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Purpose

» This paper strives to explain why the Japanese
Intellectual Asset-based Management (IAbM) report is
more inclined for the SME-financial institution
relationship.

» The Japanese Ministry of Economy, Trade and Industry
(MET]I) first focus on the listed company-market actor
relationship, however, the overlap between the IC
Information demand and supply was smaller than
expected.
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Purpose

» This paper explains why there was the mismatch for IC
Information, and also addresses why non-listed SME IC
Information for financial institutions has been effective in
|C disclosures with the previously shown empirical
evidence.

» This paper also addresses why non-listed SME IC
Information for financial institutions has created some
movement in the IC field by capturing main actors, such
as METI, Organization for Small & Medium Enterprises
and Regional Innovation, Japan (OSMERI), and other
key IAbM supporters, such as enterprise management
consultants and administrative scriveners.
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The IAbM report

» The METI published the “Guideline for Disclosure of
Intellectual Assets-based Management” in October
2005.

» The guideline’s purpose is to be a communication tool
between large firms and stakeholders in the securities
market with investors as central actors (Figure 1).
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Figure 1 Stakeholders whose Central Actors are Investors

o Market

_a® “Information which Stakeholders Need”

(Strike zone which Stakeholders think)

- Source: Interim report by the Management and Intellectual

Assets Subcommitte, New Growth Policy Committe,
Industrial Structure Council, 2007, pp. 37.
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The IAbM report characteristics

» The IAbM report needs the value creation perspective
from a managerial viewpoint.

- First, how the company has accumulated IC
resources in the organization, and how they utilize
these resources in accordance with their strategy till
Now.

- Second, the IAbM needs the strategic view of how
companies plan their investments in order to acquire
prospective resources that can be used to execute
their future business plan.
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Mismatch between IC information
demander and supplier

» The overlapping intellectual capital information between
stakeholders need and company supply has been
narrower than ever expected before.

» The disclosure practices of listed companies have not
prevailed yet in 2011.
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Why has IC report practice not

prevailed?

» Japanese listed companies currently disclose a lot of
non-financial information via multi-media, such as the
CSR report, Business Philosophy and Vision,
Intellectual Property Report, and Mid-term Business
Plan (Figure 2). All of them are voluntary, especially the
CSR report, 439listed companies disclosed in 2006.

» Sumita (2008) guessled] this is because it is difficult to
summarize an IAbM report in an existing specific
section of a company, whereas IP reports can be
handled by the IP section, and CSR reports by the CSR
section. The IAbM report requires a corporate manager
to grasp the total shape of the organization and
establish a clear vision
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Why has IC report practice not prevailed? [cont'd]

» Sumita (2008) also suggest[ed] that the IAbM is more
easily achieved in SME's, where there is some room for
modification in the management system than in big
business (ibid., p. 218).

» We can also guess that the companies, especially
large listed ones, disclose a lot through multimedia, and
they would feel a slight burden if they are required to
disclose an additional IAbM Report.



Why has IC report practice not prevailed? [cont'd]

\V 4
3{) KoBE

Figure 2 Current Mandatory, Timely, and Voluntary Disclosure Practices of
Japanese Listed Companies

Actual Information

Predictable Information

UONBULIOJU] [BIOUBUI ]

UOTJBULIOJU] [EIDUBUI{-UON]

[enuuy

[Securities Report]
[Mandatory Disclosure]

© Consolidated Financial
Statement

© Non Consolidated Financial
Statement

® Management
® Status
® Business Condition and

Clirenmstances

Report (Voluntary Disclosure)

[Financial Results (Brief Announcement of the Financial
Statement)]

[Voluntary Disclosure (SEQ) Rule]

© Financial Information

© Earnings Forecast

e __ O___

® CSR Report (Voluntary Disclosure)  Business Philosophy and Business Vision
(Voluntary Disclosure)

 Intellectual Property Repgrt (Voluntary o Mid-term Business Plan (Voluntary Disclosure)

Disclosure)

Source : Survey and Research Report on Corporate Disclosure of

[P P P R

Non-Financial Information, 2012, in Japanese.
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Why has IC report practice not prevailed? [cont'd] ’\)""““"”

» The central Information demanders, are inclined to
short-term viewpoints and place a great importance on
the ease of handling and controlling information from a
distance (Robson, 1992).

