://www.orrick.com/Insights/2017/06/Orrick-Unveils-Major-Study-on-Corporate-Governance-of-Nations-Tech-Sector



5

THE THIRD ARROW: GOVERNANCE

SOLUTIONS & MULTI-ASSET  |  MORGAN STANLEY INVESTMENT MANAGEMENT

some exchanges are going in the 
other direction, considering loosening 
restrictions in order to protect their 
status as financial hubs. These include 
Hong Kong, Singapore, and the UK.

Conclusion: Hitting the 
mark—mostly
Corporate governance is improving 
almost everywhere, and it has generally 
coincided with strong performance in 
the Japanese, European and U.S. stock 
markets. Japan has been the poster 
country, where improving governance 

has gone hand in hand with heightened 
investor interest and growth in assets.

The energy sector in the U.S. and the 
financial sector in Japan have improved 
noticeably (Display 4). It appears 
that the sectors that were formerly 
underperformers have scrambled the 
most to strengthen their corporate 
governance. G-scores have improved as 
market caps have come down, and our 
analysis shows that this is not due to 
survivorship bias but rather a result of 
active steps being taken.

DISPLAY 5
Different paths to good governance
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Source: Bloomberg, Institutional Shareholder Services as of 30 September 2017. The above data shows the cap weighted G scores.

Risk Considerations
There is no assurance that a strategy 
will achieve its investment objective. 
Portfolios are subject to market risk, 
which is the possibility that the market 
values of securities owned by the 
portfolio will decline. There is the risk 
that the Adviser’s asset allocation 
methodology and assumptions 
regarding the Underlying Portfolios may 
be incorrect in light of actual market 
conditions and the Portfolio may not 
achieve its investment objective. Share 
prices also tend to be volatile and 
there is a significant possibility of loss. 
Concentration in a single region may 
make the portfolio more volatile than 
one that invests globally. The portfolio’s 
investments in commodity-linked 
notes involve substantial risks, including 
risk of loss of a significant portion of 

their principal value. In addition to 
commodity risk, they may be subject 
to additional special risks, such as 
risk of loss of interest and principal, 
lack of secondary market and risk of 
greater volatility, that do not affect 
traditional equity and debt securities. 
Currency fluctuations could erase 
investment gains or add to investment 
losses. Derivative instruments can be 
illiquid, may disproportionately increase 
losses and may have a potentially large 
negative impact on the portfolio’s 
performance. The risks of investing in 
emerging market countries are greater 
than the risks generally associated 
with investments in foreign developed 
countries. In general, equity securities’ 
values also fluctuate in response to 
activities specific to a company. Fixed-
income securities are subject to the 
ability of an issuer to make timely 

principal and interest payments (credit 
risk), changes in interest rates (interest-
rate risk), the creditworthiness of the 
issuer and general market liquidity 
(market risk). In the current rising 
interest-rate environment, bond prices 
may fall and may result in periods 
of volatility and increased portfolio 
redemptions. Longer-term securities 
may be more sensitive to interest rate 
changes. In a declining interest-rate 
environment, the portfolio may generate 
less income. The use of leverage may 
increase volatility in the Portfolio. Stocks 
of small-capitalisation companies 
carry special risks, such as limited 
product lines, markets and financial 
resources, and greater market volatility 
than securities of larger, more established 
companies. Charts and graphs provided 
herein are for illustrative purposes only.