- A64.7% of sell-side analysts have a short-term,
almost one year, perspective, when they evaluate a
company (Panel A of Table 3).

- The main reason for their short-term view is 1) they
are responsible for a short-term evaluation in their
company, and 2) their performance is judged within
a short-term (Panel B of Table 3).

- They also attached great importance to the “Ease of
understanding,” “Comparability,” and the “Linkage to
the corporate value” (Panel C of Table 3).
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Table 3 Questionnaire analysis of the Japanese Financial Analysts

Why has IC report practice not prevailed? [cont'd]

Panel A The timeframe of corporate evaluation according to analyst typologies

Short-term Mid-term Long-term
|
[ | | | | |
Total (n=211) 50.2 232 +24
Analyst at the Rating Agency (n=10) | (.0 90.0 10.0

Sell-side Analyst (n=17) L 353
Buy-side Analyst (n=64) 4 46.9 375 1.6
Fund Manager at Financial Investor (n=80) 55.0 150 [+2.5
Fund Manager at Venture Capital (n=29) 483 27.6 6.9

[ Short-term (about 1 year) [0 Mid-term (about 3 years) [0 Mid-term (about 5 years) [ None

Source: METI (2007, p. 19).
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Table 3 Questionnaire analysis of the Japanese Financial Analysts

Why has IC report practice not prevailed? [cont'd]

Panel B Why do financial analysts evaluate a company for the short-term?
(Multiple responses)

10 20 30 40 50"

They has responsibility for a short-term _ 39.9
evaluation in their company. -

Their performance 12 judged within a

short-term. 33.3

[t is difficult to evaluate mid-and long-
term future prospects.

The investment rules are stated in accord _ 13.7
to the short-term criteria. '

Their personal skill is evaluated within a
short-term.

None 0.0

Source: METI (2007, p. 20).
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Table 3 Questionnaire analysis of the Japanese Financial Analysts

Panel C Desirable IR attributes for the disclosure of Intellectual Assets-based
Management by each type of analysts

Reliability Easy to understand 33 Linkage to the corporate value
] —
Total (n=211) 28.9
Analyst at the Rating Agency (n=10) 20.0
Sell-side Analyst (n=17) 17.6
Buy-side Analyst (n=64)
Fund Manager at Financial Investor (n=80) 23.8
Fund Manager at Venture Capital (n=29)
B Reliability [ Speediness « Timeliness [ Easyto understand
[ Fairness ] Availability ] Dpetails - Inclusivity
[ Linkage to the corporate value B Comparability ] Interactivity
E Positivity 1 Others B None

Source: METI (2007, p. 22)
Copyright(c) 2012 Tadanori Yosano All Rights Reserved 14
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Why has IC report practice not prevailed? [cont'd]

» Another questionnaire survey (Sakakibara et al, 2005;
Sakakibara et al, 2010), which used 324 Japanese
financial analysts, showed as follows:

- Japanese financial analysts utilize 5 of 15 IC items
(corporate strategy, growth opportunity, market
share, brand power, and R&D investments) to a high
degree (mean score over 4 on the 5 likert scale).

- They utilize 5 of 15 IC items (corporate strategy,
growth opportunity, market share, brand power, and
R&D investments) to a high degree when evaluating
SME listed companies (Table 4).
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Why has IC report practice not prevailed? [cont'd]

- All of the highly utilized 5 items for large listed
companies can be gathered from other disclose-
media. On the other hand, the first ranked “top
management quality” for SME listed companies
cannot be gathered through the other media.

- Their utilization of IC information also inclined to
management and management strategy, and
management policies items.