Governance may be a factor that 
comes into play, not in periods of 
exuberance—such as the case of the 
tech superstars that rate poorly in 
governance—but more in times of 
adversity. Japan as a market has gone 
through a very long period of adversity, 
and that has been the driver for a lot 
of this regulatory change. Investors 
seem to be waking up to the realisation 
that, at least in the realm of corporate 
governance, Prime Minister Shinzo 
Abe’s third arrow has been hitting 
the mark. 
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DEFINITIONS
The indexes are unmanaged and do not include any expenses, fees or sales 
charges. It is not possible to invest directly in an index. Any index referred 
to herein is the intellectual property (including registered trademarks) 
of the applicable licensor. Any product based on an index is in no way 
sponsored, endorsed, sold or promoted by the applicable licensor and 
it shall not have any liability with respect thereto. The Dow Jones is 
an index that shows how 30 large publicly owned companies based in 
the United States have traded during a standard trading session in the 
stock market. It is the second-oldest U.S. market index after the Dow 
Jones Transportation Average, which was also created by Dow. The MSCI 
Europe Index is a free float-adjusted market capitalization index that is 
designed to measure developed market equity performance in Europe. 
The term “free float” represents the portion of shares outstanding that 
are deemed to be available for purchase in the public equity markets 
by investors. The performance of the Index is listed in U.S. dollars and 
assumes reinvestment of net dividends. The MSCI Japan Index is a free-
floated adjusted market capitalization weighted index that is designed 
to track the equity market performance of Japanese securities listed on 
the Tokyo Stock Exchange, Osaka Stock Exchange, JASDAQ and Nagoya 
Stock Exchange. The MSCI Japan Index is constructed based on the MSCI 
Global Investable Market Indices Methodology, targeting a free-float 
market capitalization coverage of 85%. The S&P 500® Index measures 
the performance of the large cap segment of the U.S. equities market, 
covering approximately 75% of the U.S. equities market. The Index includes 
500 leading companies in leading industries of the U.S. economy. “ESG” 
investment: Environmental Social and Governance based investment is an 
investment approach which takes explicit account of the environmental, 
social and corporate governance aspects of all proposed investments. 
Volatility is a statistical measure of the dispersion of returns for a given 
security or market index. FTSE and Russell Indexes have come together 
to establish a new global index leader, committed to working with 
clients to create the benchmarking, analytics and data solutions that 
they need to give them a precise view of the market relevant to their 
investment process. The TOPIX 500 Index is a capitalization-weighted 
index designed to measure the performance of the 500 most liquid stocks 
with the largest market capitalization that are members of the TOPIX 
Index. The Organisation for Economic Co-operation and Development 
(OECD) average, sometimes also referred to as the country average, is 
the mean of the data values for all OECD countries for which data are 
available or can be estimated. The OECD average can be used to see how 
a country compares on a given indicator with a typical OECD country. 
The OECD average does not take into account the absolute size of the 
population in each country, i.e. each country contributes equally to the 
average. Return On Equity (ROE) is the amount of net income returned 
as a percentage of shareholders equity.
IMPORTANT DISCLOSURES
The views and opinions are those of the author as of the date of publication 
and are subject to change at any time due to market or economic conditions 
and may not necessarily come to pass. Furthermore, the views will not be 
updated or otherwise revised to reflect information that subsequently 
becomes available or circumstances existing, or changes occurring, after 
the date of publication. The views expressed do not reflect the opinions 
of all portfolio managers at Morgan Stanley Investment Management 
(MSIM) or the views of the firm as a whole, and may not be reflected in 
all the strategies and products that the Firm offers.
Forecasts and/or estimates provided herein are subject to change and may 
not actually come to pass. Information regarding expected market returns 
and market outlooks is based on the research, analysis and opinions of 
the authors. These conclusions are speculative in nature, may not come 
to pass and are not intended to predict the future performance of any 
specific Morgan Stanley Investment Management product.
Certain information herein is based on data obtained from third party 
sources believed to be reliable. However, we have not verified this 
information, and we make no representations whatsoever as to its 
accuracy or completeness.
The information herein is a general communications which is not impartial 
and has been prepared solely for information and educational purposes 
and does not constitute an offer or a recommendation to buy or sell 
any particular security or to adopt any specific investment strategy. 
The material contained herein has not been based on a consideration 
of any individual client circumstances and is not investment advice, nor 
should it be construed in any way as tax, accounting, legal or regulatory 
advice. To that end, investors should seek independent legal and financial 
advice, including advice as to tax consequences, before making any 
investment decision.