- These previous analyses' result suggests that
difficulties in accessing IC hamper the use of IC.
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Why has IC report practice not prevailed? [cont'd]

UNIVERSITY

Table 4 Financial Analy Survey: Degree of use for corporate evaluation

Japanese Large listed companies

Intellectual capital measures Category Mean  Standard deviation
Corporate strategy SC 4.44 0.804
Growth opportunities RC 432 0.782
Market share RC 422 0.803
Brand power RC 4.11 0.832
R&D investments SC 4.11 0.801
Top management quality HC 3.97 0.811
Business alliances RC 3.81 0.799
Customer satisfaction RC 3.77 0.904
Top executive succession policy SC 3.34 0.945
Employee training HC 3.23 0.885
Corporate governance structure SC 3.08 1.013
Employee participation HC 3.04 1.010
Personnel turnover HC 291 0.941
Quality assurance systems SC 2.89 1.066
Employee satisfaction HC 2.85 0.953

Source: Sakakibara et al. (2005, p.8)

SME listed companies
Intellectual capital measures Category Mean Standard deviation
Top management quality HC 4.66 0.771
Corporate strategy SC 4.61 0.799
Growth opportunities RC 447 0.894
R&D investments SC 4.10 0.828
Market share RC 4.00 0.997
Business alliances RC 3.95 0.882
Brand power RC 3.86 0912
Top executive succession policy SC 3.86 1.036
Customer satisfaction RC 382 0.933
Employee training HC 3.49 0.999
Employee participation HC 342 1.118
Personnel turnover HC 3.35 1.085
Employee satisfaction HC 3.20 1.064
Corporate governance structure SC 295 1.013
Quality assurance systems SC 2.90 1.091
17
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The shift from listed company-
Investor communications to non-
listed SME-financial institution
communications

» The Japanese government shifted their IC disclosure
target from listed company-investor communications to
non-listed SME-financial institution communications.

» The Organization for Small & Medium Enterprises and
Regional Innovation, Japan (OSMERI), which is
affiliated with METI, issued the IAbM manual guideline
for SMEs (Intellectual Asset-Based Management
Manual for Small and Medium Enterprises; IAbM
Manual for SMESs) in March 2007.



The shift from listed company- ){)&ggg
Investor communications to non-
listed SME-financial institution
communications [cont’d]

» SMESs have the advantage to establish a clear total
picture of the management strategy and the shape of
the organization (Sumita, 2008, p. 218).

» However, especially for non-listed SMEs, they often
lack long-term strategic management views and a well
designed organizational structure which progress their
strategies. Therefore, the main difference of IAbM
Manual for SMEs, compared with the IAbM guideline, is
It focuses on the SWOT analysis to capture SME
strengths and weaknesses and encourages the re-
development of their long-term strategic management
view considering their strong and weak attributes (Table
6).



The shift from listed company- ){)ﬁggg
Investor communications to non-
listed SME-financial institution
communications [cont’d]

» This shift has been successful thus far.

> A lot of SMEs have been disclosing a IAbM report with
the help of the OSMERI, small and medium enterprise
management consultants, administrative scriveners,
and sometimes local lenders.



The shift from listed company- )@&%&
Investor communications to non-
listed SME-financial institution
communications [cont’d]

Table 6 The standard procedure of intellectual asset-based
management is as follows (See Chapter 4 for details):

& Procedure of intellectual assets-based management >

[Recognizing own company's strengths (stocktake of intellectual assets)]

Firstly, write out the strengths of your owll company.SWOT analysis may bc ettetive in this process.This is a stocktake of the

sources of your company's strengths and other elements that are important for the ¢ SWOT analysis: Analysis method that

exarnines a company's strengths, Weaknesses,opportunities and threats to make ancompan)with the aim of summarizing own
intellecttal assets and stengths. overall assessment. (See Chapter 4 for details)

[Summarizing how thc company's strengths lead to profits(scenario making)]

Source: Intellectual Asset-Based Management Manual, OSMERI, 2007, p.12.
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OSMERI's acceleration

» Soon after publishing the IAbM Manual for SMEs, the
OSMERI initiated the research, focusing on the
perception of financial institutions for IC when they lend
to the SMEs.

» Why did they focus on SME lending? One reason is
Japanese SMEs still rely heavily on loans from the
financial institutions, contrary to large companies in
Japan.
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OSMERI's acceleration [cont'd] ’\)""mm

» In parallel Japanese local lenders were under the action
“Program for Strengthening Relationship Banking
Function,” which was introduced by the Japanese
Financial Service Agencies (FSA) in March 2003. This
program encouraged regional banks and cooperative
financial institutions to move away from transaction
lending and move toward relationship lending.
“Relationship” in the banking context implies close lender-
borrower connections. Therefore, we define “relationship
lending” as mutually beneficial banking transactions that
occur through the accumulation of non-financial
Information from closer lender-borrower connections
(Yosano and Nakaoka, 2011, p. 5). Alot of IC measures
are considered non-financial information, and therefore,
Introducing the IAbM to SMEs was very appropriate with
the FSA’s action program.
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OSMERI's acceleration [cont'd] ’\)""mm

» In February 2008, OSMERI set up a working group to
strengthen financing based on SME IC information, and
published two types of research reports.

» One is the “Guideline to Practice the Intellectual Asset-
based Management for SMEs.” This guideline
recommends that the SMEs disclose a two-page spread
IAbM report in order to achieve two main purposes. First,
was that the company can easily grasp the summary of
their IAbM. Second, was that IAbM supporters, such as
enterprise management consultants and administrative
scriveners, would be able to have a manual. The ultimate
goal was to make this IAbM practice more popular
amongst SMEs.
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OSMERI's acceleration [cont'd] ’\)""msm

» The Second type of research report established was
“Surveys and Research Pertaining to Intellectual Asset-
Based Finance.” This report involves questionnaire
surveys conducted with all Japanese financial institutions,
and analyzes in detall their perception of IC information
usage and the manner of utilization towards judging a
lending decision and supporting SME businesses (Yosano
and Koga, 2008).

- Second report shows that 28% of the financial
Institutions utilize IC information when they evaluate
borrowers in the lending decision.
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OSMERI's acceleration [cont'd] ’\)""msm

- Similar with Japanese financial analysts, their
utilization of IC information is inclined towards
management, management strategy, and
management policies (Table 8).

- They usually do not use a lot of accumulated IC
resources and the IC creation process till now and into
the future. IC resources and the IC creation process
are the core components that realize the company’s
management and strategy. However, lenders also
think that it is very difficult to access IC information.



OSMERI's acceleration [cont'd]

Table 8 Results of what degree lenders taking into consideration
when in financing decisions
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evaluation level*

SMRJ Categories non-financialitems |
average

personal assets Of MANAGEIMENE @ @ st 3.99

SUCCESSOMS PTESBNCE ettt e 3.95

CApADIlItY OF MANBGRIMENL sttt 3.9

ChAracter OF MANAGBMENE s sttt 3.78

health condition of 0P MANAGEMENE sttt e o

et Y S 3.49

manager e I S 3.47

Career Of MANAGEIMENT e 3.41

CONCENtrative level Ot DUSINGSS et 3.37

theability of Makeapalafidea == e e 3.36

L I SO 3.35

NETWOKS OF MANAGEMENT s 3.25

publicity activities 3.08

business climate/sensitivity 3.80

internal /e>-<ternal business status ofcompetltors .............................................................................................................................................................................. 373

BNVITONMENt [ e

market share / position of the sector 3.53

historyand track record of business 3.85

superiority of technologies b 3.85

. superiority of the main business 3.84

business contents SR T T T .,

superiority Of ProduCIS/SEIVICES 3.81

superiority and brand of products/services e 3.68

intellectual property (rights) 3.44

* Evaluation level is mesured by using five likert scales.

Source: Yosano and Koga, 2008, p. 15.
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Table 8 Results of what degree lenders taking into consideration when in \{)

financing decisions [cont'd]

;X)) KOBE

evaluation level*

basic of organization

SMRJ Categories non-financialitems e
customers / suppliers

sales promotion/advertising campaign activities 3.12

holders of qualifications/technologies 3.24

O O e 3.23

employees the number .9f.¢.rnp!.i.y.¢¢§ ........................................................................................................................................................................ 3.13
O O IO e 3.04

average age of employees (yeartoyear) e 2295

incentive system 2.77)

business schedules 3.95

risk management/ governance

risk management of information leakage

* Evaluation level is mesured by using five likert scales.

Copyright(c) 2012 Tadanori Yosano All Rights Reserved
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Evidences for non-listed SME-
financial institution communications

» The lenders who utilize IC information in regards to
management and business significantly, record the
higher profitability than lenders who do not.

» The lenders, who utilize IC information in regards to
network information, such as customers and suppliers,
also record a higher profitability than lenders who do
not.