Past performance is no guarantee of future results.
This communication is not a product of Morgan Stanley’s Research 
Department and should not be regarded as a research recommendation. 
The information contained herein has not been prepared in accordance 
with legal requirements designed to promote the independence of 
investment research and is not subject to any prohibition on dealing 
ahead of the dissemination of investment research.
This commentary is only intended for, and will be only distributed 
to, persons resident in jurisdictions where distribution or availability 
would not be contrary to local laws or regulations.
There is no guarantee that any investment strategy will work under all 
market conditions, and each investor should evaluate their ability to 
invest for the long-term, especially during periods of downturn in the 
market. Prior to investing, investors should carefully review the strategy’s 
/ product’s relevant offering document. There are important differences 
in how the strategy is carried out in each of the investment vehicles.
DISTRIBUTION
This communication is only intended for and will only be distributed to 
persons resident in jurisdictions where such distribution or availability 
would not be contrary to local laws or regulations.
United Kingdom: Morgan Stanley Investment Management Limited is 
authorised and regulated by the Financial Conduct Authority. Registered 
in England. Registered No. 1981121. Registered Office: 25 Cabot Square, 
Canary Wharf, London E14 4QA, authorised and regulated by the Financial 
Conduct Authority. Dubai: Morgan Stanley Investment Management 
Limited (Representative Office, Unit Precinct 3-7th Floor-Unit 701 and 
702, Level 7, Gate Precinct Building 3, Dubai International Financial Centre, 
Dubai, 506501, United Arab Emirates. Telephone: +97 (0)14 709 7158). 
Germany: Morgan Stanley Investment Management Limited Niederlassung 
Deutschland Junghofstrasse 13-15 60311 Frankfurt Deutschland (Gattung: 
Zweigniederlassung (FDI) gem. § 53b KWG). Italy: Morgan Stanley Investment 
Management Limited, Milan Branch (Sede Secondaria di Milano) is a branch 
of Morgan Stanley Investment Management Limited, a company registered 
in the UK, authorised and regulated by the Financial Conduct Authority 
(FCA), and whose registered office is at 25 Cabot Square, Canary Wharf, 
London, E14 4QA. Morgan Stanley Investment Management Limited 
Milan Branch (Sede Secondaria di Milano) with seat in Palazzo Serbelloni 
Corso Venezia, 16 20121 Milano, Italy, is registered in Italy with company 
number and VAT number 08829360968. The Netherlands: Morgan Stanley 
Investment Management, Rembrandt Tower, 11th Floor Amstelplein 
1 1096HA, Netherlands. Telephone: 31 2-0462-1300. Morgan Stanley 
Investment Management is a branch office of Morgan Stanley Investment 
Management Limited. Morgan Stanley Investment Management Limited 
is authorised and regulated by the Financial Conduct Authority in the 
United Kingdom. Switzerland: Morgan Stanley & Co. International plc, 
London, Zurich BranchI Authorised and regulated by the Eidgenössische 
Finanzmarktaufsicht (“FINMA”). Registered with the Register of Commerce 
Zurich CHE-115.415.770. Registered Office: Beethovenstrasse 33, 8002 
Zurich, Switzerland, Telephone +41 (0) 44 588 1000. Facsimile Fax: 
+41(0)44 588 1074.
U.S.
A separately managed account may not be suitable for all investors. 
Separate accounts managed according to the Strategy include a number 
of securities and will not necessarily track the performance of any 
index. Please consider the investment objectives, risks and fees of the 
Strategy carefully before investing. A minimum asset level is required. 
For important information about the investment manager, please refer 
to Form ADV Part 2.