» Utilization of network information is more effective when
they are in a highly competitive region (Yosano and
Nakaoka, 2011b, p. 34).
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Current action from the OSMERI
and other related SMEs-local lender

relationships

» The IAbM disclosure practice for SMEs is effective for
communicating with lenders, and this OSMERI
Involvement is on-going.

» The OSMERI is currently in the final stage of the IAbM
Manual for SME revisions. The upcoming version will
provide six different manuals in accordance with the
purposes of IAbM disclosure: 1. Venture. 2.
Relationship banking. 3. Business succession. 4.
Intellectual property. 5. Marketing. 6. Human resource
development and recruiting (Table 9).



Current action from the OSMERI
and other related SMEs-local lender

relationships [cont’d]

Table 9 Utilization and Implementation of Report

How to state the report for their own benefit

The information that should be disclosed is different from the purpose of the
statement on Enhanced Value Reporting. Put the company's idea in shape in
accordance with their purpose statement and target readers.

9,

KOBE

UNIVERSITY

Target Reader Purpose Sample of the guidance
Company Information Session | e e e e e
Customersand |Business Explanationabout the New Product and Service | - - . - . .
Suppliers Collaboration with Suppliersand Partners | e

Financial Results

Intellectual Property

refer to the theme :

Financial Institutions

Financial Report

refer to the theme

: Relationship Banking

Business Succession

refer to the theme :

Business Succession

Informally Promised Employment for New Graduates and Mid-Career

refer to the theme :

Human Resource

Recruitmen -
ecruitment Recruiting Development
Business Succession refer to the theme : Business Succession
Business Operation Improvement | e e e e e
New Employee Training refer to the theme : Human Resource
Employee
Development
refer to the theme : Marketing
o refer to the theme : Venture
Source:r The rivised “Intettectuat Asset-Based Management Manuat for Smat

Copyright(c) 2012 Tadanori Yosano All Rights Reserved
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The IAbM Manual for SME revisions

» Relationship lending is still the key purpose for IAbM
disclosure and the main characteristic in the revision is
that it places a great amount of importance on the
relationship between IC measures and the financial
result.
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The IAbM Manual for SME revisions[cont’d]

> |AbM disclosure makes it difficult for companies to
transmit IC resources and information about the IC
creation process to stakeholders. Hence, the challenge
for this revision was to allow readers to understand
current financial results more clearly by requiring the
company to disclose the relationship between how
current IC resources have been accumulated and how
they have been created. In addition, the revision
requires the company to disclose the relationship
between how it will create new IC resources and their
plan to process this creation in the future and the future
financial results (Figure 3).



The IAbM Manual for SME revisions )@5593“@
Figure 3

SO

! Current KPI - KGI i

Company Name Date :dd/mm /yy ! Statement of KGI (Goal Indicator) and !

E KPI (Process Indicator) from Past to E

! Present !

The competition in the same sector is the similar sales | ~ ~~77 777777 -"7-"77-7"-""------ooommmmmos
Current KPT - KGI / company in the booklet of Financial Indicators for SMEs
Competition in
the Same Sector
Sales (Millions in Yen) 000 000 000 o000
= A
gnD Profit (Millions in Yen) o000 000 000 o000
E. | Operating Cash Flow 000 000 000 ooo
Depreciation 000 000 000 o000
—
=
3 The .Rate of Obseryance for the 000 000 000 o000
= appointed date of delivery (%)
;DU Inventory Turn over Period (days) 000 000 000 o000
it —

e > '
=+ Activities and Measures (Story) ! Activities and Measures (Story) !
© X , Statement of a Chain of Figures and its |
,:U : . =y ~ i explanation about Activities and E
@ Finance R 25 CuSto{mer'Needs st ! Measures !
(CDD company’s assets 2 4 Realizationof || | | mmmmmmmmmmmmmmm e

58 Short-term Delivery e e s e e
5 = g) 2 Z J
She zE e
23 5 g
[¢”] = 3 2 N
g . Increasement of SAM PL g ;l'; Measures for Second
o < Partnership I - s Goods Market
@ Companies = )
=
25
5 a2
o o
5 B
= =5
2
A substantial g Measure for Retail
PR Activities § Customers

Source: The rivised "Intellectual Asset-Based Management Manual for Small and Medium Enterprises,"Forthcoming, 2012.
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The IAbM Manual for SME revisions[cont’d] }{))XosE
Figure 3

E Future KPI - KGI
Future KPT - KGT / The competition in the same sector is the similar sales E Statement of KGI (Goal Indicators)

:
1
1
i
i
i

'
'
!
company in the booklet of Financial Indicators for SMEs which Indicates the Goal of thei
Activities and Measure and KPI !
1
'
1
'
1
'
1

tgzrélgiétg);;é:r (Process Indicators) which  measures
the Progress of the Company's
Sales (Millions in Yen) 000 o000 000 o00° _éc_t_l\_’l_t_l(_%§ _a_rlq_l\f[_e_a_s}l_r_e_s ________________
— | Profit (Millions in Yen) 000 | 000 000 o00°
)
U'é Operating Cash Flow 000 | 000 000 o000
@
<t | Depreciation 000 | 000 000 o00°
The Rate of Observance for the 'Y Y ) 000 000 o000
appointed date of delivery (%) [ Obrainable Intellectual Assets |
= . 1 |
8 Sales in the New Market 000 000 000 o000 | Statement of Obtainable Intellectual |
=] | Assets which are the Resuits of the |
& Intellectual Assets -1 o | Excution of the Activities and Measures |
T — T T T T o R T T T T ——— " 1
C(/E || Human Assets Structural Assets Relational Assets E
[} ! . 1
1
Er E | ! Future Measures i
8‘ — ) T | Statement of what the Company will |
g | take measures in a Supposed Business |
Future Measures Business Area ! Area :
E'_ l'"""""""'_""l""'_"'_"""""" LR !
Too o o o oo e e e e e : Speed |
g - I I ! O E [
® < g Borrmr e i ©OOOcompany i \ Business Area i
— . B { 1 . . H
.2 o e \ O Li £ Prod | i Statement of the Business Area in the |
g .3 E . O“O e up ot e Wme\' i company operates and the Comparison E
- . . ompetition H | . © e .
S E° Expenditures of Flna@ : O " AMPLE O O ! E (lefren.tsl.atlon Factors) with !
N } Q) Competition | | Competitions .
E Investment of Financing Financing 1 | B i
1
! Fingnce for Working ! E O O f
'|| Capital n H
! - 000 Financial Institution A | |1t H
. 10 i
E oo ®®®\Million Yen E | Competition ‘ Differenciation Factors |:
! f
E Finance Financial Institution B i E H
t[| for Investments @@ ®\Million Yen || || Competition A ‘ -------- |:
|| -o®® " i [T m oo oo ———— oo ———— oo |
| -eoee® il g —_— ! i Investments of Financing !
\ 3" . ‘ | ! Statement of the Purpose and the |
1, L e ————————————————— 1 1
] 1

:

i Degree of the Financing

Source: The rivised "Intellectual Asset-Based Management Manual for Small and Medium Enterprises,"Forthcoming, 2012.
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Another prominent action

Another prominent action was from the Hyogo Industry
Enhancement Center and their local lender membership.
Tanyou credit bank has initiated the use of the IAbM to
support SME businesses since 2008 in conjunction with
the Hyogo Industry Enhancement Center. Tanyou credit
bank has supported SMEs to disclose the IAbM report: 9
SMEs in 2009, 11 in 2010, and 22 in September 2011
(Japan Small business research institute, Osaka branch,
2012, p. 43).
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Conclusions

» Since the 2000s, the explanation power of financial
Information has become weaker (Kagaya, 2012; IIRC,
2011), and the earnings volatility has dramatically
become broader (Yosano, 2012, forthcoming).
Therefore, the surrounding risk circumstances of
companies have expanded greatly. Itis very clear that
the adequate evaluation of default risk and growth
opportunities requires other information than financial
measures. IC measures are still very prominent
candidates.
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Conclusions [cont'd]

» In Japan, the main target companies for IAbM
practices are SMEs. Communication has been on-
going in these non-listed SME-financial institutions,
and there’s hope that large listed companies will
conguer the two main obstacles in the near future. First,
IS to grasp the long-term management viewpoints and
allocate their IC resources in the proper strategic
business plan. Second, is to establish adequate KPIs
for stakeholders to understand and compare with the
competitors in the same section. These actions would
enhance the spread of IAbM disclose practices and re-
Inject the engine of the Japanese economy.