Please consider the investment objectives, risks, charges and 
expenses of the funds carefully before investing. The prospectuses 
contain this and other information about the funds. To obtain 
a prospectus please download one at morganstanley.com/im 
or call 1-800-548-7786. Please read the prospectus carefully 
before investing.
Morgan Stanley Distribution, Inc. serves as the distributor for 
Morgan Stanley Funds.
NOT FDIC INSURED | OFFER NO BANK GUARANTEE | MAY LOSE 
VALUE | NOT INSURED BY ANY FEDERAL GOVERNMENT AGENCY | 
NOT A BANK DEPOSIT
Hong Kong: This document has been issued by Morgan Stanley Asia Limited 
for use in Hong Kong and shall only be made available to “professional 
investors” as defined under the Securities and Futures Ordinance of Hong 
Kong (Cap 571). The contents of this document have not been reviewed 
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nor approved by any regulatory authority including the Securities and 
Futures Commission in Hong Kong. Accordingly, save where an exemption 
is available under the relevant law, this document shall not be issued, 
circulated, distributed, directed at, or made available to, the public in 
Hong Kong. Singapore: This document should not be considered to be the 
subject of an invitation for subscription or purchase, whether directly or 
indirectly, to the public or any member of the public in Singapore other 
than (i) to an institutional investor under section 304 of the Securities 
and Futures Act, Chapter 289 of Singapore (“SFA”), (ii) to a “relevant 
person” (which includes an accredited investor) pursuant to section 305 
of the SFA, and such distribution is in accordance with the conditions 
specified in section 305 of the SFA; or (iii) otherwise pursuant to, and 
in accordance with the conditions of, any other applicable provision 
of the SFA. In particular, for investment funds that are not authorized 
or recognized by the MAS, units in such funds are not allowed to be 
offered to the retail public; any written material issued to persons 
as aforementioned in connection with an offer is not a prospectus as 
defined in the SFA and, accordingly, statutory liability under the SFA in 
relation to the content of prospectuses does not apply, and investors 
should consider carefully whether the investment is suitable for them. 
Australia: This publication is disseminated in Australia by Morgan Stanley 
Investment Management (Australia) Pty Limited ACN: 122040037, AFSL 
No. 314182, which accept responsibility for its contents. This publication, 
and any access to it, is intended only for “wholesale clients” within the 
meaning of the Australian Corporations Act. 
IMPORTANT INFORMATION
EMEA: This marketing communication has been issued by Morgan Stanley 
Investment Management Limited (“MSIM”). Authorised and regulated 
by the Financial Conduct Authority. Registered in England No. 1981121. 
Registered Office: 25 Cabot Square, Canary Wharf, London E14 4QA.
Any index referred to herein is the intellectual property (including 
registered trademarks) of the applicable licensor. Any product based 
on an index is in no way sponsored, endorsed, sold or promoted by the 
applicable licensor and it shall not have any liability with respect thereto.
All investments involve risks, including the possible loss of principal. 
The material contained herein has not been based on a consideration 
of any individual client circumstances and is not investment advice, nor 
should it be construed in any way as tax, accounting, legal or regulatory 

advice. To that end, investors should seek independent legal and financial 
advice, including advice as to tax consequences, before making any 
investment decision.
The views and opinions expressed are those of the portfolio management 
team at the time of writing/of this presentation and are subject to change 
at any time due to market, economic, or other conditions, and may not 
necessarily come to pass. These comments are not representative of the 
opinions and views of the firm as a whole. Charts and graphs provided 
herein are for illustrative purposes only.
The information contained in this communication is not a research 
recommendation or ‘investment research’ and is classified as a ‘Marketing 
Communication’ in accordance with the applicable European regulation 
or Swiss regulation. This means that this marketing communication 
(a) has not been prepared in accordance with legal requirements 
designed to promote the independence of investment research (b) is 
not subject to any prohibition on dealing ahead of the dissemination 
of investment research.
MSIM has not authorised financial intermediaries to use and to distribute 
this document, unless such use and distribution is made in accordance with 
applicable law and regulation. MSIM shall not be liable for, and accepts 
no liability for, the use or misuse of this document by any such financial 
intermediary. If you are a distributor of the Morgan Stanley Investment 
Funds, some or all of the funds or shares in individual funds may be 
available for distribution. Please refer to your sub-distribution agreement 
for these details before forwarding fund information to your clients.
The whole or any part of this work may not be reproduced, copied or 
transmitted or any of its contents disclosed to third parties without 
MSIM’ express written consent.
All information contained herein is proprietary and is protected under 
copyright law.
This document may be translated into other languages. Where
Morgan Stanley Investment Management is the asset management 
division of Morgan Stanley.
This document may be translated into other languages. Where such a 
translation is made this English version remains definitive. If there are 
any discrepancies between the English version and any version of this 
document in another language, the English version shall prevail.
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